Determinants of the reform trajectories of EmergingEconomies

The ambivalent influence of economic interests orhe Emerging Economies’ foreign trade policy

1. Domestic Politics to explain foreign economic fioies

With his seminal edited volume “Between Power aleh®y”, Peter Katzenstein established Domestic
Politics as a theory to explain foreign economidigies as a result of “domestic structures”. He
submits that the conjured “dualism” between théeséad society has been bridged since the middle of
the nineteenth century in the advanced industtiales (Katzenstein 1978, 11). The distinction
between the state and society can no longer beamtad as the former has been opened to societal
pressures, which align the “national interest” vittle public good, pursued by the actors at the helm
of the state. Factors that might have contributethis former gap was the staffing of bureaucracies
with people of a particular class and a politicgtem that denied the broad masses access to the
decision making processPeter Gourevitch (1986) restricts and discipliisself to explaining
economic policies, whereas Katzenstein et al. (L19%RI sought to explain economic outcomes,
general foreign policies, as well as foreign ecoiegpolicies. In his analysis of remedies applied by
governments during global crises, such as the Bsjme of the 1930s and the Stagflation during the
1970s, Gourevitch (1986) cogently connects theaui@rfte of societal actors to policy outcomes. In his
“political sociology”, tracing domestic coalition§ourevitch uses the material interests of economic
actors as his focal point. The broad masses arelynbroached and seem to play a role only as
“nonunionized labor”, which can be manipulated atidtracted with debates over nationalism,
religion or race (Gourevitch 1986, 226). The neasssupport of the masses at the ballot box and the
risk of social unrest in the case of blatant callnsof the government with business leaders are
therefore underestimated in this contribution. léattein and Gourevitch are both “untainted” by
economic theories, which would help to systemdtiddentify affected interests, and fail to integra
the need for mass appeal in their Domestic Polaimsroaches. Contributions since the 1990s have
enhanced the Domestic Politics approach, by etiiheunding it on economic theory or by making

Ideas an explanatory variable in its own right.

The predictions of the Interest-based Explanations
The interest based strand has a lot to offer in div@ction. The dissertation project will share th

clearcut assumption that interests are not considadr guided by ideologies. It will be assumed tha
economic actors, i.e. those with palatable econdnterests with regards to the opening of the
economy, will act rationally, seeking to maximizeir utility (Frieden 1991, 16). Some authors argue

that ideologies serve as prisms, through whichness leaders perceive their policy alternatives

! As an example Katzenstein refers to a stylized$a,) whose bureaucracy was “manned by membehg of t
East Elbian gentry” and which had a political origation that denied the broader masses accessolitical
“mechanism” (Katzenstein 1978, 17).
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(Gourevitch 1986, 32). In this dissertation projécwill be argued that “interests” will lobby on a

strictly material basis, without the need for asbelrate economic theory or ideology to steer thg wa

The need to account for the industries’ competithgas
The seminal essay of the interest based approadhribglen & Rogowski (1996, 36) proposes two

trade theories from Economics, which bear relevdocéhe Domestic Politics approach. The Stolper-
Samuelson theory and the specific factor modebao®rding to Frieden & Rogowski apt to identify
economic groups, which stand to benefit and whicluldr be harmed from the liberalization of the
economy. The Stolper-Samuelson approach is ansatenf the assertion that a country will “tend to
export goods intensive to the factor it has in aamte, and to import goods intensive in factors in
which it is scarce” (Frieden & Rogowski 1996, 3The Stolper-Samuelson approach spells out,
which kind of wealth or income re-distribution cla@ expected in such a scenario. As the demand for
goods, which employ the abundantly available faciees, owners of this factor will benefit from
rising income levels, since exports are propeliedréer trade. The products that used to be vadyabl
since their supply was curtailed by the lower algllty of the required factors, however, are under
competitive strain from imports, which crimps timedme of the owners of the once scantly available
factors. Rogowski (1989) contends that politicaélaglages will run between factor owners benefiting
from trade, as they are abundantly available imantry, and those who will suffer relative income
losses in the economy, because they used to beestathe state of protectionism. The “Specific
Factors Model” allowed production factors to bernpanently lashed to a certain sector (Krugman &
Obstfeld 2003). The new model that emerged in 804 relaxed the assumption of perfect mobility
of factors, which can be redeployed to other usagése wink of an eye. The specificness of a facto
impedes its mobility and depends on the time arstisabtakes for it to be redeployed to other usage
The implications on how specific factors will pasit themselves vis-a-vis general economic policies
have already been described by Frieden (1991). rRiegathe efforts to promote freer trade, the
theory establishes benefits arising to those fadtorested in sectors that are competitive andeaehi
trade surpluses. Factors specific to sectors ymasisure will on the other hand suffer and hensetbe
the government to refrain from lowering entry regoients. The theory is simply to show that each
sector faces different competitive pressures, tiatsectors will develop sector specific preference
and that a universal, monolithic capitalist intérssa simplification that cannot be sustained when
looking at the glaring differences in the sectoeesfic policy preferences. The cleavages between
interests are expected to arise between sectdrarduoyed by rising prices for their producise d

to an expanded demand from the world markets, &ilih§ sectors which clamor for tariffs and

investment restrictions as the influx of foreiggwcts crimp their profits.

H1: The extent of the (un-)competitiveness of afusiry in the world markets will determine whether

or not it will lobby for protection or not.



The need to account for the dependence on thelglahg chain
Another crucial driving force of the industries’blaying with regards to the government’s foreign

economic policies is the unwillingness of the daticeadustries to tolerate the distortionary effeof
protectionist interventions. This unwillingnessirismarked contrast to the tolerance exhibited m th
years of the import substitution models in bothianghd Brazil. While one can safely assume that the
distortionary effects of protectionist interventiohave remained the same over time, the aggrieved
domestic industries are no longer placated by theigment. In the past decades, the mollycoddled,
protected industries were granted guaranteed pfl¢eds means they could charge a guaranteed price
that amounted to their incurred costs and a profirgin. In Brazil, the government formed an
Interministerial Price Council (CIP), where tharig and industries were to submit their cost plems,
get approval for price increases. While this systgas implemented to keep prices in check, its
independence was increasingly corroded and pafitiby the business interests (Kingstone 1999,
57). It degenerated into a self-service shop, wienassemblers were allowed to raise the prices
before consulting the price council. The system Ithdrefore essentially become one of
“institutionalized markup pricing” in favor of theroducers (Shapiro 1994, 201). In India, the
government had for large parts of the economy dhtced a cost-plus pricing system, which it could
implement through the domination of the public eead the economy and through controlling every
investment, pricing and overseas trade decisiortheyremaining marginalized private companies.
Since the Indian government determined the pritedlowed the companies to charge the cost of
production and add a profit margin on top. Thisnbdd the effects of the high-cost supplies on the
companies that bought the expensive, locally saouiioputs. Through this pricing system each
company’s interest in lowering the input costs wamificantly reduced. One plant manager of the
telecom product manufacturer, ITI, described tlwasion as follows: “ITlI was not bothered because
Post & Telecommunication Service (P&T) paid all gosts; P&T was not bothered because it could
go on increasing tariffs” (Subramanian 2011, 268nce many of the Indian companies could simply
roll over the policy-induced inefficiencies, by cbang higher prices from its customers, which were
higher up in the value-chain.

As a consequence industrialists sturdily opposéarme attempts and rather lobbied for short-term
subsidies, to make the domestic market more appgalnstead of building commercial ties with
overseas suppliers or costumers. This had beemfoile factors contributing to the sagging reform
drive in the 1980s although smaller crises had Ileeng up from time to time in both countries ave
before the 1990s crash (Bardhan 1984, 65). Themsfon the 1990s, however, did finally rid the
economies of the planning system that had becofcteand had regressed to a mere entry barrier
for up-coming enterprises and which had draineduees away to companies with better political
ties. A more competitive environment makes sure theit reciprocal support between the state and
the industries and politically potent conglomerateBampered. A functioning market with a healthy

dose of competition assures that the industriematosimply harvest the low hanging fruits in the
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domestic country. Thus one can expect that firsdllioh debate will arise between the different §rm

and sectors and the tacit collusion is broken up that each industry will have to strive to expand
internationally and will try to remain competitivas the competition has become unrelenting. This
will increase the efficiency pressures on each strguand make them ardent supporters of freer

markets.

H2: The industries’ dependence on foreign supplidsshape their preferences for liberalizing the

trade regime, thus pitting them against the intsrekthe sectors lobbying for protectionism.

2. Empirical Puzzle — Why has the trade channel reained open?

The opening of the economies in many emerging nsrkeich as in Brazil and India, who had built
up a diversified industrial base in their respexteconomies, has put the manufacturing industries
under enormous strains. The overall economic pmdoce during the past decade that was buoyed by
a commodity boom in Brazil and by a stellar ecormmérformance of a few selected know-how
intensive industry services in India masked thestamt decline and even decay of the manufacturing
industries in both countries. The next two sedishall discern the country-specific challenges of
both countries’ industries and show that they Watted and still face “hard times”, which would

usually lead to a relapse into protectionism (Goitck 1978).

2.1 The economic travails of the Emerging Economiemdustries

The uncompetitiveness of India’s industrial base

After the reforms in the 1990s, new Indian entreptes entered the stage of the Indian economy.
With the razing of the administrative barriers, géhihad thwarted new ventures in the past, they
created entire home-grown economic sectors fromatcer Within two decades, they firmly
established flourishing high-technology industiiige the software and the pharmaceutical industry.
The liberalization also unleashed the innovativgacity of incumbent companies. They adapted their
business models, added new products to their ptiautines and managed to increase the overall
output by an average of 200% (Goldberg et al. 20Z8). The number of employees in India’s IT and
pharmaceutical sector has grown tremendously. Bamowadays employing circa 900.000 and half
a million, respectively (Arora 2008, 201). But thesims pale in comparison to the whole Indian labor
force that is growing even more rapidly and is pdiso attain 500 million in the next years (World
Bank 2014). Most of the labor force finds itselftire unorganized sector, which means that they earn
their livelihood through unlicensed, unregisteregdremic activities or that they are self-employed.
Estimates by the Indian government suggest that @ of the Indian working-age population find
themselves in this unorganized sector (Governmelmidia 2012, 1). The share has roughly remained
the same since the liberalization of the economgstvbf these jobs of the informal economy are

found in the rural area. The failure to dent tharslof those employed in the unorganized sector has
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been attributed to the overall uncompetitivenesdnalia’s manufacturing sector. India lacks an
industrial middle, which would bridge the dividetveen the competitive high-technology sectors in
bustling cities like Bangalore and those “trappedalatively unproductive jobs in agriculture and
menial service work”\(Vall Street Journall3 April 2014). Anne O. Krueger (2013, 301) Haesréfore
coined the term of a “missing middle” in India, lhich she means the lack of a staunch, labor-
intensive manufacturing sector that has been thastasy of the development of most industrialized
countries and most recently of many ascending Esisin countries, like China. The high labor costs,
the dismal state of India’s infrastructure, theklatforeign investments and the ubiquitous regonest
have effectively hampered the performance of Idiabor-intensive sector. This can be readily
gleaned from a short comparison with China’s expenformance. China has accumulated foreign
exchange reserves worth $4 trillion. This has baehieved mainly by exporting manufacturing
goods, as 93% of the exports were manufacturedsyeddle India has racked .

These Chinese figures eclipse the performanceeofritian economy. While the Chinese companies
and the multinationals’ subsidiaries are untramuohdlg regulations and labor laws and subsequently
trounced the Indian competitors, India seems “elytidivorced from global production chains in
unskilled labor-intensive manufacturing” (Panagari2008, 33). This notion is true for India’s
electronics sector, where almost the entire demanthdia is met through imported products,
assembled in China or other developing countriége hdian textile sector on the other hand has
achieved increases in its exports. But its perfocealike the rest of the labor-intensive industiiie
India, has been dampened by India’s labor lawss Thiwhy the much smaller countries, such as

Bangladesh and Vietnam are now on par with Indta vagards to the exported volume of apparels.

The malaise of Brazil's industrial base
Since the days of thestado Novpinitiated by Getulio Vargas, the Brazilian gowaent has pushed

to industrialize the Brazilian economy. After a ghimiatus, Juscelino Kubitschek continued to steer
Brazil's economy into the same direction as Varghsder the flag of Developmentalism, successive
Brazilian governments have implacably sought tdawpthe traditionally strong agribusiness sector
with the manufacturing sector (Sikkink 1991, 40h 3hed the alleged status of Brazil as a “semi
colonial country” that still lingered in a state“economic and cultural dependency on Europe aed th
US”, the Brazilian government deliberately discrniatied against Brazilian farmers and funneled the
available resources and those expropriated fromatrébusinesses to the nascent manufacturing
sectors (Kubitschek cited in Bates (1997, 112).s€heedistributions were flanked by high custom
duties on industrial goods, which promoted investtmerom domestic players and multinational
corporations into Brazil, to circumvent these pbatiwely high trade barriers (Schneider, Skidmore,
Kohli). The strident opposition by the domesticnfiers was to no avail (Bates 1997). Overall, the
policies led to an increasing share of manufacgudativities in Brazil's GDP. This share peaked in
the mid-1980s, when it contributed 35 per centBhezilian GDP (World Bank 2015). The razing of
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the import barriers that were introduced as parthefPlano Real to shore up the anti-inflationary
measures introduced and completed by Itamar FrandoFernando Henrique Cardoso, however put
an end to the increasing share. Instead, the faleeomanufacturing sector was increasingly chafed
away. While the aggregate share had gradually riegtlio a mere 13 per cent of Brazil's GDP, the
development of the trade (im-)balances for formeterted industries shows to which extent the
manufacturing industries have been clobbered byglbleal competition. There is nary an industrial
sector that managed to churn out net exports. Sumoduct segments, such as “nuclear reactors,
boilers, machinery and mechanical appliances” aldctrical machinery and equipment and parts
thereof” saw their net imports surge from each hby5 billion in 1996 to $22.8 billion and $23.5
billion respectively in 2013 (UN Comtrade 2015).eT$ame decline in the industry’s competitiveness
has been witnessed by the country’s fertilizer,nubals, plastics and other technical industriese Th
bout in the commodity prices on the other hand bhasn a windfall for Brazil, as it spawned
burgeoning business endeavors in the field of wgs®ed soybeans and iron ore whose products were
gobbled up by the Chinese market. Thus the opeuofitige economy generated a broad set of reform
losers that had thrived under the import-substitutiegime with its guaranteed prices and profit
margins and have since withered, while at the samm it also bore winners in the relatively narrow
mining and agricultural sectors. The trickle dowffeets by the commodity sectors towards other
manufacturing sectors have so far been marginankwithin the soybean complex, the processing
units, the so called crushing industry, which peses the soy grains to get soybean oil and meal, is
languishing and suffers from low capacity utilipstiand the cheaper competitors from abroad. The
same goes for the boom in the iron ore mining itrgu$ he abundantly available raw material has not

helped the domestic steel industry.

2.2 The trajectory of the foreign economic policiet Brazil and India
The foreign economies policies by the emerging eigrgarner a lot of negative headlines because the

governments have played an obstructive role onnthéilateral WTO trade talks and because its
bilateral trade agreements showcase that shalloeeagnts do not yield significant growth or trade
impulses. The examples for the governments of therging economies, toppling the trade talks are
myriad. India for instance effectively halted theement on the minimum consensus reached during
the WTO trade talks. It stymied further progreseduse of an “ambiguous wording of a one-
paragraph clause” on the subsidies for food. Beagidvernment has also played an ambiguous role in
the multilateral agreemenkifiancial Times 16 November 2014). Moreover, both countries hswe
far failed to conclude substantial bilateral tradgeements. While Brazil has used the difficulty of
obtaining a compromise for a common trade strateiglygin Mercosur, which has “dwindled into a
leftist talking shop”, as an excuse for its absenodia has concluded very few agreements, from
which much of the content has been evisceratedheasegotiations went orTlije Economist28
September 2013). The overall impression of a meargigade policy in the Emerging economies has

festered because of the eclectic use of tradeebsrrAlthough some of these barriers, such as the
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imposition of tariffs on imported lawn-mower bladasSouth Africa, almost seem comical, Gawande
et al. (2011, 40) and Datt et al. (2011, 3) confiat Brazil, China, India and Russia have all been

among the most active users of trade policy oveiptst years.

But at the same time, despite strident warnings tive return of protectionism after the economic
global downturn in the aftermath of the Subprimisisy the fairly open trade regime — achieved with
the comprehensive reforms in the mid-1990s — hagegprrobust. While some identified the advent of
a “gated globe”, with the aforementioned selectiagle barriers imposed in the wake of the crisis, a
relapse into all-encompassing protectionism has lséeved off The EconomistJune 2012). Instead,
Gawande et al. (2011, 40) and Datt et al. (201Eh8w that after the crisis, the Emerging Market's
governments have sanctioned almost as many likemglipolicies, as protectionist measures.
Therefore, the applied average custom duties iretherging economies, even in Brazil and India, as
one of the most avid users of trade policies, lpabeldged. This stability has for instance been
recognized by Drezner (2014, 85), who used thisarkable feat to show that the international
institutional system and constraints worked. Buthbimdia and Brazil would have had substantial
leeway in hiking the average applied custom dusgcaise they had refrained from lowering the
average bound tariff rates in multilateral tradesawhich consequently hover well above the applie
rates. Below the bound border, both countries wre fo set their tariff rates, without risking te b

punished through the dispute settlement processghi®r members of the WTO.

Thus while many feared that protectionist barriemuld profligate, this fear has turned out to be
exaggerated. But this feat had not been achievealise of idealistic national governments that would
have felt bound by their solemn pledges during Waeious G20-summits and the innocuous
agreements that committed no one to anything. Ehigspecially true for the Emerging market's
governments, which fought tooth and nail, to defémel interests of their domestic industries in the
WTO trade talks. Instead, this project posits thé was achieved because the domestic industries
staunchly opposed and thwarted the protectionistpcdsions of other industries and that of the
government. In cases when the government did imjmogert barriers for the short-term advantage of
a specific industry, they were quickly jettisonextause other domestic industries cried foul. Teus |

to the fact that the governments, besieged by upettive industries did not descend into a

protectionist tailspin, as can be seen in Figure 1.
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Figure 1: Applied average custom duties in Brazil and In8iagirce World Bank (2015)

3. Case studies of the lobbying efforts by differdrindustries

3.1 Operationalization and testing of the InteresHypothesis
To empirically verify the above posited hypothesksyill juxtapose the lobbying efforts of six

different industries, which diverge in terms of itheompetitiveness and with regards to their
dependence on foreign supplies of inputs, capitadg and the likes. To gauge the competitiveness
and to rank the industries accordingly | have choeuse the net exports as the main criterion.
Additionally | have added the Brazilian and theiémdindustries’ shares in the world exports to
convey an impression of their respective weight elodt in the world markets. The industries have
then been chosen according to their comparativaragdge, which according to the Heckscher-Ohlin
model derives from the factor endowment in eachntryu Therefore | have chosen the
Pharmaceutical industry, to represent the knowladigmsive industries that benefits in a big way
from the abundantly available university graduatethdia. The knowledge-based Indian companies
draw huge benefits from the fact that the Indiaivensities annually churn out 700.000 scientists,
which can be employed at a fraction at what thewld/ccost in the US or Europe, giving the
companies a competitive edge over their overseasdsri Brazil on the other hand profits from
abundantly available land that can be harnessegrfoving agricultural goods, such as soybeans. For
the latter, the greaterradoecosystem, a sparsely populated area amountiting teame area provided
of the twelve mid-western US-states reaching framo@o North Dakota (Goldsmith 2008, 773). As a
result, the rental rates for soy growers in theterewest of Brazil are the lowest in the world
(Goldsmith & Hirsch 2006, 97).

On the other hand, both Brazil and India haveiadify curtailed the exploitation of the abundantl
available cheap labors. Although India boasts thddis second largest population and Brazil has the
fifth largest population, with income levels tha¢ avell below those in the industrialized naticthgy
have both struggled to draw in investments forl#®r-intensive industries. While Brazil has made

labor more expensive by a sprawling social secaystem (social security spending amounts to over
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15% of Brazil's GDP, which is the same ratio ashia US), the Indian government has hampered the
buildup of a staunch, high-volume manufacturingt@gcdue to restrictive labor laws that have
effectively curtailed the number of employees fompanies producing in India (N6lke et al. 2014,
14). As a consequence, India’s apparel industryietlwin the absence of restrictive labor laws v

in the bordering countries — has had a somewhattreale performance over the past decade. The
same goes for Brazil's car industry. Although timelustry had been nurtured by the successive
Brazilian governments and was a poster child f@azB's strides in terms of industrialization, itnew
increasingly losing its luster. Instead East Asiampetitors from South Korea and China are gushing
into the Brazilian domestic market, despite sulithimport barriers. The problems of Brazil’s car
industry have been attributed to the high labotscasd the deteriorating technological capabilitiés
the Brazilian companies in this sector. The indestiwith the worst performance in terms of
manufacturing in both countries are the producdr&lectrical appliances in India and those of
machinery in Brazil. They have been both hard messd are flagging. Both of them are grappling

with overwhelming competitive pressures, stemmnogifforeign competitors.

UN Comtrade from Competitiveness Map

Growth rate in the

BXpOrts Met Exports® Share inworld exports in 2013*
Brazil 1996 2013
O seeds and oleaginous fTuits o7 227 23 25%
Vehicles and parts thereof | cars) -11 -53 1,069
Boilers, machinery; etc. -5 -228 0,639
India
Pharmaceutical products 0 1006 243%
Articles of apparel 27 &5 4 30%
Electrical, electronic equipment -Q7 -185 0.54%

Figure 2: Industries in Brazil and India ranked accordingthieir competitiveness (net export§ource UN Comtrade
(2015) and International Trade Centre (2015)

3.2 The lobbying by the Indian apparel industry
To modernize, the textile sector whittles awaydradpediments on textile machinery
The Indian textile industry is represented by tlemi€deration of Indian Textile Industry (CITI). The

CITI represents the entire value-adding chain anttixtile industry, including the spinners and even

companies producing textile machinery. The appedlstry has formed a more specific industry



body and is represented by the Clothing Manufacsu#asociation of India (CMAI) and the Apparel
Export Promotion Council (AEPC).

All of these business associations had presseddbernment to lower the custom duties on textile
machinery. According to their position papers, tequired machineries were seldom produced in
India, which is why they could only procure therarfr foreign suppliers. The preferences for sinking
custom duties were sparked by the nearing abolitibthe Multi Fiber Agreement in 2005, the
beckoning vast markets in the industrialized caaatand by the fact that India itself had lowereel t
barriers for textile imports, putting more compeétpressure onto the textile and apparel producers
In 2002 the Union Budget Speech by Finance Minigashwant Sinha echoed the views of the sector
and proposed to lower the custom duties on textdehinery (he named automatic shuttleless looms
and silk reeling, weaving and twisting machinesyfr25% to 10%, to “enable the textile industry to
modernize itself and acquire new technology” (Sig@az, 25).

Ten years later, in 2012, the apparel and textiflistry successfully obtained the complete abalitio
of customs duties on textile machinery. The relévausiness associations, such as the Clothing
Manufacturers Association of India (CMAI), the Qumit Textiles Export Promotion Council
(Texpprocil) and the CITI lauded this abolishmest a boost for the industry’s efforts towards
modernization as this would make shuttle-less looheaperBusiness Standayd7 March 2012).

With these demands the textile sector had prevailegl the exigencies of the domestic textile
machinery sector. Just before the decision had baken by the Finance Minister, the textile
machinery’s industry body, the Textile Machinery md&acturers' Association (TMMA), had called
for levying additional impediments on the importtextile machinery, by cementing the custom duties
at the current level by deleting all the exemptjomiich had reduced the efficient customs dutylleve
to 5%. The association also called for an outrlgdrt of imports of second-hand machinery (TMMA
2012).2 When the Finance Minister, Pranab Mukherjee, foeeeannounced the abolishment of
custom duties on the machinery, the machinery nzaturfers called this a “definite” effort by the
Indian government to “dis-incentivize the domestianufacturers” (TMMA 2013). In his budget
speech the Finance Minister had reasoned thatela®ing sector, i.e. the apparel producers, “urgentl
needs to modernize”, following the arguments byltitkéan apparel industry (Mukherjee 2012, 32)
The seriousness of the Indian apparel industryamweff any protectionist compulsions in the textil
machinery sector was shown in 2008, when the Natidtanufacturing Competitiveness Council
(NMCC), a government-constituted group, which wastaft recommendations to boost the Indian
manufacturing sector, recommended to grant theidiabd credit lines under the TUF-scheme only if
the textile company procured the machinery from éstin producers (NMCC 2008, 32). The industry
bodies, such as the CITI, unabashedly opposechtiien out for fear that this might hamper their

drive towards modernizing their production methdiiint, 26 September 2008). After the Textile

> The Budget in 2012 also reduced the custom datiesecond-hand machinery, which are seen as the mai
rivals of the Indian textile machinery industry, the latter had focused on furnishing low-end maehj to the
domestic marketiidian Express17 March 2012).
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Ministry sided with the industry, the proposal catoenaught. This short incidence shows that the
textile industry refused to get enmeshed in a ptimeist-patronage system of the Indian government
like in the old days, where financial incentivesresgranted in exchange for the industry contending

itself with minor-quality inputs and machinery, tiesher, down-stream sectors go bust.

The Indian textile industry seeks to lower custanied on synthetic fibers
According to the textile punditry, three-quartefst@aded textiles are based on synthetic or “man-

based” fibers, while cotton and other plant or alibased fibers make up the rdsid{an Expressl8
June 2013). The Indian textile industry by contiest strongly relied on its comparative advantdge o
easily available cotton. As a result it lags behimahy of its international rivals, namely China,ieth
mainly caters synthetic fiber-based textiles tovtoeld markets.

This is perceived by the Indian business associgtio be a major impediment on their export
potential. So they push to allay the overdependenamotton, to better serve the international matke
The CEO of Indian apparel producer called the sludrsynthetic textile in the Indian industry
“abysmally low”, which was due to the “high burdeh taxes like custom duty and excise duty”
(Business Standard9 May 2014).

As the industry increasingly perceived the chamtesyming from the more porous borders to the rich
western markets, it mounted the pressure on therJgovernment to ease access to imported
synthetic fibers, to better meet the tastes of dherseas customers. As the man-made fibers are
scantly produced by domestic Indian companies itd@n business associations make the case for
eliminating the custom duties on these inputs elfogy. The industry has arguably made this one of
the top priorities in its pre-budget proposals kedigvith the Finance Ministry before the budget is
crafted. In his budget speech in 2005, the FinaMiaister recognized the “new vigour”
(Chidambaram 2005) in the sector and reduced tlséocuduties on man-made fibres and other
intermediary goods for the sector from 20% to 159dine with the demands of the textile sector the
following budgets in 2006 and 2007 furthered thedgial reduction in tariff rates from 15% to 5%.
The demands by the industry were given more wesdgide it could tout the employment potential of
the sector. It said that if the industry was gitle@ opportunity to increase its competitivenesthan
world markets, by allowing it to “augment exporfsgarment made of synthetic clothes”, it would be
able to “easily absorb a substantial portion ofrapleyed people” The Hindy 22 December 2006).
With this argument, pitched in meetings with thedfice Minister, the Commerce Minister and the
Prime Minister, prior to the budget formulationetimdustry’s bodies achieved substantial cuts én th
tariff lines of the downstream industries.
In 2007 the Indian textile industry harnessed tb&imhental effects of a rupee appreciation forrthei
lobbying efforts. Although exports actually kepsing over this time interval, the industry’s body,
CITI, cautioned the government that the appreaiatibthe rupee would eventually lead to job losses,
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by curbing the export opportunities, and clamotedovernment for a relief packadedjan Textile
Journal 15 October 2008). The relief package followed smd included the reduction of custom
duties on several synthetic man-made fibers, sagboyyester filament yarn, from 7.5% to 5%. The
reductions in the customs duties on these keynmdiaries have been lauded by the business
associations as the most significant componeriefélief package by the government.

While the Indian apparel industry kept pushing émpletely remove customs duty on man-made
fibers, it was countered by the AMFII, the Assoioatof Man Made Fiber Industry of India. The latter
made clear that it preferred the status quo oweremoval of custom duties, but assured the Finance
Minister that in case the custom duties shouldobested, it would need the import duties on its ispu

to sink as well. Surprisingly in its proposal th&RIl was sided by the CITI, which had in the past
insisted on lowering the tariffs on synthetic fibéAMFII 2012).

Faced with the opposition by the Indian textileustty towards hiking the regular custom duties and
due to the successive lowering of the import besyithe domestic producers of these downstream
products took matters into their own hands. Thepames started to ask the government to file anti-
dumping complaints with the WTO and to levy antimhing duties on inputs used by the textile
industry.

The producers of the synthetic fibers are parhefgetrochemical industry. This industry segmest ha
been especially prone towards launching dumpingptaimts with the Indian government. According
to Feinberg (2010) and Bown & Tovar (2011), theroival industry accounts for over 80% of India’s
anti-dumping cases. The domestic production of made fibers in India is dominated by a few big
players (Ministry of Textiles 2010, 39). The mostable company is Reliance Industries. This Indian
conglomerate, which is active in retail, telecommations and construction, also has a petrochemical
segment, which dominates the sector and has coabidepricing power. Due to the concentration and
monopolistic rents they have the resources andbdds to write petitions to the Ministry of
Industry and Commerce and elaborately present thse.

This has led to complaints by the Indian textiletsewhich feels that the small-scale, decentrdlize
spinning and weaving companies cannot match theylof efforts by the “global scale units” in the
Indian petrochemical industrie¥4rns and Fibres29 April 2007). As the anti-dumping investigaton
spread like wildfire in the intermediary sector the industry, the CITI called for the abolishmeht

all the anti-dumping duties on man-made fibers aatled for a halt of all fresh anti-dumping
considerations in these product segments in ithpdget memoranda (CITI 2010; 2007).

While the anti-dumping duties were always restdcte very specific products, such as viscose
filament yarn in 2006 or nylon filament yarn in Z2)®y 2012 almost all segments of synthetic yarn
were covered by anti-dumping dutiegiries of India 7 December 2012). So despite the strong

opposition by the textile industry, the petrocheahiadustry managed to raise the protection of many
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of its products. After rendering the imports morpensive through additional tariffs, the domestic

producers of man-made yarn reportedly increasegpby 30% (Ibid.).

The government’s faltering stance vis-a-vis Indiatton exports creates incendiary conflicts
The Indian cotton industry is the second largestipcer of cotton, which is the staple for the India

textile industry. The availability of cotton in liadis considered a major strength of the industhe
value of imported cotton is paltry in comparisontb@ exported volume. The latter outstrips the
former by eight times. The main destinations ofidfglcotton exports are the Chinese spinning mills.
The Indian apparel industry also benefits from alemnized spinning industry, which turns the raw
cotton into spun yarn, which in turn is processgaveavers into clothing and apparel. The exports of
spun yarn are mainly headed towards the Chineseansgdut Bangladesh sources an increasing share
as well. Together they both buy 50% of the expohtelian spun yarnY(arns & Fibres2013).

In autumn 2010, the domestic clothing industry shreotton and yarn onto the political agenda. The
worldwide surge in demand for cotton had led theegsr for it to all-time highs, leaving the cash-
strapped Indian textile industry scrambling for ith@puts. In its letters towards the Indian
government and in its public statements the sewidgstry vented its anger that the benefits of the
homegrown cotton were rather available to the fpretompetitors, than to the Indian industry
(Financial Express 14 September 2010). The government’s reluctancitervene unnerved the
industry’s representatives, which accused the gwment in a letter addressed to the commerce and
industry minister, Anand Sharma, to be too strongbncerned over the neighboring countries’
welfare, rather than to nurse India’s ailing indiest The meetings, memos and letters dashed off
towards the government were given more weight wittaylong strike of the sewing units in India in
November, initiated by the Apparel Export PromotiQouncil (AEPC) Financial Express 8
November 2010Economic Timesl9 November 201M@usiness Standayd6 November 2010). The
industry feared that the internationalization o€ tbotton sector would sap the mainstay of the
industry’s competitive advantage. To justify theutslown in the operations of India’s apparel
industry, AEPC’s president denoted that cotton yaas either exported to Bangladesh or China.
Therefore he concluded that the opening of thealmdiarn and spinning sector directly bolstered
India’s competitorsBusiness Standayd6 November 2010).

In January 2011, the government finally yieldedhe industries’ exigencies and imposed a ban on
exports of cotton yarn. The international repermuss were deliberately ignored by the business
associations, which was dismissive over the effiectie other countries as the AEPC’s chairman was
cited with the remark that every country ought doK after its own industryDawn, 5 December
2010). It was also deaf tone to the objectionsnalid’'s spinning industry, which benefits from the
high international prices and reportedly producesearcotton yarn than the Indian sewing industry
needs. That is why, the industry was riven oves tholicy and AEPC threatened to leave the

industry’s umbrella association, the Confederatibindian Textile Industry (CITI), which represents
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both the Indian spinners and the sewers. CITI hftdr some hesitation, decided to speak out against
the export ban as it hurt some of its members.

The forced temporary exit of India’s comparativebmpetitive spinning sector, which produces yarn,
has been derided by observers of the industry.r Alfie government relinquished the ban, because of
the spinners’ persistent protests, the spinningpaomes had to revive their contacts with overseas
buyers and were saddled with unsold stockpiles. dinernment on the other hand again faced
nationwide strikes. This time the spinning milleeggured them for compensation through export
incentives, as the prices for yarn in India hatefaby 50%, which naturally flustered the companies
that had produced the yarn and left them gaspingdoernment aidKinancial Express24 August
2011;Economic TimeslO Ocotber 2011).

The temporary ban yielded no winner and had prabligtdone little to alleviate the volatilities and
the trend towards higher cotton prices. Hence ttearg of the textile industry continued. The
industry’s bodies again rallied against Indian etpto China. This time they chastised Indian cotto
exports and claimed that the Indian cotton expertaild menace one of the few competitive
advantages of the Indian apparel industry. It aedube Chinese government of stockpiling Indian
cotton to increase their cotton reserves, deprititegdomestic industry of its major inpulift, 7
March 2012fibre2fashion 24 February 2012). With its talk over the detniiad effects of raw cotton
exports on the upstream industries, it had appgreiiuck a chord with the commerce and textile
ministers. The representatives of both ministrigei@d that they were curbing the sinister threarof
unfolding Dutch disease, by banning exports ofarofFinancial Express6é March 2012). The Dutch
Disease refers to the loss of the competitive mwsibf a country's manufacturing sector becausa of
currency appreciation, triggered by vast exportsagé materials. This scenario appears unlikely in
India, as the economy displays a vast and persigtaae deficit. When the union cabinet moved to
completely ban cotton exports in March 2012, thmlgia came as surprise to some quarters of the
proper government. The minister for agriculture wigsd of not having been informed over the forced
temporary exit of Indian cotton from the world metk It immediately called the prime minister to
revoke the ban, as the association of cotton ingllsinented that the domestic textile industry was
calling for a halt in imports, whilst refusing tanppany significant amount of cotton itseFifancial
Express 14 April 2012).

Hastened by the sewers, the government, - overnigisallowed cotton exports that had already been
registered with the Indian administration but had yet been shipped. This precipitated an abruptly
sagging demand for Indian cotton. In a predictgdd#ern, the groups afflicted by the protectionist
gambit shouted for support. In some districts tggri@ved farmers turned violent and resorted to
setting trucks ablazeE€onomic Times7 March 2012). Equally predictable, the union eyovnent

hurried to placate the cotton growers. This timsatight to soften the farmer’s ire by ordering the

government-owned Cotton Corporation of India tocpase cotton at a reasonable price from them,
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putting further strain on the public budgets thed¢ already suffering from the galloping costs of
India’s sprawling subsidy systermifancial Express11 April 2012). In the end of April, a few weeks
after the government had blundered into this imetion, it relented and agreed to finally re-opea t
export registration for the produce of the cottoaweers. The evaluations of the policy impact were
trenchant and the pursued policies do not sugbastite government charted a coherent policy. After
the successive export bans on cotton and yarnremsubsequent repeals, observers felt that misister
were now arbitrarily imposing export bans, whicmtsan unsettling signal to the world markets,
significantly eroding the confidence in the relidapiof Indian exporters. Furthermore, the tempwgrar
actions did little in allaying the volatilities ithe cotton market, as shortly after the halt haenbe
revoked, the textile industry reiterated its consethat cotton was funneled to the Chinese market.
The Textile Ministry’'s attempt to levy a 10% expattity of cotton exports was quelled by the
obstreperous cotton associations and textile tsaddrich convinced a group of ministers to rally fo
the extant free-trade-regime for cottoRin@ncial Express 12 September 2013Fhe Hindy 25
October 2013).

Conclusion regarding India’s apparel industry

The progress in the liberalization of the Indiaxtite sector seems to reflect the overall progiessl

of India. There are some steps towards freer mgridtich are then countered by steps going into the
opposite direction. While the apparel companiesvega free trade in textile machinery and helped in
lowering the customs duty on cotton and synthetier§, it had no qualms to spur protectionist

reflexes, when it forced Indian cotton out of therld markets. These protectionist compulsions were
a result of the competitive disadvantage vis-athves Chinese apparel producers, which imported the

lion's share of Indian cotton.

The case study also demonstrates the governmeigtdy lreactive policies that impose tariffs or
liberalize trade not within a comprehensive sthatém deal with the long-term challenges of the
industry but rather to placate the short-term dedsasf the different industries’ associations. laste
the policies have been improvised, tactical andefloee internally contradictory.
The eclectic protectionist gambits by the Indiavegoment had led to immediate pile ups of not-
exported cotton and cotton yarn stocks, whose abitity eroded their price level, as the Indian
market was now awash with this feedstock of theasgdpndustry. The ban was especially frustrating
to the cotton growers and spinning mills, becabsedbmestic apparel industry did not fill the dethan
gap. The sewers were cash-strapped and increaginglyfed in a financial crisis. During the demand
boom in the mid-2000s they had overleveraged iermtal increase their production capabilities. This
debt-fueled investment spree had been enticedébgdtiernment sponsored TUF-scheme. The sewers
thus simply could not afford to increases purchasestton.
Therefore the intervention did little to pre-emptanishion the financial crisis in the textile inthys
The credit crunch was only resolved in 2013 after dtate-backed banks, which beforehand had been
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pressed to supply credits to the industry, reatnect the loans. Thus instead of resolving the
underlying structural problems of the textile intfysthe Indian government —at the behest of the
flailing sewers - had first punished the relativelympetitive downstream industries through ad hoc
measures, which frustrated the latter, but yieldely a passing boon for the apparel industry. All i
all, the intervention struck the cotton growerd thabsist by toiling on relatively small farms amart

the spinning mills that had extended a lot of agdid modernize their production facilities, withou

resolving the sewers’ underlying problems.

3.3 The lobbying of Brazil's car part industry

The tussle with the Brazilian steel industry
After the industry had weathered the transformatoncess triggered by the liberalization of the

economy, the auto parts sector turned quite saagaout their export potential. Despite the many
price adjustment of the suppliers of the raw matgrithe auto parts companies saw their exports
increase. The regaining of the competitivenessdesised from the widely available raw materials in
Brazil, the relatively cheap labor and a functigninetallurgy, as the Brazilian government had built
up several fully integrated steel millauto Press2000). Hence Brazil had become self-sufficient in
steel products from the 1960s onwards (Bergsman0,1943). Despite many organizational
deficiencies, resulting from building the steellmirom scratch without prior experience, which had
curbed the efficiency of the steel mills, the ingdysould rely on one of the world’s largest high-
quality iron ore reserves and the cheap supplytioéronecessary raw materials, such as limestone,
manganese and hydro-electric potential (Ibid, 1Tf)s is all the more important as steel is onéhef
most important inputs for the auto parts indusigspite the natural competitive advantage that the
steel industry enjoys, the auto parts industry basr since the liberalization of the economy
complained about the frequent tinkering of the Istedustry with the prices. According to the
industry’s business association, the share of ratenals in the cost structure has subsequenty ris
from below 40% in 1995 to over 60% in 2008. Thagares were used by the industry, to deplore the
price setting by their suppliers, whenever thestadinnounced price increases or when they thensselve
tried to pass on the cost increases towards thetomers, the vehicle assemblevalpr Econémico

5 May 2005;Exame 15 May 2008). Within this cost share of the raatenials, steel is the most
important factor. A representative of Sindipecasneed that flat steel contributed 15% of the pa€e
the final car, while alloy steel determined anotB&s of the car’'s priceMalor Econbmicp 15 May
2001).
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The attempts to dislodge/ circumvent the Brazitisael cartel
With the advent of the liberalization of the econoin the mid-1990s, the industry started to feel

sandwiched between the demands for price cuts fhemauto assemblers and the price increases by
the providers of the raw materials. A probe intdhia business practices and the price settingeof th
producers of flat steel, i.e. the single biggesittdbutor to the cost structure of a car, condudigd
CADE, the country’s antitrust body, shows the féagr price-fixing that is taking place in the
Brazilian steel industry. The three biggest prodsicEosipa, Usiminas and CSN, had been alleged of
having agreed on a hefty price hike in a meetingaaistry’s association, the IBS on 30 July 1996
(World Bank, 2004, 25). Although CADE and Ministgf Finance's Secretariat of Economic
Monitoring (SDE) issued a warning against this wédra the three companies went ahead and — with
marginal deviations in the price rates (betwee®%.&nd 4.09%) — they each announced their price
raise. This kind of parallel behavior can in Brepitm the “base for suspicion for illegality” (CUTS
International 2007, 14). As the country’s antitrustchdog, CADE, could not discern a “rational
economic explanation” for the rising prices, it fiouthe three steel companies guilty and imposed a
fine of R$ 50 million (CADE 2009, 26). This had be€ADE’s first punition of a cartel in Brazil.
This was welcomed by the car industry, which deggldhe negotiations with the suppliers of the raw
materials and called them “oligopolies”.

Nevertheless, the government body has remainedivedia ineffective. This has compelled the
Financial Times(23 December 2013) to deride CADE as a “burealecratisance with little real
power”. Its decisions were often overturned by p&lgr they were only allowed to investigate, after
important decisions, such as mergers and acquisitiad already been completed. Furthermore, the
steel industry in Brazil is still prone towardsgulpolistic overpricing because of the relativelwlo
punitive costs, imposed by CADE and the lack of pensation measures for the aggrieved victims of
the illegal price setting (Carrasco & Pinho de M&D10). The forging of cartels in the case ofldtee
further facilitated by the fact that rising pricedl not necessarily attract investments, becadshe
high sunk costs that can be expected. The Germaglauerate ThyssenKrupp for instance was
edged to the cusp of bankruptcy between 2013 ahd, 20ter the company had sunk over $15 billion
into a steel plant in Brazil and a processing imiélabama. But as the project has been plagued by
galloping costs and pockmarked with operationabfgms in Brazil, and was furthermore saddled
with overwhelming overcapacities, ThyssenKrupp esperately seeking to shed the Brazilian loss-
making subsidiary (e.gwWall Street Journal4 March 2014). With these difficulties that caa b
expected upon market entry, the domestic stees milly face the threat of imported steel that could
undercut their price-making capabilities in Brazil.

As a consequence, the steel industry and its cestmnmamely the car industry and the car parts
industry have sparred fiercely over the trade regimthe steel sector. Ever since 1999, when tlee so

successful investigation by CADE had been impogther investigations have been shelved or ran
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into an impasse. Thus Sindipecas and Anfavea tumebe relaxation of imports, to obtain a levy

against the pricing policies of the steel producers

But before they could solicit the abolishment ofstaim duties, they first had to fend off the
protectionist compulsions of the domestic steeligty. In February 2002 the industry bodies of the
vehicle assemblers and that of the producers of paits became very agitated after the steel ingdust
had managed to thrust a potential increase of mhgoit duties on all steel products onto the
government’s agenda. For this it had used a mdimhgn the US administration’s commitment to
free trade under George W. Bush. To placate theryanb the so called Rust Belt (cover economically
deprived states such as West Virginia and Pennsiglyethe US-president had imposed custom duties
on a selected number of steel types. This gambihbyUS-administration spawned heavy criticism
from around the globe. Even the EU-Commission anoed its willingness to usher in retaliatory
measures. While the US move also drew heavy fomfthe Brazilian steel industry, the Brazilians
government surprisingly refrained from indulgingaittit-for-tat spiral.

After the US government had extended their antiqgingnduties on steel originating from Brazil, and
other countries, the Brazilian Steel Institute hawbied for a linear increase of import duties teek
products, intending to enter the Brazilian marKeéte industry’s associations and the unions staged
protests and issued strident warnings over thengettal impact on the industry. While the unions
warned that the US tariffs would endanger 5000,jtihs industry bodies posited that the Brazilian
steel mills would lose out on $1 billion in revesu@ew York Timgs14 March 2001§. The
Development Minister, Sergio Amaral, echoed th&wwand publicly mused about the necessity of
such a measure. However, he dampened the expestétgzause increasing the custom duty would
first require consultations with the other Mercopartners as such a measure would necessitate the
increase of the Common External Tariff (CET), toiekhall Mercosur members need to give nod
(Folha de S Paulo26 February 2002; 27 March 2002). This sparkeavyrdobbying from the
Brazilian automotive industry, which are one of 8teel mills main customers as they buy up one
guarter of the products produced by them. The preduof autoparts sent forward the battle-hardened
president of Sindipecas, Paulo Butori, who madardieat such a step would necessitate increases in
the custom duties on the up-stream industries dskecautioned the government that custom duties
on steel products, amounting to 12% already exabdlese for car parts, which stood at slightly
above 10%. The president of Anfavea seconded titwying efforts of Sindipecas and pointed out that
higher protection for the steel sector would prdpédad to higher steel prices in Brazil, exacerigat
the problems of the auto industry, stemming fromithe production capacitiegEg$tado de S. Paulo

15 April 2002). Just a day later, after anothegthyg meeting with the Development minister Sergio

Amaral that lasted for two hours, Sindipecas’ mtest contended that the Brazilian government

® The New York Time$14 March 2002) reported that the protests byutiens took on “more of the air of a
block party”, where protestors “barbecued hambwgard danced cladded in swimsuits and Uncle Sam hat
between protest chants”.
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would refrain from heightening the custom duties sirel products coming into BraziVédlor
Econdmico 16 April 2002).

But the car industry did not stop at warding ofé threat of higher custom duties. It continued to
deplore that steel makers could leverage theirilpiliss of exporting steel to foist price increases
them. Thus while the steel makers could plausibigdten to take their products elsewhere, the car
industry had little leeway in sourcing productsnfrabroad and were thus severely restrained in the
price negotiationsExame 22 November 2002).

Therefore the simmering conflict lingered on, ug®05 when an egregious price hike by the Brazil's
steel mammoths reignited the sparring betweenabertdustries.

While Sindipecas alternated between the rejoicvgr the buoyant demand and complaints over the
limited production capabilities, as the “factor@® working four shifts, 24 hours a day, seven days
week”, according to Paulo ButorF¢lha de S.Paulo27 October 2004), Anfavea, the industry body
representing the vehicle assemblers started te whties on the government’s agenda, showing that
the price for steel had increased by 149% from dgnR002 to December 2004, and denoting a surge
in the prices for plastic (+95%) and one for norrdas metals (+79%)Fplha de S. Paulo5 May
2005). But even for Sindipecas, the steel indusityeasingly muscled itself onto the political aden

as steel prices continued to rise and the indusddy struggled to elicit price increases from their
costumers to compensate them for the increasd®indosts Exame,23 June 2004). These efforts
towards its customers, i.e. the car assemblerse aralleled by cost reducing measures. The
respected daily newspapéalor Econdmicq25 August 2004) even spoke of a fierce war thajesla
between the auto industry and the steel mills is preriod. Politically, Sindipecas wanted to obtain
resources from the government to expand their mtomlu capabilities as the capacity utilization
vacillated at around 90%. The second most importamplaint, however, was the surge in the
Brazilian steel prices. Thus it did not come asugpise to Sindipecas and Anfavea, when the
government razed custom duties on fifteen typesteél in March 2005, after the mining company
Vale (known as Companhia Vale do Rio Doce pric2@07) had raised the prices on iron ore by over
70% (Qiéario do Grande ABC4 March 2005). The Brazilian government used tphpootunity of
being able to put some goods onto the Mercosur's €kemption list and thus freed steel imports
from any custom duties. The decision was surrouredhuted enthusiasm on the part of the car
industry. It welcomed the decision but its repréatves reckoned that the decision would only start
to take effect in the longer term. While Sindipealid not utter any reactions at all, the auto
assemblers remained reserved. The option of immpupsdiieel from abroad as a substitute for Brazilian
steel was not a beckoning alternative for the ndustry at that time, because the price surge had
taken place on a global scale. Moreover, the camufaaturer's lobby group contended that the

freight, shipping and insurance costs would addtiadal costs of 15% to the bill on steel, sourced
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from abroad ffolha de S. Paulad?9 March 2005§.But Anfavea opined that the measure could become
an option for sourcing cheaper imports in the fatand that this possibility could be levied as a
negotiating tool with the steel industry in the aping contract negotiationg@lha de S. Paulo5
March 2005).

Almost immediately after the razing of the impatiffs, the global steel prices floundered, as €&
steel exports went up and high global inventoriesnpened the demand for steel. The car
manufacturers Volkswagen and Ford were the firstiport batches of steel from abroad, after the
negotiations over price rebates on Brazilian steel come to naughVélor Econémicp 18 August
2005). Thus the imports of iron and steel incredsam relatively modest $0.53 billion in 2004 bedor
the liberalization to $3.32 billion in 2008 (Condea2014). With the increasing cleavage between
sagging prices for steel on the international maded the staid prices in Brazil, the auto parts
industry revved up the pressure on the steel niiislune 2005 Sindipecas’ president personally
lambasted the pricing policy of the Brazilian ste®lkers that clutched to the old price level afl th
while prices had gone down by 20% in the intermationarkets Yalor Econémicp 10 June 2005).
Thus the industry used the zeroing of the custotiesltio increase the pressure on the domestic steel
mills and managed to eke out some discounts frarBtiazilian steel producers who were forced to
cave in, after the price differentials between diféerent steel products had become too glaring. In
2009 for instance the international priced for hoil stood at between $400 and $450, while the
Brazilian metallurgy solicited $700 for the sam@duct Estado de S. Pauld June 2009). With
these high costs for raw materials, the Braziliaioaparts industry incurs another competitive
disadvantage vis-a-vis the Western producers im-bggt Europe. According to the consultancy
Roland Berger, Brazil offer cost disadvantages tluehigher prices for raw materials, higher
distribution costs, due to a crumbling infrastruefucosts stemming from a suffocating bureaucracy
and impenetrable tax laws (the infamous “Custo iBjasnd lastly because of lower scale effects
(Roland Berger 2010, 9).

Over the next year, the industry bodies commissioseveral studies with the universal refrain of
input costs being too high. The perfunctory loblgyin this time served to ward off the steel makers’
demands for the re-introduction of custom dutiestael. The studies conducted by Sindipecas with
the support of the consultancy Booz Allen Hamilfery. in May 2007 and April 2008) also served to
identify bottlenecks in their supply chain.

But after a strong campaign, orchestrated by theziBan steel institute, the steel industry again
managed to wrest protectionist concessions fromBiezilian government. By rallying the labor

unions to their banner —including the largest ammdtnimportant labor federation, the Unified Center

* According to the president of Sindipecas, thig faas been used by the steel mills to slap a 15%ervence
charge (taxa de confort) on the prices for steeEkame,2 December 2005).
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of Workers (Central Unica dos Trabalhadores - CUte steel producers managed to hive the steel
products off the duty-free products list, that akempted from the common custom duties stipulated
by the CET (Ibid). Just three months thereaftendipiecas again complained over the price rises of
the steel producers that had insisted on a préeaf 13% on their products, which bore very close
resemblance to the reintroduced custom duty of 12%4% - O Globo,10 September 2009). Just
after the custom duties had been reinstated, theilzn steelmakers, CSN and Usiminas, sought to
renege on the discounts granted to their custoatetise beginning of the year and announced price
increases in the range of 10% to 13%. This emardistess calls by the car industry, which warned
that the price hikes on steel might thwart thepiemt sign of their recovery. This in turn engerder
warnings by Brazil's finance minister, Guido Mardedfe threatened to withdraw the reintroduction
of the custom duties, if the steelmakers were tticoe their price increasebdlha de S. Paulo22
September 2009). He warned that he would keep se @dge on the development of the prices and
opined that the high idle capacities would notifughe price increases of the steel producers. His

remarks were evidently seconded by the automatidestry.

Trying to spark unilateral protectionist measures
The Brazilian producers of car components loathed fteeing of trade, implemented through the

substantial tariff cuts by Cardoso’s administration1993. In order to break the hyperinflationary
spiral that had fed from ever-increasing pricegoads and salaries, the administration had sowght t
enhance the stabilization of the prices, by fuetiogpetition through lowering import barriers. Tead
policy was therefore subordinated to the overaglgoal of achieving price stability and achieving
credibility in the international financial marketafter the previous administrations had squandered
their respective goodwill with populist and unsusahle improvisations (Gomez-Mera 2007, 121).
This time the memories of the hyperinflation that &ttained annual rates of up to 2500% had stuck i
the politicians’ memories and most of the governimaembers remained firmly committed to the
price stabilization goal. Thus unlike the auto paetctor, the assemblers of cars - as arguabiydise
potent lobbying industry - were the only sectort thad been exempted from the thorough razing of
import tariffs (Schneider 2004, 219). Complaintsl aalls for protection by the foundering auto parts
industry by contrast were not abetted by the gawent, which pointed out that the macroeconomic
stabilization was not yet cemented and feared aaveling of their stabilization efforts, if they vee
to cave in to protectionist compulsioisxéme 3 July 1996).
With this steadfast commitment, the government iradempted lobbying efforts by the industry that
realized that they would be to no avail. Instead ithdustry body focused on accompanying the
strenuous restructuring efforts undertaken by thmmbers. While the industry started to adaptfitsel
to the new circumstances, the industry was incngasiriven. Reflecting the bifurcation of the
industry into tier-1 suppliers that cater direditythe car assemblers and the other suppliers math
direct contact to the car manufacturers, Sindipecas threatened by an internal split. The industry
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body’s president avoided this looming threat, gating two forums for the two respective economic
currents under the roof of Sindipecas. The presidenthe other hand was mandated to mediate
between the two sides and to broker compromigat( Econdmicp15 April 2011).

After these turbulent years in the direct aftermaitithe reforms, the industry managed to stabilize.
Therein it was assisted by the local content ndeich — albeit diluted and lowered — assuaged the
restructuring pains by forcing car assemblers ezBito source 65% of their components from Brazil-
based factories. This allowed them to coast intdile/inds of the debt-fueled buoyant demand from
the 2000s onwards. In February 2001, the auto paitsstry barely demurred at the introduction of a
provisional measure that introduced a 40% deduatiorthe custom duties paid for imported auto
components, by the assemblers of cddnnoticed by the industry, this provisional measewen
turned into law as the Congress had decided tofumwisional measures into law, if the measures
were not rejected within a certain time franvalpr Econémicp3 February 2006). Thus they became
set in stone almost by accident and were bareigewby the industry.

The benign neglect of the barriers for imports ¢gjeghwith the rise of the Asian competitors. In 2000
the share of the value of imports from China andt®dorea meandered at only 0.5% and 0.6%
respectively. Instead imports from the US and Geymnaach with a share of almost 20%, topped the
list. But this share lurched downwards to a litileer 10% in 2013. Chinese and South Korean imports
by contrast surged in absolute and relative temascatapulted both countries to tHeahd ' place
respectively. With a share of 8.4% to 8.6%, redpelst they are sharply trailing the old
heavyweights, Japan, Germany and the US. In thly €800s, the Brazilian industry was still
optimistic that the rise of China would lead tolreg demand for Brazilian auto parts. During the2200
presidential campaign they penned letters to theeomling presidential candidates asking them to
stimulate the demand for cars and auto parts. DBoeshp the demand for Brazilian products they
clamored the candidates to negotiate free tradeeawnts with China and India because they
allegedly both featured similar consumption pateas Brazil, making it likely that the Brazilian
companies were well placed to cater to their dem@ralor Econdmicp 24 July 2002). This
assessment of China as a huge market for Bragtasucts started to turn sour just a few years,late
when the exports to China started to sputter aste&al the imports began to be ratcheted up by
companies based in China. Although Brazil stillgekait a small trade surplus in 2005, the worries
over China as a competitor were fueled by the dysranby which China started to substitute imports
through strong investments by foreign multinatignahd domestic players. The changing tides were
likened to the rapid ascent of South Korea andrdapdy that China had an even vaster population,
thus being more ready to emulate and outstrip dineclost strategy steered by Brazilian companies.
The threat of China was much stronger accentuatdgrazil, because they encroached on those -

rather low-tech - product segments, where Brazitisoducers had carved out a niche for themselves.

® This policy was tailored to the demands of theasmemblers, as retailer, who would not processateparts,
but rather resell them continued to pay the fuitom duties, without the rebate of 40%.
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Thus they started to sound the alarm, when Chifiasklights and tires were offered at much lower
prices in Brazil than those manufactured in Bradéspite the custom duties and the freight costs
(Valor Econbmicp7 December 2005). In 2005 the industry clamohedgovernment to abolish the
reduction worth 40% on the custom duties paid enriports of car parts.

In 2006 the Chinese manufacturers — despite haaaihgeved only a scant trade surplus — started to
flex their muscles in Latin America. Théalor Econémico(31 March 2006) quoted an executive of
Lifan Industry, who visited Brazil, as having salthat his company wanted to continue to learn
building engines and vehicles whose technology they still not mastered, to avoid imports into
China. The worries were also not eased by the laality of the first Chinese cars, showcased at auto
fares in the region, such as in Caracas, Venezlredgead Sindipecas’ president pointed out that the
first Japanese and South Korean cars had alsodezi@ed by the competitors but then, within a few
years, they had become the fiercest contestaiei Econdmicp7 August 2006).

The surge in imports from China further jangled therves of the industry’s companies and
representatives. The unease of the industry wasapla when the Asian competitors had started to
shap a substantial and growing share of the masket the next years. This development was
steepened after the global financial crisis hadhgdad the demand for cars on a global scale. The
Brazilian demand by contrast had proven relativeigunch, thus attracting the interest of many
companies from abroad that sought to utilize tlulér production capacities after the growth slumap,
reduce their costs and rev up their revenues. A0€9, the industry for the first time since 2002
posted a substantial trade deficit. As Sindipepassident, Paulo Butori signaled that this trendileio
likely accentuate over the coming year, the ingqusame through to the government in April 2010.
No one less than President Lula da Silva was se tpersonally concerned over the widening trade
deficit in the auto-parts industry and the eleagsrsector. The development minister, Miguel Jorge,
also rushed to assure the public that the admatiistr was “sensitive” to the industry’s deman@s (
Estado de S.Pauldl4 April 2010). From there on the government@esiy pondered the idea of
razing the rebate of 40% on the custom duties fmidmported car parts, which had lowered the
tariffs to effectively 8% to 10%HBxame 14 April 2010). Although the car assemblersctrie
intervene and cautioned the government and espetie Finance Ministry over the detrimental
effects on their cost structure, the industry wade a@o maintain the momentum for increased
protection, as the trade unions, such as the WhWflerkers Central (CUT) and allied industry bodies,
such as Abifa, representing the Brazilian foundnguistry and Abimag, the industry body for
machinery and equipment, threw their weight behimel demands and met with the Minster for
DevelopmentVYalor Econdmicp28 April 2010;0 Estado de S.Paul@8 April 2010).

Although the Finance Minister still had some objats, the government decided in May 2010, to stop
the reduction in the tariff rates and to reverthe levels, applied prior to 2000 (Estado de S.Paulo

7 May 2010). The protests by the auto assemblatsbkan tempered by Sindipecas, which offered

that it would collate a list of those products thetre not produced in Brazil and could therefore be

23



imported at a significantly reduced import duty.tiMihis tactic, it countered Anfavea’s argument tha
the rise in the effective custom duty rates wowddl to rising prices for cars and therefore stoke
inflation. This gambit blunted the confrontationtwween the upstream and the downstream industry
and allowed Sindipecas to insist on this protecsiotweak in the legislation, by stamping out the
former provisional measure granted to the car askemin the early 2000s.

As the complaints by the car assemblers over tladitguand the prices of Brazilian-made auto parts
showed, it was unlikely that the steady streamngddrts into Brazil would be clogged up by this
moderate increase in the custom duties. The inglsstin remarked that the import stream had barely
been dented by the re-established former custory thwels. Thus when the car assemblers,
represented by Anfavea, lobbied for increased ptioie by clamoring the government to raise the
industrial-product tax for imported cars, Sindipecaased the opportunity to lobby for a ramped up
local content rule. While the official local contenle stipulates that the assemblers need to saitrc
least 65% of their components in Brazil, Sindipezagied that this rule had been diluted by a flawed
formula that allowed the car assemblers, to dedasts, stemming from activities unrelated to the
production process, as locally sourced servicegroducts, which included expenses for marketing
activities and political lobbying. Moreover it lanted that insufficient controls has led to the theit
parts in cars imported from Argentina were mostlyrsed from China, but that the Brazilian customs
could not ascertain their origins, because of wdthand insufficient surveillance mechanism. Thus,
as soon as Anfavea lodged studies over the negcedgitrotectionist measures for its members with
the government, Sindipecas was quick to remindgthwernment over the need for local content rules,
which would have more teet(Estado de S.Pauld June 2011). To come through with this demand,
the industry sidestepped other issues, such asaseading effects of the panoply of taxes on their
activities, the high social security contributicarsd even the high capital cos® Estado de S. Paulo
13 June 2011).

Because the Brazilian makers of auto parts wetd rigexpecting higher demand from domestically
manufactured cars, rather than from imported oiney, supported Anfavea’s demands for raising the
sales tax, called industrial-product tax (IPI) lmported cars, to render the latter less competiBut

it never failed to try to thrust the need for adteted national content-rider onto the politica¢radp.
Thus it cheered the eventual raise in the IPI-rate80 percentage points to 37%-55%, promulgated
by the government in September 2011. The only wagwoid this raise was for car assemblers to
spend 65% of their expenditures in Brazil, makihgpliactically impossible for importers to be
exempted from the tax increase. These new ruleg weibecome effective starting the next day
(Exame 19 September 201The Economist24 September 2011). By hastening the process, the
Brazilian government was likely to make themselgesceptible towards allegations by foreign

importers who - according to the WTO stipulationshould be granted a 90 days’ notice before

® Anfavea only managed to extend the stipulatedipbasut period of the legislation from initiallyxsinonths to
nine months, because some orders were still bemzppsed\(alor Econdmicp17 June 2010).
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changing the lawThe Economist24 September 201Malor Econdmico 13 December 2011). By
rushing to implement the rules the government, ragnait putting an instant stop on the rising imports
also put the investment plans by different foresgmpanies in peril. While the companies already
present in Brazil lauded the government’'s gamb#, requests of the Chinese Chery Automobile and
JAC Motors, as well those from BMW and the Japar@saiki to build up factories were snubbed by
the Finance Ministry and even to a lesser degreéhbyDevelopment Ministry. Anfavea threw its
weight behind the Finance Ministry’s position byioting that the government needed the revenues
and should refuse to budge in order to achieve lanbad fiscal budgetValor Econdémico 13
December 2011). This might have been the first ttheg a Brazilian industry body lobbied the
government to prioritize fiscal consolidation ovee economic development, strongly indicating that
Anfavea flagrantly aimed to reduce the competitivessure, even if it stemmed from factories in
Brazil, which are buckled by the same costs as trey While those companies with concrete
investment plans tried to reason with the curratmiaistration, the association that represents the
importers, Abeiva, tried to harness the politidalut of former Development Minister Miguel Jorge,
by hiring his consultancy, which he had foundeeralfiis stint in the second Lula administration. Mr.
Jorge had, when he had still been in office in 204fiown himself sensitive to the industry’s
protectionist demands. Now, as a hired gun, hisaltency aimed to ease the access for foreign
imports by trying to alter the IPIl-increase in thgorters’ favor. The importers at least managed to
galvanize the opposition of the Northeastern Biazistates against the legislation. The governbrs o
Bahia and Pernambuco both alleged the governmedatofing the Southern regions, where 46 of the
49 Brazilian car factories were situated, while snelden rise in the IPI-rates would deprive thetiNor
from future investments by foreign car makers (lbiBut this intervention in November and
December evidently came too late, as the legisiabiad already been promulgated and enacted

overnight in September.

Just a month after the changes had been introdheeduto parts industry bewailed the fact that the
production of cars had decoupled from that of the garts. A study by the car importers’ lobby,
Abeiva, corroborated that the share of imports ftbm members of Anfavea increased from 17% to
22.3% since the introduction of the polidyalor Econdmicp13 December 2011). The trade deficit of
the industry was projected to increase even furtier the next years. Thus Sindipecas continued to
lobby for a change of the formula with which the ocgakers ought to calculate their local content.
Sindipecas urged the government to apply the 659l lcontent requirement as a share of the costs
incurred in the production process by the assemlaad not use the prices for cars as the baseline.
Using the gross revenues as the baseline for tloeilggon of the local content rule allowed the
automakers to also include marketing costs thusciag the need for actual content of domestically
manufactured car components in their calculatitmgjualify for the reduction of the IPI ratedlor

Econbmico 17 November 2011). In April 2012 the governmeitk@d up on the arguments of the
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auto-parts industry by echoing the exact same ldgt Sindipecas had been voicing over the past
months. It declared that the policy did not makesse as the assemblers could include spending on
“manpower, advertising and public relations”, tffifuthe local content quotaExame 4 April 2012).
Subsequently the government has decided to reShghie local content rule. Instead it now reduces
the level of taxation for cars by a gradual apphodkhe higher the costs incurred by purchasing
domestic car components or raw materials, the highe tax deduction for the cars. Now the
companies will have to submit their cost sheethiéogovernment, which will assess how much the car
makers spent on domestic components, apply a viregghitdex for the purchased car parts and then
calculate the tax rebates for the different cadpoers Exame 4 April 2012; Roland Berger 2012,
29). But even this tweaking of the existing rules mot yielded a turnaround for the producers of ca
parts. Parts from East Asia are still outstrippihgir Brazilian counterparts in terms of qualitydan
pricing. Hence the trade deficit has inexorablyréased over the past years, despite the government
initiatives to shore up the market share of the etin producers. While Sindipecas’ president now
faults the laggard surveillance over the importaedtgy allowing the automakers to circumvent the
local content rules, the association is left pridjecever-increasing records of their trade defirit
lay-offs linked to the imports flooding into Brazilthough the government announced in 2013 to
improve the traceability of the imported car patt® auto parts makers are still waiting for the
implementation of a thorough data collection progrthat would allow the government and the
industry to enforce the local content rubMS 9 September 2014).

Conclusion regarding the policies in Brazil’'s cadustry
The positioning of the Brazilian car industry isstmiking difference to its preferences in the dissa

before the liberalization. In those years, it halérated the high prices of the steel producergreds
now it railed against unjustified price hikes aradively lobbied the government to wrest pricing
power from the oligopolistic domestic steel congbvates. It prioritized the liberalization of thest
imports on its political agenda to benefit from thteel supply glut coming from China. The
availability of imports were also seen as a wapreak or at least dilute the steel cartel and asme
the car industry’s purchasing power. The Brazilgovernment - caught between the volley of
accusations between the steel and the car indusiopsistently vacillated between liberalizing and
protectionist policies and jettisoned the policieshe protests form the opposing side became too
strong.

But just like in the other, above described caséigs the lobbying of the car parts industry can be
described as Janus-faced. While it cried out ag#mesprotectionist bouts in the steel industrydid

not hesitate to jump on the protectionist bandwagadmen its customers, the car assemblers were
granted trade restrictions. As the car assembkisbleen placated by the indirect increase of custom
duties, they could hardly fend off the requestifareasing the share for the local content rulefaBo

this rule has failed to stem the constant declihthe industry’s competitiveness as the net imports
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continue to go upwards. At the same time, the looaltent rule reduced the competitiveness across
Brazil's car complex. The success in erecting irhparriers of the car parts manufacturers traeslat
into increased costs for the car assemblers whietsabsequently saddled with yet another pricing
disadvantage over their East Asian competitorgh&scar industry had beforehand been compensated
with the uptick in import barriers, the episode gde show that there is still a potential for an
escalating protectionist race, wherein the respeatiomestic industries would become their own
worst enemies. In the words of Rivoli (2009) thex@ threat that the “narrow successes of each step
in the value chain in keeping foreign competitianbay could, collectively, imperil” rather than

improve the industries competitiveness.

4. Conclusion

Overall the governments in both countries have shtvemselves very responsive to the lobbying
attempts of the different industries. While the @sitic industries have contributed to consolidage th
trade liberalization of the 1990s, they have alsmmounded the problem of an exemption and
loophole-ridden trade regime that has been theomecof the bickering over and the tinkering with
the trade regime policy regime by the differentusidies. Moreover the industries —consistently
besieging the governments - have torpedoed vatiguke agreements and scuppered the incipient
attempts of the governments to embark and embraxhesive trade policy. In some industries the
government blundered into a series of trade mistilagiskept the domestic industries off balance,
disheartened potential investors and failed tonbtiee decisions of the economic actors.

Overall the passivity of the governments and tlo& & a comprehensive goal or strategy have led to
the fact that both Brazil and India remain reldgyivelosed economies. Sadly both countries’
economies could use the infusion of productivitg @purs in innovation, which usually accompany
the opening of economies through the increasedadifitly of better intermediate goods, capital geod
and the daunting loss of competitiveness that ghed industries to continuously improve their
performance.

Whether they will embark on a spree of politicallyallenging, truly liberalizing reforms will depend
on other factors. The dissertation project placegehon the unrest and dissatisfaction within the
population over the stalling growth in the emerginarkets and the lag in the employment creation by
the manufacturing industries that could enticegbeernments. This could nudge the government to
conduct a thorough overhaul of the trade regimigoith countries, similar to the episode in the 1990s
when the countries had emerged from bouts of hgfiation and balance-of-payment problems. This
would also grant the broad population purchasinggrpthus reinvigorating the economic growth in

both countries.
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