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Executive Summary







The emergence of policy competition for attracting investments --especially foreign direct investment -- as a major policy issue, is very recent in Brazil. From 1955 through 1980 the distribution of federal subsidies and incentives was guided by the imports substitution policy. 




The concentration of industrial policy tools in the hands of the Federal Government throughout the entire import-substitution period virtually made policy competition a non-
issue at the sub-national level
.
 Additionally, from the end of the 1950s onwards, the Federal Government defined the guidelines, objectives and mechanisms for regional development policies designed to encourage the inflow of new companies and investments to North and Northeast Brazil. In other words, industrial decentralization and regional development policies were managed, in financial and administrative terms, by the Federal Government and its organs created specially for this purpose.



 During the 1980s and into the 1990s, the worsening of the macro-economic scenario lead to a growing deterioration of the centralized mechanisms for the promotion of investments that had characterized the previous stage. Not only was there a reduction in the Federal Government’s capacity to bear the costs of promotional schemes  intensive in fiscal incentives, but there was also a reduction in its efficiency in terms of coordinating the incentives and expectations of the agents involved in the investment decision and its implementation.



 Through the 1980s, the Federal Government's industrial policy gradually was "dissolved" by the macro-economic evolution and by its negative effects on the investment rate of the economy and the country's relative attractiveness for Foreign Direct Investment (FDI) flows. This same evolution explains why, through the course of the decade, the space left by the Federal Government in the area of industrial promotion was not filled by sub-national governments; there was little dynamism in the investments and, therefore, weak demand for incentives, even though the States defined policies to attract new projects.



 It is, within this scenario of growing macro-economic and r
egulatory deterioration that emerged
, at the end of the
 1970s
,
 and
 consolidated,
 
 in the 1980s, 
 a "fiscal decentralization" process which favours State
s
 and municipal finances, culminating with the elaboration of the 1988 Constitution wherein the fiscal federalism principle is combined with concerns as to the reduction of regional disequilibriums.




 The increasing weight of the fiscal decentralization during the 1980s, merged with the macro-economic and regulatory crisis to remove the politico-institutional importance of the control mechanisms on competition for investments created in 1975. The States started to develop programs to stimulate the new investments, but of limited efficiency given the prevalence of macro-economic disincentives to investment.



  On the eve of the macro-economic stabilization plan adopted in July of 1994, sub-national governments seemed to have already developed a wide range of incentive based instruments to attract investments, incentivated by the Federal Government's retreat in the industrial policy field, by the permanence of elevated inter-regional desequilibriums and the strong spatial concentration of industrial activity and, finally, by the availability of fiscal policies and resources in the hands of the States and municipalities, principally as of the 1988 Constitution. The obstacle to the firming of this potential resides essentially in the low investment level and consequent low demand for incentives.



 The drastic cut in inflation levels as of July 1994 and the adoption of a series of liberalization measures of invest
ment and foreign trade policies
 marked a radical alteration in the environment which conditioned the adoption of policy competition initiatives at Federal and sub-national governmental levels.



 Very generically, these changes started to create the conditions for a new cycle of productive investments and for the reinsertion of Brazil in the route of the growing flows of Foreign Direct Investment, thereby "activating
" policy competition in Brazil.
. Succeeding a period of fiscal decentralization and retreat by the federal government in the field of promoting investments and the centralized regulamentation of regional policy instruments, this change in the rules of the game kicked off a new phase of intense competition between sub-national governments to attract new investments - competition which, in this context, will inevitably have a high conflict potential.



 The more that the perception is consolidated between politicians and academics that trade liberalization, sub-regional integration (Mercosur) and regulatory aggiornamento tend to have very differentiated impacts, region by region, the greater the accentuation of the inter-regional disparities in benefit of the country's South and Southeast regions.                   



 While policy competition has became particularly intense at the sub-national level, the Federal Government is by no means immune to it. Firstly, the regulatory aggiornamento initiatives in themselves were, many times, justified through the necessity to overcome the competitive handicap Brazil had been left with by inadequate policies in the fight to attract foreign investments. Secondly, the Federal Government has been responsible for the most elaborate initiative of all for the putting together of a sectoral investment incentives regime -
- that of the Automobile Regime
 -- whose explicit motivation was the necessity to compete with a similar regime implemented in Argentina, that was seen to be "deviating" to that country the investments from that sectors' companies programmed for the Mercosul.



 Not only
 did the Federal Government has
 an active posture in the policy competition -- referred to essentially in relation to Mercosul partners (and Argentina in particular) -- but it also avoided any kind of control of policy competition at the sub-national level, which was authorized by the legislation in force.



 The package of transformations underway in the Brazilian economy leads to a re-ordering of the hierarchy for the spatial allocation of industrial investments and, many times, alters entrepreneurial perceptions as to the opportunity costs of spatially relocating industry. In general terms, these changes lead companies to "relativise" their past options in terms of localization, broadening -- at least potentially -- capital mobility and, thereby, activating the interest of States and municipalities into acting to attract new investments.



 Another result of this revisional process of companies' locational criteria is that foreign direct investments tend to be important agents in the process of restricted industrial deconcentration, which had benefited growing non-metropolitan regions of the country's Southeast and South. A great part of the recent investments in sectors such as automobiles, and autoparts, IT, electro-electronics, and telecommunication equipment, are accompanying this locational logic. A second locational track is being developed, in pa
rallel, linked to the logic of
 reduction in production and export costs
 of traditional sectors and of 
 proximity to markets, in sectors of consumer non-durables, in benefit, more than anything, of the Northeast
 States
.
 I
n the cases  where investments were decided acording to concerns about production c
ost reduction, those decisions 
usually involve the relocation of industrial plants formerly based in the Southern states.



 Whilst the first locational logic mobilizes the competition to attract investments between the South and Southeast States
, the second puts these States against those of the Northeast -- particularly when dealing with relocational projects of industrial plants (and not of the addition of new capacity in the Northeast) -- and incentivates the competition between the Northeastern States to attract new investments.



 This competition framework of all against all has rekindled an intense debate over the costs and benefits of policy competition. In general terms the strict association of policy competition at the sub-national level with the "fiscal war" between the States, delimits evaluations as to the costs and benefits, restricting the undertakers of the competition to the responsible politicians of the poorest States.




 The balance of t
he different arguments shown in de debate
 suggests that policy competition has been ident
ified in Brazil 
 to
 the so called "fiscal war", which makes the whole process of competition vulnerable to criti
cisms directed to this specific dimension of competition
. 
T
here also seems to be little legitimacy in the reduction of the policy competition theme exclusively to the dimensions of the "fiscal war", since it is comprised of other components and is inserted in a broad redistributional movement of resources and responsibilities between the different levels of the public power and, particularly, in the State reform process at the national and sub-national levels.



 The sub-national strategies to attract investments vary in accordance with the economic and politico-institutional characteristics of the States, as well as with the type of investment intended to be attracted as a priority. In this case, the strategies suffer some adaptations in function of the sectoral characteristics of the investment, as well as its origin (whether domestic or foreign).



 Nonetheless, these strategies do seem to have a "hard core", composed of the following elements: 



- the offer of a "package" combining State fiscal inc
entives
 and municipal incentives (exemption of municipal taxes) articulated to a financing mechanism subsidized by the debts generated by the incentives.




- the offer, at subsidized conditions, of public investments - shared between the States and municipalities in the infra-structure specifically demanded by the project intended to be attracted: infra-structure of access and transport, telecommunications, energy and gas, besides land equipped and ready for installation of the company.



- the carrying out, by the State through its specific organ, of the function of coordinating agent of relations between the investor and his/her different intermediators in spheres such as the federal (concessionaries of public services, financing organs), the municipal and the State itself. The exercise of this function by the State reduces the transaction and start up costs of the venture and seems to be especially relevant when the investor is a newcomer to the Brazilian market.




- an intense articulation between States and municipalities throughout the entire process of attracting and negotiating with the investors, culminating with the sharing, between both, o
f the investment costs in infra
structure and fiscal incentives
.



- the preference for major industrial projects and major investment volumes, which reproduces the stance against small and medium sized companies which impregnates traditional Brazilian industrial policy. The structuring of State institutions oriented towards the attraction of investments and professionalization of this function does not seem to be producing any substantial alteration in this policy orientation.



 Besides this "hard core" of instruments, recent experience in Brazil indicates that there are other components to policy competition, of very varying relevance, in terms of the States and the investments they intend to attract.



- the adoption of privatization programmes of companies providing public services in the field of infrastructure. The presence of this component in the strategy of different States depends, first and foremost, on the existence of an inventory of "privatizable" assets in  State hands.




- State participation, in the capital of major ventures, via direct injections or by means of a development fund. 
 It is not obvious that this equity participation is an incentive, at least for those companies which can have an easy access to lowcost funding. In these cases, it could be suggested that the holding of an equity share by the State “formalizes”its commitment to the project, acting -for the company- as a political risk-mitigating factor. 



- the training and qualification of direct and technical labour, with costs either partially or fully assumed by the State. This element seems particularly relevant in the policies to attract investments from the South/Southeast by the Northeast States.

              

 In terms of the dynamics of the competition for new investments, four points deserve emphasis:           

        

- Firstly, the negotiations are made on a case by case basis for major projects and there are thus discrepancies between the incentives foreseen in State legislation (programmes approved by Legislative Assemblies) and the "packages" negotiated and contracted by State Executives. These contracts are secret, which removes all transparency from the process.




- Secondly, the "bidding wars” of incentives is a reality, just as much between States as between municipalities. In the case of the automobile industry the contract negotiated between Volkswagen and the State of Rio de Janeiro two years ago, foresees the granting of fiscal benefits for a period of five years. In the recent agreements made between the State of Rio Grande do Sul and GM, the terms of validity of the incentives is apparently greater than thirty years. 
.



- Thirdly, there is some evidence that the “bidding war” of incentives tends to extend to the fields of regulatory derogations targeted at removing obstacles to the new investments, stemming from State laws or norms -- or which depend upon the State for their enforcement -- and considered too rigid by companies. Hypothetically, this could be the case of environmental legislation and labour and union norms that are of national influence but unequally applied amongst regions and States.





- Fourthly, the regulatory and institutional dimension of the competition for investments gains importance in hand with the growing importance ascribed to this dimension in the definition of the location of an investment. Privatization programmes of public services, capabilities-buiding (of the State and workers), inter-institutional coordination between States and municipalities and investments in social infrastructure are components becoming more and more important in the pattern of competition in force at the sub-national level.



 In this sense, an interesting diversification of the instruments drawn upon by States to attract new investments can be observed. Although the inventory of instruments at the disposition of the States was, at the beginning of the 1990s, reasonably homogeneous 
 as competition was "activated" not only were new incentive based instruments designed (such as State financing funds) but also regulatory mechanisms (such as privatization) were increasingly mobilized - even to the point of backing the new incentives. 




 
Although all of the units of the Federation formally have at their disposition an arsenal of instruments based on fiscal-financial incentives and the provision of infrastructure, the current dynamics of the competition has introduced differences in this "official inventory" of effective instruments and strategies to attract investments
. Moreover, the degree of "activism" varies State by State, as do State strategies in terms of the combination of the diverse elements of which they are composed.




 In 1995, the Mexican crisis and growing trade deficits lead the Government to, first, increase import tariffs on automobiles to 70%, and later, propose import quotas. The government ended up eliminating the import quotas after consultations were made to be WTO. The idea of a special imports and exports regime reappeared, but now with greater stimulus to investments and with the possibility, for companies installed in Brazil or with investment projects, to import finished vehicles at a reduced tariff, given the high tariffs in force. Since the characteristics of the current Automobile Regime discriminate against those who do not make investments in the country -- that is against the companies not installed in the country, the government established import quotas at tariffs reduced by 50% for those firms in this situation from Japan and the European Union.




 
 The Automobile Regime consists essentially of a reduction in import taxes on capital goods, raw materials and finished vehicles. Additional incentives were created for the companies located in the North, Northeast and Mid-West, considered to be Brazil's lesser developed areas. These additional benefits consist in exemptions from federal taxation, a longer term to reach the compensation proportions and national content index. The beneficiaries of this regime are the companies that produce autos, light vehicles, trucks, buses, tractors, bodies, breakdown trucks, parts, accessories, componen
ts, kits and subkits and tires. 
The Regime is valid until 31/12/99 in the South and Southeast and until 2010 in the North, Northeast and Mid-West States.





 The dispute between States to attract automobile industry investments illustrates the difficulties to establish a cooperative action between State governments and the federal government's limitations in imposing fiscal discipline on the States. The result of this dispute is a loss of funds for the economy as a whole, a non-optimum allocation of public funds and a stimulus to the creation of production capacity which may generate serious problems of idle capacity in the future.



 Although there is no clearcut evidence on this, it seems that assemblers and their main suppliers took the decision to create or increase their production capacity in Brazil independently of any State subsidies. The basic or economic reasons were the stable growth path experimented by the Brazilian economy since 1993 and particularly by the automobile market. Furthermore, the federal government decreased the investment costs in imported machinery and temporarily reduced the acquisition costs of imported inputs. The economic context and federal regime already constituted sufficient incentives for the growth of the industry's capacity. Why then did the State governments add subsidies to this already favourable situation for private investment? 



 The answer seems to involve the fact that the political and economic return related to the attraction of an assembler, together with the investments related to the plant, is high for any State individual. It is very difficult for the initiative to restrain the ceding of State incentives  from the States that have the potential to receive the investments. A voluntary agreement between States to restrain the incentives would be difficult to accomplish because the incentives for free-rider behaviour are large and the economic and legal sanctions virtually inexistent, at least in the short term.





 The Auto
 Regime reduces the expenses with investment and operation through a reduction in the cost of importing machinery and inputs, and provides a temporary advantage to the assemblers installed and investing in the country since it permits the import of finished vehicles at reduced tariffs. Car imports at reduced tariffs are a competitive weapon against firms that are not undertaking investments or exporting from Brazil.



 As investments are perceived as a key tool for access to the advantage of vehicles and inputs at reduced tariffs, the automobile industry regime will generate an excessive expansion of automobile capacity. Nonetheless, the mechanism which permits that the newcomers, which are all new investments, do not need to respect a specific limit for the purposes of considering investment expenses as additional exports, may stimulate an anti-export stance for the investments, particularly in the first stage. Firms may have access to the benefits without needing to export.



 The federal regime incentivated the assemblers (already installed in the country or not) to produce many of the imported models, creating plants of not necessarily optimum scale and a domestic production with a diversity of models which may fail to find demand in the future. In this context, the State incentives, by reducing investment costs even more, could accentuate the existing over-investment tendency in the federal regime.





 As of 1996, import investment decisions were made in the automobile industry, concerning capacity expansion of the existing assemblers and entry of new assemblers in autovehicles, commercial vehicles, tractors and autoparts. In this last sector, acquisitions of national companies by foreign firms mergers have been more important than capacity expansion. It is undeniable that the benefits from the Automobile Regime contributed to increase the volume of investments of the automobile industry and that the exemptions granted by State governments certainly contributed to change the spatial distribution of the investments. The fundamental motive 
of the new investments has, however
, been an expansion of domestic d
emand over the last five years.








 An albeit preliminary, evaluation of the costs and benefits of the ongoing competitive process between sub-national governments and the government's initiatives to attract investments, permits the following conclusions.



 At the federal level, th
e establishment of an Auto
 Industry Incentives Regime -- currently suffering contestations by several of Brazil's trade partners -- reproduces an industrial policy model typical of the period of imports substitutions: strong sectorial discrimination, penalization of other sectors of the production chain (autoparts) and the granting of levels of protection to the sector's end-of line companies that were unheard of prior to the 1990's period. This Regime -- and the implicit appreciation that it ascribed to the automobile sector and its investments -- tends to induce two effects.




- At policy levels of the sub-
national level the reproduction
 of specific mechanisms to attract automobile investments, with a 
strong discriminatory component; and





- At the investments level, decisions as to the investments volume, production scale and location of plants, strongly tied to the offer of incentives, which determines the existence of a high potential for allocation distortions and the maintenance of protectionist demands and rent seeking behaviours by the industry.



 From the federal point of view, a "fiscal war" without rules and limits necessarily leads to a negative outcome game, in terms of the financial equilibrium of the diverse levels of government. The case of the incentives granted to the automobile sector is paradigmatic in this respect, with the aggravator represented by the fact that it was the Federal Governemnt which established the precedent, in terms of the setting up of a sectoral regime that strongly discriminatory and supported by incentives and protection, thereby inducing the States to engage in competition wherein automobile investments are discriminated favourably and fiscal dismissal reaches apparently unheard of limits.



 The policy competition between States to attract automobile investments is characterized by: 




- a dynamics that is more and more closer to an "b
idding war” of incentives model
; and




- an implicit definition of "strategic” priority, which seems to legitimate a priori -- and without any economic justification -- the granting of incentives specifically designed for the sector
.





�

The predictable effects of this competition based on growing incentives are the following at the sub-national level:



- the production of important fiscal impacts , although of difficult quantification, at the State and municipal levels, given the volume of the incentives and their long term validity;



-- the establishment of a relationship of dependence - economic and political - of the government in relation to the sector, with potential impacts on the Federal Government’s trade policy, as State governments more and more become spokesmen of the industry’s protectionist demands;




- companies’ efforts as
 to
 
“
capture
”
 
 incentives and public funds strongly concentrated in the projects’ first years so as to minimize the risks associated with political change and the fiscal unsustainability of these same incentives.



The recent discussions in the Federal Senate in relation to the legality of the agreements negotiated between the States and companies suggests that the “political risks“ of revision of the granted incentives are not to be ignored, a perception which certainly induces companies to strategies of anticipating the revenues from the incentives and the demand of inclusion of mechanisms in the agreements to mitigate such risks (the case, once again, of GM in Rio Grande do Sul). 



Analysis of the policy competition process in Brazil seems to provide evidence that the greatest efforts -- federal and State -- to attract new investments converge on the automobile sector and that it is there that a great part of the “excesses” with which the “fiscal war” is identified are concentrated.






 I
t seems clear that if it were not for the efforts specifically directed to attract automobile investments, it is very unlikely that the competition between States would have acquired the visibility that has characterized it over recent years in Brazil and very unlikely that the State initiatives be so easily criticisable within the context of this discussion.



Indeed, at the federal level, the regulatory aggiornamento measures -- determined to a certain extent by the interest in attracting foreign investments -- head towards a liberalization of infrastructural markets and eliminate State monopolies and horizontal and sectoral discrimination against foreign companies. In contrast to what can be seen in the only incentive-based federal initiative of policy competition -- the Automobile Regime -- in these cases the Government’s policies tend to eliminate the conditions which provide rent seeking in diverse markets. 
 Nevertheless, it must be admitted that the final results of these changes (in terms of contestability of the markets) depends, to a great extent, on the new institutional framework for the regulation of infrastructural services markets and the effectiveness of federal competition policy
.
 
  



At the sub national level, this paper leaves it clear that the policy competition strategies of States and municipalities are not limited to only the “fiscal war” and more generically to incentive based funding and investments. All of the strategies of State governments call intensely upon such instruments and the conflicts generated by them certainly explain, at least in part, this reductionism.



However, although policy compet
ition has
 recently emerged
 as a policy issue
 closely
 a
ssociated with the “fiscal war”
- its most visible and most criticisable face
 -
 
it is 
actually a phenomenon typical of
 the
 policy
 decentralization process 
which relies
 on the transfer of fiscal resources and responsibilities from the federal government to sub
-
national units. The policy competition suggests that this process has in recent years started to involve the field of formulation and man
agement of industrial policies,
 after having started to impact social policies in the first years of the 1990s. 



Disregarding its historical trajectory of emergence, and reduced to only one of its components -- surely the most visible and criticisable of them -- policy competition tends to be analyzed as a manifestation of the fiscal irresponsibility of sub national governments and as a pathological conflict in the Federation’s interior.







This assessment 
of the competition process 
only acquires any sense when interpreted within the context of a broad redefinition of Government competences and responsabilities between the Union and sub-national governments. In such a process, a differentiation trend is taking place between the Federation’s units in what refers  to the quality of the State’s fiscal and financial management, as well  as to policies  implemented in the social and infrastructural fields. 



Stated in another way, if it is true that the federal government is “delegating” the tasks and the costs of managing industrial and social policies to sub-national entities, it is also worthnoting that  the States are showing important differences in their capacity to formulate strategies and policies in fields that are being divested by the federal government. These differences between the States do not rest upon the traditional cleavages between North and South and the rich and poor States, but stretch over all of the country’s regions





Among the potentially negative impacts of policy competition it is worth highlighting the effects on Brazil’s neighbouring countries and partners in the sub regional integration process of Mercosul. As noted previously, the strongest expression of this dimension of policy competition was the political dispute concerning the implementation in Brazil of the Automobile Regime moulded along the same lines as that already adopted by Argentina. More recently, the “fiscal war” between the Brazilian States has raised concern on the Argentinian side, from where proposals have emerged in terms of advancing with the harmonization of sub national fiscal incentives for new investments or the adoption of a sole incentives regime for the Mercosul’s poorest regions. The negative impacts of the “fiscal war” on the integration process are obvious -- through the potential conflicts that it creates -- but also, in this case, the policy competition may come to be revealed as an indispensable pre-requisite so that Mercosul members accept to include in  the integrational agenda the pursuit for some kind of consensus regarding permitted, actionable and prohibited policy instruments in the competition to attract investments.





Nonetheless, the most relevant impact of current policy competition concerns, at the sub-national level, its relationship with a transition between industrial policy models, in the sense of the decentralization of their formulation and management, and with the modernization process of Brazil’s public sector. Indeed, policy competition between sub-national units in Brazil reflects the wearing out of a centralized pattern of locational distribution of new investments, where the political negotiation of State Governors with the Federal Government played a central role. This downwearing induces the States to organize and structure themselves in such a way as to not only define fiscal incentives, but also identify investment opportunities, pursue partners, coordinate and professionalize actions and capacitate themselves internally. In other words, the States adapt themselves to a regime where the locational logic is essentially private and ruled by cost and competitivity criteria and wherein it is expected of the State good governance, stability of the rules and an obligation with objectives already hegemonic at the national level, such as the privatization of public industrial and service companies and the reform of the public sector, etc. In this sense, it can be affirmed that policy competition marks, with its negative and positive impacts, the emergence of a sub-national industrial policy vision and standard, combining the use of incentive led instruments with a not insignificant dose of institutional and regulation led mechanisms. 






In terms of the perspectives for policy competition in Brazil, there are two considerations to be made. On one side, the competition to attract investments in the automobile sector seems to be nearing an end, given the deadlines defined by the federal Automobile Regime itself and the fact that practically all of the assemblers have made their locational options in Brazil and the Mercosul. On the other hand, it can be predicted that important inflows of foreign investments will be maintained in the coming years (incentivated, moreover, by new federal government policies, such as support for the installation of telecommunications equipment producers) which suggests that the economic incentives for policy competition at the federal and sub -national levels will be maintained. In this sense, the central policy challenge here is to find the best management model for this type of competition, instead of trying to suppress it or otherwise permitting what is frequently predatory competition.



At the federal level, the end of the Automobile Regime -- scheduled for 31/12/99 -- besides eliminating the principal element generating distortions in this process -- one can predict its substitution by a national or sub national regime (within the Mercosul sphere). In this case, most fundamental is that the common regime minimize the factors which incentive rent-seeking practices, such as quotas and the re-establishment of a minimum equilibrium -- in terms of protection -- between the diverse agents of the production chain. Conformity with WTO rules ought to be one of the common regime’s most important components.



At the sub-national level, the establishment of criteria and parameters to discipline the use of fiscal and financial incentives and the legal obligation for disclosure of information relative to these incentives are measures which can reduce the negative impacts of a competition excessively supported by incentive-based instruments, thereby contributing so that sub-national industrial policies develop along other vectors and attenuate just as much the conflicts between the Federation’s units as inter-regional disequilibriums. 



To this end, the disciplining criteria and parameters ought to  hold in consideration the income disparities between the States, as well as the financial situation of the sub-national governments, so as to avoid future impacts of incentive policies on Federal Governments accounts. 

























1. INTRODUCTION   



The emergence of policy competition for attracting investments --especially foreign direct investment -- as a major policy issue, is very recent in Brazil. From 1955 through 1980 the distribution of federal subsidies and incentives was guided by the imports substitution policy. More than regulatory competition with other countries, it was the sectoral logic of fostering industrialization through import substitution which proved the most important factor in shaping the distribution of government benefits and incentives. It thus seems legitimate to argue that, in general, the standpoint which molded federal industrial policy management did not come under the direct influence of any possible concerns as to policy competition.



The concentration of industrial policy tools in the hands of the Federal Government throughout the entire import-substitution period virtually made policy competition a non-issue at the sub-national level, although it does seem that some degree of competition for the attraction of investments was present in the first half of the 1970s, during the period of the so-called “Brazilian miracle”. Through the powerful influence exerted on private sector investment decisions by the government’s policy instruments (subsidized credit, tax incentives and corporate stakeholdings) the Federal Government in reality co-administered the geographical allocation of new investments. Additionally, from the end of the 1950s onwards, the Federal Government defined the guidelines, objectives and mechanisms for regional development policies designed to encourage the inflow of new companies and investments to North and Northeast Brazil. In other words, industrial decentralization and regional development policies were managed, in financial and administrative terms, by the Federal Government and its organs created specially for this purpose.



 Policy competition to attract direct investment -- be it external or not -- emerged and became consolidated in Brazil, in its current version, at the start of the 1990s and with greater intensity as of 1994/95. The importance that would seem to have been acquired by the concession of financial and fiscal incentives from State Governments in this competition explains how this came to be identified in terms of a "fiscal war" in most analyses on the question. Identified within the "inter-State wars" and within the unnecessary and indiscriminate distribution of incentives, policy competition is seen as a negative sum game between diverse public sector agents and as a worsening factor of the financial and fiscal situation of federal or sub-national governmental units.



 Overall, it is this vision which dominates discussions concerning policy competition in Brazil. It is the intention of this paper to widen the scope of the discussion, thereby identifying mechanisms to attract direct investments other than those of the "fiscal war" and evaluating the positive and negative aspects of the process currently underway.



 For this reason we discuss, in the second section, the conditioners of policy competition in Brazil, emphasizing the factors which act as incentives for governments to compete for investments. 



 In the third section, we outline the principal arguments for and against policy competition in Brazil and describe and evaluate the principal components of the direct investment attraction policies of sub-national governments in Brazil. In continuation, in the fourth section, we discuss the policy model represented by the automobile sector investments and foreign trade regime, as defined by the Federal Government, and the dispute between State governments to attract new automobile industry investments to their States. Finally, in the fifth section, the main conclusions of the paper are presented, concentrating on a preliminary assessment of the ongoing process of competition.
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2. POLICY COMPETITION IN BRAZIL: CONDITIONING FACTORS AND CURRENT STATE.

        

The issue of policy competition at the State level appears as an expression of the deep-rooted regulatory crisis undergone by the Federal Government during the second half of the 1980s, reflecting the fiscal imbalance and the shift in power between the Federation and its States.



The fiscal imbalance prompted by the foreign debt crisis undermined the administration of the entire set of federal industrial policies inherited from previous years. This was basically due to the impossibility of the Federal Government to bear the costs of investment subsidies. In parallel, Brazil’s 1988 Constitution introduced a series of changes in tax legislation whereby sub-national units - the States in particular - acquired reasonable autonomy in defining tax parameters for companies and investments, particularly through Value Added Tax (ICMS - Imposto sobre a Circulação de Mercadorias e Serviços).



 The fiscal and regulatory crisis of the State, and the  strengthening of “fiscal federalism”, created the pre-conditions for the decentralization of the instruments and initiatives of industrial policy, that would only come to acquire efficiency with the passage of time -- for reasons described in the following.



 Although the dissemination of policy competition in Brazil is a phenomenon typical of the 1990s, there were in the 1970s, federal and sub-national initiatives that could be applied to the objective of increasing the attractiveness of determined niches (national or regional) for direct investment. Indeed, at the federal level, the setting up of the Befiex Program - as an investment incentive, linked to the accomplishment of export requisites -- can be analyzed as a directed policy competition initiative, particularly for the automobile sector. At the sub-national level, in the midst of an important industrial productive incentives boom, the Federal States mobilized themselves for intense competition with an eye to attracting important slices of these flows (domestic and foreign). This attempt at policy competition at the sub-national level was controlled by the centralized powers of the Federal Government and resulted in Complementary Legal Decree 24/75 (see below).



 In reality, it can be said that during the 22 years that Complementary Legal Decree 24/75 has been in force, there have been at least 3 periods in terms of the configuration of the conditioners of policy competition and, more specifically, of competition via State support and subsidies for new investments.



 The first stage (between 1975 and the early 1980s)  illustrates the final moments of a model marked by the important role played by industrial and regional policies of the Federal Government in the spatial allocation of investments. The second stage (from the beginning of the 1980s to 1994) is characterized by the deterioration of the country's macroeconomic situation and by the weardown of the previous model of industrial policy management. At the same time, some of the pre-requisites started to be created that would enable the development, in the 1990s, of dynamic policy competition, principally at the sub-national level. Finally, the third stage coincides with the period of emergence of this dynamism, linked among other things to the stabilization of the macro-economic scenario, the liberalization of trade and investment regimes and the consolidation of Mercosul.





2.1  The First Stage (from 1975 to the beginning of the 1980s)



 During the final period of the import substitutions stage (in the 1970s), the Federal Government's policy was directed towards the distribution of incentives and subsidies for new investments, ensuring furthermore -- for the companies responsible for the investments-- privileged access conditions to a domestic market both important and in expansion.



 The logic of a deepening of industrialization through imports substitution defined the sectors and projects to be incentivated, leaving little space in the definition of governmental policies for considerations related to competition with other countries for the attraction of investments. Perhaps the Befiex Program�, established at the early 1970s, has been one of the few examples of policies where the concern to create conditions attractive for foreign investments has been felt with more intensity at the federal level. In general, what prevailed was a combination of stable rules for the treatment (liberal for the times) granted to foreign capital and of sectoral programs for the promotion of investments, articulating fiscal and credit incentives and protection against competitive imports.



 The strongly centralized power of investment policy administration  was also evident in the control, by the Federal Government, of the regional policy instruments and institutions established at the end of the 1950s and the beginning of the 1960s. These policies were governed by the objective of decentralizing industrial activity, leveraged by fiscal incentive intensive schemes and strengthened yet more by the important role called upon to be played by the direct investments of the State productive sector companies in the regions (Petrobras, Companhia Vale do Rio Doce and companies from the electrical energy sector) from the 1960s to the 1980s.



 According to Diniz and Crocco (1996), the growth of the economic infrastructure -- managed by the public sector -- the federal policies of regional scope and the productive investments of the State companies, were all factors which contributed, until the 1970s, to the industrial decentralization process in Brazil, reverting the tendency towards a regional centralization of industrial investments in the south and Southeast regions.



 Within this context, the arsenal of instruments at the disposition of the Federal Government conferred it with a strong capacity to influence companies' locational decisions while at the same time destimulating the structuring of necessarily much more modest sub-national schemes to attract investments. As a result, the competition for investments was experienced, in many cases, through the policy negotiations conducted directly by the State Governors with the Federal Government, at a time when strong restrictions on political liberties were in force.




 When the States intensified the policy competition option -- essentially based on the concession of fiscal benefits to companies -- the Federal Government succumbed to pressure by the economic and political interests of the hegemonic industrial pole (Sao Paulo)and enacted Complementary Legal Decree (LC# 24/75). This law, still in force, regulated the use of State fiscal incentives aimed at industrial promotion, thereby restricting the autonomy of sub-national units in this field (Haddad, 1996).



Complementary Legal Decree #24/75 "prohibits the concession of exemptions and other incentives related to the ICMS�, except for when part of agreements forged at meetings of the Conselho de Politica Fazendaria (Economic Policy Council) which congregates all of the States and the Federal District". The unilateral concession of a State fiscal benefit depends, according to the Law, on the unanimous approval of the States, foreseeing furthermore, penalties "in the case of inobservance of its articles" (Varsano, 1996). In other words, the Law in itself creates an institutional mechanism which, at least theoretically, makes it unviable for competition through incentives decided unilaterally by each State. Nevertheless, as noted by Varsano (1996), "the 21 years that Complementary Legal Decree #24/75 has been enacted, but not enforced, permit the assumption that economic stimuli prevail over the legal instruments which impede the fiscal war".







2.2. The Second Stage (from the beginning of the 1980s to 1994).



 During the 1980s and into the 1990s, the worsening of the macro-economic scenario lead to a growing deterioration of the centralized mechanisms for the promotion of investments that had characterized the previous stage. Not only was there a reduction in the Federal Government’s capacity to bear the costs of promotional schemes  intensive in fiscal incentives, but there was also a reduction in its efficiency in terms of coordinating the incentives and expectations of the agents involved in the investment decision and its implementation.



 Through the 1980s, the Federal Government's industrial policy gradually was "dissolved" by the macro-economic evolution and by its negative effects on the investment rate of the economy and the country's relative attractiveness for Foreign Direct Investment (FDI) flows. This same evolution explains why, through the course of the decade, the space left by the Federal Government in the area of industrial promotion was not filled by sub-national governments; there was little dynamism in the investments and, therefore, weak demand for incentives, even though the States defined policies to attract new projects.



 It is, within this scenario of growing macro-economic and regulatory deterioration that saw the start, at the end of the 1970s and acceleration in the 1980s, of a "fiscal decentralization" process which favours State and municipal finances, culminating with the elaboration of the 1988 Constitution wherein the fiscal federalism principle is combined with concerns as to the reduction of regional disequilibriums.



This process reverted the centralizing fiscal reform established by the military regime in 1965, and reflects an essentially political motivation (Afonso, 1996), linked to the country's redemocratization process� and to the re-equilibrium of the powers of the Republic in benefit of the legislative.



 



 In terms of fiscal federalism, the 1988 Constitution strengthened the decentralization and autonomy of action of State and municipal governments, thus consolidating a tendency already identified since the beginning of the 1980s in the sense that sub-national governments account for growing shares of governmental revenues and expenses. The 1988 Constitution empowered the States with greater autonomy to define ICMS levies, permitting for example, that each of the States has the autonomy to fix the brackets for such taxes.



 The 1988 Constitution suppressed the right of the Federal State, granted  by the previous constitution, to concede exemptions from State and municipal taxes, but prohibited that such fiscal incentives be conceded by  unilateral decision of one State government. In reality, as seen, the limitation on the use of fiscal incentives by States had already existed before 1988. CLD# 24/75 establishes that the concession of exemptions and other incentives directly related to the ICMS ought to be approved by unanimous decision of the Economic Policy Council (Confaz) which includes representatives from the States and Federal District. It ought to be emphasized, however, that the indirect mechanisms for the concession of benefits, particularly financial and infrastructural, do not require the approval of Confaz.



 There are difficulties to ensure the observance of these legal instruments. A legal suit would be required to contest any incentives program created without the approval of Confaz. However, the Council does not have the necessary power to initiate legal action. In 1996, the initial bill for CLD no 87/96 which introduced important changes in the ICMS, included some clauses which sought to prevent the fiscal war between States, but these measures were vetoed by the Executive Power. To reduce the fiscal war between sub-national units, this bill intended to create an Ethical Council in Confaz which would be empowered to go to court against the States �.



 In reality, the great beneficiaries of the changes introduced in the fiscal structure, in vertical terms, were the municipal governments, many of which also managed to broaden their own fund - raising capacities. In 1995, of the total 30,2% of GDP fiscal load, States and municipalities directly collected 34% of the total, while still receiving the transfers from the Federal Government. The transfer flows were expressive (6% of GDP) and diversified, the receiving governments enjoying great autonomy in the investment of the transferred funds (Afonso, 1996).

 


 In terms of the reduction of inter-regional disequilibriums, the redistribution of public funds particularly benefited the State and municipal governments in the country's less well developed regions, thanks moreover to the institution of State and Municipal Participation Funds (Fundo de Participação dos Estados e Municípios, FPE and FPM), constituted through the constitutional transfers from the Union to those regions.

               

 There are today in Brazil three constitutional funds with regional vocation, directed towards the North, Northeast and Mid-West regions, with budgets equivalent, in 1995, to US$ 811 million (WTO, 1996). On the other hand, the fiscal revenues available to Brazil’s sub-national governments in less well developed regions grew on average 8% p.a. between 1967 and 1995, against 5% p.a. in the more developed States.



 The increasing weight of the fiscal decentralization during the 1980s, merged with the macro-economic and regulatory crisis to remove the politico-institutional importance of the control mechanisms on competition for investments created in 1975. The States started to develop programs to stimulate the new investments, but of limited efficiency given the prevalence of macro-economic disincentives to investment.



 From the point of view of the set of conditioning factors and incentives for governments to adopt policy competition initiatives, the question became more complex for the sub-national States in this period. The broadening of the political, administrative and fiscal autonomy of sub-national governments conferred them with a powerful incentive to fill up the space left by the breaking down of the industrial policy of federal instruments. On the other hand, the taking up of this space and the undertaking of the functions that are associated with it competes with the assumption of responsibilities and loads in the social areas -- infra-structure, health, education, housing - where the demand for sub-national governmental initiatives is intense. Finally, investments in projects are most markedly lacking in State governments' incentive programs, thus there is only a weak demand for such incentives.



 The compound effect of these factors is the growth of policy competition potential at the level of the States and an effective increase in sub-national governmental expenditures in the social fields, characterizing (an albeit discoordinated) fiscal decentralization process (Afonso, 1996), valid for all of the country's regions - although with less intensity in the Northeast (Lavinas et al., 1966).



 As to the increased social expenditures by the States and municipalities and the growth of taxation revenues available in the hands of the sub-national governments of the country's poorest regions, diverse studies have shown the permanence of important differences in income levels among States and regions throughout the 1980s and the early 1990s. The maintenance, and even increase, of inter-regional disequilibriums (CNI, 1996; Lavinas et alli, 1996) seems to be accompanied by an increase in intra-regional differences in the country's poorest areas  -- the North and Northeast - suggesting that the deepening of fiscal and politico-administrative decentralization may be generating new intra-regional cleavages, in terms of social and economic performance, in function of diverse factors such as governance quality and articulation with export markets � etc.





 On the other hand, the industrial decentralization movement initiated in the 1970s seems to have been "relatively contained within the Centre-South region, in a great polygon stretching from the Central region of Minas Gerais to the Northeast of Rio Grande do Sul", configuring a restricted pattern of decentralization which occurs along two axes: one, which starts in São Paulo and is bound towards the Southern States, and the second, which also starts in São Paulo, heading towards the central region of Minas Gerais, where an important share of the Brazilian metallurgical industry is concentrated(Diniz and Crocco, 1996). The constitution of Mercosul would only, from this point of view, reinforce this pattern of regional redistribution of industry, benefiting more than anything else the South deconcentrational axis.





 With the exception of major industrial projects linked to the extraction and primary transformation of natural resources, and located away from the South and Southeast regions, the industrialization of peripheral regions according to the imports substitution model did not demonstrate sufficient force to produce any "macro-spatial alteration of industrial localization in Brazil" (Diniz and Crocco, 1996).

                    

 The consolidation of a scenario wherein the convergence of income levels and inter-regional development fails to take place -- or, according to some authors, gives signs of reversion (Lavinas et alli, 1996), also starts to increasingly act as an incentive factor to the adoption, most particularly by the sub-national governments of the poorest regions, of policies to promote and attract investments. 



 In this sense, on the eve of the macro-economic stabilization plan adopted in July of 1994, sub-national governments seemed to have already developed a wide range of incentive based instruments to attract investments, incentivated by the Federal Government's retreat in the industrial policy field, by the permanence of elevated inter-regional desequilibriums and the strong spatial concentration of industrial activity and, finally, by the availability of fiscal policies and resources in the hands of the States and municipalities, principally as of the 1988 Constitution. The obstacle to the firming of this potential resides essentially in the low investment level and consequent low demand for incentives.



2.3 - Third Stage (from 1994 onwards)

  

 The third stage, initiated with a drastic cut in inflation levels as of July 1994 and the adoption of a series of liberalization measures of investment and foreign trade policies, marked a radical alteration in the environment which conditioned the adoption of policy competition initiatives at Federal and sub-national governmental levels.



 Very generically, these changes started to create the conditions for a new cycle of productive investments and for the reinsertion of Brazil in the route of the growing flows of Foreign Direct Investment, thereby "activating" policy competition in Brazil.



 The macro-economic stabilization produced, in the short term, two effects with repercussions on the competition between investment attraction policies. Firstly, it re-established the minimum previsibility conditions for investment decisions that went beyond the corporate strategies of defensive restructuring that had predominated in the first years of the decade (Motta Veiga, 1996; CNI/CEPAL, 1996).



 Secondly, the redistributional effects of the cut in inflation produced an immediate increase in disposable income among the poor sectors of the population which, associated with the establishment of consumer credit mechanisms, brought about a strong demand boost for consumer goods. Although imports have been catering to a great part of this demand, there is evidence that investment decisions in the beverages, food, automobiles and electro-electronic sectors, amongst others, have been taken in response to these dynamics.



 The conclusion of the Mercosul's transition period towards Customs Union, in December of 1994, attests to the potential of the "domestic market growth" effect brought by the stabilization, through the elimination of a great number of the intra-regional trade barriers and the harmonization of member countries' tarrifs in relation to the rest of the world. On the other hand, this same movement broadened the potential competition between member countries to attract investments, as the differentiation factors between national spaces, such as diversity in levels of protection in relation to the rest of the world and intra-regional trade barriers, were being eliminated.  



 The unilateral trade liberalization undertaken by Brazil took average import tariffs from 32% in 1990 to 14% in 1994, eliminating furthermore a series of non-tariff barriers. In general terms, this process determined the emergence of competitivity as the prime criterion for the location of industrial ventures, thereby reducing the distortional potential of incentive based investment attraction, certainly very much higher in an economy protected from foreign competition. Although such distortions may continue to exist, they seem, in general shaken by the "principles of reality" based on the concerns with competitiveness.



 Additionally, the multilateral trade negotiations in the GATT and bilateral discussions between Brazil and its OECD trade partners (particularly the USA) through the second half of the 80’s and the 90’s, both reflected the importance of regulation-led policy competition as compared to the incentive-led policies. The importance of national governments’ adoption of certain regulatory policy paradigms to attract new foreign investments became particularly clear; this is the case, for instance, with Brazilian regulation on intellectual property rights.



 It is within this context that one can understand the priority granted by the Federal government to regulatory aggiornamento projects, adopted as of 1995, which include the Law for the Concession of Public Services and the constitutional amendments suppressing the State monopolies (gas, oil and telecommunications) and the elimination of the discrimination against foreign companies.



 This package of measures, besides adequating domestic legislation to the obligations of the Uruguay Round, "open" the oil and gas market and that of infra-structural structures to private capital and creates conditions for an ample transfer of investments by federal, State and municipal governments, and of infra-structural management by private initiative. The most visible results are the expansion of foreign direct investment flows to Brazil in recent years - from US$ 900 million in 1991 to US$ 9.6 billion in 1996, with a forecast of US$ 15 billion in 1997 - and the growing participation of foreign investments in privatizations/concessions in total FDI: in 1996, 24% of investments were made in privatization, primarily in services.



 An acceleration is underway in the process of change of the federal regulatory regimes of the infra-structural sectors, thereby leading to privatization/concession programmes for public services both at the federal and sub-national levels: railroads, ports, distribution of energy, telecommunications etc.



 This package of changes alters, for the entrepreneur, the micro-economic and institutional parameters which condition productive investment decisions in Brazil. Succeeding a period of fiscal decentralization and retreat by the federal government in the field of promoting investments and the centralized regulamentation of regional policy instruments, this change in the rules of the game kicked off a new phase of intense competition between sub-national governments to attract new investments - competition which, in this context, will inevitably have a high conflict potential.



 The more that the perception is consolidated between politicians and academics that trade liberalization, sub-regional integration (Mercosur) and regulatory aggiornamento tend to have very differentiated impacts, region by region, the greater the accentuation of the inter-regional disparities in benefit of the country's South and Southeast regions.                   



 On the one hand, whilst the sub-regional integration seems to consolidate a pattern of industrial deconcentration restricted to the South/Southeast (Diniz and Crocco, 1996; Lavinas et alli, 1996), the trade liberalization sanctioned a logic of industrial location in which "the expansion of technologically modern activities" in Brazil and of multinational companies, tends to benefit States in which there exist economies of agglomeration, then reinforcing the "restricted decentralization" already induced by the Mercosul. On the other hand, trade liberalization also brings about an industrial relocation process essentially involving traditional industries (textiles/clothing, shoes) and consumer durable goods producers (foods, beverages, hygiene and cleaning products). This second track has a heading towards a location logic based on the reduction of production costs - with emphasis on payroll costs - and on the proximity to consumption areas �.  In both cases, this determined the expansion of the domestic investment flows from the South/Southeast to the Northeast and Mid-West in recent years.



Finally, the opportunities opened by the liberalization of the regulatory regimes applicable to infra-structure are very unequally distributed between the country's States, benefiting those with higher levels of income and development and, thus, more capacitated to attract private investors.



 While policy competition has became particularly intense at the sub-national level, the Federal Government is by no means immune to it. Firstly, the regulatory aggiornamento initiatives in themselves were, many times, justified through the necessity to overcome the competitive handicap Brazil had been left with by inadequate policies in the fight to attract foreign investments. Secondly, the Federal Government has been responsible for the most elaborate initiative of all for the putting together of a sectoral investment incentives regime -- that of the Automobile Regime (see Chapter IV) -- whose explicit motivation was the necessity to compete with a similar regime implemented in Argentina, that was seen to be "deviating" to that country the investments from that sectors' companies programmed for the Mercosul.



 Not only did the Federal Government have an active posture in the policy competition -- referred to essentially in relation to Mercosul partners (and Argentina in particular) -- but it also avoided any kind of control of policy competition at the sub-national level, which was authorized by the legislation in force. Besides tolerating sub-national policy competition, the Federal Government also shows signs that the concern of the poorest States with inter-regional disequilibriums is legitimate. The federal system of fiscal incentives directed to these regions has been accordingly represented by a very high proportion of the Union’s total fiscal incentives  (38% in 1995) and there seems to be no intention to change this situation. On the other hand, the Federal Government introduced, in some recent regulations, including the automobile regime, a discriminatory treatment in favour of the country's least developed regions. The BNDES also contemplates lines of investment financing at more favourable conditions for the country's poorest regions.



 This does not impede the Federal Government from continuing to pressure State governments in the sense of restricting their debt instruments and controlling the growth of their debts. According to Afonso (1966), "the same institutional configuration that ensures sub-national governments ample autonomy to collect, generate and spend their funds, also foresees controls and limits to the contracting of credits and for the balances of their debts, whether established by the Federal Senate or by the monetary authorities". In reality, a kind of "prolonged war" was developed between different governmental levels, which accompanied the fiscal decentralization of the 1980s in its entirety and which seems to gain new contours with the reduction of inflation levels and the restrictive post-Real Plan monetary policy.



 The Real Plan and the end of the "inflation tax" highlights the financial fragility of many States and municipalities and "explodes" the State and municipal debts -- in great part as a function of the elevated interest rates produced by the federal monetary policy. Furthermore, more favourable conditions are created for the Federal Government to renegotiate State debts and pressure sub-national governments to adopt fiscal adjustment and restructuring programmes, including the sale of State assets, the privatization/concession of State companies and the elimination of public organs �.



Thus, the tolerance of the central government in relation to the use, by sub-national governments, of instruments that many times contain a strong component of fiscal dismissal has, as a counterpart, a permanent pressure exerted by Brasília on the States in terms of reducing the impacts of the fiscal disadjustments of the different Units of the Federation on public finances. The consistency of these attitudes may, evidently, be questioned.





�



3. POLICY COMPETITION BETWEEN SUB-NATIONAL GOVERNMENTS IN BRAZIL



 The package of transformations underway in the Brazilian economy leads to a re-ordering of the hierarchy for the spatial allocation of industrial investments and, many times, alters entrepreneurial perceptions as to the opportunity costs of spatially relocating industry. In general terms, these changes lead companies to "relativise" their past options in terms of localization, broadening -- at least potentially -- capital mobility and, thereby, activating the interest of States and municipalities into acting to attract new investments.



 The most obvious result of this process is the growing readiness of companies, already operating in Brazil, to consider the hypothesis of installing themselves in States where they have not acted previously. According to a recent study by CNI/CEPAL (1996), based on interviews applied to 730 large and medium-size companies (brazilian-owned and transnationals) from all industrial sectors, 20% of industrial companies included in a survey sample as to the characteristics and determinants of industrial investment in Brazil, are contemplating this hypothesis. Among the relevant factors in the taking of this type of decision, the companies cite the offer of fiscal benefits (57.3%) and proximity to the market (57.3%), giving emphasis furthermore to the differential in labour costs (41.5%). Of the companies intending to install (or relocate) themselves in another State, 58% are installed in the three States which make up the traditional industrial nucleus of the country's Southeast region; São Paulo (42.7%), Rio de Janeiro (17.1%) and Minas Gerais (7.3%).



 Another result of this revisional process of companies' locational criteria is that foreign direct investments tend to be important agents in the process of restricted industrial deconcentration, which had benefited growing non-metropolitan regions of the country's Southeast and South. A great part of the recent investments in sectors such as automobiles, and autoparts, IT, electro-electronics, and telecommunication equipment, are accompanying this locational logic. A second locational track is being developed, in parallel, linked to the logic of a reduction in production and export costs of traditional sectors and of a proximity to markets, in sectors of consumer non-durables, in benefit, more than anything, of the Northeast. Mainly in the cases  where investments were decided acording to concerns about production cost reduction, those decisions  usually involve the relocation of industrial plants formerly based in the Southern states.

               

 Whilst the first locational logic mobilizes the competition to attract investments between the South and Southeast States� , the second puts these States against those of the Northeast -- particularly when dealing with relocational projects of industrial plants (and not of the addition of new capacity in the Northeast) -- and incentivates the competition between the Northeastern States to attract new investments.



 

   



�





3.1.The pros and cons of policy competition in Brazil



 This competition framework of all against all has rekindled an intense debate over the costs and benefits of policy competition. In general terms the strict association of policy competition at the sub-national level with the "fiscal war" between the States, delimits evaluations as to the costs and benefits, restricting the undertakers of the competition to the responsible politicians of the poorest States.



 In general terms, the "fiscal war" is identified in the evaluations performed as a negative-sum game, from a national point of view (Varsano, 1996) and as a "perverse effect" of the decentralization process (Melo, 1996).



 The first author's argument suggests that "although the deconcentration of production and regional development" are legitimate objectives, just as also is the utilization of public funds for this finality, these are objectives (....) which ought to be pursued according to the coordination of central Government". The results of an uncoordinated competition process, from a national standpoint, would be the following:



- "the winners of the fiscal wars are, in general, the States with the greatest financial capacity, which come to be the most developed with the biggest markets and best infra-structure". Thus the regional disequilibriums become accentuated instead of diminished.



- the generalization of fiscal incentives reduces their stimulatory efficiency, since a perverse equalization of incentive offers is produced. The incentives become "mere dismissals of tax collection without any stimulatory effect".



 In the case of Brazil, in which exports are exempt from ICMS, the fiscal stimulus associated with this taxation is only applicable to domestic, and essentially inter-State, operations. Given the systematics of ICMS levies on inter-State operations -- dividing the revenues from the tax between the producing State and the State consuming the products -- there is thereby a strong stimulus for a fiscal war since very few ventures direct their production exclusively to the State in which they are installed.



 From the point of view of the States, Varsano (1996) contrasts the short term gains obtained by the more developed in the attraction of investments against the medium term effects over the structural determinants of competitiveness, since the resignation implied by fiscal incentives affects the offer of public services by the States. Moreover, the fiscal impacts of the incentives for new investments can turn out to be much greater than estimated ex ante, in so far as companies already installed pressure the State governments to obtain equivalent benefits to those conceded to the newcomers. 



 For Melo (1996), the recent literature emphasizes the existence of a series of "perverse effects" of the decentralization, which tend to be manifest, essentially, in function of the lower institutional qualification of the sub-national governments to formulate and implement public policies targeted at the provision of goods and social services and of a greater "porosity of local government in relation to the local and provincial elites, ending up with greater corruption and clientism". The fiscal indiscipline of sub-national governments and the lack of their obligations with objectives linked to macro-economic stabilization would strengthen the arguments against the transfer to States and municipalities of the responsibility for the offer of public services and for the management of investment policies.



 The criticism of there having potentially been a redistribution of taxation funds in favour of the sub-national governments without a corresponding transfer of demands and responsibilities, is  refuted by Afonso (1996) and Lavinas (1996) who stress the growing role of sub-national instances in the field of social policies, replacing the federal government  A further basis of criticism of governments’ use of incentive intensive instruments for the attraction of investments relates to the distortions they produce in the conditions of competition reigning in the Mercosul Customs Union. Initially raised as a result of Brazil’s adoption of the Automobile Regime, this discussion gained intensity with the definition of differentiated and more favourable regimes for investments in the poorest regions, and with the heating up of competition between Brazilian States. The pressure, in this case, comes from Argentina, and the proposals as to where this theme is headed range from the convergence of the regulatory regimes for the attraction of foreign investment to the adoption of an incentives regime for the poorest regions of the Mercosul.



 The critics of the "fiscal war" agree with its defenders in ascribing the loss of efficiency of federal instruments of regional policy as being the principal driving factor for State initiatives to attract investments. For the defenders of the "fiscal war" -- in general, politicians and beaurocrats of the poorest State governments -- in the absence of competitive mechanisms established at the federal level, industries tend to "spontaneously" locate in the most developed regions, benefiting from the effects of agglomeration, remaining with the other States only instruments induced by the diseconomies of agglomeration or by the growth of regional markets (Ornellas, 1996). This vision not only gives legitimacy to the adoption, by the poorest States, of incentive based instruments to attract investments, but also refutes the validity of this same practice when adopted by the States of the most developed regions, by eliminating the compensationary element implicit in the policy of the governments of the less developed units.



 Avena (1996) refutes the criticism which sees a paradox in the concession of fiscal incentives by States in fragile financial situations. For him, besides there being important differences between the fiscal and financial situations of the States, the incentives established "a healthy competition for administrative competence, responsibility lying with the private investor to evaluate each State’s capacity to honour its obligations". Furthermore, the cost of fiscal incentives granted today would need to be contemplated vis-à-vis the impacts of the new investments on the economic growth of the States (Avena, 1996).



 There is, still, amongst the defenders of policy competition and the use of incentive-led instruments, the argument that the criticism of the concession of incentives ignores cumulative benefits springing from the installation of an industry, particularly when this alters the industrial profile of a State or region or is capable of inducing a new trajectory for growth and for the generation of positive externalities, initiating a greater discontinuity in relation to the previous investment trajectory (Lima e Oliveira e Souza Jr., 1997). Besides this, these policies would be catering, albeit partially, to the lack of or inadequacy of financing instruments for long term investment in recent years in Brazil.

 

It is worthnoting that among the critics and defenders of the fiscal war, no emprirical evidence is provided as to validate the arguments presented or to assess the costs and benefits of the incentives granted to the large investments in  Brazil.

 

 Recently, the discussions concerning the "fiscal war" theme have given rise to an important legislative initiative at the federal level. This is the Constitutional Amendment Bill -- presented and defended by congressmen from the poorest regions -- which removes from the Inland Revenues Policy Council (CONFAZ - Conselho de Política Fazendária), the power to establish the rules for the granting of fiscal incentives by the States, transferring it to the Federal Senate. The latter would assume responsibility to establish quotas applicable to inter-State operations, (which are today the source of one the most powerful incentives for the "fiscal war") and define, for each region, the applicable parameters for the diverse kinds of investment incentive, based on exemption (....) installments or financing of ICMS. 



The Bill's rationale is to defend the "compensatory role" of sub-national incentives, establishing ceilings for the granting of such incentives on bases inversely proportional to States’ development levels. This measure would limit, primarily, the liberty of State governments in the richest regions and, in the case of the remainder, ascribe States’ Legislative Chambers with responsibility for decisions related to sub-national incentives, respecting the parameters and limits established by the Federal Senate. A counter-proposal elaborated by the Senate representative from São Paulo, defends the thesis that the parameters be established by the President of the Republic, thereby eliminating the Senate's autonomy in this field, which is precisely the objective of the Amendment under discussion.



 The balance of the different arguments forwarded suggests that policy competition has been identified in Br
azil 
 to
 the so called "fiscal war", which makes the whole process of competition vulnerable to criti
cisms directed to this specific dimensio
n
 of competition
. The fact that fiscal decentralization preceded stabilization and of it having been oriented by an essentially political logic (Afonso, 1996) reforces the perception that State policies are designed blindly to any considerations related to States’ fiscal equilibrium and the country's macro-economic stability. There is not, however, any generalized evidence of this fact, and the recent tendencies seem, more than anything, to point in the direction of a growing, although uneven, assumption of responsibilities for fiscal collection and social expenses by the States and of a growing capacity by the Federal Government to pressure State governments towards a control of their traditional mechanisms of indebtedness.



 Thus, the automatic and generalized association between policy competition at the sub-national level and the fiscal indiscipline of the States and Municipalities fails to find any evidence for its basis. Moreover, as noted by Castro (1997), "it was the federal government which, by fixing the automobile tariff at 70%", within the scope of its Automobiles Regime -- "created an "anything goes" climate in regards the granting of stimuli to attract investments" and inaugurated the rule of discrimination in favour of automobile investments vis-à-vis investments in the remaining sectors of industry.



 On the other hand, there also seems to be little legitimacy in the reduction of the policy competition theme exclusively to the dimensions of the "fiscal war", since, as we will see in the following section, it is comprised of other components and is inserted in a broad redistributional movement of resources and responsibilities between the different levels of the public power and, particularly, in the State reform process at the national and sub-national levels.



 Nevertheless, there remains no doubt that a policy competition based excessively on investment led instruments can generate an elevated fiscal cost for the States -- and in the last 

instance, for the Federal Government -- besides producing conflicts and tensions not only between the units of the Federation, but also between Brazil and its Mercosul partners.



3.2. Policy competition at the sub-national level: components and dynamics



 The sub-national strategies to attract investments vary in accordance with the economic and politico-institutional characteristics of the States, as well as with the type of investment intended to be attracted as a priority. In this case, the strategies suffer some adaptations in function of the sectoral characteristics of the investment, as well as its origin (whether domestic or foreign).



 Nonetheless, these strategies do seem to have a "hard core", composed of the following elements: 



- the offer of a "package" combining State fiscal incentives (applicable to the ICMS) and municipal incentives (exemption of municipal taxes) articulated to a financing mechanism subsidized by the debts generated by the incentives. �



 In many cases, this financing mechanism is backed by the constitution of budget development funds by the States (in the case of Minas Gerais, Rio de Janeiro and Bahia, among others). In other cases, the States have incentive programs directed specifically to certain sectors that are considered priority (automobiles in Minas Gerais) or of elevated growth potential (plastics in Rio de Janeiro, Bahia and Rio Grande do Sul). �



- the offer, at subsidized conditions, of public investments - shared between the States and municipalities in the infra-structure specifically demanded by the project intended to be attracted: infra-structure of access and transport, telecommunications, energy and gas, besides land equipped and ready for installation of the company.



- the carrying out, by the State through its specific organ, of the function of coordinating agent of relations between the investor and his/her different intermediators in spheres such as the federal (concessionaries of public services, financing organs), the municipal and the State itself. The exercise of this function by the State reduces the transaction and start up costs of the venture and seems to be especially relevant when the investor is a newcomer to the Brazilian market. All of the States well succeeded in the competition to attract new investments adopt this coordination model, designating "project managers" who may be staff from high hierarchical levels or public entities. Those responsible for the coordination always have access to States’ highest authorities, to whom they direct the problems requiring the most complex solution.



- an intense articulation between States and municipalities throughout the entire process of attracting and negotiating with the investors, culminating with the sharing, between both, of the investment costs in infra-structure and fiscal incentives (see Chapter 4).



- the preference for major industrial projects and major investment volumes, which reproduces the stance against small and medium sized companies which impregnates traditional Brazilian industrial policy. The structuring of State institutions oriented towards the attraction of investments and professionalization of this function does not seem to be producing any substantial alteration in this policy orientation.



 Besides this "hard core" of instruments, recent experience in Brazil indicates that there are other components to policy competition, of very varying relevance, in terms of the States and the investments they intend to attract.



- the adoption of privatization programmes of companies providing public services in the field of infrastructure. The presence of this component in the strategy of different States depends, first and foremost, on the existence of an inventory of "privatizable" assets in  State hands. The occurrence of this type of asset tends to be concentrated in the most developed States. By August, 1997, the funds raised by State privatization programmes had already reached approximately US$ 15 billion.



- State participation, in the capital of major ventures, via direct injections or by means of a development fund. This is the case of the participation of the State of Paraná in the Renault automobile venture and Ceará in the steel investment programmed by CSN for that State. It is not obvious that this equity participation is an incentive, at least for those companies which can have an easy access to lowcost funding. In these cases, it could be suggested that the holding of an equity share by the State “formalizes”its commitment to the project, acting -for the company- as a political risk-mitigating factor. 



- the training and qualification of direct and technical labour, with costs either partially or fully assumed by the State. This element seems particularly relevant in the policies to attract investments from the South/Southeast by the Northeast States.

              

 In terms of the dynamics of the competition for new investments, four points deserve emphasis:           

        

- Firstly, the negotiations are made on a case by case basis for major projects and there are thus discrepancies between the incentives foreseen in State legislation (programmes approved by Legislative Assemblies) and the "packages" negotiated and contracted by State Executives. These contracts are secret, which removes all transparency from the process. In recent Senate discussions regarding regulation of the "fiscal war", the signing of confidential contracts between States and companies was considered by some as unconstitutional, in so far as there is no explicitness in the fiscal dismissal implicit in the granting of the incentives. These contracts consequently include a high degree of political risk in so far as they may be renounced by future State Governors or State legislative assemblies.



- Secondly, the "bidding wars” of incentives is a reality, just as much between States as between municipalities. In the case of the automobile industry the contract negotiated between Volkswagen and the State of Rio de Janeiro two years ago, foresees the granting of fiscal benefits for a period of five years. In the recent agreements made between the State of Rio Grande do Sul and GM, the terms of validity of the incentives is apparently greater than thirty years. 




- Thirdly, there is some evidence that the “bidding war” of incentives tends to extend to the fields of regulatory derogations targeted at removing obstacles to the new investments, stemming from State laws or norms -- or which depend upon the State for their enforcement -- and considered too rigid by companies. Hypothetically, this could be the case of environmental legislation and labour and union norms that are of national influence but unequally applied amongst regions and States. There are at least two recent cases in which the press made reference to initiatives targeted at flexibilizing this kind of norm, so as to viabilize new investments. In the first case, environmental groups from Paraná accused the local government of supposed alteration of State’s environmental zoning legislation in order to viabilize the installation of a Renault factory in an area ceded by the State. In the second case, the announcement of the installation of a second Philips production unit in the municipality of São José dos Campos (SP) was preceded by intense tripartite negotiations between the company, municipality and Metallurgical Workers Union, leading to the signing of a Protocol, which formalizes not only the Municipal Council's obligations in terms of benefits and fiscal incentives to be granted to the project, but admission, by the Union, of a different salary policy to that in force in the already installed unit in São José dos Campos. Before arriving at this agreement, Philips had announced its decision to transfer the new factory -- slated for exports -- to Recife in the Northeast region, later changing its position "in function of the talks with the Union" (GM. 19/09/96).



 Besides this, in general terms, the low degree of union organization is explicitly presented by Northeast States as a positive factor for new investments. In Ceará, according to reports sourced from the press, one of the policy directives to attract investments is to avoid the formation of sectorial production complexes, with an eye to inhibiting  the appearance of strong labour unions (organized by sector) and maintain the climate of "union peace" proclaimed by State authorities.



- Fourthly, the regulatory and institutional dimension of the competition for investments gains importance in hand with the growing importance ascribed to this dimension in the definition of the location of an investment. Privatization programmes of public services, capabilities-buiding (of the State and workers), inter-institutional coordination between States and municipalities and investments in social infrastructure are components becoming more and more important in the pattern of competition in force at the sub-national level.



 In this sense, an interesting diversification of the instruments drawn upon by States to attract new investments can be observed. Although the inventory of instruments at the disposition of the States was, at the beginning of the 1990s, reasonably homogeneous (see CNI, 1995), as competition was "activated" not only were new incentive based instruments designed (such as State financing funds) but also regulatory mechanisms (such as privatization) were increasingly mobilized - even to the point of backing the new incentives. This is the case of the use of privatization funds to finance the installation of a GM plant in Rio Grande do Sul. Also, "resource creation" instruments (Mortimore e Peres, 1996) started to be developed, although in this policy dimension and in the field of regulation based investment attraction mechanisms, the States seem to be strongly differentiated in terms of their capacity to implement the policies.



 The description of the policy competition strategies of some States can be of great help in illustrating the abovementioned  characteristics, as well as their State/regional variants. Although all of the units of the Federation formally have at their disposition an arsenal of instruments based on fiscal-financial incentives and the provision of infrastructure, the current dynamics of the competition has introduced differences in this "official inventory" of effective instruments and strategies to attract investments, as we have already seen. Moreover, the degree of "activism" varies State by State, as do State strategies in terms of the combination of the diverse elements of which they are composed.



a) São Paulo 



 Pressure exerted by the State of São Paulo led, in 1975, to the promulgation by the Federal Government of Complementary Law no24, limiting the autonomy of States in the fiscal management of the ICMS. Traditionally, it has been the official stance of São Paulo Governors to criticize the "fiscal war” and, during the new cycle of policy competition inaugurated in 1995, the State Government tried to impede, by means of judicial measures, the granting of fiscal benefits by other States to attract new investments and gave support to legislative initiatives which, at the federal level, sought to discipline the use of sub-national incentives. The insuccess of these attempts and recognition that departure of companies installed in the State continued unabated, determined the adoption in July 1996 of incentive programmes for new investments, based on financing of the ICMS due by companies and by the creation of two budget-funded funds for companies' working capital, provided at subsidized interest rates�.   

                    

The Social Development Fund (FIDES) is intended to benefit investments made in the poorest areas of the State and has job generation as a basic criterion, whilst the Economic Development Fund (FIDEC) is used proportionately to projects' investment volume and "incorporated technology". According to the Secretary for Science, Technology and Economic Development of the State of São Paulo, "none of the funds have any relation to the ICMS. Industries only start to receive money upon start-up of production" (Gazeta Mercantil, 05/09/96). The Funds' Administrative Council is composed, by at least a third, of representatives from the company and incentivated companies cannot use child-labour.



 Although the institution of these mechanisms represents a break with State tradition, São Paulo seems to essentially maintain a discussion strategy in relation to the incentive policies of other States, taking advantage of its bargaining power as the country's  principal consumer market. Thus, in June 1996, the State Government and Legislative Assembly approved State Legal Decree 9,359 which authorizes the non-payment of cash ICMS credits on products "imported from other States and benefited in their production by fiscal incentives”. In November of the same year, the State Governor announced that São Paulo would reference itself, for the payment of such credits, to the same (calendar) terms applied by the States of origin of the products for the concession of instruments: the obvious intention is, if not to wipe out, then at least reduce the favourable impacts of the incentives on the profitability of companies which have São Paulo as an important consumption centre.                             

 On the other hand, the privatization programme of São Paulo State companies has been accelerated, the forecast for the next 18 months being for the concession, to private enterprise, of the operation of electrical energy distribution services and railroad services currently in State hands.   

        

   

b) Ceará

 

 The case of this Northeast State is noteworthy in at least two senses: its original trajectory and its success in terms of attracting investments. 



 As regards its trajectory, in no other State of the Federation is it so clear the insertion of the policy competition strategy within a broad political and institutional process of overcoming a grave econo-social crisis, based on the "intense mobilization of organized segments of society in a pact regime with political authorities" (Haddad, 1996). Responsibility lay with the leaders mobilized around the Ceará Industrial Centre for the initiative to break free from the "prevailing momentum" and seek alternatives to the political taxation model to compensate the capture of the local State apparatus by the agrarian elite of one of the Federation's poorest units. 



 In this sense, this process has a strong political component, leading to the election of a Governor having no links with the traditionally dominant interests� and a broad State reform, involving the administrative dimension and an important fiscal and financial adjustment.



 Already, by the end of the 1980s, the State’s first successful results in the policy fields of health, education and water supply in semi-arid regions-started to be reported by the press and attracted the attention of multilateral financing organizations, which viabilized the State Government’s permanent access to new sources of funding for its investments.



 Lacking the investments by State companies which benefit other Northeastern States (Petrobrás in Rio Grande do Norte; Vale do Rio Doce in Maranhão and Sergipe), Ceará saw its GDP grow at an annual 2.3% rate between 1985 and 1995, against a 1.1% p.a. Northeast regional average and a 0.9% p.a. national average. The State’s participation in the national GDP rose from 1.6% to 2.3% between 1987 and 1996.



 Urban per-capita family income in the State grew approximately 9.41% in real terms between 1987 and 1995, compared to 2.1% for the Northeast and - 0.2% for Brazil as a whole. In this same period, urban per capita family income, which had corresponded to 96.0% of the average Northeast figure and 55.6% of the Brazilian average income in 1987, rose to 103.3% and 60.9% respectively in 1995 (Lavinas et alli, 1996).�



 Moreover, as of 1990, Ceará started to develop an investment promoting policy, targeted not only at attracting new companies, but also at supporting the development of local companies and, particularly, small and medium sized companies. In terms of investment attraction policy, available official figure indicate that Ceará has attracted US$ 5.2 billion in the last 5 years, involving 378 new investments. Of this total, US$ 3.7 billion have already been invested and 270 new industries are already installed, 95% of these in the State interior. �





 Approximately 38 thousand direct jobs and 100 thousand indirect jobs are said to have been generated, provoking a significant upgrading in the income levels of the population in the interior of Ceará in only few years. The concentration of the new investments in traditional industrial sectors, which characterized the first "wave" of industrial investments to Ceará in recent years, is now giving way to projects directed to segments more intensive in capital and technology and national groups are starting to be joined by foreign investors.



 Thus, ten years of political and administrative continuity in the State have rewarded Ceará with the start of a vigorous industrialization process in the State interior and the integration to the work and consumption market of an important part of these regions' population. The economic profile of entire regions of the State underwent -- and are undergoing -- radical transformations, with industrial activity substituting subsistence agriculture and informal jobs with the municipal administration as workers' source of income. In Sobral, for example, the payroll of a major footwear manufacturer is already greater than the Municipal tax collection.



 The States’ performance also surprises in aggregate terms. Ceará has become a very much more industrialized State than the Northeast average (35.4% of the State GDP, against 27.6% respectively), practically attaining the 36.1% national average.



 If the results seem impressive, it is also noteworthy to describe the instruments used. Indeed, there are elements within the Ceará investment attraction policy which distinguish it from various other State strategies and which seem to confer its conception and implementation with a competitive edge against its competitors. Amongst these characteristics which differentiatate the policy of Ceará, it is worth highlighting the following: 



- the high degree of institutional coordination and high political priority conferred to the attraction of investments, especially those of "relocation", to such an extent that this strategy is seen as the principal "project for the future" by the State elite. The State and municipalities act in a coordinated manner in the creation of infra structure and the granting of incentives for new investments, at the same time that the State Government mobilizes, together with the Federal Government and international organs, additional funding to viabilize the new projects.



 The continuity of this project timewise -- overcoming changes of Governors at both the State and municipal levels, confers this project with greater credibility, strengthened yet more by the financial and fiscal reputation that the Ceará government has enjoyed in recent years. This reputation was reaffirmed with the release, in July, 1997, of Standard and Poor's State Risk Rating (risk classification for long term credits). According to this company, the State Rating is equivalent to that of Brazil, being superior to the risk ratings obtained by other States.



- the adequation of attraction strategies, not only to the sectoral characteristics of the activity that is relocating, but also to the motivations which lead the company to do so. This capacity presumes a precise definition of the policy's focii of activity, avoiding the dispersion of funds and maximizing the results of the efforts exerted and incentives granted. It seems clear that State Government prioritized the attraction of companies from traditional sectors interested in the possibility of relocating themselves in regions which combine offer of well-trained direct labour supply, low indirect salary costs, adequate infrastructure (including for export) and fiscal incentives. It is now starting to be noted that the State Government seeks, principally after its success in attracting a steel works close to Pecém, to attract companies from sectors different to those targeted by the first phase of the policy -- directed towards sectors such as metallurgy, chemicals, etc.



- the priority granted to the interiorization of the industrialization, expressed through the differential and more favourable treatment, in fiscal and financial terms, granted to the investments made in municipalities outside of the Fortaleza Metropolitan area, so-called "reservoir-cities", identified by their capacity to "deviate" migrational flows that would be inertially directed towards the Fortaleza Metropolitan Region. Indeed, projects merit a loan of 45% of the monthly ICMS collection should the investment be made in the capital's Metropolitan Region and 75%, with a 3 years period of grace, should the investment be made outside of that area.



- the non-discriminatory treatment granted to the entrepreneurs already installed in the State, in relation to the aggressiveness of the policy to attract new investments. In reality the same benefits granted, for example, to footwear sector companies attracted by Ceará, are valid for companies already installed in the State, as long as they have projects which imply in at least a 50% capacity expansion or if they relocate to the State interior (this last aspect reinforcing the argument as to the concern with the interiorization of industrial investments).



- the priority granted, by public investments, to improvements in the physical and social infrastructure associated with the potentialization of the State’s comparative advantages. The relative proximity to North American ports, to where, for example, the footwear sector exports in bulk, has been identified as one of potential advantages and the Government has tried to viabilize the construction of a new port, indeed fundamental to attract the new steel complex. According to information provided to the press by an entrepreneur recently "relocated" to Ceará, his firm achieved in that State a 60% increase in its export volumes, reaching foreign markets that until then it had not reached: Central America, Malaysia and Chinese Taipei. Contributing to this performance was the fact that the Ceará Government offers footwear exporting companies a financing equivalent to 10% of the exports value, at low interest rates and 36 month terms. 



 In the same way, in relation to labour, governmental labour force training programmes and the setting up of a cooperative scheme to link these workers to the relocating firm, are strategies that have proven extremely attractive for the footwear and apparel manufacturing sectors. In terms of training, the State Government cedes the installations and, for 60 days, trains local workers in footwear manufacture -- during which time they are paid. As of then, the workers are integrated into the cooperatives, not being formally contracted as employees and earning by production.



 Besides affording companies an important reduction in direct and indirect labour costs, this system links the cooperatives to the companies in terms of provision of services, thereby avoiding the ICMS levy on the "purchase" and "sale" transactions between the agents involved �.



 The Ceará Government has been active in the attraction of investments from labour intensive companies in the country's South/Southeast, today concentrating a not insignificant part of Brazilian textiles and footwear production. Nevertheless, the State has also mobilized its arsenal of incentives to attract the investment of a new steel company, uniting Brazilian private and public partners. For such purposes, besides the fiscal benefits granted for a 20 years period, the State will have a minority participation (25%) in the company's capital, it has obtained a guaranteed supply of natural gas from Petrobras (an essential energy input) at prices 50% lower than those practiced in the rest of the country, and has secured funding from the Federal Government for conclusion of work on the Port of Pecém, essential for the landing of raw materials and production flow.





BOX 1: Ceará -  Investment Attraction Policies and their Results



 The State of Ceará has attracted textile and footwear industry investments, basically movements of national capital companies located in other States. The State now seems interested in attracting foreign investments.



 The Government has attracted investments, essentially national capital, of US$ 5.2 billion in the last five years, involving 378 companies (average investment of US$ 14 million per company?). The Government has now decided to recruit partners in the foreign market. More than US$ 3.7 billion of the total investments pledged until now have already been made. 270 of the 378 companies responsible for these investments are already installed, 95% of which in the interior. This industrial process is activating 38 thousand direct and 154 thousand indirect jobs.



 In the footwear sector, the State has combined incentives with institutional conditions that facilitate labour relations and diminish labour costs. Thus, for example, Rabelo Indústria e Comércio Ltda, a company located in Minas, signed a protocol of intent with the State of Ceará to install a factory in Umirim, 60 km from Fortaleza. The investment is estimated at R$ 3 million.  The plant will produce 5 thousand pairs of traditional line shoes per day. The plant will utilize approximately a thousand workers at a much lower cost to that in the South/Southeast region, more than anything by involving a system of contracting labour cooperatives Through this mechanism, the company does not pay the obligatory labour surcharges implicit in a traditional contract (Gazeta Mercantil, 23/10/97).



 The State has undertaken the obligation to:



i) dismiss 50% of ICMS for ten years,



ii) provide a 10.5% bonus over the value of each pair of shoes exported, �



iii) cede, through a free loan, land and a wharehouse which must be purchased after 10 years.





 Grendene, another footwear sector company, has four factories in the State and Vulcabrás (of the same group) has a factory with 500 employees in Horizonte. Grendene has a total 7000 employees.



 Grendene produces 5 thousand pairs of shoes per month in Ceará -- 55% of its production, a ratio which will climb to 80% upon completion of the factories in Crato and Sobral. It will no longer invest in the South and will reduce its headcount from 3 thousand to 2.5 thousand. The company estimates that the average monthly salary at the Ceará plants is R$ 312, which ends up at R$ 387 after the addition of indirect benefits and labour surcharges -- that is 77% of the cost of a worker in the South region which reaches R$ 500.



 In the footwear sector, major companies such as Musa, Dakota, Paquetá and Dilly have already followed the steps of Grendene. The State now counts with 456 footwear companies, of which the 20 biggest are new, 23 are medium sized, 130 small and 283 are micro-companies. 44% of the total are located in Fortaleza and 56% in the interior. The sector produces 172.3 thousand pairs of shoes per day and employs 28.7 thousand workers directly and 114.8 thousand indirectly.



 The textiles sector is strengthening its hold in the State and is the country's second biggest complex. The sector has an average US$ 900 million annual revenues, and employs 20 thousand workers. Entrepreneurs from the sector estimate that more than 50% of the sector's companies are modernizing themselves and see the fiscal incentives as fundamental to guarantee this modernization of the sector. The general terms of the State subsidies to the sector's companies are; loans of up to 45% of the monthly ICMS collection if located in Fortaleza, and up to 75% if located out of the Metropolitan Area, with a 36 month period of grace for payment. The benefits can be extended to 13 years and are renewable. To benefit from the incentives, companies already installed in the State must relocate the plant to the interior or expand the capacity of existing installations by at least 50%.



 In terms of the attraction of foreign investment, the State reports the existence of the following projects:



1) three Portuguese companies, two of French-Portuguese capital, which ought to invest a total of US$ 50 million, generating 600 work posts. One of the companies is from the footwear sector and the other two from the chemicals sector; 



2) a fourth company, of joint French-Portuguese capital, is analyzing the production of raw-materials and antibiotics;



3) three North american companies from the metal-mechanical sector are interested in discussing investment in the steel sector.



 Finally, Ceará is initiating its privatization programme with the sell off, at the start of 1998, of its electrical energy distributor, COELCE. Both the elaboration of the programme and the modeling of the State agency to regulate the ceded public services, are being made with consultancy support of the World Bank's International Finance Corporation.



c) Rio de Janeiro



 The State of Rio de Janeiro has been undergoing a long process of decay in its relative position in the country's industrial production. The State’s industrial GDP grew at an average negative 5% rate between 1985 and 1994, presenting the country's worst performance (Lavinas et alli, 1996).



 In reality, this tendency had already been detected between 1970 and 1985, a period during which the participation of Rio de Janeiro in the country's industrial transformation value fell from 13.3% to 9.4% (Diniz e Crocco, 1996). The performance of total GDP did not reproduce this negative performance, although the State did grow at less than the national average between 1985-994: 0.7% against 0.9% per year, respectively.



 Furthermore, the loss of importance of the Rio de Janeiro Metropolitan Region as an industrial pole is starkly evident, "dragged" by the crisis, as much in the ship building industry as by its repercussions on the metal-mechanical complex established in this area during the 1960s and 1970s, as also by the crisis in civil construction - an activity with a high coefficient of jobs generated per unit of invested capital.



 In a broader context, the disindustrialization of Rio de Janeiro is inserted in the midst of a deep politico-social crisis which created an unfavourable environment for business in the Metropolitan Region. In contrast to what happened in Ceará, these circumstances were unable to determine the appearance of social and political forces mobilized around a project to recover the State economy and modernize the administrative methods and use of public funds.



 In this sense, the State’s policy competition strategy holds no links with any broader movement of a mobilization around a project to recover the State, although it cannot be denied that the efforts to attract investments end up inducing some kind of coordinated effort between the government, business sectors and other organized sectors of society.



 Rio de Janeiro State Government's strategy has been based, in the last two years, on the pursuit of gains to be potentially derived from pioneering initiatives in incentive-besed and regulation based attraction policies. This would seem to have merited the attraction to the State not only of the first major automobile investment of the current projects cycle (the Volkswagen truck factory), but also the first relevant foreign investment in a privatization of public service companies (The Rio de Janeiro Electrical Company - CERJ- an electrical energy distributor, acquired by Chilean, Portuguese and Spanish capital besides Brazilian).



 In reality, Rio de Janeiro has been benefited by the existence of State legislation for investment incentives and an institutional structure with a tradition in the setting up of industrial districts and the localization of new companies -- Codin (Industrial Districts Company). None of these characteristics are exclusive to the State and, in the Southeast itself, two States -- Minas Gerais and Espirito Santo -- have enjoyed more experience than Rio in the nurturing of industrialization.



 Nonetheless, the political priority granted by the State Government to the attraction of new investments and the fascination exerted on local authorities by the perspective of the implementation of an automobile industry�, seem to have created the basic conditions for the mobilization of the State’s institutional forces around this, finally achieved, objective.



 Furthermore, the Government was able to restructure CODIN, providing it with the specific function of attracting investments and putting together a technical management team without political influences.



 In the period during which Volks’s entry was negotiated, the closest potential competitors, São Paulo and Paraná, did not count with State legislation and fiscal incentives and the competition to attract automobile industries had still not been transformed into an "incentives" bidding war. According to a declaration by the President of CODIN�, Volks was offered the maximum incentives period allowed by State legislation (five years) and there was immediate acceptance by the company, without any negotiation. In this sense, the State’s pioneering strategy permitted it with, probably, the lowest incentives/investment ratio amongst the automobile projects announced in Brazil in the last two years, around which the competition became extremely heated as of 1995.  The negotiations with Volks indicated that, among the factors which determine the efficiency of an automobile investments attraction strategy within the current cycle experienced in Brazil, the following can be cited: 



- the offer by the State of fiscal and financial incentives and equipped infrastructure.



- the Government's coordination capacity, articulating public sector companies at the federal, State and municipal levels. According to the President of CODIN, the meetings with companies and public organs involved with the Volks project agglutinated several dozens of institutions, amongst which concessionaries of public services, regulatory organs, etc. The reduction of transaction costs for a company's "entrance" and start up of operations seems to be a relevant factor in the attractiveness. 



- the availability of areas strategically located in respect to the company's objectives. The municipality chosen by Volks (Resende) is located alongside the Rio-São Paulo InterState and is within easy reach of Minas Gerais -- thus close to suppliers and consumers, has good infrastuctural conditions -- ranging from the area for installation of the plant to the communications network -- an industrial labour force lacking any background of conflictive relations with businessmen and an adequate urban structure, thereby guaranteeing good standards of living for the company's technicians and executives�.





 Once Volks had been attracted, the State Government's efforts were directed towards the Audi and Renault projects - both now in the implementation phase in Paraná - and Peugeot, as well as for the installation of a foreign owned glass factory in Resende(Guardian).



 In the case of Peugeot, the State Governor announced in October 1997 the installation of the company in Porto Real, a neigbouring municipality of Resende, similarly situated on the Rio-São Paulo axis. Projected investments for implementation of the plant reach US$ 600 million, the State likely having a 20% participation in the company's capital. US$ 350 million financing was also secured from the BNDES (at the long term interest rates praticized by the Bank, around 10% a year, in late 1997) for implementation of the project and donation of the land by the State. Coordination for relations between the diverse segments of government, public organs and the company rests with CODIN. The contract between the State and Peugeot was sent to the Legislative Assembly for analysis and approval, thereby with the intent of reducing the political risks associated with a contract having a 26 year total validity.



 Although the institutional efforts seem to have been concentrated on these major efforts, the State recently defined sectoral incentives programmes for the plastics resins transformational sector and telecoms equipment producers sector. For this purpose the State has created an Economic and Social Development Fund (FUNDES, Fundo de Desenvolvimento Econômico e Social) that will finance companies' working capital at belo-market interest rates and which may be associated to the granting of fiscal incentives.



 In terms of the privatization of public service providers, the State has defined a privatization programme that has already been responsible for the sell-off of CERJ (an energy distribution company) and which ought to soon negotiate CEG (the gas distribution company) and other companies and adopt legislation instituting the Regulating Agency of Public Services Conceded by the State of Rio de Janeiro (ASEP - RJ, Agência Reguladora de Serviços Públicos Concedidos do Estado do Rio de Janeiro), supervising the performance of the concessionaries and reproducing, at the State level, the agencies being created by the Federal Government.



d) Paraná

 

The State of Paraná is the adjacent southern neighbour of São Paulo and has a strong tradition in agriculture and agro-industry. Its capital, Curitiba, is internationally recognized as a successful urban development model and industrial activity is primarily developed in its Metropolitan Region.



 Between 1985 and 1994, Paraná real per capita GDP grew 17.4% against 5.4% for the country's southern region and 0.1% for Brazil as a whole. In the case of industry, the disparity in favour of Paraná is greater still: 2.6% per year, against 0.6% and -2.4%, respectively (Lavinas et alli, 1996).



 This data suggests that, as a new stage of competition for investments was initiated, Paraná already found itself in a process of industrial expansion at a much greater rhythm than the average observed in Brazil. 



 In this context, Paraná instituted an Economic Development Fund (FDE) with budget funds, loans and proceeds raised from the sale of the shares of State companies and by the payment of Itaipu Hydroelectric Plant royalties to the State by the Federal Government. The FDE permits the State to participate in companies' capital, purchase land and undertake infrastructural work, later passed on to the benefited companies, and finance the fiscal benefits granted. This Fund will be the source of funding to finance State’s capital stake in Renault's Brazilian venture.



 According to official State data, Paraná has managed to attract US$ 5.5 billion in investments in recent years and is on its way to becoming the country's second biggest automobile sector complex, with investments announced by Renault, Chrysler, Volks/Audi and Detroit Motors. The State’s new aim in this field seems to be the attraction of autoparts and vehicle components companies. Besides this, the State has been attracting domestic investments in the food and beverages sectors and foreign investments in manufactured wood products and home appliances (Electrolux refrigerator factory). A State organ provides technical consultancy to potential investors, taking care of the coordination of all relations and activities involving entities at the different governmental levels.



 The assets on which Paraná counts for investment competition, in the perception of its administration, include the following: 



 - The State’s central position in relation to the Mercosul's most dynamic nucleus;



- A predominantly European cultural profile and high standard of living rooted in a very successful planning process and a division of the population "without the major tensions provoked by regional disequilibriums found in other States", according to an official State document. State of Paraná official statistics reveal that this better standard of living translates into, among other things, a shorter average commuting time between home and work in Curitiba than in the country's other major capitals (São Paulo, Rio, Belo Horizonte, amongst others).



- The opening of the infrastructural services market to the private sector, via concessions and within a daring programme involving the consolidation of a Strategic Ring connecting five of the State’s regional complexes and targeted at providing the State with a physical network of services based on leading edge infrastructural concepts, privileging telecommunications, the use of natural gas as a form of energy and the multimodal transports concept.



- Lower electrical energy and industrial and services labour costs as compared to other industrialized States. In the case of labour, the data presented by the State to potential investors indicates salary levels in Curitiba equivalent to 50% of the salary scales adopted in São Paulo;



- A lower number of strikes in the industrial sector as compared to other industrialized States.



 The data and indicators employed to "boost the value" of the State’s assets make it clear that Paraná's efforts are targeted at attracting investments which tend to be directed towards the country's most industrialized States, particularly São Paulo. With these efforts as a back-drop, Paraná benefits in the competition to attract investments from its prestige in terms of planning and development and quality of urban living standards which, moreover, earn it ample access to international sources of financing for physical and social infrastructure. In reality, this environmental aspect is repeatedly reiterated by the management of the companies which have opted to install themselves in Paraná, as being one of the most relevant factors in defining the location of the new venture.



e) Other States

 All of the Federation's units participate in the competition to attract investments. Besides those already examined, other States have also been demonstrating a strong "activism" in this field and some success as to their central objective: 



 	e.1) Bahia: this Northeastern State -- the biggest and most Southern of the Region -- bases its strategy both on its intermediate geographical position between the country's biggest industrial production pole -- the South/Southeast -- and the expanding regional market of the Northeast -- as well as on its comfortable financial - and  administrative situation and traditional menu of incentives (see the beginning of this section), with some sectoral specificalities .



 Benefited by ederal automobile legislation that favours the poorest regions, Bahia has been centering its efforts on the attraction of vehicle assemblers whose production contemplates, at least in the initial years, an elevated index of imports. This strategy was successful in the case of Asia Motors and -- unofficially -- with the Tatra truck factory belonging to the Skoda group, Hyundai and manufacturers of two wheeled motor vehicles.



The incentives ensured by the Federal Automobile Regime were added to by State policy providing fiscal mechanisms which benefit the import of automobiles and parts, the sale of vehicles, as well as  offering even more favourable conditions within the State fiscal incentives programme (PROBAHIA). The aims of PROBAHIA involve the diversification of industrial strictureand the upgrading of industrial production through the transformation of natural resources within the State. The Program is based upon a mechanism of financing of the ICMS due, at a fixed interest rates (3% a year) and with a large period of grace (3 to 5 years). Between january 1995 and july 1996, 89  industrial projects, evaluatedat US$ 90 million were benefited by the Program.      



 Additionally, Bahia has sectoral incentives programmes, with emphasis on the plastic resins transformation industry -- whose investments would viabilize the verticalization of the State’s already installed important petrochenical complex -- and has tried (with success) to attract footwear companies from the South, looking for relocation, and food and beverages companies, mobilized by the strong growth of the Northeast regional market.



 At the end of 1997, three of Brazil's biggest footwear exporting companies -- all originally from Rio Grande do Sul -- announced the decision to install export-slated factories in one of the State’s decadent agro-industrial regions (a sisal fibres producer). Projected investments reach US$ 20 million and the decision by these three companies ought to attract a major manufacturer of shoe components (soles, heels, etc.) to the State, also from Rio Grande do Sul. Those companies join other eleven southern firms, which have already announced new investments in the footwear production in Bahia. The total investments announced by these firms amount to US$ 147 million, consolidating a new pole of footwear export-led production in this Northeast State, induced, among another factors, by rising labour costs in the Southern States like Rio Grande do Sul. Given the relevance of this trend, which benefits not only Bahia, but also others Northeast States, it seems that the movement of relocation and new investments in these States is not primarily motivated by the incentives, but is deeply rooted on concerns about the international competitiveness of the Brazilian footwear industry, which exports more than US$ 1,5 billion yearly, mainly to the USA. 



 Finally, the State has defined an aggressive privatizations and concessions programme, including -- as a first step -- the electrical energy distributor (already privatized in 1997, having been sold to a consortium led by a Spanish Company) and the State freeways.



	e.2) Rio Grande do Sul: This State’s participation in the national GDP has fallen in recent years, and its southern region has been negatively affected by exposure of its primary sector to competition from Mercosul countries, accordingly Rio Grande do Sul has developed an aggressive investment attraction strategy. It has sought, for such purposes, to set up fiscal and financial incentive schemes (principally for the automobile and plastics sectors), to offer infrastructure and implement a privatization programme of companies providing public services as well as pursuing institutionalization of both the mechanisms of consultation and negotiation between public and private sectors (sectorial chambers) and of a State fund raising agency.



 Rio Grande do Sul ought to receive General Motors’ new Brazilian plant, as well as autoparts manufacturers -- systemic or not -- which will install productive facilities close to the GM unit. Besides this, the State is being benefited by investment for expansion of the Petrobras oil refinery (State company) and of the second generation petrochemicals complex, whose companies intend to take advantage of the State’s privileged geographical access to Brazilian and Argentina markets within the context of Mercosul. According to the State Government, plastics producers will also be coming to install themselves in Rio Grande do Sul, attracted as much by the supply growth of petrochemical resins as by the Mercosul demand potential. 

�



4. THE FEDERAL AUTOMOBILE REGIME AND SUB-NATIONAL COMPETITION FOR INVESTMENTS



 The Brazilian automobile industry produced 1.8 million automobiles and light commercial vehicles in 1996, but the importance of automobile production is rooted in previous decades. At the end of the 1970s the industry already produced more than 1 million units. After suffering a recessive period during a good part of the 1980s, automobile production returned to the one million vehicles level in 1988, holding steady at that level until 1993. In that year, domestic demand growth took production to 1.4 million vehicles, initiating an expansion process of the sector that continues until today. The recent expansion of production was accompanied by job losses and a deterioration of the sector's trade balance. The number of employees in the sector, which oscillated around 150,000 in the 1985-86 two year period, fell to 113,000 in the 1995-96 period.



 During the 1970s and 1980s, the automobile industry trade balance registered a surplus, reaching more than US$ 2.5 billion per year in the 1987-89 three year period, as a result of depressed domestic demand and the exports incentives afforded by exchange policy and export support programmes. The autovehicles export/production coefficient oscillated around 30% in the 1987-89 three year period and, after falling to 20% in the recessive years of 1990-91, returned to 32% in 1992, the highest level reached in the 1990s. As of that date, good domestic demand conditions led to a progressive decline in the export/production coefficient which reached 16% in 1995. The drop in exports added to an important growth in imports. The combination of trade liberalization with domestic demand growth, as of 1993 and, particularly, after the economic stabilization, resulted in an increase in foreign purchases, taking the ratio of imported autovehicles in the internal market from 3.1% in 1991 to 21.3% in 1995. The tarrifs increase of 1996 caused this ratio to drop to 12.9%.



 As of 1990, the Brazilian industrial environment experienced a radical change in its institutional and regulatory framework. In that year the non tariff barriers existent until then were practically eliminated and, after a temporary tariffs hike to permit the adequation of some sectors to the new trade reality, a tariff reduction program was initiated. The tariffs evolution in the case of final goods from the automobile sector is shown in Table 1.



						TABLE 1

    		Evolution Of Nominal Import Tariffs For Automobile Sector 

                      				(may 1990/march 1995)

    

�PRIVADO ��Dates  of tariff  changes                                                   Tariff��Pre 1990                                                                             65��May 1990                                                                           85��February 1991							60��February 1992							50��October 1992							40��July 1993						           35��September 1994						20��February 1995							32��March 1995							70	��	 �



The tariffs on the final goods produced by the sector fell gradually from 60% in February, 1991 to 35% in July, 1993. In September, 1994, the government reduced these tariffs to 20% as part of its stabilization strategy. The explosion of domestic demand which followed the Real Plan and the reduction of imported car prices as a result of the new tariff reductions and the post plan appreciation of the local currency, boosted foreign purchases. Following the Mexican crisis of February 1995, the Government increased the tariffs to 32%, but judging this insufficient, raised the import tax on cars and other consumer durables to 70% in March, 1995. As a result of the high tariffs on final products from the automobile sector and lower tariffs for inputs, the effective protection of automobile, truck and bus production increased strongly after December 1994, as can be seen in Table 2:



						TABLE 2



  	                  Nominal Tariff (NT) And Effective Protection (EP) of the                      					       Auto Sector 



   �PRIVADO ��Activity�July ’93��Dec ’94��Dec ’95����NT�EP�NT�EP�NT�EP��Automobiles, 

Trucks & Buses �34.0�129.8�19.9�44.6�55.5�270.9��Other vehicles�17.9�21.3�17.4�21.6�17.9�21.0����������Source: Kume (1996)



 In the case of the automobile sector, the Government combined trade opening with fiscal and financial measures to stimulate production and manage prices. In February, 1992, a fiscal incentives agreement by the federal Government in hand with the assumption of an obligation by assemblers and autoparts producers to reduce margins, permitted a price reduction of the sector's goods. As part of the agreement, the Government undertook the obligation to increase the amount of financing available through the BNDES (the National Economic and Social Development Bank) -which praticize below-market interest rates in long term lending- for the purchase of trucks, buses and tractors and the companies agreed to increase the production level until the year 2000. At that same time, the assemblers signed bilateral agreements with the government to produce 3 models of economic cars (the so called "popular cars"), counting with the government's fiscal exemption. The assemblers undertook the obligation with production and employment targets.



 Growth of disposable income, in 1993 and 1994, together with the reduction in the relative price of cars through the trade and taxation policy implemented as of 1990, permitted a doubling of production for the domestic market between 1992 and the 1995-96 two year period.



4.1. Predecessors and main features of the Automobile Regime



 The auto industry incentives regime has been presented as part of the governmental strategy to reduce the disequilibrium of the sector's trade balance. However, it cannot be understood solely as the result of the appearance of strong disequilibriums in the trade balance. On the one hand, the idea of a regime for the auto industry -- imports of inputs and capital goods at reduced tariffs compensated by exports -- arose long before the avalanche of car imports and the Mexico crisis, in other words, long before the appearance of any threats to the trade balance stemming from a sectoral deficit of the industry. On the other hand, a regime of this type does not seem to be the best way to reduce the sector's total imports. It can decrease the imports of finished vehicles, but certainly increases imports of capital goods, at least temporarily, and the imports of inputs.



 The idea of a sectoral regime of imports compensated by exports started to circulate in the governmental sphere well before 1996. In May 1991, after the implementation of the tariffs reduction program, the government called on the parties which make up the automobiles sector to put together a sectoral chamber. The chamber's objective was to initially, discuss prices but, pressured by the companies, its agenda was soon broadened to include industrial policy themes.



 In March, 1992, the diverse parties signed an Automobile Industry Agreement, which had an important effect on prices and the negotiations between companies and employees but which, furthermore, awakened awareness of the following points: elaboration of a legal bill for exports incentives, implementation of financing programmes for the purchase of commercial vehicles, discussion of an investment programme and discussion of the new rules for vehicle purchase consortia. (T.N. a collective installment-based purchase scheme in which members pay monthly premiums against the purchase of a vehicle. Monthly lottery draws of members' names determine which will benefit from immediate receipt of their vehicle. Such plans proliferated when waiting lists for domestically produced cars were coincident with consumers' lack of disposable income to buy vehicles in a small number of installments. The consortia thus served as incentives against the "apathy" to join waiting lists for specific vehicles due to the long wait implicit in delivery of the vehicle).



 The legal bill (white-paper) on export incentives was sent to Congress in 1993 and is the predecessor of the current Automobile Industry Regime. The principal points of this legal bill were as follows: 



i) Import at reduced tariffs in proportion to exports. In any one year, companies would be able to import up to 50% of their exports in the previous year of machinery, raw materials, parts, accessories and components, with a 95% reduction of import tariffs.



ii) Nationalization index. The project established an average 75% local-content index for automobiles, buses and trucks and tractors. The new terminals would have a period of up to 3 years to reach the Nationalization Index. Exports would be excluded from calculation of the nationalization index, thereby stimulating the import of parts for the production of finished vehicles targeted for export.



iii) Relationship with Mercosul. Imports and exports to and from Mercosul would not be computed for the calculation of imports at reduced tariffs. The calculation of the nationalization index would not include the computation of imports from Mercosul.



 The principal differences between the current regime and the 1993 legal bill are as follows: 



i) The 1993 bill did not consider tariff reductions for the import of finished vehicles;



ii) The legal bill did not permit that investments could be used to compensate part of the imports; 



iii) The previous legal bill was more restrictive as to the purchase of capital goods, by establishing an examination of similarity for the importation of such goods when the purchases of national capital goods was inferior to 60% of the total purchases of new capital goods.



 Definitely, the 1993 proposal, just as the alternatives discussed at that time, did not have a bias for the installation of assemblers, as they did not permit companies already installed to import finished vehicles at a reduced tariff and by not accounting the new investment as a part of what is called in the new legislation “net exports”.



 In 1995, the Mexican crisis and growing trade deficits lead the Government to, first, increase import tariffs on automobiles to 70%, and later, propose import quotas. The government ended up eliminating the import quotas after consultations were made to be WTO. The idea of a special imports and exports regime reappeared, but now with greater stimulus to investments and with the possibility, for companies installed in Brazil or with investment projects, to import finished vehicles at a reduced tariff, given the high tariffs in force. Since the characteristics of the current Automobile Regime discriminate against those who do not make investments in the country -- that is against the companies not installed in the country, the government established import quotas at tariffs reduced by 50% for those firms in this situation from Japan and the European Union.



 Initially justified by the authorities as a mechanism created to attract investments and compensate the existence of the Argentinian Automobile Regime, the Brazilian regime sparked off a series of conflicts with the Mercosul neighbour and generated diverse contestations in the WTO by several countries and regional groups from the OCDE (United States, European Union, Japan and Korea), all vehicle exporters to Brazil. In the case of these countries, Brazil introduced some alterations in the annual quotas benefited with the 50% tariff reduction, accommodating to the diverse pressures. In the case of Argentina, a similar mechanism was used for the years 1997 and 1998 and a programme was defined for the elaboration of a sole Automobile Regime in the Mercosul, to come into force as of the year 2000. Tariffs on finished vehicles are gradually being reduced in Brazil, standing today at 63% for non-producing companies or those without ongoing investments. This level ought to reach 20% in the year 2000 if there are no new alterations.



 The main feat
ures of the Brazilian Auto
 Regime can be seen in Table 3. T
he Auto
 Regime consists essentially of a reduction in import taxes on capital goods, raw materials and finished vehicles. Additional incentives were created for the companies located in the North, Northeast and Mid-West, considered to be Brazil's lesser developed areas. These additional benefits consist in exemptions from federal taxation, a longer term to reach the compensation proportions and national content index. The beneficiaries of this regime are the companies that produce autos, light vehicles, trucks, buses, tractors, bodies, breakdown trucks, parts, accessories, components, kits and subkits and tires.



 The Regime is valid until 31/12/99 in the South and Southeast and until 2010 in the North, Northeast and Mid-West States.





 The principal benefits pro
jected by the federal Auto
 Regime are as follows: 



i) A 90% reduction in the import tax (IT) - with a minimum 2% tariff - levied on imports of new capital goods, accessories and spare parts for the companies located in the South and Southeast (SS) and of 100% reduction in the case of companies with installations in the North, Northeast and Mid-West (NNMW). 



ii) A reduction of up to 90% of the IT -- with a minimum 2% tariff -- levied on imports of raw materials, parts, component parts and tires.



iii) A reduction of up to 50% of the IT levied on direct and indirect imports of passenger and goods transport vehicles for producers installed in Brazil, with a minimum tax levy equal to the Mercosul Common External Tariff (CET, Tarifa Externa Comun, TEC) rate for these products. 



iv) The companies located in the NNMW will be exempt from IPI (Imposto de Produtos Industrializados, Industrialized Products Tax) upon the acquisition of capital goods and raw materials, exempt from IOF (Imposto sobre Operações Financeiras -- a financial transactions tax) on foreign exchange operations, exempt from AFRMM (Freight Surcharge for the renovation of the Merchant Navy) on imports and exemption from income tax.



From November 1997 on, those and other incentives 
were
 reduced by 
 around 
25
%, in the wake of the fiscal measures adopted by the Federal government to restablish the confidence of foreign investors, affected by the international financial inatability and its effects on Brazil’s macro-economic stabilisation program.



 In order to maintain the benefits of imports at reduced tariffs, companies at whatever location ought to respect specific proportions between:



i) Imports and domestic purchases of the same type of goods: 



ii) Net imports and exports. firms can compute part of their investments as net exports, with companies located in the North, Northeast and Mid-West having greater possibilities of computing investments as parts of net exports.



 The newcomers, who are the new manufacturers in the Brazilian market and the new factories or production lines of assemblers already installed, have an additional period in which to accomplish these requisites.



 For the purposes of calculation of the benefits, net exports are the result of the sum of direct and indirect exports and the so called additional exports which result from consideration of variable proportions of investment expenses and a proportion of the direct and indirect exports. Table 3 shows the methodology used to calculate additional exports, The main differences between the two regions into which the country was split, for incentives purposes, are: the existence of a ceiling or limit for the calculation of additional exports in the case of the SS, which does not exist for the NNMW; the consideration of other investment expenses as additional exports in the case of NNMW; and lower percentages for  the calculation of additional exports for the companies located in the SS. 

  

 The average national-content index used by the Regime is defined as the proportion between the acquisition value of inputs produced in the country and the total value of inputs, less taxes and the imports value under the drawback regime. The Index stands at 60% in all of the country's regions, but there are differences in terms of the adaptation periods of the newcomers.

  

4.2. State incentives and attraction of automobile industry investments



 The most visible aspect of the use of State incentives to attract investments continues to be the support "packages" offered to new automobile industry production units. State incentives are radically changing the locational standards of the Brazilian automobile industry. Almost always, the benefits granted by States are a combination of fiscal and financial incentives, together with the free or low cost provision of a great part of the infrastructure and logistics for the plants (as shown in Chapter III).



 The fiscal and financial benefits presented diverse combinations. The objective of all of these combinations of subsidies is to proportion resources at costs inferior to those practiced by the market so as to help finance part of the firm's current investment or operations. A typical combination consists of the lengthening of payment of ICMS for a determined number of years, this postponement being corrected at interest rates and monetary correction inferior to those practiced by the market. Another mechanism is the granting of a financing, through a State fund, of an amount equivalent to a percentage of the ICMS payment made by the company. This financing is also made at lower than market interest rates, and may not suffer any surcharges whatsoever. Normally, either of these combinations of State subsidies is combined with additional exemptions from municipal taxes, thereby permitting the total package to drastically reduce the funding necessities to meet fiscal and financial obligations of companies to be installed in the States.



 Besides facilitating funding for companies’ working capital, States may explicitly finance a part of the investment in companies' fixed assets. For example, in Rio Grande do Sul, privatization proceeds will finance almost 50% of the GM investment, at subsidized interest rates in comparison to those practiced by the domestic market, or without exchange rate risk when compared to the alternative foreign financing. In the case of Paraná, the government has undertaken an obligation to enter with 40% of Renault's capital.



 As previously mentioned, States and municipalities do not limit their support to financial or fiscal subsidies. In the majority of cases, State and municipal governments freely  provide the land or landscaping services as well as road or fluvial access infrastucture. Less frequently, authorities freely grant connections to electrical energy, gas and telephones. 



 Normally, companies adapt themselves to the benefits of the incentive programmes already existent in each State. But, as with the case of GM in Rio Grande do Sul, automobile sector companies have been the object of special incentive schemes with more favourable conditions to those offered in States’ traditional menus. In the case of GM, the State government presented legislative changes in order to fulfill the contract with the company and undertook the obligation to indemnify it in case of future changes to State legislation which might eventually effect the company.



 The contract signed between the government and the company almost always remains in secret, especially in regards those aspects which do not depend upon legislation and which can be resolved via administrative acts, such as the donation of land or the logistical work necessary for the venture. The secrecy is of the interest of both parties. For the companies because there is disclosure of data which may be strategic concerning the venture's costs or characteristics. For the State governments because the secrecy impedes the benefits granted in the last agreement from becoming an inferior limit for a future negotiation with another company interested in investing in the State.



 The dispute between States to attract automobile industry investments illustrates the difficulties to establish a cooperative action between State governments and the federal government's limitations in imposing fiscal discipline on the States. The result of this dispute is a loss of funds for the economy as a whole, a non-optimum allocation of public funds and a stimulus to the creation of production capacity which may generate serious problems of idle capacity in the future.



 Although there is no clearcut evidence on this, it seems that assemblers and their main suppliers took the decision to create or increase their production capacity in Brazil independently of any State subsidies. The basic or economic reasons were the stable growth path experimented by the Brazilian economy since 1993 and particularly by the automobile market. Furthermore, the federal government decreased the investment costs in imported machinery and temporarily reduced the acquisition costs of imported inputs. The economic context and federal regime already constituted sufficient incentives for the growth of the industry's capacity. Why then did the State governments add subsidies to this already favourable situation for private investment? 



 The answer seems to involve the fact that the political and economic return related to the attraction of an assembler, together with the investments related to the plant, is high for any State individual. It is very difficult for the initiative to restrain the ceding of State incentives  from the States that have the potential to receive the investments. A voluntary agreement between States to restrain the incentives would be difficult to accomplish because the incentives for free-rider behaviour are large and the economic and legal sanctions virtually inexistent, at least in the short term.



 In this sense, any agreement between the States would have to have severe penalties, requiring the coordinating action of central government. The federal government did have some instruments in its hands to discipline States and avoid a proliferation of subsidies, but this initiative was not taken. For example, central government could have used the process of renegotiation of State debts to impose discipline on the concession of subsidies by sub-national governments. But the difficulties to restrict the "fiscal war" are not linked only to the rewards from the attraction of a new investment to a State or even the lack of coordination instruments and discipline in the relations between the federal government and the States. In practice the federal government and CONFAZ have difficulties applying the penalties existent in the legislation over the ceding of taxation subsidies via the ICMS.

        

 Furthermore, the federal government has not demonstrated the slightest interest in coordinating - or even restricting -- competition for investments, which may be taken as much as an unformalized directive for decentralization of the management of industrial policy instruments, as an idea regarding the logic of the political relationship between the Executive and the Legislative (powers) within a context where the Executive's agenda includes diverse initiatives for constitutional reform in politically delicate areas. 



 The attraction of assemblers by States implies the use of public funds (purchase of land, landscaping, infrastucture) for expenses which, in principle, would be the responsibility of the private sector. Given that State governments are using public funds to make up part of the investment, there is a consequent net reduction in the flow of external funds entering the country by companies in the automobile sector. Thus, from the point of view of the economy as a whole, there is a net loss of funds. Furthermore, the background lacking in basic needs in which many of the States which participate in the "incentives war" find themselves, means that the allocation of these public funds in alternative uses would have a better return from a social point of view. Certainly, in many of these States, the investment of these funds in the reduction of the public debt, in basic infrastructure (water and sewage services) and education or health, would have a greater return than from the subsidized investment.



 The Automobile Regime reduces the expenses with investment and operation through a reduction in the cost of importing machinery and inputs, and provides a temporary advantage to the assemblers installed and investing in the country since it permits the import of finished vehicles at reduced tariffs. Car imports at reduced tariffs are a competitive weapon against firms that are not undertaking investments or exporting from Brazil.



 As investments are perceived as a key tool for access to the advantage of vehicles and inputs at reduced tariffs, the automobile industry regime will generate an excessive expansion of automobile capacity. Nonetheless, the mechanism which permits that the newcomers, which are all new investments, do not need to respect a specific limit for the purposes of considering investment expenses as additional exports, may stimulate an anti-export stance for the investments, particularly in the first stage. Firms may have access to the benefits without needing to export.



 The federal regime incentivated the assemblers (already installed in the country or not) to produce many of the imported models, creating plants of not necessarily optimum scale and a domestic production with a diversity of models which may fail to find demand in the future. In this context, the State incentives, by reducing investment costs even more, could accentuate the existing over-investment tendency in the federal regime. The State subsidies may also lead to an excess number of sub-optimum scale plants in order to meet the short term necessities and avoid a loss of competitive positioning. For example, in the future, it is very unlikely that the operation of four plants for the production of sophisticated automobiles and cars in Brazil will be justifiable. This being the case of the Mercedes, Audi, Toyota and Honda plants, of which only Audi has concrete export plans.



 Recent evaluations by sectoral specialists and the federal government have already provided evidence of the high distortive potential generated by the combination of a federal incentives regime -- including its "regional policy" component -- with sub-national policies. According to the economist A. Comin, a specialist on this theme, "there will be excess installed capacity in the year 2000", which might lead companies to "alter their projects or even close the factories after having received the benefits" (in Gazeta Mercantil, 28 July, 1997). Given perspectives of a reduction in import tariffs by the year 2000, an increase in imports may be forecast, including those by assemblers already installed in the country, thereby accentuating the competition between local producers and moreover, broadening the expectations that some companies leave the market. In this context, one may forecast for the coming years, an important pressure by local producers in terms of maintaining mechanisms to protect the domestic market in the Mercosul Sole Automobile Regime which ought to come in force in 2000.



 On the other hand, a general perception is setting in within the federal government that an enormous share of the approximately US$ 2.7 billion new investments announced for the NNMW regions will not become concrete, with the probable exception of the Asia Motors plant in Bahia, and that of all the newcomers, only Renault schedules sufficient investments to face the competition from the already existing firms which cater to the Brazilian market (Fiat, Volks, GM, Ford and Mercedes).



 Finally, it ought to be noted that the State incentives end up being demanded, even in those cases where the decision to locate in a certain State already seems to have been taken by the company.



 In this case, it is as if the new investor were to simply request the chosen State for equality in relation to the other Beneficiaries. That would be the case of the new Ford plant to be installed in Rio Grande do Sul: the locational decision seems to have preceded the negotiation of the incentives with the State, but this in no way reflected in the obtention of inexpressive incentives.



4.3. Principal Ongoing Investments in the Sector



a) The General Motors Plant in Rio Grande do Sul. GM intends to invest a total US$ 3.45 billion on the expansion of existing factories and the construction of 3 new factories in Brazil. The amount to be invested on the new factories ought to reach US$ 1.25 billion, the plants to be located in Rio Grande do Sul, Santa Catarina and the interior of São Paulo. The decision to locate away from São Paulo was motivated by two fundamental reasons: a production location with access to the other Mercosul markets and to escape from the congestioned Paulista industrial area. Furthermore, GM received incentives from the Rio Grande do Sul and Santa Catarina State Governments. It ought to be noted that, although the incentives and other factors have enabled a decentralization of the GM investments, the company intends to invest 2/3 of the total on expansion of its existing São José dos Campos installations, to an amount of some US$ 2.2 billion.



 GM ought to invest US$ 600 million in Rio Grande do Sul for a 100 thousand light vehicles per year production, reaching 200 thousand vehicles per year at full capacity. It is to produce a small "popular" car to compete with Ford's small popular model - the Ford Ka -- generating 2 thousand direct jobs. Start up of operations is scheduled for March 1st, 1999, with normal production as of August 2nd, 1999. Approximately 30 terminal plant suppliers will be installed in the State, many of them acting as providers of complete component kits for the assembler�.





The company asked for a 4 million square meters site for its plant in Rio Grande do Sul. The choice of this location (Gravataí) is related to the possibility of fluvial transport, by the River Guaíba, although a port terminal will need to be built to load the cars and receive the components. Furthermore, the company took into consideration the infrastuctural and logistical improvements made by the State Government and the quality of the region's labour force�.





 The Rio Grande do Sul government modified the existing legislation in order to adequate it with the obligations signed with GM. The main incentives provided by the government were the following.



i) It created an Automobile Provisioning Fund ( Fomentar -- Fundo de Formento Automotivo) with the objective of financing the ICMS that the sector's companies will generate in the future. The value of this financing will be limited to 9% of the revenues of the new factories. The Fund also guarantees exemption from the 12% ICMS levy on the purchase of machinery, equipment and instruments by the industry. The period scheduled for the concession of both of these benefits may extend up to 15 years, with amortization in 12 years without interest. It will finance working capital. 

                              

ii) The regulamentation of the Operation Company Fund (Fundopen -- Fundo Operação Empresa) was altered. With this change, benefited companies from the fund will be able to use it after the 15 years concession of the Fomentar, thereby providing 23 years of consecutive fiscal benefits. Fundopen foresees the reimbursement of up to 75% of the ICMS generated by the company, being able to reach a total of 100% of the investment total or up to 8 years�.



                    

 Surcharges are: 0.5% capitalized interest but limited monetary correction of a maximum 10% that practiced by the market, also capitalized. Should the company have other financing there are no surcharges.



iii) The State Reforms Program was altered. These changes were made in order to permit that part of the funds obtained through privatization or the opening of capital of RGS State companies be utilized as a further source of financing for GM and its suppliers. In this case, the financing has a 60 month period of grace and 10 year amortization period at 6% p.a. interest, capitalized during the period of grace.



iv) Finally, the Special Purposes Company for the Implementation of the Automobile Complex was created (CEIC -- Companhia Especial de Implantação do Complexo Automotivo), with responsibility for installing an industrial district for the sector, being able to "issue and place in the market obligations for its own issues, acquire, alienate and provide in guaranty, assets, credits and equities, as well as contract or pool services or works which viabilize these". The funds ought to come in the form of BNDES financing.



 The State government managed to approve the legal bills to subsidize GM and the supplier companies that eventually come to be installed in the State. However, subsidies of such importance as those in this package ended up generating questioning by the political opposition to the State Governor. Parliamentary opposition questioned the deposit of R$ 253 million in GM's account even before the works had been initiated, and suspected that a further R$ 260 million was to be deposited in GM's account. This because a R$ 260 million provisioning was made in the State Reforms account and the R$ 253 million came from another account -- Available State Funds24�.



The Government explained that the R$ 253 million were to finance the cost of the factory (estimated at US$ 600 million) and that, by making an anticipated deposit it had saved R$ 82 million. The ceded funds came from the State Reforms Fund, created from the sale of the State’s shares in Companhia Riograndense de telecomunicações (CRT)�.



 According to the opposition, the government will pass on the other R$ 265 million to the 20 suppliers that will be installed in the industrial complex around the assembler. The government, however, assures that it will only finance up to 35% of the suppliers' investment, something around R$ 90 million. The contract also foresees incentives of the same amount for transport companies that come to be installed in the complex. 



 In summary, the Rio Grande do Sul State government is using privatization funds to finance, GM � and its suppliers at lower than market interest rates.

 

 The Government will finance up to 50% of the company's fixed investment in the plant. Together with this, the company will have financing of ICMS payment for 23 years at subsidized interest rates and exemptions from ICMS payment for acquisition of equipment.



 Furthermore, the government has undertaken obligations related to the following points:



. compensate GM for any alteration to federal or State taxation legislation;



. install a natural gas connection to the automobile complex.



. guaranty preferential supply of electrical energy and fibre optics telephony;



. install sanitary and industrial effluent lines.



. treat solid residual effluents.



. construct a complete fluvial terminal for GM's preferential use in the Greater Porto Alegre.



. construct or modernize a complete private maritime terminal for GM in the area near Rio Grande.



. install habilitation means to permit automatic navigation; 



. improve the roadways and accesses to the complex.



. perform the landscaping and urbanization of the site where the factory will be installed;



. the town council conceded exemption from municipal taxes and surcharges for 30 years.





b) Ford Company plant in Rio Grande do Sul



 At the start of October, 1997, Ford also announced the installation of a new automobile production plant in the Porto Alegre Metropolitan Region. Although little information is available concerning the company's project and mechanisms mobilized by the State Government to attract the investments, the financing model adopted is supported by a US$770 million BNDES  (National Economic and Social Development Bank - a federal organ) loan to Ford, at its long term interest rate (around !0/11% a year) and by a Satate loan of US$200 million at similar rates . By taking out financing on the domestic market, the company is protected from exchange rate risk, whilst the State government, with the BNDES funds, avoids the political problems caused by the anticipation of Rio Grande do Sul Treasury funds to GM. In Dece,ber 1997, Ford announced that the State Government would not bear the financial charges exceeding 6% yearly, but would provide a lending amounting to US$ 200 million to the company at rates equivalent to those praticized by BNDES.



 As in the other cases, the State will cede the land demanded by the company (600 hectares) and will perform infrastructural works, besides benefiting the investment with the conditions foreseen in the Fomentar Programme.      



 The project foresees a total investment of US$ 1 billion and a 100 thousand per year vehicle production as of the year 2000, being able to reach a 250 thousand per year automobile production capacity according to company representatives.



 In principle, approximately 30% of the plant's production will be exported to be Mercosul companies, the reason why the geographical location and infrastuctural logistics were highlighted by Ford representatives as one of the principle determinant factors in the locational decision of the new unit.



c) Paraná automobile complex.



 Confirmed automobile industry investments in the State of Paraná until the end of the century already reach US$ 2.3 billion, distributed in the following way:



- Renault                US$ 1.0 billion;

- Volkswagem-Audi        US$ 500 million;

- Chrysler               US$ 300 million;

- Joint venture Chrysler - BMW (engines) US$ 500 million; 

 

 Additionally, the State will receive US$ 700 million investments for the manufacture of autoparts and components related to supply of the assemblers. The main projections announced to date are:



-Detroit Diesel Corporation (engines) to supply Chrysler:  US$ 130 million;

- Investments by Renault suppliers   US$ 300 million;

- Investments by Audi suppliers      US$ 250 million.



Besides the announced and estimated investments, other investments from medium-sized suppliers of the announced plants are also expected. Some local governments are starting to prepare themselves to attract the investment that will come to the State in any case. For example, the town council of Araucária, a municipality close to the Curitiba Industrial EState and São José dos Pinhais, sought sectors from private initiative to organize a Special Purpose Company, with the objective of urbanizing a 100 hectare site. This site would enable the installation of 40 autoparts companies to cater to the three assemblers and two engines factories to be installed in the neighbouring municipalities. The Araucária council's initiative would permit the obtention of a scale gain in equipment maintenance and economies for the companies in terms of qualification of the labour force. Approximately 2000 workers are already being trained in industrial electrical installation, soldering, refrigeration and industrial mechanics courses.



 With these investments, Paraná will turn the century as Brazil's second biggest automobile industry complex, behind only São Paulo. The State counts with some comparative advantages, such as the quality of the labour and infrastucture, especially parts and the future expansion of the road network.



 In the following, we describe the main characteristics of the major investments in the State and the main incentives received by the companies.



c.1) Renault



 The Renault investment is estimated at US$ 1 billion, of which US$ 700 million will be invested in a first phase in 1997-98 and the remaining US$ 300 mm in a second stage around the year 2000. The plant will be located in São José dos Pinhais. The Renault factory ought to generate 2,5 thousand direct and 15 thousand indirect jobs. The calculations made estimate an additional US$ 300 million investment by supplier companies, Renault negotiated the coming of some of its suppliers. Defined until now has been the coming of Bertrand Faure, which manufactures seats, and Siemens which produces electrical cables for dashboards. Bertrand ought to invest US$ 25 million in the Curitiba Metropolitan region. Some French suppliers are interested in forming joint ventures with Brazilian companies.



 The State government granted a 4 year postponement for payment of ICMS, the Funds so advanced to be paid without interest. Furthermore, the municipal council of São José dos Pinhais ceded a 2.5 million square meter site valued at US$ 11 million. Preparation and works of the site will be the responsibility of the authorities, at an estimated US$ 11 million cost. A rail branchline will be built, as well as a road link with the factory. The State electricity company will construct special facilities for Renault and the electricity fees will be reduced by 25%. Renault will have a particular area in the Paranaguá port.



 The State government has undertaken the obligation to participate, directly or through private partners, with 40% of the investments. The Government counts with funds from the State Economic Development Fund (FDE - Fundo de Desenvolvimento Econômico do Estado) to realize this operation�.



The suppliers companies will also gain incentives with the ICMS consisting, essentially, in deferment of the term of effective payment of the tax in the first four years of production.



c.2) Chrysler



 The Chrysler investment is estimated at US$ 315 million, for an yearly production of 40000  Dodge - Dakota pick-ups. The benefits granted are similar to those of Renault, postponement of collection of ICMS to be generated for a period of 4 years and support for purchase of the site. The State will not participate in the company's share capital. The factory is expected to generate 400 direct and 2000 indirect jobs.



c.3) Volkswagen - Audi



 The Paraná factory will be Volkswagen's third in Brazil and the first of the Audi Subsidiary outside of Germany. The investment is estimated at US$ 500 million and will be for production of the Audi A3 and Volks/Vento. An additional US$ 250 million investment is expected by suppliers of the factory. The plan is to export part of the production to Latin America and import components, especially car gearboxes from the factory in Cordoba in Argentina. The factory will count with an efficient port, Paranaguá, and the government will source international funding to perform roadworks to facilitate transport to the Port of Paranaguá. The factory will be located in the municipality of São José dos Pinhais, close to the future Renault site. The government will offer the site (2 million square meters) and landscaping and basic infrastucture works. The municipal council will provide exemption from payment of municipal taxes such as the IPTU (real states tax) and of 70% of the ISS (tax on services) for 5 years. Start up of production will be at 30% of utilization capacity, producing 30 thousand Audi A3. Approximately 5 thousand Audi-A3 will be exported to the Latin American market. Start of the site works was slated for January 1997 with completion in January 1999. 2 thousand direct and between 7 to 10 thousand indirect jobs will be generated.



c.4) Joint venture Chrysler - BMW 



 The joint venture of these two companies is for an engines factory in the city of Campo Largo, in the Greater Curitiba region. The investment is estimated at US$ 500 million for production of 400 thousand 1.4 and 1.6 litre engines. Works will be initiated by the end of 1997 and ought to be ready in 1999. The entire production will be exported to equip Chrysler cars in the United States and Rover cars in England. The State government offered dilation of the term of ICMS collection in up to 48 months and funding from the State Economic Development Fund. Differently to the case of Renault, the government will charge interest over the loan. The municipal council granted exemption of IPTU  and ISS for 10 years.



c.5) Detroit Diesel Corporation



 Detroit Diesel will install a vehicles engines plant with expected annual production to reach 400 thousand engines in a US$ 130 million investment. The choice of location was levered by the Port of Paranaguá and the Chrysler project, since it will produce VM Turbotronic engines which will be used by the assembler. Investments in autoparts will reach a 400 thousand engines capacity. Part of the production will be exported to Argentina and the United States.
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d) The Mercedes Benz plant in Minas Gerais.



 The State of Minas Gerais has three programmes directed to attracting investments, based on financings, fiscal incentives and loans from the State Treasury.



 The Inducement to Industrial Modernization Programme (Proim - Programa de Indução à Modernização Industrial), is Targeted at companies already installed and is utilized to finance increases in working capital, technological investments, expansion of premises or construction of new units. The government finances up to 80% of the project's total estimated investment. Payment is made with a 36 month period of grace with an up to 60 month amortization term, counted as of the end of the period of grace Interest is at 6% per year.



 The Industrial Activities Incentives Programme (Pró- Industria) is used to start off, expand, modernize or readequate the activities of a company in the State. The funds used in the financing correspond to a dismissal, by the State, of up to 70% of the ICMS owed by the company. The incentive may stay in force for a 10 year maximum and the term for liquidation of the financed installments is 36 months. Financial costs are: interest of 0% and monetary correction of 18-50% of the IGP-M in the period, depending upon the geographical location of the venture.



 The Strategic Industries Development Fund (Fundiest -- Fundo de Desenvolvimento de Indústrias Estratégicas) uses budget funds to finance projects up to US$ 350 million. The capital commitment of the Beneficiary is only 10% of the total to be invested. The loan has a 10 year period of grace with 3 years amortization and Interest of 6-12% per year.



 Mercedes, which already produces buses and trucks in the State of São Paulo, will install its first car factory in the country in Juiz de Fora. The company counts with funding from the Strategic Industries Development Fund (Fundiest). This fund authorizes the State government to loan up to 90% of the investment, with a 10 years period of grace and interest of between 6-12% per year. In the case of Mercedes, the State government has undertaken the obligation to expend US$ 62.3 million per year for 10 year. The funding will be returned without either interest or monetary correction. The company will also receive US$ 95.4 million funding from Proim, for use as working capital, at 3.5% annual interest and adjusted for inflation. Payment after a 36 month period of grace, ought to be made in 60 monthly installments. Besides the State incentives, the company will also count with a 10 year exemption from local taxes such as IPTU and ISS and with a US$ 12,7 million plot of land. The infrastructural works are being done at the expenses of the State and their costs amount to US$ 20,6 million.



 The State and municipal governments have undertaken the shared obligation to perform, at their expenses, the following works in order to facilitate the company's installation: 



- deviation of the course of the River Paraibuna;



- landscaping and downsizing of a hill;



- construction of a test track for the cars;



- a ringroad on the BR 040 freeway;



- a passenger rail station, and 



- a rail branch line.



 Mercedes is thinking in terms of structuring the setting up of a nucleus of 30 direct supplier companies of parts, subkits and kits alongside the factory. Six of these will be brought from Germany. The motors and gearboxes will initially be imported.





Box 2 - Estimate of fiscal cost of State incentives per unit of employment for some investments in the auto sector.



i) Given the release of certain figures of Volkswagen’s project in Rio de Janeiro (contract signed on july 1995),  it is possible to estimate the opportunity cost of public funds and some infrastructure costs per unit of direct employment generated by the project:



- Infrastructure works’costs (press estimation) : US$ 14 million.

- Annual amount of postponed taxes: between US$ 32 million (supposing the postponed taxes represent 40% of due ICMS) and US$ 60 million (hypothesis of a 70% postponement). There is no pres\cise information on the percentage of postponed taxes, but the incentives granted by the State governement range between 40% and 75% of due ICMS).

- Direct employment: 1800.

- Opportunity costs, refered to BNDES’loans normal conditions:

	

	- 40% of ICMS postponement: US$ 32 million x [(1.11)4 -1)] x 5 = US$ 83 million.

	- 75% of ICMS postponement: US$ 60 million x [(1.11)4 -1)] x 5 = US$ 155 million.



- Total fiscal costs (public fund + infrastructure): between US$ 97 million and US$ 169 million.

- Total fiscal cost per unit of employment: between US$ 54000, and US$ 94000, .



ii) The same preliminary exercise was made to Renault’s  project (contract between Paraná and the company signd on march 1996), as follows:



- Plant site + infrastructure works on the site: US$ 22 million.

- Additional estimated infrastructure costs at the expenses of the State: US$ 18 million.

- Annual amount of postponed taxes: US$ 200 million.

- Direct employment: 2500

- Opportunity cost of public funds, refered to a hypothetic long term loan at  BNDES’ normal conditions ( long-term interest rate + spread - 11% a year- and 12 months grace period):

          

	- Opportunity cost: 200 x [(1.11)3 -1)] x 4 = US$ 294 million.



- Total estimated cost for infrastructure: US$ 40 million.  

- Total fiscal cost per unit of employment : US$ 334 million /  2500 = US$ 133600, 
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iii) For Mercedes Benz project in Minas Gerais (contract signed on the second quarter of 1996), the estimated costs of subsidized State loans and of infrastructural work paid by the State are the following:



- Infrastrucural costs beared by the State: plant site (US$ 14 million) + industrial district infrastructural works (US$ 21 million) + other estimated costs (US$ 5 million) = Total cost : US$ 40 million.

- State loans: 1) US$ 68,6 million per year, during 10 years, 3-year grace period, without either 		correcting principal for inflation or interest rate.

	        2) US$ 104,9 million, 3-year grace period, 5-year repayment period, with 			correction of  principal for inflation and 3,5% annual interest rates.



- Opportunity cost of public loans 1 and 2, refered to a typical BNDES’ loan: 



	- Loan 1:  the opportunity cost is US$ 428,2 million.

	- Loan 2:  the opportunity cost is US$ 48,6 million.



- Total opportunity cost: US$ 476,8 million.

- Total fiscal cost (public loans + infrastructure): US$516,8 million.

- Fiscal cost per unit of employment :	US$ 341000,-	



It is important to stress that those are crude calculation of the fiscal cost of the incentives and that no assessment of cost/benefit ratios is being made for the above mentioned projects.





4.4. Magnitude and Localization of the Investments



 As of 1996, import investment decisions were made in the automobile industry, concerning capacity expansion of the existing assemblers and entry of new assemblers in autovehicles, commercial vehicles, tractors and autoparts. In this last sector, acquisitions of national companies by foreign firms mergers have been more important than capacity expansion. It is undeniable that the benefits from the Automobile Regime contributed to increase the volume of investments of the automobile industry and that the exemptions granted by State governments certainly contributed to change the spatial distribution of the investments.
 However,
 
t
he fundamental motive o
f the new investments has
 been an expansion of domestic demand over the last five years. Between 1992 and 1996 automobile production destined for the domestic market rose from 740.3 thousand to 1506-8 thousand units, whilst imports rose from 32.0 thousand to 223.7 thousand units between the same years.



 The spatial distribution of the investments can be seen in Table 4, which shows the scheduled automobile industry investments. In the past, automobile industry events were concentrated in São Paulo and Minas, with some light commercial vehicle plants away of this axis. The new investment decisions in the SS region contemplate locations in the Rio Grande do sul, Paraná, Espírito Santo, Rio de Janeiro e Santa Catarina, besides expansion of the existing lines in São Paulo and Minas. The scheduled investments of the major assemblers total approximately US$ 19 billion, a third of this amount being away from the traditional São Paulo - Minas axis (US$ 6.4 billion), with US$ 1.1 billion of still undefined location.



 The force of the investments determined that companies such as Fiat remain in Minas, but the incentives helped diversify the locations of companies such as GM and Volkswagen which have traditionally concentrated their investments in São Paulo. GM took its new small vehicles factory to Rio Grande do Sul and parts factory to Santa Catarina. Volkswagen located its truck factory in Rio de Janeiro and the Volks/ Audi factory in Paraná.



Table 5 shows announced investments for the NNMW. In reality, many of these investments are still in the pre-project phase and were announced since, according to the workings of the Regime, they had to be registered for purposes of the incentives by May 31, 1997. This deadline was the means found by the federal government to limit the granting of incentives to companies to be located in the region. As seen above, the great majority of these investments ought not to come about.
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5. A PRELIMINARY ASSESSMENT OF THE COMPETITION PROCESS



 An albeit preliminary, evaluation of the costs and benefits of the ongoing competitive process between sub-national governments and the government's initiatives to attract investments, permits the following conclusions.



 At the federal level, th
e establishment of an Auto
 Industry Incentives Regime -- currently suffering contestations by several of Brazil's trade partners -- reproduces an industrial policy model typical of the period of imports substitutions: strong sectorial discrimination, penalization of other sectors of the production chain (autoparts) and the granting of levels of protection to the sector's end-of line companies that were unheard of prior to the 1990's period. This Regime -- and the implicit appreciation that it ascribed to the automobile sector and its investments -- tends to induce two effects.




- At policy levels of the sub-national level the reproduction, of specific mechanisms to attract automobile investments, with a 
strong discriminatory component; and





- At the investments level, decisions as to the investments volume, production scale and location of plants, strongly tied to the offer of incentives, which determines the existence of a high potential for allocation distortions and the maintenance of protectionist demands and rent seeking behaviours by the industry.



 From the federal point of view, a "fiscal war" without rules and limits necessarily leads to a negative outcome game, in terms of the financial equilibrium of the diverse levels of government. The case of the incentives granted to the automobile sector is paradigmatic in this respect, with the aggravator represented by the fact that it was the Federal Governemnt which established the precedent, in terms of the setting up of a sectoral regime that strongly discriminatory and supported by incentives and protection, thereby inducing the States to engage in competition wherein automobile investments are discriminated favourably and fiscal dismissal reaches apparently unheard of limits.



 The policy competition between States to attract automobile investments is characterized by: 




-
 a dynamics that is more and more closer to an "bidding war” of incentives model, which is demonstrated in Table 6 through the comparison of the set of incentives granted by the government of Rio de Janeiro (to Volkswagen), on July 1995,  and by the government of Rio Grande do Sul (to GM), only 18 months later. It is noteworthy that the volume and the forms of incentives seem to have multilied in such a short time; and




- an implicit definition of "strategic” priority, which seems to legitimate a priori -- and without any economic justification -- the granting of incentives specifically designed for the sector: financing funds, important infrastructural works for the projects, besides the fiscal benefits schemes whose validity has reached more than 30 years in the case of the investment to be made by GM in Rio Grande do Sul.
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The predictable effects of this competition based on growing incentives are the following at the sub-national level:



- the production of important fiscal impacts , although of difficult quantification, at the State and municipal levels, given the volume of the incentives and their long term validity;




- the establishment of a relationship of dependence - economic and political - of the government in relation to the sector, with potential impacts on the Federal Government’s trade policy, as State governments more and more become spokesmen of the industry’s protectionist demands;



- companies’ concerns with the obtention of incentives and public funds strongly concentrated in the projects’ first years so as to minimize the risks associated with political change and the fiscal unsustainability of these same incentives.



The recent discussions in the Federal Senate in relation to the legality of the agreements negotiated between the States and companies suggests that the “political risks“ of revision of the granted incentives are not to be ignored, a perception which certainly induces companies to strategies of anticipating the revenues from the incentives and the demand of inclusion of mechanisms in the agreements to mitigate such risks (the case, once again, of GM in Rio Grande do Sul). 



Analysis of the policy competition process in Brazil seems to provide evidence that the greatest efforts -- federal and State -- to attract new investments converge on the automobile sector and that it is there that a great part of the “excesses” with which the “fiscal war” is identified are concentrated. In defense of these excesses, some analysts and representatives from State governments have argued that the incentives can be decisive to attract investments which detonate a chain reaction, attract other investments and irreversibly alter the trajectory of growth and industrialization of States and regions. The case of the installation of the Fiat factory in Minas Gerais in the 1970s -- a venture amply benefited by incentives and in whose capital the State participated -- is cited as an example of this type of change. Evidently, the validity of the argument depends directly on the government’s capacity to identify such investments and, thus, on its being highly selective in the granting of incentives. 



In any case, it seems clear that if it were not for the efforts specifically directed to attract automobile investments, it is very unlikely that the competition between States would have acquired the visibility that has characterized it over recent years in Brazil and very unlikely that the State initiatives be so easily criticisable within the context of this discussion.



Indeed, at the federal level, the regulatory aggiornamento measures -- determined to a certain extent by the interest in attracting foreign investments -- head towards a liberalization of infrastructural markets and eliminate State monopolies and horizontal and sectoral discrimination against foreign companies. In contrast to what can be seen in the only incentive-based federal initiative of poli
cy competition -- the Auto
 Regime -- in these cases the Government’s policies tend to eliminate the conditions which provide rent seeking in diverse markets.  Nevertheless, it must be admitted that the final results of these changes (in terms of contestability of the markets) depends, to a great extent, on the new institutional framework for the regulation of infrastructural services markets and the effectiveness of federal competition policy �.  



At the sub national level, this paper leaves it clear that the policy competition strategies of States and municipalities are not limited to only the “fiscal war” and more generically to incentive based funding and investments. All of the strategies of State governments call intensely upon such instruments and the conflicts generated by them certainly explain, at least in part, this reductionism.



However, although policy compet
ition has
 recently emerged
 as a policy issue associated with the “fiscal war”-- its most visible and most criticisable face
- 
 it is a typical phenomenon of the
 
ongoing 
decentralization process
,
 based on the transfer of fiscal resources and responsibilities from the federal government to sub national units. The policy competition suggests that this process has in recent years started to involve the field of formulation and management of industrial policies,  after having started to impact social policies in the first years of the 1990s. 



Disregarding its historical trajectory of emergence, and reduced to only one of its components -- surely the most visible and criticisable of them -- policy competition tends to be analyzed as a manifestation of the fiscal irresponsibility of sub national governments and as a pathological conflict in the Federation’s interior. However, one must take into consideration that the federal government played an, at least, ambiguous role  in this context, as much concerning its initiative to launch a strongly discriminatory sectorial incentives regime, as much as for not having established, in the negotiations of State debts, any conditionality as to the use of incentives by debt ridden sub national governments. 



On the other hand, the association at the sub nat
ional level, between “activism
”
 
in the competition to attract investments and the deteriorated fiscal situation does not resist the evidence. Less valid still is the correlation between success in this competition and fiscal irresponsibility. As we have seen, it is as if companies selected the States that presented the lowest political and fiscal risk of suspension of the incentives. 



This assessment only acquires any sense when interpreted within the context of a broad redefinition of Government competences and responsabilities between the Union and sub-national governments. In such a process, a differentiation trend is taking place between the Federation’s units in what refers  to the quality of the State’s fiscal and financial management, as well  as to policies  implemented in the social and infrastructural fields. 



Stated in another way, if it is true that the federal government is “delegating” the tasks and the costs of managing industrial and social policies to sub-national entities, it is also worthnoting that  the States are showing important differences in their capacity to formulate strategies and policies in fields that are being divested by the federal government. These differences between the States do not rest upon the traditional cleavages between North and South and the rich and poor States, but stretch over all of the country’s regions



A hypothesis can be formulated that the main differentiating element between the States, in our theme of interest, is the insertion (or not) of the strategy to attract and promote investments within a mobilization process around a project of 
 social and political 
change which includes the revision of the traditional model of governance prevalent at the sub-national level and the relationship between State governments and the traditional elites, at State and region level. There are certainly in Brazil versions that are more participational (Ceará, Paraná) or autocratic (Bahia) of such processes, in which the State redefines its role and its relationship with society and, particularly, with the local vested interests, as consolidated during the period of imports substitution. 



A regulatory component of the policy competition, frequently referred to in a negative way in evaluations of this type of process, concerns the eventual “downward pressure” exerted by policy competition on environmental and labour regulations in the sense of their flexibilization. Here, the existence and the relevance of this pressure is unclear, but it seems obvious that the availability of cheap and non unionized labour can be presented as a trump card by certain States in their negotiations with companies. At the least, policy competition between regions with different development and unionization levels acts as a pressure element over the State governments and unions of the richest regions. A similar mechanism can be observed in terms of environmental legislation. 



It is worth emphasizing that this type of evolution does not necessarily characterize a negative impact, since, for example in the case of the dominant union norms and practices of the São Paulo industrial complexes -- these reflect a position of power held by the unions in their labour markets typical of the period of imports substitution and that had, as a counterweight, the power exerted by major companies over their domestic markets and products. These practices have today lost their viabilities a result of the trade liberalization and macro-economic stabilization. In the same way, policy competition may induce a modernization of the Brazilian environmental legislation towards a pursuit for the use of market instruments -- in replacement of today’s application based essentially on command and control instruments, at times managed from an anti-corporate bias. In both cases, it can be argued that policy competition may exert a welcome pressure in the sense of inducing an adequation to practices and regulations established during the industrialization period marked by protectionism against a competitive environment. 



Among the potentially negative impacts of policy competition it is worth highlighting the effects on Brazil’s neighbouring countries and partners in the sub regional integration process of Mercosul. As noted previously, the strongest expression of this dimension of policy competition was the political dispute concerning the implementation in Brazil of the Automobile Regime moulded along the same lines as that already adopted by Argentina. More recently, the “fiscal war” between the Brazilian States has raised concern on the Argentinian side, from where proposals have emerged in terms of advancing with the harmonization of sub national fiscal incentives for new investments or the adoption of a sole incentives regime for the Mercosul’s poorest regions. The negative impacts of the “fiscal war” on the integration process are obvious -- through the potential conflicts that it creates -- but also, in this case, the policy competition may come to be revealed as an indispensable pre-requisite so that Mercosul members accept to include in  the integrational agenda the pursuit for some kind of consensus regarding permitted, actionable and prohibited policy instruments in the competition to attract investments.



On the other hand, among its potential positive impacts, it can be expected that policy competition generates an increase in investments in public goods. This impact seems to be until now limited especially to the State level: the public investments and infrastructure and labour qualifications being in general limited to the companies’ installation necessities and it is difficult to evaluate if they generate any relevant externality. Although the quality of infrastructure and labour is publicly presented by the most developed States as “assets” in their competitivity strategies, there is little evidence that the majority of the States are acting in terms of increasing the offer of such assets beyond the construction of facilities demanded specifically by the major investment projects. This seems comparable with the observation of the fact that policy competition arises around major investment projects, contributing so that the institutional and physical efforts of the States concentrate to meet the major projects. This practice has a clear-cut anti-small firm stance and reproduces the centralized industrial policy tradition of previous periods. 



Nonetheless, the most relevant impact of current policy competition concerns, at the sub-national level, its relationship with a transition between industrial policy models, in the sense of the decentralization of their formulation and management, and with the modernization process of Brazil’s public sector. Indeed, policy competition between sub-national units in Brazil reflects the wearing out of a centralized pattern of locational distribution of new investments, where the political negotiation of State Governors with the Federal Government played a central role. This downwearing induces the States to organize and structure themselves in such a way as to not only define fiscal incentives, but also identify investment opportunities, pursue partners, coordinate and professionalize actions and capacitate themselves internally. In other words, the States adapt themselves to a regime where the locational logic is essentially private and ruled by cost and competitivity criteria and wherein it is expected of the State good governance, stability of the rules and an obligation with objectives already hegemonic at the national level, such as the privatization of public industrial and service companies and the reform of the public sector, etc. In this sense, it can be affirmed that policy competition marks, with its negative and positive impacts, the emergence of a sub-national industrial policy vision and standard, combining the use of incentive led instruments with a not insignificant dose of institutional and regulation led mechanisms. 



Perhaps it is not by chance that some of the States that have been most successful  with policy competition in Brazil (Ceará, Paraná and Bahia) are exactly those where the requisites for good governance seem to be met and where the States’ good financial situation provides legitimacy, moreover, to the concession of fiscal incentives without excessive costs for public finances: the State Government’s capacity over time to maintain its fiscal, environmental, and regulatorial-institutional obligations seems to be working, in Brazil , as an imoportant -- and healthy -- variable in policy competition at the sub-national level.



On the other hand, as companies are sharply exposed to foreign competition, there is a reduction of the risk that the policy competition generate allocational distortions, inducing, through the use of intensive incentives, excess capacity, sub-optimal locational decisions, etc. As regards excess capacity, the risks associated with the combination of federal and State incentives to automobile industry investments have already been highlighted. Even so, it would not be wrong to affirm that risks of this nature are concentrated in this sector and that, even within this sphere, policy competition was unable to induce sub optimal location decisions. Indeed, The States most benefited from the new automobile industry investments -- Paraná, and Rio Grande do sul -- constitute a kind of “natural extension” of the Sào Paulo complex, given the relevance of the Mercosul for this sector. As  already seen, the great majority of projects announced by the NNMW States ought not to get off the paper. In the case of the footwear sector, the incentives seem to have only accelerated a structural tendency for industrial relocalization, based on the pursuit of lower production costs and could, moreover, be  contributing to the interiorization of the new investments and reconversion of depressed or very poor regions.



In terms of the perspectives for policy competition in Brazil, there are two considerations to be made. On one side, the competition to attract investments in the automobile sector seems to be nearing an end, given the deadlines defined by the federal Automobile Regime itself and the fact that practically all of the assemblers have made their locational options in Brazil and the Mercosul. On the other hand, it can be predicted that important inflows of foreign investments will be maintained in the coming years (incentivated, moreover, by new federal government policies, such as support for the installation of telecommunications equipment producers) which suggests that the economic incentives for policy competition at the federal and sub -national levels will be maintained. In this sense, the central policy challenge here is to find the best management model for this type of competition, instead of trying to suppress it or otherwise permitting what is frequently predatory competition.



At the federal level, the end of the Automobile Regime -- scheduled for 31/12/99 -- besides eliminating the principal element generating distortions in this process -- one can predict its substitution by a national or sub national regime (within the Mercosul sphere). In this case, most fundamental is that the common regime minimize the factors which incentive rent-seeking practices, such as quotas and the re-establishment of a minimum equilibrium -- in terms of protection -- between the diverse agents of the production chain. Conformity with WTO rules ought to be one of the common regime’s most important components.



At the sub-national level, the establishment of criteria and parameters to discipline the use of fiscal and financial incentives and the legal obligation for disclosure of information relative to these incentives are measures which can reduce the negative impacts of a competition excessively supported by incentive-based instruments, thereby contributing so that sub-national industrial policies develop along other vectors and attenuate just as much the conflicts between the Federation’s units as inter-regional disequilibriums. 



To this end, the disciplining criteria and parameters ought to  hold in consideration the income disparities between the States, as well as the financial situation of the sub-national governments, so as to avoid future impacts of incentive policies on Federal Governments accounts. 
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�1. Befiex conditioned the concession of investment incentives to the export performance of benefited companies.





�2. a VAT on circulation of goods and services.



�3. According to Melo (1997), the pressure for fiscal decentralization was rooted as much in the more leftist segments, which identified fiscal centalization as a major feature of the authoritarian bureaucracy, as in the liberal opposition to the the miltary regime. According to the author, “the common denominator of the two positions is the vision that decentralization was an efficient instrument for the political and institutional engineering of the emerging democracy”.



4. In the voting of abovementioned complementary Law Bill, the reaction was limited to the parties from Northern, Northeastern and Mid-West States. For these regions, the fiscal incentives continue to be important instruments of economic policy since tax collection has little weight in their revenues breakdown. In the South and Southeastern States, reduction of brackets, the concession of exemptions or lengthening of terms of payment of the ICMS is also a common practice, but nothing stands in the way of the creation of funds with budget resources to reimburse taxes paid, even when collected by the Union.



�5. In 1987, the average family income in the Northeast corresponded to 0.495 of the average measured in the Southeast and 0.571 of that in the South. In 1995 this ratio stood at 0.498 for the Northeast/Southeast and 0.541 for the Northeast/South.



�6. One of the effects of the Real Plan was to provide the markets of the poorest regions with higher than average growth rates than the rest of the country, highlighting the consumption potential of these markets.   



�7. Besides this, there was failure in the attempt to introduce, in recent taxation legislation, new control mechanisms over the use of incentives by the States. The withdrawal of the articles that had foreseen the introduction of these mechanisms was negotiated between the President and legislative leadership of the poorest regions.



�8. Notwithstanding, in  the case of the auto industry, the concession of strong incentives for the installation of new units in the Northeast seems to be capable of integrating to this dispute, with a reasonable dose of success, the most Southern of the Northeast States, Bahia.   

�

9. In most cases, the interest rates applied to the extended tax are inferior to market rates and are even negative, in real terms. In many cases, companies pay the tax due and the State government loans, via a State bank, the full value or percentage of the tax paid by the company, at interest rates which are below market rates and/or subsidized.



�10. States also implement financial incentives for the acquisition of fixed assets and for the formation or recomposition of working capital. In both cases, the full value of the loans may be associated to the value of the investment or a percentage of the ICMS to be collected. In the case of fixed assets, payment terms are lengthy and have a period of grace, and the financial surcharges are inferior to those practiced by the market.



�11. Between 1988 and 1995, the share of the State of São Paulo in national ICMS revenues fell from 43% to 38.5%. Between 1970 and 1990, the participation of the State’s industrial transformation value in the nationwide total fell from 58.1% to 49.3%, in the case of the são Paulo metropolitan area this latter fall being from 44% to 26.3%.



�12. The political group which emerged from this movement has controlled the State Government for three mandates via free elections.



�13. In 1987, only 4 Brazilian States (all from the Northeast) had a lower per capita family income than Ceará.



�14. The ventures attracted by the fiscal benefits ought to reach 250, corresponding to 66% of the 378 projects in the State.



       15.The relocation of industries from the South/Southeast to the Northeast is an intense phenomenon in the footwear sector. In many cases, there has been closure of plants in the treditional areas of production or, at least, labour cuts, and the transfer os jobs top the Northeast

�

           16 The companies will export excess production through the Port of Pecém, thereby reducing transport costs, facilitating exports.



�17. Until then Rio had no automobile plant whatsoever 

�

   18. In an interview granted to the authors on 05-12-96



�19. According to the President of CODIN, the management of other companies located in the Resende and Adjacent regions (Xerox, CSN), were called upon to provide statements to Volks management concerning the region's unions, city's standard of living, etc.



20  The company will invest US$ 500 million and manufacture components (transmissions and engines), in Santa Catarina, creating 1500 direct jobs. The other new plant will be in the interior of São Paulo (in Mogi das Cruzes), with a US$ 150 million investment, to produce pressed parts, having a projected 6 million pressed parts per year capacity, the equivalent to 25 thousand vehicles. The second phase of the plant’s operations foresees the assembly of subkits for vehicle bodies, a stage which will also comprise the soldering of parts for kit assembly and painting.



21 In Mogi das Cruzes, GM requested a 500 thousand square meter site, alongside the 426 thousand square meter site donated to the company by the municipality. The São Paulo State government will undertake infrastructural work and the town council exempt the assembler from municipal taxes. The State government will purchase trains to service the São Paulo Mogi das Cruzes line. The State Government's intention is for GM to install a car factory in Mogi das Cruzes.



22. Initially, the legislation provided the reimbursement of 50% of the ICMS generated and collected. The new government increased this so as to provide an anticipated reimbursement of up to 75% of the presumed ICMS. The maximum amount of financing can be up to 100% of the investment or up to 8 years. The funds help in the amortization of the financing for execution of the project, credit in current account for projects executed with own funds or subscription of shares and debentures.   



23. The leader of the opposition presented a court injunction demanding presentation of the GM contract and requesting explanations for the deposit. The judge granted an order favouring the opposition and ordered the Governor to present all the documentation related to the R$ 253 million deposit in GM's account.



24. The opposition made a financial calculation showing that, at current values, partial pay-outs over time would have generated a greater economy.



25 It hardly seems necessary to be reminded that GM is a company with more than reasonable access to the domestic and international financial markets.



26. Apparently, the government has pledged to finance part of the investment with funds from the FDE, at 10 years without either interest or monetary correction. Information as to the financing conditions are ambiguous, since neither of the parties provide any official confirmation.



27. In this respect, it is important to note the increasing relevance being acquired in the last two years of policy  competition instruments in Brazil, increasingly involved with themes such as the concession of public services and the privatization of State companies. Given the high participation of purchases of State assets  (particularly in public services) and ongoing mergers and acquisitions movements in the current foreign direct investment flows, and considering the resulting concentration of domestic offer, it can be predicted that the relevance of policy competition will increase in Brazil. 
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