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Summary

The EU should allow competition from Chinese car manufactur-
ers. Punitive tariffs would take away the pressure to innovate
from German manufacturers and the price advantages from
consumers.

Abstract

The EU should allow competition from Chinese car manufactur-
ers. Punitive tariffs would take away the pressure to innovate
from German manufacturers and the price advantages from
consumers.



Throughout history,
competition has been
a constant driver of
innovation.

Trade barriers hinder
innovation and lead to
a loss of prosperity.
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l. Introduction

The automotive industry is a mainstay of the German economy and has taken
a leading position on the global markets in recent decades. Throughout his-
tory, open competition has been a constant driver of innovation and an im-
portant prerequisite for the development of the industry. In the first two
parts of our series on the German automotive industry, we showed how in-
ternational competition has repeatedly challenged the role of German car-
makers. Both the American threat in the 1920s and the Japanese threat from
the 1970s onwards forced domestic manufacturers to innovate and improve
their products and production processes.

Today, Chinese car manufacturers are forcing their way onto the European
market with electric cars and advanced digitalisation at relatively low prices.
The development of the Chinese automotive industry is part of China's stra-
tegic industrial policy and is heavily subsidised by the Chinese state.

Is competition unfair due to this state support and should it therefore be re-
stricted?

It is conceivable that the European treaties could be interpreted in such a
way that competition from China could be considered "unfair". In this case,
European foreign trade legislation allows for trade defence measures, such
as punitive tariffs, to compensate for competitive disadvantages for Euro-
pean companies. In the case of Chinese car imports, however, protective
measures for European manufacturers would preserve existing structures,
prevent necessary adjustments, such as those previously made in response
to competition from the USA and Japan, and reduce the pressure to innovate.
This would result in a loss of prosperity for European consumers.

Il. The Chinese threat

Since 2019, the import of vehicles manufactured in China to Germany has
increased rapidly. In 2023, China became Germany's seventh-largest car im-
porting country, overtaking Japan, Korea, Italy and France. From January to
November 2023, the value of vehicles imported from China in Germany
amounted to EUR 3.7 billion, which represents an increase of 145 per cent
compared to the previous year 2022 (EUR 1.5 billion). The reason for the ex-
port success of the Chinese car manufacturers is due to the subsidised de-
mand for electromobility. The products of Chinese manufacturers can com-
pete with domestic products in terms of technology and quality but are of-
fered at prices that are significantly lower than what German manufacturers
can offer for comparable products
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Car imports from
China to Germany
have increased

by 145 per cent.

The Chinese state
subsidises its
automotive industry
extensively.
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The development of the Chinese automotive industry is part of China's stra-
tegic industrial policy. Since 2009, the development of electromobility has
been specifically promoted through research funding, company investments,
tax benefits, purchase premiums and concessions for the registration and
maintenance of electric cars. There is no certainty about the exact amount
of total government spending. According to government sources, only USD
28 billion has been spent since 2009, while other sources (e.g. AlixPartners)
estimate that at least USD 57 billion has been spent over a much shorter pe-
riod of six years.! The actual amount may well be considerably higher. The
manufacturer BYD is estimated to have received at least USD 4.3 billion in
subsidies between 2015 and 2020.2 The subsidies in Shanghai even went so
far as to make it cost around USD 12,500 to register a car with an internal
combustion engine, while an electric car could be registered free of charge.?

German and other European suppliers point to the state subsidisation of the
Chinese car industry as an indication of unfair competition to their detriment
and derive a claim for protective measures from this. This is perfectly under-
standable at company and industry level. For the state (at national and EU
level), however, the question arises as to whether the economy as a whole
would suffer as a result of Chinese car imports.

1 Cf. MIIT (Ministry of Industry and Information Technology of the People's Republic of
China) and AlixPartners

2 See Rhodium Group
3 See AlixPartners
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German consumers
benefit from Chinese
subsidies.

Automobiles are
heterogeneous
goods.

Heterogeneity
enables a market
with differentiated
products and
numerous
manufacturers.
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I1l. Effects of the "Chinese threat"

European consumers benefit directly from cars from China, which are not
only cheaper than those produced domestically, but are often of the same
quality. The coffers of European countries benefit indirectly when the Chi-
nese state takes over the subsidisation of electric cars, which the European
countries would otherwise have to spend on promoting the "drive turna-
round" in the automotive sector.

The direct gains for consumers and state coffers could be offset by indirect
losses if Chinese manufacturers were to succeed over time in forcing Euro-
pean manufacturers out of the market with subsidised products and securing
a monopoly position in the production of electric cars in Europe. In this case,
European consumers would pay a monopoly rent to Chinese producers in the
long term. Their prosperity would presumably be reduced not only by higher
prices for electric cars, but also by the monopolist's reduction in product
guality. However, the probability of Chinese manufacturers gaining a monop-
oly position in the European car market is low. This was clearly demonstrated
by developments in the 1920s and 1970s.

IV. Intra-industrial trade instead of monopolisation

The Chinese challenge in the automotive industry is often compared to gain-
ing a monopoly in the production of solar panels. There are fears that Euro-
pean car manufacturers could face the same fate as solar panel manufactur-
ers.

However, there is a significant difference between the two products: solar
systems are largely homogeneous goods, while cars are heterogeneous
goods. Comparative cost advantages in free trade tend to lead to interna-
tional specialisation in the production of homogeneous goods. This is not the
case with heterogeneous goods. Specialisation takes place within the group
of goods, so that the same industry is represented in two trading countries
and international exchange takes place within the same group of goods. In
economic research, this phenomenon has been the subject of the theory of
intra-industrial trade.

The Hungarian American academic Bela Balassa formulated this theory, ex-
plaining that the single European market in the 1960s did not lead to special-
isation in the production of goods from different industrial sectors, as ex-
pected by traditional foreign trade theory. This did not lead to Germany spe-
cialising in the production of cars and France specialising in agricultural prod-
ucts and the exchange of foodstuffs and cars between France and Germany.
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The states are in a
race for the number
of subsidies.
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Instead, German and French car manufacturers specialised in satisfying spe-
cific customer requirements for this heterogeneous good, so that cars con-
tinued to be produced in both countries and German cars were supplied to
France and French cars to Germany. The winners were the consumers, who
were able to choose from a greater variety of products, and the companies,
which were able to generate economies of scale in the manufacture of dif-
ferentiated products. *

The risk of Chinese electric cars taking market share away from European
suppliers is real insofar as European manufacturers of cheap electric cars will
have a hard time. However, European customers will benefit, while European
manufacturers can find their place in higher-quality products that are better
suited to European tastes.

V. Subsidy race instead of free trade

As desirable as it would be to have learned the lessons from history with
American and Japanese manufacturers, it is unlikely that this will happen
when dealing with the Chinese challenge. The mentality of protectionism and
industrial policy has become too deeply entrenched in politics and public
opinion. As a result, both the European and Chinese car industries are on the
hook for state subsidies and there will probably be a subsidy race in the pro-
duction of electric cars.

Government subsidies for the German automotive industry are manifold.
Companies reporting in accordance with IFRS are obliged to disclose infor-
mation on the grants and other subsidies they have received from the public
sector. However, this does not include various types such as tax relief for
consumers and purchase premiums, as they are not paid out to the compa-
nies. Nevertheless, they incentivise purchases, which means that govern-
ment money flows indirectly to companies. Similarly, the state does not treat
the costs of maintaining cars with different drive systems in the same way,
which also creates purchase incentives and indirectly subsidises them. In a
broader sense, this also includes the subsidisation of photovoltaic systems in
private households, as they provide an incentive to maintain e-cars more
cheaply.

4 So, the young teacher in Germany could drive a Citroen 2CV at a good price and the sea-
soned intellectual a Peugeot or Citroen DS21, while the quality-conscious French worker
could opt for a VW Beetle and the businessman for a Mercedes.

5



German car manufac-
turers benefit from
extensive subsidies.

The German state
spends immense
amounts of money on
the automotive in-
dustry.
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Over the past ten years, the Volkswagen Group has reported receiving sub-
sidies totalling €8 billion, BMW €2.5 billion and the Mercedes Benz Group
€1.9 billion.> This means that the direct subsidies for Volkswagen appear to
be on a par with the direct subsidies from the Chinese government for BYD,
currently the world's best-selling manufacturer of electric cars.®

In comparison to pre-tax profit, the subsidies, which are also supported by
coronavirus aid, even reached over ten per cent of pre-tax profit for BWM

and Volkswagen in 2020. For Volkswagen, direct subsidies alone amounted
to five per cent or more of pre-tax profit in all the years under review.

German car manufacturers:
Subsidies in relation to pre-tax profit
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Government grants reported in accordance with IAS 20. Indirect subsidies (e.g. purchase premium) are not
included. Volkswagen in 2015: negative pre-tax profit, therefore no value shown. Source: Annual Report,
Flossbach von Storch Research Institute, as at March 2024.

Indirect subsidies for the automotive industry
in billion euros
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Source: Kiel Subsidy
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> Figures include mandatory disclosures on government grants and other government assis-
tance in accordance with IAS 20. See the companies' annual reports for 2013 to 2022.

6 For the years 2015 to 2020, only the reported subsidies for Volkswagen amount to EUR 4.3
billion and are therefore at a comparable level to the estimated subsidies of USD 4.3 billion

for BYD in the same period.



Trade barriers
hinder innovation.

Concerns about the
destruction of
domestic industry are
unfounded.
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The figures published by the companies only include direct subsidies. Indirect
subsidies such as the environmental bonus for the purchase of electric cars
and plug-in hybrids are not included in the statistics. However, this type of
subsidy from the German government has been very high in recent years.

According to the Kiel subsidy reports, the German state paid subsidies total-
ling €13.9 billion for the purchase of an electrically powered vehicle from
2016 onwards and invested €3.7 billion in the development of a charging in-
frastructure. Tax breaks related to the automotive industry have totalled
€1.2 billion since 2015. The subsidies have increased particularly sharply
since 2021 due to the purchase premiums (environmental bonus). ’

In total, the German government subsidies that can be allocated to the au-
tomotive industry since 2010 amount to 31 billion euros.2 Combined with
subsidies that served upstream and related industries, as well as subsidies
paid by other state institutions (e.g. the EU or other EU member states), it
can be strongly assumed that, despite possible double counting, the final
subsidy amount is significantly higher. At the same time, it should be noted
that these funds were not paid out exclusively to German manufacturers, as
Chinese manufacturers, for example, were also able to participate in the pur-
chase premium for electric cars.

VI. Conclusion

From an economic perspective, it would be costly for the economy as a whole
to protect the European automotive industry from Chinese competition
through subsidies or tariffs. The protective measures would preserve existing
structures, prevent necessary adjustments, such as those previously made in
response to competition from the USA and Japan, and reduce the pressure
to innovate. This would result in a loss of prosperity for European consumers.

Concerns about the destruction of the German automotive industry by Chi-
nese manufacturers are unfounded. Even in the 1920s and 1970s, the sup-
posedly overpowering foreign manufacturers took market share from Ger-
man carmakers and caused consolidation but did not fundamentally jeopard-
ise the German automotive industry.

7 See Kiel subsidy report for 2018, 2020, 2021 and 2023. The values contained therein for
2022 and 2023 are only target values, so that the amounts actually paid out may deviate
downwards.

8 It should be noted, however, that double counting cannot be ruled out with certainty.
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Reducing bureaucracy
and regulation would
be the right answer.
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The right response to the new competition from electric cars from China is
to reduce bureaucracy and regulation. Nevertheless, it is unlikely that the
European Union will allow competition from the Far East unhindered. The
mentality of protectionism and industrial policy has become too deeply en-
trenched in politics and public opinion. As a result, both the European and
Chinese car industries are dependent on state subsidies, and it is likely that
there will be a subsidy race in the production of electric cars.
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