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Hanorable Dan Rostenkowski
Chairman

Committee an Ways and Means

2311 Rayburn House Office Building
Washington, D.C. 20515

Dear Mr. Chalrman:

H.R. 5133, the Falr Practices in Automotive Products Act,
which would establish domestic content requlrements for sales of
motor vehicles in the United States, has been the subject of
considerable discussion in recent months, However, existing
analyses of the economic effects which such a law might produce
in the United States have yielded widely varied results.

In anticipation of consideration of the bill by the Committee
on Ways and Means, the Subcommittee on Trade asked the Congressional
Budget Office and the Library of Congress' Congressional Research
Service to assess the economic effects that establishing a local
content scheme for motor vehicles might produce in the United
States. Further, the U.S5. Trade Representative was asked to
comment on probable implications for U,S.-Canadian automobile
trade and the U.S5.,-Canada Auto Fact.

The attached responses should contribute to the Committee's
and the Congress' underatanding of the i1ssues associated with
local content legislation in general and the more specific
implications of H.R., 5133 as proposed.

am M. Gibbons
Chairman
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June 23, 1982

" . Dr. Alice M. Rivlin
Director .
Congressional Budget Office
B2-450 H.0,B. Annex 2

Dear Dr. Rivlin:

. B.R, 5133, the Falr Practices in Automotive Products Act,
which is currently under consideration in the House of Represen-
tatives, would establish domestic content requirements for sales
_of motor vehicles in the United States. To date, several separate
. analyses of the macroeconomic effects that eatablishing such

a scheme might produce in- the U.S, have yielded widely

varied results.

In anticipation of consideration of this bill by the
Subcommittee on Trade of the Committee on Ways and Means, we are
writing to request that the Congressional Budget Office study
the effects the bill might produce in the U,8. Specifically, we
feel that consideration of short-~ and long-term effects an such
macroeconomic factors as employment (net gains or losses across
industries), pricea (both of individual automobiles, as well as
the overall consumer price index), demand for automobiles,
and prospects for domestic manufacturers' productiocn costs and
profits would be appropriate.

As the Bubcommittee on Trade anticipates beginning its
conaideration of this bill by mid-July and would like to be able
to thoroughly assess all of its possible implications, we would
request that your assessment be submitted by July 16, 1982,

Thank you for you coaperation.

es Jaones Bill Frenzel
mber Member

SMG/AFDm
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CONGRESSIONAL BUDGET OFFICE Allce M. Riviln
U.8. CONGRESS Director
WABHINGTON, D.C. 20518

August 12, 1982

Honorable Sam M. Gibbons
Chairman

Subcommittee on Trade
Committee on Ways and Means
U. S. House of Representatives
Washington, D. C. 20515

Dear Mr. Chairman;

In response to your letter of June 23, 1982, the Congressional Budget
Qffice has prepared the enclosed Speecial Study, "The Fair Practices in
Automotive Products Act (H. R.5133: An Economic Assessment." As
noted In the preface of the paper, the short time available for this analysis
did not allow us time for our normal review procedures to be fully applied.
Accordingly, the conelusions of this study should be interpreted as prelimi-
nary results.

A similar letter has been sent to Congressmen James R, Jones and Bill
Frenzel.

We enjoyed assisting your Subcommittee on this matter, Please eell if
you have any questions or would like any further assistance.

With best regards,
Sincerely yours,

Ch w5 L

Alice M. Rivlin
Director

Enelosure
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PREFACE

" This paper reflects a preliminary examination of the Fair Practices in
Automotive Products Act (H.R. 5133), which would sharply restrict the
volume of imported cars and car parts that enter U.5. markets. The focus
of the study is on certain major macroeconomic and microeconomic effects
that could result frem implementation of the act. In being confined to these
aspects, the study is not a comprehensive analysis of the effects that
domestic content legislation might have.

The study was undertaken at the request of the House Committee on
Ways and Means, Subcommittee on Trade. In order to permit timely
delivery of these preliminary results, the paper did not undergo the external
and internal review process customarily required of papers published by the
Congressional Budget Office. Staff members of the CBO who contributed to
the analysis included Lloyd Atkinson, Damian Kulash, David Santucci,
Suzanne Schnelder, Emery Simon, and Stephan Thurman of CBO's Fiscal
Analysis and Natural Resources and Commerce divisions. Frank Plerce and
Johanna Zacharias edited the manuscript. Special thanks go to Dorothy
Kornegay and Kathryn Quattrone, who typed the paper under strict time
pressure. In keeping with CBO's mandate to provide objective analysis, this
paper offers no recommendations.

Alice M. Rivlin
Director

August 1982
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CHAPTER 1. AN ECONOMIC ANALYSIS OF H.R. 5133
INTRODUCTION AND SUMMARY

Between December 1978 and April 1982, the number of jobs in
automobile manufacturing plummeted, from 762,400 to 459,700. Four
factors in particular have led to these declines:

o Slow economie growth and record high interest rates;

o Increased productivity growth in the U.S. automotive industry as
manufacturers attempted to meet heightened foreign competition;

o Increased auto imports as the U.S. market swung from standard-
size cars toward subcompact models; and

o Increased "offshore sourcing” of automobile components as auto-
makers attempted to reduce production costs,

By itself, economic recovery cannot offset all of the automotive industry's
employment declines. Demographic changes—for example, the passing of
the "baby-boom" generation beyond its initial car~buying years—portend
slower growth in the U.S. ear market in the years ahead.

THE FAIR PRACTICES IN AUTOMOTIVE PRODUCTS ACT

It is against this background of deteriorating conditions in the auto-
mobile industry that The Fair Practices in Automotive Produets Act (H.R.
5133) has been put forward for consideration by the Congress. The hill's
objective is to restore auto industry jobs by restricting the number of
imported cars and parts that enter the U.S. market.

Domestie Content Requirements

The act would institute minimum "domestic content™ requirements for
most passenger vehicles and light trucks sold in the United States,



beginning with model year 1983. The domestic content requirements—
calculated as U.S. value added as a percentage of the wholesale price~
would have to be met by each domestic and foreign auto manufacturer
producing more than 100,000 units for sale in the U.S. market. These
requirements would be graduated according to the volume of vehicles sold
by each manufacturer. After the first year of implementation,
increasingly stringent requirements would be imposed until 1985, when the
provisions of the bill are to be fully phased in (see Table 1).

TABLE 1. DOMESTIC AUTO CONTENT REQUIREMENTS UNDER THE
FAIR PRACTICES IN AUTOMOTIVE PRODUCTS ACT

Required Minimum Percentage
U.S. Content Requirement

No. of Vehicles Sold in the U.S. 1983 1984 1985
Fewer than 100,000 0 0 0
100,000 to 149,999 8.3 16.7 25.0
150,000 to 199,999 16.7 33.3 50.0
200,000 to 499,999 25.0 50.0 75.0
500,000 or more 30.0 60.0 90.0

SOURCE: H.R. 5133.

Effects on Foreign Producers

H.R. 5133 would impose penalities on producers who failed to meet
their domestic content requirements. Any manufacturer—foreign or
domestie—that violated the requirement in any model year would have to
reduce its total U.S. sales of vehicles and parts by 25 percent in the
following model year. Thus, a manufacturer selling 400,000 units in the
United States in 1985 but failing to meet its domestic content requirement
would be forced to reduce its sales to the U.S. market to 300,000 units in
1986.



The greatest direct effect of this legislation would be on the six large-
volume Japanese auto producers and one German firm--Toyota, Nissan,
Honda, Toyo Kagyo, Subaru, Mitsubishi, and Volkswagen. If these firms
desired to maintain a high sales volume in the U.S. market, they could
realistically comply with the provisions of the bill only by relocating a
significant proportion of production to the United States; otherwise they
would each ultimately be forced to limit sales in the United States to
100,000 units a year. Even if these foreign auto producers were to relocate
their production facilities to U.S. sites, they would need to meet a 75
percent domestic content requirement overall in order to sell as few as
200,000 units per year. This is a stringent requirement that would demand
not only the relocation of assembly, stamping, engine, and transmission
facilities to the United States, but also the purchase by these foreign
producers of substantial amounts of domestically produced parts and
materials as well.

Because these firms would probably thereby suffer the loss of the
current cost advantages they enjoy, if the proposed domestic content
requirement were implemented, no sizable shift of foreign production
facilities to the United States would likely occur. Rather, the practical
effect of the bill would be the imposition of a rigid import quota of 100,000
units per year on each foreign auto producer, By 1990, the bill would have
the effect of reducing auto imports to the United States to about 1.3
million units, approximately one-third of the 3.75 million units that might
otherwise have been imported for that year.

PRIMARY ECONOMIC EFFECTS OF DOMESTIC CONTENT
REQUIREMENTS

The domestice content requirement legislation would undoubtedly have
a profound effect on employment and output in the U.S. automotive and
related industries. Assuming that domestic sales of new cars return to
earlier high trend rates, H.R. 5133 would displace about 2.4 million foreign
cars by 1990, increasing the demand for domestically produced vehicles by
about 1.6 million units more than otherwise. Though sizable, this estimated
increase in U.S. auto production is smaller than the reduetion in imports,
because the attendant rise in new U.S, auto prices would dampen domestie
sales.  Corresponding to this increase in domestic production, the
Congressional Budget Office's results suggest that employment in auto and
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auto-related industries would rise by about 211,000 jobs more than other-
wise by 1390.

Despite these effects on the U.S. auto industry, the CBO's analysis of
H.R. 5133 implies that the net effects for the U,5. economy in terms of
real economic growth, inflation, and employment would be negative though
small. In other words, the benefits that would probably accrue to the U.S.
automotive industry could be more than offset by the costs imposed on the
rest of the economy.

Possible Responses of U.S. Trading Partners

H.R. 5133 would adversely affect the performance of the U.S.
economy for a number of reasons. The implied restrictions on auto imports
invite retaliatory trade measures on the part of the United States' trading
partners, a response sanctioned by the articles of the General Agreement
on Tariffs and Trade (GATT). 1/ Such measures would raise domestic auto
prices and with them, the overall rate of inflation; and they would depress
our long-run economic growth potential by misallocating scarce economic
resources. Even if foreign trade retaliation was not extensive, the
domestic content bill represents a poor substitute for conventional macro-
economic policies. The positive employment and economic growth effects
that could result from H.R. 5133 could be achieved better, with less cost
and fewer risks, by the adoption of somewhat more expansionary U.S.
manetary and fiscal policies.

Macroeconomic Effects

Assuming equivelent retaliatory trade restrictions on the part of our
trading partners—a highly probable outcome—the CBO results show that by
1990, the U.S. price level {as measured by the Consumer Price Index—CPI)
would he about 0.2 percent higher, resl Gross National Produet (GNP)
would be about 0.3 percent lower, and the overall unemployment rate
would be about 0.1 percentage points higher than aotherwise. These adverse

1. See Kenneth W. Dam, The GATT (University of Chicago Press, 1870),
and Articles XI and XXl of the General Agreement on Tariffs and
Trade.
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overall effects largely result from the displacement of resources caused by
the assumed retaliatory trade restrictions imposed by U.S. trading part-
ners. Given the importance of the auto industry to U.S. trading partners,
and the current depressed condition of the world economy in general, it
seems reasonable to assume that significant retaliatory steps would be
taken.

Since the extent and nature of foreign trade retaliation that would
occur in response to H.R. 5133 is uncertain, it is instructive to assess the
effects of the proposed legislation in the absence of foreign trade
retaliation. In this case, the combination of reduced auto imports and
inereased domestie auto production resulting from HR. 5133 would provide
a direct but small stimulus to overall U.S. economic activity. According to
the CBO's results, real GNP would be increased by about 0.4 percent by
1990, while the overall unemployment rate would be reduced by 0.2 to 0.4
percentage points. On the negative side, though, the CPI would rise by 0.3
to 0.7 percent in 1990—the result of higher auto prices and the induced
increase in aggregate demand.

The net benefits to the U.S. economy implied by these results,
however, are the consequence of the low levels of economic activity and
resource utilization that many forecasters anticipate for the next several
years. If the U.S. economy were operating closer to full capacity, the
beneficial effects would be canceled out entirely. Indeed, in a fully
employed economy, the net effects of H.R. 5133 would probably be
negative. The employment and output gains in the U.S. auto industry would
be at the expense of production and employment elsewhere in the economy.
The consequent inefficiencies entailed by these shifts of resources, in
combination with the higher overall rate of inflation, mean that real output
would be lower than otherwise. Thus, even without retaliation, the net
effect of H.R. 5133 on the U.S. economy could be negative.

SECONDARY ECONOMIC EFFECTS

In addition, H.R. 5133 would result in a number of secondary economic
costs that could possibly offset the abovementioned stimulus to auto
production and employment even if U.S. trading partners did not retaliate.
These costs, which are both difficult to estimate and beyond the control of
of U.S. polieymakers, include:

97-865 0 - 82 - 2
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o A slowdown in foreign economic activity induced by the reduction
1n U.S. demand for foreign autos, which would slow foreign demand
for U.S. exports;

o Appreciation of the dollar on the world's currenay exchanges
caused by the improvement in the U.S. net export balance, which
would hurt the relative competitive position of both our export-and
import-competing industries;

o Lesses in U.S. auto production efficieney caused by reduced foreign
competition; and

o Larger auto industry wage rate increases than otherwise induced by
the reduction in foreign competition, which would remove some of
the wage discipline evident in recent wage settlements,

Even if these secondary costs are smell, the H.R. 5133 is a poor
substitute for more conventional macroeconomic policy initiatives, An
equal real fiscal poliey stimulus imposed under the same fnitial economic
conditions, for example, would produce larger increases in regl GNP and
larger employment [ncreases more evenly distributed among different
sectors, [t would also have a more moderate inflationary impact.

ALTERNATIVE ESTIMATES OF THE EFFECTS OF H.R. 5133

Significantly different estimates of the effects of H.R. 5133 on
output, employment and prices in the automotive industry have been put
forward by Administration and United Auto Workers (UAW) analysts,
among others. Importantly, the magnitudes of these differences are of
little consequence to CBQ's evaluation of the macroeconomic effeets of
the proposed legislation. In view of the likelihood of foreign trade
retaliation, and in further view of the fact that the production of U.S.
export goods tends to be more labor intensive than the production of U. S.
auto and auto-related products, the overall output and employment effects
of H.R. 5133 are likely to be negative, though small, over wide ranges of
estimates of the bill's effect on the automotive industry.
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CHAPTER 1. EMPLOYMENT IN THE U.S. AUTO INDUSTRY--
RECENT EXPERIENCE AND OUTLOOK

In late July 1982, unemployment in the U. S. automotive industry
approached the quarter-million mark. More than 213,000 hourly workers
were on indefinite layoff. Another 20,000 were temporarily out of
work. 1/ Statisties like these have been recurring news since 1978, when
the present slump in U. S, auto sales and production began. Employment in
automobile manufacturing has dropped dramatically--from 762,400 produc-
tion workers in December 1978, to an average of 532,000 in 1981, down to
just 459,700 in April 1982, 2/

CAUSES OF EMPLOYMENT DECLINES IN THE U..S. AUTO INDUSTRY

Five major factors contributed to this sharp deecline in automotive
employment:

o The current recession and high interest rates;

o Increases in domestic automakers' productivity;

1. See Ward's Automotive Reports (July 26, 1982), p. 235.

2. Bureau of Labor Statisties, U. 5. Department of Labor, Employment
and Earnings Account. Figures cited are rounded totals for production
workers in Standard Industrial Classifications (SIC) 3711 and 3714
(motor vehicles, car bodies, parts, and accessories). Two other motor
vehicle and equipment categories--truck and bus bodies (S8IC 3713) and
truck trailers (SIC 3715)--have been omitted here. The number of
total employees in SIC groups 3711 and 3714 also has declined by
roughly one-third from 1978 to the present--from an annual average
of 922,000 employees in 1978 to an April 1982 total of 631,000
employ‘ees.



14

o Displacement of domestic car sales caused by increased sales of
imports;

o Growth in "offshore sourcing" (purchasing from foreign makers) of
vehicle parts by U. S. manufacturers; and

o A slowdown in the overall growth of the nation's automobile fleet,
reflecting changes in the composition of the population.

As the Congress welghs policies to redress some of the economic
damage associated with widescale unemployment in automaking regions,
review of the causes of the current problem is critical for assessing the
prospects of proposed relief measures--including the pending Fair Prac-
tices in Automotive Products Act (H. R. 5133).

Recession and High Interest Rates

The continuing recession and persisting high interest rates of 1981 and
the firat half of 1982 have reduced the automotive industry to some of its
lowest production, sales, and employment levels in recent years. In 1881,
U. S. auto production was the lowest it has been since the recession year
1961, and passenger car sales slipped for all the major domestic auto-
makers except Chrysler. 3/ This decline continued in the first four months
of 1982, &/

3. See Automotive News, 1982 Market Data Book Issue, pp. 8 and 21.

4, U.S. manufacturers’ rebates and other buyer-incentive programs
appear to have had a limited effect on passenger car sales: though
sales dropped during the first four months of 1982 despite the
proliferation of attractive incentive programs, a last-minute rush to
save before the announced termination of these rebate offers may
have helped trigger a 5.4 percent sales increase in May, with domestic
sales rising 11.5 percent over May 1981 levels. New car sales fell back
again in June, dropping 9.9 percent from last June's levels, while
domestic sales were down almost 13 percent for the same period.
Light truck sales were also down in 1981, but have moved up sharply in
the first several months of 1982, largely because of a very strong
showing by the newly introduced domestic compact pickups. (See Jack
Faucett Associates, Motor Vehicles Industry Status Report, volume 1,
numbers 2 and 4 {April 30, 1982 and June 24, 1982); see also Wall
Street Journal (July 7, 1982), p. 4.

8
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Recessions and high interest rates have always cut deeply into sales of
new cars. When gross national product (GNP) growth slowed in 1974, sales
of cars and light trucks plummeted from 14.1 million to 11.2 million
vehleles (see Figure 1), Similarly, the current slump in sales began in 1979
with the onset of recession and higher interest rates.

As the economy recovers from the present recession, automotive sales
should improve, with some resulting restoration of auto-related jobs,
Nevertheless, because this recovery promises to be gradual, and because of
the employment implications of the other factors (discussed below), little
immediate relief is in sight.

Increases in Productivity

After being largely insulated from foreign competition for many years
because most of the cars produced and sold in the United States were
substantially larger than those of other nations, the U. S. automobile
industry suddenly found itself in the midst of intense international compe-
titlon, High fuel prices induced Americans to turn, in record numbers, to
foreign-built compact and subcompact cars. As a result, the U.S. auto-
makers will remain under intense pressure to improve their productivity
throughout the coming decade. While essential to the survival of the U.S.
auto firms, accelerated productivity gains have substantial implications for
future employment levels, Even if the automobile industry continued at its
historic rate of productivity growth of 3.3 percent, employment in the auto
industry in 1990 would remain below 600,000, and most of the workers
currently laid off would not return to work. As increased international
competition forces U. S. automakers to cut costs, productivity could in-
crease above its historie rates. If productivity grew at just 1 percent
above its historic rate, then auto industry employment in 1980 could fall
below its eurrent level of 532,000, even if total sales of new cars rose to
15 million in that year. Indeed, if the U. 8. firms achieve the productivity
that Japanese auto manufdeturers have claimed, then future reductions in
employment could be even g'reflter.

Though exact forecasts are not possible, employment in the U. S. auto
industry will probebly not return to peak levels. Many of the jobs that have
been lost would not be restored even if new car sales returned to pesk
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levels, or even if the domestic auto companies regained the market share
they held a decade ago. 5/

Increased Import Share

Displacement of domestic car sales by increased sales of imports has
resulted in an additional loss of jobs among the U.S. automakers. Over the
past decade, foreign auto manufacturers have nearly doubled their share of
the U. S. passenger car market--from 15 percent in 1971 to 27 percent in
1981. Much of this erosion of domestic market share was stimulated by
jumps in gasoline prices, which created a surge in demand for subeompact
cars—the market segment in which imported cars were concentrated. As
the demand for small, fuel-efficient vehicles climbed from 37 percent of
the market in 1970 to around 65 percent today, the variety, quality, and
fuel efficiency of many foreign models made them attractive to U.S.
buyers.

Since 1381, import sales, like domestic sales, have been dampened by
the continuing recession and high interest rates. But while the number of
import sales has been dropping, the imports' share of the new car market in
the United States continued to rise throughout 1981 and most of the first
half of 1982. 8/ The imports' share of the light truck market increased in
1981 but deeclined In the first part of 1982, partly because of the great
suceess of the newly introduced domestie compact piekup trueks. 7/

5. For more general discussion of long-term displacement of U. S. indus-
trial workers, see CBO, Dlslocated Workers: Issues and Federal
Options (July 1982).

8. Only in April and May of 1982 did import share decline together with
volume of imported car sales; this trend has been reversed again in
June.

7. See Motor Vehieles Industry Status Report, vol. 1, no. 2 (Apnl 30,
1982). The import duty on trucks was raised to 25 percent in Aug-ust
1880,

11
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Throughout the 1380s, the imports' share of the market will probably
not grow beyond its current level of around 25 percent for cars and light
trucks combined. Although some forecasts assume continued growth in the
imports’ share of the new car market, further erosion of the domestic share
appears unlikely for several reasons. 8/ First and most important, the
large-scale shift to small cars that sent import sales booming in the 1370s
has already occurred. With small cars currently accounting for about 63
percent of new cars sold, only modest additional growth in the small car
market can be expected in the 1980s. Second, the U. S. firms are hecoming
more competitive by offering more models in the subcompact car and
compact pickup truck markets. Even in the face of keen foreign
competition in the 1970s, domestic automakers held a surprisingly constant
share (about 60 percent) of the small car market. 3/ Now, with the new
wider array of domestic subcompact cars and compact pickup trucks 10/
selling well, it seems reascnable to assume that U. S, manufacturers will at
the least hold their ground in the 1980s. Third, the Japanese cost
advantage could decline in future years if the value of the yen rises
relative to the dollar, and as U. S.plants realize the economies of

B. CBO's estimate is slightly higher than the current 24 percent import
share of combined auto and light truck sales for the first five months
of 1982. Though long-term forecasts of import share of the light truck
market are unavailable, some analysts expect the imports' share of
this market to decrease substantially in the future. One informal
estimate (Michael Luckey, Merrill Lynch Economics) looks for a 7 to
8 percent import share of the light truck market by 1985.

9. See The American Auto Industry in 1981, p. 9.

10. In model year 1982, thers were 17 different U. S.-produced subcom-
pact cars, available in 90 different models, as compared to 64 models
of 15 kinds of subcompaets available in 1981 (see Automotive News,
1982 Market Data Book Issue, p. 60). Four new kinds of domestic
compact pickup trucks have entered the market in 1982, and,one--the
Chevrolet S-10--has taken over Toyota's place as number one in
compact pickup truek sales (see Automotive News, July 19,
1982--"Compact Pickup Sales Up 48.3 Percent Over 1981," p. 20).
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operating closer to full capacity.ll/ Nevertheless, even though the
domestiec automakers may not lose any additional market share, most
analysts do not foresee any restoration of the share that the U.S. firms lost
in the late 19705 (see Table 2). Aeccordingly, the loss of jobs associated
with this diminished share promises to be another reality to contend with in
the coming decade.

Growth in Offshore Sourcing

Increasingly, U. 8. auto manufacturers have been turning to foreign
suppliers to obtain a variety of vehicle parts and components at consider-
ably lower prices than those charged by U. 8. counterparts. In addition to
this primary cost-cutting motive, inadequate lead time and/or capital for
retooling have prompted domestic automakers to take advantage of
existing foreign capacity in certain areas, such as the production of small
diesel engines, four-cylinder engines, transaxles, and aluminum ecylinder
heads, 12/ The advent of a "world car" with standard components is
expected to increase the international trade in auto parts and contribute to
the growth in offshore sourcing by U.S. manufacturers. 13/ Also, many
U, 8, automakers with assembly plants in foreign nations are required to
purchase components produced by the host country in order to meet
minimum local content requirements for vehicles assembled there.

11. See Jose A. Gomez-lbanez and David Harrison, Jr., "Imports and the
Future of the U. S. Automobile Industry,” American Economic Review,
vol, 72, no. 2 (May 1962), pp. 321-22.

12. See John O'Donnell, Restructuring of the Auto Industry and Its Impact
on_Employment, Transportation Systems Center, February 9, 1982,
pe 15,

13. See Arthur Andersen and Co., U. 8. Automotive Industry in the 1980s:
Domestic and Worldwide Perspective, The Second Delphi Forecast

{July 1981), ppe A
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TABLE 2, PROJECTED IMPORTS' SHARE QOF U.S. AUTO MARKET
ACCORDING TO VYARIOUS SOURCES
(1985 and 1990, in percents)

Sources 1985 1990
Merrill Lynch Economies a/ 27.8 40.0
Merrill Lynch Securities Research b/ 26.1 Not

: Avzilable

Arthur Andersen, Second Delphi
Forecast (average of four panels’

forecasts), July 1881 ¢/ 23.7 23.7
Data Resources, Inc. d/ 24.1 25.4
Chase Econometries g/ 28.8 35.8
Townsend-Greenspan f/ : 26.6 24.9
Sanford C. Bernstein g/ 30.0 30.0-35.0
Department of Commerce h/ 28.0 - 28.0
United Auto Workers i/ 35.0 35.0

Share (Cars and Light Trucks)
Assumed in this Study 25.0 25.0

a. Michael Luckey, Vice President, Merrill Lynch Economics, July 1982,
If minimum loeal content requirements of about 60 percent were in
effect, he projects a 25 percent import share for 1990.

b. Harvey Heinbach, Vice President, Merrill Lynch Securities Research,
dJuly 1982.

(Notes continued on next page)
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TABLE 2. (Notes Continued)

f.

Arthur Andersen & Co., the Michigan Manufacturers Association, and
the University of Michigan, U.S. Automotive Industry in the 1980s: A
Domestic and Worldwide Perspective (The Second Delphi Forecast),

July 1981. Panelists foresee a constant foreign market share but a
decreasing imports' share (18.9 percent in 1985, 16.9 percent in 1390),
which would be offset by inereased foreign assembly in U.S. facilities.

Data Resources, Ine., Long Term Forecast (Moderate Growth), July
1982,

Chase Econometries Long Term Forecast (Moderate Growth), June
1982.

Townsend~Greenspan Long Term Forecast, April 1982,

Devid Eisenberg, Research Director, Automotive and Capital Goods
Group, Sanford C. Bernstein & Co., Inc., July 1982. Excluding captives
and foreign-sponsored production, the 1985 forecast would be about 25
percent. .

U.S, Department of Commerce, Domestic Content Requirements for
U.S. Motor Vehicle Sales: An Economic Assessment. Assumed levels of

imports’ sales (ears and trucks) without minimum domestic content
requirements; not forecasts for a specific sales year.

United Auto Workers (UAW), letter of Douglas A. Fraser to
Congressman Sam M. Gibbons, July 7, 1982. Not projections for a
specific sales year, these are the UAW's assumed levels for non-Big
Three market share (cars and trucks) without minimum domestic
content requirements.
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Continued increases in offshore purchasing appear 1ikel‘¥ in the 1980s.
The size of this increase is highly uncertain, however. 14/ Though the
evidence suggests a current level of offshore content of roughly 5 percent,
reliable statistics are unavailable, and there is wide range both within the
industry and within the product lines of individual companies, 15/ Growth
in offshore purchasing appears not to be a major cause of the current loss
of employment in auto-related industries, but the possibility of increased
offshore sourcing could substantially reduce future domestic employment
in these industries.

SLOWER FUTURE SALES GROWTH

Even as the economy recovers, several factors suggest that the future
growth in auto sales will be slower than it has been in the past. 16/ First,

14. See U. 8. Automotive Industry in the 1880s, The Second Delphi Fore-
cast, pp. 11-13; John O'Donnell, Restructuring of the Auto Industry,
pp. 15-17; and Edwin McDowell, "Made in U.S5.A.--With Foreign
Parts,"” The New York Times, November 9, 1980, O'Donnell's study and
the Delphi Forecast both suggest an estimate of around 5 percent
current offshore content for domestically produced vehicles. The
UAW assumes a 5 percent average offshore content for the "big three"
automakers in 1981 {letter of Douglas A. Fraser to Congressman Sam
M. Gibbons, July 7, 1982).

15. For example, domestic content ratios for Chrysler's present fleet
(including its so-called "ecaptive™ imports) range from over 99 percent
to less than 20 percent, and even two of Chrysler's best-selling small
fuel-efficient cars--the Dodge Omni and Plymouth Horizon--currently
have less than 90 percent domestic content, Chrysler's fleet average,
ineluding captives, is about 89.7 percent domestic content. (From
deta supplied by Chrysler to the Environmental Protection Agency for
use in the Corporate Average Fuel Economy Program, March 1882.
Domestic content is computed differently for the CAFE Program than
it would be under the terms of H. R. 5133.)

16, See CBO, "Current Problems of the U.S. Automobile Industry and
Policies to Address Them" (July 1980), pp. 26-28; Leonard Sherman,
Booz-Allen & Hamilton, "The U.S. Automobile Industry: From Growth
to Maturity."
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the driving-age population will increase more slowly. The baby-boom
generation has already grown to auto-owning age; there is no corresponding
wave of new car buyers to replace them. Second, as car ownership and
second-car ownership have become extremely widespread, the market for
new cars is increasingly becoming a replacement-car market, rather than a
rapidly expanding first-purchase market. Third, consumers have been
keeping cars longer. While partly a reflection of current economic
conditions, this also reflects reductions in driving, perhaps caused by fuel-
price increases.

For these reasons, the growth in auto sales will probably not return to
the high rates (around 5 percent per year) that have been typical during the
1970s. Rather, most forecasts of future passenger car sales range from
10.8 to 12 million vehicles in 1985, and from 11.2 to 13.2 million in 1990
(see Table 3). When light trucks are included in the calculations as well,
forecasts of total vehicle sales in 1985 range from 13.4 to 15.5 million
units, with 1990 projections ranging from 14.5 to 16.9 million, Throughout
this study, it is assumed that retail sales volume for new passenger cars
and light trucks will reach about 13 million units in 1285 and 15 million by
1990--a figure typical of the forecasts summarized in Table 3. These
higher sales levels will help preserve jobs in U, S, automobile manufactur-
ing and related industries. .

Because progress toward these levels promises to be gradual, however,
and because the domestic automakers will need to continue to make rapid
increases in productivity to remain competitive, major near-term recovery
in auto-related employment appears unlikely. Several of the causes of this
bleak outlook are the slow-growth nature of the market, the depth of the
current recession and the improbability of a quick recovery, and the
prospect of productivity gains.

These three causes are not directly addressed by H. R.5133. Two
other causes--increased importation of cars and offshore sourcing of
parts--are the focus of H. R. 5133, which would control these through
legislated limits.

The remaining chapters assess the likely effects of H. R. 5133 in
restoring jobs. Chapter I focuses on the automobile industry and its
suppliers. The final chapter explores the effeets of H. R. 5133 on the’
U. §. economy in general.
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TABLE 3. PROJECTIONS OF U.S. SALES OF PASSENGER CARS AND
LIGHT TRUCKS ACCORDING TO YARIOUS SOURCES (1985
and 1990, in millions of units)

Vehicle
Sources Types 1985 1990
Data Resources, Inc. a/ Autos 10.6 11.8
Light Trucks 2.8 3.5
Total 13.4 15.1
Chase Econometries b/ Autos 11.3 12.3
Light Trucks 3.3 3.2
Total 14.8 15.5
Wharton Econometric Autos 11.8 12.5
Forecasting Associates ¢/ Light Trucks 3.0 3.9
Total 14.8 16.4
Merrill Lynch Autos 11.5 11.2
Economles d/ Light Trucks 3.2 3.3
Total 14.7 14.5
Merrill Lynch Autos 11.5 11.5
Securitles Research e/ Light Trucks 3.2 3.5
. Total 14.7 15.0
Arthur Andersen, Autos 11.5 12.0
Second Delphi Forecast f/ Light Trucks 2.7 2.7
Parts Supplier Panel Total 14.2 14.7
Government Panel Autos 11.6 12.8
Light Trucks 2.5 2.7
Total 14.1 15.3
Financlal Panel Autos 11.5 12.2
Light Trucks 2.2 2.5
Total 13.7 14.7
Marketing Panel Autos 12.0 13.2
Light Trucks 3.4 3.7
Total 15.4 16.9

T I T T I T T T T TN i

(Continued)
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TABLE 3. (Continued)

Vehicle
Soureces Types 1985 1990
Sanford C. Bernstein g/ Autos 12.0 12.0
Light Trucks 3.5 4.0
Total 15.5 16.0
CBO (sales levels Autos 10.5 12.0
assumed in this study) Light Trucks 2.5 3.0
Total 13.0 15.0

b.

e.

f.

Data Resources, Ine. Long Term Forecast (Moderate Growth), July
1982,

Chase Econometries Long Term Forecast {Moderate Growth), June
1982. . '

Wharton Econometric Forecasting Associates, derived from Wharton
Annual and Industry Model Forecast, June 1982.

Michael Luckey, Vice President, Merrill Lynch Economics, July 1982,

Harvey Heinbach, Vice President, Merrill Lynch Seeurities Research,
July 1982, -

Arthur Andersen & Co., the Michigan Manufacturers Association, and
the University of Michigan, U.S. Automotive Industry in the 1980s: A
Domestic and Worldwide Perspective (The Second Delphi Forecast),

July 1981,

David Eisenberg, Research Director, Automotive and Capital Goods,
Sanford C. Bernstein & Co., Inc., July 1982,
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CHAPTER III. POTENTIAL MICROECONOMIC EFFECTS

Once fully phased in, H. R. 5133 would require that foreign automotive
firms manufacture 90 percent of their vehicles in the United States and
Canada in order to be allowed to sell more than 500,000 imports a year in
the United States. The chief purpose of this legislation is to preserve and
create domestic jobs in automobile manufacturing.

Bstimatea of the bill's potential cansequences on automotive employ-
ment vary widely, however. The Administration projects that 252,000 or
fewer jobs would be saved in automobile manufacturing. In sharp contrast,
the United Automobile Workers (UAW) estimates that 941,000 jobs would
be preserved or created. These widely divergent estimates derive from
different assumptions about how automobile manufacturers and consumers
would respond to the restriction, as well as from varying views of how
employment in automobile manufacturing relates to numbers of vehicles
produced. Though there are some unanswered questions about these
considerations, the range of likely outcomes appears far narrower than
these divergent estimates suggest. To project the effects of H. R. 5133
on jobs in automobile manufacturing and related industries, this chapter
examines four questions:

o0 How would production and sales of imported cars be affected by
H. R. 51332

o How much would car prices increase due to curtailment of
imports?

o How much would sales of domestic cars increase as a result of
import restrictions and related price increases?

o How many additional jobs would be created because of this
inerease in domestic sales?

These questions are addressed in the following four sections, which
review the evidence and estimate the likely response in each case. The
final section compares the Administration and UAW estimates to those
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developed here, and evaluates them on the basis of the information
presented in the first four sections.

Throughout this chapter, two general limitations should be kept in
mind:

o The estimates of impacts on auto sales and automotive jobs assume
that no retaliatory actions are taken by Japan or other nations.
The effects of retaliation are examined in the following chapter.

o The examination of employment impacts focuses exclusively on the
automobile manufacturing industry, suppliers of automotive parts,
and other direct and indirect inputs to automobile manufacturing.
It excludes any gain in jobs elsewhere in the economy because of
increases in economic activity within the auto sector. General
economic effects of this type are discussed in the following
chapter, as are changes in auto industry productivity.

e
2, .

HOW WQULD PRODUCTION AND SALES OF IMPORTS BE AFFECTED?

/7

/ While H. R. 5133, as written, could be interpreted in various ways, its

clear intent is to require foreign automobile producers to locate in the
United States if they sell in this country. 1/ The bill stipulates that, in
order to sell more than 100,000 units (cars or light trucks) in.the United
States, a foreign vehicle producer must have to perform part of the
manufacturing of these vehicles in the United States or Canada.

1. As H.R.5133 is written, some analysts believe that no firm ecould
meet its terms because of a possible technical problem In the wording.
As measured in the bill, the domestic content ratio is defined as
100 x added domestic content divided by wholesale price to
U. S. dealers. If the numerator excludes advertising and domestic
trafdsportation costs, then the resulting ratio could be less than
90 percent even for vehicles whose every part was produced in the
country. This analysis assumes that if sueh technical problems exist in
the wording of H. R. 3133, they will be corrected, and that domestic
transportation, advertising, and overhead would be included among the
items counted as potential domestic content. ‘

21
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In 1981, seven foreign firms imported more than 100,000 cars and light
trucks: . ‘

Toyota 714,000
Nissan (Datsun) 580,000
Honda 371,000
Toyo Kogyo (Mazda) 247,000
Subaru 152,000
Mitsubishi (Chrysler) 145,000
Volkswagen 144,000

Total, Seven Firms Above 2,353,000

In addition, another 400,000 cars and light trucks were imported by a dozen
low-volume importers, each of whose sales were less than 100,000 units in
1981. .

As is apparent from these sales statistics, the greatest direct effect of
the bill would be on two large-volume Japanese firms--Toyota and Nissan
(Datsun)--which could meet the terms of the bill in two distinet ways.
Either they could reloecate production facilities in the United States, or
they could limit imports to under 100,000 units per year, so that no
domestic-content restrictions would apply. Even if they built facilities in
the United States, they would need to produce cars with at least 75 percent
domestic content in order to sell more than 200,000 units. This is a
stringent test, and it could not be met simply by assembling cars here.
Indeed, assembly of finished cars, manufacturing of engines and transmis-
sions, and stamping of body parts together acecount for less than half of the
number of worker hours required to produce a car. This means that not
only would Toyota and Nissan have to relocate their assembly, stamping,
engine, and transmission facilities in the United States; they would also
need to purchase substantial amounts of domestic parts and materials or
get their suppliers to locate here as well,

While one of the bill's objectives is to encourage foreign automakers to
locate production facilities in the United States, such a major relocation
appears improbable for several reasons. First, of the cost advantage that
the Japanese currently enjoy, as much as $1,400 per car comes from lower
wage rates in Japan. Much of this component of their cost advantage
would disappear if the Japanese located plants here and faced higher
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U. S. wage schedules. Second, another $600 of the Japanese cost advan-
tage derives from the requirement of substantially fewer labor hours per
car under Japanese production practices. These savings, which stem from
a variety of management techniques and labor practices, could probably
not be fully captured if Japanese plants relocated here. For example, part
of the savings come from close coordination with and proximity to
numerous parts suppliers--patterns that minimize the costs of inventory,
inbound transportation, materials handling, and warehousing. The
U. 8. market--which purchased 2.3 million passenger cars and light trucks
out of more than 11 million = Japanese automobiles produced in
1981--simply could not support a second, complete set of suppliers to
Japanese cars. Even if Japanese firms located some facilities here, they
would not enjoy the full advantage of close coordination and proximity that
they now have in Japan. Third, the low valuation of the yen in terms of
dollars has contributed to the Japanese cost advantage. As the Japanese
automakers produced more of their car in the United States, this exchange-
rate would be partially eroded. Fourth, the marketing advantage of
Japanese automobiles could diminish if they were produced here. Much of
the appeal of these cars to consumers appears linked to an image of quality
‘part of which is supported by statisties on defect and repair rates. 2/ To
the extent that {t also derives from the "made in Japan" label, this image
could be harmed by loeating production facilities here. The recent
difficulties experienced by Volkswagen of America in marketing the
U. 8.-built Rabbit illustrate this marketing risk. 3/ Finally, the U. S. firms
themselves are getting more competitive in the subcompact car market
and in production practices generally. By the time a Japanese complex was
up and running, U. S. competition could be more severe than it is today.

For all these reasons, it appears unlikely that the Japanese response to
H. R. 5133 would be to relocate massive production facilities here.
Rather, the practical effeet of the bill would ultimately be equivalent to a

2., For example, s survey of readers conducted by Consumer Reports
found that, in 1981, all Toyota and Datsun models showed a "trouble
index" much better than average, while the leading domestic subcom-
pact models generally showed a rating of average or worse than
average on this index. See "Frequency-of-Repair Records," Consumer
Reports, vol. 47, no. 4 (April 1982), pp. 198-207.

3. "™Volkswagen's U. S. Sales Decline Sharply as Firm Gets Hurt by Image,
Compstition,” Wall Street Journal (July 8, 1982), p. 21.

23



30

rigid import quota of 100,000 units per manufacturer per year. Under the
provisians of the bill, any importer violating the appropriate domestic
content requirement in some year would have a restrietion imposed on it
the following year limiting its sales to 75 percent of the number of motor
vehicles that were entered during the year that the violation occurred. In
effect, this penalty provision means that, if they did not relocate here or in
Canada, the high-volume importers would face a series of successively
more restrictive quotas as each year's sales were restricted to 75 percent
of the previous year's sales, continuing until the imports from these firms
fell to under 100,000 units per year. Under these penalty provisions, each
of the seven high-volume importers listed earlier would eventually be
bound by a limit of 100,000 units; this limit would be reached in 1985 by
Volkswagen, Subaru, and Mitsubishi, in 1990 by Toyota and Nissan, and in
the intervening years by the other high-volume importers. 4/

Low-volume importers, who bring in fewer than 100,000 units per year,
would not be directly affected by H. R. 5133, although they might experi-
ence a surge in sales as other imports become unavailable.

Whether low-volume imports would capture a disproportionate share of
sales of imported cars displaced by H. R. 5133 is unclear. This paper
simply assumes that low-volume importers, together with U. S, firms,
would capture an increment of sales proportional to their current sales
volumes, This assumption probably overstates the additional auto sales and
auto-related jobs that would be experienced by U. S. firms. Further, the
paper assumes that, in the absence of price increases, each unit of import
curtailed would be replaced by the sale of an additionsl unit by a domestic
car producer or by a low-volume importer.

Foreign firms with U. S. autb plants would be particularly hard hit by
H. R. 5133. At present, the chief firm of this sort is Volkswagen, which
operates a plant in Westmoreland, Pennsylvania, whose capaeity is around

4., Diek K. Nanto, "Automobile Domestic Content Requirements
(Revised)," Congressional Research Serviece Memorandum (undated);
"Automobile Domestic Content Requirements {Revised)," (1982); and
"Automobile Domestic Content Requirements," Congressional Research
Service, (updated June 11, 1982).
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240,000 Rabbits per year. 5/ Under H. R. 5133, these cars (which currently
contain less than 75 percent domestie content) would be limited to sales of
200,000 in 1984 and after. Volkswagen would be forced to rpun its
U. S. plant at less than capacity. In addition, unless it cut its U, S. produc-~
tion even further, it would also have to curtail its imported Audi and
Porsche models. Relative to foreign firms that have no facilities in the
United States, Volkswagen would te placed at a comparative disadvantage
by H. R. 5133,

Among the major U. S. producers, GM would have the least difficulty
complying with the 90 percent domestic requirement; Ford would come
next, and Chrysler and American Motors would have the most difficulty
complying. Each of the Big Four domestic firms has increasingly used
foreign-produced ecomponents in recent years, and this trend is expeeted to
continue in the future.

Currently, net imports of automotive parts represent about 5 percent
of all parts produced in the United States, and many analysts expect the
import share to grow in future years. 8/ As a result, one direct effect of
H. R. 5133 on the Big Four would be to 1limit the future growth in use of
foreign-produced parts, Another direct effect, which would be more
substantial, would be the impact on U. S. car prices and sales volumes as
competition from imports was reduced.

5. Volkswagen plans to add a second plant in 1982, with an additional
capacity of 185,000 vehicles. Honda's new U. S. plant in Marysville,
Ohio, is scheduled to open in fall 1982; by May 1984, it is expected to
produce 150,000 Accords annually. Nissan will open its Smyrna,
Tennessee, truck manufacturing facility (with an ultimate capacity of
150,000 vehicles) by the end of 1983. Toyota, which already operates
a truck bed plant in Long Beach, California, recently discussed with
GM the possibility of using an idle GM faetory in California to produce
more than 200,000 vehicles, which would be distributed through GM
dealerships.

8. Arthur Andersan and Co., The Michigan Manufacturers Association,
and the University of Michigan, U.S. Automotive Industry in the
1980s: A Domestic and Worldwide Perspective (The Second Delphi
Forecast~-July 1981}, pp. 11-13.
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Before considering the impact of H. R. 5133 on car prices, it will be
helpful to summarize its impact on future sales levels assuming that there
were no resulting increases in vehicle price. These estimates will be
developed further after the discussion of price effects.

Without any restrietion of imports, total U. S. sales of cars and light
trucks are assumed to grow to around 13 million units in 1985 and around
15 million units in 1990, and imported vehicles are assumed to capture
about 25 percent of this market. 7/ Assuming that low-volume imports and
high-volume imports shared proportionally in the growth of the number of
imports, then sales of high-volume imports would grow from 2.35 million
units in 1981 to 3.2 million units in 1590 (see top half of Table 4).
Domestic manufacturers would sell 11.25 million units under these assump-
tions.

If imports were restricted through enactment of H. R. $133, then sales
of high-volume imports would decrease and sales of domestic vehicles and
low-volume imports would rise. On the other hand, retaliatory actions by
other nations would create economic disruptions that would offset some of
the inerease in domestic vehicle sales. This retaliatory impact is not
addressed in this ehapter, but is analyzed for the economy as a whole in the
following chapter. Assuming that the restricted imports were replaced,
unit for unit, by domestic vehicles and low-volume imports, the number of
domestie vehicles sold would rise to 13.6 million units in 1990 (see bottom
half of Table 4). Sales of imports would fall to 1.4 million units in 1990,
only 700,000 of which would be supplied by the high-volume importers. &

The estimates shown in Table 4 are not a foreeast of the sales effects

of H. R. 5133 because they do not reflect the price increases that would
probably result from this legislation, as discussed next.

HOW MUCH WOULD NEW CAR PRICES INCREASE?

Determining the effect of H. R. 5133 on the price of new vehicles is a
crucial step Iin assessing its impact. Not only are prices the key

7. See Chapter I for a discussion of these sales and market share
assumptions.

8. The figures for high-volume imports are taken from Nanto.
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TABLE 4. ESTIMATES OF AUTO AND LIGHT TRUCK SALES WITH AND
WITHOUT H. R. 5133, ASSUMING NQ INCREASE IN PRICES
(In thousands of units) :

1985 1990
Base Case: No Restraint of Imports
Low-volume imports 482 556
High-volume imports 2,768 3,194
Total imports . 3,250 3,750
Total domestic 9,750 - 11,250
Total auto and light truck sales 13,000 15,000
H. R. 5133, Assuming No Price Increases 8/
Low-volume imports 553 682
High-volume imports 1,365 700
Total imports 1,918 1,382
Total domestic 11,082 13,618
Total auto and light truck sales 13,000 15,000

SOURCE: Congressional Budget Qffice.

a. These sales estimates assume no reta.liatory actions by other nations.
For net impaets ineluding those caused by retaliation, please refer to
Chapter 1IV.

determinant of the consumer cost of the bill; they are also the key
daterminant of the amount by which domestic car sales would increase, and
thus central to estimating the impact on domestic employment. At
present, Japanese producers tend to take the lead in setting prices for
subcompact cars, and U. 8. producers adjust their prices in response to
Japanese actions. 3/ Without the restraining influence of Japanese cars,

8. Harbridge House, Ine., The Imported Automobile Industry (June 1979),
p. 51; and Congressional Budget Otffice, Current Problems and
Prospects of the U. 8. Automobile Industry and Policies to Address
Them {July 1880), p. 51.
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which appeer to enjoy a substantial cost advantage over U. S. cars,
domestic car prices could rise and the profitability of domestic firms could
increase.

The size of this price increase cannot be closely predicted, but several
considerations can help guide judgments about it. The Japanese are
thought to have a cost advantage of around $1,000 to $2,000 per subcom-
pact car, according to widely publicized estimates made by Willlam
Abernathy and James Harbour, who trace the cost advantage chiefly to two
sources, 10/ First, Japanese wages are lower than U. S. wages: in 1981,
U. S. autc workers earned $17.55 per hour according to the Bureau of Labor
Statistics; Japanese workers earned around $7.74. 11/ Assuming 200 hours

10. See, for example: William J. Abernathy, Kim B. Clark, and Alan
M. Kantrow, "The New I[ndustrial Competition," Harvard Business
Review, vol. 59, no. 5 (September-Cetober, 1981), pp. 68-81; William
J. Abernathy, James E. Harbour, and Jay M. Henn, "Productivity and
Cost Advantages: Some Estimates for Major Automotive Producers,”
Harvard Business School Working Paper (February 13, 1981); Harbour
and Associates, Inc¢., "Productivity Analysis of the North American and
Japanese Automotive Manufacturers in the Manufacture of Sub-
compact and Compact Cars," and "Can Detroit Cateh Up?," Fortune,
vol. 105, no. 3 (February 8, 1982), pp. 34-9.

11. Bureau of Labdr Statistics, "Hourly Compensation for Production Wor-
kers in Motor Vehicles and Equipment Manufacturing: 1981" (Provi-
sional Estimates). The figures quoted are for hourly compensation,
including overtime premlums, bonuses, vacations, and insurance. The
corresponding estimates for all manufacturing are $11.08 per hour for
the United States and $6.23 per hour for Japan. If the rates for all
manufacturing are typical of the suppliers to the automobile industry,
then the labor of U. 8. suppliers is 37 percent less costly than that of
the auto manufacturers, while that of Japanese suppliers is only
19.5 percent less costly than their auto manufacturers. Thus, the
apparent cost advantage due to labor rates observed among auto
producers cannot be assumed to apply directly to suppliers. Some
recent observations on Japanese suppliers are reported by John
Hartley, "How Supplier System Cuts Jepanese Costs,” Automotive
News (July 12, 1982), p. 2.
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per vehicle, these figures would imply a differential of over $1,900 per
vehicle if all labor hours were paid at these rates. However, many of the
hours embedded in a car are furnished by suppliers whose labor rates, both
in the United States and in Japan, fall below those of the vehicle
manufacturers themselves. The absolute difference between U. S. and
Japanese rates is probably smaller for these suppliers than for the auto
manufacturers. Adjusting for this, the differential due to labor rates could
be around $1,400 per car (Table §),

In addition, the Japanese can build a subeompact car with only about
56 percent of the labor hours used in U. 8. production, according to
Abernathy and Harbour. This conclusion, based upon observations of the
U. 8. auto manufacturing firms themselves, has frequently been extended
to cover their suppliers as well, although much less evidence is available
concerning the labor content of vehicle components. This is a sizable
extension, since the observed data are less than half of the total.
Nevertheless, assuming that the same labor advantage extends through all
stages of the production process, a Japanese car would require about 111
labor hours instead of the 200 required in a U.S. car. 12/ Most of the
difference is attributed to a variety of management and worker practices,
rather than to differences in plant and equipment. If all Japanese workers
were paid at the rate of $7.74 per hour, this would imply a saving of around
$700 per car. As above, however, the saving would be smaller since wage
scales are lower in supplier industries. Thus, the saving due to reduced
labor content could be around $600 per car (Table 5).

The Japanese cost advantage has increased in recent months because
of further devaluation of the yen. The wages upon which the above
estimates are based were converted to dollars when the yen traded at
220.1 yen to the dollar; it has traded recently around 255. Assuming that -
75 percent of a Japanese car is produced in Japan from Japanese parts,
labor, and materials, this shift in exchange rates adds around $500 more to
the Japanese advantage computed earlier., Offsetting this, the Japanese

12. The numbers developed here do not match those of the
Abernathy/Harbour work cited above, which reported that 80 hours
were required for a Japanese subcompact and 144 for a U. S. sub-
compact. For consisteney with assumptions applied later in this
chapter, the Abernathy/Harbour estimates were increased propor-
tionally to yield a total labor content of 200 hours per car.
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TABLE 5. ILLUSTRATION OF JAPANESE COST ADVANTAGE IN THE
MANUFACTURING OF SUBCOMPACT CARS

Hours per
Subcompact Compensation  Labor Cost
Total Advantage Car per Hour per Car
(in dollars)
Japan
Automobile manufacturers 53 7.74 410
Suppliers, materials, ete. 58 6.23 361
Total ) 111 771
U.8.A.
Automobile manufacturers 82 17.55 1,439
Suppliers, materials, ete. 118 11.08 1,305
Total 200 2,744
Difference in Labor Cost per Car 1,973
Transportation and Customs Duties (400)
Yen Devaluation Since 1981 500
Total Japanese Cost Advantage 2,073
Difference Advantage
Hours per in Wage Gained at
Subcompact  Rate: U.S. Japanese
Wage~Rate Advantage Car (U.S.)  Less Japan Rates
Automobile manufacturers 82 9.81 804
Suppliers, materials, ete. 118 4.83 570
Total Wage~Rate Advantage 1,374
Difference
in Hours per
Subcompaet Japanese
Car: U.S. Compensation Japanese
Produetivity Advantage Less Japan per Hour Advantage
Automobile manufacturing 29 7.74 224
Suppliers, materials, etc. 60 6.23 374
Total Productivity Advantage a9 598

SOURCE: CBO computation based upon:
Wage rates: Bureau of Labor Statisties
Total hours per car; CBOQ assumption
Relative Productivity: Abernathy and Harbour (see text).



37

have a cost disadvantage of about $400 per vehicle attributable to ocean
shipping costs and U. S. customs duties. Taken together, wage rates,
productivity, yen develuation, and shipping and duty costs result in a net
cost advantage of over $2,000 per subcompact car, if the
Abernathy/Harbour findings are updated, as summarized in Table 5.

No specific adjustment has been made in the Abernathy/Harbour
analysis for any additional Japanese capital expenditures to achieve higher
productivity. To the extent such capital investment is required, it would
offset some of the reported cost advantage. However, except in the
stamping of body parts, the Japanese do not appear to have a technological
advantage. Rather, the difference in productivity has been traced to a
rnumber of management practices, including just-in-time inventory systems,
defect prevention systems, an organization pyramid with many fewer tiers
between workers and executives, and nonadversarial union and supplier
relations. These practices do not necessarily involve additional capital
expenditures. Hence, the Japanese cost advantage would probably not be
much diminished if capital expenditures were included in the analysis.

Part of the estimated Japanese cost advantage is based upon relatively
well-documented differences in wage rates and labor productivity within
the automobile companies. Part is based upon an application of this
observed difference to the operations of parts and materials suppliers. All
of it is subject to considerable interpretation, and different analysts have
attributed it variously to Japanese management techniques, production
practices, labor relations- conditions, and cultural attitudes. The
U, 8. automobile companies have not attacked the claims that the Japanese
enjoy a cost advantage of $1,000 to $2,000; but neither have they offered
much additional analysis to support it.

One critique of the Abernathy-Harbour estimates concludes that they .
are too high for several reasons. First, the study is based upon data from
1979, a year when U. S. auto firms were {n a slump and when Japanese
firms were increasing their production. Thus, part of the observed produc-
tivity difference may be traced to temporary efficiency advantages related
to capacity utilization. Second, the estimates are national averages in
which each of the U. 5. Big Four is given equal weight. A sales-weighted
average would have given much greater weight to GM, whose production
costs are beneath those of the other three. Similarly, it averages together
both new and old plants, and so does not necessarily reflect the difference
between a new U.S.plant and its Japanese counterpart. Third, the
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production of automobile parts may be less labor-intensive than produection
of cars, so that the extension of similar labor savings to the suppliers may
be overstated as a result. 13/

Under the chairmanship of William Abernathy, a recent review of this
question by the National Academy of Engineering found sizable differences
in productivity and total employee costs per unit, depending upon the data
used. Nevertheless, it concluded that "the results paint to a significant
differential ranging from $1,000 to more than $1,400." 14/

Even if the Japanese do enjoy this large cost advantage, if is not
known to what extent they pass this through to consumers via lower prices
as against absorbing it in higher profits per unit. While the retail price
differentials for U. S. and Japanese subcompact cars are generally smaller
than the reported price advantage, any attempt to relate this difference to
production costs is confounded by uncertainties as to how U. S. firms
allocate costs and profits among the different car size groups, and by
uncertainty as to the effective costs of various inputs to Japanese vehicles.

. Whatever the amount of the Japanese cost advantage, U. S. firms have
clearly not been the price leaders in the subcompact field but have
responded to Jepanese price changes. Restrictions on Japanese imports
would relieve this restraining force on U, 8. subcompact car prices. In-
deed, if the number of Japanese imports was restricted, the Japanese firms
themselves would likely raise prices in order to compensate for the loss in
sales volume with higher profits per ear sold.

13. Jose A. Gomez-lbanez and David Harrison, Jr., "Imports and the
Future of the U. S, Automobile Industry," American Economic Review,
vol. 72, no. 2 (May 1582), pp. 319-23.

14. Automobile Panel, Committee on Technology and International Eco-
nomic and Trade Issues of the Assembly of Engineering, National
Research Couneil, and the Office of the Foreign Secretary, National
Academy of Engineering, The Competitive Status of the U. 8, Auto
Industry: A Study of the Influences of Technology in Determining
International Industrial Competitive Advantage (July 1982), p. 156.
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It has been suggested that one way of gauging the extent of potential
Japanese and U, S. price inereases Is to analyze and extrapolate the
response of Japanese and U. S. firms to the voluntary import restrictions
Imposed by the Japanese in 1981. This experience does not convincingly
demonstrate that vehiele prices would rise, however. There is some
evidence that the Japanese upgraded the average car imported under these
voluntary restrietions by adding on additional features, and that this
upgrading was reflected in higher prices. At the same time, this upgrading
appears to be part of a longer trend, possibly unrelated to the import
restrictions. In addition, the recession-induced slump in sales may have
forced the Japanese to keep prices low in order to sell their planned
volume under a voluntary import quota enacted by the Japanese in 1981.
Furthermore, the recent drop in the value of the yen relative to the dollar
makes it difficult to interpret any pricing shifts. In short, the experience
provided by the voluntary import restrictions does not offer mueh guidance
about what would happen in response to H. R. 5133, since it is too brief and
too riddled with major changes in economic conditions to allow a confident
assessment of the role of the import restrictions.

While estimates must remain highly uncertain, ear prices eould possi-
bly increase by $500 per unit (about & percent) as a result of H., R. 5133,
relative to what they would have been otherwise. This judgment reflects
the fact that U. §. production costs appear higher than Japanese costs, and
assumes that, if Japanese ecompetition was restricted, U. 3. firms would
respond partly by raising prices. Because the magnitude of the price
increase cannot be predieted, this chapter also discusses the implications
of two other conceivable outecomes~-no price increase, and a price increase
of $1,000 per unit.

HOW MUCH WOULD SALES OF DOMESTIC CARS INCREASE?

H. R. 5133 would increase the sale of new domestic cars by restricting
competition from imports, but the increase would be tempered by the
increases in new car prices it would stimulate. This study assumes that an
increase of 1 percent in price would cause a decrease of 1 percent in the
number of new vehicles sold, a response that is consistent with a number of
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economic analyses of the automobile market. 15/ It also assumes that the
demand for automobiles would not be affected by any retaliatory actions
taken by Japan or other nations in response to H. R.5133. This latter
assumption, which is unrealistic, will be withdrawn in the following chapter
when the full effects of the bill are discussed. For the present, however,
estimates of automobile sales and automotive employment will be
developed assuming no retaliatory actions by other nations so that the
direct industry impacts of the bill, as estimated by this analysis, can be
meaningfully compared with those of other analyses, notably those of the
Administration and the UAW,

Under the above assumptions, if new car prices rose by $500 per unit
-after H. R. 5133 was enacted, then sales of domestic cars would be around
16.5 million units in 1985 and 12.9 million units in 1990, Compared to what
would happen if H. R. 5133 was not enacted, this means that total sales,
domestic plue import, would fall from a potential 15.0 million to 14.2 mil-
lion in 1890. Since imports would be restricted, sales of domestic vehicles
would be around 12.9 million units, up from the approximately 11.3 million
domestic vehicles that would have been sold without H. R. §133. Thus,
although totel sales would fall under H. R. 5133, domestic sales would
increase by about 733,000 units in 1985 and 1,632,000 in 1990 (Teble 6).
These sales increases are highly sensitive to assumptions about prices,
however, If prices increased by $1,000 per vehicle, fewer than one million
additional sales would result in 1990. If no price increases occurred, more
than two million additional cars would be sold--although this appears
unlikely. .

HOW MANY ADDITIONAL JCBS WOULD BE CREATED?

- The increase in domestic car sales created by H. R. 5133 would create
additional jobs in three ways through:

15, See, for example, Jose A. Gomez-lbanez, Robert A. Leone, and
Stephen X. O'Connell, "Restraining Foreign Competition: Is Bad
Policy Also Bad Business?” (May 1982), p. 10; Sorrel Wildhorn et al.,
How to Save Gasoline: Public Policy Alternatives for the Automobile
{Rand Corporation, 1974}, p. 88; &nd Lawrence J. White, The AUtomo-
bile Industry Since 1945 (Harvard University Press, 1971), pp. 94-5.
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TABLE 6. ASSUMED AUTO AND LIGHT TRUCK SALES WITH ENACT-
MENT OF H. R. 5133, UNDER ALTERNATIVE ASSUMPTIONS
ABQUT NEW CAR PRICES (In thousands of units)

1985 1990
High (Assuming No Price Increases) 8/
Low-volume imports 353 682
High-volume imports 1,365 700
Total imports 1,918 1,382
Total domestic 11,082 13,618
Total auto and light truck sales 13,000 15,000
Increase in domestic sales due to bill 1,332 2,368
Middle {(Assuming Price Increase of $500)
Low=-volume imports 523 645
High-volume imports 1,365 700
Total imports 1,888 1,345
Total domestic 10,483 12,882
Total auto and light truck sales 12,371 14,227
Increase in domestic sales due to bill 733 1,632
Low {Assuming Price Increase of $1,000) .
Low-volume imports 495 610
High-volume imports 1,385 700
Total imports 1,860 1,310
Total domestic 9,91% 12,184
Total auto and light truck sales 11,775 13,494
Increase in domestic sales due to bill . 165 934

SOURCE: Congressional Budget Office.

8. These sales estimates assume no retaliatory actions by other nations.
For net impacts Including those caused by retaliation, see Chapter IV.
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o Direct increases in employment among motor vehicle manufactur-
ing companies;

o Indirect increases in employment among the firms that supply the
auto manufacturers, the firms that supply these suppliers, ete.; and

o Additional increases in employment stimulated by increased in-
come and employment in auto-related industries, as well as
employment stimulated by overall increases in aggregate output.

This chapter examines only the first two groups--jobs directly and
indirectly tied to automobile production. The third group is discussed in
the following chapter, as is the impact of foreign retaliation on employ-
ment levels. This chapter also makes no provision for future increases in
productivity, which could be substantial between now and 1990. This
restriction is also removed in the following chapter.

This chapter analyzes two different techniques for estimating the
additional hours of employment that would be created within current
manufacturing processes for each new domestic vehicle sale stimulated by
H. R.5133. The first technique is based upon employment estimates
compiled by the Bureau of Labor Statisties (BLS). The second technique
relies on {ndustry studies of automobile manufacturing. These studies have
estimated the additional productive worker hours required to produce a
car. Both the BLS-based approach and the industry analyses include
indirect as well as direct employment. ‘

Neither approach includes jobs involved in distributing, retailing,
financing, or insuring the mamufactured vehicles. H.R. 5133 could pro-
foundly affect the firms involved in those activities. For example, U.S.
car dealerships might gain employment while imported car dealerships
might lose jobs; longshoremen might lose jobs unloading foreign cars while
employment within U.S. railroads and trucking could rise as domestic
transportation of vehicles increased. Nevertheless, the total number of
these jobs would probably decline only slightly, because the total number of
vehicles sold, both U.S. and imported, would decline by only 5 to 10
percent. No loss of retailing jobs or other post-production jobs has been
included in any of the estimates discussed here.
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BLS-Based Technique. According to the BLS, about 716,100 workers
weremn the motor vehicle industry in 1981, 18/ In
addition, the BL3 estimates that, for each direct job in automobile
manufacture, there are 2.35 indirect jobs in industries that provide parts,
supplies, or services to the automobile manufacturing industry. These
indirect jobs chiefly provide basic steel products, iron and steel forgings,
truck transportation, wholesaling, and other business services (Table 7).
Applying the 2.35 ratio to the BLS count of direct employment results in
total auto-related employment of 2.4 million workers in 1981--716,100
directly employed in the automobile industry and 1,682,835 more indirectly
employed in associated industries. At the 1981 domestic production level
of 7.8 million vehicles (cars and light trucks) this implies a total labor
content (direct and indirect) of 523 hours per vehicle. 17/

Nevertheless, this aggregate computation overstates the number of
labor hours that would be created by each additional sale stimulated by
H. R, 5133, for several reasons, First, the BLS number is an average and
includes many jobs that must be done regardless of sales volume, When
sales volumes increase, some employment would not increase propor-
tionally. For example, setting up the plant and tools for a specific model
must be done once whether it is a high sales year or as a low sales year.
Statistiecs for domestic output and domestic employment of Ford Motor
Company show that one Ford worker produced 12 to 17 vehicles per year
between 1978 and 1980--an average of around 15 cars per worker per year.
But between 1976 and 1978--when production grew rapidly--Ford added
only 37,000 more employees to produce 875,000 more vehicles-~-an-average
of 24 additional vehicles per additional worker. Similarly, when production
fell sharply by 1,940,000 vehicles between 1978 and 1980, the number of
workers dropped by 77,000--a decline of 25 vehicles per employee reduc-~
tion (Table 8). These figures show that much of the employment associated
with automobile manufacturing does not vary directly with output. That is,
much of the automobile-industry employment reflected in the BLS numbers
would not change with normal fluctuations in output. Indeed, if the
statisties from Ford are typical, the average employment per car as

16, This includes 352,400 in motor vehicles and car bodies (SIC 3711) and
383,700 in motor vehicle parts and accessories (SIC 3714).

17. Assumes 1,700 hours per worker per year.

37

97-865 0 - 82 - 4



44

TABLE 7. COMPOSITION OF LABOR FOR MOTOR VEHICLE MANUFAC-

TURING
Jobs per
$1,000,000
in Sales
Eccnomie Seetor (In 1972 prices)
Blast Furnaces and Basic Steel Products 2.2
Iron and Steel Foundries and Forging gé
Non;Electrical Machinery, N.E.C. 1.0
Motor Vehicles 15.1
Truck Transportation 1.0
Wholesale Trade V 4.3
Business Services, N,E.C. 1.4
Total, Non-Automotive Manufacturing . 35.5
Total, All Sectors 30.6

Ratio: Non-Automotive Manufacturing/Motor Vehicles 2.35

SOURCE: Bureau of Labor Statistics, 1879 Employment Requirements
Table, October 23, 1981,
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TABLE 8. AVERAGE AND MARGINAL VEHICLES PER WORKER, AS
ILLUSTRATED BY DOMESTIC OPERATIONS OF FORD
MOTOR COMPANY

U.s. U. S. Production
Payroll Cars and Trucks Vehicles
(thousands) (thousands) per Worker
Average, by Year
1978 220 3,215 15
1977 239 3,970 17
1978 257 4,090 16
1979 239 3,227 14
1980 180 2,150 12
Marginal Changes
Change between
1978 and 1978 +37 +875 24
Change between
1978 and 1980 =71 . =1,940 25

SOURCE: Unit Factory Sales of 'Cars and Trucks, Ford U.S.; and
Average Number of U, S. Employees, Moody's Industrial
Manual, 1981, Vol. I, p. 1,193.

derived from the BLS figures overstates the marginal increase in employ-
ment per additional vehicle sold by about B0 percent.

Second, the BLS numbers include many jobs that produce parts or
supplies for the aftermarket--that is, not for new cars, but for the fleet of
more than 125 million vehicles now operating. If the BLS estimate of
automotive employment is assigned only to new cars, then the resulting
hours per car could be overstated by about 30 percent because much of

39



46

this employment is unrelated to new cars. 18/ Eventually, once H. R. 5133
has been fully phased in for many years, the bill would increase domestic
aftermarket activity by about the same percentage that it increases the
domestie new car sales market. But in 1990, the full effect of the bill on
aftermarket employment would be smaller than this, and this employment
impact is overestimated by about 20 percent if the BLS number is applied.

Third, the BLS estimate includes all automobile-related workers and
does not differentiate by the size of car they are building. Estimates from
the Transportation Systems Center show that large and intermediate cars
require about 17 percent and 40 percent more labor hours, respectively,
than subcompact cars. Because H. R. 5133 would curtail subeompact cars,
their domestie replacements would most likely be subecompact cars also.
As a result, the BLS average, which includes larger cars, overstates the
labor content of affected vehicles by roughly 10 percent.

Finally, the BLS numbers include some jobs in the production of heavy
trucks and motor buses. Including these non-automotive jobs in the basis
used to estimate the job per vehicle causes the resulting figure to
overstate the appropriate number somewhat,

As a result of these four considerations, the 523 hours per car
developed earlier on the basis of BLS numbers appear to overstate
significantly the likely number of jobs that would be ereated by each new
car sale stimulated by H. R. 5133. While the magnitude of overstatement
attributable to each of the four considerations discussed above can only be
roughly approximated, the combined effect could reduce the BLS estimate
from 523 hours per vehicle to about 225 hours per subcompact

18. There are few reliable statistics on the fraction of parts that go into
new cars and those that go to cars in use. One recent report
estimated that replacement parts accounted for about $36 billion in
retail sales in 1981. (David Zola, "Aftermarket, Caught in Recession,
Awaits Rebound; Is There Danger?,' Ward's Automotive Reports,
May 3, 1982.) Relative to the new car market, in which 10.5 vehicles
were sold at roughly $9,000 each, this implies that dollar sales of new
cars and replacement parts combined were $130.3 billion~~38 pereent
higher than dollar sales of new cars.
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vehicle. 19/ While this adjustment is extremely rough, it illustrates that
the BLS statistics, unless carefully applied, may vastly overstate the
extent to which additional employment would be generated by H. R. 5133.
Indeed, when adjusted for known overstatements, the BLS-based approach
yields an estimated labor content per ear that is generally consistent with
the estimates of the industry studies discussed next.

Industry Studies. Several analysts have attempted to trace through
the supplier chain and estimate the labor content embedded in a sub-
compact car through detailed examination of industry practices. These
studies have generally focused on "productive hours," which exclude over-

19. This computation assumes four adjustments:

Adjustment

Reason for Adjustment Factor
1. Marginal labor requirements are less

than average labor inputs 1,60
2. Some auto workers make replacement parts,

not new cars 1.20
3. Some auto workers make heavy trucks and buses 1.10
4. U, 8. plants make some intermediate and

standard-size cars 1.10

Total effect (1.6 x 1.2 x 1.1 x 1.1) 2.32

Revised Labor Requirement per Car: 523/2.32 = 225 hours per car
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head and fixed costs. One of these studies estimated the labor content (in
hours) of a U. S. subcompact car as follows: 8/

Assembly 1.1
Stamping 9.6
Engine 6.8
Transaxle 6.6

Other Body and Chassis
Components, Including
Parts Suppliers 91.2

Total Hours,
Excluding Materials 145.3

a. Harbour and Associates, Inc., The Analysis of Japanese Landed Cost
Advantage for the Manufacturer of Subcompact Cars (1982),

Assuming that 28 additional hours are embedded in the purchased
materialg, this leads to a total labor content of 173 hours per subcompact
car,

Similarly, General Motors, the most vertically integrated of the
U. S. automobile manufacturers, has estimated that it produces one million
cars per 75,000 employees. This implies about 193 total hours per
subcompact car, 20/ Another industry study estimated that, in 1983-19835,
U, S.-produced motor vehicles (excluding heavy trucks) will contain 150
labor hours, excluding materials, 21/ Again, when materials are included,
this implies a total of about 178 hours per vehicle. Informal estimates
from the Transportation Systems Center show a range of 175 to 180
productive hours per subcompact car, including materials,

20. This computation assumes that 55 percent of the value added is
supplied by GM, and that the number of jobs is proportional to value
added. It also assumes that there are 1,700 hours per worker year and
that the average GM car requires 20 percent more labor than a
subcompact car.

21. Martin Anderson, "Smaller Cars, Higher Risks," Technology Review
(fortheoming).
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In summary, most analyses that have focused on actual automotive
plant experience, including those of the chief automotive suppliers, esti-
mate that between 150 and 200 productive hours are required to manufac-
ture a subcompact car. While this range is far beneath the 523 hours that
can be derived from BLS data, the preceeding section noted that several
adjustments to the BLS data are necessary in order to describe the likely
impacts of marginal changes in domestic subcompact sales that would
oceur if H. R. 5133 is enacted. When these adjustments are made, the BLS
data indicate a total labor content of about 225 hours per subcompact car.

Estimated Impact on Jobs, For consistency with both the adjusted
BLS data and the industry studies, this paper assumes that 200 hours are
required per subcompact car. Inline with the BLS ratio, it assumes that 60
of these hours are furnished directly by the automobile manufacturing
companies, and that 140 are provided indirectly by the chain of suppliers.

In addition, as more domestic cars are sold, year after year, the
number of-domestic cars in use would also increase above the number that
would otherwise have been in use. This would result in a greater demand
for domestic replacement parts, and employment in industries that manu-
facture these parts would increase, adding about 5 percent to the increase
in the number of auto-related jobs in 1985, and about 10 percent in 1880,
These additional employment requlrements are included in the totals
presented here.

Together with the middle estimate of increased domestic sales that
would be generated by H. R. 5133 (shown back in Table 8) these labor-
content assumptions imply that about 64,000 additional direct jobs in
automobile manufacturing would be created by H. R. 5133 in 1990, and
about 147,000 additional indireet jobs in supplier industries {Table 3). The
total number of jobs that would be created in 1990, assuming no retaliation
by other countries and ignoring general economie effects stemming from
increases in auto-related employment and production, would be 211,000.
The figure would be different at different levels of car prices, ranging
from 121,000 jobs if prices increased by $1,000 per vehicle to 307,000 jobs
if prices did not increase.

This analysis assumes that the chief effect of H. R. 5133 on jobs would

be through increased sales of domestic ears rather than through increases
in the domestic content of U. S. cars. The increase in jobs created by
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TABLE 9.  ESTIMATED INCREASES IN EMPLOYMENT AFTER ENACT-
MENT OF H. R. 5133 UNDER ALTERNATIVE ASSUMPTIONS
ABOUT NEW CAR PRICES (In thousands of jobs) 8/

Direct Jobs Indirect Jobs

in Automobile in Supplying Total
Manufacturing Industries Jobs
New Car
Prices 1985 1990 1985 1940 1985 1990
High {Assuming No
Price Inereases) 49 92 116 215 165 307
Middle (Assuming Price
Increase of $500) 27 64 63 147 90 211
Low (Assuming Price .
Increase of $1,000} ] 36 15 85 21 121

SOURCE: Congressional Budget Office.

a. The estimates shown do not aceount for the employment impacts of
retaliatory actions taken by other naticns, nor do they include
increases stimulated by the effect of increases in auto-related produc-
tion on the economy generally, nor do they allow for productivity
increases, For discussion of these effects, see the following chapter.

increased domestic content in U. S. cars could be negligible for two
reasons. First, it is generally felt that the net importation of automaobile
parts for U. 8. manufacturers, which now represents about § percent of
total parts, will continue to be less than 10 percent in 1990 even without
domestic content laws, according to a survey of parts supplier executives,



government administrators, and marketing executives. 22/ Second,
U. S. manufacturers could increase their average domestic content by
terminating captive imports such as the Dodge Colt, which is manufactured
by Mitsubishi, These models could still be imported by their manufacturers
as separate makes, subject to the 100,000 vehicle limit at which domestic
content requirements first apply. 1In short, although H. R. 5133 sets clear
limits on the amount of imported parts that could be used by U. S. auto-
makers, there is no reason to assume that imported content would rise
above these limits in any case. Accordingly, this paper assumes that the
number of jobs created by H. R. 5133 through increased use of domestic
parts by U. S. automakers would be negligible compared to the increase in
jobs that would be created through larger sales volumes.

Comparison with Other Analyses

Both the Administration and the UAW have analyzed H. R. 5133,
coming to widely divergent conclusions about its effects on jobs. 23/ As in
this chapter, their analyses have not included the impacts of retaliation.
Nor have they included the increases in general employment that would be
stimulated by the increased production and earnings in automobile manu-
facturing and supplier industries. Nor have they allowed for future
increases in productivity. Accordingly, this is a eonvenient juncture at

22. Arthur Andersen and Co., The Michigan Manufacturers Association,
and the University of Michigan, U.S. Automotive Industry in the
1980s: A Domestie and Worldwide Perspective (The Second Delphi
Forecast--July 1981} pp. 11-13. One of tne panels (the technology
experts) estimated a much higher net trade deficit in parts by
1990--possibly 17 to 20 percent.

23. The Administration analysis is contained in the brief deseription,
"Domestic Content Requirements for U.S. Motor Vehiele Sales: An
Economic Assessment," reproduced as Appendix A. The UAW analysis
is deseribed in correspondence from Douglas A, Fraser to the
Honorable Sam M. Gibbons dated July 7, 1982 (see Appendix B).
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which to compare the estimates of the Administration and the UAW to
those presented here,

The UAW estimates that 941,000 jobs would be created or preserved
by H. R. 5133; the Administration's midrange projection shows an increase
of 98,800 jobs. The middle of the three estimates presented in this chapter
is 211,000, between the other two estimates, although much closer to the
forecast of the Administration.

The UAW estimates are based upon BLS counts of workers in motor
vehicle manufacturing, adjusted to include two things:

0 Additional direct employment in automobile manufacturing that
would be created or preserved by H. R. 5133; and

o Indirect jobs in supplier industries that would be associated with the
direet job gains.

The UAW approach overstates the likely increase of jobs for several
reasons. First, it relies almost exclusively on BLS estimates of average
employment. As discussed earlier, this approach vastly overstates--by
132 percent--the marginal impact on employment associated with the sale
of an additional subcompact. Second, the UAW includes in its base
employment 37,100 workers employed manufacturing truck and bus bodies
and 25,800 workers employed manufacturing truck trailers. Although some
of these workers are engaged in making bodies for light trucks, the base
employment upon which the UAW estimate is built is about 8 percent too
high, relative to the BLS numbers discussed earlier. Third, the UAW
assumes that the import share- will increase from about 25 percent cur-
rently to about 35 percent in 1990 without the bill. If instead the import
share is assumed to remain at current levels, then the number of imports
curtailed by H. R. 5133 would be about 2,500 instead of the 3,800 or so
implied by the UAW assumption. In other words, the UAW assumption
about import share increases the estimated employment impact by about
50 percent. Fourth, the UAW implicitly assumes that H. R. 5133 would not
Increase prices and therefore not alter the total number of carg sold.
Under the middle assumptions of Table 8, price increases would cause
about 30 percent of curtailed imports not to be replaced by a domestie
sale. Fifth, the UAW approach implicitly assumes that total new car sales
would be unaffected by H.R. 5133, although likely price increases in
response to this bill would probably reduce total sales somewhat.
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These factors account for most of the exceptionally large labor impact
shown by the UAW analysis. If the UAW estimate is adjusted for these four
factors, it becomes close to the middle estimate of Table 9. 24/

The share of sales that would be captured by imports in 1990 is highly
uncertain, and the UAW estimate is clearly a possible outcome. However,
the other UAW assumptions, which create the huge diserepaney in esti-
mated employment, appear far less defensible. As a result, the UAW
analysis of H. R. 5133 appears to overstate significantly the number of new
jobs that this bill would create.

The Administration analysis departs from the assumptions of this
paper in two important respects. First, the Administration estimates of
additional sales and additional jobs reflect a labor content of 265 hours per

24. This adjustment involves four factors:
Adjustment
Factor
1. Overstatement implicit in using BLS
averages to estimate the impact of
H. R. 5133 2.32
~ 2.  Inclusion of truck manufacturing
’ employees in hase 1.08

3. Higher import share assumed by UAW 1.50
4. Assumption of no price effects by UAW 1.30

Combined effect (2.32 x 1.08 x 1.5 x 1.3) = 4.89

UAW Estimated Job Gain = 941,000 = 192,000
Combined Adjustment Factor 4.89
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car. 23/ This estimate, which is nearly a third higher than the 200 hours
assumed here, leads to an estimated employment impact of H. R. 5133 that
is also about a third higher. Second, and more importantly, the Admini-
stration assumes that a substantial reduction in new car sales would result
from H. R. 5133. The Administration's mid-range forecast for a good sales
year shows that of the 2.850 mlllion Japanese vehicle sales curtailed by
H. R. 5133, only 0.834 million would be captured by U. S, firms. The other
2.2 million sales are apparently lost due to price increases, which average
. about $700 per vehicle. This estimated loss of sales appears remarkably
high: it implies that a loss of sales of more than 2 percent is associated
with an increase in price of 1 percent--a price sensitivity much higher
than found in most studies of automobile demand. The effect of this large
reduction in sales is to reduce the extent to which employment would
inerease in response to H, R. 3133. That is, the difference between the
Administration's estimate of 98,800 new jobs and the estimate of 211,000
new jobs shown in Table 9 is attributable chiefly to the Administration’s
assumption that new vehicle sales would be very hard hit by the price
increases that would accompany H. R. 5133.

23/ This estimate of labor hours per car is not explicitly presented by the

~  Administeation, but is Implied by the forecasts that it provided,
assuming that each job is equivalent to 1,700 worker hours. Various
combinations of direct and indirect labor content could have been
assumed to reach this total labor content, but no breakdown into these
categories is supplied in the Administration's description.

48



55

CHAPTER IV. POTENTIAL MACROECONOMIC CONSEQUENCES

The Congressional Budget Office's analysis of the macrceconomic
consequences of H.R. 5133 examines the direct effects of the bill on U.3.
auto and auto-related industries and its indireet effects on other sectors of
the eccnomy. The analysis suggests that the net effects for the U.S.
eccnomy in terms of real growth, inflation, and employment, though small,
could be negative.

Domestic content restrictions as preseribed by H.R. 5133 pose a
number of economic costs and risks for the United States. The analysis
concentrates on three areas of possible risk:

o Inviting retaliatory trade restrictions from our trading partners, a
response sanctioned by the articles of the General Agreement on
Tariffs and Trade (GATT);

o Raising domestic auto prices and hence, the overall U.S. rate of
inflation; and

o Lowering the United States' long-run economic growth potential by
misallocating economic resources.

Even assuming limited foreign trade retaliation, H.R. 5133 represents a
poor substitute for conventional stimulative monetary and fiscal maero-
economic policies.

THE CBO ANALYSIS .

The analysis of the effeets of H.R. 5133 discussed in Chapters I
concentrates on the changes that could occur in the auto and auto-related
industries only. Though important, this focus is limited in that it
disregards the chain of events the restrictions could initiate both in other
sectors of the U.S. economy, and in the economies of U.S, trading partners.
Owing to the size of the automotive industry relative to the U.S. econ-
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omy's entire manufacturing sector and to the increasing importance of
trade within the economy as a whole, these indireect effects can be
significant. Using a model that calculates both the direct and indirect
effects of economic policy changes, the analysis that follows provides a
consistent set of estimates of the full impact of the proposed legislation on
the economy as a whole. This analysis, which examines the overall effects
under various alternative assumptions, suggests that H.R. 3133 could
adversely—though in relatively small ways—affect the performance of the
U.S. economy in general.

Assumptions

In Chapter III, the estimates of possible employment, output, and price
effects on U.S. auto and auto-related industries constitute the starting
point for the macroeconomic analysis. For the CBO's simulation analysis,
the reductions in foreign auto sales—amounting to 1.4 million units in 1985
and 2.4 million units in 1990—were transformed into reductions in real
merchandise imports of $4.9 billion in 1985 and $7.6 billion in 1990. The
supply price increase of $300 per unit assumed for domestic automobiles
was transformed into a near 6 percent increase in the durable goods auto
consumption price deflator.

Control Simulation

The model used for the macroeconomic analysis was the Wharton
Annual and Industry Model. Relevant sectors of this model were modified
slightly to conform with the underlying assumptions developed in Chapter
M. 1/ These modifications essentially involved an adjustment to the
model's automobile labor sector to reflect an approximate 3 percent annual
rate of growth in labor productivity over the simulation period, and to

1. Under the direction of the Apnual Model managers from Wharton
Econometrics, a number of adjustments were made to the model's price
sector to obtain more accurate real output and employment responses
induced by stimulative policy measures. Accordingly, the simulated
price changes reported in Table 10 are presented in terms of fairly wide
ranges of possible effects.
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allow for a 1 percent increase in the rate of productivity growth in
response to the induced increase in production, With these adjustments,
the model was simulated over the period 1982-1990 under alternative
assumptions regarding domestic auto production levels, auto price changes,
and foreign trade retaliation, The results of these simulations, contrasted
to the model's control economic outlook, are presented in Table 10.

The projections contained in the controi economic scenario shown in
the first sets of figures in Table 10 represent a modest recovery from the
constrained economic environment of 1982, and hence they portray an
economy operating initially far below normal capacity. In this control
case, real output growth begins from a 1982 recession low and gradually
returns to an average annual real GNP growth rate of 2.7 percent through
199¢. The unemployment rate starts from a 1982 nationwide annual
average of 9.2 percent and moderates slowly to a 6.5 percent rate by 1990.
These initial conditions are critical in determining the magnitude of
changes in macroeconomic variables resulting from the changed assump-
tions. In the control scenario, there exists significant unused capacity
within the economy as a whole, and particularly within the auto industry.
Consequently, any stimulative policy would improve real economic
activity. The resulting multiplier effects therefore exhibit larger potential
economic benefits at less economic cost than if the economy were in a
healthier condition,

Simulation With Restricted Auto Imports, Auto Price Increases,
and Foreign Trade Retaliation

In light of the importance of the auto industry to U.S. trading
" ‘partners, and because the GATT sanctions retaliatory trade restrictions in
respense to the imposition of quota restrictions, it is not unreasonable to
assume that U.S. trading partners would reduce real U.S. exports by an
amount equivalent to the reduction in U.S. real imports of autos and auto
parts. The results of such retailiation are presented in Table 10. The
differences from the control case show that the potential economy-wide
costs of foreign trade retaliation exceed the benefits that would accrue to
the automotive sector. As a result of the combined import and export
quotas, real GNP {s suppressed by 0.3 percent by 1890, and the CPI is
approximately 0.2 percent above its control level. The simulated employ-
ment differences in this exercise indicate that, by 1990 some 70,000 auto
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TABLE 10. CBO ESTIMATES OF MACROECONOMIC EFFECTS OF H. R. 5133

Change from Control with

Control Retaliation No Retaliation
1881 1985 1950 1985 1990 1985 1990

Total Auto

Sales (in

thousands) 10,538 13,000 15,000 -600 ~-800 -500 =700
Domestic 7,761 9,750 11,250 +700 +1,600 +800  +1,700
Imports 2,717 3,250 3,750  -1,300 -2,400 -1,300 -~-2,400

Real Gross

National

Product

(in billions of

1272 dollars) 1,511.0 1,676.8 1,923.2 -0.3% -0.3% +0.,2%  +0.4%

Consumer

Price Index

{1972 = 100) 272.4 354.6 436.4 +0.2 to +0,1to +0.2tc +0.3to

+0.4% +0.3% +0.4% +0.7%

Empioyment L

(in thousands) 100,414 106,840 115,134 -130 -150 *170 +520
Auto 722 801 303 +30 +70 +40 +80
Non-Auto 99,892 106,039 114,301 -160 -220 +130 +440

Unemployment

Rate (In

percents) 7.6 8.9 8.5 +0.1 +0.1 -0.1toc -0.2to

-0.2 -0.4

Productivity .

Growth in

Auto Sector

(in percents) - 3.3 2.8 +0.3 +0.7 +0.3 +0.7

Auto Prices
{in percents) ——

+5.75 +5.04 +5.75 +5,04

SOURCE: Wharton Annual and Industry Model and Congressional Budget Office.
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jobs are created as a result of the quota-induced U.S, domestic auto
production inerease, while some 220,000 non-auto jobs are eliminated
because of the restrictions imposed on non-auto exports. This asymmetric
employment response indicates that the number of jobs lost through
restrictions on U.S. exports exceeds the number of jobs created hecause of
reduced auto imports—an outesine coasistent with the fact that U.S.
export industries are more labor- and skill-intensive than U.S. automotive
and related industries.

The export-retaliation scenario in the table clearly shows a loss to the
U.S. economy from the domestic content legislation. Less than full foreign
trade retaliation could be assumed instead, which would still show risks to
economic activity attending the legislation. An assumption that foreign
nations retaliate against U. S. exports by only half of the restricted import
volume, for example, would nullify all of the economic output and
employment benefits derived from simulated auto-import restrictions and
increased domestic auto production while retaining some increase in
inflation by the end of the period.

Simulation With No Foreign Trade Retaliation

The second of the two simulations contrasted to the control case
imposes only the import restrictions and the 6 percent domestic auto price
increase assumed to result. from the legislation. As expected, the combi-
nation of decreased merchandise imports and increased automobile produc-
tion directly stimulates economic activity. The level of real GNP
increases by about 0.2 percent by 1985 and by 0.4 percent by 1990, while
the unemployment rate falls by 0.2 to 0.4 percentage polnts by 1990. Total
employment rises by about 500,000 workers, some 80,000 of whom are
direct automobile industry employees. 2/ The increase induced in non-auto

2. The direet auto industry emnployment increases derived from this maero
multiplier exercise are roughly consistent with the 84 thousand job
microeconomic point estimate developed in the previous chapter. The
SIC 3715 and SIC 3713 labor categories were exeluded from the
microanalysis figure which also excludes indireet macroeconomic feed-
back employment effects.
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industry employment is a direct result of increased production and employ-
ment in suto related industries and also a result of the stimulated
employment increases in other industries from the overall rise in aggregate
output. The economic costs exhibited in this scenario are a 0.2 to 0.4
percent increase in the CPI in 1985 and a 0.3 to 0.7 percent increase in
1990~resulting from assumed increase in auto prices and the induced
aggregate demand stimulus to inflation.

POSSIBLE SECONDARY EFFECTS

A number of possible secondary costs could also result from the
domestic content legislation that would alter significantly any potential
benefits originating from the bill. Many of these are beyond the control of
U.S. policymakers and are difficult to weigh without introducing some
rather tenuous assumptions. Besides the direct effects posed by prospect
of foreign trade retaliation, these could include such secondary indirect
macroeconomic effects as: :

o Foreign activity—the severe reduction in U.S. demand for foreign
autos would depress growth in other nations, in turn depressing
foreign demand for U.S. export products;

o Exchange rate appreciation—the quota-induced improvement in
the U.S, trade balance would strengthen the value of the U.S,
dollar on international exchange rate markets which would hurt
the price competitive position of U.S. export and import-compet-
ing industries;

o  Auto industry efficiency losses—the incentives for increased
maodernization and efficiency through increased investment by
domestic auto manufacturers would diminish with the loss of
foreign competition, and additional less efficient auto production
would be encouraged, which would not otherwise have taken
place; and

o Larger suto industry wage rate increases than otherwise because
reduced foreign competition would remove some of the wage
diseipline evident in recent wage settiements.
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Though the exact magnitude of all of these possible outcomes is difficult to
assess, each is potentially castly to U.S. output and employment.

CAUTIONARY NOTE

Considerable care must be exercised in evaluating the changes in real
output, employment, and inflation that emerge from these model simula-
tions.  First, existing macroeconomic models are not well-suited for
assessing the economic effects of this kind of proposed policy change.
Second, the simulation experiment was performed on only one model.
Accordingly, the derived estimates reflect only the structure of that model
(including the recommended adjustments by the managers of that model),
and do not represent a consensus view of the economics profession. Under
the circumstances, the estimates provided here must be viewed as tenta-
tive.

EL]
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APPENDIX A.

Pemestic Content Reguirements f£or U.S. Motor Vehicle Saleg:
An Economic Assessment

Participants in the Auto Task Force have assessed the
aconomic and policy consequences for the motor vehicle sector
of domestic content requirements for cars and light trucks
sold in the United States as embkodied in H.R. 5133. The
results of that analysis are discussed below and summarized in
Table A. All figures cited here relate to the completa

implementation of the gchedule of local content requirements
in l985.

Japanege producers are assumad unable to comply even with
the least atringent content requirements and therefore to be
limited to 100,000 units of exports to the Urited States per
producer, With five major Japanese auto producsrs and several
minor ones, this corresponds to total imports from Japan of
about 0.6 million units — a roughly 65 percent reduction from
currant levels. The Japanese are also assumed to view this
- rastraint as temporary, removing any incentive that might
otherwise arise to shift their own producticn to the United
States. European axports to the United States are, by
contrast, assumed to be only weakly affected; they are assumed
to retain a constant share (about seven percent) of
non—Japanese vehicles sold in the United States. Europeans,
thus, are assumed to share proportionately in any sales
inecrease for U.S. producers.

The U.5. auto industry faces unquestionably saricus
problems, due in large part to the weakneas of the economy.
The purpose of the proposed domestic content reguirements is
to revive employment and preoduction in the industry, and to
allow the industry to restructure itself along internationally
competitive lines. Hence, a major focus of this memorandum is
the employment and production gains that might result from the
proposed legislation. These gains, however, must be viewed in
light of the costs to consumers and the economy that arise
from the effective trade restraint implicit in the proposed
lagislation, and of their implications for economic policy.

I. Effects on Motor Vehicle Industrv Employment

A Short-run Impacts

The domestic content requirement of H.R. 5133 {f fully
implemented woculd undoubtedly have some qonsequences that
increase auto-related employment. The amount of that gross
increase could vary from 63,000 to 250,000 depending on the
strength of the economy and the behavior of U.S.
manufacturers. If the economy is sluggish or if manufacturers
increase both price and volume, rather than just volume, the
gross auto-ralated employment effect would be closer to the
lowser end of this range.
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But other consequences not examined here would tend to
reduce auto-related employment. These employment estimates do
not account for the loss of jobs in port facilities and
vehicle dealerghipa as a result of the restraint on Japanese
autos. Nor do they fully reflect elther improvements in labor
productivity, which are expected to decrease the labor content
of U.S. autos by 1985, or jobs that are filled by transfers
from other employment. Thua, net auto-related employment
gains may be well below the gross figures presentad abave.

B. Long~run Considerations

In the long run, domestic content raquirements could
impair the competitive position of our motor vehicle industry
in a variety of ways. First, as long as it isg believed that
government might provide import protaction, the competitive
pressure on the domestic industry and unions to improve labor
productivity and management practices is reduced.
Productivity lmprovements and wage moderation are critical to
this industry, since new investment alone will not be
sufficient to reduce U.S. manufacturing costs to levels
competitive with the Japanmse.

Second, local content requirements would involve the
Federal Government deeply in monitoring the auto industry.
Regulations to implement the law would be necsssary, along
with a bureaucracy to enforce it. The past record of Federal
efforts in this sphere make it likely that extensive
government involvement would hurt rather than help the
industry.

Last, the effective trade restraint implied by
local~content regquirements would create a substantial
incentive for Japanese producers to seek aggressively the
higher-margin luxury small car markets in meeting the
reatraint level. These markets are expected to be the
mainstay of the U.S.- auto industry profits in the future.
Thus, the imposition of such requirements could
unintentionally undermine the long-run competitive position of
U.S. producersg in that segment of the market.

II. Public Policy Perspective

A. Short-run lmpacts

This legislation would raise average new vehicle prices
by between 2 and 13 percent and that alone would increase
inflation as measured by the CPI by .l to .5 percentage points
(depending upon asaumptions about the strength of the economy
and the behavior of U.S. manufacturers).
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There are other effects of these price increases cn
consumars and producers. Higher vehicle prices impose real
costs on consumers, who are forced to forgo purchases
altogether, or to purchase vehicles different from those they
would otherwise have preferred, or to pay higher prices for
the vehicles they doc buy. These losses tc consumers may be at
least.partially offset, however, by gains to domestic auto
producers in the form of higher profits and increased .
employment. If all consumer losses were matched by producer
benefits, the transfer that would thus take place would have
no net effect 4n the domestic ecomomy. But in the present
case these "consumer costs” exceed producer gains.

This net real loss to the economy {so-called "deadweight
loas®) could range from §1 billion to over $5 billion per year
(1980 dollars), with the actual figure close to the upper end
of this range if the economy were growing strongly and
manufacturers raised only prices, not volume. If
manufacturers lncreased price in proportion to volums, this
net real loss would be about $3 billion per year.

Another lndicator of the cost of protection is the
consumer cost of each Job created in the industry: the total
loss to ceonsumers divided by the number of Jobs created.
Estimates of 'the consumer cost per job vary depending
primarily on tha response of domestic manufacturers.

These costs ascalate rapldly if there is any price component
to the domestic manufacturers' response. A proportional
increase in price and volume would yield an annual cost of
about $100,000 per job gained -- roughly four times the
average salary of auto-related workers.

B. Broader Issues

Broader policy issues are also raised by legislative
measures that effectively limit imports. These must be
weighed in with the relatively narrow set of economic issues
addressed here. Internationally, such measures clearly
vioclate our obligations in the GATT, thereby requiring that we
pay compensation for others' lost vehicle exports, or expect
retaliation. Domestically, a decision to impose such
rastraints may be perceived as reflecting the
Administration's lack of confidence in the ability of its
recovery program to deal with major problem sectors,

Moreover, the adopticn of these requirsesments may in itself be
viewed as inconsistent with the Administration's economic
philosophy: by "bailing out" one industry,it will only
encourage other industries to press hard for bailouts of their
own. Finally, government support of actions that directly
worsen inflation could adversely influence inflationary
expectations. :
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III. Swnmary
Al A

The potential benefits of this form of import protecticn
to the domestic motor vehicle industry and the long-run
strength of the U.S. economy are small, whether measured in
terms 'of employment or cash flow generation. The potential
costs of such action are large in the near tarm, whether
meagured by the added costs to consumers, the adverse impact
on inflationary expectations or disruptions to present
international trading practices. The potential costs are alsac
large in the long run, whether measured by the competitive,
international or domestic policy consequences.

Table A summarizes analytic results for the short-run
impact of the proposed domestic content requirements.

Attachment
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TABLE A
Summé:y of Results: Effective Restraint Level of 0.6 Million Japanese
Units
Poor Sales Good Sales
Year . Year
(lO.S.million (15.0 millien
Onits) ' Units)

Assumed Level of Vehicle Sales Before Restraint {thousands)

U.S. manufacturers 7,560 10,800
Japanese manufacturers . 2,418 . 3,450
European manufacturers 525 750
Total 500 ' 15,000

Sgenaric I: U,S5. manufacturers
Tesoond By increasing volume

only

Inc. In 0.S. manufacturers )

sales (thousands of vehlcles) 1,028 : 1,514
Inc. in U.S. manufacturers

net cash flocw (pretax, S5B) 1.07 l1.68
Inc. in consumer cost (5B) 2,03 2.54
Inc. in T,S. auto employment

{thousands) 160.2 251.6
Inc. in CPI Inflation Rate :

(points) 0.10 0.08
Annual Consumer Cost per Job

Gained (5 thousands) 12.7 . 10.1

Scenario . Il: U.S. manufacturers
respond by lncreasing both prices
and valume ’

Inc. in U.S5. manufacturers

sales (thousands of vehicles) 403 634
Inc. in U.S. manufacturers

net cash flow (pretax, $B) 3,85 5.60
Inc. ln consumer cost {5) 6.41 9.15
Inc. in U.S. auto employment

{thousands) 62.9 98.8
Inc., in CPI Inflation Rate

{polnts) g.31 0.31
Annual Consumer Cost per Job N

Gainad (S thousands) 101,59 92.8

Séenaric III: .5, manufacturers
rescond By increasing prices only

Inc. in V.S, manufacturers

sales (thousands of cars) 0 s
Inc. in U.S. manufacturers

net cash flow (pretax, SE) 4.87 7.635
Inc. in consumer cost ($B8) .11 - 13.12
Inc. ln U.5. auto smployment

(thousands) 2 ‘ 0
Inc. inm CPI Inflation Rate

(polnts) 0.45 0.46

- All dollzar figures are expressed in 1980 dollars.
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INTERNATIONAL UNION, UNITED AUTOMOBILE, AERQSFACE & AGRICULTURAL IMPLEMENT WORKERS OF AMERICA—LU.

DOUGLAS A. FRASER, pREfIDINY RAY MAJERUS, GICRETARY.TRIASUREA

VICE-PRESIQENTS

J4EN BINBEA  »  DON IPWUIM  «  UARTIN GERBER ¢ OOKBSA KOMER =  MARC STEPF =

ROBERT WHITE = 6T

[N XEPLY REFHA TQ
Ity 7, 1982 (P67 W STREET, H.W.

WASHINGTAN, O.C. 301}
TALEZRONE: 1781] 11T4100
. e

The Honorable Sam M. Gibbons, Chairman
Subcommittee on Trade

Committee on Ways and Meens .
Cannon House Office Buflding, Room 233
Washington, D.C, 20515

Dear Mr, Chairman:

This Is in response to your communication reguesting our anelysts of H.R. 5133, the
pmpnsed Pelr Products in Automotive Products Act.

Enelosed please ind two items pertinent to the enalysis you have requested to be done
by the CBO. First is a fact sheet describing the rnethcds, assumptions, and caleuletions
utilized In the derlvation of cur jobs estimate. S dis a sent to Cong

Solarz who asked us to analyze studies done by the Cungresslona.l Research Service.

The UAW lnltially estimated that, If enaeted into law as Introduced, H.R. 5133 would
preserve or ereate 068,000 jobs for Amerlean workers by the mid-1980s. New information
leads us to revise our estimate up to 541,000. This figure relates only to jobs in the
auto Industry and Its supplers, such as parts suppliers, steel companies, tire companies,
ete. The total meerceconomie Job-creating impact -— Including employment at nen-
auto retafl and service sector establishments dependent upon the flow of spending
associated with a healthy domestic auto Industry — would be greater.

" Coples of thls letter and two attachments are being sent directly to CBO. If members
of your staff or the CBO analysts have any questions or need further assistance in this
matter, please do not hesitate to contact Shelden Friedman, Dan Luria or Lee Price at
tha UAW Research Department, (313) 928-5261.

Bincerely,

Douglas A. Fraser

DAF:dw
D1/opeiud2d

] ‘ Dick Warden
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The Auto Domestic Content Bill

This memo explains the method by which the UAW init{elly eatimated that emactment
of H.R. 5133 would create or preserve 868,000 jobs in the U,5, auto industry and It3
supplier industries. However, new Information now leads us to revise our estimate
upward by 8.4 percent to 41,000, The effect on jobs Is simply the additional employment
that would result from compliance with the bill compared with what would.oceur if
no government action is taken,

H.R. 5133 sets minimum levels for an auto company's domestic content, measured by
its total domestic value-added as & percentage of the total cost of all the ears and
trucks it sells in the U.5. Our employment estimate is derived by determining the
number of jobs associated with different percentages of overall domestic content.
Instead of assuming & specific future market size, we make the conservative assumption
thet output per worker (productivity) will rise enough to offset any Increase In auto
industry sales. We further assume that each company will maintain its 1981 market
share or, zlternatively, that the comblned market share of ell compenies in the 90
ﬁereent category will remain at 84,8 percent, those in the 75 perceant category wil
eep 11,1 percent, end the 25 percent category 1.3 petcent. )

Baged on the definition of "common control" Included in the bill, we eombine sales of
GM with lsuzu, those of Nissan (Datsun) with Fufi (Subaru), and those of AMC with
Repault. On the other hand, Ford is counted separately from Toyo Kogyo (Mazda) and
Chryeler separately from Mitsublshi.

Step 1. We use Bureau of Labor Statistics (BLS) information to determine how meny
US. Jobs were directly or indirectly required for the production of cars and trucks in
the U.S, last year. In 1881 the motor vehicle and aquipment industry (SIC 371) employeq
783,900 workers, but we initially used preliminary BLS dats indieating 723,200 workers.
Aecopding tg the latest estlmate by the BLS, for each job in SIC 371, the industries
supplying 8IC 371 provided another 2.38 jobs. Thus the suppliers employed some
1,850,000 workers, bringing the total direct and indirect jobs in making cars and trucks
in 1981 to 2,634,000,

Step 3. We next estimate the everage domestic content for last year (1381). The Big
Three held 7T1.4 percent of the ear and truck market with an gverage content of 95
percent. The rempaining compenies had a 28.6 percent share and only 10.5 percent

domestie eantent. The welghted average domestle content for all the companies was
70.8 percent.d .

Step 3. Now we can determine how many jobs would be provided if ell the cars and
trueks sold here had been entirely made here. Since 2,534,000 jobs accounted for 70.8

1. The data in BLS, Employment and Earnings, Mareh 1982, p. 48 have been revised
upward 8.4 percent to reflect new benchmarks in unpublished computer printouts
dated June 13, 1882.

2, . "BLS 1979 Employment Requirements Table," October 23, 1981 (unpublished),

3. This assumes AMC/Rengult at 80 parcent domestic content, VW/Audi/Porsche at
40 percent, and the rest at 0 percent.

4, That is, {.714 x 0.95) + {.286 x 0.105) = .708.
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percent of total value-added, then 3,720,000 jabs would have baen required to supply
the entire market.

Step 4, The number of jobs that would result after {ull implementation of H.R. 513J
is derived by estimating the uitimate average domestic content for the jndustry as a
whole. The Blig Three would maintain their 71.4 percent share and meet the 90 percent
eontent requirement. The remaining companies will attain an average of 72.3 percent
content.5 The weighted average for domestic content overall would then be 85.0
percent,6 That means that the U.S. would have 3,162,000 direct and indirect auto jobs
by the time H.R. 5133 became fully implemented.

Step 5. Without the implementation of H.R. 5133, jobs will continue 1o fall due to
imports of vehicles and parts. We prédict that vehicles sold by the Blg Three will have
a B5 pegcent market share and that those vehicles will have 85 percent domestlc
content. Modest investment by Honda and Nlssan willgbring the domestic content of
the remalning 35 percent ﬂ{ vehicles up to 12,8 percent. The overall domestic content
. will fall to 59,7 percent,  equivalent to 2,221,000 jobs.

Step 6. The additional employment from H.R. 5133 of 941,000 represents the difference
between the 3,162,000 jobs that would oceuar if it is {mplemented and the 2,221,000
that would remaln if 1t is not. This estimate Is 8.4 percent higher than our earlfer
estimate of 888,000 due ta the recent revision in BLS data on auto industry emplayment.

1881 Vehicle Sales (Cars and Trucks) and Shares

Company 1981 Sales (000) 1981 Market Share
GM, incl. 79,000 Isuzu 4,873 43,30%
Ford 2,148 19.91
Chrysler 883 8,18

Big Three 7,704 T1.4%
Nissan (Datsun),

fnel. 152,000 Fujl (Subaru) 738 8.82%
Toyota 714 6.62
Honda n J.44
VW, incl, Audi-Parsche 140 © 345
Toyo Kogyo (Mazda) 247 2.29
Renault/AMC 231 2.14
Mitsubishi (handled by Chrysler) 145 1.34
Others (with sales

below 100,000) 03 2.81

3,087 28.85%

Total 10,791 ) 100.0%

S. This is based on Nissan/Fuji and Toycta at 90 percent; Honda, YW/Audi/Porache,
Toyo Kogyo and Renault/AMC et 75 percent; Mitsubshi at 25 percent; and the
rest at 0 percent.

6. That s (714 x .90) + (.288 x .723) = .85

T. Thelr share was 80.3 percent in 1978 and 71.4 percent In 1981.

8. This i3 based on current Information about the Big Three's plans to fmport vehicles
and parts. For more on the latter, see Arthur Andersen, "(/.5, Automotive
Industry {n the 1980s: A Domestic and Warldwide Perspective,” {1981), pp. 12-13.

9. This assumes Renault/AMC at 50 percent, VW/Audl/Parsche at 40 percent, Honda
at 23 percent, Nissan at 7 percent and the rest at @ percent.

10. That Is, (.65 x .85) + (.35 x ,128) = .57



M DOUGLAS A, FRASER, PnEsiDENT RAY MAJERUS, LECRETARY-TAEAGUAEN

EM BICDER

70
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VICE:PRESIOENTS H
. DON EPHLIN - MARTIH GERBEIA . QDLE3A KOMER - MARGC STEPF b RQBERT WHITL - STEPNE

N MEILY REFELTO
1547 M STRERT, NV,
July 7, 1982 WATHINGTOH, 0.G. 70034

TEERHONE: (1011 188430

Ll
X

The Honarable Stephen Sclarz, Chafrman
Subcommittee on Aslan and Preific Affairs
Haugse Committee on Foreign Affalrs
Cennon House Office Bullding, Room 707
Weshington, D.C. 20515

Dear Congressman Solarz:

The UAW eppreclates this opportunity to comment on the three Congressional Research
Service documents on autamobile domestic content requirements, Report No, 81-151E
of August 20, 1981 (Document 1), Issue Brief No. 1882058 of May 18, 1881 {Document
11}, and the memo to you of May 28, 1982 (Document Ili). While these set lorth some
of the srguments for and sgeinst domestie content legislation, on halance the analysis
of the issue wes disappointing, both in terms of what it contalned, and what it feft
out. The case for H.K, 5133 is much stronger than the CRS documents suggest. H.IL
5133 would lead to forelgn auto Investment im the U.S; {t would aeccomplish Its
empioyment-creating mission with a net gein to the aversge American consumer-
taxpeyer; and thls action can be readily justified intematianally.

Befare beginning our examination of the CRS anglyses, we should clarify & fundamental
difference In our approaches. On the one hand, the CRS tends to assume that H.R.
5133 will result In lower market shares for foreign manufacturers. We, on the other

hand, assume that substantial {nvestment in the U.S, suto industry by those manufacturers
would oecur.

Emgployment Gafn

CRS Document I estimptes that enactment of H.R. 5133 would lead to 425,000 additional
auto-related jobs In the U.S. In contrast to the current UAW estimate of 941,000 fobs.
Sevearal explanations account for the different results. Most importantly, CRS compares
the phased-in bill with 1981, but we compare the state of the industry after the phase-
fn with what it would be without enactment of the bill. Roughly hali of the jobs in
our estimate are saved from erosion due to further incresses in fmported parts and
vehicles.

The partisan approsch teken in the CR3 enalysls becomes most apparent In its
inconsistent treatment of the U.S. companies' parts outsourcing. Document [ (pp.6-7)
emphasizes the extent’ of such outsoureing to buttress an ergument that U.S. companics
would be hurt by a local content law on the grounds that they nced outsourcing to

remain competitive, Documents 11 and I deop this fallacious argument and never

"

i

N ¥gm
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mention the facts of outsourcing given in the first document. In our estimates, increased
outsourcing accounts for about a quarter of the jobs at stake.

CRS also cites unnamed "major economic forecasts” which predict that the market
share of imports will decline in coming yeais. We know of no such forecasts and every
Indieation of which we are aware points otherwise. In our estimates, we predict the
market share of the Big Three will fall to 65 percent (compared to their 1981 share
of 71.4 percent) and that an Increased portion of them will be imported. In"total we

believe that a quarter of the jobs at stake with the bill are those spared from
displacement by lncreased vehicle imports.

Another major discrepancy In assumptions comes in the ratio of jobs to vehicles. CRS
Document II asserts, without citation, that the Big Four employ 550,000 persons and
that each vehiclé company job s backed by 2.2 supplier jobs. He seems to be using
old data for production workers alone. As the attached memo explains, the latest date
from the Bureau of Labor Statistics indicate that the motor vehicle and equipment
Industry employed 783,900 workers last year and that suppliers have 2.36 times as many
workers, Thus, whereas CRS finds only 1.76 million jobs in producing autos, we find
fifty percent more fobs: 2.63 million.

The CRS trles to guess how low-volume foreign producers stand to gain from lower
exports by their high-volume counterparts. In effect, it assumes that the consumer
who wanted a 100% Japanese-made Toyota rejects a Toyota with 90% U.S. content
because he wants the complete "foreign-ness" of a Fiat or a Volvo. The fact that sales
of European cars in the U.S. have fallen along with those of domestics as Japanese
models' sales and share soared suggests that this is not the case.l

Price Effects

There are other assertions in the CRS analysis that are poorly founded. On price
effects, for example (p. 7 of Document IiI), consumers' taste (again) for “foreign-ness®
per_se means "shortages of Imported cars." Prices rise, and quantity demanded fells.
However, this analysis relies on research done by the Council of Economic Advisers In
early 1980. The CEA concluded at that time that, due to a shortage of capacity for
smElyT cars, the U.S.~based companies would be able to pick up "about half"" the shortage
and raise prices "about 12 percent or $350" for small, and "about $350" for large, ears.
But now, more than two years later, with 2.5 million units of excess domestic small
car production capacity In place, that conclusion Is outdated. There is no longer any
likelihood of small car shortages.

Today a small ear can be built in Japan at a lower dollar eost than in the U.S,, although
we refect the Mestimate" of a $1,500 landed cost advantage which has become widely
accepted more from repetition than solld evidence. There are, however, three very
good reasons to believe that any price hikes due to H.R. 5133, whether by foreign- or
U.8.-based firms would be quite modest. First, for U.S.~based vehicle and parts
producers, Increased volume is the best way to simultaneously cut fixed cost per uait
and to recapture market share lost since 1978, Second, the sltuation with regard to

1. The CRS "issue Brief" says that Japanese car sales here "remained constant while
sales of American cars fell off.,” The facts: Japanese car sales in the U.S. went
up 37.1%, or
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U.S8. labor costs is promising, Third, the yen can be expected (0 appreefate substantially
by the time the content bill is fully phased in.

Moreover, two recent pleces of evidence indicate that U.S. production of Japanese-
designed vehiclas will not lesd to higher prices on the U.S. firms' vehicles. First, In
the year Siiica Japanese export restrainis were lmposed in Apell 1981, domestic ear
list prices have risen only B.5% — less than in any year since 1973, And that overstates
auto price hikes: rebates, subsidlzed loans, and special free extended warranty programs
have held the Increase in prices actually paid in the 3-4% range, well balow the 5.3%
generat inflation rate of the period. Second, a price war between imperted and recently- .
{ntroduced domestic small pickup trueks has erupted,

Japan's rising trade surplus and the widening overall U.S. deficit should eventually cause
the yen to apprecinte relative to the dollar, reducing the U.S.-Japan auto production
eost gop. That gap would, wa estlmate, be all but closed by a return to a more
appropriate 180 yen per dollar exchange rate. That would ecreute more pressure fop
Japanese direct automotive {nvestment here. But tha process may take a long time
=— particularly if current monetarist pollefes endure — and by then the U.S. auto-
centered manufacturing base might well be damaged beyond ropair,

Soclal and Fiscal Benefits

Whatever one conzludes about Increasad prices, they must be compared with the benolits
of employing an addltlonal 941,000 workers, After a decade of high unemployment
even at cyclical peaks, that kind of job creation must be considered extremely valuable
from a gocial standpoint. The benelits most readily measured In dollar terms are those
to the federal budget. The CBO estimates that each one percent of unemployment
coats the federal Treasury $25 billion to $30 billion in lost revenues and additional
expenses. Thus, H.R. 5133 eould bring the budget at least $23.5 billion closer toward
balance ($10.6 bilion even with the lower CRS employment estimates). With total
sales in the range of 10 to 16 million a year, the deficit reduetion would be eqguivnlent
to $1,500 to $7,500 per car. .

The Internationel Context

The CRS discussion of the GATT implieations of automobile domestie content regulations
fails to take account of tha world auto context. Presently, over 30 natlons have
domestic motor vehlele content requirements, none of whlch to cur knowledge has ever
been challenged before a GATT tribunal. Arguments that enactment of content
legislation {n the US. would tndereut cur government's effort to reduce this kind of
requirement In other countries lgnores reality: for years the U.S. government has been
pursuing that goal without success. Quite the contrary, efforts to negotlate reduction
or elimlnation of other natlons’ damaging trade pollcies might well be bolsterad by
enactment of H.R. §133.

It would appear unlikely that H.R. 5133 would result in retaliation under the GATT.
European auto-produclng nations have more restrictlve practices themselves. Japanese
{roports are held to ten percent of the German and British markets, 2.5 percent of the
French market, and 0.1 percent of the Italian market, Unless Hondas made in Britain
have 50 percent EC content, France and Italy will Include them in thelr tight quota
on Japanese autos. The two European manufacturers with U.S. sales in excess of
100,000, VW and Renault, can satis{y the requirements of the bill. Two manufacturers
based in Jupan, Toyota and Nissan will have the most difficult time in meeting the
requirements of the bill. If Japan chooscs to bring & GATT complaint, the U.S. could
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make a series of counterclaims, much as it did when complaints wera {Qled against the

DISC. The more restrictive practices abroad — and Japanese cooperation with them
~ could then be thoroughly investigated and shown to have necessitated defensive action

by the U.S. An acceptable international policy toward the auto Industry can be
negotiated only when the U.S. shows that it is prepared to counteract the ?olicies of
others, As the last major auto producer to take action 1o assure the viability of [is
auto industry, the U.5, can herdly be considered to have initiated a "trade war.”

In canclusion, the CRS analysis has understated the employment gain from H.E. 5133,
overstated the price effect, ignored the social and fiscal henefits, and presented a
naive view of the sltuation internationally.

»

We appreciate this opportunity to set the record stralght. If you have any questions or
it we can be of further asslstance In this matter, please do not hesilata to contact us.

Sincerely, .
7 [l
Lee Price

Research Associate
Research Department

JLP/aw
D1/opeluddq






CONGRESSIONAL RESEARCH SERVICE ANALYSIS

AN W, GIBEON, PLAL CHatmmean
EUBCOMMITYRA OR YmATE

NIMETY.SUVERTN CONGREsa

TAN ROATEMKOWSKI, ILL, CHAINMAN

DAM ROTTRAMOWIRL Al COMMTTEE O WAYE ANR MIANS
e s COMMITTEE ON WAYS AND MEANS o st e v
T S o b g, e s

U.S. HOUSE OF REPRESENTATIVES —=

et
ILLIAM Mo BACONEAD, MICH, EAVID B ROMP, FYAFP O{REOTOR

R BAILKY, PA

WASHINGTON, D.C. 20515

SUBCOMMITTEE CN TRADE

UV WANDRN L8ST, MICK,
[ -t

..
A, {NiF) BB, VLA,
BECHAME T: SCMLES, Ph.

Bx Crros
SR . CoNNLE, I, WY

June 23, 1982

Honorable Gilbert Gude
Director

Congressional Research Service
Library of Congress -

Dear Mr, Gude:

H.R. 5133, the Fair Practices in Automotive Products Act,
which 18 currently under consideration in the House of Represen-
tatives, would establish domestic content requirements for sales
of motor vehicles in the United States. To date, several separate
analyses of the macroeconomic effects that establishing such
a scheme might produce in the U.S. have yielded widely
varied results.

In anticipatlon of consideration of this bill by the
Subcommittee on Trade of the Committee on Ways and Means, we are
writing to reguest that the Congressional Research Service study
the effects the bill might produce in the U.S. Specifically, we
£eel that consideration of short- and long-term effects on such
macroeconomic factorg as employwent {net gains or losses across
industries), prices {both of individual automoblles, as well as
the overall consumer price index), demand for automoblles,
and prospects for domestic manufacturers' production costs and
profits would be appropriate.

As the Subcommittee on Trade antlcipates beginning its
consideration of thia bill by mid-July and would like to be able
to thoroughly assess all of its possible implicatlions, we would
request that your assesament be submitted by July 1ls, 1982,

Thank you £or you cooperation

8 R nes 8111 Frenzel
mber Member

SMG/AFDm

37-865 0 - 82 - 6
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July 15, 1982
TO : Honorable Sam M. Gibbons
House Committee on Ways and Means
Subgommit tee on Trade
FROM : Arleme Wilson
Specialigt in International Trade and Finance
Economics Division

SUBJECT ¢ Analysism of H.R, 5133, The Fair Practices in Automotive
Products Act

This is in response to your letter of June 23, 19892 requesting an
analyeis of H.R. 5133, the Fair Practices in Automotive Producte Act.
This act establishee domestic content requirements for autcmobiles and
automotive parts sold in the United States., The required domestic content
proportion increases in model years 1983, 1984 and 1985 and varies
depending on the number of motor vehicles sold by the manufacturer in the
United States during each year. Reporting requirements and sanctions are
included in the bill. 1In the year following a violation of the domestic
content requirements, an automaker's U.S. imports are limited to 75% of
the importe entered during the model year in which the violation occurred.

The purposes of this memorandum are: {1) to summarize the pros and
cons of H.R. 5133, {2) to estimate the effect of H.K. 5133 on U.S. employ-
ment, new car pricea, the consumer price index, production costa and profits
of domestic manufacturers, and {(3) to discuss the implications of H.R. 5133

for U.8. trade relations with foreign countries, Most of the analyses in

(1
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this memorandum are based on a previous CRS report, issue brief and memo,

copies of which are attached. 1/

PROS AND CONS OF H.R. 5133

Pros

1.

Unemployment in the U.S, autcomobile industry would be reduced in the
short-run for the following reasons:

a., domestic sourcing by U.S. firms would be increased;

b. foreign firms might establigh more producﬁion facilities in the
United States;

c. imports of foreign cars would be curtailed, possibly contributing
to increased sales of U.S5.-produced cars.

pProfits of U.8. auto manufacturing firms would increase in the short-
run if foreign manufacturers decided not to locate in the United States
(and imports were curtailed).

Profits of U.5. auto supply firms would probably increase as more U.S.
vehicle manufacturers were forced to increase domestic sourcing.

In the short-run, domestic tax revenues would probably increase, unem-
ployment expenditures would likely decrease, the U.5. trade (and current
account) balance would tend to improve and the U.S5. dollar would
appreciate relative to foreign currencies.

Cons

1.

Higher costs and prices of U.5.-produced autos (and a worsening of the
U.5. competitive position in world markets) and lower profits of U.S.
auto manufacturers would probably occur in the long-run because:

1/ U. S. Library of Congress. Congressional Research Service,

Automobile Domestic Content Requirements (by Dick Nanto). May 18, 1582.

(per

iodically updated). Issue Brief No. IRB2056. 10 p.

————— Automobile Domeatic Content Requirements (Revised) (by

Dick Nanto). Memo dated June 14, 1982, 16 p.

and

----- Local Content Laws and Automobile Imports: Arguments Pro
Con (by Dick Nanto). August 20, 19Bl. Report No. Bl1-191 E. 25 p.



CRS-3

a. domestic sourcing would be more expensive than foreign sourcing;

b. U.S. costs of production are greater than those in Japan; to the
extent that Japanese firms increase production in the United States,
costs of U.S.-produced autos will increase;

¢. the costs of recordkeeping to comply with domestic content require-
ments would be substantial.

2. H.R, 5133 would probably be a violation of Paragraphs 1 and 5 of Article
I11 and Paragraph 1 of Article XI of the GAYT (discussed more fully
later).

3. Any restriction to free trade reduces economic efficiency in the long-
run and ultimately results in a less than optimal allocation of
resources.

4., In the long~run, assuming fewer U.S.-produced autos are sold because
the United States becomes less competitive in world markets, domestic
tax revenues would decrease, unemployment expenditures would increave,
the U,5, trade (and current account) balance would worsen, and the
U.5. dollar would depreciate relative to foreign currencies.

5. Other countries might retaliate by imposing restrictions on U.S. exports;
consequently, U.S. industries other than the automotive industry might
be adversely affected.

6. Sales and profits of foreign auto dealers in the United States would
likely decrease.

EFFECT ON U.S. ECONOMY
Employment
It has been estimated by CRS that a total of 275,600 U.S. jobs would be
created by H.R. 5133 in 1985. 2/ This total includes jobs in both the core
auto industry and the automotive parts industry, and includes the effect of

reduced imports and increased domestic sourcing by U,S. firms, It is based

2/ Nanto, Dick, Automotile Domestic Content Requirements (Revised),
p- 6.
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partially on a CRS estimate that auto imports would be reduced by 810,000 in
1982 from their 1981 level ae a result of local content requirementa., 3/
Prices of New Cars

CRS has estimated that local content reguirements would increase small
car prices by §500 and large car prices by $150 in the short-run, 4/ This
estimate aseumes that, of the reduction of 810,000 auto imports, domestic
car manufacturers could supply half of the unfilled demand.

In the long-run, costs of production in the United States are the main
factor determining price. Production costs of European firms in the U.S.
market appear to be about the same as costs in Furope. Production costs of
Japanese firms in the U.S. market are higher than in Japan, however, mostly
because of the higher wages of U.S. sutoworkers., CRS has estimated that
the U.S, cost of producting a car by Japanese manufacturers would be $700-
$1,000 higher than it would be in Japan, although some of the difference
might be absorbed by the producer. 5/

Censumer Price Index (CPI)

It is estimated that the short-run increase in small car prices of
$500 and large car prices of §150 would directly raise the GPI by roughly
.15 percent, Thia estimate doea not include the indirect effects that
increases in new car prices would have on other items in the CPI. For
example, not included is the effect on the CPI of increasmes in used car

prices as consumers purchase more used cars when new car prices rise,

3/ 1bid,, p. 5.
4/ 1Ibid., p. 8.

5/ Tbid., p. 9.
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This estimate is bssed on the following data:

1. The market share of small cars in the United States is Fforecast
to be 65% in 1982, the same share as in 1980; 6/

2, The average price of new cars sold in the United States in 1981
was §$8,850; 7/

3. Other things equal, 4 one percent increase in new car prices would
directly raise the CPI by roughly 0.035 percent. 8/

The computations are as follows:
$500 (.65) + $150 (.35) = $378 (average increase in new car price)

$378 = 4.3% (percent increase in new car prices)
$8,850

4.3% (0.035%) = .15 percent (increase in CFI)

Production Coats of Domestic Manufacturers

Estimates of production costs depend partially on how foreign auto-
makers react to domestic content requirements. If, for example, they locate
plants in the United States to replace any reduction in importe, there will
be no effect on production costs of the five U.8. automakers. On the other
hand, if they do not locate any plants in the United States but permit imports
to drop by an estimated 810,000, production by U.S8. automakers may increase by
a6 much as 810,000 unite. 1In this case, per unit production costs will

probably be lower because fixed costs will be spread over more units,

6/ U.8. Library of Congress. Congressional Research §ervice. The
Aute Industry: The Situation in the Eighties (by Gwenell Bass)., March 30,
1981 (periodically updated). 1lasue Brief No., IB81054. p. L5.

7/ Automotive News, 1982 Market Data Book. April 28, 1982, p. 60.
8/ U.S. Library of Congress. GCongressional Research Service. New

Car Prices and the Consumer Price Index (by Barry Molefeky). Memo dated
July 12, 1982 (copy attached). p., 1.
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Profits of Domestic Manufacturers

Profits of U.5. auto manufacturers would probably increase in the
short-run to the extent that imports are replaced by production of the five
U.S., Firms. Not only would per unit production coste decline im this case,
but price increases would contribute to higher profits of domestic manu-
facturers.

In the long-run, profits of U.S, manufacturers may not increase if
foreign automakers maintain their U.S. market share by shifting production
to the United States (as occurred in the television receiver industry).
Furthermore, to the extent that U.S.-produced cars become less competitive

in world markets in the long-run, profits of U.S., manufacturers will decline.

EFFECT ON U.S. TRADE RELATIONS

U.8. Obligations Under the GATT

Local content requirements are generally in violation of paragraphs 1
and 5 of Article III and paragraph ! of Article XI of the GATT. 9/ Article
111, paragraph 1 of GATT states:

The contracting parties recognize that , . , internal quantita—
tive regulations requiring the mixture, processing or use of products
in specified amounts or proportions, should not be applied to
imported or domestic products so a8 to afford protection to domestic
production,

Article III, paragraph 5 states:

No contracting party shall establish or maintain any internal
quantitative regulation relating to the mixture, processing or use
of products in specified amounts or proportions which requires,
directly or indirectly, that any specified amount or proportion of
any product which is the subject of the regulation must be supplied

2] Jackson, John H, World Trade and the Law of the GATT. New York,
The Bobbs—Merrill Company, Inc., 1969. p. 806, 807 and 817.
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from domestic sources. Moreover, no contracting party shall

otherwise apply internal quantitative regulations in a manner

contrary to the principlies set forth in paragraph 1.

The phrase, "or other measures" in Article XI, paragraph 1, may limit
local content requirements:

No prohibitions or restrictions other than duties, taxes

or other charges, whether made effective thraugh quotae, imports

or export licenses or other measures, shall be instituted or main-

tained by any contracting party on the importatation of any product

of the territory of any other coatracting party . . . .

However, Article XIX, the escape clause, permits a nation to suspend
obligationa in whole or part or withdraw or modify concessions if imports
cause or threaten serious injury to domestic producers,

It might be difficult, however, for the U.S. automobile and automotive
parts industry to utilize the escape clause, In November 1980 the U.S.
International Trade Commission determined that imports of automobiles were
not a substantial cause of injury to the U.S., industry. Moreover, automo-
tive parts suppliers were denied trade adjustment assistance during 1980.

Many other countries require local content ratios against the automo-
tive industry, despite the GATT prohibition, although most of them are
developing countries. The only industrialized countries maintaining local
content requirements for automobiles are Australia, Greece and Spain,

In view of the large size of the U.8. auto market, it is likely that
domestic content requirements would be challemged by foreign auto exporters,
If agreement could not be reached through bilateral negotiations, auto
exparting countries would likely go to the GATT, If an auto-exporting
country obtained a favorable ruling from a GATT council, the country would
be permitted to place restrictions on U.S. exports. U.S. aircraft, high~
technology products and agricultural products might be likely targets for

restrictions by an auto exporting country.
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H.BR. 5133 includes an exemption in which vehicles imported Ffrom Canada
are considered as being domestically produced. This exemption could violate
Article I of the GATT, the most-favored-nation clause, Paragraph 1 of
Article I states: 10/

. . » and with respect to &ll rules and formalities im connection
with importation and exportation, and with respect to all matters
referred to in paragraphs 2 and 4 of Article III, any advantage,
favour, privilege or immunity granted by any contracting party to
any product originating in or destined for amy other country shall
be accorded immediately and unconditionally to the like product
originating in or destined for the territories of all other con-
tracting parties.

Other Trade Implications

It is likely that other countries would retaliate by increasing their
own import restrictions or imposing some other protectionist measure.
Import restrictions would probably be placed against U,S. industriea
other than the automotive industry.

Worldwide protectionist sentiment, already com the rise, would probably
increase further if domestic content requirements were adopted. The economic
rationale in favor of free trade is well known. In the long-rum, free trade
enables all countries to produce and conaume more (under the 'comparative
advantage" principle) than would have been possible without free trade.

Under the U.S.-Canadian Automotive Products Trade Agreement Act of
1965, automobiles may be imported duty-free from Canada as long as at
least 50% of their import value is of Canadian and U.S, origin. Since the
domestic content requirement of H.R, 5133 exceeds 50% for automobile
manufacturers selling more than 200,000 units in the United States
by 1985, large foreign manufacturers would have an incentive to locate

and produce in Canada.

10/ Ibid., p. 803.
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TO : House Waye and Means Subcommittee on Trade
FROM : Barry Molefsky
Analyet in Econmometrics

Economicas Division

SUBJECT : New Car Prices and the Consumer Price Index

The new car component of the consumer price index (CPI) currently has a
weight of approximately 3.5 percent, Thus, all other things equal, a 1 percent
increase in new car prices would directly raise the all items CPI by roughly
0.035 percent. )

Changea in new car prices are likely to have indirect effects on other
components of the CPI. For example, an increase in new car prices would px-apt
some consumers to purchase a used car instead of a new auto. An increase in
the demand for used cars would put upward pressure on used car prices. Used
cars have a weight of about 3,3 percent in the CPI, Prices of automobile main-
tenance and repair services, parts and equipment, insurance, finance charges
end other fees, and auto rentals could also be affected.

Additionally, an increase in new car prices could affect the cost of doing
bueiness of manufacturers, wholesalers, and retailers. These suppliers of

goods and services might then raise their prices to cover the car price increase.
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Congressional Research Service
The Library of Congress

Washington, D.C. 20540
June 14, 1982

TO

FROM : Dick K. Nanto
Specialist in International Trade and Finance
Economic¢s Division

SUBJECT : Automobile Domestic Content Requirements {(Revised)

This is a revised version of the memorandum 1 sent you on May 28, 1982,
In this memorandum, estimates for imports under the domestic céntenL require-
ments in . B, 5133 have beoen chauped ta reflect the phase-in process for
import quotas contained in the Bill. The oripinal memorandum was writilen in
response to your letter of May 17, 1982 requesting a study of the probable
impact of 1, R. 5133, which wauld ostablish drmsstic content renuirements for
automobiles sold in the linited States. Detailed informatinn on this issue is
in the issue brief, Automohile Domestie Content Reouirements, and CRS Report,
Local Content Laws and Automohite Imparts Arguments Pro and Can, which were
sent Lo you on May 24. In your letter vou asked four specific questions,
These are addressed below.

(1) whal impact would WN.R. 5135 have on U.S. automohile imporls Erom
Japan and other countries?

Domestic (lacal) content requirements as proposed in NLR. 5133 wngld re=
quire a sizable reduction in imports of assembled aulomohiles and trucks
weighing less Lhan 10,000 pounds. By model year 1985, im}orts Jikelv would
have to be less than 100.000 unils per automaker in order to satisfy the local
content ratios. The bill, however, allows a phase—in period far larpe fprﬁirn

auLomakers Lo reach this level., As shown in Charts 1 thraugh 4, even if fareipn
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producers locate assembly plaats in the United States, the maximum number of
vehicles they would be allowed to import under the required local content
ratios could not exceed approximately 100,000 units even st U.S. content
levels as high as 90 percenr. 1/

In 1981, seven foreign automakers sold more than 100,000 units in the
American market, These were: Toyota, Nissan (Datsun), Honda, Mazda (Toyo
XKogyo), Subaru {Fuji), Volkswagen (including Porsche and Audi), and Mitsubishi
(Chrysler). These seven automakers would likely be reguired to bring their
imports down to the 100,000 unit level (or less for those producers--Volkswagen,
Honda, and Nissan-with U.S5. assembly facilities), H,R. 5133 stipulates that
automakers violating the domestic content ratios would be required to reduce
imports of motor vehicles and parts by 25 percent per year following the model
yéar in which the violation occurred. Large importers, such as Nissan, who
would unlikely be able to meet the domestic content requirements, therefore,
would find their import quota being reduced by 25 percent per year and would
reach reach the 100,000 unit level in approximately 1990. By 1985, Nissan
imports would have dropped from the 580,000 unit level of 19Bi to about 325,000
units, (See Table 1.) The seven largest auto importers, therefore, would
import 1,365,000 units into the United States instead of the 2,352,791 units
actually sold in the American market in 1981 for a reduction of approximately

1 million units.

1/ This assumes content levels of 0 percent for imparts and no offsetting
exports from U.S. production. Actually, imported autos contain some U.S.
conteat. Such U.S5. content in imports is equivalent to higher U.S. content for
production in the United States, For example, an automaker importing 100,000
units with 10 percent U.S. content and assembling 100,000 units in the United
States with 50 percent U.5. content would be equivalent to an automaker im—
porting 100,000 units with 0 percent U.5., content and assembling 100,000 units
with 60 percent U.S. content-—assuming, of course, that the value of the imports
and U,S.-assembled vehicles are the same.
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TABLE 1, Actual and Estimated Imports of Automobiles and Light Trucks
Under Local Contént Requirements in H,R. 5133 in 1978, 1981 and 1985

Imports into the United States in

Probable Estimate of Year
Manufacturer 1978 1981 Ceiling Actuval Level Ceiling
in 1985 in 1985 Reached

Toyata 536,682 713,981 100,000 400,000 1990
Nissan (Datsun) 432,700 580, 139 100,000 325,000 1990
Honda 274,876 370,705 100, 000 205,000 1988
Volkswagen 216,283 144,231 100,000 100, 000 1985
Subaru {(Fuji) 103,274 152,062 100,000 100,000 1985
Toyo Kogyo (Mazda) 150,574 246,831 100,000 135 000 - 1987
Mitsubiehi (Chrysler) 103,492 144, 842 100, 000 100,000 1985
Isuzu : 86,257 89,488 100, 600 90, 000
Mercedes Benz 43,126 63,059 100,000 90,000
Valve 50,177 B4, 477 100,000 80, 000
Renault 15,387 30,869 100,000 75,000
Fiat 60,435 33,3253 100, 000 60,000 .
BMW 30,766 41,761 100,000 55,000
JRT (British Leyland) 48,068 18,956 100, 000 48,000
Peugeot 8,857 16,937 100, 000 30,000
Fiesta/Capri {Ford) 80,224 32,856 100, 00C 35,000
Saab 15,406 14,613 100, 000 16,000
Alfa Romeo 6,137 2,301 100, 000 6,000
DeLarean 0 3,009 100,000 4,000

Total: 2,326,576 2,764,370 1,500,000 1,954,000

Note: 1978 and 1981 data sre for U.S. sales. The estimates are illustra-
tive, not forecasts. The estimates are derived by assuming that those importers
selling more than 100,000 units in the U.5, market would be teguired to reduce
their imports by 25 percent per year until they reached 100,000 units, that
those importers whose U.8, sales grew over the 1978-81 period would grow at the
same rate ovar the 1982-85 period, that those importers whose sales fell over
the 1978~81 period would regain their previous highest level during the period,
that sales of the Fiesfta would remain at the 1981 level because of the intro-
duction of the Escort/Lynx, and that sales of the Delorean would increase by
1,000 units. Renawolt's growth rate was assumed to be 50 percent faster over the
1982-85 period because of its new marketing arrangements with American Motors.
Imports of Suzuki autos from Japan could also reach 100,000 ynits by 1985. The
last column shows when the 100,000 unit ceiling would be reached if imports were
reduced by 25 percent per year in 1984 and 1985 from their 1981 level.

Sources: Data for 1978 and 1981 are from Ward's Communications, Ward's
Automotive Yearbook, 1980. Detroit, Ward's Communications, 1980.
p. 40, 48. Automotive News, Jan. 11, 1982, p. 45 and Jan, 18,
1982, p. 48.
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Those foreign automakers who sold.fewer than 100,000 units in the U.S.
market in 1981 would likely experience an increase in démand, if the seven
largest importers were required to reduce their imports as ouFlined above .,
The ceiling on imported vehicles by these firms, however, also would likely
be kept to fewer than 100,000 unite.

In recent years, some of these automakers increased their U.S5. sales,
while others either stagnated or lost ssles. By 1985, as a rough estimate,
assume that those automakers who increased their American sales over the
1578-8] period experience the same growth rate over the 1982-85 period that
they did in the previous three years. 2/ In that case, exports to the U.S.
market wo;ld be as follows: Mé;cedes Benz--90, 000, Isuzu-—§0,000, Volvo--
80,000, Renault--75,000, BMW--55,000, and Peugeot=-30,000.

Assume further that those automakers whose sales declined over the 1578-81
period are able to regain their highest level o;er thé period. If an imported
automobile lost sales during the recent period of rising popularity for small
cars, it not likely to experience dramatic increases in sales by 1985 even
under the quotas required by the local content bill. 1In that case, British
Leyland would be at 48,000, Saab at 16,000, Alfa Romeo at 6,000, and Fiat
(including Lancia) at 65,000. The F;rd Fiesta from Germany, wﬁich dropped
from 76,145 units in 1978 to 32,B56 units in 1981, will likely remain at about
35,000 units because of competition from the Ford Escort/Lynx. Sales of the

Delorean are assumed to increase to 4,000 units.

l/ Instead of assuming the same growth rate, one could apply estimates of
demand elasticities. The problem with the elasticity approach, however, is that
the estimated elasticities are somewhat outdated and imports of the most popular
foreign automobiles would be restricted. The less popular imports tend to be
relatively expensive (BMW, Volvo} or have few dealerships (Peugeot). Elasticities
based on data from the 1970s and for total automobile imports, therefore, might
not accurately reflect behavior for these particular imports. Note that imports
for Renault, however, are assumed to increase 50 percent faster than they did

over 1978-81 hecause of their new sales arrangements with American Motors.
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The twelve foreign ¢car manufacturers with sales in 1981 under 100,000
units, therefore, would likely be selling about 589,000 units in 19B5,
although their allowable ceiling would be 1,2 million wunits.

A rough estimate for imports of cars and light trucks in 1985 under
the content requirements of H,R. 5133, therefore, would be 1,954.000 units
(1,356,000 plus 589,000), down 810,000 units from the 2,764,000 units ac~-
tually imported in 198]. Imports from Japan would drop by 943,000 units
from 2,298,000 to 1,455,000 unite. {See Table 1.)

Flease note that these estimates are primarily for illustrative purposes
and are not forecasts. The estimates also assume that the U.5. content of
imports is O percent, that fo;eign automakers do mot exporL Lheir U.8. pro-
duction, and that the value of a car assembled in the United States is the
same as one assembled abroad for each company.

(2) What impact would H.R. 5133 have on the U.5. auto industry in terms
of production, employment, automobile industry profits, and auto
prices to U.5. consumers.

Production for the U,5. gute industry with local content requirements
would depend on several factors., The first is how foreign automakers react
to the content requirements. On one extreme, foreign automakers may decide
to locate plants in the United Statés and replacé any reduction in imperts
with U.S, production. 1In that case, the domestic content requirement will
have no effect on current production by the five U.S. automakers (including
Volkswagen), )

At the other extreme, foreign automakers could decide not to locate in the
U.5. market at all, sinte by doing so they are pemalized in terms of the number
of imported vehicles allowed. (See Charts 1=4.) In that cage, production by
the traditional five automakere could rise by as much as 810,000 units under

the estimates in rhe previous saction.
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Employment. As a rule of thumb, production of 14 automobiles generates
one job (man year) in the core suto industry. Historically the American Big
Three automakers have averaged 0.072 labor years per unit or lé vehicles per
worker. U.S. Department of Labor estimates imply 16 vehicles per job in 1976. 3/
The United Auto Wurke;s use the figure of 12 automobiles per job. The U.S.
International Trade Commission has used the figure of 12.86 autos per job for
1977, 4/ Given the reduction in mize of cars and the growth in labor productivity
since the mid=1970s, therefore, a figure of 14 cars per job appears reasonable.

An increase in U.S. production of 810,000 units, therefore, would re-
generate approximately 59,000 jobs in the core auto industry. Each autoworker
job supports 2.2 jobs in suppfier industries. Indirect empioyment, therefore,
would amount to 127,000 jobs for & total employment effectAof 186,000 jobs.
Note that these jobs will accrue to the U.S. economy regardless of whether or
not the cars are made by subsidiaries of foreign automakers or the five U.S.
producere. ’

Further U.S. employment would be generated by keeping traditiomal U.S.
automakers from purchasing original equipment abroad. The United Auto Workers
estimates that local content requiremente would keep the fureign content of
guch vehicles at & instead of rising.to 10 perceng by 1983, Tﬁis reduction
of & percentage points in the foreign content of American cars would likely
"gave" about 28,000 direct jobg (4 percent of 700,000 workers) and about 61,600

jobs in supplier industries for a total of 89,600 jobs.

3/ U.S. Congress. House, Committee on Ways and Means. Subcommittee on
Trade. World Auto Trade: Current Trends and Structural Problems. Hearings,
March 7, 18, 1980. Washington, U.S. Govt. Print. Off., 1980. p. 306.

4/ U.S. International Trade Commission. Prehearing Report. 1980.

97-865 0 - 82 - 7
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The total estimated employment effect of H. R. 5133, therefore, would be
87,000 jobs in the core auto industry (59,000 plus 28,000) and 188,600 jobs in
supplier industries (127,000 plus 61,600) for & grand total of 275,600 jobs,

If total U.S5, demand for automobiles and light trucks increases over the
1981 level, American firms or foreign subsidiaries in the United States will be
able to capture virtually all of that increase, No matter how mény vehicles
foreign automakers aasemble in the United States, they still will not be able
to increase imports (unless they can raise their U.S. content to more than
90 percent).

Profits. In the short-term, profits of U.S. automakers would probably
rise. Any production ahifte& to U.5. automakers because of the domestic con-
tent requiremenis would allow them to spread their costs over more units and
to gain higher profits both'per unit and from more units sold. Shortages of
imported cars would boost pricege not only for imports but for domestics as well.

In the long-term, however, the profit picture is less clear. If foreign
manufacturers enter the U.5. market on a massive scale and maintain their market
share through U.5. production, sales by the traditicnal big three U.5. auto-
makers could remain unchanged by the content law. An historical example is the
television receiver industry, Quotas on imports imposed in 1977 forced wmore
Japanese and other East Asian firms to locate in the United Skates. (Four
Japanese firms already were here.) In 1981, there were 5 (down from 18 in
1968) U.S.~owned firms and 9 foreign-owned manufacturers in the United States,
U.5. plants with Far East ovnership supplied 30 percent of U.5. industry ship-
ments of TV color receivers, and imports still comprised a high percent of

domestic consumption. 3/ Domestic content requirements, therefore, insure that

5/ U.5.. Department of Commerce. Bureau of Industrial Economics. 1982
U.5. Industrial Outlook, Washington, D,C., 1982. p. 342-43.
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more preduets will be assembled in the United States, but they do mot insure
that those products will be made by traditional American manufacturers.

Prices. The extent of any price increase caused by local content require-
ments ig difficult to determine. In the short-run, ahortages.of imported cars
would push up -prices. 1In the past, the price of automobiles tended to increase
by the same percent aa a decrease in their quantity (price elasticity of -1).
Considering that in 1981, 5.79 million small cars were sold in the the United
‘States, a reduction of 810,000 small cars could push up small car prices by
as much as 14 percent (less if consumers are willing to turn to domestically
produced vehicles and domestic manufacturers can meet the increased demand).
Large car prices would likelyfriae by about 30 percent of the increase in small
car prices. B/ A ressonable guess is that domestic producers could pick up
about half of the shortage, uhich‘uould cause small car prices to rise by about
7 percent or approximately $500 per unit, Large car prices would rise by about
$150 per unit,

In the long term, the cost of production in the United States will detét-
mine the price to U.5. consumers of foreign automobiles and trucks. European
producers assembling vehicles in the United States generally fiﬁd costs of pro-
duction similar, if not lower, than those kn Eurdpe (depending on the strength
of the dollar). Smaller U.S. production runs, however, tend to reise costs
somawhat. The Volkewagen Rabbit made in the United States, for example, appesrs

to carry as low a price a&s those made in Germany.

6/ U.S. Council of Econamic Advisers. CEA Calculations of the Impact on
the Economy of a Japanese Automobile Import Restraint. May B, 1980 (revised).
(mimeo). p. 2. A.6. Blomquist and H. Walter. 5mall Cars, Large Cars, and Lhe
Price.of Gssoline, Canadian Journal of Economics, v. 11, August 1978. p. 470-89.
R.L. Carleon. Seemingly Unrelated Regression and the Demand for Automobiles of
Different Sizes, 1963-75: A Disaggregate Approach. The Journal of Busiuess,

v. 31, April 1978, p. 243-62,

N
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For Japen, production coste in the United States would be higher. Esti-
mates are that in the manufacture of compact cars, anaﬁ h&lds a8 cost advantsge
of batween $1,000 and $1,500 (after aﬁbtracting out transportstion and tariff
costs). About half of this is due to the approximately $8 per hour difference
in autoworker wages or about $800 to $900 per car. Japanese manufacturers
locating in the United States presumably would be able to achieve similar pro~
ductivity levels as in Japan. 1/ The cost of shipping parts to the United States
and the ln;ge: inventories required because of the distance from suppliers,
however, would adé to costs, nlthougg :ransportatioh costs of the finished
vehicle and tariff payments wpuld be lower. The U.S. cost of producing cars
from Japan, therefore, wauld‘probably be $700 to §1,000 highef. Some of this
difference could be gbsorbed by the producer. Am indication of the Japanese
cost advantage is the recent decision by General Motors to abandon its blans
to produce a4 subecompact S~car in favor of importing one from Japan. 8/

(3) Would enactment of H.R. 5133 violate U.S5. obligstions under GATT
or any other internationsl treaty or agreements?

Article YII, paragraphs 1 and 5 of GATT prohibit mixing requirements
{gpecifying certain proportiona of domestic and foreign components in a product)
in order to afford protection to domea:ic'production. Article XI, paragraph 1
slso prohibits import quotas. The Cenadian exemption, by which vehicles im—
ported from Canada would be counted as being domestically produced, also could
violate the Most=Favored-Nation status of auto exparting countries.

(4) What retaliation, if any, would be likely on the part of Japan or other

countries? What would be the economic censequences of such actions,
and what effect would they have on the internaticnal trade system?

1/ The Suzuki and Monda motorcycle plents report productivity levels
comparable to those in Japan.

8/ Schnapp, John B, G Shakes Up the Auto Industry. Wall Street Journal,
May 26, 1982, p. JO,
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Because the U.S. auto market is the world's largest and imports of auto-
motive vehicles and parts exceeded $20 billion in 1981,~a U.S. domestic content
law would likely be challenged before GATT or imvite retaliation by auto ex-
porting countries, If auto exporting countries could not reach any agreement
through bilateral negotiations, most likely they would first challenge the law
in U.S. courts, if a legal argument against it exists, Failing that, they would
then take it before GATT, If a GATT council rules in favor of the auto ex-
porting country, the country then would be allowed to place restrictions on
U.S. exports. Likely targets would be U.S, aircraft, high technology products,
and agricultural comwodities.

The. primary evidence of Gspsn's willingness to take such an igsue before
GATT is that it is doing so with the reclassification of pickup trucks that
.resulted in the applicable U.S.import duty rising from &4 to 25 percent.

AdoplLing a protectionist measure, such as a domestic content requirement,
always holds the potentisl of touching off a trade war similar to the one
following the U.S. enactment of the Smoot-Hawley tariff at the beginning of‘
the Great Depression. The current worldwide recession has increased protec-
tionist sentiments in many other countries of the world. The costs in Lerms
of retaliation arising from a domesiic content léu, therefore, would likely
be borne by U.S, industries other than -automobiles.

In terms of other economic effects, reduced automsbile imports would tend
to raise the value of the dollar, which mekes U.S5. exports less competitive
in world markets and imports motre competitive in American markets. Given the
current regime of floating exchange rs:es,‘redu:ed imports of automobiles could
be offset by.more imports of other products or fewer exports,

If you have further questions on this topic, feel free to contact me at

287-7749.
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NOTE OR CHARTS 1-4

Charts l-4 show the maximum number of imported vehicles allowed under
the local content requirements of H.R. 5133 at different levels of U.S.
content and production by automakers operating in the U.S. merket. The
maximum import levels assume that imports contain no U.5. comtent, that no
U.5. production is exported, and that the average cost of importa and U.S.
production is the same.

The maximum levels were derived by solving the following equation
for ¥ (imports) subject to the constraint of the domestic content levels
in H.R. 5133 (up to 100,000 units--0%, 100,000 to 150,000 un;;s --25%,
150,000 ;o 200,000 units--50%, 200,000 to 500,000 units-~75%, and over
500,000 units—--90%);

M = AP (AC-RC)
RC

where M = maximun level of imported vehicles (units)

AP = level of American production (units)

AC = ratio of Americam content to American production
RC = required level of content in H.R. 5133

The reason the level of imports in Charts 2-4 does not increase or decrease
in a smooth fashion is that the requifed content ‘levels change discretely
(in jumps and not continuoqaly) and the required content levels are averages
that apply to past amounts as well as increases in production. For example,
an automaker going f£rom 100,000 to 100,001 units @ill be required to have 25
percent U.S, content not only on the additional 1 uwnit but the previous
100,000 unics as well. ‘

In Chart 2, for example, an importer with U.S. production facilities pro-
ducing 40,000 vehicles with 50 percent U.S. content cagfimpart only 60,000
vehicles, because the domestic content of the 40,000 vehicles is insufficient
to support imports of 100,000 units allowed before the automaker began U.8.
production. As U.5. output éxceeds 50,000 units, however, the total U.S. con-
tent level is sufficient to sllow the automaker to increase imp&rta somewhat .
When the total for imports plus U.S. production reaches 150,000, however, the
required level of content rises to 50 percent, and no imports are allowed.
Each increase in U.5. production exceeding 100,000 units, therefore, must he

offset by a decrease in imports in order to keep the total under 150,000 units,

7
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ISSUE DEFIHITION

In 1381, sales of American-produced automobiles dropped to their lowest
level in two decades. AB & result, auto industry layoffs have reached record
heights both in the Big Four and in supplier firms. Automakelrs, moreover,
increasingly are turning toward international sources of parts and equipnent
for their cars. This worsens tha prospects for employment and Pprofits 4in
supplier indusgtries. At the same time, imports of automobiles continue to
capture a large share of the U.5. market.

Japan, moresover, is reported to have a cost advantage over the Unitea
gtates in producing Emall cars of between $1,000 and 51,500--about half of
which i8 Attributable to lower labor costs. This has placed U.S. autoworkers
in a weak bargaining position inm negotiating lahor contracts.

In response to these and other conditions, legislation has Dbeen introduced
that would impose domestic (local) content ratics for automotive vehicles.
These would regquire that cars and trucks 80l1ld in the Unitad States in large
quantities contain a certain percentags of American parte and lahor.

BEACKGROUND AND POLICY ANALYSIS

In 1981, sales of automobiles by domestic automobile producers fell to 6.2
million unite--the lowest level in 20 yeare. By March 1982, the number of
autovworkers on indefinite layoff again reached 250,000 after declining
eteadily from that level in Auguat 1980 to 150,000 in June, 198l1. Layoffs in
auto industry supplier firms Aalso have grown. For each layoff Dby an
automaker, an estimated 2.2 persons are laid off in the firms BUPPlying the
aute industry. U.S. automakers, moreavar, ars turning more toward foreign
sources of parts and aquipment for domeRtically assaembled automobiles.
Detroit views purchasing from foreign sources not only as a method to acquire
critically needed parts gquickly but as a way to reduce ite costs to competae
more effectively with Japan. Such foreign purchages also have bequn to cut
into autoworker employment.

At the same time, imports continue to capture a high percentaga of the

v.5. aute market. In 1361, despite Japan's voluntary restraintg an
automobiles BXported to the United Statem, imports accounted for 27% of the
U.5. market--up from lEB% in 1978 {a banner year for U.S, Aautoc sales). This

proportionate increase raflected not 8o much a Tiss in absolute numbers of
Japanese care s50ld as the fact that their sales remained constant while salas
of hmerican cars fell off.

Bills have besn introduced in the 97th Congress, that would establish
domestic content regquirsemants for automobiles and trucks s50l1ld in the United
States. H.R. 5133 and 5. 2300, for example, wWould require that beginning in
model year 1983, all automaxers selling vehicles in the Uniteda States would
have to mest minimum ratios for American value added according to a ascale
that would depend on the number of vehicles aold. The reguired U.9. content
would be phased in as follows:



101

CHS=- 2 IBB2056 OPDATE-06/11/82

Nuober of Vehicles Sold: Binimum U.8 Content for MHodel Year:

1983 1584 1985
and beyond
Not over 100,000 oN L] ah
Over 100,000 but not over 150,000 8.3 16.7 25.0
Over 150,000 but not over 200,000 165.7 33.3 50.0
Qver 200,000 but not over 500,000 25.0 50.0 78.0
Over 500,000 30.0 60.0 90.0

The penalty for violating these domestic content ratios would be a 28%
reduction in the the number of motor vehicles or parts that the offending
automaker could sell in the United States in the model Yyear following the
violation. ' (H.R. 2478 would impose A penalty of 52.000 per car.)

In effect, local content requirements ae proposed in H.H. 5133 ana 3. 2300
%ould impose rigid import quotas for both fully assembled vehicles and
‘original equipment Aand .would apply to domestic As well as foreign automakars.
No automaker could ssll more than about 150,000 units 4in the U.S. market
without local agseembly facilities.

The United Auto Workers (UAW) along with the AFL-CIOQ have bheen ths most
vocal supporters of local content legislation. Automotive suppliers also
tend to favor the legislation. ‘

According to rspresentatives of the Department of Commerce and the U.S.
Trade Repregsentative,. the Reagan Administration i1s oppoeed to 1local <content
requirements on both trade policy and economig grounds. Imported auto
dealerg vigorously oppose local ¢content legielatjon, and General HMotors and
American Notors d¢ not Support it.

The debate concerning domestic content requirements centers on their
probable effects on U.8, employment and the financial recovery of the 1U.9g.
automotive induetry. Conaidstable difference of opinion also exista on
geveral other pointg, such as swhether they would vioglate U.S. international
treaty obligations and wnether the proposed phase-in timetable and the leVvel
of the content requirements actually could be attained by foreign automakers.

ENPLOYMENT EFFECTS

‘The UAW has estimated that the local content reqguirements proposed in H.R.
S133 and S. 2300 would result in the regeneration o¢f 668,000 jobs in the auto
and supplier industries--117,000 jobs in the Big Four, 146,000 4in U.S.
subsidiaries of foreign -automakers, and 505,000 in supplisr industries.

These sstimates are based on the assumption that the market share for
imports will rise to 358 by 1388 and that the foreign content of domestically
produced automobiles will increase from 34 in 1981 to 108 in 1985, while the
U.8. <Content of importa will remain at zero percent. The UAW projecte that
4 domestic contsnt law would keep importa to 258 of the U.S. markst and that
those 25% would have 59% U.S. content. -It also would Xxesp the foreign

. ¢content of dompestically produced automabiles at only 6% instead of rising to
108 by 1985.
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The UAW estimate that 117,000 joba Would De regeneratsd among the U.S. Big
Four automakers Dy holding their foreign content to 5% instead of 10V appears
t0 be quite high. The Big Four currently employ about 550,000 persons,
although they had 760,000 workers in 1978. h reduction of 4 percentage points
by 1985 in their foreign content (using an employment figure of 700,000),
therefore, would likely "save™ about 28,000 direct jobs (4% of 700,000} and
about 61,6500 jobs (instead of 262,900) in aupplier industries. The higher
UAW figures appear to be bDased additionally on the assumption that without
domestic content requirements, the market share for imports will rise from
25% to J5%. Hajor economig forecasts, Novever, foreses the import market
share falling, not rising, over the long term.

For employment gains from substituting U.S.~produced vehicles for imports,
the UAW'Ss estimate of 146,000 direct U.S. jobs generated alsoc appears to De
quite high. While accurate forecasts of the effect of the local content
Tequirements on imports of automobilea and 1light trucks are difficult to
make, under reascnaple aseumptions Auch requirements would likely reduce
imports by about 810,000 unita by 1985. This aesumes that Toyota, Nissan
(Datsun), Honda, Volkswagen, Subaru, Nazda, and Mitsubishi all would be
required to reduce their imports by 25% per year beginning in 1584 until they
reach the 100,000 unit threshold. [t also assumes that sales by Isuzu,
Nercedes Benz, Yolvo, DMV, and Psugeot would grow at the same rates over
1982~85 as they did in 1978=81, It further aasumes that British Leyland,
Saab, Rifa Romeo, and Fiat will regain their 1378 levels of sales, that
Renaunlt (becayee of its new retailing arrangements with Rmerican Motors) will
grow 50% faeter ovaer 1982-85 than it did in 1978-81, that sales of the Ford
Fiesta will remain at 35,000 and gales of the DeLorean will increase to 4,000
units. In this case, paseenger car and truck importe Wwould be reduced to
1,954,000 unite instead of the 2,754,000 units actually sold d4in the United
States in 1981.

Qn average, output of 14 automobiles generates one job {man year), and
each autoworker job supports 2.2 jobs in supplier industries. A reduction of
810,000 imported vehicles, therefore, would generate approkximately 59,000
direct jobs and 127,000 indirect jobs 4instead of the 146,000 dairect and
335,800 indirect jobe estimated by the UAW.

A rough estimate of employment sffecte of the local content reguirements
in H.R. 8133 and S. 2300, therefore, would be a maximum of About 87,000 in
the automotive industry and 188,500 in supplier industries for a total of
275,600 joba.

bomestic content requirements at the levels required in H.R. 51313 and 5.
2300, therefore, would likely reduce the current autoworker unemplayment by
About one-fourth. Theea figures seem to be corroborated by recept experience
in the industry. 8Since 1978, domestic automaker output has fallen by about 3
million units, while indefinite layoffs have increased by 250,000 persons.
Domegtic content requirements wolld reduce imports by & maximum of about a
fourth the drop in production since 1%78. The gain 1n employment among
autoworkers and suppliers, therefore, aleo ahould be about a fourth of the
current lavel of indefinite layoffs.

Several factors, however, could intervene to cause the gain 4in VU.8.
employment to be even lesa than that estimated ahove. The above calculations
assume that the B10,000 vehiclea purchased instead of the imports are 100%&
American made. If part of those vehicles ars supplied by U.8. gubsidiaries
of foreign automakers, they will still contain a considerable amount of
imported original equipment.
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The UAW 40D estimates, moregver, appear to aesume that in the absenhce of a
domestic content law, foreign automakers will not locate in the United
States. Actually Volksvagen ise increasing itsg capacity to assemble
automobiles and light trucks at its U.S8. plant. Honda i3 scheduled t0 begin
preduction in 1982 of more than 150,000 automobiles per year at its plant 4in
Ohio. Nigsan (Datsun) is building a plant in Tennesdee to produce 156,000
light pickup trucks per year beginning in late 1883, Toyota and General
Notors ae well as Chryeler and Mitaubishi have Dbeen discussing 3joint
production of small automobiles. In 1982, Renault, which now owns about half
of American Mcotors, intends to begin production of automobiles at an ANC
pPlant,

A reduction in automotive imports, moreover, could atrengthen the value of
the dollar on foreign exchange narkets, which would 1sad to fewer U.3.
exports and more U.S. imports of ather preoducta. Employment for Aimported
auto dealers alsgo would likely be reduced. The net effect on total U.S3.
enploymant, therefore, probably would be considerably 1lees than the
employment effects for the auto ipduatry alone.

IMPORTS AND RECOVERY

A Becond point of disagreement concerning domestic content legislation is
whether or not the recovery of the U.S. automobile induatry depends on
reducing imports. Proponhenta argue that incraeased imports of automobiles are
A primary cause of the high  unemployment and low profitability of 1U.8,
automakers. Domeati€ content requirementsa would reduce import competition.

opponenta note, however, that in recent years, the number o0f imported cars
sold has pesn flat. By 1981, the total number of imported care so0ld 4in the
nited Statas nad increased by lesa than 500 units frem_l1979 and had rieen by
only 325,000 units frow 1978. Total U.S. automobile asales, however, had
pPlummetsd by 2.8 million unite since 1978. Of courae, because jiamport salas
did not decline as the total U.S. markst ahrunk, the market ashare for imports
rose. In a relative senee, import demand roza.

In Septembar 1980, the U.S. International Trade Commission determined that
imports were not a subatantial cause of injury to the domesatic auto industry.
It viewed the huge drop in total sales, not the small rige in impports, as
being a more impprtant cauge of the induatry's preblems. The recession, high
interest ratens, declining real discretionary income by households, consumer
peasimiam, high gazoline prices, and other factors have combined to reduce
total auto sales.

lmportsa, howaver, havs placed downward pressure on Pprices of U.S.
autompbiles and have set higher standards for fuel economy and certain
aspects of quality and performance that Detroit is being forcad to match.
Imports alao have Weakenad two underpinnings of Detroit's basic marketing
strategy, that "bigger is better™ and that obsolescente should be built into
automobila design.

Por autoworkers, imports have drawn attention to their lavel of Wagas and
benafits which are more than double those in Japan and 50% higher than those
in a1l U.S. manufacturing industriaes. Even with' the wvage concessions
negotiated in 1982, autoworker wages (including benefits) area expicted to
rise from §21 per hour in 1981 to $24.50 par hour by 1984.
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TREATY OHBLIGATIONS

A third point of disagreement is whether or not iocal content requirements
would violate U.5, irternational treaty obligations, Proponents argue that
over 30 other countries apply such requiremente and they have not been the
source of sgerious trade friction. The United States wOuld wmerely bDe
providing ite industry the protection routinely provided by other countries.

Opponents point out, however, that the proposed iccal content legislation
vicolates provisions of the General Agreement on Tariffs and Trade (GATT)
prohibiting mixing requirements {specifying certain proportions of domestic
and foreign components in a product) and import gquotas. The Canadian
gXxemption, by which vehicles imported from Canada would be counted as being
domestically produced, also coulad violate the provigion for
Most~Favored=-Nation treatment.

Wations with iocal content provieions tend to be developing countries that
either are attempting to curh the outflow of fnroign excthange oOr are
nurturing their own automobile 4induatries. No industrialized countries
except Greere, Spain, and RAustralia maintain local content reguirements for
automopiles. Auto exporting countries, such as Germany, Japan., France, the
United Kingdom, Bwedsn, and Italy have nmo such laws. HNo auto industry that
ie protected by domestire cohtent requirements is competitive in world
marxets.

Because the U,3. auto market is the world's . largest, a U.S§. aomestic
content law would lixely be challenged before GATT or ihvite retaljation by
anto exporting countries. Retalitory measures would not have to "'he 1limited
to ¥.5. exports of automohiles or trucks, but could be applieq to producte
such as airplanes, heavy eguipment, or computer&. Such challenges, however,
nevally take considerable time and can provide some breathing room for the
U.5. industry.

PHASE-IN TIMETABLE

A fourth point of disagreement centers on the propoeed phase=in timetable
for the content requiremente. Proponents believe that the adverse Bconomic
conpditions in the U.S5. auto and supplier industries have continued eo long
that firms cannot wait anothaer three or four years for relief. The propoaed
domestic content legisglation, therefore, calls for a partial phase=in of the

content regquirements beginning in model YeAr 1983 and reaching the UuUltimate

levels by model year 1985.

Opponents argue, however, that no foreign automaker ghould be expected to
pPlan, construct, and brihg production facilities for most of its U.S. sales
on line in two or three years. Even Volkewagen and Honda who have V.3.
plants in operation or under construcdtion would have to double or triple
their V.5, capacity to maintain current salse.

THE REQUIRED CONTENT LEVELS
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A fifth point of djisagreement is whethar or not the required 1levels are
actually attainable. Proponants point to the Volkeswagen Rabbits assembled in
the United States, which are approaching 75% U.S. content, as evidence that
the raquirements are reasonable.

Opponents point out, however, that the proposed content requirements ars
corporate, not model, averages. Foreign car makars Sell many diffarent
ncdels in the tUnited States. A U.3. assembly plant, however, must produce at
least 150 to 200 thousand unita to be of -sufficient acale to operate
efficiently. At beat, therefore, foreign producars could afficiantly
aseembla only a few models here. The reaemainder 3till would have to be
produced aproad. When theae imported models are averaged into U.5.
production, the corporate average for U.5. content falls dramatically.

In 1981, for exnmplu.'VolkaHAqen aggembled 157,445 Rabbits 4in tha Unitead
States and imported 135,175 Volkewagens. Audis, and Poraches from Gdermany,
the U.S.-produced share being 54%. ASsuming that the U.S5. produced Rabbits
had 70% U.S. content and that the imported vehicles cost the aeame as tha
Rabbits, Volkswagen's corperate average U.S. content would have Dbesn 3IB8%.
Local contsnt ratios of 75 or 90%, therefore; are virtually unattainable
without nearly eliminating imports.

Ironically, according to the proposed legislation, a 75% local contant
raquirement for VolkaswWagen Would penalizae it Trelative to a company like
¥olvo. Volvo could continue to export up to 100,000 wunits to the United
States without any V.3, content. (1t sola 65,000 unita in 1981. See Table
1.) Volkswagan, by contraaet, would be allowed MO imports at all, eince its
U.S.=produced Rapbits would be approaching 754 American content. A§ long as
Volkewagen is not able to exceed 75 U.S. content, it would not be permitted
any imports oh any sales ‘above 200,000 units no matter how mpany cars it
produced in the United States. &Since at that level, 75% .S8. contant would be
requirad.

Even if Volkswagen pushad its U.S8. content to 90%, at an output 1level of
200,000 units, it still would be allowed to impart only 440,000 vehicles of
comparable value. It would have to produce 500,000 vehicles in the Unitead
States with S0% domestic content befora it would be allewad to impert 100,000
similarly priced vehicles from Germany. Before Volkswagen reachea U.5.
produyction of 500,000 units, however, its total sales wpuld 8Bxceed 500,000
units, and its required domestic contant ratic would jump to SO¥. A8 &
reault its allowabla imports Would again dArop to zsro. A foreign automaker
with no U.S. manufacturing presence, therefore, appears to enjoy the greatest
advantaga undar the proposad contént ratios since it can export 100,000 units
with no VU.S. content required. GStarting production in the United States
actually penalizes foreign automakers in terms of their allowable imports
into the United Statee.

The affect of the propsed content legislation, therefore, would probably
be to limit importa from any automakar to fewer than 100,000 units, The high
levels of U.S3. content required 4in the proposed legislation alsa could
provide an incentive for foreign automakers to locate in Canada and sXport to
the United States under the provisions of the Automotive Products Trade Act
af 1965, which allows for duty free entry into the 'United States of cCanadian
automotive products (at least 504 Canadian content). -

PRICE EFFECTS
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Local content requirements, Dhacause they are enforced by import
restraints, would 1likely raise prices of both domestic and imported
automobiles., Proponehts argue that such higher prices are necessary to
restore profits anda provide the capital necessary for investmenta by U.S.
automakers.

Opponente point out that higher prices hurt consumers and transfer income

from buyere to eellers. Such prices also reduce U.S.  export competitiveness
not only in automobilaes, but in industries using auntomobiles. .

LIGHT TRUCKS

Under H.R. 5133 and S. 223090, local content Trequiremehtsa would include
pickup trucks as well as automobilses. Proponents argue that dimports of
pickup trucks from Japan have risen as rapidly ae cars. (Seae TABLE 1.)

Opponents note, however, thac the U.3. light=-truck 4induscry is already
protected by a 25% tariff. (The tariff on passenger care 4is only 2.B%.)
Many of the light trucks from Japan, moreover, have besn sold uhder U.S9.
nameplates (Chevy Luv, Ford Courier, Plymouth Arrow, etc.). MNot until 1981,
did.a U.5. automaker begin production of light pickup trucka.

BARGRINING LEVERAGE

Proponents argue that a U.S5. domeatiC Gohtent requirement 18 necsssary to
give U.9. trade negotiators leverage in bargaining to rsduce barriere to U.S.
exporte in other countries, in particular those with their own Jdomestic
contefit laws, A U.S. content .law also could be ‘'used to induce Japan ¢to
increase ita defense apending.

Opponents point out, however, that a U.3. domestic content 1lav would be
aimed primarily at Japan. For automobiles, Japan has no local content
requirementa and has reduced its import tariff to zerd. Since the mid-1570s
it has been .eliminating other barriers to imports of foreign cars, although
problems with standards and inspections remain.

JAPRN'S CONTENT REQUIRENENTS ON AIRCRAFT

The URW argues that - domestic content requirements on automdbiles are
justified in view of Japanese domestic content reguirements placed on sales
of airplanes from the United States, in particular warplanes and Boeing 767s.

The Japanesa government insists, however, that it requires Jlocal contant
only in the purchase of military aircraft for national defense purposes.
Japan feels that in case of war, it should hava local manufacturers for apare
Parts.

According to a4 Boeing spokeshan, Japan did hot requite local content for
the Boeing 767 but entered into a risk-gharing agreament. The Japanese
companies had to invest in the depsign and enginesering of the parts thay make.
If the plane sells well, they stand to make profits, but if it does not, they
could incur lasses.
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CTHER ARGUMENTS

Other arguments in favaor of local content legislation arvre that the
automobile industry is facing such difficult conditions that any help, no
matter what, i8 necsssary. DomestiC CORtent requirements alsc would not COEE.
the Fedaral Treasury much to implsment (compared to VArious proposals for tax
cradits or buyer subaidies), and the United States now has opportunity to-
influence where international automakere locate neW plants that 4if wmiaased
might not appear again for a long tima.

Othar argumenta against local content ragquirements are that thay arae the
type of nontariff barrier to trade that the United States ig attempting to
reduce in other countries, that they reduce competitive praeasurea on U,3.
companies to cut costs and improve their products, that thay would he costly
in terms of the efficiency and export compatitiveness of the U.5. economy and
would require extensive records to bDe kept on the source of each part
entsaring into the manufacture of a motor vahicle,
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TABLE 1. U.S5. rPassenger Car and Truck Sales by

Auto Manufacturer, 1981
(in unita)
Manufacturer cars Trucks
Ganeral Motors (Excluding imparts) 3,798,696 785,455
Ford (EXcluding imports) 1,380,600 652,924
Chrysler (Excluding impores) 729,871 152,719
Toyota 576,491 137,480
Datsun (Nissan) 464 ,B05 115,334
Honaa 370,705 ———
Yolkawagen of America 306,676 33,873
{VW,., Porsecne, and Audi importa) (144,231} ———
American Motors—-Renault 167,551 63,275
(Renault imports) (30,869) —-———
Toyo Kogya/Mazda (Incl. Ford 156,105 80,726
courier trucks)
Subaru 152,062 -——--
Mitsubishli (Sold under Cnryaler 110,940 33,902
nameplataes)
valve 64,477
Mercedas Benz 63,053
BHW 41,761
Fiat (Includes Lancia) 33,253
Fiesta (Fard-Germany) 32,856
Saguar-Rover-Triumpn 18,8956 -——-
Isuzu (Including Chevrolet LUV 17,805 71,683
trucks)

Peugeot 16,837 —_——
Saab 14,613 ——
Alfa Romeo 2,301 ——
DeLorean 3,008 ———=

DOKESTIC TOTAL 6,206,296 1,688,252

IMPORT TOTAL 2,325,238 443,183
INDUSTRY TOTAL 8,531,531 2,131,441

a/ Nitsubeni cars ware sold under Cnrysler
nameplates. The total for Cnrysler excludes Kitaibishi imports.

Source: Automotive News, Jan. 11, 1882, P«

1982, p. 4B.

45 and Jan. 18,
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LEGISLATION
H.R. 2478 (Traxler, et.al.}

Eetabliehes guantitative limjitations on imports of autos and imposes local
content requiremants of 25 percent beginning in 1583 and rising to 75 percent
in 198S. Introduced Mar. 11, 198l; referred to the Committases on Ways and
Neans and Energy and Commercs.

H.R. 5131 (Ottinger, et.al.)

Establishes dAomestic content requirements for motor vehicles 8old 4in the
United States. Introduced Dec. 8, 19Bl; referred to the Committes on Enargy
and commerce.

H.R, 5597 (Gaydos)

Establighea minimum domastic content ratios for all motor vehicla
manufacturers which produce over 100,000 vehicles for ultimate retail sale in
the V.8. Introduced Feb., 4; 1982; refarred to the Committee on Energy and
Commerce.

8. 2300 (Forda, et.al,)

Establishes domeatic Content requiresments for motor vehicles 8sold in the

United Statss. Introcduced Nar. 30, 1982; referrad ta the Committee on
Commerce, Science, and Tranaportatian.

REPORTS AND CONGRESSIONAL DOCUMENTS

v.8. Library of Congress. Congressional Repearch Servica.
Automobiles mported from Japan (by Dick K. Hanto). Issue
Brief Ma. IBB0030, MNarch 12, 1580 {periodically updated).

————— Local Content Lawe and Rutomobila Impartsr Arguments Pro
and Con. Report No. Bl-l1%1E, by Dick K. Wanto.

====~ The U.,S. Ruto Induatry: Tne Situation in the Eighties (By

Gvenell Sass). Issue Brief No. IB81054. MNarch 30, 1981
{periodically updated).

CHRONOL.OGY OP EVENTS

06/02/82 ~- Housa Cammittee on Foreign Rffaira held hearing an
U.S.~-Japanese Econamic¢ Relatione including testimpony
on local content.

04/14/82 -- 179 coaponsors reported for H.R. 5133, 10 for S. 2300.

031/02/82 =-- House Committee on Energy and Commerce held hearing
on H.R. 5133.
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ABSTRACT

Thie report discusses the background to and some argumente both for and
againat local content requirements for automokiles. A local content law would
require cars 80ld in the United States in large volumes to contain a certain
percentage of U.5. parts and labor. The support for such legislation originates
primarily from auto industry suppliers and autoworkers. While local content
legislation probably would increase employment in the auto industry and its
suppliers, it would tend to impose higher production costs on U,S. automakers,
increase pricee, require extensive bookkeeping, and possibly violate U.3. obli-

gatione under various international trade agreements.
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LOCAL CONTENT LAWS AND AUTOMOBILE IMPORTS: ARGUMENTS PRO AND CON

INTRODUCTION

A local content requirement or mixing rule is a law that requires a certain
proportion of the value of a product sold in the United States to have originated
domestically. As applied to automobiles, it would require automobiles sold
in the U.S. market to contain a certain percentage of American parts and labor.

The purpose of such a law would be to induce foreign automakers to locate
manufacturing plants in the United States and to keep domestic automakers from
procuring original equipment abroad.

A local content requirement rests on two bagic premises. The first 1is
that the manufacture of certain products is important enough te an economy that
restrictions are required to insure that their manufacture does not go abroad.
The second i that a seller should generate employment and economic activity
in the market in which a product is sold. These premises run counter to the
economic argument that maximum benefits to economies are achieved under open
trading systems in which countries specialize and exchange products freely.

This paper briefly discusses the background to and some arguments both for

and against local content requirements for automobiles.

I. SUMMARY

Adverse economic conditions along with a rising market share for imported

automobiles and increased foreign sourcing of original equipment have combined
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to ¢aude major reductions in employment in the automotive industry and its sup-
pliers. By 1983, employment im the automotive sector 18 expected to shrink by
esome 600,000 workers of whom 400,000 would be in the supplier industries. One
survey predicts that U.S5. automakers could be importing 25 percent of their
parts by 1985 and 35 percent by 1990.

This gloomy outlock for the automotive parts supplier industry has been
a major factor in pressures for enacting local content legislation. The
United Auto Workers Union (UAW), in particular, has been advocating a fleet
average local content requirement of 75 percent (by 1985) for any msnufacturer
aelling more than 200,000 cars annually in the United States and 90 percent for
those aelling wore than 500,000 units annually.

Local content provisions generally are in violation of the General Agree-
ment on Tariffs and Trade, although many countries maintain them. Australia,
Spain, Mexico, and Brazil, as well as many other developing countries have
enacted such provisione to bolster the strength of tﬁeir domestic automobile
industries or to conserve on foreign exchange.

A local content law would generally benefit the workers in the U.5. auto—
mobile and supplier industries by increasing demand for their products and
reducing foreign competition. It would also benefit the owners of U.S. auto-
motive supplier firms. These benefits could be offset, however, by reduced
U.S. exports or increased imports elaewhere in the economy caused by retalis-
tory actions by countries injured by a U.S. local content law or an apprecia—
tion of the dollar on foreign exchange markets.

The UAW has presented the following arguments in favor of local content
legislation: (1) a free warket approach doees not appear to be solving the
unemployment problem in the auto industry; (2) reduced automobile output 1is

reverbating down the ehain of suppliers to affect other U.5. industries; (3)
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other countries have taken measures to support thelr automakers; (4) an oppor-
tunity exists now to Influence investment and sourcing decisions of foreign
automakers; and (5) automakers should be obligated to generate employwent in
those countries in which they have substantial sales volume.

U.5. automobile producers (unlike workers) could be harmed by local
content regulations. Producers have a natural incentive to minimize costs.

Any conatraints imposed on an automaker's ability to reduce costs will hamper
ite ahilitﬁ to compete both at home and abroad.

Local content requirements would tend to push up prices for both foreign
and domestic automobiles mainly because of higher costs of production in the
United States (except when compared to Europe) but also because of tariffs, im—
port quotas, or fines necessary to anforce a local content provision. Higher
automobile prices could cut into demand and offset some gainse in employment.

The bookkeeping required to accurately determine local content would likely
be considerable. Not only would automakers have to keep track of the foreign
content in each of the thousands of parts inatalled in‘'each automobile,
but equipment suppliars also could be required to maintain similar records.

If not, foreign equipment could be "laundered” through dummy domestic suppliers.

Current proposals for local content legislation contain an exemption for
low-volume foreign auto sellers in the U.5. market of up to about 200,000
unita. Based on 1980 sales levels, a 200,000 unit threshold would exclude all
foreign automakers except for Toyota, Datsun/Nissan, Honda, and Volkswagen
from local content requirements.

Even theae four large imported automakers, however, would face major dif-
ficulties complying with a local content law without altering their product
mix. The problem is that by model, only the Toyota Corolla and Volkswagen

Rabbit had sales of more than 200,000 units in 1980. There is no foreign com~

97-B65 0 - B2 - B
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pany which, by producing even 90 percent of its top two selling models in the
United States, could meet a 75 percent local content requirement. Each foreign
firm exportn several medels in its car line to the United States. Bullding a
U.S. asgembly plant to produce several models would be inefficient. A 75 per-
cent local content fleet average imposed on Volkewagen, for example even though
U.S, Rabbit production is approaching 75 percent American content, would prob-—
ably eliminate sales of Audis and Porachee (since they would have to be averaged
in with Rabbits to get Volkswagen's fleet average).

A U.5. local content law stipulating a percentage higher than 50 percent
would also require a revision of the Automotive Products Trade Agreement with
Canada.

Some alternatives to local content legislation would be to asslat the
auytomotive supplier industries through gemeral economic policies designed to
ralse the economic competitiveness of all U.S. industry, deregulation, at-
tempting to eliminate local content laws in other countries, allowing more
vertical and horizontal integration in the auto industry, and promoting sales
of U.S. automotive supplies abroad snd as replacement parts for imported cara

in the United States.
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1X. BACKGROUND

The continuing sluggish rate of sales for new motor vehicles combined with
e rising market share for imported automobilea and parts haa resulted im high
levels of unemployment among U.S. autoworkera. 4s of July 1981, 150,771 auto
workers were reported to be on indefinite layoff. While this was down from a peak
of nearly 250,000 workers in August 1980, the U.S. auto industry appears to be
contemplating a permanent shrinkage of about 200,000 workers over the next decade.
Unemployment is equally as high in the auto aupplier industry, which claims an
estimated two employees for each autoworker on the job. 1/

Even with the voluntary restraints on automobiles exported to the United
States announced by the Japanese government in April 1981, 2/ U.S. automakers
and their suppliers have seen little increase in demand for their products. High
intereat rates, consumer “aticker—price shock,” a sluggish economic recovery,
and general consumer pessimism have combined to keep new car salea at depressed
levels through the first half of 1981.

A structural shift in U.S. automobile production and marketimg, moreover,
poses a long-term threat to employment in U.S. auto manufacturing. With the
decontrol of petroleum prices in the United States, gsscline has been nllowed

to rise to its world price (even though the low U.5. tax om gasoline still keeps

lj Michigan Manufecturers Association and Arthur Anderson & Co. Worldwide
Competitiveness of the U.S. Automotive Industry and Its Parts Suppliers During
the 1980e: An Executive Summary. February 1581. Francis J. Gawronski. Deep
Trouble Brewing for U.S. Parts Suppliers. Automotive News, March 16, 1981,
p. Bé.

3/ A.E. Cullison. Japanese Govt. Sats Auto Export Quotas. Journal of
Commerce, June 25, 1981. p. 1, 11A.
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U.S. retaill prices at less than half those in other major countries }/). Average
household incomes in Furope and Japan also have caught up with those in the
United States. Consumers in all {ndustrialized countries of the world, there-
Eore,Ahave come to demand cars that are eimilar in size and design., For Americans
it has meant a shift to smaller cars similar to those in other countries of
the world. During the first half of 1981, imported, compact, and subcompact cars
accounted for 65 percent of U.5. sales. 4/

U.S. automakers, therefore, are turning to worldwide families of cars
that can be sold in many marketes and whoae original equipment can be produced
in many countries. General Motors' J-car, for example, will be produced in a
“checkerboard of locations” with a broad application of worldwide sourcing.
The nine countries involved im J-car production include the United States,
West GCermany, Belgium, England, Australia, Brazil, Canada, South Africa, and
Japan. 5/ Of the projected worldwide capital spending of $40 billiom by
General Motors by 1985, spproximately $10 billion will be invested outside
North America to facilitate this worldwide sourcing and production. 6/ Ford's
Escort/Lynx is also designed as a “world car.”

One survey indicates that by 1990 the amount of imported parts in American~

built cars could double while the trade deficit in such parts could increase

3/ Retail prices for gasoline in early 1981 were $1.24 in the U.S. ($0.14
in taxes), $2.65 in Prance ($1.43 in taxes), $3.08 In Ttaly ($1.94 in taxes),
$2.75 in the United Kingdom (51.50 in taxes), and $2.35 in West Germany
($1.05 in taxes). ‘

4/ Where Auto Market wae in First Half. Automotive News, July 13, 1381.
p. 6.

5/ No Such Thing as World Car~-That's Stand of GM's Smith. Automotive News,
July 20, 1981. p. 60.

6/ Robert B. Stone. General Motors Actively Seeks Worldwide Sources of
Supply. Journal of Commerce, March 24, 1981. p. llA.
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to 6-8 percent of U.S. parts production. U.S5. automakers could be importing
25 percent of their parts by 1985 and 35 percent by 19590. 7/

The increasing level of foreign sourcing, along with the continuing low
level of new car sales improvements in worker productivity, means that employment
in automobile production is likely to fall. Hy 1985, employment in the U.S. auto
industry could shrink by some 600,000 jobs of which 400,000 would be in the auto
parts supplier industry. B/

This gloomy outlook for employment in the auto industry has been a major
factor in pressures for enacting local content legislation. The Unl;ed Auto
Workers Union, im particular, has been advocating local content requirements of
75 percent (by 1985) for any manufacturer selling more than 200,000 cars annual-
ly in the United States and 90 percent for those selling more than 500,000 unite
annually. The percentages would be fleet averages. 5/

In Congress, H.R. 2478 (97th Congress) introduced by Rep. Traxler would
impose quantitative restrictions on imports of automobiles from 1981 to 1983
followed by local content requirements of 25 percent in 1983, 50 percent in 1984,
and 75 percent in 1985 and beyond. The benalty for violating tha local content
requirement woud be a fine of mot more than §2,000 per automobile sold.

Local content laws in the form of Buy America provisions already exigt fqr

government-subsidized purchases of buses, railroad rolling stock, 10/ and

7/ Michigan Manufacturers Assn, op. cit. Alan S. Lenhoff. Survey
Shows GM Boosting Market Share. Journal of Commerce, August 5, 1981. p. SaA.

8/ 1bid.

8/ Douglas A. Fraser. Speech to the Sixth Annusl Automotive News World
Congress, July 20, 1981.

10/ The Surface Transportstion Assistance Act, 1978 (92 Stat 2689) requires
“subetantial™ U.S. content, which has been interpreted to mean 51 percent.
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until recently ships. 11/

A 1980 amendment to title V of the Motor Vehicle Information and Cost
Savings Act, "Improving Automotive Efficiency,” also relates to local content.
1t allows foreign manufacturers who establish U.S. assembly facilities to count
their U.S. production as part of thelr corporate average fuel economy (CAFPE) 1in
order to meet CAFE requirements.

The motivation behind the amendment was that in 1980 Volkswagen Rabbits
assembled in the United States were less than 75 percent local content and, hence,
did not qualify as domestic products. BRabbits, therefore, could be averaged with
Audis and Porsches, which do not have as high gasoline mileage, in determining
Volkewagen'a corporate average fuel economy. If the local content in Habbits
exceeded 75 percent, they would have been counted as American production and would
have been excluded from calculating the CAFE av.rage for Volkewagen. The previous
law, therefore, provided a disincentive to an increase in the domestic content
of Volkawagen's Rabbit production.

The 1980 amendwent allows foreign manuféctureru who began production in the
United Statee after 1975 and before 1980 or who commence production for at least
ona'model year before 1985 to continue to count their American production for
CAFE purposes. 33/ This provides an incentive for foreign manufacturers to
locate in the United States and for Volkswagen (and possibly Honda) to increase
their local content witout jeopardizing their CAFE standing.

The Automotive Products Trade Agreement between the United States and Can—

ada, which essentially provides for the duty-free flow of automobiles between

11/ HMerchant Marine Act, 1936. 49 Stat. 1985. Alsc Thomas W. Lippman.
Foreign Shipa to Get U.S. Subsidies. Washington Post, August 12, 1981.
pp. D8,D16.

12/ S. 2475, 96th Congress. P.L. 96-425.
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the two countries, also contains a local content provision. The Agreement
etates that an automotive product entering the United States from Canada must
have not more than 30 percent foreign content in order to qualify for duty-free
status. lgl A U.S. lawv requiring local content higher than 50 percent would
require an exception for Canada or a renegotiation of the Agreement. A Canadian
exemption would provide an incentive for foreign firms to locate in Canada in-
stead of the United States.

Implicit local content rules also exiet in any country in the semnse that
a product produced domestically 18 free of import duties or restrictions. (Any
imported parts used in such an aseembly are subject to relevant import duties.)
The difference between an implicit and an explicit local content requirement,
however, is that an explicit requirement generally contains a specified penalty
for violating the local content rule and fixes a certain percentage of value

added necessary to qualify as domestie production.

ITII. GATT PROVISIONS

Local content rules or mixing requirements generally violate provisions
of the General Agreement on Tariffs and Trade (GATT). 14/ Article III, paragraph
1 of GATT states:
The contracting parties recognize that . . . internal quantitative
regulations requiring the mixture, processing or use of products in

gspecified amounts or proportions, Should not be applied to ilmported or
domestic products so as to afford protecticon to domestic production.

13/ 17 UST 1372; TIAS 609)3. Also U.S. Congress. Senate. Committee on
Finance. Canadian Automobile Agreement. Thirteenth Annual Report of the Presi-
dent to the Congress on the Operation of the Automotive Froducts Trade Act of
1965. Committee Print, 96th Congrees, 2d Sesslon. Washington, U.S. Gov. Print.
0ff., 1980. p. 65.

14/ TIAS 1700.
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Paragraph 5 goes on to state:

No contracting party shall establish or maintain any internal
quantitative regulation relating to the mixture, procesaing or use of
products in specified amounts or proportions which requires directly or
indirectly, that any specified ezmount or proportion of any product
which is the subject of the regulation must be supplied from domestic
gources . » « o
Article III (5) was recently upheld by a GATT panel which concluded that

a European Economic Community regulation requiring domestically produced skim
milk to be used in animal feed protected the product in a manner contrary to
the provisions of GATT. 15/

Local content requirements also could be in violation of paragraph 1,
Article XI of GATT. This prohibits restrictions other than duties, taxes or
other charges whether made effective through quotas “or other measures.”

GATT, however, allouas for several methoda to circumvent its provisions,
mainly through Article XIX, the escape clause. This allows a signatory mation
to suspend the obligations Incurred under GATT in whole or in part or to
withdrav or modify concessions in the case that ilmports cauase or threaten
serious injury to domeatic producers of like or directly competitive products.
Normally, a country invoking the escape clause, however, ia expected to compen—
sate the countries injured by the action by granting amlternative trade conces-—
sions. 16/

In the case of the U.S., automobile industry, however, recourse to the
escape clause would be difficult. The U.S. International Trade Commission
determined Ln November 1980 that ilmports of sutomobiles were not a substantial

15/ EEG-Measures on Animal Feed Proteins. Report of the Panel adopted
on 14 March 1978 (L/4599). General Agreement on Tariffs and Trade. Basic
Insttuments and Selected Documents, 25th Supplement. Geneva, GATT, 1979. p. 65.

12/ For further discussion, see John H. Ja}kson, World Trade and the Law
of GATT. New York, Bobbs-Merrill, 1969. p. 553-73.
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cause of injury to the U.S. industry. 17/ Durimng 1980, automotive parts sup-
pliers also were consistently denied trade adjustment assistance, primarily
because they could not show that ilmports of like items comtributed importantly
to their worker job separations and decline in sales.

Despite the GATT proscription ageinst local content requirements many coun—
tries maintain such regulstions pertaining to automobile or other manufactures. lg/
A 1979 survey by the U.5. Department of Commerce revealad that among the indus-
trialized countries of the world Australia and Spain required local content for
autamobiles. 19/

Australia's local content law requires 85 percent of a vehicle's value to
have originated domestically. This 1s enforced by a quota limiting imports of
assembled vehicles to 20 percent of the existing market and lmport tariffs of
35 to 57.2 percent. On March 1, 1982, however, Australia will begin an Export
Facilitation Scheme. This will allow domestic car manufacturers to credit
exports against local content reguirements. These credits will increase from 5
percent in 1982 to 7.5 percent in 1984, Manufacturers taking full advantage of
the offset will have to meet local content requirements of 75 instead of 85
percent.

Spain requires 55 percent local content for vehicles assembled there.

It has no import quotas, but the local content requirement is enforced by a

11/ U.5. International Trade Commission. Certain Motor Vehicles and Certain
Chassis and Bodieg Therefor, USITC Publication 1110. Washington, US Internatiomal
Trade Commission, 1980. p. 1-3.

18/ For an extensive listing, sea The Labor-Industry Coalition for Intar-—
national Trade. Performance Requirements, A Study of the Incidence and Impact
of Trade-Related Performance Requirements, and an Analaysis of International
Law. Washington, D.C., March 1981. p. 49,

19/ U.S. Congregs, House. Committee on Ways and Means. Subcommittee
on Trade. Auto Situation: 1980. Committee Print. Washington, U.S. Govt.
Print. Off., 1980. p. 93-103.



124

CRS-12

68 percent tariff on automobiles from outaide the European Community or European
Free Trade Association. Spain also has a compensatory import tax of 13 percent.
Local content requirements are comnon among*developing nations who are
attempting to establish domestic automobile industries. These include Brazil,

Argentina, Bolivia, Chile, Mexico, Peru, Uruguay, and Venezuela in Latin
America; Egypt Morocco, Nigeria, and South Africa in Africa; Greece, Portugal,
and Yugoslavia in Europe; and Indonesia, India, Malaysia, Turkey, Philippines,
South Korea, Taiwan, and Thailand in Asia.

These countries generally are following an economic development strategy
called "import subetitution,” whereby locsel industrial production is gradually
msubstituted for importsa. The idea of import substitution is to industrialize
one's economy by firet establishing final aasembly operations that require few
degign and engineering skills and then axpand into production of parts or proc=
esges further upstream. Virtually all of the automakers in these countries

are subsidiaries of American, European, or Japanese firms. 20/
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IV. ARGUMENTS PRO AND CON

The benefits of local content requirements would accrue mainly to workers
in the automobile industry and both workers and owners of auto supplier firms.
The groups harmed would be U.S. autcmakers, consugers, and U.S. dealers car-
rying imported automobiles.

The current high rates of unemployment in the automobile industry and its
suppliers is caused by three factors, low overall sales, foreign sourcing
by U.S. automakers, and imports of automobiles frum abroad. Local content
requirements would do little to reduce the unemployment in the industry,
in particular among suppliers, that is caused by depressed total vehicle sales
although they could shift the sales mixture toward traditional U.S. manufacturers.
They would, however, tend to stem employment losses caused by foreign sourcing
by domestic nanufgcturers. They slso could induce large foreign manufacturers
to locate in the United States. JIn general, local content lawe would tend to
increase employment in the auto industry and its suppliers and to raise pro—
fite for automotive supplier firms.

As for other economic effects, in a partial sense [holding all else
constant) purchasing domestic instead of foreign products tende to Iincrease
domestic tax revenues, reduce unemployment expenditures, and improve the
U.5. balance of trade. In a general sense {allowing for changee elsewhere
in the economy), however, the total effect is less than clear.

If local content legislation causes domestic automakers to become less
competitive in world markets, then greater profitability among auto suppliers

could be offset by lesser profitability among autcmakers. With floating foreign

20/ South Korea and India are exceptions.
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exchange rates, moreover, artificlally reducing auto imports could cause an
appreciation of the U.S5. dollar which in turn would tend to increase other U.S,
imports and decrease U.S. exports.

Retaliation against U.S. exports by countries affected could also nullify
any gains in both the balance of trade and employment. In a recent interview,
for example, Senator John Heinz stated that he was sympathetic to the goal of
local content requirements to encoutage manufacturers——especially automobile——
to invest in the United States. But, he cautioned, "The intrinsic problem
with local content requirements is that they become a two-edged eword. If we
have them, they are likely to be applied to our exports. If there are prefer—
able alternatives (to local content requirements), we should adopt them, because
the 1ist of countries imposing very stiff local content requirements ia growing
daily and ft is costing us jobs.” 21/

Local content requirements would harm U.5. automakers directly. U.S.-
produced automobiles are estimated to have a $1,000 to $1,500 higher cost of
production than those manufactured in Japan. Of this $1,500, $420 is attributed
to higher wages in the United States, $1,060 to lower labor produckivity, and
§420 in other cost disadvantages. 22/ Thias implies that U.S5.-produced automobiles
can not be price competitive with those from Japan without ascme major cost cut—
ting by U.S, firma. One way to lower costs i1s to procure more original equipment

abroad.

21/ Bureau of Natfonal Affafra. Trade Folicy: Heinz Cites Need for

Tough Stance on Trade Reciprocity, Considers Sectfonm 201 Bill. U.5. Import
Weekly, August 3, 1981. p. A-22.

22/ David W. Evana. "Foreign Sourcing” Evident in U.S. Automobile Farts.
Congreasional Record, May 20, 1981. p. E2472-73, Based on teatimeny by James
Harbour of Harbonr Associates of Berkley, Michiganm.
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Foreign firme also are already tooled up for and generally have more ex-
perience in producing parte for smaller vehicles than their American counter-
parta. Ford and Chrysler, and American Motore, in particular, can save
considerable time and expense by buying small enginea or transmissions abroad
instead of developing and producing them from scratch.

In commenting on proposed local content legislation, one auto industry
analyst stated that if local content requirements were imposed in 1981, aome
U.S. compsnies, such as Ford and Chrysler, would not have the money to tool
up to build the components they now import. Chrysler buys engines from Japan
and Germany and will buy them from France. Chrysler would have been unable to
produce K-cars in the volume currently existing, if it had not procured the
engines from abroad. He alao stated that General Motors ie planning to buy
400,000 diesel engines from Isuzu of Japan, not because they necessarily do
not have the money to produce them in-house, but they do not have the engi-
neering time and talent to accomplish the task quickly enough. They, therefore,
are going to buy them for five years. 23/

U.S5. firms also are required teo invest in plants gbroad im order to
meet the local content requirements of other nations. In order for thege plants
to achieve the economies of large-scale production necessary for economic effi-
clency, some of their 6utput must he exported. GM, for example, is convinced

that worldwide sourcing permite cost-effective, efficient production, and at

31/ Testimony by James Harbour im U.S. Congress. House. Committee on
Banking, Finance, and Urban Affairs. Subcommittee on Economic Stabilization.
To Determine the Impact of Foreign Sourcing on Industry and Communities.
Hearing, April 24, 1981. 97th Congress, lst Session. Washington, U.S. Gov.
Print. Off., 1981. p. 54-5,
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the same time gives nations whose markets are toc small to support a complete
auto industry of their own a chance to have a “plece of the gction”. gﬁj

Hexican local content requirements, for example, have forced Chrysler de
Mexico (99.4 percent vwned by Chrysler U.85.) to build an engine plant from which
150,000 units are to be exported annually to the United States. 23/ This plant
might have been built in the United States were 1t not for Mexicoc's local content
laws.

Local content requirements can also cause domeatic auntomobile prices to
rise, Manufacturers have natural incentives to minimize costs. Regulations
directing vhere automakers can purchase original equipment would tend to
increase coats of production. U.S. local content requirements, therefore, would
likely he opposed by domestic automakers.

Local content laws also must be enforﬁed by either high tariffs, import
restrictions, or fines. Without such penalties, foreign msnufacturers have
no incentive to meet local content requirements.

If not meeting the local content requirement merely means that the
current 2.9 percent duty on automobiles (25% on trucks) would have to be paid,
then foreign automakers have no stronger incentive to produce vehicles in
the United Statea than currently exists. Imposing a higher tariff, however,
would tend to cause prices of all domestically sold automobiles to rise and
would violate U.S. obligations agreed to under the Multilateral Trade Negotia-
tionsa.

If a prohibition is imposed on automcbile imports not complying with

local content requirementa, then some mort of import licensing system would

24/ Stone, op. cit.

25/ LICIT, op. cit. p. 29.
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have to be established. Shortages of certain typea of cars under such a system
would tend to drive up their prices. Finee on automobiles not meeting local
content laws, likewise, would force importera eicher to raise prices or curtail
their importa conaiderably. This would depend on the size of the fine.

Even 1f foreign manufacturers decided to locate in the United States because
of local content requirements, automobile prices would tend to rise unless, as
i@ the case with Volkawagen, production costs are lower here than abroad. Japanese
automakers feel they would face higher productiom costs in the United States than
in Japan. They also are apprehensive over U.S. labor relations, difficulties
in procuring parts, and their lack of experience in manufacturing abroad. Honda's
$200 million plant in Ohio is viewed as a gamble by other Japanese producera. 26/

In terms of consumer choice, the buying public would tend to have fewer models
from which to choose with local content laws in force.

The bookkeeping required to certify local content would likely impose major
costs on automakers and suppliers. Complete records would have to be kept on
each part entering into the manufacture of a vehicle. Most vehicles probably
could not have their local content certified in the prototype stage at the aame
time as their emissions and safety certification, because high-volume models are
manufactured at different plants in the United States and often will have dif=--
ferent sources for the same equipment. Some suppliers, moreover, change during
the model year.

Rot only the fiﬁal manufacturer but the supplier might be required to keep
track of the local content of his product. Otherwise, automskers could "launder™
imported parts through domestic suppliers. Going a step further, not only do-

mestic auto suppliers, but the suppliers of the aute suppliers also use imported

26/ Junjiro Hara. What Course for Japan's Automobile Industry? Japan
Quarterly, v. 27, July-Sept. 1980. p. 341-45., James Cook. A Tiger by the Tail.
Forbes, April 13, 1981. p. 119-28.
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materials in their production proceas. Separating domestic and foreign content
and recording it at each level of production would be an extremely costly
operation.

Fasteners (nuts, bolts, and screwa), for example, are hought by U.5. auto-
makers from U.S. distributors who actually are buying most of them from Japan.
About 80 percent of the standard fasteners and 50 percent of the special fas-—
teners (used in engine blocks) come from Japan. Today, scarcely an automobile
could be assembled without fasteners from Japan. Yet these fasteners are pur-
chaged by automakers from U.S. suppliers. 27/

In order to avold some of the above problems, current local content pro-
poaals generally provide for a low-volume exemption which allows automobiles
to be imported in limited numbers without regard to local content. A foreign
automaker, for example, could export up to 200,000 unita per year to the United
States without meeting local content requirements. This allows foreign firms
to break into the U.5, market without beginning U.S. production immediately.

Such an exception, however, railses the guestion of what constitutes a
foreign firm. The United Auto Workers' local content proposal defines & "man-
ufacturer” by the locus of majority control. General Motors and Japan's
Isuzu, for example, would be counted as separate cowpanies, since even though
GM owns 34 percent of Isuzu, GM does not control it.

The low-volume exemp:ldn, however, opens the way for foreign firms to es-
tablish subsidiaries in which they have less than 50 percent ownership which

in turn could contract sutomotive assembly back to the original firm.

27/ James Harbour, op. cit. p. 36,
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Joint ventures in European and Latin American countries producing Japanese or
German care also possibly could qualify as a separate manufacturer even though
their automobiles might be identical to those produced in the parent country.

In 1980, the three Japaneae firms which sold more than 200,000 passenger
cars in the U.S. market and, hence, would not qualify for the low-volume
ewemption were Toyota (582,195 units), Nissan/Datsun (516,890 units), and
Honda (375,388 units). Other major exporters were Mazda (Toyo Kogyo) with
161,623 unite, Subaru with 142,968 unite, and Mitsubishi with 129,905 units.
Volkswagen sold 321,036 unite including 269,466 Volkswagens (92,382 imported
and 177,084 produced in the United States), 42,737 Audia, and 10,579 Poraches.
Other large import car sellers were the Ford Fiesta with 68,595 unita, Volvo
with 56,902 units, and Mercedes-Benz with 53,890 units. 28/

The UAW's proposed local content requirement of a 75 percent fleet
average would pose severe problems for each of the large importera. Volkawagen,
for example, is now approaching 75 percent domestic content in its Rabbits
being assembled in the United States. As a fleet average, however, the more
expensive Audis and Porsches would lower average American content considerably.
Volkswagen, therefore, would probably not meet the UAW criterion and would have
to terminate imports of Audis, Porsches, and other Volkswagen models, unless
it established those divisions as separate firmes without majority control.

Toyota and Datsun would also have severe difficulty meeting any 75 percent
fleet average for Americsn content, even if they built asgpembly plants in the
United States. The problem is that an American assembly plant generally can
produce only one or perhaps two models efficiently. 1In 1980 Toyota pold 257,315
Corollas and 140,934 Celicas. Even if 100 percent of these two models were manu-

factured in the United Statea, they would smount to only 68 percent of the number

28/ Ward's 1981 Automotive Yearbook, p. 51, 130.

97-8656 0 - B2 - 9
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of Toyotas sold here. Datsun sold 180,220 of its 210 model and 96,204 of its
310 model. Together these account for only 53 percent of the number of Datsuns
sold in the United States.

Even Honda whose plant in Ohio 1s scheduled to begin producing 120,000
units per year in 1982 would experience considerable difficulty in meeting
a 75 percent local content for its fleet. In 1980, it sold 1B5,972 Accords,
138,740 Civies, and. 50,676 Freludes.

The fleet average problem could perhaps be solved by requiring local con=
tent by modei instead of fleet. Divisions within an auto manufacturing firm,
such as Porsche and Audi, might also be considered as separate for local
content purposes. Again, however, the problem of "dummy” companies or perhaps
“dummy"” models could arise. An asaembly plant producing fewer than 200,000
units per year 1s generally considered to be inefficient. A lowar threshold
by model, therefore, would not appear to be practical.

One of the justifications cited by the UAW for imposing local content
rules on imports of automobiles from Japan 18 that Japan reportedly required
loeal content when buying airplanés from the United States. According to
Japan's Ministry of International Trade and Industry, however, Japan required
local content in the purchase of military aircraft only. The charge by the
UAW that Japan also required local content on the purchase of Boelng 767s
appears to be based on circumstantial evidence and is denied by both Boeing

and the Japanese government. 2%/

29/ Japan Ministry of International Trade and Industry. Proposed Response
to C;Egressional Charges that Japan Uses Local Content Laws to Stimulate
Exports {draft), c. April 1980. Letter. Lee Price, Research Department,
United Auto Workers Union to Dick Nanto, Congressional Research Service.
Hay 27, 1980. Telephone Converaation with Tom Bacher, Director of International
Business, Boeing Aircraft Company. May 22, 1980.
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P

Other atguments in favor of local content 1egiilation presented by the
UAW are: (1) that a free market approach cannot solve the problem of unemploy-
ment in the auto and supplier industries; (2) that reduced output in the auto
industry reverbates down the chain of suppliers to affect jobs in steel, rubber,
glasa, textiles, and other industries; (3) that othar countries have taken mea-
aures to support their domestic auto industries; (4) that the United States
should intervene to influence foreign automakers who are now making important
sourcing and investment decisions that once made will be difficult to reverse;
and (5) that Japan should invest in the U.S. market in which it sells $11 billion

worth of automotive products. 30/

V. ALTERNATIVES TQ LOCAL CONTENT LEGISLATION

Some alternatives to local content leglelation exiat. The firat would be
to assiet the automotive supplier industry indirectly through general economic
measures aimed at raising the overall level of competitivenmess in the U.S.
economy. Such policies as deregulating the private sector, reducing taxes,
providing incentives for increased savings and investwment, etimulating research
and development, and export promotion, for example, could provide general assis—
tance to the auto supplier industry.

Under this "free market” approach, the auto supplier iundustry would have
to adjust to increased foreign competition in much the same wanner ss othar
gectora of the U.S. economy. While thia would not prevent the sizable reduc-
tions in employment in the automotive industry’forecnut for the 1980s, it would

force the domestic industry to become more competitive in both domestic and

30/ FPraser, op. cit.
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foreign markets. 31/

In order to place the U.8. industry on the game cﬁmpetitive base as foreign
firms, U.S. economlic policies which adversely affect the automotive pupplier in-
dustry could also be examined. Omne reaaon that so many fasteners are imported
from'Japan, for example, 18 that steel 15 less expensive there. The trigger
price mechanism which forces up the price of steel in the United States places
steel-using industries at a disadvantage vis-a-vis forelgn competitors.

A gecond measure would be to attempt to eliminate local content require-
ments in othér countries either through bilateral negotiations or GATT. This
approach, however, would not reduce competition from Japan, since Japan does
not have local content lawe. It would, however, ease the pressure on U.5. firms
to locate production in some countries.

A third measure would be to reduce the enforcement of anti-trust laws de-
signed to control vertical and horizontal integration in the auto industry.

One of the reasons Toyota buyse so wuch from Japanese suppliera is that it

owng an interest in many of its supplying firms. Toyota's assembly facilities
are concentrated in the city of Toyota and are surrounded by Toyota euppliers.
Allowing more collaboration between automakers and suppliers could enhance U.5.
producer efficiency, although it could lead to less competition in supplier
markets.

A fourth measure would be to promote U.5. exports of automobiles and parts
to Japan and other countries. In the face of rising import competition, production

and employment can be maintained by increasing exports. ig/ Cracking the Japanese

31/ PFrancis J. Gawronski. The Warning: Many Parts Makers Face
Extinction Unless They Move To Globalize Their Industry Now. Automative
News, Msrch 16, 1981. p. E—42.

32/ Richard Barovick. Auto Parts Producers Expand Export Efforts. Business
America, June 29, 1981. p. 12-14.
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market, however, requires a long-range and costly commitment. Japan's exacting
delivery schedules can require extensive warehouse operations in Japan. The
Chawpion Spark Plug Co., for example, had to airfreight spark pluge from Toledo
to the Honda Motor Co. in Japan after winning a new contract in order to meet
delivery dates. 33/

A fifth measure would be to demand that foreign automakers allow U.S.
suppliers a larger role in the lucrative “after market™ in repair parts and
accessories for the growing fleet of imported cars in the United States. One
estimate places the "after market” for Japanese cars alone at §10 billion

annually, if the Japanese market share continues at about 25 percent. 34/

13_/ Kenneth H. Bacon. U.S. Auto-Parts Firms Face Tough Time in Japan Despite
Tariff-Bar Removal., Wall Street Jourmal, Dec. 9, 1980. p. 30,

34/ Jostling Japan on Auto Parts too. Business Week, Oct. 6, 1980, p. 32.
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SUBCOMMITTEE ON TRADE

June 23, 1982

Honorable William E, Brock

United States Trade Representative
600 Seventeenth Street, N.W.
Washingtan, D. C. 20506

Dear Mr. Ambaasador:

A3 you know H,R. 5133, the Fair Practices in Automotive
Products Act, which is currently pending in the House of
Representatives, will be sequentially referred to the Committee
on Ways and Means. The Subcommittee on Trade is anxious to
thoroughly study and assess all possible effects that this
legislation might produce.

while the bill does make special provisions for US-Canada
automotive trade, I am anxious that its lmplications for the
U.5.-Canada Auto Pact be considered. I would appreciate receiving
from you your assessment of how the hilateral Ruto Pact and
U.8.—-Canada auto trade might be affected by passage of H,R. 5133.

As the Subcommittee on Trade anticipates receiving sequential
referral of this bill by mid-July and would like to be able to
thoroughly assess all of its possible effects, I request that
your assessment be submitted to me by July 16, 1982,

Thank you very much for your cooperation.

4.
Chairman

SHG/AFDM
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THE UNITED STATES TRADE REPRESENTATIVE
WALBRINGTON
20506

July 20, 1982

The Honorable Sam M. Gibbons
Chairman

Subcommittee on Trade
Comnittee on Ways and Means
U.5. House of Representatives
Washington, D.C, 20515

Dear Mr. Chairman:

This 18 in response to your letter of June 23 in which you ask
me to assess tge effects of H.R, 5133, "the Fair Practices in
Automotive Products Act,” on the Unlth States Canadian
Automotive Products Agreement

In 1965, as you are aware, the Govermments of Canada and the
United States entered inte an agreement to accord duty-free
treatment to our respective imports of motor wvehicles and’
original equipment parts. The major objectives of this agree-
ment were to create an open and integrated automotive market
and to rationalize production between the two countties on an
economic bagis "in which market forces may operate.” Under
Article I of this agreement, each government undertook to avoid
actions that could "frustrate' the achievement of these object-
ives and, therefore, jeopardize the auto agreement. Despite the
agparent attempt in H.R., 5133 to give even-handed treatment,
within the domestic content  concept, to automotive products
originating in Canada, the effects of this proposed legislation
are not neutral with respect to U.S5.-Canadian auto trade, in
that distortions to market-directed flows can result. The bill
specifically provides a strong incentive for manufacturers to
equally balance their exports and imports with Canada.

In addition to the potential negative effects of H.R. 5133

on U.S.-Canadian automotive trade and our bilateral obligations
toward Canada under the Automotive Agreement, the special treat-
ment of Canada in the proposed legislation would be contrary

to our obligationa under the General Agreement on Tariffs and
Trade (GATT). The provisions of this bill which permit certain
aspects of automotive production and trade in rxelation to Canada
and no other countries to be included in "added domestic value,"
used in- computing the targeted domestic content ratiocs, would
violate the most-favored-nation requirements of the GATT,
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Article I of the GATT provides that "any advantage, favor,
privilege or immunity grauted" to the products originating in
or destined for another country shall be accorded to like
products of all other contracting parties and Article XIII
prohibits discriminatory import quotas, the enforcement mech-
anism pravided by H.R. 5133, While the United States has a
waiver of certain obligations from the GATT contracting parties
necessary for the implementation of the bilateral Automotive

Agreement, this waiver does not extend to actions contemplated
under H.R. 5133,

Should H.R. 5133 be passed by the Congress and become law, our
trading partners can be expected to challenge ocur actions in the
GATT, If the United States is found in violation of the GATT,
as most certainly it would be, we would either have to extend
the special benefits provided to Canada to all other countries
by revising the legislation or be subject to retaliation. Ex-
tending these benefits would undermine the intent of the legis-
lation; alternatively, retaliation could seriously threaten

the economic well-being of our export-oriented industries, such
as agriculture, electronics, aircraft and services.

As you are aware, the Administration adamantly opposes H.R. 5133
and the general concept of local content which it embodies on
several grounds, In addition to its advexse impact on our
bilateral and multilateral trade agreements, this legislation
would also be harmful to U.S. exports and consumers, and as a
result, cost us jobs, sales, markets and real economic growth.

Very truly, yours,

WEB:fdh















