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Introduction

A

transformation of the automotive industry, particularly the segment involved in production
of finished vehicles, has taken place in the
Southern Common Market (Mercado Común del
Sur/Mercado Comum do Sul — MERCOSUR/MERCOSUL) region of South America, at a time when
MERCOSUR member states opened their economies to global competition and to participation in
an ambitious subregional economic integration
project. This Agenda Paper provides an overview
of the factors that have contributed to this recent
industry transformation. The paper also examines
the factors involved in the formal incorporation of
the automotive sector into the MERCOSUR project
and discusses the impact this development is likely have on the subregional automobile industry.
The main reason for focusing on the MERCOSUR region’s automotive sector lies in the fact that
the industry “has been the main propulsive manufacturing activity in the development of advanced
economies during the twentieth century — including Japan’s achievement of advanced-nation status
from a position of backwardness. In addition, the
motor vehicle industry has been at the nerve center of inter-industry relationships, becoming a
major force in the transformation of technologies,
markets, and institutions.” 1 In the particular case
of MERCOSUR, the automotive sector was responsible for about one-third of total intra-regional
trade flows during the 1990s, at a time when overall intra-MERCOSUR trade quadrupled. In 1999,
when the share of the automotive sector in intraMERCOSUR trade shrank to one-sixth of total
intra-regional trade flows, overall intra-MERCOSUR

trade contracted by nearly 30 percent. Accordingly, the automotive sector constitutes an important underpinning for efforts to achieve economic
integration in South America’s Southern Cone.
Another reason for focusing on MERCOSUR’s
automotive sector stems from a 1996 paper by
World Bank economist Alexander Yeats, which
generated much controversy after it was leaked to
the press. 2 In his paper, Yeats charged that “[r]oad
motor vehicles (Standard Industrial Trade
Classification 732) played a major role in th[e]
overall shift” in the regional orientation of exports
toward MERCOSUR, a trend he labeled “perverse”
and trade-diversionary away from more efficient
sources of imports because “economic theory
holds that developing countries, like those in the
Mercosur, do not have comparative advantage in
capital intensive goods.” 3 Yeats attributed this
“troublesome” trend to “Mercosur’s nontariff barriers [that] are also structured along lines that
strongly reinforce the trade-distorting effects of the
agreement’s preferential tariffs.” 4 This Agenda
Paper will challenge a conclusion implicit in
Yeats’s study, namely, that MERCOSUR does not
now nor ever will have a comparative advantage
in the production of automobiles. In addition, this
paper will examine whether MERCOSUR’s tariff
and nontariff barriers do protect an industry that
manufactures products that are technologically
obsolete and not competitive on the international
market.
This study begins with an overview of the
economic changes that swept South America during the 1990s and examines the concurrent
restructuring and transformation of the internation-
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al automobile industry in the face of globalization.
The paper then provides a brief historical background on the Southern Cone’s automobile industry, so as to put current developments in perspective. The paper’s third section looks at what has
happened during the 1990s to the automobile
manufacturing sector in the Southern Cone at both
national and individual company levels. The last
section discusses the problems and obstacles in
devising a definitive MERCOSUR automobile policy and examines the compromise transitional
agreement that has been achieved, as well as its
likely impact on the local automobile industry
over the next few years. This discussion provides
a preview of the issues and dilemmas that are
likely to resurface in any negotiations to create a
future Free Trade Area of the Americas (FTAA). In
this respect, it is interesting to note that Brazil
already has indicated that it will treat the automotive industry as a “sensitive sector,” meriting special protective treatment in any future FTAA negotiations.5
This paper is limited in focus to that part of
the automotive sector involved in the production
of passenger cars, light commercial vehicles,
trucks, and buses. The paper does not give extensive coverage to farm equipment nor to the auto
parts and components industry (including chassis
manufacturers). Chile, an associate member of
MERCOSUR, is included because its substantial
trade and investment links to its Southern Cone
neighbors make eventual full integration of Chile’s
automotive sector with the wider MERCOSUR
automobile market inevitable.
The research for this paper encompassed a
wide variety of secondary sources as well as personal interviews with automobile company executives, licensees, and relevant trade association
representatives in Argentina, Brazil, Chile, and
Uruguay between December 1999 and August
2000.

The Global Automobile Industry
During the 1990s

A

utomobiles comprise one of the largest sectors
of the global economy. Production averaged
50 million units annually during the 1990s, and
output was projected to top 60 million in 2000.
Nearly 75 percent of global motor vehicle production and sales emanated from the United States,
Canada, Japan, and Western Europe; however,
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future growth is expected to come from Asia,
Latin America, and Eastern Europe.6
The most important trends in the industry are
the intensification of competition and globalization. With domestic competitive pressures increasing, manufacturers have no choice but to leverage
their brands, engineering, development, and production costs by penetrating and competing in
overseas markets. As more and more producers
do so, global competition increases worldwide.7
This competition is heightened by the Internet,
faster communication, lower trade barriers, and
rising income. The resulting globalization of the
automobile industry has boosted product quality,
hastened product development, lowered costs,
and increased rationalization and efficiency.
Within this competitive milieu and despite the
diversification of automobile manufacturing, more
than 50 percent of global business is handled by
five companies (GM, Ford, DaimlerChrysler,
Volkswagen, and Toyota). Restructuring and consolidation, begun in the early 1990s, continue
unabated.8 Traditional large-scale vertical integration within a single nation has waned in favor of
a flexible horizontal diffusion of operations that
cross geographic and national borders — another
result of the changing patterns of demand and the
emergence of new offshore competitors.9
With most future growth coming from Asia,
Eastern Europe, Russia, and Latin America,
automakers seeking to sustain global market share
will have to build cars appropriate for nontraditional markets — markets in which transportation
infrastructure is poorly developed, per capita
income is lower, and gasoline prices are much
higher than in the United States.10 The emergence
of new competitors and capacity offshore also is
impacting the global automobile industry. Many
countries are expanding their automotive sectors
(via investment, tax, and regulatory incentives),
since the automobile industry is a major driver of
economic growth, high-wage employment, and
technology transfer. However, capacity is exceeding local demand, and this overcapacity is intensifying competition for market shares in both
domestic and export markets.
As part of the globalization of the automobile
industry, mergers, acquisitions, and alliances have
dramatically decreased the number of independent
automakers. Moreover, international acquisitions
and investment alliances are blurring the industry’s
national boundaries (see Figure 1). Beginning in
1998 with the Daimler-Benz AG and Chrysler
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Corporation merger, cross-border activity intensified significantly. GM, the world’s largest automaker, increased its ownership interest in Isuzu
Motors Ltd. and Suzuki Motor Corp.; acquired the
remaining 50 percent of Saab Automobile AB for
US$125 million; and announced plans to take a
20-percent equity stake in Fuji Heavy Industries,
the maker of Suburu vehicles, and a 20-percent
stake in Fiat. Ford, the world’s second-largest carmaker, acquired Volvo’s automobile business in
1999 for $6.45 billion and announced plans to buy
Land Rover PLC from BMW. DaimlerChrysler
agreed to a controlling 34-percent stake in
Mitsubishi Motors, and Renault purchased 37 percent of Nissan Motors as part of its strategy to
boost its presence in Asia, particularly in Japan
and South Korea. Figure 1 presents a picture of
the merger activities of the global power players
in the automobile industry.
Consolidation in the global auto industry is
being driven by three major trends: the increasing
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importance of strong brands, manufacturers’ need
to enter difficult markets, and the rising cost of
technology. Ford and Volkswagen have aimed at
acquisition of internationally known brands, especially “up market” brands, such as Jaguar, Audi,
and Land Rover. Renault has pursued an Asia
entry strategy, and GM has aimed to acquire new
technology and parts more cheaply, as illustrated
by its increased stake in Fiat (a leader in efficient
and highly automated engine factories) and its
sourcing of low-pollution/low-cost V-6 engines
from Honda.11 Ford’s CEO, Jacques Nasser, asserts
that consolidation is inevitable: “It isn’t about getting bigger... [but] being better and quicker and
making sure that what we’re doing fits into an
overall strategy and makes sense.”12 However, as
the Daimler-Benz/Chrysler merger illustrates, consolidation often produces conflict as a result of
two companies’ strong and distinctive heritages,
different corporate cultures, and ill-conceived and
poorly executed post-merger integration plans.13
Consequently, corporate performance can be
affected negatively, leading to a decline in equity
value of the new enterprise.
Two other trends worth noting pertain to the
performance of automobile manufacturing in the
United States and developments in Latin American
markets. In the first instance, the U.S. auto sector
is gaining significantly on Japanese firms in efficiency. The Ford Taurus plant in Atlanta was considered the most efficient in North America in
1999, and while Ford is ranked the most efficient
automaker in the United States, GM experienced
the largest increase in efficiency in 1999. Due to
better management and organization — including
dramatically better labor relations — the “Big
Three” U.S. automakers have narrowed the productivity gap between their plants and those of
Japanese competitors. 14 Clearly, improved research
and development (R&D); robotics; lean production
systems; and manufacturing, quality, and
ergonomic improvement in vehicles also have
given a big boost to U.S. auto manufacturers.
Moreover, foreign automakers producing in the
United States also have benefited from the revitalization and advancements in the automotive sector. Now, more than 58 percent of passenger cars
sold in the United States are produced by the Big
Three, with the balance (42 percent) being sold
under foreign nameplates; however, most of those
foreign vehicles are produced in “transplant” facilities, foreign-owned plants (mainly Toyota, Honda,
and Nissan) located in North America.15
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Still another trend is the up-and-down course
of automobile manufacturing and sales in the Latin
American market. The region still is recovering
from the adverse effects of currency fluctuations,
brought on in part by the Asian crisis and the
January 1999 devaluation of the Brazilian real.
Currency depreciation has lowered the value of
investments in the region, and, along with recessions in the Andean countries and the Southern
Cone, this decline has dampened consumer
demand. The fact that operating expenses, such as
labor and raw materials, are lower in dollar terms
has helped cushion the severity of the downturn.
Latin American automotive demand fell in 1999
from 1.6 million to 1 million units.16 All the major
car companies suffered losses, and only after the
second quarter of 2000 did consumer demand
begin its rebound. As an example, Brazilian automobile output increased to 168,000 units in April
2001, up 24.1 percent from April 2000.17
The one bright spot in the Latin American
automobile market is Mexico, where production
has tripled in the last 12 years to manufacture
more than 1.4 million autos in 1999, exporting
more than 80 percent of its output to the north.
Although labor costs have provided a large advantage for Mexico, according to Thomas Varig, director of communication and government relations
for Volkswagen in Mexico, “Quality and productivity [are] going to be even more important for the
competitiveness of the Mexican auto industry.”18
Unquestionably, the Latin American automobile industry is undergoing transformation. The
structure of the industry has been changing for
more than a decade, as policymakers abandon the
import-substitution model in favor of market liberalization, regional integration, and export production. Additionally, models of organization and
industrial relations in the automotive industry have
been reformed through work practices associated
with flexible production, and governmental institutions and political parties also have elevated automobile manufacturing and assembly (and the
unions representing workers in this sector) to an
important role in economic development.19
The global trends in the automobile industry,
cited above, appear to be leading toward a “universal market,” in which trade restrictions, local
preferences, and cultural differences are offset by
common aspirations.”20 Analysis of the interplay of
competitive forces and economic factors in the
MERCOSUR region provides a vivid case example
of the extent to which global trends in the auto-
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mobile industry affect Brazil, the Southern Cone,
and MERCOSUR’s “imperfect” customs union itself.

A Historical Overview of the Souther
Cone Automobile Industry

T

n

he automotive industry in South America has
its historical roots in a small factory set up
Buenos Aires at the beginning of the twentieth
century by an Argentine entrepreneur named
Horacio Anasagasti, who began assembling simple
vehicles using imported Bleriot auto parts from
France.21 In 1916, Ford set up its first South
American assembly plant in Argentina, which was
followed by new assembly facilities in Chile
(1924); Brazil (1925, 1926, and 1927); and Mexico
(1926). During the late 1920s and early 1930s, the
other major U.S. automobile companies, General
Motors and Chrysler, began building factories in
Latin America as well.
The initial efforts by the U.S. “Big Three”
to set up assembly plants in Latin America were
undertaken primarily because of the savings that
could be obtained through shipping semiknocked-down (SKD) or completely knockeddown (CKD) kits as opposed to exporting completely built-up (CBU) vehicles to the region.22
Accordingly, the initial investment in assembly
plants was made prior to the granting of any tariff
advantages for local assembly, motivated primarily
by a wish to avoid high transport costs.23
During the inter-war period (1918-1940), the
Latin American automobile industry came to be
completely dominated by U.S. companies.24 In
addition, the Latin American market became
extremely important for U.S. manufacturers
because “these Latin American countries could be
used to extend the production runs of parts and
components made in the United States, whereas
the highly protected European markets could
not.”25 The importance of the Latin American market is underscored by the fact that after Canada,
Argentina was the largest foreign market for the
U.S. automobile industry between 1925 and
1929.26 Perhaps not surprisingly, by 1930,
Argentina “had one of the highest vehicle densities in the world, higher than that of most
European countries.”27
World War II and the period immediately after
1945 saw new automobile production in Latin
America drop sharply, as raw materials were redirected to support the war effort and new vehicles
and spare parts could not be imported from

THE IMPACT OF MERCOSUR

ON THE

AUTOMOBILE INDUSTRY

abroad. Interestingly, this situation led to the
growth of a substantial Latin American spare parts
industry, needed in order to keep the existing
fleet of vehicles operating.28 These suppliers
began as small workshops, operating virtually as a
cottage industry, but they provided a basis upon
which a local auto parts industry later could be
developed.29
By the mid-1950s, as the pent-up demand for
automobiles following the end of World War II
had been satisfied in the United States and
Europe, U.S. and European firms began placing a
greater emphasis on expansion overseas, including
Latin America, through exports, expansion of
already existing subsidiaries, or creation of new
ones.30 This renewed interest in the Latin
American market came at a time when governments throughout the region were attempting to
encourage industrial development through import
substitution policies. Given the key role played by
the motor vehicle industry in the successful postwar recovery of the U.S. and European
economies, the automobile industry was assigned
a major role in the development strategies of
countries such as Argentina, Brazil, and Mexico
during the 1950s and 1960s.31
In order to force foreign manufacturers to produce vehicles locally, many Latin American governments in the 1950s began to impose very high
import duties on finished automobiles, and they
increased local content requirements for vehicles
manufactured locally. For example, by 1960,
import duties for imported passenger cars ranged
from 400 percent to 500 percent in Argentina and
from 30 percent to 150 percent in Mexico, with
Chile in an intermediate position.32 These protectionist policies soon were accompanied by outright prohibition of imported vehicles, as was
eventually the case in Argentina and Chile.
During the 1960s and 1970s, two different patterns of automobile production existed in Latin
America. One involved integrated vehicle factories
that included all the major operations — stamping, casting, forging, machining, and assembly —
which typified the major producers in Brazil and
Argentina from the 1960s onward. The other pattern, typical of Chile, Colombia, Peru, Uruguay,
and Venezuela, consisted of simple assembly
plants that imported most of the needed parts and
components but also purchased a few from local
suppliers.33
One significant characteristic of the post-World
War II Latin American automobile industry in
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sharp contrast to the import substitution model
employed in Japan, for example, was the heavy
Latin American reliance on using transnational corporations to promote vehicle manufacturing
instead of building up indigenous vehicle producers.34 Among the negative consequences of this
policy were the restrictions included by the multinational automobile corporations in their technology transfer contracts with their Latin American
subsidiaries or licensees, which often prohibited
export sales.35 This limitation led to underutilization of existing capacity and made it impossible to
achieve efficient scales of production, which,
along with tying purchases of intermediate and
capital goods and overpricing inputs, contributed
to the high cost of the end product in Latin
America.36
In an attempt to counteract the effects of a
weak domestic market, the Argentine government
in the mid-1960s made the first efforts to promote
automotive exports to other countries participating
in the Latin American Free Trade Association
(Asociación Latinoamericana de Libre Comercio —
ALALC). These managed trade arrangements
allowed Argentina to increase duty-free finished
vehicle exports to other ALALC countries in
exchange for importing certain component parts
from them.37 This new development was very
beneficial for the multinational automobile corporations, as it allowed increased integration of their
Latin American subsidiaries. 38
During the mid-1970s, the Argentine government made an even more concerted effort to promote exports, again mostly to other ALALC member states — particularly Brazil, Chile, Paraguay,
Peru, Uruguay, and Venezuela. The total number
of vehicles exported went from just under 2,000 in
1971 to approximately 15,500 units in 1974.39
Interestingly, while the ALALC countries dominated 89.7 percent of Argentine vehicle exports in
1973, another 3.5 percent of exports went to the
United States and Europe, and 7.8 percent went to
Central America (including Cuba), Asia, and
Africa.40 This successful and rapid entry into the
world market was largely the result of strong government fiscal and financial incentives that
allowed the multinational automobile producers to
compensate for high domestic production costs
and thereby become more internationally competitive.
By the early 1980s, in part as a response to a
local recession, an increasing regional integration
of production appeared to occur among affiliates
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located in the countries of the former ALALC (now
called the Latin American Integration Association
[Asociación Latinoamericana de Integración —
ALADI]), particularly among Argentina, Brazil, and
Uruguay.41 Within the international intra-firm division of labor during this period, Argentina was
generally assigned (particularly in the trade with
Brazil and the developed countries) the export of
components 1) requiring a substantial labor input,
especially of skilled labor, when there was a relative cost advantage; 2) enjoying relatively minimum-efficient-output scales (as in a number of
castings and forgings); and/or 3) being gradually
phased out of developed country sales, but for
which a local demand still existed. In addition,
CKD units and major subassemblies (such as
engines and gearboxes) were exported from
Argentina primarily to Uruguay, Colombia, and
Venezuela.42
Although some export incentives were introduced in the late 1960s, export promotion for the
automotive sector in Brazil gathered particular
steam in the early 1970s under the Special Fiscal
Benefits for Exports (Benefícios Fiscais a
Programas Especiais de Exportação — BEFIEX)
program. The government was motivated primarily
by its desire to generate foreign-exchange earnings rather than by broader concerns of industrial
policy and attaining of economies of scale through
exports.43 By the late 1970s and early 1980s, however, Brazilian-based firms themselves increasingly
looked to exports as an alternative to a weak local
market. The fact that Brazil had the lowest production costs in Latin America also allowed
Brazilian-based automobile manufacturers to gain
important export markets in Latin America and
Africa, beating out Argentine affiliates.44 The end
result was that the automotive sector as a whole,
including the auto parts industry, became responsible for the largest share of Brazil’s manufactured
exports during much of the decade of the 1980s.45
By 1980, Brazil emerged as an important
export base to supply components and/or finished
vehicles not just for South America, but for the
entire international automobile industry.46 Brazil at
the time represented obvious advantages over
Argentina as a strategic location in South America,
given its larger internal market with greater potential for expansion, lower wages, less-active labor
unions, and very attractive and stable exportincentive scheme, backed by a military government sympathetic to multinational investment (in
contrast with the policies of the Argentine govern-
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ment at the time).47 During this period, Brazil also
was more successful than Argentina in keeping
the rate of increase of wage costs below the
increase in productivity. 48 Exports as a share of
passenger car production in Brazil peaked at 41
percent in 1987 and, as the economy improved
and internal demand increased markedly, settled
at 18 percent in 1990.49 One important result of
this growth in exports was that within less than a
decade, the Brazilian motor industry had gone
from being a drain on foreign exchange earnings
in the early 1970s to being a net contributor by
the 1980s.50

The Southern Cone Automobile
Manufacturing Industry during
the 1990s

T

he 1990s marked a decade of dramatic growth,
development, and change in the Southern
Cone. The widening and deepening of neoliberal
economic reform policies begun in the 1980s —
the launching of MERCOSUR and increased commercial development and competition — positively impacted Southern Cone manufacturing.
Nevertheless, economic slowdowns in Argentina
and Brazil, exacerbated by the Mexican peso crisis
of 1994 and the devaluation of the Brazilian real
in January 1999, caused a setback for the automobile industry — one from which the Southern
Cone has yet to recover.

Argentina

T

he Argentine automotive industry experienced
a boom throughout most of the 1990s, when
national production went from just under 100,000
vehicles in 1990 to a high of about 450,000 units
in 1998, primarily in response to a surge in local
consumer demand (see Figure 2). The foreign
multinationals attempted to capture this increased
demand by investing some $4.5 billion dollars in
the country’s automotive sector between 1995 and
1998. By 1999, however, the Argentine automobile
industry experienced a sharp downturn in output
as a result of a domestic recession that had
already begun to engulf the country by the end of
1998 and was soon exacerbated by the Brazilian
maxi-devaluation of the real in January 1999. With
the maxi-devaluation of the real, exports to Brazil
plummeted as production costs in Argentina suddenly became about 30 percent more expensive.
Prior to the devaluation, some 90 percent of
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Argentine automotive-sector exports had gone to
Brazil alone. For all of 1999, Argentina was able to
export only about 100,000 vehicles (down from
the 238,000 units exported the year before).
In reality, the maxi-devaluation of the real
only exacerbated a problem that was becoming
increasingly apparent throughout the 1990s, namely, Argentina’s higher production costs over those
in Brazil. This explains why truck and bus production in Argentina had been falling steadily
since 1994 despite increases in local demand and
why entire production lines of heavy commercial
vehicles and farm equipment were being shifted
to Brazil. Following the maxi-devaluation of the
real in January 1999, production costs in Argentina
increased 12 percent by the end of 2000.51
Argentina’s automotive industry today is heavily concentrated in the production of passenger
cars and, to a lesser extent, of light commercial
vehicles. The entire industry is responsible for
about 3 percent of the country’s gross domestic
product (GDP) and 14 percent of its overall industrial production. In 1999, Argentine-based manufacturers were able to produce just over 300,000
vehicles. For the year 2000, Argentine-based automobile manufacturers aimed to reach a total output of 320,000 units. Had it not been for the three
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phases of the Plan Canje,
first introduced in May
1999, which created a
financial incentive for
trading in older vehicles
for newer models, most
of that output would
have sat unwanted on
dealer lots. 52
Unlike the simple
assembly plants that exist
in Chile and Uruguay,
the 10 automobile producers left in Argentina
(as with those in Brazil)
are engaged in full-scale
manufacturing activities. 53
Although Argentine terminals, or production
centers, have a capacity
to produce about 700,000
vehicles per year (that is,
double the current production), that amounts to
only one-quarter of
Brazil’s manufacturing
potential. Production in Argentina tends to be limited to a few, higher-quality models that are sold
domestically or exported mostly to Brazil in
exchange for a wider variety of models, often
made by the same firm’s Brazilian subsidiary. Most
of the high-end, luxury-type vehicles sold in
Argentina, however, are imported from Asia,
Europe or North America and are limited by quotas that until recently were based on an Argentine
subsidiary’s export performance.
Despite its higher overall production costs,
Argentina still is said to enjoy a number of competitive advantages over Brazil in vehicle production. For one thing, Argentine-based producers
claim that the Argentine workforce is better educated and presumably more productive and better
able to use newer technologies than its counterpart in Brazil. Moreover, it is reportedly easier to
find higher qualified and less costly managers in
Argentina than in Brazil. The costs of logistics also
are said to be lower in Argentina than Brazil,
given the country’s longer experience with privatized ports and better internal transportation infrastructure system. In addition, economic policymaking predictability supposedly is greater in
Argentina than in Brazil, and the legal regime for
foreign direct investment is reputed to be more
transparent.
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Brazil

D

espite periodic downturns, the 1990s can be
characterized for the most part as a decade of
dynamic growth and development for Brazil’s
automobile industry (see Figure 3). The Brazilian
automotive market more than doubled from 1990
to 1997 (from 663,084 vehicles to 1,677,858).54
However, from 1998 until the first half of 2000,
the auto industry fell into a slump. The Asian
financial crisis in late 1997, the January 1999
devaluation of the real, and the continuing and
severe economic recession in neighboring
Argentina, Brazil’s principal trading partner, hampered Brazilian auto sales. Nevertheless, a turnaround is in sight, although the previously forecast
production goal of 2.5 million units by year-end
2001 will not be achieved.
Brazilian automotive output expanded by
more than 24 percent during the first half of 2000,
as compared to the same period in 1999. Investments are expected to increase by $8.8 billion in
the coming three years, with the goal of increasing production capacity by 30 percent.55 Table 1

graphically portrays new automobile plants in
Brazil from 1997 to 2000.
Brazil’s automotive sector, the tenth-largest in
the world, is a significant contributor to the
Brazilian economy, accounting for nearly 12 percent of GDP. According to the National
Association of Automotive Vehicle Manufacturers
(Associação Nacional dos Fabricantes de Veículos
Automotores — Anfavea), the Brazilian automotive industry generated $25 billion in annual sales,
produced 1,585,630 vehicles, and generated more
than 93,135 direct jobs in 1998. From 1991 to
1998, vehicle production in Brazil increased by 62
percent, and domestic car sales expanded by 65
percent. The tremendous expansion in the
Brazilian vehicle-manufacturing base is in
response to two primary market trends:
1) the significant pent-up demand for vehicles in
the Brazilian market and 2) Brazil’s increased position as a global sourcing location for world model
vehicles. Nevertheless, the vehicle-per-capita ratio
in Brazil still is low, with one car for every 9.4
inhabitants. It will take years for local production

Table 1. New Automobile Plants in Brazil, 1997-2000
Manufacturer
BMW/Rover
Chrysler/BMW
Chrysler
Fiat
Fiat
Ford
GM
Iveco
Mercedes
Mitsubishi
Navistar
Peugeot-Citroën
Renault
Toyota
Volkswagen/Audi

Location
S. Bernardo Campos/SP
Campo Largo/PR
Campo Largo/PR
Belo Horizonte/MG
Betim/MG
Camacarí/BA
Santa Catarina
Gravataí/RS
Sete Lagoas/MG
Juiz de Fora/MG
Catalão/GO
Caxias do Sul/RS
Porto Real/RJ
S. José dos Pinhais/PR
Indaiatuba/SP
S. José dos Pinhais/PR

Source: SINDIMETAL and SEBRAE/PR 1997-2000.

Model(s)
Defender
Motors
Dakota
Pickup
Motors
Amazon
Mini-cars
Motors
Daily/Ducato
Classe A
L200
Trucks
Citroën Xsara
Peugeot 205
Mégane/Scénic
Clio
Corolla
Audi A3
Volkswagen Golf

Production
Capacity
(per year)
5,000
400,000
15,000
100,000
500,000
250,000
200,000
100,000
20,000
80,000
8,000
5,000

Investment
(US$ million)
148
500
120
200
500
1,700
500
600
300
820
35
120

100,000

600

240,000
15,000

1,000
150

170,000

700
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and imports to meet this
repressed demand.
Brazil’s automobile
industry during the last
decade and a half has
followed an erratic
course (with fits and
starts from protectionism
to liberalization and
periodic reversals). From
the late 1980s until the
present time, however,
market-opening policies
have been the rule for
the most part. Economic
opening was one of the
planks of the campaign
platform of President
Fernando Collor de
Mello. Upon assuming
the presidency, he
reduced domestic content requirements in the
auto industry from 90
percent to 70 percent
and loosened regulations
for protecting suppliers. Tariff reduction schedules
also were hastened. In addition, the government
also embarked upon tax reduction policies and
incentive mechanisms to produce popular model
automobiles. The result was a surge in demand
for popular cars and a 69-percent increase in
exports to Argentina. However, the implementation of the Real Plan tightened credit and caused a
decline in auto production and sales.56 The 1994
Mexican peso crisis subsequently caused a contagion effect in Brazil, much as the Asian financial
crisis did three years later. President Fernando
Henrique Cardoso unilaterally increased tariffs (by
as much as 70 per cent in the auto sector) as a
temporary measure to protect Brazil from negative
financial impact of the external crisis. In March
1997, an automotive regime was approved that
regulated the importation of cars, capital goods,
and components; this regulation links imports
with regional and export incentives.57
The successful economic stabilization plan initiated in June 1994, the Real Plan, has allowed an
estimated 13 million new consumers to enter the
domestic market. According to the Instituto de
Pesquisa Econômica Aplicada (IPEA), a Brazilian
government economic research institute, 80 percent of poor families saw their incomes rise dur-
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ing the first year of the Real Plan, as did 55 percent of non-poor families. The impact of these
new consumers on the market has been dramatic.
Vehicle sales increased 12 percent, from 1.4 million in 1995 to 1.5 million in 1996 alone. An estimate from the dealers’ association is that today 60
percent of their clients have an annual income of
$24,000, including a new tier of clients who previously had never purchased a car. Vehicle producers are responding to this expanding consumer
base and now offer 30 brands and 400 vehicle
models produced locally, compared with only four
brands and 80 models 10 years ago. For the first
time, consumers also have access to financing for
vehicle purchases. Today, around 85 percent of
the vehicles sold in Brazil are financed, generally
on terms of one to three years with an interest
rate of about 3 percent a month. In contrast, 70
percent of vehicle sales during the 1980s were
paid in cash.
Another significant trend affecting the Brazilian
automotive sector is Brazil’s increasing position as
a global sourcing location. Brazil’s market liberalization and participation in MERCOSUR is encouraging vehicle manufacturers to adjust their strategy
from focusing on the formally protected domestic
market to manufacturing vehicles that compete in
an open local market as well as in export markets
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such as South America, Asia, and Europe. The
Brazilian government has contributed to the fueling of this manufacturing growth by establishing a
“new automotive regime” that gives fiscal preferences to vehicle assemblers and auto parts producers with manufacturing operations in Brazil.
Given the size of its internal market, export
potential, and geographic location, Brazil is a priority locale for all automakers. The Brazilian market is dominated by four major manufacturers, listed by market share: Volkswagen, Fiat, General
Motors, and Ford. These firms account for 95 percent of the market. Brazil is attracting more new
automotive investment than any other country in
MERCOSUR, approaching $18.3 billion to be
invested through the year 2000 and involving
almost all international vehicle assemblers.58
Southern Brazil (mainly São Paulo, Paraná, and Rio
Grande do Sul) is the dominant locale for automobile production.
Despite the ongoing recession in the MERCOSUR automobile industry (Brazil’s auto sector is
operating at less than 60-percent capacity),
automakers are maintaining a long-term perspective. Volkswagen plans on spending $650 million
to upgrade its plants, Fiat will inject $1.5 billion
into its three facilities, Ford has invested $3.5 billion to date, and GM has plans to invest $3 billion.59 New automobile factories under construction in Brazil, such as the $600-million General
Motors facility in Gravataí, Rio Grande do Sul, and
Ford’s $1.9-billion plant in Camaçari, Bahia, aim to
meet headquarters’ goal of producing a “world
car” — a model for manufacturing that utilizes
innovative production processes, such as modular
assembly and lean manufacturing, and clusters
suppliers close to the production facility (con domínio industrial ).60
Brazil’s relatively well-developed technological
base has spurred automakers to invest in research
and development in-country. Fiat’s Palio subcompact was developed jointly by Brazilian and Italian
engineers. Taking into consideration Brazil’s tropical climate and rough road conditions, the engineers successfully designed shock absorbers, customized dust filters, and added other features that
now are standard in Palios worldwide. Additionally, automakers continue to invest heavily in education, grooming local talent, and promoting local
engineers and managers. German automakers lead
the way in workforce development, sending 100
Brazilian engineers per year to Germany to
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observe production processes and interact closely
with their counterparts. 61
As to the sales outlook for automakers in
Brazil, companies aimed to break even by the end
of 2000. According to data compiled from Anfavea,
sales in the first nine months of the year 2000 rose
9.4 percent from the same period in 1999, to 1.08
million units, and production was up 23 percent,
to nearly 1.3 million vehicles. Approximately 75
percent of all cars sold in Brazil are inexpensive,
one-liter vehicles like Volkswagen’s Gol, a “people’s car” produced 20 years ago (the least expensive model sells for about $7,500). Again, growth
potential is huge: Brazil has only 112 cars for
every 1,000 people; in the United States, the figure
is 918 cars per 1,000 people.62
Foreign markets will remain vitally important
to automakers in Brazil. Exports are expected to
grow by 280 percent in 2001, and most automakers are investing in production lines aimed at
export markets. Tritec, a joint venture between
DaimlerChrysler and BMW, will target the United
Kingdom and the United States exclusively. Ford’s
Brazilian subsidiary will supply motors for the
Focus and Ikon, produced in Argentina and
Mexico.63 Nevertheless, exports will not be able to
make up for the fall in the domestic market, when
Brazil already accounts for 6 of every 10 cars sold
in South America and Mexico. While Fiat Brazil
has had success in selling its Palio Weekend in
Italy and General Motors in exporting pickup
trucks and compacts to the Middle East and Chevy
Blazer assembly kits to China, automakers will not
be able to get into the black until the domestic
market recovers. 64 Clearly, economic recovery in
neighboring Argentina, continued economic
growth in the United States, and greater acceleration of consumer demand in Europe would lead
to significantly revitalized growth and strong
demand in Brazil’s home market.
The automotive sector has been highly attractive for investors, in light of Brazil’s increasing
economic role in South America and the size of its
economy. New investments in the Brazilian automotive industry demonstrate a strong trend in
favor of regional decentralization. As the industrial
pole of São Paulo becomes congested, transnational automobile manufacturers look to other
states in Brazil. One of the primary recipients of
these new investments has been the state of
Paraná. In 2000, Paraná was expected to receive
one-third of the total investment directed to the
Brazilian automotive sector and to have the ca-
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pacity to produce a total of 235,000 vehicles per
year, or almost 10 percent of the total production
capacity in Brazil. In addition, these investments
were expected to generate revenue of roughly $7
billion by the year 2000.65 The case of Paraná is
presented below to illustrate the decentralization
trend within the Brazilian automobile industry.

Decentralization of Production:
The Case of Paraná

vehicles under one roof represents a new relationship within the VW Group.67
Planned to be one of the 10 most productive
plants in the world, the VW Group’s investment in
Paraná equals $700 million and has the capacity to
produce between 160,00 and 170,000 vehicles per
year. Although the primary focus of the Paraná
factory is to serve the Brazilian and South
American markets, the VW Group emphasizes that
it also has other export markets in mind, namely
Europe and North America.

N

DaimlerChrysler

ew investments in Paraná are primarily the
result of decisions made by three automobile
manufacturers: Audi/Volkswagen, DaimlerChrysler,
and Renault.66 These manufacturers have joined
Volvo, which has been producing vehicles in
Paraná since the late 1970s. As a result of these
investments, Paraná is now the second-largest
automotive center in Brazil, after the state of São
Paulo. The decision to invest in Paraná was the
result of a number of factors, including an aggressive state government program begun in 1995 to
attract foreign direct investment by postponing
payment of the state-imposed ICMS value-added
tax and by embarking on major transportation
infrastructure improvements. In addition, the port
of Paranaguá, which serves the entire state of
Paraná, was one of the earliest in Brazil to be privatized, thereby contributing to a sharp drop in
the handling costs for containers and other port
services. Car company production in Paraná has
been dramatic, as shown by the table below.

Table 2.
Automobile Manufacturers in Paraná
Automobile
Manufacturer
Audi/Volkswagen
DaimlerChrysler
Renault
Volvo

Production
Product
Capacity by 2000
A3, Golf
110,000
Dakota
15,000
Megane Scenic,
Clio
100,000
Trucks and
Buses
10,000

Source: SINDIMETAL and SEBRAE/PR 1999.

Audi/Volkswagen
The new plant in Paraná represents a greater
emphasis by the VW Group on obtaining higher
aggregate value by focusing on the production of
vehicles with greater luxury and sophistication.
The Audi/VW plant in Paraná produces Audi’s A3
and VW’s new Golf. The production of these two

In June 1998, Chrysler inaugurated a new
plant in Campo Largo, Paraná, to build the firm’s
Dakota pickup truck model. The new facility
incorporated the company’s new production and
logistics philosophy, called the “Chrysler
Operations Systems,” a version of Toyota’s
“Production System.” The new philosophy more
closely integrates suppliers into the production
process by ensuring that they are located on site
and available to supply needed auto parts or components within a short time. For example,
Chrysler’s traditional chassis supplier, Dana, also
has a facility in Campo Largo. Chrysler is therefore
able to inform Dana via computer of the type of
chassis needed as the upper portion of the vehicle
leaves the painting section. As a result of this system, Chrysler is able to keep production costs at
Campo Largo to a minimum and can respond
quickly to market demand without keeping large
stocks of vehicles on hand in storage lots.

Renault
Renault was the first of the new automobile
manufacturers to confirm the installation of a new
factory in Paraná. The $1 billion plant, named
Ayrton Senna, was inaugurated in December 1998
and is the company’s largest and most modern
facility in the world, with a potential capacity to
produce 120,000 vehicles per year.68 After operating in Brazil for a little over one year, Renault
already has become the fifth-largest producer in
the country, following VW, Fiat, GM, and Ford, all
of which have a longer tradition of manufacturing
in the country. 69
After one year in operation in Paraná, Renault
inaugurated the first stage of its $220 million project called Mecânica Mercosul, a motor factory at
Ayrton Senna that builds motors for the Megane
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Scenic and Clio models.
The new motor factory will
have the capacity to produce 280,000 motors per
year when it comes into
full operation. The motors
will be used locally and be
exported to all of Renault’s
plants in South America. In
addition, beginning in
2001, Renault’s Paraná factory will produce engines
for the Peugeot 206 model,
which will be produced at
PSA Peugeot-Citröen’s new
plant in Resende, in the
state of Rio de Janeiro.70
The second stage of the
Mecânica Mercosul project,
due to come on-line in
2001, involves making
components that that are
currently imported from
Renault’s plants in France
and Spain.71

Chile

A

t one time during the 1960s, Chile had 20
automobile companies assembling vehicles
primarily for the domestic market. In fact, by the
early 1970s, almost all passenger cars sold in Chile
were produced locally. 72 Beginning in 1976, the
military dictatorship of General Augusto Pinochet
adopted free market-oriented economic policies
that opened the local automotive sector to intense
outside competition. Chilean auto production has
decreased dramatically (see Figure 4). Today only
two automobile assemblers remain in Chile. One
of those companies is General Motors, which produces the LUV pickup truck in northern Arica
under license for Isuzu. The other assembler is
PSA Peugeot-Citröen, based in Los Andes (about
one hour north of Santiago and on the main road
to Argentina). Although GM traditionally has sold
about 60 percent of its LUV vehicles in Chile, the
vast majority of Peugeot’s output is exported to
Mexico and the Andean countries. The fact that
Peugeot is still producing anything in Chile is a
testament to the niche opportunities that Chile’s
free trade agreements have produced for Chileanbased manufacturers over the past decade. The
Peugeot case also provides evidence that an auto-

motive industry can continue to survive in a country despite an otherwise very liberal import regime
and no overt government subsidy program. The
Chilean import duty on small- and medium-sized
passenger cars is currently 9 percent and will be
reduced gradually to 6 percent by 2003.
Executives at both GM and Peugeot are anxious to see Chile reach an agreement with MERCOSUR that would speed up the current tariff
reduction schedule for the automotive sector
under Chile’s free trade agreement with MERCOSUR. Under the current agreement, the tariff
reduction schedule does not come into effect until
2006. That means that as of January 1, 2001,
Chilean-made cars were subject to a 35-percent
duty when imported into MERCOSUR. GM and
PSA Peugeot-Citroën also want to see the adoption of more liberal rule-of-origin requirements
than the current 60-percent regional content
requirement found in the Chile-MERCOSUR free
trade agreement.

Uruguay

A

s recently as the early 1980s, Uruguay was
home to at least seven small car assembly
plants. Today only two major plants are still
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assembling vehicles in Montevideo.73 One facility
is owned by Oferol, which has the license to
assemble Peugeot passenger cars and a Citroën
delivery van in Uruguay, while the second company is Nordex, which assembles automobiles under
license for Renault. Assembly operations in
Uruguay are quite small — the industry directly
employs only about 650 people — and about 90
percent of what is made in Uruguay today is
exported to Argentina and Brazil. The government
does not offer and is, in fact, unable to offer any
special fiscal incentives for the industry. In addition, the ability of the Uruguayan assembly industry to grow significantly is limited by an annual
cap of approximately 30,000 vehicles that
Argentina and Brazil together currently impose on
imports from Uruguay in an attempt to prevent
the country from becoming a major regional
assembly center for Asian manufacturers.74
In 1997, Uruguay produced a total of 5,645
vehicles, which increased to 13,000 in 1998, but
then dropped to about 11,000 units in 1999. The
Uruguayan assemblers survive by focusing on the
production of just-in-time specialized models with
extra features that require a high level of qualified
manual labor. The country’s lower labor costs,
especially in comparison with neighboring
Argentina, make this type of niche production
regionally competitive. The import duty in
Uruguay for finished vehicles is currently 23 percent, but CKD kits and auto parts enter the country upon payment of only a 2-percent duty.
Despite the tariff preference that domestically
assembled vehicles may enjoy, little local demand
exists for Uruguayan-made cars at this time. The
reason is that Uruguayan tastes in automobiles are
said to be very simple and highly sensitive to
price, so that the type of specialized, high-end
vehicle produced in the country is unaffordable
for most local consumers. Accordingly, were it not
for the market opening provided by otherwise
highly protected markets in neighboring Argentina
and Brazil, the Uruguayan automotive sector could
not survive.
The most distinctive characteristic of the
Southern Cone automobile industry during the
1990s is the extent to which external economic
forces, country-specific macroeconomic policies,
the microeconomics of production, and domestic
market characteristics interact to shape the organization and operation of individual car companies.
Each MERCOSUR member has inherent strengths
and weaknesses that determine the competitive-

ness of automobile firms and product lines.
Argentina has high production costs and limited
production scale compared with Brazil; in contrast, Argentina has a better educated workforce
and higher levels of productivity. Neither Chile
nor Uruguay has an internal market sufficiently
large to justify in-country manufacturing operations, yet both have special strengths (for example, highly qualified workers and just-in-time
assembly system for specialized models) and
strong niches — via their export focus. This is
especially advantageous to Chile, a nation that has
numerous free trade agreements in the hemisphere.
Table 3 provides country-by-country highlights
of the operations of the leading automobile companies in the MERCOSUR countries.

Devising a Common MERCOSUR
Automobile Regime

T

he 1991 Treaty of Asunción, which established
the guidelines for gradual achievement of a
subregional free trade area among Argentina,
Brazil, Paraguay, and Uruguay, excluded the
entire automotive sector. The importation of foreign-made vehicles and auto parts was left to the
domestic law of each MERCOSUR member state.
Intra-MERCOSUR trade in automobiles and auto
parts produced in the subregion remained subject
to a managed trade program implemented in 1991
by Argentina and Brazil under the 1986 ArgentineBrazilian Program for Cooperation and Integration
(Programa de Integración y Cooperación
Argentino-Brasileño — PICAB) and even earlier
Argentine-Uruguayan and Brazilian-Uruguayan
bilateral accords.
In December 1994, the Common Market
Council (MERCOSUR’s highest institutional body)
issued Decision 29/94, which called for the implementation of a common automobile regime
among the four MERCOSUR countries no later
than January 1, 2000. The new regime would, at a
minimum, permit complete intra-regional free
trade for all products in the automotive sector,
establish a common external tariff (CET) with
respect to similar products imported from outside
the subregion, and eliminate all types of national
incentives that might distort genuine free trade
competition. A special technical committee (No. 9:
Automotive Sector) [the MERCOSUR automotive
committee] also was created under the auspices of
the MERCOSUR Trade Commission. The technical
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committee was given the task of devising definitive rules on regional content, environmental regulations on emissions and standard safety requirements, and a special transition program that
would run from December 31, 1997, until January
1, 2000. Decision 29/94 also mandated that the
four MERCOSUR states not adopt unilateral restrictive measures, instead encouraging them to liberalize their existing bilateral automobile agreements
in order to increase trade flows from June 1, 1995,
forward.
Following the issuance of Decision 29/94,
Argentina and Brazil entered into a new bilateral
managed trade arrangement, wherein the quotas
on duty-free imports of finished vehicles originally
established under the 1986 PICAB were increased.
Duty-free importation of Brazilian auto parts into
Argentina also was limited to an amount that
could not exceed the total amount of auto parts
that Argentina had exported globally. Brazilian
replacement parts, however, could enter Argentina
duty-free in unlimited numbers. In addition,
Argentina agreed to recognize Brazilian auto parts
as Argentine products in calculating its 60-percent
domestic content requirement. Brazil, for its part,
agreed to import Argentine auto parts duty-free at
a level not to exceed its own global exports of the
same products and would recognize Argentine
auto parts as Brazilian in terms of meeting
Brazilian content requirements for cars intended
for mass consumption (the so-called carros popu lares). In addition, Argentine-made vehicles that
met the technical specifications of a Brazilian
carro popular would be granted the same favorable domestic tax treatment within Brazil as was
accorded to domestic manufacturers. Furthermore,
intracompany trade of finished cars, buses, and
trucks between Argentina and Brazil would be
free of all tariff and quota restrictions.
In terms of Argentina and Uruguay, both
countries agreed in December 1994 to continue to
be bound by the export quotas established in the
CAUCE (that is, the ALADI economic complementation agreement signed by the two countries in
1974). Some minor modifications were made,
however, which increased to 20,000 the number
of vehicles Uruguayans could export annually to
Argentina and expanded the 50-percent national
content requirement to include regional MERCOSUR-sourced inputs. For their part, Brazil and
Uruguay agreed in 1994 to expand the automobile
quotas established in their 1975 trade agreement
(the Protocolo de Expansión Comercial de
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Uruguay con Brasil — PEC). Beginning in 1995,
up to 10,000 Uruguayan automobiles could enter
Brazil duty-free, while Uruguay would give 3,000
Brazilian cars similar treatment in its market.
These quotas would increase gradually on an
annual basis thereafter. In addition, new rules of
origin were established, which decreased the
national content requirement to 55 percent (as
opposed to 60 percent). There would also be
complete bilateral free trade in auto parts made in
either country (except for a number of products
Uruguay placed on a list of exceptions, such as
tires, glass windshields, batteries, radiators, floor
mats, axles, and seat belts).
On January 22, 1996, Argentina and Brazil
signed a new temporary automobile agreement
that was expected to remain in effect through the
end of 1999. Under this new agreement, vehicles
made in either Argentina or Brazil could be
exported to the other country duty-free as long as
the amount exported did not exceed each country’s respective global vehicle exports (regardless
of destination). In recognition of the fact that
Argentina had fallen short in meeting its past
export quotas to Brazil, the Argentines were
allowed to exceed the strict import-to-export ratio
for a two-year period (subsequently extended to
three years). Argentina and Brazil also agreed to a
60-percent national content requirement, which
could be sourced in either country, for purposes
of determining what vehicles qualified for dutyfree treatment, although Argentina measured this
national content requirement in a different way
from Brazil. For new models, the national content
requirement would only be 50 percent for a threeyear period. Each country permitted the duty-free
importation of auto parts from the other in an
amount that did not exceed each country’s global
exports of auto parts (regardless of destination).
Finally, both Argentina and Brazil agreed not to
make unilateral changes to their domestic automobile regimes before 1999 that might provide an
unfair competitive advantage in attracting foreign
direct investment.
The squabbles that erupted between Argentina
and Brazil over unilateral Brazilian measures
issued in the late 1990s to encourage new foreign
investment in Brazil’s automotive sector hindered
the efforts of the special MERCOSUR technical
committee to devise a transitional regime effective
January 1, 1998, through December 31, 1999. As a
result, the Common Market Council issued
Decision 21/97, which extended the deadline for
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achieving a transitional automotive regime until
April 30, 1998. Unfortunately, this delay did nothing to resolve the impasse, and, by the end of
1998, Argentina and Brazil agreed to postpone
implementation of a definitive common MERCOSUR automobile regime until at least 2004.
Reasons for the postponement included the
Brazilian federal government’s offer to Ford to
provide fiscal incentives good through 2010 to
entice the company to invest in the region of
Bahia, as well as the federal government’s inability
(or unwillingness) to curb fiscal incentives being
offered by state and municipal governments to
transnational automobile manufacturers.
Although the 2000 deadline for achieving a
common MERCOSUR automobile policy was
pushed back by four years, the individual MERCOSUR countries were still under an obligation to
implement the Trade Related Investment Measures
(TRIMs) of the World Trade Organization (WTO)
no later than January 1, 2000. TRIMs prohibit the
use of investment incentives tied to export performance requirements, restricting imports to the
level of exports within a specific sector or industry, and/or setting minimal content requirements
for the production of goods. Accordingly, compliance with TRIMs mandated that Argentina and
Brazil replace their national automobile regimes
by January 1, 2000, or be found in violation of
their commitments to the WTO.75
The January 1999 maxi-devaluation of the
Brazilian real had a particularly negative impact
on Argentine-Brazilian negotiations to come up
with a WTO-consistent automobile regime to
replace their national automobile policies. While
government negotiators sought to iron out a bilateral automobile pact, firms with plants in both
Argentina and Brazil began shifting whole production lines to Brazil. The actions of the terminals
were followed by auto parts suppliers such as
Delphi, which began closing plants in Argentina
and shifting production to Brazil.76 As 1999 drew
to a close and the January 1, 2000, deadline for
TRIMs compliance was fast approaching with no
agreement in sight, the Argentine negotiators suggested to their Brazilian counterparts that their
current national auto regimes and bilateral trading
arrangements be respectively extended for another
60 days. The big fear among manufacturers in
both countries was that absent such an extension,
their intra-regional exports would be levied the
standard high import duties charged by Argentina
and Brazil on foreign vehicles or auto parts. The
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Brazilians acceded to this request (although they
dropped their standard import duty on automobiles to 35 percent effective January 1, 2000), as
well as to a number of subsequent postponements.
On March 23, 2000, Argentine and Brazilian
negotiators announced that they had finally
reached agreement on a transitional “common
MERCOSUR automobile policy” that would remain
in effect through December 31, 2005. One major
problem with this announcement, however, was
that Paraguay and Uruguay had not participated in
the negotiations, and there was no guarantee that
both those countries would ratify it. Within days,
the Paraguayans and the Uruguayans made their
objections to the proposed “common MERCOSUR
automobile policy” manifestly clear. Both countries
rejected the proposed 35-percent CET on imported cars, trucks, and buses as too high. Uruguay
also continued to express opposition to raising the
regional content requirement to 60 percent from
the 50-percent rule found in the older bilateral
CAUCE and PEC trade agreements it had with
Argentina and Brazil, respectively. In Paraguay, a
country with no automobile industry, the import
duty on new vehicles was only 12 percent, and
the government wanted to retain the right to
import used cars from outside the MERCOSUR
region (something that the new agreement would
not permit). The proposed Argentine-Brazilian
agreement also would undermine a 1998
Paraguayan law designed to encourage new auto
assembly plants in Paraguay; the law offered 10year exemptions from the payment of import
duties on capital goods, raw materials, and auto
parts, plus a 50-percent tariff preference on vehicles imported by companies with a local production presence.
Strong opposition to the Argentine-Brazilian
agreement from Paraguay and Uruguay eventually
scuttled plans to have the March 23 accord take
effect on July 1, 2000, as originally agreed. Efforts
by Argentina and Brazil to secure the acquiescence of the two smaller MERCOSUR countries
continued without success throughout the month
of July. Finally, on August 1, 2000, Argentina proceeded to issue Executive Decree No. 660, which
contained the new Argentine-Brazilian bilateral
agreement for the automotive sector. Brazil
declared the bilateral agreement suspended, however, when government officials in Brasilia read
that the Argentine implementing decree calculated
the regional content requirement differently from
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the way Brazil interpreted it. Automobile manufacturers based in Argentina, who argued that the
Argentine government’s interpretation would lead
to huge cost overruns and/or compromises on
quality, also opposed the Argentine interpretation.

MERCOSUR’s New Transitional
Uniform Automobile Regime

A

t the meeting of the MERCOSUR Common
Market Council in Florianópolis, Brazil, on
December 14-15, 2000, three of the four MERCOSUR countries finally agreed to enact a transitional
uniform MERCOSUR automobile regime. The one
holdout was Paraguay, which continued to reject
the proposed MERCOSUR CET on automobiles as
too high, although it did commit to continue
negotiating its eventual inclusion. The new regime
entered into effect on January 1, 2001, and it governs the trade of new vehicles and auto parts traded among Argentina, Brazil, and Uruguay and
imported from outside the MERCOSUR region
through 2006. After that time, a definitive common
automotive regime is supposed to come into effect
that presumably will permit complete duty-free
trade of vehicles and auto parts originating within
MERCOSUR.77
The new MERCOSUR automotive regime is
most notable for retaining a managed trade program similar in spirit to the old PICAB agreement
through February 1, 2006. Under the new agreement, the value amount of every vehicle or auto
part exported from Argentina to Brazil must be
compensated with a similar value amount imported from Brazil, or vice versa, if it is to enjoy dutyfree treatment.78 The two countries are allowed to
digress from this strict export-import balance ratio
by 5 percent in 2000, 7.5 percent in 2002, and 10
percent in 2003. In 2004, the newly created MERCOSUR Automotive Committee is supposed to set
the new percentage rates for the last two years;
these cannot, in any case, be lower than 10 percent. Any vehicles exported beyond the permitted
annual digressions will be subjected to payments
of 70 percent of the import duty prevailing at the
time in either Argentina or Brazil on non-MERCOSUR products. Those who export auto parts in
excess of the agreed-upon levels will have to pay
75 percent of whatever the relevant import duty is
on auto parts originating from outside MERCOSUR.
In the specific case of Uruguayan-assembled
passenger vehicles, an annual quota is set at
18,000 vehicles for duty-free export to Argentina
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in 2001, increasing to 20,000 vehicles thereafter
through December 31, 2006. The annual quota of
Uruguayan-assembled vehicles for duty-free export
to Brazil is set at 16,000 units in 2001; 17,000 in
2002; 18,000 in 2003; and then 20,000 thereafter
through December 31, 2006. An annual quota of
800 Uruguayan-made trucks was set by both
Argentina and Brazil. Argentina and Brazil also
impose a value-amount quota on the number of
auto parts Uruguay can export to them duty-free
every year. For its part, Uruguay imposes a quota
on passenger vehicles that can be imported dutyfree annually from either Argentina or Brazil. In
the case of Argentine cars, the quota begins at
6,000 units in 2001 and reaches 8,000 vehicles by
2006; while for Brazil the cap begins at 4,000 units
in 2001 and reaches 6,500 cars by 2006.
Interestingly, the Uruguayans also imposed an
annual 800-unit ceiling on the number of
Argentine-made trucks that could be imported
duty-free every year but placed no such limits on
Brazilian-made trucks or buses.
In order for vehicles and auto parts to be traded between Argentina and Brazil duty-free, they
must comply with certain rule-of-origin requirements. The MERCOSUR automotive agreement
calls for a 60-percent regional content requirement
for passenger cars, trucks, trailers, and buses.79 In
the specific case of auto parts, the regional content is calculated according to MERCOSUR’s general rule-of-origin requirements. In addition, new
models have to comply with only a 40-percent
regional content during the first year the vehicle is
on the market, rising to 50 percent in the second
year, and culminating at 60 percent in the third
year. The Argentines managed to secure an important concession from Brazil in that at least half of
the 60-percent regional content for passenger
vehicles produced within Argentina has to originate within Argentina. The Brazilians eventually
also acquiesced to the Argentine interpretation
that the local content requirement could be calculated based on the value of each input or subcomponent in an auto part and not just on its value as
a finished product (which would permit a higher
non-Argentine content). Accordingly, use of this
method of calculation means that the local content
requirement can reach a maximum of 44 percent.
For all other vehicles, including trucks and buses,
at least 25 percent of the content of an Argentineproduced vehicle has to be sourced within
Argentina, or 37 percent if the content is based on
the value of each input or subcomponent in an
auto part.
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In order to respond to the complaints of
Argentine-based automobile manufacturers that its
“super-local” content requirement would drive up
costs and reduce quality, the Argentine government agreed to allow local producers of passenger
cars up to two years to develop a program of
gradual compliance with the new content requirements and to allow up to three years for other
vehicle manufacturers. In addition, cross-border
trade in passenger cars and light commercial vehicles among related companies has until July 31,
2003, to comply fully with the Argentine “superlocal” content requirement. 80
Vehicles assembled in Uruguay need comply
with only a 50-percent regional content requirement. New models have an even more liberal
regional content requirement, set at 33 percent in
the first year, 42 percent in the second, and 50
percent by the third year.
In the case of vehicles and auto parts imported from outside MERCOSUR, the new MERCOSUR
automobile regime calls for a 35-percent CET on
all imported passenger cars and small commercial
vehicles, buses, trucks, and trailers, as well as a
14-percent CET on imported tractors and other
farm equipment and on certain highway construction machinery. In the specific case of buses and
non-passenger vehicles weighing less than five
tons, the Argentines agreed to a convergence
schedule that will result in a gradual increase in
their national duty rate, from 26.7 percent in 2001
to the 35-percent MERCOSUR CET rate by 2006.
The import duty on those same types of vehicles
in excess of five tons will increase gradually from
20.8 percent in 2001 to the 35-percent CET by
2006. The Uruguayans retained their 23-percent
import duty on passenger cars through December
31, 2006. With other vehicles, for which the
Uruguayan import duties were considerably lower
than those in either Argentina or Brazil, the
Uruguayans are under an obligation to raise them
gradually to 20 percent by 2006 (18 percent in the
specific case of trailers).
An important provision included in the new
MERCOSUR transitional automobile regime
requires that any product made by a company
that received any type of investment incentive
from a federal, state, provincial, and/or municipal
government entity after January 1, 2001, would be
deemed to be non-MERCOSUR in origin and
therefore subject to the corresponding CET if traded within the subregion. This provision does not
affect automobile manufacturers that received
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such benefits before the cutoff date and continued
to use them afterward (a significant Argentine concession to Brazil). The new agreement also contains specific prohibitions (with an exception for
Uruguay) on the use of tax exemptions or rebates
to encourage intra-MERCOSUR automotive
exports, and it abolishes temporary admission and
duty-drawback programs on inputs used in automotive products that are eventually traded within
MERCOSUR.
MERCOSUR’s new transitional automobile
regime has been criticized because it represents a
retreat from the original promise of complete free
trade in the automotive sector within MERCOSUR
by January 1, 2000. It is important to recognize,
however, that the new regime provides an important political boost to the MERCOSUR project at a
time when many have questioned its continued
viability. By acceding to the continuation of a
managed trade regime through 2006, Brazil made
an important concession to Argentina. By not
insisting on complete free trade in the automotive
sector, something that would undoubtedly be in
Brazil’s favor, given its current comparative advantages as an export platform for the entire Southern
Cone, Brazil avoided putting the whole MERCOSUR project at risk. Insistence on complete free
trade by Brazil would have meant — under present conditions — an even more serious contraction of the Argentine automobile industry. If this
were to occur, Brazil could find itself isolated and
without any support for the relatively high 35-percent MERCOSUR CET on imported automobiles.
From the Argentine perspective, the continuation of a managed trade regime in the automobile
sector is designed to reinforce the complementary
nature of the regional automobile industry, whereby more specialized niche vehicles are manufactured in Argentina while mass-consumption models are produced in Brazil.81 This also should buy
additional time for the MERCOSUR member states
to set up a system for coordinating macroeconomic policies, so that the current conflicting monetary
policies pursued by each country do not negatively impact on their ability to attract and retain new
foreign investment in the automotive sector. In
contrast, more cynical observers argue that by
continuing the managed trade regime, an otherwise obsolete Argentine industrial sector that cannot compete internationally, particularly under the
country’s current monetary policies, has been
granted a six-year reprieve. Except for some auto
parts such as tires, which can take advantage of

THE IMPACT OF MERCOSUR

ON THE

AUTOMOBILE INDUSTRY

Argentina’s much cheaper energy and petrochemical costs, these critics claim that it does not make
sense to perpetuate an industrial sector that every
day employs fewer people and forces Argentine
consumers to pay unnecessarily high prices for
cars.82
Despite the last-minute changes made to
accommodate their concerns, many Argentinebased automobile manufacturers are still unhappy
that the new automotive regime requires that at
least one-half of the regional content of Argentinemade cars must be sourced domestically. Auto
executives argue that this measure, although
designed to save Argentina’s struggling auto parts
producers, will drive vehicle production costs up
and may eventually force manufacturers out of
Argentina as well. By placating one sector of the
automobile industry, they insist that the Argentine
government now runs the risk of losing the country’s entire automotive sector.

Conclusion

B

etween 1995 and 2000, multinational automobile companies invested an estimated $15 billion in the MERCOSUR region. This massive influx
of capital transformed the automotive sector in
South America’s Southern Cone “from an obsolete
and inefficient production base — surviving on
outmoded model lines with a poor reputation for
quality and competitiveness — into a modern production base, manufacturing contemporary models
and, in a growing number of cases, world-quality
products.”83 In Argentina, local consumers in 1991
had only 21 different models to chose from,
among them 30-year-old models; by 1997, they
could choose from 60 distinct products, including
the most modern cars sold on the world market.84
The variety of vehicles now available to consumers in the Southern Cone responds to the
growth of the local market throughout most of the
1990s as a result of the adoption of liberal, market-oriented policies; 85 the competitive need of
foreign automobile companies (particularly
European firms) to find new emerging markets to
compensate for stagnant home markets; and the
selective use by national governments of higher
tariffs to promote new investment. For example,
by doubling import duties on vehicles produced
by companies with no presence in the country in
1995, Brazil was able to induce almost all the
world’s major automobile manufacturers to set up
a Brazilian factory in order to respond to the
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surge in domestic consumer demand for new
automobiles. Intense competition at the time to
sell automobiles within the MERCOSUR region
also forced these manufacturers to offer a wide
range of their highest quality vehicles, whether
produced within the region or imported from
abroad. Accordingly, the fear expressed by World
Bank economist Alexander Yeats in 1996, that
MERCOSUR was creating a protective cocoon for
automobile manufacturers producing technologically obsolete vehicles, proved to be groundless.
Ironically, the same protectionist tariffs that Yeats
condemned (albeit erroneously ascribing them to
MERCOSUR when, in reality, they responded to
national policies) forced the multinational automobile manufacturers to build new, state-of-the-art
factories in the Southern Cone.
Although automobile manufacturers based in
the MERCOSUR region have managed to become
remarkably more productive during the 1990s,
they still have not been able to reduce manufacturing costs to international levels.86 Much of the
explanation for this phenomenon lies in a host of
national administrative barriers and inordinately
high and regressive local tax rates. Argentina’s current monetary policy, which ties its currency oneto-one with the U.S. dollar, is also partially to
blame for that country’s high production costs.
Accordingly, most manufacturers based in the
Southern Cone are producing automobiles that are
competitively priced only in the protected regional
market. Some notable exceptions are to be found,
however, particularly among Brazilian-based manufacturers such as Fiat and Volkswagen, which
export locally made cars back to Europe and
North America. Certain auto parts manufactured in
Argentina and Brazil also remain competitive in
the international market.
The current inability of many multinational
automobile companies to use the MERCOSUR
region as an export platform for global sales has
meant that most plants in Argentina and Brazil are
operating at less than optimal capacity, in view of
current stagnant economic conditions gripping the
region. This overcapacity may soon lead to a
shakeout in the industry that may result in mergers, joint production agreements, the elimination
of duplicative factories, and/or some manufacturers’ being driven completely out of the market. As
a result of its managed trade features, the new
transitional MERCOSUR automobile accord ensures
that — at least through 2006 — any plant closures
will not be confined to Argentina. However, high
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local-content requirements under that same agreement also endanger Argentina’s automobile industry by preventing it from becoming truly competitive in the regional as well as the international
arena. Accordingly, when and if the MERCOSUR
automobile industry ever becomes subject to complete intra-regional free trade, Argentina could
well see many of its plants shut down. The
Chilean and Uruguayan examples give some
hope, however, that the Argentine auto industry
will never entirely disappear and that it can carve
out certain competitive niches for itself.
The additional lesson that the Chilean and
Uruguayan examples provide is that some level of
tariff protection still is needed in markets where
countries must export the bulk of their production
to compete successfully while selling domestically.
The tariff that MERCOSUR countries (except
Paraguay) have chosen in order to provide this
protective environment for their automotive industry is 35 percent for passenger cars, trucks, and
buses. Although it hurts the pocketbooks of local
consumers, it should be emphasized that this CET
is quite low compared with historical tariffs
charged by South American countries on imported
automobiles. The burden to consumers also may
be outweighed by the incentive provided for automobile companies to keep producing in the
region, thereby maintaining thousands of wellpaid jobs in an industry that has extensive back-
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ward linkages as well. In any event, the tariff
could prove to be a short-lived measure if the
negotiations for a Free Trade Area of the Americas
are concluded successfully by 2005 and if a
European Union-MERCOSUR free trade agreement
is ever signed.
One positive change that could result from the
current slowdown in regional automobile sales is
that MERCOSUR-based manufacturers now may
pressure governments to eliminate administrative
barriers and high taxes that increase local production costs. The need of many MERCOSUR-based
automobile manufacturers to compensate for local
overcapacity by seeking out new export markets
creates a strong incentive for them to pressure
Southern Cone governments to implement these
much needed reforms. Federal governments (particularly the Brazilian government) also have a
strong incentive to respond to these entreaties,
given the large “investment” they have made in
the sector by granting generous fiscal incentives. If
reforms are not forthcoming, the danger is that the
automobile manufacturers that survive the coming
shake-out could simply revert to the policies pursued by the industry in the 1980s, when no new
investment took place and the remaining companies tried to squeeze out profits by producing the
same, increasingly obsolete models for a protected
local MERCOSUR market.
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