~2-3. Taxation and Tariff
2-3-1, Taxation

(1) Tax System

The main taxes are divided into domestic taxes, corporate income taxes, pefsonal
income taxes, business taxes, various excise taxes, and revenue stamp taxes, and duties
~ are divided into export duties and import duties.

. Taxes are administered exclusively by the central government under the authority
of the Ministry of Finance. Administrative work for taxation is handled by the Revenue
_ ‘Department, Excisé Department, and Customs Department, but amendments to the tax
system and other fundamental matters regarding tax policies are handled by the Fiscal
Policy Office. | = -

The tax siructu’ré features a low percentage of direct taxes and a high percentage
of indirect ones such as business taxes and ekcise taxes. In fiscal 1986, 22.5% of
revenues came from direct taxes and 77.5% from indirect taxes.

The percentage of personal income taxes in total tax revenues was 12.5% in fiscal
-1986, while that of corpofatc income taxes was just 10%. Thailand is unable to depend on
income taxes, Corporate taxes, and other d_ircct taxes for most of its fiscal revenues as is
. done in the advanced countries. The reason for this is that about 70% of its total
population are engaged in primary industries such as agriculture and fisheries and thus
have low income levels in general. Further, self-employed persons and companies are not
very conscious of their obligation to pay taxes and lack sufficient accounting know-how.
Due to these and other reasons, it is difficult to secure direct taxes.

The private sector claims that, in addition to the lack of accounting know-how on
the part taxpayers and companies and the low awareness of the obligation to pay taxes,
~-there are unclear matters and unfair poin'té in the progressive and high tax rates and the
" methods of tax collection. In particular, there is much contention on the business tax,
which is assessed on each state of transaction. The tax authorities also have been siudying
tax reforms for a fow years now, based on a fundamental review of the business taxes.

Here, we will touch upon the structure of the business taxes and problems therein.

(2) Structure of Business Taxes

“The business fax was introduced back in 1932. It taxed all commodities except
- unprocessed food in all stages of iransactions up to retailing, taking as a sales tax 1% of
the total sales or total revenue, except for unprocessed foods. A wide tax rate of 0.25
' to 15% was established for the service sector. In 1961, major tax reforms were
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implemented which were removed transactions at the retail stage from the coverage of the
business tax and changed tak rates to a'rénge from 1.5% for primary vendors of printed
matter and publications to 40% for automobile vendors, thus establishing different rates
for each industry and transaction. The average tax rate at the time was 7%.

In 1976, the government instituted structural reforms to sxmpllfy the taxes by
dividing them into ones for raw materials, 1ntelmed1ate -goods, and final goods. The
business taxes thus came to be assessed by class according to the following three
schedules: o '

Schédule 1: - Primarily final products, 7%, same rate as in the past (current tax

rate of 9%) ' :

Schedule 2: Mamly machinery in the stage of final or intermediate goods, 3%

_ “(current 5%) _ . : W
Schedule 3:  Some final products, bulldmg matenals, tools, and other
intermediate goods, and products used in the fisheries industry,

1.5% (current 1%) (Note.)

(Note) From November 1983, it has become possible to have the 1.5% minimum
‘tax rate applied to almost all materials and parts, but the application procedures are

Qomplicated and few companies are making use of the system. It often has been

pointed out that the distinction between semifinished .products and finished
. products is also not clear.

Products not falling under the above three schédules were exempted from business

tax, but now are subject to a current flat 1% business tax on their value.

- The business tax is also assessed on imports and exports of some produéts. The
tax schedule is based on the “CIF price + import duties + standard profit”. .

-Individuals and companies obligated to-pay business taxes must register their
businesses for each business establishment within 30 days from the start of business
record and keep books on their total revenue. Taxes must be filed and paid for each month
by the 15th of the following month.

(3) Problems in Business Taxes

The Thai government is currently studying introduction of a VAT (valued added
tax) and major reforms of the tax system. Industry welcomes the introduction of a VAT in
principle, but has various confliéting opinions from various different s_t'andpnints at the
detailed level. Further, it is expected that the introduction of a VAT wﬂl become a major
political issue as the plans for the same become cléare_r in view of the fact that the scope of
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-persons covered by the tax will be much larger than the scope of persons currently taxed.
Right now, the details on the implementation of a VAT and the timing of the same are not
clear, but the introduction of a VAT should eliminate some of the problems in the
business taxes. These problems in current business taxes are explained below.

The biggést defect in the system of assessment of business taxes is that
assessment is made at each stage of transaction against the total revenue or total sales,

“with no deductions for expenses allowed. Therefore, the current system is remarkably
unfair with respect to competition among manufacturers. Since business taxes are

~ assessed at each stage of transaction from the primary subcontracting to final assembly,
businesses involving numerous stagés of transactions bear a heavier tax burden. The
fewer the stages of transaction, the lightér the tax burden, so the practice has spread of

- vertical in-house production or switching from procurement of domestic goods, with their
heavy business tax burdens, to imports with lighter tariffs.

Looking at one of Thailand's leading industries, textiles, manufacturers aré
engaged in comprehensive, vertical operations from the raw materials to spinning,
weaving, and dyeing. In general, joint spinning and weaving and vertical production
systems are considered low in economic efficiency as production systems, but despite
this, vertical production has become the prevalent form of operations in Thailand. One of
the reasons for this is the undeveloped state of subcontractors, but the business tax
system is also a major factor.

Under the current tax system, in general, it is more expensive to build up affiliated
subcontractors than to use imported parts, which are reliable in quality and delivery, taxed
a single time, and lower in taxes than with business taxes, or than to produce parts in-
‘house and form a vertical production system, This situation has become a major obstacle
to the formation of supporting industries and affiliated subcontractors,

2-3-2, Tariff System

Thailand's tariff system is based on the Tariff Act and the Tariff Schedule Act,
The classification of goods is based on the CCCN, but the Harmonized System was
introduced and implemented from January 1988. A import tariff of 25 to 60% is applied
to the majority of commodities. Recently, reflecting the increase in investment, Thailand
has been making frequent reviews of the system of taxation of imports and tariffs as a
means of protecting new industries and suppressing imports.

Export duties are assessed on seven .items: rice, scrap iron, leather, rubber,
lumber, rice flour, and fish powder.'
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There are two tariff systems: one by value and one bjr volume. The ad valorem
system is used for almost all commodities. When a commodity is labeled by both value
and volume, thé system giving the most revenue is adopted. The ad valotem tax is in
principle based on the wholesale cash price (price by which importer wholesales the
commadity on domestic market after adding fixed margin). In actuality, the invoice used
in reports to the customs authorities is used as'evidence._At this time, the importer reports
all expenses and costs incurred until unloa'diﬁg -the imported cargo from thef:ships. The
actual standard for assessment, with the exception of antomobiles etc., is the CIF price,

There are two types of taxes on imperts: [1] those assessed onimported products
of the same type as products and produce made by domestic parties encouraged by the
BOI under the Investment Promotion Act (including similar products and alternative
-products in a tax range up to 50% of the CIF price or the producer's cost, enforced for up
to one year from the date of publication in the official gazetie) and [2] tariffs and various
other taxes established by the Ministry of Finance. =~ - L '

Note that when importing goods in Thailand, one is assessed not only tariffs, but
also business taxes, and there is a further municipal tax over-and above the business taxes
(10%).

The methods of calculation of the import duties and business taxes-are as félloWs:

f1} = - CIF price x ad valorem tax rate or import quantity x specific tariff rate =

import dury : S '
21 (CIF price + import duty) x standard profit margin = standard profit
f3] (CIE price + import duty + standard profit margin) x business tax rate = -
' business tax SV , '

4] Business tax x additional municipal tax rate (10%) = municipal tax - -

[S5] Total amount of taxes to be paid upon customs clearance = import duty -

+ business tax + municipal tax |

There has been criticism regarding the method of assessment of taxes upon
imports asserting that the anticipated profit based on the standard profit margin is too

large.
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Table 1-2-12. Taxation in Thailand

1980 1981 1982 1983 1984 1985 1986
"T'axation: 88,473 100,906 105,076 129,062 136246 144,947 154,202
Income taxes: 16,880 22484 24790 27,870 31810 35231 34,767
Personal 7268 9,036 12,011 14672 17,194 19,841 19218
- Corporation 0,612 13448 12,779 13,198 14,616 15390 15,549
Indirect taxes: 71,593 78,422 80,286 101,192 104,436 109,716 119,435
Import dutics: 19,463 21,896 20,183 28,014 29692 30,742 31,106
of which:
Mineral fuel and lubricants 2,806 2,167 - 1,130 1,041 1,956 673 n.a.
Chemicals 3,781 4,744 3953 3898 5397 6246  na
- Machinery 6,430 . 7,887 6,636 9893 12,123 12,510  na.
Manufactured goods 4,107 4,531 3350 3705 4,530 43832  na
Export duties: 3379 - 2811 1,794 2619 1862 1,019 806
‘Rubber duties 2424 1459 677 1404 1,161 571 na.
Other export dutics 955 1,352 1,117 1,215 701 508 n.a.
Business taxes 18,363 21,521 22,487 25698 30,191 29,515 28,150
- Sclective sales taxes 21,308 24,767 28253 31,851 34209 37,642 46332
Fiscal monopolies 2,888 1,984 1863 2631 2,603 2765 3,040
Royalties 4,169 3312 2,763 2270 2,554 3,726 2,098
Licences and fees 805 807 1,397 6,028 778 1,784 5426
Other taxes 1,218 1,324 1,546 2,081 2,547 2463 2477
Sales and charges 1,353 1,475 2,133 2,129 2,131 2,545 2,906
Contribution from govemment
enterprises and dividends 2319 3495 3309 3524 3509 6251 5836
Miscellaneous revenue and income 3,412 5,967 5,462 8,721 6,356 6909 6,981
Total revenus 95,557 111,843 115980 143436 148242 160,652 169,925

Source: Bank of Thailangd
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2-4. Financing
2-4-1. General

Compamcs raise funds for their activities th:ough loans from financial 1nstztunons
such as the commerc:lal bdnks and finance - ‘companies and throug‘l loans from
individuals. The- pubhc institutions providing financing fo_r manufacturers ‘are the
. Industrial Finance Corporation of Thailand (JFCT) and the Small Industry Finance Office
(8IFO) under the MiliiStry of Industry. Iﬁ.-addition’, the Bank of Thailand has established
a loan based on refinancing of industrial bills through the commercial banks and the
IECT, and IFCT has schems for export industry and credit guarantee. - _

Here, a summaty will be given of institutional financing, the most'poWe_rful tool in
industrial promotidn, in particular the system of financing for small and medium sized
enterprises, which account for-the majority of cdmpaniee in the industrial strocture of
‘Thailand, rather than the financing of large corporations, which have various fund raising
means available to them. o

A Took at the state of financing in Thailand by financial institutions“s'h'ows, as
seen below, the commercial banks accounting for 75% of the fihancing,'followed by the
finance companies with 14%. On the other hand, the IFCT and the SIFO together account
for just 1% or so, i.e., are very small in scale of activities. e

Below, a look will be taken at the IFCT, SIFQ, the industrial bﬂl refinance: system
of the Bank of Thailand; and the Smiall Industry Credit Guarantee Fund (SICGF)
established to compensate for the lack of collateral of small enterprises.

2-4-2. IFCT

As a financial institution for industrialization, there is Industrial Finance
Corporation of Thailand (IFCT, established in 1959), The IFCT is a private financial
institution organized as a joint share company and was es_tablishcd under the IFCT Law.
It was set up under the recommendation of the World Bank and in the beginning received
technical and capital assistance from the International Finance Corporation (IFC) and
U.S. Agency for International Development. The TFCT provides financing to private
industry and is the only industrial development financing institution in Thailand which
provides medium- and long-term funding.

The IFCT Law provides as follows regarding the objects of the IFCT:

f1]  To assist the growth and modernization of 'private enterprise

1-66



Credit by Financial Institutions (Ratio, %)

Financial institution 1981 1982 1983 1984 1985
1. Commercial Banks ' 69.02 69.19 7270 74.69 7499
2. Finance Companies ™ .. . 1774 1835 1642 1494 14.08
3. Life Insurance Companies 091 0694 092 098 1.04
- 4. Agricultural Cooperatives - 113 105 087 081 0.84
5. Saving Cooperatives 1.41 1.54 1.56 173 1.95
6. Rawnshops - 0.85 073 059 055 0.66
7. Credit Foncier Companies 079 082 066 047 040
8. Government Savings Bank - 057 047 060 019 020
9. BAAC o 384 363 310 3.08 3.11
10. Industrial Finance Corporation of .17 108 089 096 1.13
Thailand ' S _
11. -Government Housing Bank : 255 219 168 159 1.6l
12. - Small Industries Finance Office 002 001 001 001 0.01
TOTAL . . . 100.0 100.0 100.0 100.0 100.0

Source: Bank of Thailand
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Chart 1-2-3, Structure of the Financial System in Thailand
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[2]  To promote the mobilization of private capital domestically and overseas so
~ astoincrease industrial capital and to build up a capital market.

1) : Capital and S_hareholder Composition

Capital: 1.3 billion bahts (all paid in) (as of end of December 1986)
Shareholder composition by type as of end of 1986
Commercial banks: ' - 42.5%
* Finance companies: 12.6%
Ministry of Finance: o 150%
Insurance companies: - 23%
" Private enterprises: 19.2%
Private individuals: 8.3%
" (Domestic/Foreign ownership)
Thai domestic: 60.0%
. Foreign: 40.0%

(Source) IRCT, "Iniroduction to EIMP - Thai Export Industry Modernization
Program"” (May 1987)

(2)  Total assets: 17.9 billion bahts (as of end of December 1986)
(3)  Range of activities

_ a. - Loans: The loans of the IFCT are liited to private enierprises. Most of the
loans are medium and lbng termy ones, primarily for capital investment. Loans for
operatilig funds are also available. (However, the loans of the EIMP system are only for
capital investments.)

b. L/C opening: The IFCT can open L/Cs when a private company receives
credit from a domestic or formgn fmam:lal institution or machinery supplier etc. The
guarantes fee is 1%.

c. Credit guarantees for banks (by special fund account): This is aimed at the
promotion of small sized industries and covers loans of 5 million bahts or less. Portions
of loans from banks which cannot be covered by collateral are covered by this guarantee.
The guarantee fee i is 1.5%.

d. quulduy participation: "The TFCT can invest in a private company in
accordance with that company's request. However, the equity of the IFCT may not
exceed 10% of the total capital of the company and the total value of the equity may not
exceed the cap1ta1 of the IFCT

e.  Other activities: The IFCT, in addition to the above business, provides
advice on management, technology, and marketing to private companies, surveys project
financing, arranges group financing for large sized projects, etc.
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(4) Features . _

The IFCT was estabhshed relauvely long ago, but it belongs to institutions of
small scale funding among the industrial financial institutions of Asia, Further, althou ghit
has increasingly been raising funds domestlcally, it stﬂl relies on overseas fundmg for .
over 40% of its funds a high degree of dependence | ‘

The IECT, seen from 1ts shaleholder composmon is pnmauly operated on a
private sector basis. But since it. receives government financmg and government
guarantees, it is orgamzanonally ’md personnel-wise stroneg gulded and restricted by
the governmerit. Its basic loan pohmes fundamentally follow the development policies of -
the government. Recently, the IFCT has been operatmg on the fo]lowmg main policies:
[1] promotion of agro-industries, [2] loans to promote regional d1spersxon of industry,
and [3] expanded loans to small sized projects - all of which reﬂect the basic government
policies of the economic and social development plan. ThlS is dlfferent from the 1nherent
profit-oriented operations of pnvate banks, :

On the other hand, the JFCT participates to a consuierable extent in the drafting of
development pohc1es The chzurman of the IFCT is a member of the board of the Board of
Investment (BOI) and the premdent of the IFCT i is the chan‘man of the Tha1 Securities
Commission and a member of the BOI's Investment and Economlc Planmng
Subcommittee. In addltlon staff of the IFCT parl1c1pate m the formuiatlon of
development plans of the National Econormc and Social Development Bureau (NESDB)

' Whlle the IECT is bas1cally a puvate sector operatlon it has the somewhat umque
funetlon of supplymg 1ndustr1a1 fundmg along with government developrnent pohcles
The government thus has prov1ded the following preferentlal treatment to the IFCT of
SUppoOrt its activities: : .

[1] Government guarantee on IFCT S borrowmgs of overseas funds '

[2]  Covering of exchange losses resultmg from overseas loans 7
[31  Interest-free or low interest fiinding (direct or thtough Bank of Thalland)
f4]  Guarantee on bonds issued by IFCT

{51  Designation of IFCT bonds as sunable collateral when commermal banks

' borrow from the Bank of Thailand
[6] Exemption of IFCT from corporate taxes _

(5) Loan Act1v1t1es _ : : ‘
The IFCT invests in and provtdes loans to pnvate enterpnses engaged in mdustnal

production using its fund resources. The loans are mostly medium and long term _fundmg

for capital investment and are at inte:ests considerabl.y flexible than those of loans of
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commercial banks. As of 1988, the usual intcrest rate on loans of the IFCT to the
industrial sector was 9 to 13%. As opposed to this, the interest rates on loans of
commercial banks are 11.5 to 14%.

<Basic Guidelines> (Source: IFCT: IFCT's 'I"wentieth.Anniversary Issue, p. 44)
[1] The basic principle in investments and loans is "solidity"
[2]  The uppef limit on total debis is six times the total capital (paid in shares +
_ | ~ reserves + retained profits) |
| 131 Concentration of investments and loans in any specific field is prevented
and the fields of investment and loan are diversified.

a. Loans to any specific one company are hmxted to 25% of the total
capital. _
b. Investments in any specific one company are limited to 10% of the
total capital.
c.  Total investment in shares may not exceed the value of the total
capital.
' d'. Thie lower hrmt on loans per case is normally 1 million bahts,

- [41 ., Loans to the local regions are to be encouraged
- {51 _The agncultur_ally- based industries are to be promoted.
6] Loans to small sized projects are to be expanded.

(6) Flscai Resources

The fiscal resources for the loans of the IFCT may be roughly divided into two
categories: [1] funds on hand such as profits arising from investment and loan activities,
increased issuance of shares, etc. and [2] loans from domestic and overseas sources.

Due to the dif_ficu_lty in raising low cost funds domestically, the IFCT has been
raising funds through issuance of bonds (§-year bonds). Loans from overseas are very
risky due io'the ﬂuctuating exchange rates, so the IFCT tends to restrict itself to superlow
1nterest offxcml asmstanee from the U.S., Japan's OECF, etc It is also increasing its fund
raising activities domestxcally through bond flotation. Its bonds are received by local
commercial _banks, foreign banks, insurance companies, and finance companies. Due to
iih_e high oﬁefatin g costs in medium and long term financing, the overall procurement cost
is h"igher than the procurement costs of commercial banks. '

E Under the IFCT Law, the IFCT is supposed to provide financing to private
enter pnses for any prom131ng prOJect which contributes to the national economy,
regardiess of the size of the enterprise. However, a look at the past loans shows that most
have been for large sized projects. Due in part to the lackluster performance of the SIFO,
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Table 1.2-13. Main Fund Resources of IFCT

~(Unit: Million Baht).

98T

1982 .

1983

- 1984 1985
Capital Resources
Capital account 77445 1,135.24 1,237.73 178151 2,312.5
Domestic borrowings o ' ' ST
Commercial banks . e - I
Bank of Thailand 139.85  193.37 156,87 = 119.08 . 81.5
Government 170.27 169.27  164.51 15975  155.0
AID 9.00 800 - 7.00 - 26600 2650
Bonds and debentures 36.00 100.00  100.00 300.00 5285
"RABO Bank - - - 57225 5723
Total 1,129.57 1,605.88 1,666.11 3,198.59 3,914.8
Foreign borrowings :
Mitsui FIN -- -- - -- 347.1
Citi Bank - e L -- 621.0
Kfw _ 284.41  332.02° 351.65 357.12 531.1
International Bank of 894.23 1,054.62 1,037.60 1,004.87 907.6
Reconstruction and ~
Development (IBRD) ' o _ .
Asia Development Bank 801.02  821.69 982,18 1,633.69 12,0294
Government of Denmark(1) 15.76 7580 = 63.13 64.41 717.8
Japan Export Import Bank -828.35 867.25 ° 899.99 849.07 756.6
Yen syndicate loans and _ _ L _
Japan Long-Term Credit Bank ' 681.93  677.75 1,033.09 1,824.04 2,152.8
Singapore syndicate loans .- 285.11 285,11 241.25° 197.39 . 1535
Others 24534 25678 389.04  382.63 412.8
Other debts 366.33  613.00 764.12 1,591.36 3,236.1
Total 4,402.48 4,984.02° 5,762.05 7,904.58 11,225.8

Note: (1)including loans from Belgium government

Source: IFCT

Table I-2-14. Applications of Funds of IFCT

(Unit: Million Baht)

1983

1981 - 1983 1984 1985
Cashonhand andbank account-  13.35 696 1696 4628  55.6
deposits ‘ _ :
Time deposits and short-term bills  736.22 1,110.00 1,522.65 . 3,262.61 -4,090.5
Government bonds 1.60 ‘1.60. 1587 21,50 578
Loans to private sector 4,300.91 4,700.50. 4,919.45 6,094,79 7,847.9
Investments 123,83 20596  209.57 22070 244.8
Fixed investments 52.24 49.44 53.11 - 56.06 96.4
Othgr assets 303.85 51444  690.55 1,401.23 2,567.6
TOTAL 5,532.05 6,588.90 7,428. 16 11,103 1714,960.6
Source: IFCT '
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which was established in 1963 to provide institutional financing to the small and medium
sized enterprises, the IFCT established the Small Scale Industry Finance Facility in 1984
1o hclp promotc such small industries.

Siimma_ry of SSI Finance Facility

(1) Loan coverage

Companies with fixed capitals of not more than 10 million bahts which fall under
any one of the following: |

- Manufacturing industry

- Service industry

- Agricultural or livestock raising related industry

- Indusiry recognized as suitable by IFCT

The manufacturers must be registered at the Industrial Works Registration
Department of the Minisu'y of Industry.

(2) Loan Terms
Usage
Acquisition or.purchasc of fixed assets
Operating funds (Up to 50% of total ﬁﬂancing, financing of operating
funds alone not possible) |
Loan amount

New projects 500,000 to 5 million bahts
Expanded projects 200,000 to 5 million bahts
Repayment period 4 to 7 years '
Grace period 1 to 2 years
Interest rates 13.0%/year (February 1988)
(Fixed interest rate)
Security (collateral) '

Land, buildings, machinery, guarantees by leading companies, guarantees
of Small Industry Credit Guarantee Fund, bank guarantees
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(3) Fund Raising Method and Cost of S5I Fmance Fac1hty L

The Famhly raises funds through issuance of bonds by the IFC,T (5 yedr bonds),
private-sector 1ong—tc1m overseas loans, long term 1oans from the Bank of Thaﬂand and
official loans such as from the FMO of the Netherlands. With the exception of the loans
from the FMO, funds are not raised especially for the Facility, but rather as part of the
overall fund raising activities of the IFCT. ‘The fund 'raising costs in 1987 was believed to
have been about 10% a year. Adding on to this the operating costs and the costs of the
bad debt 'a_l_lpc_ation, the SSK F_inance Facility, which operates on an ihtére_st r_até on loans
of 13% a‘year, may be estimated to opcfate.o_n a veiy small jiioﬁt m_zi;g_i_n; _ -

(4) State of Utilization
The SSI Finance Facility is being used toa greater extent in both the number of
approved loans and the approved value than cmnsxoned in the initial plans as seen below:

Year " Loanplan

1984 (Apr.-Dec.) 36 cases - 57 cases
100 rhillion bahts 153 million bahts
- 1985 55 cases 72 cases .
150 million bahts 178 million bahts
1986 73 cases ' | 75 cases. .
200 million bahis 203 nnlhon bahts

 Approvedlomns

(5) Approved Loan Cases as Seen by Industry ,

The industries with the most loans approved in oider are food processing,
woodworking and furmture, agro-industries, and mineral products, .such as ceramics, not '
including metal resources. All of these are resource utilizing in_dus_trieé and regionally
situated. About half of theloans are for new projects and half for expansion of facilities.

Approved Loan Cases as Seen by Lean Size, Size of Companies Provided with Loans,
and Location

The SSI Finance Facﬂuy offers loans from 200 000 bahts to 5 mﬂhon bahts, but a
look at the size of loans divided into five ranks shows the most loans being in the range of
2 million to 3 million bahts (56 cases). The average size of the loans is 2.5 million bahts.

A look by corporate size shows the most loans going to borrowers haviﬁg from
21 to 40 workers. There were only 14 medium sized firms with over 100 employees.

A look by the regional distribution shows regionally located firms accounting for
three-quarters of the loans, despite companies situated in the Bangkok metropolitan area
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Table 1-2-15. Approved loans by types of industries

(1984 Apr.-1986 Sept.)

. {Unit: Million Baht)
" Types of industries No. of Amount %
L ' projects

Agro-industries 20 43.50 10.0

Mining and Quarrying 8 20.70 4.7

Food processing 50 132.21 303

Textiles _ 10 32.30 7.4

Wood products and Furniture : 22 48.43 11.1

Paper products and Printing 3 6.65 1.5

Chemical, Rubber and plastic prod. 13 4790 11.0

Non-metalic mineral products 16 29.00 6.7

Metal products 13 30.55 7.0

Industrial gas 2 5.00 1.1

Storage 2 5.30 1.2

Services ‘ 8 14.20 33 -

Other industries 8 20.55 47

TOTAL : - 175 436.29 100.0
. Source: TFCT

The Devclopmeﬁt Strategies for the Small and Medium Industries in

~ Thailand by JICA Expert Kuroda, Kasaji.

Table 1-2-16. Approved Loans

by Types of Projects
(1984 Apr.-1986 Sept.)
Types of projects No. of %
projects _
New projects 82 46.9
Expansion projects 93 53.1
TOTAL 175 100.0

Source : IFCT, Thé Development Strategies for

the Small and Medivm indusiries in

Thailand by JICA Expert Kuroda, Kasaji.
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- Table I-2-17.- Approved Loans by Size of Loans .
and Geographical Region
(1984 Apr.-1986 Sept.)

A __(Unit : Million Baht)
No.of  Amonnt % Average

projects ' ' amount
Size of lbans : . . | o
0.2 - 1.0 million RS ' : 30 20.84 4.8 - 0.69
1.1-2.0 - 42 65.65 15.0 - 1.56
2.1-3.0 s 56 14980 - 343 . 2.68
3.1-40 21 74.85 ;. 17.2 ‘3.56
4.1 - 5.0 26 . 125.15 287 4.81
Total 175 43629 1000  2.49
Geographical region . _ , & '
Urban (Bang_kok and nearby 5 provinces) 46 142.30 32.6 309
Rural | 129 29399 674  2.28
{Central & East) ' (26) (73.70) (16.9) (2.83)
(North) (32) (56.95) (3.1 (1.78)
{Northeast) 40 (94.95) S 21.6) o (2.30)
(South) (30) (69.03) (15.8) (2.30)
Total 175 436.29 100.0 2.49

Source : IFCT, The Development Strategies for the Small and Medium industries in
Thailand by JICA Expert Kuroda, Kasaji.

Table I-2-18. Approved Loans by Employment Size
and Loan Period
(1984 Apr.-1986 Sept.)

No. of projects %

Employment size

- 20 persons 70 40.0
21 -40 51 29.1
41 - 60 14 8.0
61 - 80 _ 17 9.7
81 - 100 9 5.1
more than 100 : 14 8.0
Total | 175 100.0
Loan period
4 - 5 years 18 10.3
5-6 54 30.9
6-7 163 58.9
Total . 175 100.0

Source : TFCT, The Development Strategies for the Small and Medium
industries in Thailand by JICA Expert Kuroda Kasaji.
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accounting for one-quarter of all companies, as previously made clear by the breakdown
by industry.

Loan Scheme for Small and Medium Enterprises:

Th_e IFCT has been implemehfing a "Loan Scheme under the Export Industry
Modernization Program (EIMP) for Small and Medium Industry of Thailand" since 1986.

<Summary of EIMP Scheme:>
(1) Objectives of the Scheme: - .

- The EIMP financing scheme is to loan long-term funds at a low interest rate to
export-oriented small and medium enterprises and offers a package of consulting services
on finding and planning of projects, design of equipment, market research and technical
and business management. It has as its objective the development of export companies
and thus the acquisition of foreign currency and promotion of employment as well.

(2) Industries covered by the Scheme:
The scheme is applied to the follové;ing eight types of industries:
1)  Food processing
2) Apparel (excluding knitwear)
3)  Rubber processing |
4) Electrical and electronic products
5) Wocden products and furniture
6) Metal processing
7) Footwear (excluding leather producis)
8) Toys

(3) Companies and projects covered:
Companies shown under the following 1) and projects meeting the requirements
of the following 2) are eligible for the financing under this scheme.
1) Companies covered:
Companies (private businesses and corporations including foreign owned
companies. and jOinf ventures with foreign companies) which had Net
Fixed Assets (Fixed Assets after depreciation) if 50 million Bahts or less at
the time of application.
The investors (parent companies) in joint ventures which are applying for
financing under this scheme are not questioned as to qualifications. There
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| are no limitatiohs for parent companies on type of itidlistfy or et fixed
assets for parent companies. (Local affiliates of Japanese and other foreign
'compdmes are also eligible for this facility if thelr producuon is oriented
toward exports.) ' e T S
2) Projects covered:
Comparnies or projects mectmg one of the followmg 1equ1rements may

recéive financing. - -
a. Companies denvmg 30% of their annual sales from exports
(including indirect exports). : '
b. Projects which are expected to produce exports (including indirect
exports) corresponding to 30% of annual sales within three
years from startup s
(4) Uses of Fund:
1 Expansion or modernization of existing factory facilities
2) Investment in new facilities : _
3)  Joint production or processing facilities required for joint expott of

products by a number of companies, either existing or new.-
* In principle, funds for. purchases of land are niot covered by this scheme.
Operating funds are also no covered, but such funds are availablg sépar’atély from the
other IFCT facility, The loan conditions, however are not necessanly the same as those
of this scheme. : '

(5) Value of Loans:
Two loan rages are set according to the size of the Net Fxxed Assets (Value after
Depreciation) at the time of application.
1) For companies with Net Fixed Assets of less than 10 million Bahts at the
time of application, from 0.2 to 5 million Bahts.
2) For companies with Net Fixed Assets of from 10 to 50 million Bahts at the
time of application, from 0.2to 20 million Bahts ' a

(6) Loan Periods: _
Within eight (8) years including one to two years’ grace period.

{7) Interest on Loans:
Fixed interest of 11.25% a year.
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(8) Collateral:

1)
2)

Land, Buildings, Machinery and equipment

In the case of guarantt_:es'ﬂ'om commercial banks (including foreign banks
with branches in Thailand), Physical collateral need not be provided. (No
such exemption shall be provided in the case of guarantees by finance

~ companies and other such financial institntions.)
_ Further, There are cases where physical collateral is waived when there is a

guarantee from a leading company, for example, a Japanese parent
company. (Judged case by case)

)] Documents to be attached to Loan Application:

The -following supporting documents must be submitted to the Preliminary

Screenmg Section of the Business Developnient Department.

1) A copy of Cemﬁcate of Corporate Registration issued by Industrial Work
, Departinent.
2) A copy of rights of company directors or joint investors
-',3)  The recent Balance Sheet and Profit and Loss Statement
4) Features of Investment Plan
5) Names and resumes of key related personnel
6) A éopy of document on Land Rights
7 A copy of Factory Permit issued by Industrial work Department
8) Costs, Specifications and Blueprints of the buildings constructed
9 Details on machinery and equipment to be installed and relevant documents
10) A Copy of industrial promotion certificate of BOI
(10) Resources:

.70% of the funds used for this financing scheme comes from loans from the
Japanese OECE.

(1D ‘Consulting Services:

Caonsulting services are offered to companies applying for financing under the

scheme by one to three Japanese experts stationed in Thailand and 10 or so support

personnel in Japan.

A Ioo}c at the state of use of the scheme in 1986 shows that there were 20 cases of

use in the food processing industry, 11 in lumber and furniture, six in textiles, and four
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Table I-2-19. EIMP: Approved Projects by Loan sizes and Types of Industries

No. of-projcCIs by types of indti_stri.es .

Sizes of loans : : : — —
e Food Garment Rubber Electric Wood & Metal ~Foot-  Toys TOTAL
(Miltion Bahs) - . fumimre | wear (%)
Small scale 9 2 .2 1.7 2 0 1 2
cntc_l"prisgs o S _ _ . 47.1)
0210 - 0 0. 0 ©O0 .2 0 0 0 2
' o (3.9)
1.1-3.0 5 2 0 01 2 0O 1 11
: _ (21.6)
3.1-5.0 4 0 2 1 4 0 0 0 1
| L@l
Mediumscale 11 4 0 3 4 1 1 3 27
enferprises o S ' “(52.9)
5.1-10.0 4 1 0 2 2 1 0 2 12
' (23.5)
10.1-15.0 4 2 0 1 1 0 1 1 10
o (19.6)
15.1-20.0 3 1 0 0 1 (N 0 0 5
| 08
TOTAL 20 6 2 4 11 3 1 4 sl
: S : (160.0)
Source: IFCT

1-80



each in'elettrical and electronic equipment and toys, for a total of 51. This shows that use
of the scheme i$ growing in industries which are now experiencing export growth.
This sclieme is being funded by the OECF for a scheduled three years, starting
1986, but it got off to a very good start in its first fiscal year, so the IFCT is secking
extension of a new soft loan from Japan to further finance it.
The scheme is available to use by companies including superior credit medivm
level firms, so is in a sense competing with commercial banks. To promote future use,

greater management effort will be sought to streamline loan procedures etc.
Problems in IFCT

(1) Problems in General

The biggest problem facing the IFCT overall is the lack of stable sources of supply
of low cost funds. The IFCT has been asked, in view of iis nature as a public institution,
to offer lower interest rates on loans compared with commercial banks. However, it must
set interest rates by the cost plus method, so the rates often end up higher than those of
the commercial banks. - -

The medivm (thréé to five year) and long term (five to 20 year) interest rates of the
IFCT are currently 9 to 13%, but ‘the rates have to be adjusted every year from June. On
the other hand, the interest rate on loans of commercial banks has recently been from 11.5
to 14% - not much different from the rates of the IFCT.

(2) Problems in SSI Finance Facility

The SSI Finance Facility faces the problem of a thin profit margin due to the
difficulties of procurement of low cost funds. As already mentioned the fund raising costs
of the IFCT as a whole arc higher than those of commercial banks and, further, the
interest rates of the Facility are set to be lower than those of the maximum rate offered to
small and medium sized enterprises by the commercial banks. Therefore, in view of its
management as a joint stock company, the IFCT may find it difficult to expand the
operations of the SSI Finance Facility ignoring the costs incurred.

If the number and size of loans are restricted due to the difficulties in raising
funds, only naturally the selection process will become severer. On the other hand, even
the private comumercial banks are now beginning to become interested in superior small
and medium sized projects, o competition with the private sector is becoming intenser.
On top of the lack of a distinctively large difference in interest rates, the application
procedures are considered complicated by the private sector, requiring preparation of
medium and long term sales and profit projections and plans just as the same with a large
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loan project, so the better the project, the more likely the company is to go to a private
- commercial bank. _ B :

* Tt would be desirable if there were greaief 'cxtchsi'on of ‘soft loans from the
government and other means for r_afsin g low interest funds and greater st_ream]ining- of

loan procedures,
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2-4-3. Small Industry Finance Office (SIFO)

The Small Industry Finance Qfﬁcc (SIFO), an organiiation in the Department of
Industrial Promotion of the Ministry of Industry, provides special financing for small
sized enterprlses

The system is summarized bclow

Summary of SIFO

(Objectives and Basic Policies)

(1)  Promotion of Small Sized Enterprises
The SIFO has as its object to supply funds at interest rates lower than
commercial banks so as to assist exisﬁng and new small sized enterprises
and promote their expansion and modemization and new investment.

(2) Interest Rate Policy
The maximum interest rate is supposed to be 2% less than the
interest rétcs of gcneraI chflmercial banks and is not to exceed the interest
rate for similar financing by the IFCT. (Decision of SIFO Loan Board
dated March 10, 1986)

(Loan Regulatlons) _
(1)  Definition of "Small Sized Enterpnses :
Companies in thc 1ndustr1al flcld with fixed capitals of not more than 10
mllhon ~ bahts. ,
2 Compames Covered by Loans
1) Companies with fixed capltals of not more than 10 million bahts
which are
2) Companies which ghgégc in _anyA one of the following:
[1] Manufacture of machinery and parts, rubber and plastic
- brc;ducts,' building materials, processed foods, etc.
[21 Cﬁstiﬁg, ma’éhining, auto repair and painting, and other
- metalworking industries
31 Jewel polishinig, ia_cquqrware production, wood carving,
and production of other handicrafts
14] Production of ceramicware, knives, handwoven fabrics,
handwoven mats, and other cottage industries
(3)  Persons Eligible for Applications for Loans
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(6)

(1)  Individual Person who teceived a license of business

estabhshment and Operauon :

(2)  Juristic person ‘who rccclved a hcense of busmess o

establishment and oper. ation (Ordmary partnerslnp, '

- Limited partnership, Limited Company)

Loan Coverage (Applications) B
(1) Acquisition of land, adjustments, and improvements
(2)  Construction of factories and buildings |
3 Purchase of machinery and equipment ‘
(4)  Purchase of transportation equipment and vehicles
(5)  Operating funds ) )
Loan Condmons dnd chayment Terms

'<Type _1> Dxrect loans

Loan ceiling 500,000 baht
Interest rate 10% a year o
Usage o leed assets, operating funds (however, only 2/3)
Repaymentterm 3 to 7 years (principal and iﬁtérést, monthly
7 pa'ymcnts) '

Grace period About one year
<Type 2>  Joint financing with Krun Thai Bank
Loan ceiling 500,000 baht to 3,000,000 baht
Interest rate 11%a year |
Usége Fixed assets, operaung funds (however only 1/3)
Repayment term 3 to 7 years (principal and mterest monthly

payments) .
Grace period About one year

-<Type 3> Loans of operating funds

Loan ceiling 1,000,060 baht
Interest rate 10% a year for up to 200,000 baht

11% a yeéi' for 200,000 bahtup
Usage S ' '
Repayment term 3’ years (principal and interest, monthly payments)
Grace period ' Three months |
Security (collateral)
(1) Land

() Buildings
(3)  Registered machinery
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@ Bank guarantees
-(7) Fees . .
| (1) - Project analysis: 1% of loan value (payment upon loan
_ contract)
(2)  Fees for setting security: 1% of collateral evaluation (payment
upon setting of security)

- State of SIFQ

(1) Outlook of SIFQ Office _
Location of office: Part of a private three story building (three floors) is rented. At
the beginning, only one floor was rented, but along with the increase in the staff, three
‘floors were rented. To feduce-the image of the SIFO as being a government organization,
itis situated far from the Ministry of Industry. | _
Nﬂmber of staff: - 51. Inrank, aﬂ are uasi-civil servants of up to managerial
level, not government employees.
Office equipment: At the present time, the only official vehicle the SIFO has is
a microbus. It has had this for the past 10 years, It would like a further three to four cars,
but in addition to the cost of purchase, there would be the expense of hiring drivers etc.
and so an increase in the number of vehicles would be difficult budget—wise. The SIFO
- does not have any personal computers yet, but is scheduled to install two through
assistance from the JICA. It has only éne copier and six typewriters.

(2) Funds
_' | The SIFO curréntly has 153 niilIi_on bahts in total funds, with investment having
‘ben increased by 100 million bahts-in 1987. This entire amount constitutes allocations
from the general account, However, the SIFO has yet to receive any actual payments from
the Ministry of Finance, s0 is operating on just the initial 53 million bahts. Out of this 53
- million bahts, 25 million is on deposit at the Krun Thai Bank receiving 5% interest and
the remaining 27 million bahts is on deposit at the Government Savings Bank and the
Krun Thai Bank branches receiving 7.5% interest.

In March 19'88',' an agreement was signed with Canada for 100 million bahts in
free assista'nc_e, 50 the total fund will rise all at once to 250 million bahts. However, it is
still not determined when the money will be paid in the fund.
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Ta b!e 1-2.20, Types of Industries Not Eligible far the SIFO Loan

I Food, Tobacco Bcverage [V Paper and pnntmg -
1 Ricemill = o 14 Prmtmg & writing paper by machine
2 Sugar mill except red sugar 15. Printing shops
3 Ice factory _ V ~_Chemicals and clay products
4 Slaughtering of aninials o 16 ~ Match factories
5 ‘Tapioca products (only new factory | 17 . Soap -
establishment) 18 ‘Monosodium glutamate monohydrate
6 Tobacco 19 Drugs
7 Whisky, beer and other 20 Cement - ' :
alcoholic beverage VI Metal & machinery products
8§ Carbonated drinks 21  Car assembling
II  Textiles 22 Dry cell and battery
9 Yarn spinning .1 23 Cool storage
10 Gunny bag ' 24 Painting factories except car repan'
11 Jute pressing shops :
I I Wood & wood carving 25 Movie productlon _
12 Saw mill ' 26 Factories receiving IFCT's ﬁnanmal
13 Plywood and saving board : _assistance -
Source: SIFO :
Tabl¢ I-2-21. Main Fund Resources and Operation of Funds of SIFOQ
: _ - {Unit: 1,000 bahts)
1981 1982 1983 1984 1985
Fund Resouces
Capital account 33,650 53,650 53,650 53,650 53,650
Liquid debts 69 . 47 69 28 180
Profit and loss account 1,500 1,255 1_ 721 2,214 2,632
Total . 55,219 54,952 55,440 55,892 56,462
Operation of funds . _ -
Cash on hand 6 2 2 S | 1
Cash on deposit at Ministry N _ _ - S
of Finance 1,222 469 642 810 710
Bank account deposits ‘ ' S
Bank of Thailand 11 14 16 21 20
Krun Thai Bank 50,500 50,500 50,500 50 506 - 50,500
Government Saving Bank 862 1,211 1,496 1,629 - 890
Increasing assets 1,171 1,767 : 2,1 18 2,412 2 ;939
Fixed assets 218 182 141 126 96
Other assets 1,229 807 525 393 1,305
Total 55,219 54,952 535440 55,892 56,461
Source: SIFO
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(3) State of SIFO Schemes ~ |
Relaxation of Loan Conditions: To promote usage, the SIFO increased the ceiling
on its loans and lowered interest rates in 1987, resulting in the current loan conditions.
Number of Ioans: Up until 1986, there were an average annual 37 loans made,
but in 1987 this soared to 128 loans. In 1988, about 200 loans are expected to be made.

(4) Character of SIFQ o |

The SIFQO is an organization under the Départment of Industrial Promotion of the
Ministry of Industry and is thus not an independent loan financing' institution with any
 legal basis. It is supervised by the Loan Board, comprised of representatives of various
 government agencies, and the DIP and MOF (Ministry of Finance). However, the
following problems have arisen due to the lack of a legal.basis: {1] since its legal basis is
'vagUS,' it is not recognized as a financial institution under the regulations of the Bank of
Thailand. As a result, as will be mentioned later, it cannot utilize the SICGF scheme for
direct loans. The refusal of the MOF etc. to allow use of soft loans by the SIFO is also
considered to be due to this. [2] The Loan Board examines and decides on loans, but
there are not that many opportunities for the Loan Board to convene - this has become one
reason for the long time required before extension of loans. Further, the members of the
board do not necesshrily have sufficient ability to analyze finances, specialized knowhow
in judging loans, etc., so they do not necessarily make the right decisions in approvals.
[3] The Loan Board and the DIP cannot be said to be sufficiently supervising the
" operation of the SIFO,. so where the responsibility in management lies is unclear and the
management and the operations in the organization tend to be allowed to run unchecked.

While the ceiling on financing in joint loans with the Krun Thai Bank is 3 million
bahts, the limit on direct loans is just 500,000 bahts, not enough for the loans required by
small and medium sized enterprises. There is further a tremendous difference compared
with the 2 million bahts offered under the bill refinance scheme of the Bank of Thailand
and the 5 million bahts offéred by the IFCT. With the emphasis currently shifting to direct
loans, this loan ceiling will have to be raised. ' |

Since there is a temporary no-collateral state from the date of financing to the
setting of security, the land and machinery etc. purchased by the loans cannot be used as
collateral. This represents a considerable difference from Japan, where the purchased
articles can serve as collateral, but in Thailand there are many problems with the
borrowers and under the present conditions it would be difficult to make any sudden

reforms.
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(5) Use of Credit Supplementation System (Smail Industry Credit Guaranice Fund
(SICGE))

User of the SICGF must be a member of the Fund. The Krun Tha1 Bank is a
- member of the fund, so this system could be used for cofinancing of the STFO with the
Krun Thai Bank, but could not be used for direct loans of the SIFO.

The surge in the number of applications and approvals since 1986 has been
largely due to the increase in direct loans. Of the 213 applications made in 1986, 131 were
for direct loans and the remaining 82 for joint loans with the Krun Thai Bank, As
oppnsed to thls, in 1985, there were 29 apphcatlons for direct loans and 55 for joint loans
with the Kmn Thai Bank. In terms of the loans extended in 1985, there were 16 direct .
Ioans and 24 Jomt loans with the Krun I‘ha1 Bank, with Krun Thai Bank Joint loans being
more. numerous up untﬂ 1985. However, there has not been mmch activity in cofinancing
- with the Kmn Tha1 Bank in the past so starting from 1986 the SIFQ has been taking
measures to promote direct loans.

1. Perlodlc dlspatch of staff for visits to three reg ional offices of 'DIP. to
| devclop clients .
2, Requests for cooperation in handhng apphcatlons at DIP regmnal ofﬁccs
3. Preparation of SIFO pamphlets and posters and streamlining of application
' forms _ _ o _ o .
4. ‘Shortening of examin'ati:on time by. bo}st_ering staff for handling loans

5. Increase of ceiling on direct loans from 300,000 bahts to 500,000 bahts
‘ As of the end of 1986, there were 72 bad loans out of the total 159 loans made, Of
the loans made by coﬁnancmg with the Krun Thai Bank, 65 of the 96 or 67.7% were bad
‘and of the d1_rect loans seven of the 63 or 11.1% were bad. A look at the total value of the
bad loans shows 26 million bahts of the 43 million bahts in joiﬁt loans with the Krun Thai
Bank, or 61. 9%, being bad, while only 600, 000 bahts of the 10 million bahts in direct
loans or 5.7 % were bad. Many of the direct loans have been recent, however, and it will
be necessary to wait to see whether the percent of bad loans will rise. So far as the joint
loans with the Krun Thai Bank show, however, the deposits of the SIFO at the Krun Thai
Bank are being gradually reduced and reached 25.5 million bahts in 1986, conespondin g
to the amount of the bad loans, so there may be said to be almost no benefit for the Krun
Thai Bank in using this scheme.
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Problems in SIFQ)

Restrict_ions o.n Expansion of Business due to Insufficient Budget

_ At the present time, the SIFO has barely enough office space and staff for its
opex_‘ati.oﬁs_. It must cover operating expenses by interest on its fund operations and
interest on ité loans, so holds its yeaﬂy operating budget down to about 4 million bahts,
To 1ncrease its business, it has to qulckly open up branches, but under thc present
condmons it cannot hope to do this. _

It is also necessary to provide further tralmng to the staff on plQ]BCt evaluation and
assessment of collateral, but such training is not sufficient at present. Right now a project
is underway with the assistance of the Netherlands, but this cannot be said to be enough.
In addition, the restricted budget for promotional activities limits the SIFO to one official

“vehicle and hampers PR campaigns and seminars.

. Due 10 the restricted operational budget, there is strain on normal activities too and
in _prmmpl_e_ long distance phone calls to customers or the regional offices of the DIP are
p_rohibited, with communications limited to the mail. This is one reason for the slow
processing. Further, the repayment plans of the customers are prepared using common
'calculators, which is inefficient.

_ In 1986, the SIFO increased its loan examination staff from seven to 12, but was
- not able to shorten the loan examination time as much as it wanted so it still takes from
three to four months from application to extension of the loans. In 1986, there were 73
loan applications approved, which works out to six approvals a year per staff, a very poor
rate. In joint loans with the Krun Thai Bank, there are also procedures to be followed
between the Krun Thai Bank and SIFO, so the examination time becomes further longer.

The amount of documentation for loan applications is tremendous and places a
targe burden on the borrower, but the SIFQ is working to streamline it right now.
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2.4-4, Industrial Bill Refinance System of Bank of Thailand _

Sténting in 1986, the Bank of Thailand adopted a refinance system fo%r industrial
bills so as to make av'uiable IIIStlfllUOl}aI fi nancmg to the pnvatc industrial Sectm through
the commercial b*mks and IFCT. Bills for purch'\sc of materials issued by mianufacturers
had been discountable by_the Bank of Thailand at lower rates than the commercial interest
rates, but the [oan conditions were strict etc., so the system was not used much at all for
the eight years of its existence and was replaced by the current system in 1986,

In the current bili refinance system, the commercial banks ha'ndlc"t}:l'e* bill
examination, collateral arrangements, b'iﬂ'purchases and payments, 'r"epo'rts' on fund
~usage, and the rest of the procedures and bear the I‘ISkS The Bank of Thaﬂand
repurchases the bills. ' B '

" Under the present system, further; there is a general scheme and a scheme for
small and medium sized enterprises. The generall indusii‘iél bill refinance scheme and the
small and medium enterprise scheme are summarized in the attached tables. The biggest
differences between the two schemes are that the 1oan conditions of the small and medium
enterprise scheme snpulates the company have fixed assets of less than 10 rmlhon bahts,
extremely easy conditions, and the minimum loans are 30,000 bahts for the general
scheme and 10,000 bahts for the small enterprise scheme. Note that the interest rate on
loans from the Bank of Thailand to the commercial banks is 5% under the generai scheme
and 4% under the small enterprise scheme, with encouragement thus given to financing of
small enterprises. '

Problems in Bill Financing System of Bank of Thailand

(1) Little Hope for Positive Activities of Private Financial Institutions

Loans to small and medium sized enterprises are accompanied by gréatér risks
than loans to large corporations and further offer smaller profit margins. When
commercial banks engage in financing using their own funds, they can lcurrcntly secure a
profit margin of 6 to 8%. To promote use of the present system by the private. commercial
banks, it would be necessary to bring the profit margins under the current schemes closer
to those of private based loans.
(2) Complicated Procedures, Strict Regulations, and Insufficient Publicitization of System

Troublesome procedures are involved in vsing the schemes, so both entrepreneurs
and banks express dissatisfaction with the operation of the system. Behind this
dissatisfaction may be considered to be the following: [1] the company side does not
engage in strict accounting and do not wish to lay open their finances, so it is difficult for
the banks to prepare and submit the financial documents required in the loan procedures,
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[2] there a're'o-nly a few bfanches of the Bank of Thailand, so procedures have to be
handled through the regional chamiels of the handling bank and the head office of the
Bank of Thailand, [3] the branches of the commercial banks do not have sufficient staff
capable of éxamining projects of the small and medium sized enterprises and do not bave
sufficient branch networks in the regional areas, and [4] PR of the schemes is
insufficient, so thc bank staff is unfamiliar with them.

To encourage use of the schemes, it will be necessary to train the staff of the
commercial banks to eliminate their over reliance on collateral and to raise their abitity to
examine projects. Further, since the risk of dishonored bills is borne completely by the
commercial bhﬂks' under the current schemes, consideration should be given to
combination loans under the schemes and the SICGF scheme so as t©o lighten the load.
(Please refes to'2-4-5: Small Industry Credit Guarantee Fund,)
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Penalty for breach 1.

of regulation :
2.
Minimum amount for
each note submitted ;
Note : 1.
2.

Table I-2-22, The Bank of Thai!and's Industrial Credit Reﬁnancing Scheme :

Objectives : L
| 2.

Loan Channél :

Conditions :
1.
2.
3.
4,
5.
6.

Amount of Refinance :

Maturity :

Intesest rates :

To help finance parts of input cost whxle encouragc
the use of domestic inputs and labour. : .
To help promote mdusmes which export their products. N

Funds are prowded via connnercml banks and IFCT.

' Allocated to each prOJect accordlng to the followmg cntcna :

Industnes using mputs from domesuc agncultural sector
of at least 20 per cent of fotal inputs, -

Industries exporting at least 20 percent of total sales value.
Industries employing domestic inputs of at least 50 percent
of total inputs. .

Industries employing Iabour as a major part of total mputs
Industries contributing to rural dcvelopments

- Industries where the values of domestic inputs together with

other domestic expenditures exceed 50 percent of total -

production costs.

or / Industries undertaking manufacturings for export

or/ Assembling undertakings employing domestic i input
as a proportion not less than 50 percent of total input
Ccost.

The refinancing amount will be between 60-90 percent of
neccessary production cost with special consideration given to
medium size industries having fixed asset of not more than -
B200 million.

120 days, the facility will not be extended beyond 5 years.

BOT charges commercial banks 5 percent (P.A.)
Commercial banks charge not more than 7 percent (P.A.)

11 percent (P A.), with additional 5 percent for repeated
breaches within 1 year.

If commercial banks or IFCT commit repeated brcachcs

within 1 year, they will be charged additional 2 percent
(P.A)

B30,000

Industries, where greater than 50 percent of capital is either
foreign capital or equities held by non-residents and having
asset values greather than B30 million while capital values

as proportions of total assets fall below 50 percent, will have
amount refinanceable reduced as the BOT deems appropriate.

The modification of refinancing procedure from discount to
purchase basis, since January 15, 1986, impiles the interest
rate reduction of (.53 percent (P.A.)

Source: Bank of Thailand
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Table 1-2-23,

The Bank of Thailand's Industry Credit Refinancing Scheme for SSIs

Objectives :

Loan Channel :

Condition :

Amount of Refinance :

Matijrity .
Interest rates

Penalty fdr breach
of regulation ¢

Minimum amount
for each note
submitted

Note: 1.

1. To provide low cost funds_for small industries.
2. Conditions involve in obtaining funds are less stringent
than in the case of Industrial Credit Refinancing scheme.

- Funds are provided via commercial banks and IFCT.

‘The definition of a small industry is one which either the value
of capital or net fixed asset does not exceed B10 million.

Allocated to each projects according to the amount needed to
finance necessary cost with maximum amount set at B2
million.{the revolving credit hne)

120 days, the facility will not be extended beyond 5 years.

BOT charges commercial banks 4 percent (P.A)

Commercial banks charge not more than 7 percent (P.A.)

1. 11 percent (P.A.), with additional 5 percent for repeated
breaches within 1 year by the industry concerned.
2. If breaches were committed by commercial banks or IFCT,
~ they will be charged an additional 2 percent.

$10,000

For industries located in Bahgkok Metropolitan area or 4 other specified well

developed provinces, additional condition imposed for obtaining refinance is
that they use labour as a major input.

2. There are 7 categories, 55 items, of undertakings listed which are permitted to
apply for the facility.

Source: Bank of Thailand
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Table 1-2-24, Comparison between the New Scheme and the Old Scheme
© . of Industrial Credit Refinancing Facvility for SSIs~

Old scheme

L New scheme -
Naming ‘ - P/N refinancing facility for SSI  P/N Rediscount facility for
_ e : : SSI
Interest payment . Payable on due date - Payable on rediscount data
Loan atnount - Upto 2 million baht Up to 1 million baht
Each SSI can issue P/N for Each SSI can issue P/N
rediscount three times per year several times, but total
within the outstanding limit of ~ . book value of the P/N
2 million baht (Revolving fund.  issued in a year must not
system) - exceed 1 million baht
{(Fixed credit line system)
Interest rate Intcrcst rate for purchasmg Discount rate for S51
. P/N'from SSI . 8% p.a. :
7% pa. . Rediscount rate for the
Interest rate for rcpurchasmg participating bank
P/N from participating bank v 3% paa. -
4% p :

-(Effectlvc from de‘Ch 1986)

Source: Bank of Thailand
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-+ 2-4-5 Small Ihdustry Credit Guarantee Fund (SICGE)

The need for _t'h.e‘esta'blishmem of the SICGF for the promotion of loans to small
and medium sized enterprises was taken up by the Joint Public-Private Consultative
Commitee in 1983. It was formally launched in the IFCT in 1985 by joint public and
private investment, It is treated as one fund in the IFCT, but is under the control of the
Fund Management Commifte'e, which draws its members from the Ministry of Finance
and financial institutions, and is operated by a separate account from the investment in the
IFCT. The investors and investment amounts are the Ministry of Finance with 10 million
 bahts, the IFCT with 20 million bahts, the Krun Thai Bank with 20 million bahts, and 15
other commercial banks with 60 million bahts, for a total of 200 million bahts,

The fund has as its aims [1] the increase of loans from financial institutions to
small and medivm sized :cnterprises, (2] the promotion of loans to small and medium
sized enterprises in the regional areas by financial institutions through use of the fund,
and [3] promotion of industrial development in accordance with the targets of the national
economic dévelopment plan.

Details of Scheme
1. Borrowers Eligible for Guarantees
Small and medium sized enterprises with fixed assets of not more than 10 million
bahts borrowmg from 200,000 to 5 million bahts. Both companles and individuals may
be covered. The industries covered by the guarantees are based on the industries covered

by loans of the IFCT.
2. Loans Covered by Guarantees
Medium and Long-Term Loans

Overdrafts, letters of guarantee, packing credit, bills, check discounting, and other
short-term loans.
3. Collateral

The SICGF does not demand collateral from its borrowers, but instead makes the
banks agree to use their fixed assets as collateral. However, the banks may demand
collateral from the borrowess for the portion of the loans which cannot be covered by the
SICGEF guarantees.
4, Guarantee Coverage

The SICGF provides guarantees for the amount of loans which cannot be covered
- by collateral, The SICGF will in principle cover up to 80% of the amount which cannot
be covered by collateral. |
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However, it will allow 100% guarantees of the amount not covered by collateral
for pr10r1 ty prOJects along with promotional programs of the government

The aniount not covered by collateral is not dete_rmmed by thc,S_I(_I_GF, but by the
bank providing the loan. The SICGF just examines the guarantees based on the assessed
value grven by the banks in their apphcanons |
3. Guarantee Fee

~ The SICGF Tequires 3 5% of the guaranteed value as its fees, The yeaﬂ) rate 18

constant, but the real fees pard are reduced each year along with the repayrnent
6. Obhgauon for Independent Fund Procurement by Borrowers _

Persons using the SICGF are required to raise 20% of the required funds on their
own.

Current State

Accordmg to a survey by JICA experts sent to the Mlmstry of Industry thc largcr
the size of the commereial bank and the mtcrcst in financing small and medium sized
enterprises, the more this scheme is used. The reason for this is that utilization of this
scheme enables good small and medium sized cnterpriseé which have trouble raising
funds due to lack of collateral to raise funds and enables banks to lend money to small and
medium sized enterprises without woitying aboﬁt the tack of collateral. On the other
hand, criticism was expressed that the apphcatron and approval procedurcs are
comphcated it takes too much time until fmallzanon and the processmg of the guarantees
when loans are dishonored is siow. .

There were 43 credit guarantees made in the first half of 1987 worth 27 5 million -
bahts, of which 35 cases worth 20.1 miilion bahts were for loans to companies in
regional areas and eight worth 7.4 mrlhon bahts were for loans to companies in the
metropolitan area. There have been 59 guarantccs provrded worth 35.9 million bahts,
" since the start of operations in November 1985. As of the end of February 1988, the
number of guarantees had soared to 156 cases.

Note that the SICGF is scheduled to start loans and guaraniees to reglonal
enterprises through the assistance of USAID. "This project is summarized below:

Qualificétions for use Only regioﬁally located _projécts, not including six
provinces nearby Bangkok | :

Loans covered Operating funds etc. Gﬁ_ara_ntees also provided. Up
to loan ceiling of Iohg—_term loans and limit of assets
of borrowers: Loan ceiling is 2.5 million bahts and -
limit of fixed assets of borrowers is 5 million bahts.
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Repayment term - Repayment of year or more after half year grace
. period
Industries covered by loans  No restrictions

This scheme will last until Sgptembe‘r 30,1996.
The scheme has US$8 million in funding and is scheduled to receive US$40,000 a
year in subsidies for expenses.

Other Maﬁem

The SICGF has a staff of 19. It has just one personal computer, one copier, and
several typewriters, so is not very well equipped.

The ceiling on guarantees is presently the 200 million bahts of the total fund.
Consideration is being given to raising the ceiling on the guarantees to two to three times
the fund, but an increase in the fund itself is desired 1o ensure the stability of operations.
The SICGF is pfesently just one fund in the IFCT, but consideration may be given to
establishment of a _corpox_'ation bya special law after five years of experience.

Problems =

1. The operating costs have to be covered by the guarantee fees and the
interest on the fund, so the operating funds are limited. Therefore, there is strict selection
of applice{tion$_ and projects which "scernin‘gly might end in default are eliminated. The
road to applicatibn of the system to small sized enterprises, which really require the
guarantees, is tﬁereﬁfore shut. To promote application of the system to small, weak
enterprises, it will be necessary to consider increases in earnings‘ through expansion of
business and supplementation of busiriess deficits by the Ministry of Finances.

2. Thé guarantees are provided through the commercial banks; but the staff of
the commérciai ‘banks themselves often lack the ability to examine projects. For the time
being, it will be necessary to shorten the time required for the processing and to increase
business eérnings through development of new custonters by examinations by the fund's
own staff and by the establishment of regional branches. -

3.  'The current'guarantées are limited in principle to 80% of the amount loans
not covered by collateral, but it would be desirable to raise the guarantee coverage to
100% to promote more positive use of the scheme by the commercial banks,

4. ' This scheme does not cover the direct loans of the SIFO, a similar
organization aimed at providing financing for small and medium sized enterprises, so the
effectiveness of the two systems is reduced. It is necessary to consider some means for
. strengthening the ties between the two systems.
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Table I-2-25. Summary of SICGF's Credit Guarantee
Approval (As of February 1988) (2)

Number of Approvals

Region : Project  Guaranteed Amount
' ' - (1,000 bahts)

North . 51 . 28,398
- North East 19 9,183
South ' 33 : 23,039
-~ Central 25 ' 19.663
_ 128 80,283
Metropolitan Area 28 21,841
- Total 156 102,124
Average S 655 (Bt'000)/Projet
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2-5. Industrial Promotion in the Other Countries
2.5-1, South Korea's Ilidust_rial Policy

"The main di_étingtiiéhin g feature of South Korea's industry promiotion policies has
been the strengthening of export-oriented indsutrialization under the supervision of the
government. During the 19505 after the cnd of the Korean War, like other developing -
countries, 'South Korea started to implement import substitution inddstl'i_alization polcies.
However, faced with the cbhstraints of a small domestic_markét,.its policies changed

@irection in the early 1960s so that"'they' were now export-o-rieiitediindus_trial_ization
policies aimed at export markets. Exports were used as the "engine for growth", and in
the sense that they have brought about today's economic growth Korea'’s industrialization
has had a considerable impact on the development péiicies of other developing countries.

An outline of the course taken by South Korea's industrialization policies and
industry promotion polcies will be examined below in the context of the six Economic
Development Five-year Plans (hereafter referred to as Five-year Plans), 1

1. Industrialization Policies of the 1950s

As a consequence of the Korean War which started in 1950 and continued for
three years South Korea's industrial base, which was fudamental for industrialization,
was destroyed. Also, prior to the war industry had been concentrated in the northern part
of the peninsula so that with the partition between north and south South Korea was left
little industry and only an agricultural sector existed. The scale of the damage caused by
the war was such that it was equivalent to two years' worth of GDP for South Korea at
that time, and as such deaft a crushing blow. Consequently, South Korea's
industrialization began with what little remained in the way of agriculture and light
industry. o

Aid from the United States formed the basis of the country's move towards
industrialization during the 1950s.2 The U.S.-South Korea Mutual Security Agreement
was formed as a bridgehéad for the allies in the Far East and large supplies of aid (wheat,
unrefined sugar, raw cotton) entered Korea from the United States through PL 480. On

1 The following sources were used as reference materials in regard to South Korea's -
industrialization policies: "South Korea's Plan for Industrial Development”, Institute of
Developing Economies; "Asian Nations' Policies, Chapter Seven”, Institute of :
Developing Economies; "Venture Capitalism in South Korea”, Toshio Watanabe.

2 UlgS aid given to South Korea during this period was worth in excess of $3.0 billion up
to 1961,
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the basis of this aid, the ﬂour milling, sugar, and textile industries, also known as the

“three whxtc mdustnes , began to flourish during this period. However, the
industrialization which occurred mamly in relation to these "three white industries" did not
continue long. In less than no time the small domestic market was saturated, and in the
late 1950s investment in surpIus plant and equlpment occurred.

‘Then, once into the 1960% the aid from the U.S. which had been gratis was
changed so that it was now given in the form of loans thus making it necessary for Korea
to break away from its dcpcndence on U.S. aid.
| 'I'hrough its consistent government leadership the Park adminiétraﬁon, which came
to power as a result of a military 'cou'p on 16 May, 1961, adopted industrialization policies
until Park's assassination in 1979. A "policy of export-oriented industrialization" was the
direction which the Parkladministration took for achieving eéonomic development,

This pohcy mvolved promoting industrialization through the sale of labor-
intensive goods on export markets by making use of South Korea's abundant resources
of low-paid labor. The factors which were behind this policy were: (1) South Korea
mainly existed of agncuitural regions where there was a surplus in population and in
order to mdustnahze capital goods had to be imported from advanced countries. Although
m order to import, forelgn exchangc had to be earned through exports, the only goods
which could be cxported were labor-intensive light mdustnal goods; (2) The 1960s was a
penod of ! 31multaneous growth" for the world economy, and the climate for export was
good. In advanced countries a rapxd change was taking place in their industrial structure
Whereby labor-intensive _industﬁes were declining, thus making it possible for Korea to
take over these areas.

Under such conditions the Five-year Plans began under the Park admmlstrauon

2. First Five-Year Plan (1962—66)

The basic objectives of the First Five-year Plan were to correct the vicious social
and economic circle and to achieve an independent economy. With this basic structure the
mai_n objectives were to secure encrgy resources, expand indirect social capital, construct
key industries, and improve the country's international balance of payments through
increasing exports. |
_ However, domestic savings were little and aIthough positive attempts were made

for the induction of foreign investment these resulted i m failure. On top of this came the
confusion which accompanied the currency reform in 1962, with the result that during the
second_ year the plan came to a halt and from the third year on the objectives were adjusted
downwards. As a consequence of this downwards adjustment the trend towards exports
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became much stronger through such moves as the strengthening of the ekf)ort import
Imkage system, a decrease in export finance mterest rates and the estabhshment of
KOTRA (Korean Overseas Trade Assoc1atlon) :

_ For example, it was considered that an export mdustly mamly in the pnvate sector
ought to be established and so a number of medsures were taken. These mcluded export
income tax reductions and exempttons a preferenttal tax system with spemal rebates
exemption of import duties, and special government finance.

During this period exports. increased 500% so that whereas they had been worth
$55 million in 1962 they amounted to $254 million in 1966. Goods exported consrsted
- mainly of light industrial goods such as textiles and sundry goods .

The following helped resolve the foreign exchange shortage durmg the penod of
the First Five- -year Plan: 1) the induction of right of claim funds from Japan (supply of
gratis and considered funds,1 which became possible through the normahzatton of
relations between Japan and South Korea in 1965; and 2) its success in obtammg loans
worth $150 million as a result of sending Korean armed forces to the Vletna.m War and
special procurements for Vietnam. _

The export-oriented development strategy which was made clear in the First Five-
year plan was an extremely high political risk. One reason for this was the necessity for
foreign capital because of the reliance on foreign capital for investrent funds. In 1962
83% of total investments was derived from foreign capital. Also, there were no plans
whatsoever to pay back from export income the overseas loans which ‘had_ ac.cornula_ted
from the 1950s up to 1965. It was QUite natural that President Park himself,‘since
December 1962, had taken the position of chairman of the Committee for Gro;vth for
Export Promotion which comprised of high govémrﬁent officials and leaders from the
financial world, and took the lead in the promotion of exports.

3. Second Five-year Plan (1967-71)

"The Second Five-Year Plan aimed to increase employment and improve the
balance of international payments through the promotion of the industrialization of the
heavy and chemical industries, increased exports and import substitution which were
directed at modernising the industrial structure. _

During this period the government selected 'priorit_y industries which were to be
fostered and it also enacted specific measures for their promotion and development. These
comprised of the folowing six pieces of Iegislatioh: 1) Petrochemical Development Act

I For the 10-year period from 1966 this amounted to $200 million in considered and $200
million in gratis funds.
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(1966); 2) Shipbuilding 1ndusﬁﬁr Promotion Act (1967); Machine Industry Promotion Act
(1'967), 4) Electronics Industry Promotion Act'“(1969‘) 5) Steel Industry Promotion Act
(1970) “and Non-ferrous Metal Refmery Act (1971) These industries were selected
because: 1) they could be devcloped into industries which had a high acqmsltion rate of
foreign currency: 2) the effect they would have on related industries and on creating
employment and 3) their key i 1mportance as industries.

As for the specific measures which were taken, the govemment put pamupatmg
compames undera hcensmg system, and ook special preferential measures in the areas of
taxation and finance (a promonon fund was estabhshed)

~ Then as part of putting the infrastructure in place it started creating industrial
comiplexes and enacted the Export Industry Industrial Complex Development Act (1964),
the ExpOrt/Frc‘eZon’c Establishment Act (1970), and the Industry Base Developmcrit
‘Promotion Act (1973). Although this policy was an effective means for an industrializing
country, because it centered on .large—scale industrial complexes in ten or so places the
result was that they were concentrated in the coastal zone in the southeast of the country
which meant considerable costs in relation to the provision of housing for the relocated
workers. |

In 1969 the Masan Free Zone was established based on Taiwan's Kaoshun Export
Processing Zone. '

During the period of the Second Five-Year Plan work on a network of
expressways ( Seoul-Pusan Expressway, Seoul-Inchon Expressway) was started and
plans were devised for a iron rndxiufacturing plant. The plans for the plant included the
formation of KISA which was formed in December 1966 comprising of iron
manufacturing companies from the U.S, West Germany, Great Britain and Italy.
However, claiming that the project was not very economically viable the U.S. and West
Germany pulled out, thus causing a temporary stalemate. But with the cooperation of
Japan as well, work on the project finally started in April 1970 and it became responsible
for the heavy and chemical industrialization of the 1970s.

4, Third Five-year Plan (1972-76)

“The Third Five-year Plan aimed at an higfﬂy advanced industrial structure which
would lead to full-scale heavy and chemical industrialization. A number of important
pieces of legislation were enacted to make this possible. For example, in 1973 the Foreign
Investment Induction Act which had been enacted in August 1966 was revised and the
induction of foreign capital became one of the cornerstones of industrialization.
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- Also, various financial organizations were estabhshed in order to effect heavy
mdustnahzatton The People's Investment Fund was estabhshed in 1976 the South
Korea Land Bank in 1975 and the Import- Export Bank of South Korea was established
in 1976. Preferential interest rates for loans were 1mp1emented and greater prowsmn was
made for incentives for the heavy and chemlcal mdusmes —

Instead of labor-intensive industries such as the texttle and footwear mdustnes
capital goods import substitution mdusmes such as the petrochemtcal shtpbulidmg and
steel industries, were demgnated as prtouty industries. .

Although in 1973 in the second year of the plan 8 1mp1ementatton the ﬁrst oil
shock occurred bringing about a shortage of forelgn curtency, South Korea was able 1o
overcome this through ItS construction pro;ects in the Middle East and the skilfull
selecuon of export markets. However the oil crms dld brmg about a change to the
development strategtes whtch were the result of an ‘excess of government aid for export'
promotion at that time. A change was made over to encoumgmg heavy and chemical -
mdusmahzauon through import subsumnon for capltal goods and intermediate goods, and
to direct export incentives mvolvmg the tax system and preferenttal interest rates Also,
-part:tcula: emphasis was placed on indirect incentives such as export promotion rates,
export processing zones and attracting forelgn export compames _ o

During the pertod of the plan progress was achieved in heavy and chemlcal
industrialization, as symbolized by the completton of the Pohan, Iron Manufacturmg Plant,
the start of production of the "Pony" by the Hyundai Motor Company and the
construction of a 260,000 ton tanker by Hyundal Shlpbutldlng

5. Fourth Five-year Plan (1977-81)

The priority objectives 'of_ the Fourth Five-year Plan wet'e to make a high-level
industrial structure and to carry out technical reform. With these objectives higher
domestic production ratios were set for the machine 1rtdustry and a change was sought
over to increasing the quality of consumer goods rather than the volume, Also, the
industrialization rate for heavy and chemical industries was raised.

While in November 1972 President Park had stated that it was the govemment 5
objective to reach exports of $10 billion by the year 1980, this goal had been attained in
1977. When he addressed a gathermg ata celebratory party held in Seoul on 22 December
1977 President Park said, " West Germany needed 11 years before its exports increased
from $1 billion to $10 billion, Japan needed 16 years, but South Korea achieved this i in
the space of seven years'.

1-104



However, the Fourth Five-year Plan saw the first time c.ver since the long-term
plans were first lmplcmentcd that the targets were not met by considerable margins (refer
Table 1. A number of factors were behmd this, including the second oil crisis, the low

~growth of advanced countries, the rise in protecnomsm and the assassination of President
Park who had untal then prov1ded strong leadcrshxp In addition to this, the strains which
had been cause_,d by Korea's past rapld_ industrialization began to appear at this time.
Because the industrialization of the heavy and chemical industries which the government
had been strongly prémo'ting had occurred mainly among the zaibatsu the development of
medlum and small-scale manufacturers laoged behmd As a consequence, irade deficits
bccame a matter of course because of the increase in imports of consumer goods and
intermediate goods Also labor-mtenswe goods lost their comparative merit because of
the inflation wlnch drove up wages, and other dcvelopmg countries had started to catch
up. 4
' “The statt of thc"reorgaﬁi'zati’o'n of the heavy and chemical sector which began in
1980 and included the reorganization of the zaibatsu companies and the abolition and
-amalgamation of heavy and chemical industry companies brought some confusion to the
economic world and caused a decline in economic activities.

6.  Fifth Five-year Plan (1982-86)

With the target of correcting the strains in the Korean economy which became
exposed during the period of the Fourth Five-year Plan and the qualitative expansion of
the economy rather than quantiative expansion, the basic objectives of the plan were 1)
stébillityl; 2) efﬁciéﬁcy; and 3) eq.uilibrium' Ti is true that in the short term the strategy of
quantatlve expansmn was effective in bringing about hlgh growth. However, it also
brought about an increase in the supply of foreign currency and a decrease in the savings
ratio and also lowered international competitiveness and put the balance of international
payments into the red. Furthermore, it widened the gap between the various income
| groups and created an imbalance between the regions.

The Fifth Five-year Plan started with the intention of overcmnmg these problems,
but starting in 1982 inflation started to decline and the rate against the US dollar steadily
began to decline as a result of the floating exchange system {1980) under the basket

- system for foreign currencies.

Development strategtcs since 1981 have featured 1) price stabﬁlty, 2) market
cpcnmg, and 3)a balanced economic growth. Price stablllty was sought through a tight
monetary policy, retrenchment in finance, and controls on wages. Market opening
policies have been put in practice since the establishment of the Fair Trade Commission
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w1th1n the Economlc Planmng Agency and the enactment of legslatlon concemed with
monopoly regulations and fair trading. The percentages for the 80 hberahzed 1mport 1tems
were rapldly increased w1th 1979's 68.2% rising to 74. 7% by 1982 and 91. 5% by 1986
The nuamber of 1ndusmes for Wthh foreign investment was posmble '1180 mc:reased by the
year, As for balanced economlc growth steps were taken for the dxspersal of industries
among the regions and the fair distribution of i income. However, these did not necessarﬁy
bring about satlsfactory results

In the latter half of the plan's duratlon, since autumn 1985 the appearance of the
"three Jow merits" has proven very beneﬂcml for South Korea' 5 econormc growth and for _
its exports. The most significant developments durmg the period of the plan were the
stablhty in prices brought about by the decrease 1n the cost of petroleum and pnrnary
products and the i 1mprovement of the current account balance, espe(:la]ly the 1986 current
account surplus of $4.6 billion and the decrease in the overseas debt balance (from $46.8
blihon at the end of 1985 to $44.5 billion by the end of 1986).

7. The Sixth Five-year Plan (1987-91)

During the first four Five-year Plans the entire emphasis was placed on expanding
the economic pie, and afterwards various strains which accompanied that began to appear.
While the main objective of the Fifth Five-year Plan was to correct these strains, the Sixth
Five-year Plan was centered on "the construction of an 1ndependent growth base for "a
firm trend of surplus for the balance of international payments".

The following are the six ma_]or pohmes contained within the Slxth Flve-year Plan:

1) The continuation of appropriate growth for the expansion of employment

opportunities: ' _
~ 2) A settled trend of surpluses for the balance of international payments and an”

easing in the foreign currency burden;

3) The promotion of a harmonious mdusmal structure and turning the country mto
a technolog1cal country;

4) Developing ethbnum between the regions and rev1tahz1ng the regional
economies;

3) Increasing welfare for the people and promoting equity;

6) Revitalizing the market economy system and re-estaolishing the function of the
government. ' . - '
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_ In addmon to puttmg ‘the Slxth Fwo yedr Plan into effect South Korea faces
some dlffzcultles due to the mternat:onal Situation today These include the move towards
protectionism in the U.S. _and the pressure Wthh_ has been applled to South Korea to
open up ité markets, prcssure'to re{rlalu'e'its currency, and the rapid rate at which other
developmg nations are catchmg up. It would seem that some time is needed until the
_rehancc on exports which has continued up until now is corrected.

Furthermore, the 1mprovemcnt in the balance of international payments depends
on the outside factors of the ' three 1ows , and there is no guarantee how long this
situation w111 continue. It is necessary for South Korea to work on strengthening the
economic base through fostermg the medium and small-scale enterprises which supply
intermediate goods and paris.

In order to succeed in research and devclopmcnt; raising the level of export goods,
and corope_tition 'wit'h the later 'devel:oping countries, it is necessary that the transfer of the
latest in technology take pl_ac_e and the capacity for research and development be
strengthcnéd. In order to achieve this the Sixth Five-year Plan makes provision for the
investment ratio for science-and'technology as represcnted by GNP to increase from the
1985 level of 1 A% to reach 2.5% by the year 1991 (refer Table 2).

The busmess management of the zmbatsu which have up until now sustained
South Korea s economic development has also reached a turning point. First of all the
zaibatsu are now faced with the changcover to the next generation in their top positions.
Secondly, there is mounting criticism about the monopolistic situation and the way in
which they carry too much weight in the South Korean economy. Then thirdly there is the
call for a shift over to the "large variety small lot production” system from the "few goods
mass production” system as the industrial structure is being improved, and there is the
~ question of how effective their mzinagement systems will be in respect to their vertical
management structure, elc.

Although the realization of the S1xth Five-year Plan will be influenced
conmdcrably by outside factors such as the situation surrounding international economies
and politics, South Korea's mdependent economic base is firm and it now remains to be
seen whether Korea will be able to join ranks with the economies of the advanced nations.

8. Features of Scuth Korea's Industrial Policies
As we have seen above, the first characteristic of South Korea's industrial policies
and industrialization policies is that they have been carried out under government

guidance. Secondly, economic development is sought with exports forming the base
accompanied by a number of welcome preferential measures being given to exporting

I-107



companies. The third point of s:gmficance is that the capltal needed fm industrialization
has depended on loans from abroad and direct foreign mvestment Then fourthly there is
the way in which Japan has been kept in mmd as a model for economic develop_ment,
with copies having been made of various Japanese systems Also, a numbeér of similar
pohcles have been introduced in Korea ‘One example of this’ is the estabhshment of
KOTRA, which resembles JETRO as an orgamzatton for the: promotlon of trade.

It could be said that the fmance system ‘has proved 10 be very effectlve as a
measure of promotmg industry in South Korea. Since the First Five- -year Plan each of the
plans has been advanced by way of the government s induétion of funds for limited
allocation. The various fmancuu orgamzanons associated with the South Korean
govemment have been in charge of the allocation of funds for the i 1mportant polcxes and
their nnplementatlon (refer Table 11). _

In regard to export flnancmg, a number of preferentlal measures have been taken,
among which are interest rates whrch are cons1derably Tower than nozmal rates 1 Smce the
Second Five-year Plan in pameular preferenual development measures were taken for
each separate priority industry in regard to the importation of capltal goods and raw
materials and the tax system. In the case of the pr10r1ty mdustnes promotlon measures
have been taken for each individual mdustry in regard to fundmg The estabhshment of
the "Machine Industry Development Fund“ on the ‘ba31s of the 1967 Machlne Industry
Promotion Act is just one such example In addition, the ﬁnancmg system was expanded
to include funds, such as the Industnal Complex Creanon Fund and the Petrochemlcal
Industry Construction Fund for the mdustnahzatlon of the heavy and chemlcal
industries. _ :

During the period of the Third Five-year Plan the "Pe0p1e s Investment Fund" was
created for increasing the supply of long-term cap1tal for exports and the heavy ‘and
chemical industries.

A particular feature of Korea's finance is the existence of ' prlvate bonds" as a
form of unsystematic finance. The private bonds are not the surplus funds of individuals
or companies which are directed at banks or other sjrsternatic financial organizations.
Rather, they are used for direct loans made to companies or for the purchase of bills and
are a type of finance which aims to support real interest rates which are hlgh The interest
rates for the private bonds range between 4-6% per month, and it is common for only
small and medium-sized companies and companies affiliated to the zaibatsu which do not
receive the advantages of guidance policy finance to depend on the bonds,

1 The role which low interest finance has played has been cons1derable For instance, in
1965 when interest rates for commercial loans were 26% exporting companics were able
to borrow up 10 78% of necessary capital at the low rate of 6.5%.
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Also, in South Korea there is a custom of mutual aid finance called "Kei". Funds
Wthh are gathered from this system earn high interest rates on the private bond market
through finance brokers. A survey undertaken in 1981 revealed that 64% of savings
derived from the nation's honsehold budgets are put into private finance markets such as
the private bonds or kei. _

Because the people's "angler" finance market is large, in 1984 the domestic
savings ratio for South korea was 26.5%, lower than Taiwan's ratio of 30.5% and
Japan's 31.6%. |

Behmd the overseas loans which sustamed South Xorea's economic development
in respect of capital lie unsystematic factors within the country. A decisive factor in
establishing an indepehdent finance system which would not depend on loans from
abroad will be whether it is possible to concentrate the nation’s savings in financial
organizations to & greater extent than at present.

- In addition to the policies concerning heavy and chemical industrialization which
were promoted in the Third Five-year plan the provision of incentives in the tax system
also brought results. For example, companies which invested in priority industries such
as the petrochemical and shipbuilding industries were exempt from paying corporation fax
and income tax for aperiod of three years, and for the followin g two years after that were
exempted from paying 50%. Also, companies which invested were given either 8%
investment credit (10% for domestic machlnery and equlpment) or permitted 100%
special deprcmatmn (1974).

These kinds of financial and tax incentives stimulated the private activities of
South Korea’s zaibatsu and it could be said that they brought about the favorable
circulation of private investment and ecoromic development. Furthermore, the Korean
people are very concerned about the education of their children, and so being able to make
uise of an abundant high quality work force was an important fundamental condition for
carrying out industry promotion policies within Korea.

It is perceived that South Korea's future indusiry policies will entail the fostering
and strengthening of technology related to advanced technology and engineering, and that
it will move towards securing international competitiveness (refer ustration 1), As
pressure from the U.S, to open up markets is increased and the later developing countries
catch up, South Korea's industry policies will promote liberalization and will include the
task of joining the ranks of the world's advanced nations.
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2.5-2, Taiwan's Industrial Policy
Industrial Policy Transitions
(1)  Points of Departure

Tainwan's industrialization began at the end of World War II',' when the
Japanese monopoly capital and industrial facilities and infrastructure built up by
smali enterprise during the pre-war occupation were nationalized to create a national
capital monopoly. Since it began with the reconstruction. of industry and eriterprise,
the transition from the refuibishing of old facilities to an expansion of production
was accomplished rather easily. By 1952, in fact, production of primary industrial
goods had exce_eded the highest levels of the pre-war period. - = -

The vital foundations of Taiwan's industrial policy and industrialization
strategy can be traced to three events: first, the currency reform of 1949; second, the
agricultural reforms carried out during the years 1949-1953; and third, the influx of .
capital from the mainland during these same years.

At the time of Taiwan's establishment the new nation faced many difficulties,
including the employment problems brought about by a dramatic population increase
(with two million refugees from the mainland joining the six million native’
Taiwanese), the economic stagnation that resulted when Japan cut off economic
relations, and severe inflation. The government responded with two major policies:
the currency reforms, which aimed at a policy of monetary equilibrium independent
of both fiscal and financial policy; and the agricultural reforms, which were carried-

out by the Kuomintang administration in oxder to dissolve the native land-owning .

population and consolidate their political power base on the island.

The currency reforms brought a neutral budgetary and financial policy
foundation to the Taiwanese economy and eventually led to relatively stable prices
and the development of a healthy savi'ng.s—'investment' mechanism. Furthermore,
small- and medium-sized businesses in the agriculture, forestry, and mining ficlds
that were difficult for the bureaucracy to manage were sold_off to private investors,
as were large cement and paper manufacturers (the latter in the form of making up for
insufficient compensation). In this way; landowner capital was transformed into
commercial and industrial capital. The inflow of enterprise and éapitai from the
mainland (primarily in the spinning industry) also made a significant contribution to
later development of private capital. The inflow of people and money, in addition to
breaking up a huge national capital nionopoly and promoting the growth of private
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capital, ultimately played a major role in the growth of the Taiwanese ¢conomy as a
whole. '

(2).  The Development Process and Transitions in Policy Emphasis

Withthe mitigation of inflation brought about by the currency reforms, the
success of .the epochal land reforms, and the éffective utilization of 1.8, aid,
postwar reconstruction progressed steadily; by 1953, in fact, bo_th agricultural and
industrial production had returned to pre-war levels. In 1953 the first of the nation's
_economic development plans was unveiled. Aliogether, there have been seven: the
First Economic Construction Four-Year Plan (1953-56); the second plan (1957-60),
which emphasized import-re'placing industrialization; the third (1961-64), fourth
(1965-68), and fifth (1969-72) plans, which stressed export-oriented
industrialization; and the sixth plan (1976-81), which stressed heavy
industrialization, with the 1980s being touted as the decade for advanced
industrialization. -

1. Industrial Policy During the 1950s (1953-60) |
-- First steps toward import-replacing industrialization ~~

Tn accordance with the slogan of the day, "Cultivate agriculture through
industry-and develop industry through agriculture,” the government's industrial
policy centered around agriculturc. Since Taiwan's economy had yet to fully
recover, the primary objectives of the first four-year plan were to develop industries
(mainly in the durable consumer goods sector) capable of producing substitutes for
imported goods, eliminate shoftages_ in daily necessities for the people, stabilize
prices, and improve the natioﬁ's international balance of payments. In order to
realize these goals, the following concrete steps were taken:

a. Emphasis was placed on the distribution of capital to the electric power
industry, as a foundation for industry, and the fertilizer industry, as a foundation for
agriculture (the latter specifically in order to increase production and exports of rice
and sugar and reduce the nation's dependence on fertilizer imports). '

b. Funding for these efforts was provided through national savings and
export income, with the remaining portion being made up for with economic aid
from the United States. :

c. In order to efficiently utilize the limited foreign CUITEncCy reserves, a
comprehensive import plan for necessary goods was established that provided clear

I-111



distinctions between products'to be procured with foreign currency (i.e., U.S, aid)
and those to be purchased with on-hand Taiwanese reserves. .

d. High tariff barriers were erected to protect local industries, thcn in the
process of recovery. ‘Low tariff rates would be levied on an exceptional basis for
those imports deemed necessary. '

e. In order to achieve the above goals, st'rict_import' regulations such as the
Import Permit Items List (7) and an import liéensing sySt_e‘m were enacted, Included
in this administrative system were import prohibitions and restrictions coveriilg'
product, origin, and intended use.

f. Adoptionof currency management using compound exchange rates.

The use of compound exchange rates made it possible for the: government to
keep down the p'rices of necessities while at the same time making unnecessary,
nonurgent items prohibitively expenswe This resulted in a de facto ' sortlng of all
imports. ' . , :
During 1953 -61, the econommy was host to several phenomena unique to the
import-substitution penod such as overvaluation of the currency, a relauvely high
rate of inflation, and an increase in the national budget were present, but annual
economic growth of more than 7% was recorded under the first two economic plans.

From the 1950s through the early 1960s,. the financial sector and
government-managed enterprises in all fields of industry played a major role in place
of ﬁrivate enterprise, which had not yet grown _sufficiehtly. Duaring this time,
however, accumulated private capital, consisting of capital from the mainland as well
as new local funds, grew steadily, and by the time that the export drive of the 1960s
was about to begin a foundation for the development of labor-saving processed :
goods had already been established.

2. Industrial Policy in the 1960s
-- The transition to export-oriented industrialization --

By the end of the 1950s, the development of impo'rt-replacing industry had
been accompanied by drastic increases in the 'produc,tion of textiles, agricniturnl
goods, and other industrial products. By 1958 the domestic market had reached its’
saturation point, and so private enterprise began looking to overseas markets. It
became increasingly recognized in government circles that, in order to allow
continued industrial development and economic growth, forei gn markets would havc :
to be utilized. |
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The Taiwanese economic environment during the period from the late 1950s
to the early 1960s was characterized by the following conditions:

‘1) The economy was plagued by a continuous international balance of
payments deficit exceeding $100 million,

+ 2) The urgent need for a change in policies to a self-powered type of
gbvérnmént became apparent as U.S. economic aid was switched from grants to
loans and signs could be seen of reductions and even cutoff.

 3) Facility inv_estn_ient and raw materials had become responsible for over
90% of all imports. Since these imports were imperative to further economic growth
it was difficult to impose import restrictions, and in order to improve the international
balance of payments it became necessary to promote exports.

. 4) The government-managed key ihdustries_ had been consolidated, and
private enterprise had grown. Furthermore, Increased agricultural productivity had
resulted in the emergence of surplus agricultural labor, thus preparing the soil for
development of industrial sectors. In addition, work on the development of a
transportation network encompassing domestic and international ports was
proc:eéding, and the conditions required for exports had all been met.

- The third, fourth, and fifth four-year economic construction plans of the
1960s were thus situated at a time when the foundations had been laid for export-
oriented industrial development. Domestically, budgetary policies were enacted to
stop the increase in defense expenditures, and trade reforms were enacted to
liberalize imports, eliminate the compound exchange rate system that had hindered
exports in the past, and correct the overvaluation of the currency. Interest rates were
also brought in line with effective market rates. Externally, aggressive programs to
attract foreign capital were introduced.

Superior compatibility and mobility were required of the concrete policies
directed toward export-oriented industrialization, including import tariffs, import
administration, and exchange rates. These were to contribute to the promotion of the
various domestic policies. _ '

First of all, the high across-the—boa_rd tariffs were reconsidered, and the
government began a gradual roli-back of all import duties, allowing rapid progress in
the liberalization of imports. Among laws established for the promotion of exports
were the Investment Promotion Act, the Foreigner Investment Act, and the
Technology. Cooperation Act, and preferéntial tax treatment for production and
investment was utilized. In 1965, with the creation of the Kaohsiung export
processing district, foreign capital was aggressively sought out. Bonded factory and
warehouse systems were also established.
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- Foreign-owned multinational corporations were the leading-’e)cportérs but
local small- and medium-sized export enterprlscs began exports through the use of
foreign and overseas Chinese trading company networks and began to mcrf:ase their
share of total exports. Mergers between smaller trading firms and joint ventires with -
foreign-owned firms were also tried, but the organization of such comprehensive
trading firms proved to be difficult, '

3. Industna] Pohcy during the 1970s
- '[‘he road to ﬂex1ble heavy chemical mdustnahzatmn --

Under the third, fourth, and fifth economic construction plans, export and -
processing type industries developed with the mtroducnon of foreign capital, exports
grew rapidly, and the Taiwanese economy achieved amazing growth. The export—
oricnted industrialization,. howmfer, also had several weak points, including an
overabundance of light industrial products and a continuing reliance on‘i'mp_ort's'for :
intermediate raw materials and mechanical facilities, In order to improve this
situation, heavy chemical industrialization policies, which mjght better be described
as a policy of "second import-replacing industrialization”, were énacted. In the sixth
plan beginning in 1973, most of the emphasis was therefore placed on the promotion
of heavy chemical indusiry. ' '

As a comlementary pollcy to the sixth economic construction plan the "10
Major Consiruction Projects”(?) plan (1974-79) was begun as a counter-inflationary
measure, The economic plan itself was brought to a standstill only thiee years into '-
its implementation because of the worldwide recession that followed the first oil -
crisis, but the "10 Major Construction Projects” plan continued, clearing the way for
expanded production at nationally-managed enterprises and a consolidation of
industry infrastructure. This plan attémpted to nurture the steel, shipbuilding, and
petrochemical sectors by mandating the creation of three large state-managed
enterprises -- China Steel, China Shipbuilding, and China Petroleum. The rcmaining'
seven projects, however, were aimed at the social infrastructure -- highways,
railroads, airports, maritime ports, etc. -- and investment in the petrochemical
industry fields represented only 20% of the total for the plan. '

In order to overcome the structural weak points that had become evident
during the oil crisis and achieve modernization of the economy, the medium-term
economic construction six-year plan (1976-81) was selected to replace the
unsuccessful sixth plan. Emphasized in this plan were the preparation of social’
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capital (mainly the above-mentioned.ten 'c_:ons'truction projects) and the promotion of
agricultare, ' ‘ '

After the "10 Major Construction Projects” plan was concluded in 1979, the
"12 Major Construction Projects"(?) plan (1979-83) was initiated, but again, six of
the twelve items were directed towards roads and railways. The only industry-
related item, in fact, was an increase in annual crude s_tc_:el production at China Steel,
with most of the plan's provisions directed toward the rebuilding of a foundation for
agriculture, new city development planning, and other agricultural promotion and
- social welfare measures. '

In any case, heavy petrochemical industry projects were few and far between,
and the majority of capital was supplied domestically - this in response to the
lessons taught by two oil crises. In effect, government officials chose a course
emphasizing stable growth over the rapid-but risky route of heavy chemical
industrialization. - At the same time, current energy policies were reinforced with a
further commitment to nuclear energy, and the need for a transition from highly
labor-intensive and energy-consuming sectors to technology-intensive and labor-
saving fields became fully recognized. .

As private capital developed, the role of state-managed enterprise became one
of supporting private enteiprise'frbm_ the _sidélincs. Duﬁng the heavy chemical
industrialization in the second half of the 1970s, in particular, a structure developed
in which the huge state-managed enterprises oversaw key industry sectors requiring
large capital investment, while private enterprise was entrusted with the downstream

sectors.

4. Industrial policy in the 1980s
-- The road to industrial advancement --

Labor-intensive processing industries have been the centerpieces to Taiwan's
industrialization. As the result of wage hikes and changes in the labor supply and
demand structure, however, the prominence of labor-intensive industry as a means to
national deveiopment has rapidly dwindled since the late 1970s across the globe.
Since heavy industrialization has not produced significant results outside the
petrochemical sector, emphasis has now been shifted to the new high-tech industries.

A ten-year construction plan has been laid out for 1980-89. Its most
important objectives are "advanced technological industry, the securing of manpower
for the chemical and technological fields, and the promotion of research and
developnﬁent in industrial technology.” The plan puts forth a transition to énergy-
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saving and technology-intensive industries in fhe;country's‘ attempt to make the great
leap from the ranks of semi-developed countries to the circle of advanced nations.
Industries singled out in the current plan inchide electionics, automobiles,
and machinery. These have been designated as strategic industries and as such are
accorded certain incentives such as increased retention of corporate earnings,
exemption from investment taxes, and long-term, lo_w-interes-t- - fin_ancilig.
Comporients and materials with high-variety, low-volume and special production are
emphasxzed semiconductor materials, sensors, and computer pcnpheral devices

{e.g., printers) in the electronics mdustry, automobile components in the automotive - -

industry; and vending machines, sewing machmes, and assembly machines in the
machinery industry.

Taiwan's industrial advancement is pxoceedmg at a relatively relaxed pace, -
Among the factors responsible is the current industrial organization, in wluch huge -
state-owned enterprises supervise the upstream sectors while private entet prise is
limited maiﬁly to downstream areas and small-scale light industrial goods production -
in particular. Given this situation, it is difficult to expect the small- and medium: .-
sized private enterprises to put out the money required for reésearch and development:
expenses or even to-have the desire to move into new fields.” Although private
enterprise is supposed to bear part of the responsibility for industrial advancement
there are effaclency prob]ems and for the time being at least the tempo of
advancement can be expected to be leisurely.

In order to break 'thfough' the current economic quagmiire, the Taiwanese
government is proceeding in its liberalization of exchange rate and trade
administration and is relaxing protectionist barriers, In addition, it appears to be
moving toward an opening of the country as a processing and production base and
toward the formation of an international trade and financial center..

Other Characteristics of the Taiwanese Economy

1) A double (Public-private) Capital Structure .

In the Taiwanese economy, the state has control over key industries and
financial institutions, administering industry and finance and promotlng
industrialization under government leadership.

Despite this, however, it is private enterprise that has borne the burden of
increasing exports and pushing ahead with growth. Small enterprise has played a
particularly important role in this, In the latter half of the 1960s, when.'foreign
capital and export-led industrialization grew rapidly, private production surpassed
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production at state-owned enterprises, and by the mid-1970s private enterprise was
responsible for more than 80% of all production in Taiwan.

2) Export-bearing Small Enterprise
Durihg the period of high growth from the second half of the 1960s through
the first half of the 1970s, the number of privately-owned small- and medium-sized
corporations with fewer than 500 employees grew significantly, with production at
these firms accounting for 50% of total Taiwanese production. Moreover, the ratio
-of exports to total sales at these firms was roughly 2:3.

3) An Emphasis on Public Welfare

- Taiwan's'eci;)no'mic development has come to recognize the importance of
public welfare. In past economic plans, preparation of the social infrastructure
~ (including farming villages) was emphasized, with considerable attention being paid
to education, me_dical insurance, welfare, and the environment. Even during the
peak of heavy chemical industrialization efforts, a complete balance was sought
between industrialization and public welfare.

Workmen's 'insurance (comprising workmen's compensation, health

- insurance, and a pension plan) was introduced in 1950, and by 1955 it was made
mandatory at businesses over a certain size.

References: : _
"New Developments in the Taiwanese Economy as ANIC," Koryu Kokai(?),

_ March 1986.
R "The Asian NICs: What's Ahead for the 21st Century,” JETRO Censor(?),
November 1986, _
The Qutlook for Asia's New Industrialization, Chapter 1III, *The Taiwanese
'Economy as East Asian NIC," Ryu Shinkei, Tokyo University Publishing

Committee(?).
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2-5-3, Japan's Industrial Policy
1. | History of Japan's Industrial Policy

 The issue fzicing the Industridl Policy from the late 1940 ‘to the 1950s was
reconstruc'ﬁon'of the Japanese economy. To rebuild the devasted ecdndmy, emphasis was
laid on'reconstruction of such basic industrie_s as electric power, coal, and steclmaking.
The government adopted the policy of distributing the limited raw materiéls,'fu‘nds, and
foreign currency to these sectors on a priority basis. Materials were allocated, ﬁ.n'an_cing
provided, and prices controlled.
To clarify the emphasis on promotion of small and medium sized enterprises, the
government established the $mall and Medium Enterprise Agency at around this time and
created the prototype of its current small business policy, which includes promotion of
modernization of small businesses, promotion of greater sophistication through financing
and organization, and diagnosis of management 'operationé. _

Industrial Rationali_zation and Promotion Period (1950s)

Japan completed the recons’ﬁ‘uclion of its economy around the middle of the 1950s
and then shifted emphasis in its industrial policy to greater self-sufficiency of the
economy through promotion of exports and rationalization of industry. - _

The Ministry of International Trade and Industry, which was reorganized and
taunched anew from the old Ministry of Commerce and Industry in 1 94_9, took a stance of
priority to trade, giving predominance to its trade-related departments and giving then a
clear role as sections in charge of production as well as export, thus combining
production and trade. Further, in view of the export promotion it was thought to be
essential not only to strengthen production but also to reduce cost of production -and
improve quality by industrial rationalization. The MITI established a section for
comprehensively drafting and executing industrial rationalization policies for trade
promotion and set forth a clear policy of promoting expots through improvement of
facilities, enhancing of the level of technology, and other forms of rationalization of
industry. In 1950, a single exchange rate of US$1=360 yen was set.

At the same time, the government decided on a basic policy for rationalization of
industry by which it set for itself the goal of bringing the prices of domestic goods close
to international prices. The government established pbliﬁ:ies for guidance of individual
industries based on projections of the future industrial strucutre and guided and promoted
business rationalization based on the same, Further, it established the Industrial
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Modernization Council, comprised of 31 subcommittees, as an advisory organization for
examihin’g necessary matters pertaining to industrial rationalization.

In response to a: proposal by the Council stressing the need for capital
accumulation, the government strove to increase corporate capital in the early 1950s by
-reappraisal-.of assets, creation of reserves for uncollected credits etc., special tax
privileges such as special exemptions on export income, special tax measures such as a
special depreciation system, and the like. _

While the government prompted companies to increase their capital accumulation

-internally through the pref_crenﬁal tax system, it expanded fiscal investments and loans
through the. Japan Development Bank ‘etc. so as 1o provide support for capital
“accumulation externally.

‘After the enactment of the foreign investment law in 1950, there was an influx of
foreign funds and te‘chnblogy,' which played a largc role in the rationalization and
technical development of Japanese business. The system of exemptions of import duties
on important machinery also contributed much to the promotion of technical transfers.

High Growth Period (1960s) |

The 1960s saw Japan move to an open economy, through liberalization of trade
and capital, as a member of the international community. In this process of this, Japan
was experiencing high economic growth. The aims of the industrial policy during this
period were to overcome the restrictions on economic growth arising due to the
international balance of ‘payments and to strengthen international competitiveness for the
heavy machinery and chemical industries,

The government refrained from direct intervention in industry as 4 whole,
prefering to set down general directions and guide business according to the same in a
coopei‘ative public-private manner. On the other hand, for key sectors such as machinery
and electronics, it created special legislation and devised protective and promotive policies
for modernization of the industrial structure.

In the "Law on Temporary Measures for the Promotion of the Machinery
Industry”, the government designated specific machines for promotion, including molds

and dies, under rationalization schems and through financing.

Moderate Growth Period (1970s-on)

By the 1970s, Japan was enjoying sustained high economic growth and had
reached the income level of mid-rank Eﬁropean nations. At the same time, however,
strains began to appear due to the rapid growth and industrialization. These changes in
social conditions, the severing of the U.S. dollar from the gold standard under new U.S.
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policies, the introduction of import duties, the subsequent rise of the yen-value, and the
oil crises all led to a great shift in the management of the Japaﬁés& economy in th'c 1970s.

~ Instead of the previous stress on export cqrnpetitiveqess; the -gOverhmcnt- began to
emphasize achievement of a balance in its foreign trade and moved to liberalize imports
and capital, The oil crises triggered a decline.in the growth rate which in turn led the
government to seek various changes in the industrial structure such 'as-fationaliz.atibn,
enhanced édded value. - ‘ _ _ _ _ :

Under these conditions, the industrial policy scrved to . sur_nma‘ﬁze the
government's conception of the direction of change in industrial structure and
international relation and greater importance was taken on by means for guiding corporate
activity in that direction. The basic idea followed in the 19705’w_as the achievement of
"kndwledge-intensity" to cope with the changing needs of the peoplé,'i'.e;, a'cohversion to
knowledge intensive industries such as research and development, advanced assembly,
fashion, and information. S . o :

In the 1980s, Japan began to play a greatcr‘ role in the global economy. Its
industrial structure also has been shifting more and more away from an export dependent
one to one characterized by a horizontal international division of labor. It was understood

_that domestic technology reached western levels and it became impossible to ensure future
growth through just importation of foreigh technology. In view of this judgfnent‘, the
government took its-industry policy a step beyond the stress on knoWIe‘dge intensification
of the 1970s to a stress on guidance for technology intensity and intellectuél-iabor based
on independent technical development. At the same time, Japan moved to supply the
production technology and knowhow it had accumulated over the years to other_"countn'es
along with capital so as to put them to use in the stimulation and development of the world
economy.

2. Features of Japan's Industrial Policy

(1) Organization _ ‘ .

Playing an important role in the decision-making process of Japan's industrial
policy ate, on the administrative side, [1] the bureaus in charge of the individual
industries, started around 1930, and [2] the burcaus in charge of coordination within the
ministries and agencies and, on the private side, the various industrial organizations. For
important policy matters, further, opinions are sought from councils comprised of
members from industry and government, with policies decided upon based ﬁpon"'their
recommendations.
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The indusirial bureaus -are in charge of drafting policies related to the industries

under their jurisdictions. The government avoids direct intervention in industry as a whole
and rather takes the policy of setting certain targets and guiding industry in accordance
with the same, but for important policywise sectors adopts strong protective policies
‘under specific individunal laws. Laws relating to the promotion and control of specific
industries are primarily drafted and executed by the industrial bureaus. Based on these
laws, préduétion plans are established, controls are enforced, industrial standards are
preparved for products, and the production processes of businesses are rationalized.

The policy tools include abatement of taxes (special tax measures), providing

- subsidies, and extension of capital funds through government affiliated financial
institutions. The proposals for the same are also put together primarily by the industrial
bureaus. The original drafts for the poﬁcy of liberalization of imports, changes in tariff
schedules, and policy of liberalization of capital related to various industries are also
prepared by the industrial bureaus.

The coordinating bureaus both coordinate matters between various industrial
bureaus and tackle a broad range of industrial readjustment policies relating to trade
friction, energy, and development of high technology. The importance of industrial
readjustment policies has been rising along with the reduction in the number of industries
being specially promoted. _

_ The industrial organizations and the councils may be said to function as a
cooperative public-private system. In particular, in the execution of government policy,
the industrial organizations cdoperate with the government, rather than being subjected to
mandatory measures under the law. They play important roles in promoting voluntary
compliance by industry with the general policy directions indicated by the administrative
side

(2) Policy Tools

In the industrial rationalization period and the high growth period from the 1950s
to the 1960s, the following main policy tools were used:

{1}  Pdority fiscal expenditures for industrial infrastructure

{21  Preferential tax treatment in steelmaking, automobiles, shipbuilding, and
o.th'er kéy industrial sectors through a special depreciation system

f3]  Low interest financing and fiscal investment by government affiliated
financial institutions using postal savings, the annuity account, etc., as main resousces.

Starting in the middle of 1965, the government began providing financial
assistance to large scale technical development projects relating to industrial technology,
computer.s, etc. Since 1970, the government's industrial policy, based on Japan's
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"vision" of the future, has become of increasing importance as a blueprint for industrial
activity, ' '

(3) Small and Medium Enterprise Policy’

The small and medium enterprise policy was started as far back as around“:’1930
and was reinforced with the establishment of the Small ahd_Medium Enterprise Agéncy
(1948) and the establishment of the Small and Medium Enterprise Basic Law (1963).
Diverse policy tools have been used for this, inéludin_g finanéing, taxes, subsidies,
supply of information, preferential purchés‘es of products by government_ofﬁcés, etc.
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3. Export Promotion Policies
3-1. Transition of Export Promotion Policies

Thailand began promoting e‘xporté. with the 1960 Export Promotion Act. At the
time, however, 13 traditional export products'(rice,-ruj‘bbér, tin, maize, tapioca, jute,
shrimp, tobacco, sugar, etc.) accounted for over 80% of the exports. Thailand had to
wait until it industrialized through the influx of dircct:for'eign investment before it could
promote exports of so-called industrial mﬂnufactﬁreé. '

Thailand began industrialization with the Act 6n the Promotion of Industries 1954,
Before that, it lacked sufficient capital formation in the private sector and entrepreneurial
ability, so the government adopted a pohcy of promonon and strengthening of state
owned enterprises. In 1959 the BOI (Board of Investment) was established and in 1962
the Industrial Investment Promotion Act, wh_lch laid down a ciear policy of turning over
the leading role in industrialization to direct foreign investment, was enacted. Limitations
on land holdings by foreign capital were eliminated, p‘ermission given for remittance of
the principle and profit on investments to the home country, and other measures taken,
thus creating the framework for Thailand's forei gn investment policy.

On the other hand, the first economic development plan began from 1961. It was
followed by a second plan. During those 10 years, Thailand industriaﬁ_zed at a fast pace.
However, these plans were founded on import substitution industrialization and while
there was progress in conversion to domestic production of final consumer goods, the
increased demand for these consumer goods led to an increase in imports of intermediate
goods and capital goods and thus resulted in a deterioration of the international trade
balance. As a result, from 1971, in the third 5-year plan on, while the government
continued to promote import substitution industrialization in its industrialization policies,
it also stressed the promotion of ekpor'ts of industrial manufactures. In 1971, it
established tax refund systems for i'rhport duties and business takes applied to the
production of products for export.  In 1972, it set up tax incentives such as rebates on
import duties and business taxes appliéd to 'eprrt goods. Further, the 1972 New
Investment Promotion Act and the 1977 Investment Promotion Act established various
privileges for promoted projects and export oriented projects. Exports were thus
promoted as part of the foreign investment policies of the BOL _

The instrument used for export promotion throughout the 1970s may be said to

have been basically the tax incentives, just as in the 1960s Thailand promoted import
 substitution industrialization.
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In the 1980s, however, criticism arose that (1) the incentives to the promoted
projects were conversely incfeasing imports of machinery, (2) the incentives to the large
privileged enterprises were in a way obstructing the exports of local small- and medium-
sized entei'pﬁses, and (3) there was a lack of incentives for human resource development,
technical transfe_rs, and research and development.

Therefore, in the fifth and sixth plans, the export promotion projects of the
Ministry of Commerce were expanded, tax incentives improired and made more efficient,
export financing increased, interest rates made more flexible, and measures taken to
improve the quality of products, thus laying streéss on improvement of the execution of the
export promotion system, rathei‘ than creation of a new system as it were. Further, while
the government maintained measures to strengthen the direct price competitiveness of
export products, it also took measures o promote the development of non-price reduction
areas such as marketing and improvement of quality. _

On the other hand, the standards for extension of incentives are being reevaluated
in accordance with the objectives of other policies, such as the decentralization of
factories, the promotion of processing of agricultural and fishery products, etc, BOI's
policy became more selective in application.

3-2. Outline of Export Promotion Measures

‘Thailand's -export promotion measures can be roughly divided into (1) tax
incentives such as exemption and reduction of import duties and business taxes, income
deductions on export income, and refunds on import duties, and rebates on indirect taxes
such as import duties and business taxes, (2) the export credit refinancing system of the
Bank of Thailand,' (3) the establishment of bonded manufacturing warehouses and export
processing zones, and (4) the activities of the Department of Export Promotion (DEP) of
the Ministry of Commerce.

3-2.1, Tax Privileges
These include privileges extended to projects promoted by the Board of
Investment (BOI) and the refund and rebate systems for import duties and indirect taxes

handled by the Custom Department (CD) of the Ministry of Finance and the Fiscal Policy
~ Office (FPO),
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(1) Privileges of BOI

Under the Investment Promotion Act 1977, the BOI may desxgnate certain pro;ects
as approved for promouon of investment, which status is accompamed by special nghts
and give tax privileges to mvestment promotion projects. : '

1) For cxport oriented enterprises :

The Investment Promotion Act provzdes the followmg pnvﬂeges to export oriented
companies: ' '

{1 Exempnon on import duties and’ busmess taxes for raw matcrlals used in
the manufacture of export oriented products 'Exemption on business taxes 1rnposed on
purchases of domestic raw materials. ' '

[2] Exemption on import duties and busxncss taxes for re»cxported items’

[3]  Exemption on export duties and busmess taxes R

[4] Deductions from taxable corporate income equivalent to 8 5% increase of
exporis over the previous year, excluding cost of transportation and insurance.

Of these, [1], [2], and [3] are aimed at- giving export ‘products - price
competitiveness through lessening of the tax burden on imported raw materials and
machinery, like the tax refund and tax rebate systems, wlulc [4] is aimed at prowdmg
financiat assistance to export promoted enterprises, : '

The export promotion measures of the BOI form the core of Thailand's export
promotion poli'cies. In recent years, export promoted companies’:have come 10 account
for the majority of the enterprises profnoted by the BOL .- The qualifications for
recognition as an export promoted enterpfisc differ depending'bn_ the i‘)rodu'ct,- but
recognition is given to labor intensive goods for which Thailand has relative superiority.
Some of the conditions for recogmtlon are the export ratio of producnon and the date of
start of the exports. '

2) For enterprises exporting over 80% of production _ _
In addition to the incentives given to export promoted ente:pﬁSeS, the BOI allows
companies with export ratios of over 80% or those producing for export in principle a
50% or 100% exemption on the import duties for imported machinery, depending on the
region in which the factory is situated, and 3 to'8 years' exemption on corporate taxes.
However, in May 1988, the BOI changed some of the conditions on indirect eicp'.o'rt' for
exemption of corporate taxes, Now, when there are competing enterprises not receiving
the tax privileges of the BOI in Thailand, a distinction is made between direct cxporis and
indirect exports, which were previously viewed the same, and exemptions are allowed
only when the direct export ratio is over 60%. Therefore, BOI's conditions on privileges
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to indirect export companies become more strict. On the other hand, even non-BOI
_ a;ﬁprove'd local companies may now be promoted to enter the parts and intermediate goods
markets.

The standards for application of privileges for promotion of investment were
enforced as of September 1987.

<Problems and Issues Facing BOI>

The investment pﬁvileges of the BOI have played a large role in the expansion of
exports of industrial manufactures, but there are the following problems.

First, it is necessary to clarify the guidelines for application of investment
privileges for indirect eprrt companies. Most of the increase in exports of industrial
manufactures starting in the: 19705 was based on industrial goods through processing
deals. The group of products features _a' high dependence on imports of parts and
intermediate goods. Therefore, the exemption and reduction of tariffs and indirect taxes
on 1mp0rts of input goods contributed to strengthenmg the international competitiveness
of the export products, but on the other hand resulted in a delayed growth of the domestic
parts and intermediate goods industries. As is same case to Asian NIEs. If Thailand is to
proceed and shift its expotts of industrial manufactures from one based on processing
deals to one where it supplies its own parts and intermediate goods, then it will have to
quickly promote investment in these fields. However, in extending its privileges, the BOI
relies much on negotiations with the investing companies. This is one factor which
‘causes companies interested in investment to hesitate, If the BOI were to make the
guidelines for application of privileges in these fields clearer, it might help to promote
investment.

Second, there is the strengthening of priv'ilegés for technical transfers. The BOI
scheme is effective for strengthening international competitiveness by reducing costs, but
does not 'Sufficiently promote transfer of technology in industries where direct cost
reductions are less urgent than improvement of technology, such as the mold and die
industry. Future topxcs which should be considered are the improvement of the quality of
export products and the improvement of the level of technology for the same.

3) For international tradin g companies (ITC)

ITCs, whose establishment was encouraged under the 1977 Investment Promotion
Act, enjoy (1) the privileges for export oriented companies of the BOT mentioned above,
(2) the privileges of exemption from income of overseas advertising expenses and various
overseas costs, (3) the extension of special export credit of the BOT, and (4) special
permission to h_old up a certain amount of foreign currency.

1-129



The BOI has helped launch these international trading companies with the aini_ of
promoting exports of new products through development of export markets and to shift
trade {ransactions from foreign trading companies to Thai tradmg companies. However
while the BOT' approved 21 companiées at the start, most tmdmg companies could not toe
the mark and thus had their status as investment promoted companies cancelled. At the
present time, only a handful of companies are active. In 1985, these accounted for only
4,7% of all exports (Table 1-3-1)

Table I-3-1. Exports of International Trading Companies
1979 t0 1985

(Unit: Million Bahts)

BExports of International Trading Compames . Total Exports =~ Share of_

— . _ — of International
Year Account1  Account2 Account3 TOTAL  Thailand Trading Companies
1979 43 621 217 880 . 103,179 0.81%
1980 370 1247 703 2319 -133,197 1.74%
1981 - 979 2120 1102 4200 153,601 2.75%
1982 2,144 - 1,946 1,340 5,430 159,728 - 3.40%
1983 4,072 2,429 1,537 8,088 146,472 5.52%
1984 5,675 4,048 2,091 11,815 175,237 6.74%
1985 4,234 3,254 1,520 9,008 193,337 4.66%
TOTAL 17,517 15,664 8,559 41,741

Source: BOI

Note: Account 1 covers traditional export items (mcludmg rice, maize, tin,
yubber, and sugar, etc.)
Account 2 covers export items showing con31derable export performance
“(canned goods, tobacco, textiles, apparel, wood products, plastic products,
etc.)
Account 3 covers new export items,
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For international trading companies to receive the privileges of the BOI, they must
meet yearly targets for total exports and for exports of new products not exported much
up until then. These conditions can in practice only be met by companies belonging to
large corporate groups. ' |

In addition, the international trading companies are facing problems in being
forced to handle transactions with small profit margins, due to the stress on exports, and
insufficient experience in trade practices, resulting in a low level of orders, lack of
thoroughgoing quality control, delays in deliveries, and other hindrances to trade. The
Mihi'stry of Commerce is currently studying how to best foster international trading
comnpanies. |

{2) Tax Refund

In addition to the incentives of the BOI, the Customs Department offers tax
refund. This system allows for the repayment of import duties assessed on imported raw
materials and parts and imported semifinished goods included in export products.

There are the followin g three main conditions to use this system:

[1]  The amount of the imported goods used for the production, assembly, or
packing of export goods is calculated by the customs authorities based on a predetermined
formula, | |

21 The exports must be made within one year after the import of the goods
covered by the refund. ' -

[31 The dcinand for the refund must be made within six months of the export
of the export goods in p'rinc.iple. '

When using this system, producers of export goods pay for the various import
related taxes in cash upon the import or else give a bank guarantee (yearly rate of 1.5%).

The aim of this system is to strengthen the export competitiveness of products by
eliminating the taxes included in export products and, simultaneously, to promote exports
through reducing the export price to one lower than the price for the domestic market.
For example, the textile industry is reported to rely on imports for one-third of its raw
materials so this system has great merits for it.

There was criticism about the refund system, e.g., the long time taken until actual
repayment and the heavy interest cost, but in recent years the Customs Department has
been working on this and has shortened the period until repayment to an average three o
four months. However, for some products, trouble still frequently occurs between the
applicants and customs authorities on the percentage of imported raw materials and parts
and semifinished goods included in the export product. The agency in charge of this
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- system, the Fiscal Policy Ofﬁce ranks applicant compames and speeds repayments to top

ranked cempames _ S ‘
The system is often used together w1th the tax rebate system nlennoned next, but
the amount of refund under the system is higher than the tax rebate system (Table 1-3-2).

‘ (3) Tax Rebate System _ . _

The Fiscal Policy Office makes avallable a tax rebate system .Thls system is
administered by the Customs Department. Under the system, part of the import duties,
business taxes, etc. (not including income taxes, royalty taxes, regtenal axes, and taxes
exempted by above tax refund) assessed on materials, equlpment and parts mcluded in
export products. The rebates are paid out in tax coupons which are valid for three years.
The rebate rates are calculated by a different system from the tax refund system, i.e., are
indicated by ratios of FOB prices for each product according to the customs
classification. The rebate rates 'eome'i'n ttvo type's A and B, the A-tate sch’edule'applymg
to 1mported and domesttc raw materials etc. and the B-rate schedule applying to just
domestic raw matenals etc.

The A-rate schedule offers htgh rebate rates (0. 45 to 8. 42%) Compames
producing export goods, after comparing the refund under the above tax refund system,
either apply for the tax rebates with the A-rate schedule for domestic goods and 1mp0rted
goods or apply for the tax refund system for imported goods and the tax rebates with the
B-rate schedule for domestic goods. _ |

The rebate rates of each item are calculated using input coefficients of Thailand's
sireamlined IO table. _ (

The repayment term of this system is short, usvally from one to two months.
However, it seems that the Fiscal Policy Office will be delayed in the transition to the
H.S. method of classification of goods, a project it is n-owtengaged in.
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3.2-2. Export Finance -

As financial incentives fd_r export, there is the export credit refinance offered by
‘the Bank of Thailand through the commercial banks. Under this system, the BOT
provides low interest to commercial banks for financing export related bills issued by
export companies. T:h(;:airn of this is to s_tre:'ngthén'the price competitiveness by reducing
interest costs and improving the profit marginsof export companies.

Thailand began export finance in 1959 in the form of rediscounting of export bills
for rice exports. Since the 1960s, it offered the same to other primary products and
industrial manufactures as well. Further, in 1986, it irhproved the export credit refinance
system s0 as to promote its use. .

The main improvements over the redlscountmg system were as follows

n Under the old system, the interest was deducted from the principle on the
date of discounting, so the real'interes't_ rate and nominal interest rate of the finance
differed. Under the new system, they are the same.

{2] The complexny of the calculation of settlements before the time of bill
settlement was eliminated. :

The BOT decides on the overall framework of the finance for each year and
allocates finance to the individual commercial banks in consideration of the previous
performance. The overall financing framework is decided in consideration of the effects
on inflation and interest trends. | _

This finance is applied to all items except re-export items and to all rcgions. Itis
also made available to commissioned processing production of export goods, contract
labor, and other services. '

3-2-2-1,
The schemes of the system are as follows:

(1) Basic Scheme
Interest rates (yearly)
Commercial banks to é_xpo_rtl companies: 7%
BOT to commercial banks: 5% maximum
(However, i_hterest rate to éommercial banks for production of new/
nontraditional products is 4%)
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Amount of refinancing per note

'BII of exchange: | 90%
e 80%

' Contract or purchase order: - 70%
Warehouse receipt: SRR 60%

~ (However, above rates are reduced by 10 percentage points cach when
exports are of spéciﬁc new/nontraditional products by export trading
companies encoui'aged by the BOI or when shipped by a Thai vessel.)
Maturity o _ :
Maximum 180 days from repurchase by BOT
Financing ceiling '
Limited for each commercial bank in form of credit line
Measures in case of violation of financing obligation
 Fine of 8% of financing to export company (year) or 2% to
commercial banks (year). (However, additional 5% and 2% in th'e case of

reoccurrence within one year.)

(2) To Small Scale Export Enterprises A

The BOT sets small scale eiporters, defined as exporters having a revolving credit
outstandihg of less than 5 million bahts, apart from the basic scheme mentioned above
and designatés an interest rate to the small scale export Companies of 7% and one to the
commercial banks of 4%. The interest spread of the commercial banks is 3%,
advantageous financing terms for the commercial banks.

Note that in addition to the above (1) and (2), there is a scheme for approved
international trading companies, which the BOI has encouraged the establishment of,
under the 1977 Investment Promotion Act, and a scheme for exports of yarns and cloth to
the U.S. under the textile agreement with the U.S,

<Problems and Issues>

The export credit refinance system of the BOT has grown steadily and in recent
years has covered from 40% to 50% of the total value of exports. The items covered by
the system used to be lérgely so-called traditional export goods such as rice, tapioca,
sugar, and maize, but recently there bas been an increase in financing for industrial
manufactures, such as canned foods (see Table I-3-3). This may be considered to reflect
the effects of the reduction of the interest rates on new, nontraditional export goods, the
_privilegés extended to small scale export companies in ﬁnancing, etc.
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However, problems still remain, ‘First of all, from interviews with different
companies, it was .reported that while the procedures, including preparation of variosu
documents, are beiilg’ streamlined, they are still fairly compicated. That is, companies
have to submit finz:_ihcial, statements, tax payment documents, and various other materials
along with their applications, Usually, small and medinm sized enterprises only rarely
have all these documents on hand. Under the present conditions, therefore, these
-procedural prbblems are one of the main obstcles to get finance, it has been pointed out
often. Supposedly, even the commercial banks are forced to engage in complicated
administrative proce_séing work due to the need to check on the credit of the companies for
the BOT. On top of this are the severe restrictions of the BOT. This makes new
borrowers reluctant to apply for the finance

| Second, the financing is biased i in large measure to large corporations and
k_exporters of tradluonal export items. Fmancmg of small and medium sized enterprises,
with their low cr_edlt ratings, is inherently something to be avoided by the commercial
banks in view of risk management. (For example, it was reported that there were less than
20 cases of financing of industrial bills of small and medium sized enterprises in the eight
years from 1978.) Therefore, 'commercizil banks demand securities as a condition for
loans, thus limiting the increase in financing of small and medium sized companies,

-which account for an overwhelmingly large percentage of the exports of industrial
manufactures. _ :

- A 1984 survey showed that the average export credit of the 482 small sized export
companies out of a total 863 export companies studied was less than 2 million bahts and
that these firms accounted for just 4% of the total financing. As opposed to this, the
average finance to the top 30 companies was 300 milfion bahts, accounting for one-half of
the total financing. For this reason, the fifth plan propounded the establishment of an
Export Credit Guarantee Institate.

_ | ~ Third, the system should preferably be expanded more and be given more
flexibility in execﬁtioﬁ. The coverage by export refinance of all exports in 1987 fell to
27% from the 47% of 1985 and the 42% of 1986. This reason may be in the smaller
difference in its interest rates from commercial interest rates, but promotion of exports of
industrial manufactures in the future will probably require raising the financing ceiling and
giving more flexibility in interest rates.
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3-2-3. Export Processing Zones and Bonded Factories

The export processing zones are established inside industrial estates for the
effective promotion of export companiés. To qualify for entry into an export processing
‘Zone, a corripany must export all of its production. The incentives to resident companies
include the incentives given to the industrial estates plus the following: h
[1]. | Exemption of import duties and business taxes on imported machidery and
‘materials ' ' ' ' '

[2]  Rebates of import duties and busmess taxes on matenals purchased from
domestic businesses '

[3] Exemption of export duties and business taxes on exported products

. An export processing zone was established in the Lat Krabang Industrial Estate

and others are being constructed at the Northern Industrial Estate and Lacm Chabang
Industrial Estate ‘

Further, there are now over 70 bonded factories. These enjoy the same pnvﬂeges
as companies in the export processing zones.

<Problem and Issues> : _ : -

-~ [11  The IEAT is supposed to handle applications for entry into induistrial
estates and the construction and management of industrial estates, but companies
scheduled to enter the export processing zones are suppos‘éd to apply to the BOI when
receiving exemptions on corporate taxes. In recent years, the export processing zones
have been also been dispersed to regional areas. It is therefore desirable that a single
agency handle everything. ' ' _ _ '

[2]  More and more export processing zones have been established in recent
years, notably in the regional areas. This is part of the governnient's policy of dispersing
factories to the regional areas, but there is a problem with the infrastructure in such areas.
Even vartous privileges (such as on water supply, power, and transportation} would not
be enough to eliminate éorporate unease over such locations, it has been said. The
government should strive harder to establish the necessary infrastructure. _

[3]  Comparing the privileges of the bonded factories with those of companies
in the export processing zones and those of the BOI, due to the condition imposed that
goods imported under bond be reexported within one year, there is in practice no
exemption of import duties or business taxes on imports of machinery. From the
viewpoint of promoting rural industry, it would be desirable a broader range of incentives
were extended.
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-3-3. Activities of Ministry of Commerce
3-3-1. Department of Export Promotion (DEP)

The Depariment of Export Promotion is an agency under the Ministry of
Commerce and is in charge of marketing in overseas markets and collection of
information for the purpose of export promotion,
<Staff> _

The DEP has a formal staff of about 300 (including 60 Temporary staffs).
<Budget> c

- The DEP has three fund sources: [1] about 100 million bahts in budgetary
allocations from the general account (fiscal 1987/88), (2] 90 million bahts from the
Export Promotion Fund (EPF), funded in part by import duties, and [3] about 70 million
bahts in foreign aid from international associations such as the ITC, UNCTAD, and EC,
<Organization and Business> -

The DEP engages in the following activities handled by eight divisions and one
office: ,

[11 Collection of information overseas and information service in Thailand

[2]  Sponsoring of and participation in exhibitions in Thailand and overseas

[3]  Dispatch and receipt of various missions

[4]  Holding of lectures and seminars,

The DEP has trade centers in 13 locations overseas and commercial offices in 32
embassies. In Thailand, it has regional branches, i.e., Export Service Center, in Khon
Kaen, Songkhla, and Chieng Mai.

The overseas trade centers collect information, participate in exhibitions, attend to
missions, handle inquiries, and run credit checks on buyers. They make overall reports
on their -work once a year and frequently send other reports. The representative staff
returns to Thailand once a year for exchanges of information with the local authorities and
to participate in formulation of the plans for projects of the DEP of the following fiscal
year and are thus very active. '

_ The commercial offices engage in the same work as the trade centers, but their
staff returns home only once every four years, so they may be unfamiliar with current
conditions at home and cannot get their opinions sufficiently across to the headquarters.

. The three local ESCs make availaBle iﬁformation on overseas markets, disiribute
DEP materials, and hold lectures and seminars,

The DEP takes up 75 key export goods each year from the three categories of
agricultural produce, mining products, and industrial manufactures, designates 19 of
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these as target products and sets export targets for the same for each year, and engages'in
the above activities (Table I-3-4). Further, it designated [1] textiles and 'garmcnts_,'[Q]
processed food, and [3] jewelry as key items out of the above 19 products for fiscal
1988/89. _ _ - _ _
As an information service to domestic businessmen, it publishes the Daily Trade
News, with a paid circulation of 15,000, the biweekly Exporter s Review, and a yearly
directory Thailand Exporters Selected List. '

Table I-3-4. DEP's Target Products

Garment & Textiles : ~-Household Textile
Processed Food S - Fresh Horticulture

Gems & Jewelry -~ GiftItems

Ariificial Flowers = - : Toys

Footwear Leather Products
Fumniture & Parts - " Construction Materials -
Wall & Floor Tiles Houschold Utensils
Electrical Appliances . Plastic Products

Rubber Products -+~ . Printing Industry

Auto Parts & Accessories

<Problems and Issues> _ _

The various activities of the DEP and other organizations contribute to the

improvement of the export environment - an area in which the govemment-sho‘uid'p'lay the
leading role, but there are many problems in expansion of activities and improvement of
efficiency. _ :
First, a factor inhibiting the expansion of activities is the limited budget. The
World Bank ran a survey in 1985 on the export promotion 'orgahiz.ations of the world.
‘Compared by country, Thailand spends about half that of Hong Kong, Sri Lanka, and
Taiwan in public funds for export promotion activities (not including export related
financing). Apart from that, it has insufficient information on competing countries. At
the present, it would be desirable that Thailand establish trade centers, now in 13
locations, in the competing export countries as well to 1mprove its ablhty to gather
information. ' :

Second, there is the problem of improvement of efficiency of activities. The DEP
is promoting the establishment of export associations through its various activities.
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To further promote these services, it is necessary to more positively reflect the
wishes of the exporting companies in the formulation of projects and foster closer ties
between the DEP and private companies, Toward this end, gfeater activity by the regional
branches and a brisker exchange of opinions between the DEP and private companies
would be desirable. ]

' Third,- there is the problem of coordination with other agencies in the export
pro_rr_l_oti_dn activities and consolidation of projects. Promotion of exports requires projects
spanning administrative boundaries of the various government agencies. In Thailand, the

- semipublic Export Development Committee (EDC), chaired by the Minister of Commerce,
is in charge of such .coord.inétion and elimination of obstructions to exports. However,
there is a complicated tangle of éuthority among the various ministries and committees and
the EDC has been unable to perform as envisioned, it has.been pointed out. One
conceivable method to deal with this would be to set up an independent agency for
execution of export promotion projects.
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- 3-3-2. Export Inspection System

Thailand established its export 1nspect10n system with the 1960 Bxport Standard
Act. ‘In 1979, it further established the current Export Commodmes Standards Act.
Under this system, exporters of items designated as requiring inspection register with the
Commodities Standards Division of the Foreign Trade Department of the Ministry of
Commerce, under inspections by the inspe'ction offices ‘or designated inspection
- organizations, and receive quality certificates. '

At the present time, inspections are compulsory for 12 agricultural and mineral
products (Table 1-3- 5).

Table I-3-5 List of Designated Commoditles
Bleached jute
Caster seed
Fishmeal
Kapck cotion
Maize
Mung beans
Salt
Silver
Sorghum
Tapioca products
Teak conversion
Thai sitk

Further, commodity standards for the following seven items are expected to be
established shortly:

[1] gold products, [2] legumes, [3] vegetables, [4] seafood,

[5] fruits, [6] raw rubber, and [7] tapioca powder.

The commodity standards rank products in terms of quality, Le., first grade,
sccond grade, third grade, etc. are are applied flexibly in acéo_rdance with the
commodity's application and destination, Further, provisions are made on the sampling
methods for the tests, specific methods for testing and analysis, and durability and
performance considering packaging and shipping conditions.

Note that the surge in direct investment in export oriented industries in recent years
has resulted in continued growth in exports of industrial manufactures to Japan.
Therefore, there is strong interest in the JIS designated factory system and the Electrical

1-142



Appliance and Material Control Law and rising need for an inspection system with
sufficient inspection facilities and staff.

<Problenis and Issues> _

At the present time, the actual export inspections are performed by public testing
organizations and the SGS and other private firms and there are not particular problems.
However, in the future, it will be necessary to extent the coverage of the compulsory
inspections to industrial manufactures and light industrial goods. Toward this end, it is
desirable to obtain more inspection facilities and measurement apparatus and further
improve the industrial standards.

As a second point, the advanced nations are currently all establishing sanitation
regulation standard systems for toys and electrical appliances. The requirements on
sanitary Thai standards from the markets of the advanced countrics are currently being
‘handled bj the exporters themselves through the inspection organizations, but to secure
confidence from these markets, it would be necessary to establish strict, independent
sanitary regulations which prohibit the sale of toys or other items containing toxic or
hermful substances.
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3-4, Export Promotion Policies in the Other Countrics
3-4-1. South Korea's Export Promotion Policy

South Korea's expori- -oriented economic polc:es started. wnth thc First Five- -year
Plan. whlch was implemented in 1962. After the Korean War the domestic- economic
resource which the country could make use of was a "chieap, but considerably hi gh-level" _
labor force. Since the First Fivc-yéar Plan the governrnent' has almost consistently
implemented economic policies gnided by foreign investment and which involve the
addition of foreign investment to this labor resource. These policies ‘have been
Implemented under close government guxdance with the government mob:hzmg all
possible means to foster the targetted mdusmes and to promote exports. -

The economic development strategy which was: first 1mplernented 1n 1962
involved import substitution of labor-intensive consumer goods_,-for which Korea was in
a relatively good position, and also the promotion of exporis. But'since then the former
has changed to import substitution of intermediate- goods and the fostering and
development of capital goods industries as a result of the development of the heavy and
chemical industries. The objective of export promotion policies is to build an economic
base for higher level industrialization and for independent growth, and as such the
policies make up the foundation of the country's economic policies. |

3-4-2, History of Export Promotion Policies

Although it is only natural that South Korea's export promotion policies have
changed with the stages which have been reached in the country’s economic
development, they can be broadly divided into the export promotion policies of the 1960s
which centered mainly on consumer goods, and the policies of the 1970s.

(1) Promotion Policies of the 1960s

During this period the change was made over to exports from the import
substitution of consumer goods, and the latter part of the 60s was a period when the
import substitution of intermediate goods was advanced. The policies for the
establishment of the economic and related organizations for the various policies and
systems aimed at export promotion at that time formed the basis of later export promotion
policies. '
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1) Export Subsidies o

In 1961 temporary legislation was enacted for the payment of export subsidies.
Export goods were divided into four classifications and the amount paid in subsidies
varied according to the classification. The export subsidies were abolished in 1965.

2) Export Finance |

This was based on export letters of credit and loans were made for a 90-135 day
penod ‘The interest rate in 1960 was 13.87% which was a considerably better rate than
the general 17.5% rate for loans at one tnne, The proportion of this export related finance
was high and during t..he.r.19605 and _19703"exp01_'t related preferential loans continually
accounted for between 40-60% of total loans made by the Bank of South Korea. Also,
the proportion of private sector domestic credit outostanding increased to 21% by 1975.

This export_finance was the most preferred guidance poliby finance. As it was
possible to rcce_ivé loans at low preferential interest rates from the Bank of Korea which
iﬁgre‘___fupds supplied by ﬁﬁv;a_te financial ofga_nizatigins (rates decreased further by the
. Bank of Korea), the margins for the financial organizations were high and the loans
became most profitable.

3) Tax Rcducnons and Exempnons 7

- From 1959 import duties on raw matenals 1mported for use in cxports were
goods were also exempted. In addltxon, thc income tax_rates for income derived from
exports (incomie obtained from foreign currency) were cut by 50%. This was later
abolished in 1973.

4) Appmval for the decrement exemption system in Imported Raw Materials for Export
Use _ o ‘ _
This was an indirect subsidy for export industries where a decrease for a fixed

amount of imported raw materials for use in export was permitted.

- 5) Discounts in transportation fees and electricity charges for export industries
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(2) Export Policies of the 1970s

1) Preferential Taxatlon Meastres
Although the system for reductxons and exemptions in taxes on income derived
from foreign currency was abolished in 1973, new measures were put in its pIace. They
were: ' ' o
" (a) system for inclusion of moncy lost on reserve gggd§ for developlng overseas
- markets ' . '
(b) system for inclusion of losses from export réserve funds -
(c) system for inclusion of losses from lost reserve funds for overseas investment
(d) special accelerated depreciation ratio for export companies '

2)Tax Rebates- _

The system was established in 1975, The system for reductmns and exemptions
in the payment of import duties for imported raw materials for use in exports was
chariged to a system of tax rebates. '

3) General Trading Company System

A system for general trading companies based on Japanese génerai trading
companies was introduced to provide an effective overseas marketing System While in
1975 the amount of exports handled by general n'admg companies accounted for only
14.5% of exports, thlS amount had risen to 55.5% in 1984.

4) Export Industry Base Expansion Funds _

This involved a change from the promotion of the heavy and chemical industries
and from the shori-term financial assistance given to mainly trading companies to
increasing the amount of funds provided to production companies for expanding plant
and equipment, and production, and medium and long-term finance.

5) Establishment of Export Associations
6) Export Manufacturing Complexes

(3) Export Promotion Policies of the 1980s and Future Tasks

Although the export promotion poliéics of the 1960s and the 1970s contributed to
the increase in exports, mainly involving light industries, once into the 1980s this type of
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economic po'licy guided by exports has caused more than a few problems. As regards
export promotion, firstly, élthough the assistance given under government direction
contributed to the formation of company groups, this caused stagnation amongst the
small and medium-sized companies which form the base of technologically advanced
industries. Secondly, the inflationary financial assistance had the end result of causing the
accumulation of foreign debts.
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3-4-2. Taiwan's Export Promotion Policy

Taiwan's domestic market, just as South Korea's, is.very limited, and as a
result industrialization has from the v_ery beginning inevitably aimed at export -
(import?) substitution. By the early 1960s, in fact, the first export '-(ii.n'port?)' .
substitation period had alrcady begun. The cutoff of U.S. economic aid in 1965 also
served to intensify this trend. Major Taiwanese export promotion poliicies are
described below.

1) Export Refund Tax Policy (1955) _

_ A system by which tariffs paid on raw materials for products to be exported
are refunded. In June 1983, it was decided to eliminate this system five years hence.
The tariffs themselves, however, are gradually being rolled back across the board,

2) Exchange Rate Policy (1958)

Until 1958 a compound rate system (31 = 10 yuan or 15 yuan) had been
utilized. These rates were overvalued, however, and in 1958 the rate was
established at 40 yuan to the dollar to conform with realistic world conditions (this
rate remained effective until 197.3).

3) Relaxation of Import Restrictions (since 1958) _
Imported products are currently divided into three catcgorics: prohibited,
restricted, and free. The number of free items is gradually increasing.

4) Establishment of Export Processing Zones (1965)

In the arena of foreign capital induction policies, 1954 saw enactment of the
"Foreigner Investment Act,” while the "Overseas Chinese Investment Act” was
passed into law the following year. At the time, however, the Taiwanese political
situation was far from stable, and féreign investment was minimal.

With the advent of the 1960s Taiwan began to take aggressive measures to
attract foreign capital. The "Investment Promotion Act" was enac_ted. in 1960 to
allow identical legal treatment for domestic and foreign capit'al, provide tax
reductions and exemptions for investment in specified fields, and relax res_triétions
on profit remittances. Concerning the introduction of technology, the *Technology
Collaboration Act” was established in 1962, providing a tentative system for the
protection of know-how and patent rights. Furthermore, the "Processing Exit Zone
Facility Management Act" was passed in 1965 as a foreign capital introduction policy
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with the objective of promoting exports, providing the foundations for the first
export free zone to be constructed at Kachsiung.

Although it is estimated that exports of products produced at the export
processing zones totaled only 7% - 8% of Taiwan's total exports and the hiring effect
was roughly the same, these zones can be said 16 have fulfilled their “pump-priming"
role as show windows for the nation's foreign capital induction policies. The
bonded factory system was also set up in 1965, and outside the export processing
zones was applied to export industries.

The foreign capi't'a'l induction policies, which provided in most cases for
‘obligatory exports, coupled with domestic market factors, allowed Tatwan to achieve
rapid export growth starting in the mid-1960s. This was to be the begmmng of the
nation's road to membership i in the ranks of the NIES

~In the 1970s-export promotion policies were pursued further, and the second
import-replacing (heavy chemical) industrialization was embarked upon. ‘The effect
of these policies, however, was far less than the authorities had hoped for.
* In 1973 the ten national construction p'rojec':ts were begun, starting the nation
- down the road to heavy chemical industrialization, but with the sole exception of the
petrochemical industry heavy industrialization such as occurred in neighboring South
Koréa was not to be seen. In contrast to the latter nation, where heavy chemical
industrialization proceeded as almost a national project and zaibassu were formed, in
the  case of Taiwan small- and medium-sized énterprise developed and free
competition was encouraged. '

References: Yamazawa, L., and Hirata, A. "Industrializaion in LDC and
Export Promotion Policy” (Institute of Development Economy)

1-149



3-4-3, Directions of Export Promotion Policies of South Korea--a'nd Taiwan

The most effective incentive offered in the exp‘oﬁ promotion policies of South
Korea is said to be its low interest c#’p_o‘rt financing. The interest rate on export loans
substantially remained below the 10% mark throughout the 1960s and 1970s; offering a
diffef_enée from the _.loan interest rate of commercial banks of as high as 20%. During this
timé, export financing accounted for about 50% of the overall loans of the Bank of
Korea. - :
On the other hand, South Korea abolished the commodity tax on export goods and
the business tax on export industries in 1961. Further, in 1977, with the introduction of
the ad valorum tax, it was returning almost all taxes paid on export goods in the process
of manufacture and sales. _ '

- As opposed to this, Taiwan plat:cd stress on tax privileges for investments under
its initial Foreigner Direct Investment Act. Later, it shifted to a stress on construction of
export processing zones.

‘However, these two regions have been changmg their export promomon policies in
recent years. Both regions have lowered their tariff rates. South Korea is reviewing the
privileges provided to export industries, for example, rcdﬁci_ng the difference in its
interest rates on export financing fr01n_¢qmmcrcia1-rates since the end of the _1.9708. In
the two regions, the export promotion policies have worked for labor intensive goods and
light industrial goods, but the authorities have realized that they cannot work to promote
industrialization in the high tech fields requiring advanced skills or in creation of an export
industry for the same.T'o reinforce their international competitiveness, they are shifting
their emphasis from cost reductions and conventional input such as labor and capltal to
improvement of technology and technological transfers.

Export industry promotion policies and export promotion policies of Asean
countries are show Table I-3-6.
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