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Introduction: Structural Adjustment, Liberalization and the Restructuring of

Traditional Sectors

The textile indudtry is often portrayed in the literature and in policy circlesasa
quintessential sunset indudtry. Astechnologica change, asset formation, skill premiums,
and productivity increases shift resources toward other more dynamic sectors of a
modernizing economy, the share of textiles and appard in total employment and output is
expected to decline. Y et, even while debates continue in many advanced industria
economies about whether labor-intengive traditiona sectors can stay competitive and
continue to create good jobs, the textile and gppardl industry has remained a crucid
manufacturing sector in many industrid economies, and is often one of their leading
employers! Even in an economy as advanced as the United States, where growth is
fueled by state of the art technologies and knowledge-based industries of the  new
economy,’ the textile and agppard indudtry is aleading sector in severd regions. For
example, large textile millsin North Carolinain the US South, are not only at the
forefront of sophisticated technical research in productivity enhancing manufacturing
techniques and the development of automated textile equipment; they are dso investing
in futurigtic research on the input Sde, such as scientific exploration into ways to grow
high quality colored cotton. The region’stextile industry, despiteits decline, is il the
date’ slargest employer.

Similarly, despite over three decades of competition form other countries with
cheaper labor (China, Mexico), New Y ork City remains the America s fashion and
goparel capitd. The city’s garment hub has congtantly reinvented itsdlf as the nature of
the industry has changed over time (Rantis, 2000). Today, the source of its globa
leadership in garment design comes from innovation, the use of flexible manufacturing
techniques, control over branding, distribution, and product development. Some of the
best known globa brands and the largest retail chains are anchored here. Asin North
Carolina, the garment industry is New Y ork region’s largest employer, and accounts for a

1 SeeBerger, Gartner and Karty (1997) for arecent discussion of these themes; and Amsden
(forthcoming) for the lead, transformative role that the textile industry has played in late development.



third of its manufacturing output (Trebay, 2000). Understanding how employment-
intensive traditional sectors can restructure to compete in agloba environment is
therefore important both from the perspective of helping such indugtries adjust in the
short run, and from the perspective of strengthening their contribution to the region’s
employment and productivity in the long run.

Thereis another reason why it isimportant to pay attention to how traditiona
sectors adjust to the pressures of international production. There are important spillovers
of ills, of new knowledge and crestion of new inditutions from successful adjustiment
in treditional sectors that can be more broadly vauable for other sectors in the regiond
economy. Raising thisissue serves especidly as a caution againgt agrowing view in the
literature that policy makers should let dying sectors die, and instead switch freed-up
regional and sectoral resources toward more modern, technology intensive uses.® There
may be merit to this argument—as demonstrated by the recent upsurge in research and
policy interest in the * new economy’ and higher-end, technology and knowledge
intensive sectors. But just as the crigs of mass-production showed in the late 1970s, no
gangle set of indudtries is a panaceafor regiond reslience. Higtoricd evidence with
respect to successful industrid trgectories has shown time and again that the most robust
regions are those that have been able to nurture a strong, locally-rooted and diversfied
industrial base cagpable of change and transform as exogenous and endogenous pressures
change. Understanding the conditions under which traditiond, labor intensive sectors are
able to successfully modernize and participate in agloba economy is therefore not
dichotomous to exploring avenues for higher-tech investments, but acrucid complement
toit.

2 Thisview isnot really that new. Asearly asthe mid-1980s, the conservative American economist Martin
Feldstein testified before the U.S.Congress that “the labor intensive [U.S.] apparel market cannot and
should not compete with much lower cost |abor elsewhere. The stuff depends on somebody sitting at a
sewing machine and stitching sleeves on; it is crazy to hurt American consumers by forcing them to buy
that at $4 or $5 an hour of labor. We ought to be out of that business.” Cited in Thun 2000, cf. Abernathy
et. a. 1999.



The Challenge of Adjustment in Tamil Nadu’s Textile and Apparel Industry:

Summary of Findings

In keeping with the concerns expressed above about how traditional sectors can
cope with adjustment in ways that are productivity-enhancing, job-generating and
innovative—rather than defensive, zero-sum and income concentrating—I began this
gudy with an urgent charge from officids in the State Government. There was worry
within the government of Tamil Nadu that the textile industry—the state’ s oldest and
most deeply rooted manufacturing sector—was in trouble. The pinning sector in
particular was hurting, officids said, with many textile mills having closed down in the
past year.® Industry associationsin the textile sector echoed this view. According to
them, at least three factors have, together, pushed the organized mill sector to the wall:
(1) demand recession globally over the last five years has cut sdlesjust as de-licensang
within the Indian textile industry has led to expansion and rapid build-up of capacity; (2)
atempora, macroeconomic factor—namely, the Asan currency crisis of the mid
1990s—and the devauation that ensued across East Asia shifted the terms of trade
againg Indian exporters, and (3) recent fisca policies of the government of India have
inadvertently encouraged fragmentation in spinning and militated againgt consolidation
as a cost-cutting strategy domestically.

Upon closer examination of firmsin the fidd and analys's of economic data, |
found that the redlity of adjustment in Tamil Nadu's textile industry was amuch more
complicated, and mixed story. That the spinning segment of the industry has been

3 Nationwide, about 349 mills have closed down since 1996 (Bana 2000:2).

* Indeed, all the association officialsand firmsthat | interviewed, expressed a strong appreciation of the
GoTN for having initiated efforts to understand the issues they were facing. Asthe secretary of SIMA
noted, “The textile industry figures very prominently in the state’ s revenue, its employment and exports. It
has ahigh social impact. Inthelast five years the spinning segment has gone through unprecedented
crises. A lot of representation has been made at the Center and the State, so it is welcome news that the
State government istaking an interest in the Textile industry. It isawelcome change” (Interview, October
12, 2000, Coimbatore).



suffering in recent years was indeed true, but the causes were far from sraightforward.
The*crigs’ of spinning, moreover, was not uniform acrossthe industry. Despite the
problems of the past five years, some firms were doing very well (as we will see below).
Others had been able to use the crisis to move upmarket into superior qudity yarn and
other products, some had integrated forward from spinning into garments; yet others had
found new markets abroad and at home; and almost al the better-performing firms had
upgraded themsdlves technologicaly. Clearly, not dl spinning firms were suffering
equaly. Why were some firms able to respond well to the same criss while others were
not? What was it that the successful adjusters were doing that other firms were not able
to do and why? The picture that emerged was of a sector that had many strengths, but

also some structura weaknesses.

The weaknesses were induced by four broad factors: (1) Some aspects of the
government’s Textile Policy have created an * uneven playing fidd’ between smdl and
large firms, and between exporters and nonexporters. This has led to a burgeoning of
surplus spinning capacity in the small-scale sector since the early 1990s that has caused
severe fragmentation in a sector where scale economies have hitoricaly been critical.
This fragmentation, in the words of one informant is “killing one of the mogt efficient
segments of the country’ s textile industry (Spinning).”

(2) The segmented supply side of the Indian textile industry® hasled to highly
uneven responses to openness.  Choices that firms are themsalves making—and have
meade higtoricaly—with respect to technology, product definition and market served,
have led to an odd juxtaposition of alarge un-dynamic old-guard till holding on to the
‘large-volumes, low-margins mindset of the protectionist era, and a small emergent
segment of the industry that is rapidly modernizing. The weskest firms were
predominantly focused on the low end of the spinning, weaving and gpparel markets,
producing the coarsest (cotton) counts of yarn and/or grey cloth for old, price-sendtive

constituencies a very thin margins®

® That is, the coexistence of different production techniques and scales of production.
6 Itiscertainly true that for awhile—arun of four to five years—Tamil Nadu's (and India’s) grey cloth
exporters raked in huge profits from exports of grey cloth to Europe and East Asia. However, the anti-



(3) This narrow focus on low-end cotton by the region’s base firmsis particularly
devastating because internationd trends, to which Indian firms are now obvioudy more
exposed, have moved away from cotton (yarn and fabric) toward higher qudity blends.
Even within India, the trends of new growth have been away from cotton yarn toward
various kinds of blends.

(4) New changesthat are transforming the textile industry globaly are forcing
firmsto rethink what they produce and how they produce it. Whereas Tamil Nadu's
firms predominantly work with cotton-based fiber, the trends globaly are moving away
from cotton yarn or cotton fabric to blends, or lightweight synthetics. Similarly, with the
growing importance internationally of ‘lean retailing,’ the introduction of information
technology across the textile industry, and the rise of buyer-driven ‘triangle
manufacturing'® (where labor-intensive operations are moved off-shore by manufacturers
who contral fina product ddivery to branded retail buyersin first world markets, who, in
turn, drive the supply chain), Tamil Nadu'sfirms are faced with an urgent need to
rethink how they organize production across the textile vdue chain. At the sametime, a
growing emphasis on labor standards in final markets,® an emphasis on new and more
varied desgns by buyers, shorter lead times and timely ddlivery has put pressure on how
firms organize work inside the firm and how they relate to buyersin new markets. For
firmsthat are doing well, or have succeeded in entering new markets, these pressures are
bringing up new concerns about how textile and gppard firms can secure the key services
that they need—such as consultancies regarding techonology, design, materids,
marketing, packaging, training). Firms need to procure these services at affordable
prices, while meeting their needs for greater amounts of liquidity—e.g., more and more

dumping suit against India’s grey cloth exports by the EU at the WTO effectively killed thisindustry, even
though the suits were ultimately won by India (dismissed as being without merit). Some firms managed to
sustain revenues by shifting to finer counts; the less dynami c firms simply reverted back to the domestic
market or to other low-end export markets.

" See Abernathy et. al. 1999.

8 See Gereffi 2000.

® We will discuss these changes more fully below, but see Thun 2000, Abernathy et. al 1999, Berger and
Lester (eds.) 1997, Gereffi 2000, Gereffi and Pan 1994, and Gibbon 2000 for a detailed discussion of new
trendsin the global textile/apparel industry.



working capita—as they provide the more comprehensive services that their customers
demand (full- package service instead of just assembly). There isan important role for

government as well asfor industry associationsin addressing some of these concerns.

The strengths were numerous. (1) Firgt, there was evidence of impressive
adaptation to the new circumstances by awide range of firms—Ileading millsand leading
garment producers, aswell as smdler firms. Firmsof al szeswho are doing well are
adopting new product lines, reorganizing production, absorbing new technol ogies—not
only to improve productivity but to link up with input suppliers, buyers and outsde retall
markets.

The most counter-intuitive finding in this regard was that the responses of better
performing firmsin the textile/appard sector are far more dynamic, innovative, globaly
engaged and fast-moving than the responses of the region’s more sophiticated
automotive firms to the new competition. Thiswas surprising because one would assume
that compared to a higher technology sector like automobiles, the range of optionsfor
adjustment in alow labor-cost driven sector such as garments and textiles would likely be
limited. Thiswould seem to hold true especidly in the export market where Indian firms
are seemingly caught between lower cost producers from China, Bangladesh and
Vietnam at the low end, and high quality European producers at the high end. Yet, inthe
fied | was struck by the degree to which the adaptation going on in the textile/gpparel
sector, unlike the automotive sector where small firms have little room to maneuver is
aurprising, sdective and very linked to demand. More importantly, it hasimplications for
the strengthening of buyer-supplier relationships that bodes well for potentia mutua
gains and learning that may result, if handled wdl, inimproved long term performance of
locd firms.

(2) Second, adriking finding istha even while the region’s spinning and
garments firms are aggressvely seeking ways to cut labor cogts, some of the region’s
most successful firms are dso looking for other, more enduring sources of competitive

advantage. One such ‘new’ advantage is logistics. Some successful textile and apparel



firmsa re providing sophisticated, but cost- effective logistics services and an Information
Technology-driven warehousing base in Indiato overseas buyers, in addition to serving

as aproduction site.

(3) Third, equdly interesting is the tremendous degree to which textile and
appard firmsare consdering offshore expansion as a competitive strategy. Thisoutward
movement (of investment) has taken severd forms. Most counter-intuitively, some of
Tamil Nadu' sfirms that are expanding into high-end garments, have actudly bought
smdl first world distribution firms. Ther entry into asset ownership abroad (in Europe,
specificaly) was driven mainly by logigtics, and an interest in finding captive digtribution
channdsin European markets. With the help of aggressive cost cutting achieved through
their control over logidtics, and cost effective production of specidized garments, Tamil
Nadu's firms helped turn around some small but strategic wholesale digtribution channels
which they then bought into. In areversa of the direction in which financid and equity
gtekes usudly flow, some Tamil Nadu-based firms are entering first world markets not
only as low-cost suppliers, but as co-owners of European firmsthat serve as key
digtribution channels for them. Textile/appard firmsin Tawan Hong Kong, and South
Korea have also moved toward logigtics, but they have done so after many yearsin
production and exports. The rapidity with which Tamil Nadu' s firms have moved toward
logigtics and equity investment in the first world, so soon after opening up to trade,
uggests that thereisared variation in cgpabilities anong Indian firms. How some firms
are able to legp forward so quickly and successfully while others struggle to smply cope,
isan issue that deserves much closer understanding if we are to draw lessons about
inditutiond reform in the textile sector that will benefit firms acrosstheregion asa
whole,

(4) Other firms have developed globa Strategies that are more typica—but ill
urprisng given the new-ness of India s re-engagement with globd trade, and given the
widespread associgtion of Indian garments with low qudlity internationdly. Indian firms
are viewed as new on the block, with alot to learn. Therefore, aggressiveness and

boldness with which even mid-szed firms who have so far competed on the basis of low



labor cogts are considering relocation strategies as an important part of their growth
plans, isvery driking.  The form that thistype of relocation is taking resembles the

recent experience of countries like Taiwan, Hong Kong and Korea. Just as many Taiwan
and Hong Kong based firms have, in recent years, shifted to a strategy of ‘ Triangle
manufacturing’ (Gereffi, 1994, 2000) by moving labor-intensive assembly operationsto
lower-cost, quota-rich Sites overseas, sometextile and appard firmsin Tamil Nadu are
aso expanding outward. They are locating production and assembly in other parts of the
world, notably in the Middle East and Latin America

Unlike Taiwan and Hong Kong, India has not yet logt its low-wage advantage, so
why this highly considered move to expand offshore by so many of the region’s best
firms? The answer in one word is positioning—ipaositioning, and the political economy of
the growing trend toward Regional Blocs (such as NAFTA). No doubt there is alabor
drategy involved in this move toward offshore production. But for most firms that are
expanding abroad, the strategy is only partly alabor strategy. Aswe will seelater, the
locations for expansion are not arbitrarily chosen: they are countries that not only have
chegp (regiond) labor of their own, but o laws that alow the import of low-cost
overseas labor.

Much more importantly, however, thisis a strategy about strategic positioning.
Firms are seeking to use the next four years before the WTO-imposed Multi- Fiber
Agreement (MFA) and the Agreement on Textiles and Clothing (ATC) expire & the end
of 2004, to locate as close to the European and US markets as they can, to take advantage
of their opening up in early 2005. Indian firms fear that the intense jockeying for
advantage that will follow the abolition of MFA/ATC in four yearswill inevitably leave
them at adisadvantage vis-a-vis countries that are proximate to large western markets, or
have specid Regiona Trade Agreements with them— such as Mexico and other
sgnatories of NAFTA, ASEAN, EU, and the AfricaBill. At base, therefore, this
emergent globd strategy of relocation is an attempt by Tamil Nadu' s textile and gpparel
firmsto try to circumvent the in-built advantages that Regional Blocs provide

competitors like Mexico, and others. It is an attempt to find waysto overcome Indid s



double disadvantage—that of distance from the most powerful buying countries, and

exclusion from concessionary trade arrangements that benefit many of competitors.

(5) Wdl-performing firms are also seeking to establish new, non-traditiond
niches in overseas markets. These niches include non-quota items such as specidized
garments, technicd textiles, and home-furnishingsin advanced industrid countries.
Severd firms are moving up-market to higher quality yarn production, or to the use of
higher qudity fabric.

(6) Equdly important, the large Indian domestic market isvery much in play asa
gte for subgtantial new investment in ready-made apparel and home furnishings. The
various segments of the domestic Indian market have been changing rapidly in recent
years, with agrowing apped for trendy, good quaity, economically priced ready-mades.
Some market leaders, including some from Tamil Nadu, have moved quickly to capitdize
on thisriging trend by targeting different niches of the domestic market with fast-
changing, trendy brands for the high-end, or high-profile ‘vaue-for-money’ brands for

the middle market.X°

(7) Thereisanew source of competitiveness and dynamism in the appardl
indugtry: the introduction of Information Technology (IT). It isby no means clear how
widespread the new technologies are. But even-though the diffuson of IT in Tamil
Nadu' s textile/appard indudtry isonly in itsinfancy, surprisingly, interviews showed thet
the smallest among the smal gppard producers are gaining the most from adopting this
new technology. It would be important to document this technology diffusion process
more closaly and more fully in future sudies.

19 |n some ways, thereis areal unresolved and ongoing debate about the domestic market. Some large
firms are clearly ambivalent about how the export versus domestic market will play out after 2004. “We
have alarge and dynamic domestic market. It hasbeen changing. Itisnot clear whether being in the
export market will be more competitive after 2004 or being in the domestic market” (Interview, Precot
Mills, Coimbatore, October 2000).
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(8) The best companies are investing heavily in training to improve productivity.
Even s0, the investments are not enough, and in some cases the emphasis ends up being
more on adopting new machines and on mechanization. Thisisnot abad thing in itsdf,
given how far Indian firmslag behind their East Asan counterparts, not to spesk of the
more up-market firms. But as evidence from the experience of other countries has clearly
suggested, technical modernization without commensurate training and organizationd
change isincomplete (Mody et. al. 1992, Berger and Lester 1997, Tewari 1999). Aswe

will seelaer, thisis an area where government can make significant contributions.

(9) An unexpected and quite surprising finding was the remarkable turnaround of
the handloom sector in the State. For years the state- supported, politically charged,
handloom/cooperdtive sector has been portrayed in the literature as an experiment in
socid policy gonewrong. While supporters of the government’ s handloom/cooperetive
initiative have held it up as a critical mechanism to support the livelihoods of thousands
of artisans and poor rurd weavers, critics of these efforts have never siopped pointing to
the red-ink in the initiative' s balance sheets. Since 1991, the neolibera voices urging
public-sector reform, privatization, and eventua disbanding of the handloom boards and
handloom coopertives have only grown louder. It was therefore Striking to find that of
al the ssgments of the garment and textile industry, the turnaround and restructuring of
the handloom sector had been the most far-reaching and the most successful. Not only
were there now profitsin the place of congstent losses, but exports from this sector had
grown rapidly. In the export market, the handloom boards have been competing
successfully againgt smal and large producers in the private sector despite the handloom
sector’s commitment to areatively higher wage standard, and despite higher overheads.
Aswe shdl see below, there are very interesting reasons for why this sector has been able
to succeed not despite the high wages it pays to weavers, but because of them—and these
findings hold important lessons that gpply to the textile/gppard industry asawhole. This
turnaround has not only heartened and impressed observers who are sympathetic to the
handloom/cooperative sector’ s mission; but private companies, and the most powerful
Textile Associations (e.g., SIMA) went out of their way to commend the “excdlent
work” being done by the Handloom department, and talked of awards they had given to
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those leading these changes (Mr. Davidar and Ms. Sabitha). Equaly important was the
recognition that this reviva is cregting good jobs as well as generating profits. “With 100
croresin exports (from Tamil Nadu's Coops), 25 crores in profits, the weaver not gets Rs.
120 aday against Rs 40-45 per day when they did reserved items’ (Interview, SIMA,
October 2000).

(10) Findly, despite the recent dowdown in the spinning industry, the sector’s
drength isvishble in the numbers. Tamil Nadu's cotton-based textile industry continues
to dominate the nation’ s other textile centers. Even while other regions (specificaly
Haryana, Punjab, Gujarat and Maharashtra), have grown rapidly in the last ten years, as
Table 1 indicates, they have grown from amuch smaller base, and their growth has been
mainly in nor-cotton blended and synthetic yarn/fabric. In 1999, with over 50% of the
country’ s textile mills located in the state, Tamil Nadu produced 35% of dl theyarnin
the country, and employed over 19% of the nation’ s textile workers. It has a 42% market
share in the country’ s output of cotton yarn, 22% in norcotton yarn (including viscose,
acrylic and other man-made materias), and over 18% of the nation’s market for blended
yarn (Economic Appraisal, 1997, and documentation from SIMA, Coimbatore, 2000).
Clearly, the textile sector in Tamil Nadu remains vitd to the Sat€' s fortunes, a crucia

source of its revenues, employment and exports.

Organization of the paper

The rest of the paper expands on these findings and is organized around four themes.
First, | examine the spinning sector. | begin with a consderation of the argument
presented by the mills for why the sector is doing poorly, present other contrasting views
that emerged, and then place them in the context of an empiricad examination of who is
doing well in the mill sector, who isnot and why. Second, | examine specific Srategies
of adjustment in the regon’s new growth sector, the garments and appard industry. This
section aso discusses the mogt striking strategies of globaization and “moving out and
abroad’ that are evident among locd firms, and the use of IT by smdl firms. Third, we

examine the remarkable turnaround of Tamil Nadu's handloom sector. Finally we look



at the ‘labor strategy’ that has emerged from the various adjusment dtrategies of firmsin
different ssgments of the value chain. This section concludes with areview of what firms
in the field thought the government had done right, what areas of chdlenge remain, and
the role that policy can play in hdping firms meet these challenges. Where appropriate,
throughout this discussion, the findings emerging from the field in Tamil Nadu are cited

within a comparative internationa context drawn from the experience of other countries.

Conceptual Frame: First, aword about the key issues that frame the current debate
about the development of the textile industry globaly. Two issues dominate this
discusson: (1) Thefirg is about the policy histories and ingtitutiona legacies that shape
the structure of the textile/apparel in particular contexts. How have policy regimes a two
levels-- nationd (such as choices about protection, export orientation, subsidization and
so forth), and international (cross-nationa regulatory devices such as the Multi- Fiber
Agreement [MFA]) -- shaped local productive cagpabilities and ingtitutions of the
textile/gppard indudtry in particular countries and regions. And do these structures and
ingtitutions impact the possibilities of adjusment. (2) The second issue rdatesto
prospects for upgrading within the textile industry in a context of increased globd
integration, and the impending removd in four years of barriers (the quota: regime under
MFA and ATC) that developed countries have long used to protect their markets. The
key issue hereisto understand the conditions under which labor intensive firmsin
developing countries can upgrade their productive capabilities and participate in the
globa economy, while smultaneoudy strengthening their loca base.

A conceptud frame that has been frequently used in recent years to anayze how
gpecific indugtrid sectors change as they become more globdized isthat of Globa
Commodity Chains. This framework, first developed by the sociologist Gary Gereffilt
focuses on the various bundles of economic activities and discrete production processes
that are part of an indusiry’ s supply chain, and which are involved in the production of a
finished commodity. The framework distinguishes between two types of commodity

11 See Gereffi and Korzeniewicz 1994 for an early formulation.
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chains—' Producer driven’ and ‘Buyer driven.” In producer driven commodity chains,
large, integrated (often multinational) firms coordinate production networks and play a
centra role in contralling the industry’ s backward and forward linkages. Capital and
technology-intensive products such as automobiles and heavy machinery are classic
examples of producer-driven chains. Buyer-driven commodity chains are characterized
by decentralized production networks, usudly dispersed globaly, that are coordinated by
lead firms who control product design, marketing, and branding. Labor intensive sectors
such as the apparel and garment industries are quintessertia examples of buyer-driven
chains where large retailers, marketers and branded manufacturers, such as J.C. Penny,
Reebok, Sears, Nike, Liz Claiborne and Wal-Mart, play pivota coordinating roles.

As export structures shift, the place of different countries in these commodity
chains aso changes, bringing with it, the prospects for upgrading. In buyer-driven chains
such astextiles and apparel for example, firmsin low-wage, indudtridizing countries are
typicdly found a the bottom end of the commodity chain, engaged in assembly or basic
production under specification from large retailers or marketers (or their agents), who
define the product and its design and control its marketing and distribution. But over
time, assemblers may move up to more complex roles—such as full-package production,
then OEM production and eventudly to OBM (origind brandname manufacturing).

A mgor chdlenge for firms and policymakersin indudridizing countriesisto
understand how and under what conditions firms can move ‘ up the commodity chain’ so
that such industrid upgrading may occur. The dangers are that low-end firmsin low cost
countries may remain trapped at the lowest level of assembly—without acquiring the
cgpabiilities of moving into more complex production activities—and thus dependent on
lead firms. If low cogts are the only factor driving the lead firm’'s sourcing decision from
aparticular set of firms, then such assemblers face therisk of being left behind when
evenlower cost assemblers emerge in other countries. Behind Jgpan, the most successful
‘upgraders o far, have been textile and garment firmsin Taiwan, Hong Kong and South
Koreg, followed now by Chinese firms. Their upward mohility in the chain has resulted
in what Gereffi and Pan call *triangle manufacturing’ networks, where “Taiwan's

14



erstwhile producers are being transformed into intermediaries between foreign buyers and
new producersin low-wage nations that have sufficient quotas to supply protected
developed country markets’ (cf. Thun 2000).

With this framework in mind, we now turn to the Tamil Nadu case. | want to
begin by placing Tamil Nadu' s textile sector in the context of the industry’ s vaue chain
as it extends from cotton to ginning to spinning to apparel and garments, viaweaving,
knitting and finishing. Asiswel known, in the Indian context, different ssgments of the
production chain may be reserved or not, for production by small scale firms, and/or
characterized by the co-existence of arange of production techniques and scales of
production, each governed by a different set of rules even in the same sector. This
dichotomy is best captured by the well-known digtinction between the ‘ organized’ and
‘unorganized’ sectors. The organized sector in the textile industry consists of composite
mills and independent spinning mills. The unorganized sector isavadt, and rapidly
growing, decentraized sector engaged primarily in weaving, fabric production, garment
production, and since the early 1990s, spinning as well. This segmented supply Sdeisa
legacy of Indid stextile policy asit has evolved over the years. Itcontinuesto chalenge
the adjustment underway in the sector today, as we will seein the following sections.

The box below summarizes the current structure of policies affecting the value
chain in the textile industry.

Structure of the Value chain in the Textile Industry

Cotton: nonreserved, but indirectly reserved as aresult of the land-ceiling act.

Ginning: Reserved for Small and Medium firms (SMEs).

Spinning: Open to dl firms, but SMEE mills get apreferentid tariff rate: The differentiad

tax and duty structure gives smdl and medium mills an advantage of about 5% over large

mills
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Weaving: Organized sector (large firms) virtudly non-existent now. Died with therise
of the powerloom sector and the differential exemptions (such as excise) enjoyed by the
gmadl firm sector.

Knitting: Reserved for SMES, but otherwise little interference by government, other than
training, infrastructure and market support—A very efficient sector in Tamil Nadu.
Tirupur is the country’ s largest hub and exporter of cotton knitwesr.

Dyeing and finishing: The weskest link in the chain in India and Tamil Nadu.

Garments/apparel: Reserved for SMEs until the government recertly announced anew
policy to abolish reservation in early November 2000.

1. The Boom-and-Bust Dilemma of Spinning: Rapid growth and recent “malaise”

The cotton spinning sector is the backbone of Tamil Nadu' stextile industry. One
of the region’s oldest and most prestigious manufacturing sectors, it employs thousands,
and has been the leading source of industria capita, the state’ s revenues, exports, and
industria entrepreneurship. Tamil Nadu is dso the nation’s primary hub of cotton yarn
production.*> However, Tamil Nadu's spinning sector has been troubled for the past five
years, following a period of unprecedented output and export growth in the early 1990s,
when the government de-licensed the industry and opened up the economy to exports,

12 With 821 of the country’s 1543 non-SSI spinning millsin 1999, Tamil Nadu had over 53% of the

nation’ stextile millsin the organized sector (Compendium of Textile Statistics, 1999)
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A shift in policy in the early 1990s, and two contradictory trends: Increased
efficiency and a boom in exports, followed by a downturn driven by over-capacity

and fragmentation

From the current Stories of gloom in the spinning industry it would be easy to
overlook the remarkable gains that Indian spinning has made in recent years. The
problem in the spinning sector is not one of efficiency. To the contrary, aslocd mills
explan, the pinning sector isinternaiondly competitive today and has gained
sgnificant international stature in the past decade. “Indian yarn have been very well
received in the world market in recent years,” one indugtry officid noted. Although one
of the largest markets for yarn, the U.S. market is virtudly foreclosed to Indian exporters
because of miniscule quotas awarded to India by the US (an astonishingly low 200 tons
annualy as compared to 32,000 tonsfor EU). Indian yarn exports have done very well in
Japan, Europe and East Asia. 1n 1997 India accounted for over 30% of the world' s trade
in yarn—an impressve statistic by any measure. Indeed, as the presdent of SIMA put it,
“India’ s mill sector isinternationaly competitive today. In the mid-range counts, 50-60%
of theworld tradein yarnisfrom India  Exports have boomed throughout the late
eighties and early 1990s. Two independent internationa consulting firms [Roland
Berger, and Texpak] have recently caled India s mills sector ‘ one on the world's most
efficient” The qudity of Indian yarn isvery good. We have an excdlent textile
machinery industry. About 20% of the Indian mills that export are capable of producing
world dass qudity.® And yet, the mills are making the biggest lossestoday.” 14 Why?

13 The top end of the yarn trade has historically been with Italy, Japan, Koreaand Switzerland. Koreais
swiftly entering into value added products, and moving plantsto Eastern Europe. Chinaif also focusing on
higher value products, and already dominates the synthetic yarn trade, and isstrong in the middle-range
counts (20s-40s). But according to industry officials, “ Increasingly, the top end is now with Indian
spinners—especially for yarn countsin the 50s and 60s range” (SIMA, 2000). Pakistan has been growing
rapidly, fueled by a price advantage derived largely from the high yearly depreciation of its currency;
However, its export strength is growing powerfully in the lowest yarn counts (20s and below).

¥ Interview with Mr. Manickam, President SIMA, Chennai October 9, 2000.
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The short answer, according to industry associations and some government
officidsis stagnant demand, surplus capacity, and fragmentation—much of the new
cgpacity created in spinning after liberdization issmdl in scae, contrary to the logic of
scale economies that characterize spinning. ™ The persistence of the un-vigble
fragmentation in the indudry is the result of “the uneven playing fidd” creeted by the

government’ s lopsided use of (excise and other) tax policy to protect small producers.

The problem with the spinning sector today, | would argue, stems not from any
gructura decline, but from the very character of its recent boom. Long sheltered behind
tariff wals, the policy surrounding the sector began to changein the mid-1980s. Firt,
the Indian government de-licensed the textile industry in 1989'°, and in 1991, opened the
economy to greater trade and ingtituted incentives to encourage exports. Aided by
favorable demand conditions internationdly (a.spurt in cotton textile consumption in
western markets), unprecedented world prices for cotton yarn, and incentives on the
supply sde domesticdly, yarn exports boomed throughout the early 1990s. The dramatic
reductionsin (input related) import condraints after economic liberdization in 1991 and
the Sgning of the GATT, led to pectacular growth in textile and especidly cotton yarn
exports. Between 1986 and 1995, cotton yarn exports rose by 27% per year, and textile
export revenues (asawhole) grew in red terms by 12% annudly or 25% faster than tota
merchandise exports (World Bank 2000, p. 74-75).

This growth occurred in the shadow of two other long-standing policies oriented
toward limiting yarn exports to ensure that the powerloom sector was adequately
supplied: the hank yarn obligation policy and the redtrictions on the export of yarn. Y&,
increasing profits and lower barriers to entry attracted new investment. Whilea

15 Analysts have also pointed to other policies such as the government’s hank yarn obligation, which
requires Indian millsto produce a certain proportion of their yarn output for the Handloom sector, and
restrictions on exports that further militate against rationalization and consolidation in Indian spinning
sector.

18 The reformsin the textile industry actually began with the government’ s Textile policy of 1985 where it
dismantled a sector approach to the industry, adopted a multifiber orientation, adopted aflexible raw-
material policy, removed entry and exit barriers and emphasi zed modernization and technical upgrading
(see World Bank, 2000). These changes, especially the institution of a modernization fund, contributed in
significant ways to the upgrading of the textile sector, which allowed the firms that had upgraded the most
to benefit from the liberalization that followed in 1991.
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sgnificant amount of new investment went into Export Oriented Units, the largest
increases in cgpacity came in the ‘independent mill” sector, including smal-scale units
with less than a 2500 spindle capacity that mushroomed steedily during the boom years.
It was not until exports dowed in the mid-1990s that industry and government redlized
that significant excess capacity had built up in the sector.

Severd unrelated events coalesced in 1995-96 to lead to areversd that many in
the industry point to today as the spinning industry’ s growing criss—the problem of
fragmentation and declining profitability. Fird, externd events cut severdly into the
profits mills were making. The dackening of demand from Europe for cotton yarn not
only dowed orders for Tamil Nadu' s spinning mills, but yarn pricesfdl at the sametime
as seasond shortages of cotton in the domestic market pushed cotton prices up and
squeezed profits for spinners. Second, this squeeze in profitability came a the sametime
as another set of externd factors—namely the Adan currency crisis, and the devauation
of currencies across East Asathat followed—and shifted the terms of trade in cotton
yarn away from Indian exporters. It aso brought to light the limits of Indian price
advantage in cotton yarn exports as anew array of competitors with devaluationdriven
price advantages entered the market (such as Pakistan).

These externdly-driven crises that lowered exports and cut profitability have shed
light on a key weskness of the spinning secto,: its low profit margins, and highlighted the
role of athird factor—domestic policy—that has degpened the sector’ s current downturn.
As spinning firms sought to cut costs to compete in the troubled external market, they
confronted afresh dilemma  Spinning is a capita intensve sector—the capital to labor
codt ratio in spinning, for example, isestimated at 10 to 1 (ICCI and Jaikumar 1995 cf.
World Bank 2000:46). An obvious path to restructuring in spinning is therefore
consolidation; scale economies can lower cogts and alow firms to absorb more efficient
technologies. Thisiswhere the fragmented nature of the excess capacity generated by
the rapid rise of smdl-scale millsin the 1990s posed a problem. Ordinarily, as one mill-
owner said, it would be easy for firmsto get around this fragmentation by a policy of de-
facto consolidation through forming job-working networks of smdl mills dlied with
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large mills on a profit share basis (SIIMA Chairman, October 2000).1” But arecent policy
by the government, that caught the industry by surprise in 1999, has prevented this from

occurring: the exemption of smal scae mills from excise tax.

Scale, a oneleve, ispaliticd. Inthelate 1990s, asthe‘criss of spinning
deepened, the government of India announced a decision to exempt smal scale mills
from excise tax, in an gpparent bid to provide some rdlief to an important political
congdtituency. The organized mill sector was stunned, and over the past year has protested
vigoroudy againg “this badly flawed decison,” and has lobbied heavily for its reped.

Their argument is quite Smple: the overwhelming economies of scaein spinning
make it unreasonable for the government to artificidly shore up profitability in small
scae units purely on the basis of tax exemptions. Indeed, association officids point to
the logic of the government’s own past policiesin making their case—until the recent
about-face, the government has dway's refused to exempt small spinners from paying
excise tax on the grounds that scale economies make the idea of smal mills non-viable
(Interview, Coimbatore 2000).

The segments of the spinning industry most affected by this policy are SSI and
non-SS millsserving the domestic market (exports are not subject to excise). Industry
officids cdculate that the tax-exemption provides smal mills serving the domestic
market an advantage of 2.5% (due to the ‘broken MODVAT chain’ because powerloom
fabric isnot excisable) over large mills centeris paribus. At atime when the pinning
industry is looking to restructure itself and cut codts, this steep differential between large
and smdl millsis unsugainable. “Large mills cannot make up for the 2.5% advantage
that smdl mills get smply from not having to pay excise’ (Interview, Chennal, October
2000). Most damaging, industry officias contend isthe ‘rent-seeking’ leakage that this
policy has engendered. Perversely, this concession to small producers has become a
shelter for loss-making large firms. *1300 smdl mills have sprung up in oneyear. On

17 | ndeed over sixty mills have already begun to organize precisely such networks.
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paper they generate profits; but they are ‘ paper mills,’” or fronts for larger, loss making

enterprises (Interview, Chennai, October 2000).

Industry officias point to a second discriminatory tax policy thet is pitting
spinning firms againg each other. Just as the excise exemption puts smal and medium
firmsin competition in the domestic market, differing fisca regimes governing 100%
EOUs and non-EOU exporters are pitting dedicated versus non-dedicated exporters
againg one another. Overdl, according to the caculations of SIMA'’s president, this
gives EOUs a 5% advantage over non-EOUs.*® Asaresult, faced with the same
conditions, EOU exporters manage to make a 2- 3% profit while non-EOU exporters are

doing much worse.

On these two counts, spinning industry officias make a compelling argument that
just as differentid tariffs killed the organized weaving sector in India, the government’s
current use of differentia tax policiesto atificialy protect smal scale spinning mills
would be devadtating for the textile industry. “The government is killing a vibrant and
efficient mill sector that desperatdly needs to consolidate and restructure. By shoring up a
sector than cannot compete without government support, in four years [when the industry
opens up to unredtricted trade under WTO rules)] the organized spinning sector will have
been killed, and the smdll scale spinning sector Ieft artificialy standing will be uneble to
face open competition. In four years there will be no spinning sector in India’
(Manickam interview, Chennai, October 2000). Theindustry isthus asking for the lifting
of the excise tax exemption to smdl mills, and the fixing of a DEPB to create aleve
playing field between EOU and non-EOU exporters. *°

Scdeisdearly centra to spinning; and evidence from countries around the world

supports the view that fragmentation in spinning—the textile industry’ s most capital

18 EOU’ s pay no salestax, or excise tax and are allowed duty freeimport of capital goods and inputs.
Meanwhile, exporting non-EOQUS’ only relief isthrough the duty-drawback scheme.

19 The garment industry has its own version of this complaint. Firms aswell as government officials argue
that pitting DTA and EPZ-based exporters against each other by treating the two as falling under distinct
tariff regimes has done severe damage to the garment sector’ s competitiveness.
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intensive ssgment—inhibits the adoption of more efficient technologies®® Severd
countries have differentiad policy regimes within the same sector, but they arerardy
amed a firms of different Szes. Rather, they are aimed at processes or bundles of
activitieswithin production segments, and have clear gods and objectives. China, for
example, used for aperiod of time, apolicy of favoring, ‘ processing-based [value-
adding] operations over other operations via differentid tariff Sructures. Theam of the
policy was to help deepen loca capabiilities by encouraging the industry to move into
more vaue-added processes. Similarly, the government’s policy of linking bonuses and
wage bills of textile factories to output levels pushed firms to make shop-floor related
organizationa changes to improve productivity (Chandra, 1999).

What a narrow focus on fragmentation may obscure: Other views from the mill
sector

The dimination of the dud tax sructure on smdl versuslarge firms will likey
address the problem of fragmentation plaguing the spinning sector; and by closing the
tax-exemption loop- hole behind which some un-dynamic and loss-making large mills
take shelter, it may push the industry to undertake deeper reforms.  But this palicy is
dlearly not a panaces, and will not automatically solve dl problems facing the industry.
While consolidation isimportant for spinning, it is dso important that the industry
recognize that there are other structurd, technological, and organizationa problems that
are inhibiting the sector’ s productivity. Too much emphass on differentid tariffs asthe
main culprit in the sector’ s declining profitability may divert attention from other

important causes that need to be addressed.

201t jsimportant to note that the Indian government allowed small firms the excise exemption in the first
place because it wanted to ‘level’ the playing field for them, vis-a-vis the organized sector—the economies
of scalein operation (and in input procurement, and marketing) that larger mills enjoy. But aswe saw,
artificially shoring up asegment’ s profits through fiscal incentives militates against precisely the long-term
effect that isdesired: structurally improving the segment’ s ability to compete in an open market. Thus, if
the government’ sinterest isto help small mills compete better, it can put in place programs that tackle the
problem of productivity directly: programsthat help groups of small mills acquire improved skills,

lowering their input costs by pooling demand across a group of mills, and devising programs that help
small mills make demand-driven and focused changesin their organizational and technical capabilities that
enhance productivity more directly.



Firg, the trend worldwide is toward grester variety and smaller baichesin yarn
and fabric. While scale economies are important in spinning, the most successful textile
mills are able to produce alarge variety of yarns (and many have moved up-market into
producing many varieties of fabric aswell) not just a standardized few in large volumes.
Textile millsin Hong Kong for example, can produce up to 70 different types of blended
yarn amonth, compared to eight in China (Berger and Lester 1997), and possibly even
fewer inIndia A combination of effective production and supply management, timely
delivery, higher design content, and the use of higher qudity fabric has led to higher unit
vaues s0 that some textile firmsin Hong Kong have increased ‘ sdes redization’ even as
individua production runs and total quantities exported have falen (Ramaswamy and
Gereffi1998). Enabling firms to consolidate by creeting alevel policy fidd may be afirgt
Sep toward cregting the conditions for firmsto invest in these capabilities and flexibility,
but it certainly does not ensure automatic success. Firmswill need to know where the
competition is headed, and make investment choices that will dlow them to move in this
more sophigticated direction.

A second set of problemsthat preventsfirmsin Tamil Nadu' stextile industry
from moving in these new directions are alegacy of past policies of protection that
influenced firms' (a) choice of technology (older technology vs. upgraded, new
technology), (b) their choice of product (coarse vs. finer yarn; cotton vs. more
sophisticated blended yarn), and (c) their choice of market segment (domestic vs. exports,
and low vs. high end).?? It is not surprising that the mills that are faring the worst are

those that produce primarily gray cloth and coarse counts—and compete directly with

21 The policy is after all, only ayear old, and does not account for the woes of the spinning sector in
previous years. It moreover affects only a subset of the spinning industry --millswho supply the domestic
market, and therefore cannot explain the performance of other subsets of firms.

22 \With respect to technology, it is commendable that local firms have been seriously upgrading equipment
base. Many observers have noted that most of the spinning sector’ simpressive performance over the past
decade has come through large-scale investmentsin new ring spinning machines. 1n 1996, India purchased
over 53% of new ring machines sold worldwide that year (Chandra 1999, cf. Strolz, 1997). Yet,

competitors like China are investing in even more efficient technologies. According to Strolz (1997), in the
fabric segment, about half of the world's 3.6 million shuttle-loomsarein India. By contrast, between 1987-
1996 Chinainvested in 68,000 shuttle-/ess looms, Koreainvested 81,000, and Indonesia 30,000; compared
to only 8000in India.
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small mills and weaving units. Indeed, the data show that the fastest growth in the Indian
yarn market has been in the lowest count ranges—the 10s and 20s (World Bank 2000).
To gain on the competition, firmswill need to aggressively diversfy their base: they will
need to develop capabilities to produce a higher quality yarn, and finer counts, and to
broaden their product mix to include blended yarns**—which is where global demand is
headed—and to generally attain a higher level of production capability.?*

Third, the focus on dud tariff structures does not speak to one of the weakest linksin
Tamil Nadu' stextile chain, namely, the wet- processing indudtries, dyeing, bleaching and
finishing. Many andysts have noted that dyeing, bleaching and finishing are the key
activities where the quaity of garments, fabric or yarn is established (Belliti, 1997 cf.
Tewari 1999). Having control over this portion of the production process gives aregion
tremendous leverage over how well localy produced find goods (garments and fabric)
are ableto meet the standards of quality that customers demand with respect to fastness
of color, wear and tear, chemical composition of dyes and color, consstency, and
durability. Legping over the locdization of this sage in aregion’ stextile vadue chain is
tantamount to skipping over akey foundationa stage of the production process that
determines core product vaue, product quaity, and tremendous scope for innovation and
control over the nature of the final output. But, wet-processing is dso the most energy
and water intensive portion of the textile production process—precisaly becauseit is
polluting. It isaso an areathat requires heavy investment in testing and certification.
Currently, Mexico and China are the leading locus of wet-processng investments
worldwide—where foreign firms and nationd governments are investing massive
resources to help build an extensve water and energy infrastructure gppropriate to the
locdization of bleaching, dyeing and finishing activities in these countries (American

Asociation of Textilesand Colors, interview 2001).

2 Theindustry has already gone through one round of restructuring in the 1990s: production data show
that one of the striking trendsin the region isthat in the past ten years, alarge proportion of the mills had
gone from producing mainly fabric (gray cloth) to producing mainly yarn.

4 For example, what is striking about the Chinese market is their ability to marshal production
capabilitiesto supply avariety of productsto rapidly penetrate global markets—in the same region, or
across regions. For example, Chinese firms, together with Hong Kong producers dominate 8 out of 17 key
product categoriesin the US market of garments (Ramachandran 2000).
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As Tamil Nadu' stextile and |eather sectors recently discovered when Germany
banned the use of PCPs and Azo dyesin 1994-96, access to good quality dyeing,
bleaching, finishing and testing is criticdl if locd firms are to comply with growing
demands by overseas buyers for compliance with tough environmental standards. Tamil
Nadu's own successful efforts in deding with the PCP and Azo dye chdlenge
demonstrate how creative partnerships between local industry associations, centra-
government sponsored R& D indtitutions, and state government agencies can cut through
the bottlenecks needed to sirengthen thiswesk link in the textile/leather production chain.
Similarly, Tirupur's successful private and public partnership in its new water project that
recently won funding from USAID is another example of successful initigtives. But, to
catch up with globa effortsin thisimportant area, both government and industry will
need to do more. The challengeisto follow through and develop a plan to ensure, while
minimizing effluent- based pollution, that the region has the weter, dectric power, testing
and R& D resources it needsto locdize high qudity dyeing, bleaching and finishing—
with or without overseas investment—to achieve low cost and efficient compliance with

environmental regulations, product qudity, and timely delivery.?®

Findly, the contention that differentid tariffs are not the only or even the main
problem facing Tamil Nadu' stextile millsisillustrated by the fact thet not dl spinning
mills are doing badly because of the tariff problem. Some mills have circumvented the
problem by initiaing innovative reforms and are thriving despite the existence of the

tariff problem.®

% Indeed, unlessindustry and government official's succeed in developing along-term water and energy
plan for this sector, the problem will only get diffused to new areas and in surprising directions. In Tirupur,
for example, the new trend isthat dyeing and bleaching firms are increasingly moving to—or expanding
into—the region’srural vicinity where water availability isless of aproblem (Interview, Tirupur 2000).

26 some observers point to the existence of larger problems by taking issue with the complaints of large
textile mills that competition with small millsis hurting them: “Why isit that their [the large millS'] backs
are suddenly to thewall? If amill in the organized sector is doing well, asmall firm cannot possibly
competewithit. Clearly it isasignthat thereis something wrong. Why are they [the large mills] in the
same segment [as small mills]? They should be concentrating on areas where the returns are high— not
competing with small firms at the low end” (Interview, Tirupur, October 2000)
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Some observers sum this up by drawing a contrast between mills that are doing well
and those that are not. “The millsthat are complaining [that they cannot compete with
amdl millg] haven't modernized their equipment; they have a mindset to produce the
same old standard product, in the same old way” (Interview, Tirupur, October 2000).
Cdling the well performing mills ‘new’ and the un-modernized mills ‘old’ these
observers point out that new mills are doing well because: “New mills are able to s
yarn at higher rates because their yarn quality is better. Old mills are providing a
particular type of average qudity yarn that caters only to the domestic powerloom sector.
They have not diversfied their yarn variety of market segment. New mills have better
equipment, higher productivity and lower labor costs.” Labor costs as a percentage of
turnover for some of the best mills are 4%, while they are 14-18% for older mills
(Interviews, Coimbatore, Tirupur, October 2000).

The evidence from the field echoes this view. The most successful firms are
adapting in quite innovative ways, and the spinning mills that are flourishing are doing
oneor dl of threethings (1) Undertaking strategic technological modernization; (2)
Moving up-market toward higher-end markets, better (finer) counts, and most
importantly, blended cotton yarn; and (3) Integrating forward with vaue adding
activities like garments and weaving. Indeed, integration across sectors has also occurred
from the other direction. Some successful knitwear firms have now integrated backwards
and st up their own spinning and knitting business, and are doing quite well.

Apart from these specific srategies, dl firms are trying to cut cogtsin avariety of
ways. Thisinvolves (a) consolidation through the use of job-workers on a profit-sharing
basis, which in some cases has resulted in a significant cutting back of labor (25% in the
in the case of one large mill); (b) training and multi-skilling of workers; (c) technica
upgrading, sdlective automation, and (d) hiring lower-cost female workers, leading to a
rapid feminization of the spinning and appard workforce. Firmsthat have linked forward
into the garment business have relied heavily on (b) and (c). For some core tasks they
have trained workers with new and varied skills. These killsinvolve training workers to

perform two or three tasks, or to operate different kinds of machines. For other repetitive
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tasks, such as sewing labds, and buttonholing in the case of garments, they have
procured specid purpose machines. One firm reported now saving over Rs. 2.5 million
per month as aresult of thisthree-part rationdization (Interview, Chennai October 9,
2000).

Second, as the experience of one firm illustrates, some very successful—and
novel--forms of integrating forward to garments involve a surprising strategy of
developing joint ventures oversess, by acquiring equity stakesiin first world busnesses.
Thisis just the opposite of what is usualy expected of developing country-based firmsin
alow-end traditiond sector like textiles. This sector has been characterized in the
literature as being a quintessentid buyer driven chain—where large first world retailers

control markets and product design, and hence profits and power.

Indeed, as noted at the outset, one of the most striking—and counterintuitive—
findings of the fieldwork was the extent to which firms are expanding out and abroad asa
cruciad compstitive strategy to gain access to new markets that will open up after 2004.
Thereisalot of pogtioning going on in the mill sector, anong yarn and garment
producers—firmsin dl the key segments, except the fabric segment. These firms are not
just entering new overseas markets, they are expanding abroad—not shutting down loca
operations, but developing aglobd drategy. We examine one such case in the next sub-
section.

Integrating forward from Spinning to Garments: A Case Study

The main point emerging from this case, as we will see below, isthe surprising
sophidtication of some key textile firmsin developing aglobd srategy that builds on
comparative advantages other than cheap labor. In this case the hook was |ow-cost but
sophidticated logistics and norttraditiona niches such as technica textiles and
specidized garments where the competition is less severe, where the scales are smdler,
but potentid returns can be sgnificant.
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Like other firms that were integrating forward from textiles, in the mid-1990s a
large multi-unit spinning company decided to invest its profits from the spinning boom of
the early 1990s into garments, as away to move away from an increasingly crowded
Spinning sector into a higher vaue added segment of the textile chain, and as away to
stake apogtion in theindustry’s new growth area. The company had to make two key
decisons what to produce, and how to link up with the export market (which segment to

enter, viawhat sorts of channels).

Thefirm'sfirst strategic decision wasto enter the non-quota segment of garment
exports, rather than to become enmeshed in the hotly competitive quota segment. The
regime of quota and norquota segments in the garment indudiry is an artifact of the
current Multi- Fibre Agreemert that is set to expirein 2004. Under this agreement, large
first world markets such asthe US and EU redtrict entry by potential exporting countries
by assigning each country specific export quotas againgt specific items that they can s
inthe USand EU markets. The most popular items covered by the quotaregime are
shirts, trousers, and inner and outerwear for men, women and children. Quotas for these
items are vigoroudy fought over and traded within the respective exporting countries,
and hefty premiums have accrued around the most popular items (Kumar 1999, World
Bank 2000). Itisprecisdy this quotaregime that is scheduled to be abolished with the
expiration of the MFA after 2004, when, barring other kinds of restrictions by the US and
EU, mogt product segmentsin the garment industry will be open to free compstition. The
company consdered this impending change in deciding about the choice of segment. It
chose to go into an unrestricted, non-quota niche that included technica textiles and
gpecidized garments such as uniforms; and it did so in part to avoid the quota wars over
the next four years and to get afoothold in a speciaized niche market that would giveit a
strong base from which to compete after 2004.

Two inditutiona implications arose out of entering a non-quaota niche involving
technicdl textiles and specidized garments. Firg, the firm became connected to avery
different set of buyersin Europe and the US than the traditiond retail chains that
dominate the quota: based segment of the garment industry. The market for uniformsis,
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for example, very different from the market for generd clothing. Thefirm's chief
cusomers are either smdl or large private companies that buy uniforms for their own
workers (airport workers, construction workers) or the public and quas-public sector
such asthe postal service, hospitals, hotels, utility companies, municipdities (for ther
road-workers and others) and arange of other stable buyers. Thereiscondderadly less
competition in these market segments, and orders are given on the basis of global tenders
that are quite standardized and widdly ble—most can be downloaded from the
Internet. Theseitemsaso have aless volatile design cycle because desgns for uniforms
tend to be stable, longer-lagting and relatively smple compared to the mercurid shiftsin
tastes and fashion that characterize the generd clothing industry. The volatility of the
appard market is precisdy the challenge that new entrants into export markets find
difficult to cope with in the early stages of entry into export market—without externa

help from agents or established buyers. Ingtitutiondly, then, choosing an item like
uniforms means that there is less premium on branding and design—just the bundle of
operaionsthat gives such clout to powerful retall chains (such as Nike, Liz Claiborne,
Reebok or retall distributors such as Wa-Mart, J.C.Penny, and Macy’ s)—and hence give

more room for maneuver to individua producers like the one discussed here.

Second, in choosing technicd textiles, the firm (a multi-unit company) aso chose
to differentiate itsdlf from its competition by wielding one of its comparative advantages.
its spinning and fabric making base, and its ability to access higher-end technology and
capita intensve processes. For example, the company has recently invested in new
machinery to produce flame resistant, acid resistant garments and high-end down quilt
shdls

Thefirm made asecond strategic decision—one that it had not anticipated, when
it got itsfirgt long-term overseas buyer. The decison involved figuring out what sort of
organizationa form the company’ s relationship with its overseas buyer should take from
the perspective of growth, digtribution, and control. Thisis where, counter-intuitively,
the Tamil Nadu company decided to purchase amgority equity stakein its Itaian buyer.
The decision was not made overnight, but evolved amost unexpectedly, as buyer and
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supplier worked through their mutual collaboration. The buyer was asmadl-scale
wholesaler based in centrd Italy, and had been in the uniform businessfor awhile. 1t had
suppliersin severd countries—Indiaand Tunisa, including others. Asthe buyer began
its relaionship with the Tamil Nadu firm, distinct areas of comparative advantage
emerged on both sdes. Firg, the Itaian firm had something of a name recognition in the
Itdian public sector market for uniforms. 1t had successfully bid for utility tenders
previoudy. Its European status meant that it could apply for tenders not just in Itay but
across the European Union.

Second, the Italian buyer had comparative knowledge about producer
productivity, which turned out to be acrucia learning mechanism for the Tamil Nadu
firm. At the time the Tamil Nadu company got itsfirst order in 1996, its productivity
was five boiler suits per tailor per day. Part of the contractua agreement between the
customer and supplier was that the Tamil Nadu company would have to improve its
productivity. The buyer inasted that the company match the productivity of its other
suppliers, such asits Tunisian producers, who ddlivered 12 boiler suits'tailor/day. After
initidly resgting this pressure—and believing that the buyer was trying to trap it—the
Tamil Nadu company agreed to vigt the Tunisan plants with the buyer. Theat vist,
according to the chairman of the company was an “eye-opener,” and proved to be a
turning point for the company’s garment business. The company implemented some of
the same srategies thet it saw in Tunisa—two tightly structured shifts, teams, fixed
production targets for each team and new automated equipment—and within months, the
Tamil Nadu firm had surpassed the Tunisian producers by improving productivity to 16
boiler suits/tailor/day. This productivity-enhancing feedback from the buyer was critical
to the upgrading of the Tamil Nadu firm. An interesting irony isthet the Tamil Nadu
company was severd times larger—in Sze, scde and financid worth, than its smdll
Italian buyer; Y et the production related learning and knowledge that flowed from the
smdl buyer to the large producer, rooted asit was in the buyer’ sindgghtsinto
international productivity comparisons and best-practice, was immensdly valuable. This
reverses to some extent, our assumptions that the direction in which the flow of new

knowledge runsisfrom large firmsto smal. The smdl buyer in this case, became a



virtua consultant to the Tamil Nadu company, playing arole that buying-agents often
play in the clothing industry.

But adifferent kind of knowledge flowed in the other direction as well—from the
large Tamil Nadu firm to the smal overseas buyer. The Tamil Nadu company found
itself with an unexpected comparative advantage, logistics, that it was able to leverage
powerfully. On hisfirg vigt to the Itdian buyer’ s warehouse in centrd Itlay, the
charman of the Tamil Nadu company found deep inefficiencies and redundanciesin the
way firm the firm manages its sales and warehouse. The owner, with the help of one
other person, manuadly sorted out orders from each container shipped from its various
suppliersin China, Tunisaand other countries. “They would first sort item by item,
then sze by size (e.g. separating size 40 pants from size 42 pants), then order by order.
They managed to do only one container per month; we saw they should be able to do
more than 15" (Chenna interview, October 2000). The Tamil Nadu company developed
adetalled plan to restructure the firm’'slogigtics. Asit did so, it ended up becoming a
partner in the Itdian company with a 50% equity stake.

Logidtics involved setting up awarehouse in Indig, putting in place a
sophigticated computer program and Information Technology system to track inventories
in India, Italy and other markets on a daily, and even hourly basi's, conducting extensive,
ongoing research in the actuad cogts of procuring from different countries (e.g., how many
emails doesit take to get areply from a Chinese supplier; and how much do such delays
add to the buyer’s cost), developing a system of using palets to deliver goods by order,
rather than merely by size or country of origin.  With these changesin place, the Tamil
Nadu company and its Itdian affiliate are now able to ddiver ordersin 24 hours instead
of the one week it took previoudy. Costs are down and profits are sgnificantly up (until
the Euro fell in the past year, the group’ s profit margin was around 35%); the company
can sl over 15 containers a month currently, instead of the one or two containersit sold

earlier; and business has grown steedily.?’

27 Recently the joint company won two large public sector contracts in the EU—from the postal
service, and another from apublic utility.
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Therole of logisticsin this unusua and counter-intuitive joint venture was
critica. “The backbone [of the partnership] was logigtics. When the scale of the order is
greater than 1000 garments, the logistics are dl handled in India. [European companies]
cannot compete with this combination of production and logistics based in Indiaat Indian
costs” (Firminterview, Chennai, October 2000). The firm now has a50% stakein a
Greek company and is in negotiations with acompany inthe UK. What is griking is
that while the integration with overseas partners was through logigtics, the main
motivation of the Tamil Nadu firm was “not to earn dividends overseas,” or merely gain
access to a new market—it was to “ use the European company as akey channel for

distribution” for their own products.

Thisexample clearly pointsto areas of comparative advantage in the Tamil Nadu
(and Indian) spinning sector that are currently underdevel oped and could potentialy
serve as a powerful base from which to compete. This example dso emphasizes the
powerful flow of knowledge, resources and gainsin both directions between small-scade
first world buyers (firmsin the $1million to $40 million turnover range)®® and
developing-country suppliers, and callsinto question our assumptions about the place of
Indian (or other developing country players) in a buyer driven sector like garments where
many have warned about the dangers of smal developing country producers getting too
dependent on large firgt world buyers (Harris-Pascd et. a.). This example clearly shows
some of the conditions under which developing country garment producers may counter
this dependence and convert it into a partnership with small oversess playersin
gpecidized niche products. Reather than going into branding, this firm went with logigtics
and ditribution as its core strengths with an eye toward increasing saes, learning about

new products, accessing a new demanding market, and learning about new ways to

28 The Chairman of the Tamil Nadu company said that they have been approached by firms of various sizes
for partnerships of the sort it developed with the Italian firm. But they have decided to delay going in for
partnerships with large firms because it takes too much time to “ set them right” the way they could the
small Italian buyer. Inthe future, when their own learning curve has matured, they may venture in this
direction eventually. (Interview, October 9, 2000).
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increase its productivity in the process—all despiteitslow margins, and the MFA regime
that gives disproportiond clout to large branded retail chains.

In sum: The current poor performance of the spinning sector ironicaly is rooted
in the same set of factorsthat led to its boom in the early 1990s. policy change
domesticaly (de-licensing) that affected supply, and broader shiftsin the world market
including currency devauation in competitor economies, that affected demand.

However, the downturn has aso reveded structural weaknesses in the spinning sector in
Tamil Nadu. Far too many firmsin the spinning sector are stuck at the bottom end of the
market—producing the coarsest counts (or at best medium-counts (30s-40s)) and relying
too heavily on the domestic market. Firmsthat are doing the least well are those whose
choice of product type and market segment pits them againg the small mills that have
entered the industry since the late 1980s. A case can be made againg the fragmentation
that has affected the industry in recent years; but aswe saw in this section, this
fragmentation is by no means the only cause behind the industry’s madaise. Focusing too
narrowly on the problem of fragmentation or surplus capacity risks obscuring from
debate other, deeper causes of the inability of many of the region’s large millsto
compete.

The downturn has aso shown glimpses of the sector’s consderable strengths.
Many firmsin the region are indeed coping successfully and innovaively with the
downturn and making sgnificant and quite surprisng shiftsin their business drategies
(1) Firmsthat are doing well are integrating forward from yarn and fabric into garments,
or across other segments of the textile value chain. (2) Exportersarein generd doing
better than those relying solely on the domestic market—although most exporterstak
about the importance of having a stake in the domestic market aswell, especidly asitis
undergoing its own restructuring and expansion. (3) Large firmsthat are doing well have
upgraded their technology; moved upmarket. And, (4) Some of the most innovative firms
have forged bold ties with partners abroad, and are making strides in positioning
themsdves advantageoudy for entry into western markets after MFA is phased out in
2004.



2. Garments: Tamil Nadu’s new growth sector

Garment production has grown rapidly in Tamil Nadu over the past five years,
and is one of the fastest growing areas of the region’ stextile vaue chain. This growth
has been fudled by increased demand from overseas buyers after India’s economic
liberdization in the early 1990s and growth in demand from some domestic segments for
ready-made garments. Tamil Nadu—especidly the region around Chennai and the
Madras Export Processing Zone—is one of the country’s growing hubs of garment
production aong with Mumbai, Delhi, Bangdore and Cdl cutta.

But who exactly isinvesting in the garment sector, and where is the capita
coming from? Three sets of actors are inveding in garmentsin Tamil Nadu: Thefird is
(&, Tamil Nadu based spinning mills, who are investing their surplus from the spinning
boom of the early 1990s into higher-vaue added segments such as garments (as we saw
in the previous example). Even though firms are il picking their way across the
segments from yarn to garments, a growing number of mills have begun to dearly seethe
merits of diversfying across the textile value chain. Thisintegration, they say, brings
with it information that helps cut cogts, and it isaway to tap into a higher-return, long-
run segment of the textile value chain. “You do well today by integrating across
segments. Y ou get to know pricing and costs across segments (e.g., prices and codts of
yarn aswdl asfabric, and dso garments) [that you would not know if you focused on
one segment]” (interview, October 2000). This helps cut costs—by 4-5% in the case of
theinterviewed firm.  Secondarily, it provides mills with an avenue for higher long-
term returns. After the de-licensing of textiles in the late 1980s, the rush of surplus
cagpacity into spinning led many leading mills to conclude that “in the long run the
Spinning sector was too open—anyone could come in, there were no barriers [to entry]”

(Interview, 2000). Garments were away to diversify out of a crowded sector.

(b) A second st of investors are new, firg time players—amdl and mediumiin
9ze—who are taking advantage of the government’ s erstwhile policy of reserving



garments for exclusive production by smdl firmsto get into anew and potentialy
lucrative market. (c) But, it was asurpriseto find that a Significant amount of the capita
that is being invested in Tamil Nadu's garment industry is coming from outside the
state.®® This capitd is being brought in by outside entrepreneurs who have moved to
Tamil Nadu from other parts of the country specificaly to enter the garments business.
Some of the capita in the garment sector is from oversess, such as the Hong-Kong based
100% equity firmsin the Madras Export Processing Zone, and IKEA' s new investments
in made-ups near Karur. But many of the investors are from other states: Mumbai,
Gujarat, and some even from the North. Thus, while Tamil Nadu's mill sector is old,
local capitd. The garment sector, asit isemerging is much more eclectic, energetic.
These firms aso tend to have more vibrant contacts with multiple markets, and thisis

bringing in new knowledge as the following example shows.

Information Technology—accessing new knowledge and a new way for small firms
to compete

The experience of one smal garment firm illustrates this new linkage across sates
and how it is bringing new knowledge into Tamil Nadu's garment industry. One small
garment firm-owner who had introduced information technology in very effective ways
spoke of getting the idea of adopting IT from “my mentor in Mumba” to whom he turned
three years ago to seek a solution for the design problem he wasfacing. The firm
produces plaid shirts for a Sesttle based wholesder. It has been working with this
wholesder for the last 6 years or more. About three years ago the buyer stepped up
pressure on the firm to provide more and more designs, in different colors, to be
produced in shorter and shorter runs, and to do so while meeting qudity requirements and
quick turnaround times. For afirm with less than ten full-time workersthiswas a tall

order.

2% Unfortunately no hard numbers are available. From my interviews it was evident that although there is
quite alot of local capital in the garment sector (the spinning sector was booming 5-6 years ago; and in
1994-1995 many spinning millsinvested in garments), but nearly half the sample of firms around Chennai
had proprietors who had moved from other statesto Tamil Nadu in the past decade.



The main hitch, however, was that the buyer naturally wanted to approve dl
designs before they could go into production. Given the short turnaround times he
wanted, the usual method of sending a batch of samplesto the buyer was not working
very well. Thesmal Chennal based firm could not afford weekly courier dispatchesto
the buyer for review. Other methods took longer. The buyer was too smdl to delegate
design and pattern supervison to alocally based agent. It wasto look for amiddle way
in this dilemmathat the garment producer turned to aformer associate—his “mentor”--
in Mumbai. The associate suggested a new aternative that was catching on among
producers in Mumbai—the use of customized design software and information
technology like email to send the designs to the buyer in Seettle. He recommended two
software speciaists in Mumbai to help develop the software. The firm followed through
on the suggestions, and two years ago procured a“plaid” software, which they now useto
produce endless variationsin desgn. Two technicians handle the software and design
department; and every week, or as frequently as required, the firm sends out a batch of
designs complete with color and modd specifications in the form of mock-up shirts, to
the buyer by e-mail. The buyer reviews the designs and sends back confirmation, or
changes, the same day. Asthe proprietor pointed out, this system ironicaly has
strengthened buyer-supplier relations, because “the buyer is now doing very well.” With
amdl runs of many different designs he hasincreased his own sdes and thisin turn has
increased the Chennai based firm’'s orders. The firm now employs fifteen workers, and is

planning an expangion into other areas (Interview, Chennai October 10, 2000).

Finding alternative sources of comparative advantage: integration in global supply

chains and its the surprising impact on human resource management

Locd firmsredize that the field of competition is changing congtantly. Severa
firms said that Indian garment firms no longer enjoy the lowest |abor costs—Bangladesh
and others have wage rates that are half of India’'s. Therefore, to compete, firmsredize
they will need to find other advantages*® Aswe saw in Section 1, some new sources of

30 Thisview wasjust the opposite of what | had expected going in. The assumption had been that in a
buyer-driven sector like garments, maneuvering for an advantage beyond low labor costs would be
difficult, especially when the common consensus is that India’ s—and Tamil Nadu’s--garment producers
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advantage for Tamil Nadu's garment producers are combining production with expertise
inlogisics. We saw how the successful business sirategy of one such firm wasto
integrate forward into garments, and to develop partnerships with overseas firms, using
logistics and niche markets as points of entry.  In other cases firms that seem on the face
of it to be quintessentia “labor-job” garment producers (i.e., importing al inputs and
designs and only processing the garment in Tamil Nadu according to the buyer’s
specification) are dso, surprisingly developing an “overseas expanson” drategy to take
advantage of the post-MFA phase commencing after 2004 as we see below.

Asmentioned at the start, once in thefidd, | was surprised by the extent to which
my initia assumptions about the limitations of a cost-driven adjustment strategy of a
labor-intensive traditional sector like apparel were proven erroneous. The assumption
was that export growth predicated on low |abor costs was inherently a dead-end Strategy
from the perspective of firmsin Tamil Nadu. Initid viststo afew garments firms
confirmed that in some firms dl inputs were imported, and only processing and the actud
production of the garment was carried out locally. Low production costs, based on low
labor costs seemed to be the only driver.

One of thefirg garment firms | visted illustrated what this dynamic looked like
on itsface. The firm produced huge amounts of shirtsfor large US retall chains. Its
primary buyers were rdaively high-end: J. Crew, Gap, and Banana Republic, with the
largest orders coming from Banana Republic for its“$68”" dress shirts. All raw materias
wereimported. Linen came from Ireland, cotton fabric from Isragl, accessories from
Hong Kong and dl other ancillaries from other East Asian countries. Except for the clear
plastic wrapping, al materia was from abroad—sourced from suppliers that the buyer
selected and designated. The buyers provided the firm with patterns and specifications.
The firm’s task was to cut, saw, dye, finish and put together the complete shirt according

were too new at the export game, and have sharp learning curves about product quality, design and timely
delivery ahead of them. But the evidence on the ground showed that several innovative firms had moved
rapidly to position themselves strategically to capture the benefits of an open world econony. Ironicaly,
nearly all the large firms| interviewed awaited 2004 with eager anticipation instead of the dread (about
WTO) that is more generally presumed in the literature. They see 2004 as a“ great opportunity” to enter the
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to the specifications that the buyer gave them. Even though the firm has grown rapidly,
with exports virtualy doubling on an annua bas's, and even though it produces for high-
end buyers, initidly it seemed that with product design, market control and product
definition in the hands of overseas buyer chains, thiswas alimited Strategy.

Labor standards, productivity, and growing business orders:

However, it turned out that much more was involved here than just low |abor
costs, or low production costs. The effects of the growth—in the case of thisfirm, and
some others like it—have been far-reaching. Fird, the most striking change has been the
organizationd transformation within the firm. During avist to the firm’s plant within
the Madras Export Processing Zone, | was struck by the leve of the firm’s human
resource management. Unlike the relative neglect of working and labor conditions that
one would expect to find in afactory whose main comparative advantage was low |abor
codts, thisfirm had alarge, airy, clean shopfloor. All workers wore the same uniform—
from the management down to the women engaged in assembly. All workers—again,
including management, aein alarge, well-appointed cafeteria. Everyone ate the same
food, which is cooked on Site and is subsidized dightly by management. The bulk of the
workforce was women; that is not surprisng. Many garment firms often have a*labor
drategy” that focuses on femae workers who are willing to work for lower pay than men,
and who have a naturd attrition rate (through marriage and childbirth). Inthisfirm,
however, there was an elegant creche, and day- care center on the firm's premises.
Mothers could vigt their children during bresks. The company provided subsidized bus
trangportation to its workers—especidly its female workers. Bonuses, retirement and

hedth care benefits were aso available to “al workers.” 3t

Training. Furthermore, the firm emphasized the importance of training in its
busness srategy: multiskilling of workers, providing them with training to use

complicated new machines, and some job rotation, was centrd, in itsview to improving

largest market for garments—the U.S.after the dissolution of the MFA agreement opensit up for freer trade
in textiles and apparel (Interviews, October 9, 12, 2000).

%] was, however, unable to determine an important aspect of worker benefits: that is the degree
to which contract workers got al of these benefits. Firm officials insisted that “all workers’ were
covered.



productivity. Thisimproved level of labor standards in afirm that competes on labor
cogts, was impressive and surprising. According to interviews and factory viststo the
company’ s domestic (non-export oriented) unitsin Chennai, it was clear that comparable
working conditions prevailed in the firm’s older unitsaswell. Clearly, this particular unit
belongs to a well-established garment house that has been in business in the domestic and
export market since over adecade and smdler firms may not be able to afford some of
these changes. But the point that the firm’s manager made about working conditions was
animportant one: the connection between achieving high levels of quality in production
and working conditionsis centrd to the firm’s ability to retain its high end buyers—Gap,
Banana Republic. Increasingly, other well-performing firms have dso understood this
link. The bigger point about labor standards reform in garment firms, and its link to the
new scrutiny by upmarket overseas buyers of their suppliers working conditionsisa
critical one (and one that we will return to later). Many observers have made this point in
the literature recently (Tendler 2000, Gereffi 2000, Thun 2000). But so far thereislittle
understanding---and empirica documentation of the conditions under which developing
country firms do actualy carry out working condition reforms. Cases such as the one
discussed above are thus critical for government to understand more closely, in order to
draw lessons about an important process that will only become more pronounced after
2004.

Mechanisms of learning and feedback: Not only was the evolution of the issue
around labor standards interesting in the case of thisfirm, but equally striking wasthe
sophigtication of the management’ s awareness of its immediate and medium term options
in this highly competitive garment ssgment. This awareness had come as a result of
working firgt, in the domestic market, and then using that strength to win orders from
high end European and US buyers. Winning orders from high-end retailers such as Gap,
Banana Republic, Old Navy was not accidental—it was a clear business decison. The
firm reported how it had received inquiries and potentia orders from larger chains such
as J.C. Penny, but decided not to go with them because it wanted to establish its
reputation asa“ serious’ player. This meant working for demanding customers, aswell

as working with customers “who will give you higher rates.”
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A third critical piece that came aong with this was feedback and learning—the
quality of feedback that the buyer would give the company in order to hep it improve its
production standards, product qudity, and productivity. Firmslike J.C. Penny that gave
large volumes [orders] but low rates do not give the degree of “training” that more
specidized and higher end chains like Banana Republic do.  Even within the chain of
companies it does work with, the company is cognizant of hierarchy—Banana Republic
is higher up in the chain than Gap, J. Crew and old Navy. Asone manager sad, if the
North American managers of Banana Republic and Gap come for afactory vist the same
week, the firm’s highest manager would be assigned to Banana Republic, while the next
lower level executive would attend to and work with Gap. The learning that has come
from this interaction has been critica to the firm’ simprovement of itswork quality and
productivity in the export unit; but this knowledge about how to produce high quity
items has spilled over into the firm’s domestic sector units. [As one interviewee puit it,
with changes underway in the domestic market toward better quality and more varied
ready-made products, thisis one sector where domestic and international strategies of
growth can be closdly tied together, with the effects spilling over into dl sorts of
directions]

Overseas expansion and positioning: In contrast to the pitfalls of being a*labor-
job” producer in a buyer driven vaue chain that is controlled by powerful retail groups
(like Gap and so on), it was striking to find that the firm being discussed here (Ambattur),
had charted a clear and far-reaching growth strategy, based once again, on active
overseas engagement. One manager reported how the firm had plansto locate [a unit] on
the European Rim in the Gulf (Bahrain) in the next year or so—well before 2004. This
oversess unit would cater exclusvely to the EU and US markets, initidly taking
advantage of the quotas available in that country for garment exports to the US. But the
main reasons for locating in that region were three-fold. First, and most important, the
firm wanted to postion itself near amaor market that was set to open up in 2004—EU
(and the US)—so that by the time 2004 arrived, Ambattur would be firmly established in

aregion proximate to that market.



A second reason was that agents for the firm’s overseas buyers—Banana
Republic, Gap and J. Crew had informally conveyed to the firm that the U.S. government
has an “unofficid” list of countries and region’s where it wanted to promote the rise of
garment firms who wanted to do business with the US. The Gulf is one such region that
isonthislig. Agan, unofficidly, the rationae of the ligt isto develop a geographic
supplier base to counter the unusually heavy dependence of the US on Chinese exports.
This reinforced the firm’'s own decison to expand production out into the Gulf. Findly,
the choice of location to expand into was driven by the firm’s “labor drategy.” Asthe
manager reported, the firm wanted to pick a site where (8) US quotas were gill available
and (b) whereit could “import labor” (Interview, March 2000). This*importing of
labor” was striking. One the one hand it underscored clearly that for firmslike these,
labor costs till remain the primary driver of competition. What was unexpected was the
degree to which Tamil Nadu's nascent garment industry is dready “Tawanized” in terms
of itslong-run business strategy. As Thun (2000) and Gereffi (2000) have shown
Tawan's firms have moved up the garment vaue chain by becoming “middie-men” or
brokers of internationa demand and low cost production. They manage the production
process and get orders from large buyers, but the production can take place in severa
oversess platforms where labor costs are low. “What variesis the nationdlity of the
work-force [in these Taiwanese run plants|, not who controlsthem,” Thun finds. In this
cae aswell, thefirm'sideais to import not Indian but Sri Lankan workersinto the Gulf
(Bahrain)—because they are the chegpest and most mobile. “We prefer to hire women
workers. Indian women will never travel without their whole family. Sri Lankan women
aremorewilling to go done” Thefirm had dso scoped out Smilar “production
platforms’ in other countries and the cost of labor was afactor in dl of them. For
exampleit ruled out locating in South Africa because “the government has stopped
alowing workers to be brought in from third countries.” In Latin America, after
congderable (and ongoing) research the company has tentatively picked Chile, Uruguay
and Paraguay as possibilities. The latter two were “ided” because they givethefirm a
Latin American base and low labor costs, but relative to other low-cost Latin American
countries they are paliticaly stable. Chileisof interest because of its deep indudtrid
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indtitutions and its recent, quite successful, market- oriented restructuring of its industries.

The company fedsit can “learn alot.”

Regional Trade Agreements as a centrifugal force: A reated factor that is
driving some firms to seek strategic overseas locations is a strong concern about the
ascendancy of Regiond Blocs such as NAFTA, ASEAN, The AfricaBill, EU’strade
agreements with countries on the European Rim. Many firms across the textile vaue
chain in Tamil Nadu raised the issue and said they were worried that the growing
importance of regiona trade agreements was going to severely undermine the ability of
firmsin countries left out of the Blocs to access Northern Markets, especidly after the
abolition of MFA in 2004. Having afoot in some of these regiona blocs was importart,
even if it wasin an easy-to-enter country that was not in any Bloc but proximate to them.
Thisexplained in part the importance that many of the firms interviewed assigned to
having a presence in Latin America—that it might be away to counter Mexico's
advantage in accessing the US market viaNAFTA. It was driking the extent to which
firms were aware of, and planning for the fiercer competition that will ensue after 2004.
On the one hand there is concern about improving one's competitiveness, and
productivity. But on the other hand there is an anticipation thet the remova of ATF and
MFA will open up hard-to-get-into western markets—which dl firms saw as agood
thing. At the sametime, thereis concern that this same openness will be compromised
by the regiona and bilaterd agreements that are likely to cut some countries out of
preferred regiona deals. Therefore, in their view using the next four yearsto locate
onedf drategicaly in or near key marketswill be important —either through
partnerships and outright ownership as the spinning company did in Europe, or through

“platform” locations like some garment companies are sarting to do.

3. The Handloom revival: Turning around a decentralized monolith -- Lessons

from the successful restructuring of the handloom sector
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Perhaps the most impressive story of the current restructuring of Tamil Nadu's
Textileindudtry is the remarkable turnaround of the region’s Handloom industry. What
issurprising about this shift isthat, in the end, the sector that turned out to be the most
dynamic, active and innovative, and which has gone the longest distancein making
changes in the organization of production was one that had been the most behind—the
government-run handloom cooperative sector. Arguably, the costs of not reforming
quickly were aso probably the highest in this sector: its very surviva was at stake. Its
chronic losses and poor performance of the past had observers gunning for its eimination
or “privatization.” A recent report by the Satyam Committee on reformsin the Textile
industry, according to some industry associations, had recommended scrapping these
Handloom Boards.  In this section we will take acloser look a what innovative
government officids are doing to improve this long moribund and hopelesdy deadlocked
government agency. And how they are improving the lives of workers whileimproving
trade.

For over 20 years the regiona government in Tamil Nadu (asin other Sate
governments acrass the country) has followed apolicy of protecting handloom weavers
through the formation of government managed cooperative societies. This policy has
been much criticized as a populist, paliticized and misdirected entitlement program. Its
supporters have held it up as a crucid meansto shoring up the livelihoods of thousands of

poor artisans.

Under this program, labor-intensive handloom weavers form cooperatives to
produce cotton fabric and cotton items that, in recent years, have been procured mostly
by the government for sales through its emporia, or for free distribution to the poor. Each
year the government has distributed millions of free cotton handloom garments to the
date' s poorest citizens—saris and dhatis. This digtribution program of the government
has for long years been the main source of “demand” for the Handloom cooperatives. “It

has kept the cooperatives dlive’ according to one officid.



The didtinctive feature of the Government-run handloom Coops was that workers and
weavers could not be arbitrarily struck off the rolls—they were government employees.
The government was committed to paying them a package of wages and berfits that
conformed to regular government standards. The wages were usudly higher than the
market wage—at |least the officia minimum, subject to annud increases like other
government jobs. Over the past 25 years, various governments of dl political parties had
crafted a series of welfare/benefits packages targeted toward Coop workers: accessto
housing subsdies, work-shed subsdies, training programs, savings schemes and
retirement funds. These initiatives, taken together, had improved working conditions for
the weavers, but led to bitter complaints by private mills that the government was
coddling inefficient weavers and indirectly raising labor cogts for the entire indusiry.

And indeed, there was evidence to support their claims—the weaving cooperatives and
Spinning cooperdtives were congstently loss making organizations, few ever found stable

buyersin the private sector.

After liberdization, this picture has changed dramaticaly. A series of inditutiona
reforms have followed the regional government’ s policy of partidly decentrdizing
respong bility and resources to the agency directly in-charge of the coops, however the
mogt striking shift has been the rising rate a which the Handloom Coops, aswell as
related agencies like the Handloom and Handicrafts Export Council have been ableto
find export markets and oversess, private buyers. The improved performance of the
restructured handloom coops is evident in the striking rise in exports by the cooperatives
in the past year. As the tables in the appendix show, exports have grown over 45 times
from $0.22 million in 1997 to $10 million in the firgt quarter of 2000. Since the Coops
began exporting in 1997, rejection rates have fdlen dramaticdly: they have gone from a
high of 50% in the first year of exports to less than 3% in 2000 (Interview, Chennai 2000)

What explains this impressive turnaround in less than half a decade?




This turnaround has been achieved by the collaborative work of a number of agencies
and officids. Of these, three groups stand out as key. Oneis the office of the Director of
Handlooms, Mr. Davidar whose primary duties are to run Tamil Nadu’s Handloom
Cooperdtives. Mr. Davidar’' sis a state government office, which, through the secretary of
Handlooms and Textiles, reports ultimately to the State Handloom Minister, Mr. N.K.
Perriasamy—a politician who is thoroughly supportive of the Director’ s efforts and fully
engaged in the reforms taking place. In other words, the reformist bureaucrat heading the
Handloom Board has crucid backing and political support. The second very active and
reformist agency is the Handloom Export Promotion Council, headed by Ms. Sabitha
Thisisacentrd government agency under the charge of the Ministry of Commerce. Y,
working closdly with the state’ s handloom Boards and the other related agencies of the
gtate government, the HEPC under its current head has played an important role in
hel ping overhaul and restructure the products produced by Tamil Nadu' s Handloom
weavers, by introducing severa new product ideas—especidly in the area of home
furnishings. The third agency isthe HHEC. Thisregiond agency—as0 ultimately under
the central government, has succeeded in impressive ways in expanding exports of
handloom made-ups and fabrics in the face of tough competition from the private sector.

The specific actions taken by the agenciesinclude:

Targeted training by the Handloom and Textile oversght agency based on buyer
needs hasimproved product qudity, but mainly the renewa has come from the
introduction of new products — home furnishings, made-ups and other items —
instead of traditiona garments. Often, this has involved less intricacy, but improved
consigtency, and shorter lead times.

Delinking of weaving from spinning within the Coop system, and linking both to
market demand as an important source of improved quality

Reforming the way the agencies conducted their own business. In the case of the
Handloom Board, the director took al his staff on a short sabbatical where teams of



two or three were charged to grapple concretely with key challenges that the
handloom sector faced now through 2004, and to come up with specific plansto
tackle the problems. Asaresult, the agency was dbleto indtill in its Saff (the same
daff that was doing thingsin the “same old way” in the past) a new dynamism and
motivation to search for innovative solutions,

Asareault, the agency has “sat down with the exporters (of handlooms) to find out
what would be of help to them.” They found that limitationsin sourcing the right

type of yarn by weavers was one key problem. The agency followed through on it by
relaxing the Coops requirement that weaversin the Coops source yarn only from
mills associated with the Coops, or directly affiliated with it.

They have started an “export interaction center” to work with buyers, their loca

agents and coop weaversto link the right weavers with the right buyer.

The agency isdso inddling akey IT piece within its own inditution that will

“collect and code 3000 samples or SWATCHES to alow weaversto be able to take
on bulk orders.” (Interview, 2000). Thisinvolves documenting “10-15 criteria that
define each sample—the number of looms required, type of loom required, type and
amount of yarn required, type of fabric required, time schedule, so that quick
adoption and rapid delivery can be achieved by the weavers.

All three agencies mentioned above (the Handloom Coop Board, HEPC, and HHEC)
have invested heavily in developing new designs, techniques and styles suited to
particular buyers.

But ironicaly, the single most important factor that has brought overseas buyers to
the weaving cooperatives — and alowed the Coops to successfully compete for orders
with private weaving firms — has been precisely the welfare package that had been
discredited over the last 20-25 years as raising labor costs.



A surprising finding: the draw of good labor standards and working conditions for
overseas buyers

The director handlooms expressed “ surprise” at the draw that the Handloom Board's
welfare package has for its overseas buyers. Y et, the growing globa concern over |abor
gtandards explains nicdly this new—and hopeful—dynamic of demand. Driven by
concerns over labor standards in international markets for fina goods, and the need to
have guarantees about environmental standards, overseas buyers like Liz Claiborne, J.C.
Penny, Wa-Mart and ahost of large European chains are drawn to the cooperatives
because of their welfare benefits. they talk of being “impressed with the possibility to
maintaining good working conditions,” by awillingness of the government agencies to
offer training to the weavers based on buyer needs, and the weavers capecity to learn
new waysto doing things. In thisregard, it isinteresting to note that the buyers of
handloom madeups that have placed the biggest orders are middle- of-the road chain
stores—JC Penny, Wal-Mart—as opposed to the more upscale buyers who dominate the
private ssgment of the garment industry discussed above. In contrast to the smaller
orders placed by the latter, the mid-leve chains buying from the Handloom Coops are
bulk buyers.

Reciprocaly, after seeing the “surprisng” importance to overseas buyers of ther
welfare programs, the Handloom Board which overseeing the Cooperatives (under
Davidar) has responded by strengthening even further, and streamlining the welfare
packages they offer workers and weavers. The agency has cut down red-tape by putting
down al the procedures of accessin asmple booklet that is distributed to al weavers,
and has worked to make the programs more accessble as well as meaningful to workers.
The point is that when abrupt shifts occur in policy regimes—such as moving from
import substitution to export promotion—old ingtitutiond legacies are often precisdy the
materia with which new responses are crafted. The welfare packages derided as being
populist and costly, are now, in the current climate where labor standards, environmental
dandards are critical components of internationd trade, can be seen as key sources of
grength.
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The importance of the Handloom Board' s welfare benefits and their surprising rolein
helping promote exportsillusirates powerfully that good working conditions and decent
labor standards are not inimical to srong and successful export growth, even in ahighly
competitive and labor intensive sector such as handlooms and garments. To the extent
that evidence such as this hel ps debunk the myth that upholding labor standards will
necessarily undermine and compromise the competitiveness of smdl firms it offersa
powerful lesson about the prospect of forging an economic development Strategy that is
supportive of labor in an erawhen the rhetoric about competitiveness is often predicated

on stripping labor of its gains?

Y et, it would be naive to believe that theissue is far from straightforward. In
sharp contrast to the labor-supportive nature of the Handloom industry’ s export success, a
very different image of |abor emerges from the strategies of the successful mill and
garment sector firms discussed earlier. They see labor as too coddled, too disruptive, and
too much the problem in the successful restructuring of Tamil Nadu' s textile industry.
Clearly, new forms of compromise will be essentid for the industry to bring in new, more
modern industria relations into the sector. But, with their backs to the wall, and under
pressure from intensfied competition, many spinning mills and garment firms are
scrambling to cut costs, and labor isthe first target. Many soinning mills have routingy
gtarted to bypass in-house unionized workers by contracting out to job workers.
Consolidation, to the extent that it is occurring in the spinning industry has increasingly
begun to take the form of organizing networks of job-workerswho share in profits with

the mills and do the work that would have gone to in-house workers.

A second trend has been the feminization of the spinning (and garment)
workforce. Mill owners openly admit that they prefer to hire femae workers because
“male workers can never support their day-to-day livelihood [their respongibilities of
supporting afamily] on the sdary that afemae worker gets [about Rs. 1500 per month at
the lowest end]” (Interview, October 2000). In asurprising tactic to achieve this

feminization of the workforce, some mills recently got a group of rurd women workers

32 See also Tendler 2000. “Social Policy..”



to file suit on equal opportunity grounds to win the “right” to work night shifts like men
can. Indian [abor law has restricted women to day shifts on security grounds; but the
mills helped the women file the suit to “demand equa rights” The women, with the
mills backing them, recently won. Now they can work dl shiftslike mae workers, but
nothing has changed with respect to the substantialy lower wage rates they earn
compared to what men would command. Indeed, it is precisely because of this
differentid that the right to have women work in spinning millsin dl three shiftswas so
eagerly wrested from the courts. The point is not that getting womento work dl shiftsis
aproblemin itsdf, but rather the language of progressvism, and equd rights hidesthe
motivation for the use of femae workers as a cost- cutting mechanism because equd
work continuesto fetch unequa pay.

Seeking alargdy femde workforce is nothing new in severd indudtries that ook
for low costs, and naturd attrition and exit ratesin their workforce (through marriage and
soon). What isnove in thisexample is how locd firms were able to use one indtitution
of the state—the courts—to bypass rules set by another part of the state—the legidature.
It isinteresting, how in the process of responding to growing competition, different parts
of the state (the courts and the executive branch in this case) can end up being pitted
againg each other and used in quite contradictory ways, or at least with contradictory
outcomes. My point here is not to criticize the equa opportunity suit brought by the
mills (viatheir femae workers). | want to emphasize, rather, that as we seek to
undergtand the impact of globalization and liberdization on regiond indudry, it is not
enough to look smply at the extent to which exports have grown or not, or the extent to
which firms have modernized their technologies or business strategies, or even the
number of jobsthat they created or did not create.  Ingtitutions are changing in new and
unpredictable ways, and as aredity check about the impact of liberdization, it iscritical
to look a what is actualy happening on the ground as aresult of it. Aswe have seen
through the examples discussed in this paper, looking closdy at the surprisesin Tamil

Nadu's own experience of what has worked and what has not> can offer important

33 For example: the surprising global reach of local textile and garment firms, the growing use of
IT by small producers and large as an important tool to compete, new comparative strengths of Tamil
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lessons about how to forge a more inclusive and innovative set of responses to the
chalenge of liberdization to traditiona sectors.

Nadu' stextile industry—production and logistics, and how some past policies that weretill recently
criticized aswasteful are turning out to be a surprisingly modern draw to buyers at atime when new
standards in labor and the environment are critical to export success
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Appendix-1
Export Performance of HHEC (Handloom and Handicraft Export Council)

Turnover of Actual Exports, and Profits on Turnover arein Millions of Rupees

Y ear Turnover % Change Profit % Change
(Rs Million)  (Annud) (Rs Million)  (Annual)
1990-91 131.246 17.559
1991-92 190.094 45% 31.885 82%
1992-93 246.558 30% 45.372 42%
1993-94 397.647 61% 73.648 62%
1994-95 318.148 -20% 35.369 -52%
1995-96 321.752 1.3% 33.230 -6.0%
1996-97 292.160 -9.1% 19.717 -41%
1997-98 352.866 21% 45.026 128%
1998-99 347.298 -1.6% 47.891 6.4%
1999-2000  487.582 40% 86.539 81%

Source: Handloom and Handicrafts Export Promotion Council, Greams Road, Chennai.
October 11, 2000.
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Exports of non-garment made-ups from Tamil Nadu’s Handloom Cooperatives:

(Made-upsinclude furnishing materid, table mats, bedsheets, cushion covers, mats, rugs,
curtian cloth, upholgtery fabric)

Y ear Vdue (inUSDadllars) % change Direction of Exports

1997-1998 <US$0.22 million

1998-1999 US$ 1 million 355% Netherlands, France
Germany

1999-2000 US $6 million 400% US, Netherlands,

France, Germany, UK

2000-1st Quarter US $ 10 million 66% Same

Source: Director, Department of Handloom and Textiles, Tamil Nadu



International Comparisons of Cotton Production and Yield (Selected countries), 1999-2000

Country Production Area Yied
(000 bales) (‘000 Ha) (Kg/Ha)
China 19000 3900 1061
USA 16531 5425 663
India 12700 8700 318
Tamil Nadu 550 223 420
Pakistan 7800 3000 566
Turkey 3900 725 1171
Australia 3100 450 1500
Brazil 2100 850 538
Greece 1750 425 897
Syria 1400 240 1270
Egypt 1075 275 851
Mexico 600 160 816
Spain 550 110 1089
Israel 125 15 1814
World Total 87346 32805 580

Source: Cotton World Markets and Trade, November 1999. Cf. Compendium of Textile
Statistics, Office of the Textile Commissioner, Government of India, 1999.



