Study on Economic Development
Policy in the Transition Toward a
Market-oriented Economy in Viet Nam

| (Phase 2)

FINAL REPORT
VOL.2 Participation in AFTA/APEC/WTO and Industrial Policy

February 1998

JIN LIBRARY

(NUR

J 11414771(8)

Ministry of Planning and Investment Japan International
The Socialist Republic of Viet Nam Cooperation Agency

SSF

CR(1)

$8-020













Study on Economic Development
Policy in the Transition Toward a
Market-oriented Economy in Viet Nam
(Phase 2)

FINAL REPORT
VOL.2 Participation in AFTA/APEC/WTO and Industrial Policy

February 1998

Ministry of Planning and Investment Japan International
The Socialist Republic of Viet Nam Cooperation Agency






Overall Contents

_ Volume 1 General Comments / Agricultural and Rural Development
Foreword ......................................................... KlmIO Fuj'ta
Prefacg --rrsrrreromsrrenreere e Shigeru Ishikawa / Nguyen Quang Thai

General Comments
Chapter
1 Introduction
1-A; A “New Stage” of Vielnamese Economy and Industejalization « == === --=**
...................................... cererseaes e Shigcru Ishikawa
‘1-B: Moving Towards the Sustainable Development < === "+ Nguyen Quang Thai
2 .Vielnamese Participation in Economic Organizations: Japan’s Experiences --+- "
................................................... Shigeru Ishikawa
3 Trade Liberalization Strategy for Latccomer Devetoping Countries: The Case of
Viet Na“‘ in AFI‘A ....................................... Kenichi Ohno

Agriculturat and Rural Devetopment
Chapter
t Introduction
1-A: Agricultural and Rural Development * - -+ Yonosuke Hara / Seiji Shindo
1-B: Situation of the Vietnameése Agriculture and Rural Development and
Directions to Solutiong * = -**** R Nguyen Xuan Thao
1-C: Economic Structural Adjustment, Indusirialization and Medernization of
Agriculture and Rural Bconomy *» == r=rreessreseerorrensmnensns Phan Doanh
2 Importance of Rural Development in Poverty Alleviation =+ °* Yukio lkemoto
3-1 Suggestions on the Building of Agricultural Cooperatives Unions and an
- Agricultural Cooperatives Information Center === =<+ * =+ =e s Yumio Sakurai
3-2 Market Potentiality of Selected Agricultural Products of Viet Nam- =+ -r=ro>-
R R LR A L AL LA LA Asihiro Muroya
3-3 Research Note: Diversification of Agriculture in Different Regions in Viet Nam -
""" sereeressaaieanrrensee oo Yiet Nam Agricultural Science Institute
4 Increasing Off-Farm Employment Opportunities in Rural Areas of Viet Nam <+ -~

---------------------------------------------------- ]lafuo Tsuchiya

fii



S bevelopment of Rural Infrastructure in the Red River Delta Region = v oveeer e
.......................................... Joji Nﬂkaga\va lsciji S]liﬂdo

6-1 The State of the Art of Rural Finance in Vict Nam=sroeeeerrees Yoichi lzumida

6-2 Summary of Farm Household Survey Regarding Rural Finance = --eerrerereee
........................................ ].,C "()Ilg '[‘hni "'l“oshihiko Suda

Member List of Research Group
Member List of Editorial Committee

Volume 2 Participation in AFTAJAPEC/WTO and Industrial Policy
Foreond ......................................................... Kimio Fujita
Prefacg - srevrrereres AR AR AR AR Shigeru Ishikawa / Nguyen Quang Thai

Participation in AFTAJAPEC/WTO and Industrial Policy
Chapter
1 Introduction
1-A: Participation in AFTAJAPEG/WTO and Industrial Policy * = -**-verco0e :
.......................................... Hideki Imaoka / Koichi Ohno
1-B: Strong Export Oriented Industrial Development in Viet Nam -« ERTTREY
............... '........-........................'.'..'Ph'amouangHam
2-1 Industry Policy Options for the l_)evelopmeht of Export Industries in Viet Nam * -
.......................... P Seiichi Masuyérﬁal'ﬂisami Mitarai
22 Policy Alternatives and Their Implications for Capital Intensive and Infant
lndus‘u-ic_s .............................................. Koichifo Fukui
2-3 Development Policy on SMEs and Supporting Industries in Viet Nam + -+« + -
L EEEREERRERREE ++ Masahiko Ebashi / Hitoshi Sakai / Nobuaki Takada
3 Recent Developmehl of Manufacturing Induslrieé_in Niet Nam from Statistical Data
of Trade and Prodhctionl """"""""" -+ Takashi Sasano / Atsushi Koyama
4-1 Viel Nam’s Participation in AFTA, APEC and WTO and the Development of
Expott Industries by Foreign Direct Investments == -+ osresrererssnanasses

-----------------------------------

Seiichi Masuyama / Toyomitsu Tamao
42 l)c-veluping Leading Export Industries
4-2-1 Glectric and Electronics Industry r=orrsrrresrsreerreres Hisami Mitarai
4-2-2 Metal Mold Industry ==+ -+ -eeersesressneniiianen., Seiki Teshiba



4-2-3 Garment and Texlite Industey * =+ Sciichi Masuyama / Hiroyuki Kasamalsu
4-2-4 The Ship Repaic Industry =»--svemrmeers "Toyomitsu Tamao / Seiki Teshiba
5 Policies for Capilal Tatensive and Infant Indusleies ++verrrreenree SRR A

""""""" Koichira Fukui / Osamu Toike / Takashi Sasane / Daisuke Nishi

5-1 Auvtomobile and Parts Indusisy

5-2 Iron and Steel Industey

5-3 Oi! Refining Industry

S-4 Petrochemical Indusicy

5-5 Urea Fertilizer

5-6 Coment Industry

6 Development Policy on SMEs and Supporting Industeies in Viet Nam= === - =
"""""" +tssseeeeses Masahiko Ebashi / Hitoshi Sakai / Nobuaki Takada

Member List of Research Group
Member List of Editorial Committee

Volume 3 Fiscal and Monetary Policy
Foreword ......................................................... Kll'niO FUjlta
Prefac@ = rrrrrerrrrrerasirnres s Shigeru Ishikawa / Nguyen Quang Thai

Fiscal and Monetary Policy
Chapter
1 Introduction
1-A: Reformation of the Fiscal and Financial System in Viet Nam =+« rv2ro=e=*
.......................................... <+ oo+ Akiyoshi Horiuchi
1-B: Direction for the Improvement of Taxation System and Monetary Policies in
Viet Nam in the Period of 1996-200Q0 ¢ = s ervrermrmmrreeens Lai Quang Thuc
1-C: Monetary Policy and its Relation to the National Financial Policy in Yiet Nam
.......................... ......I..-..-..-.....---...... VuvanHOa
1-D: Financial Policies- Problems and Solutions <=+ -=rrrrrorees Tran Van Ta
1-E: Development of Policies on Financial Relationships Among Authority Levels
in viet Nam .......................... sessatrass vy Tfan van Ta
1-F: Basic Features of Foreign Exchange, Foreign Exchange Rate and Gold
Management Policies in Viet Nam over the Years of Renovalion== =7 r=°"***

.................................................. Duong 'l‘hu ]!uﬁng



1-G: Brief Introduction to the Curtent Sitvation of the Financial and Tax Reform
P[OC@SS in Vicl Nﬂln .................................... QuaCh I)UC !Bhap
1-1: Cureent Developments of the Monelary and Payment System Reform in Viet
Nam*+*** RRR R A Presreaeee Nguycn' Toan Thang / Pham Xuan Hoe
2 Economic Reform and Fiscal Finance of Viet Namy v errrrrremnoorees Eiji Tajika
3 Fiscal and Finaucial Sector Reform and Economic Development in Viet Nam - -+
"""""""""""""""" Akiyoshi Horiuchi / Masaaki Kuroyanagi /
Kazuyuki Mori / Hideto Saito / Kojiro Sakurai
4 Reexamination of Financial Policies in View of the Observations in Savings and
Investment Survey of Houscholds-1997 > -+« - Shinichi Watanabe / Tatsuya Ono
5-1 Issues on Foreign Exchange Rate in Viet Nam 2 rov=remeree Masaaki Kuroyanagi
5-2 Macrocconomic Developments Focusing on Monctary Feonomy * Kojiro Sakurai
5-3 An Examination of Stafistics of Capital Formation in Viet Nam * - * Ryozo Hattori

5-4 The Curcent Status of the Financial Sector in Viet Name === -**- Hideto Saito
5-5 Investment Finance in Viet Nam * ¢+ ¢ mreevseresertrssannnans Kazuyuki Mori
5-6 Financial Analysis on Vieinamese Commercial Banks+ v+ +* Kazuyuki Mori

Member List of Research Group
Member List of Editorial Committee

Volume 4 State Enterprise Reform _
ForewOrd ......................................................... i(imio Fuiita
Prefacg - --rerrrrrsreareiirieiiiiiiiien e Shigeru Ishikawa / Nguyen Quang Thai

State Enterprise Reform
Chapter
1 Introduction: State Enterprisé Reform ¢ -7 AR - Shigeru Ishikawa
2 The SOEs Reform Policies in Viet Nam and Their Implementation Performance *-

..................................... Le Dang Doanh / Tran Tien Cuong
3 New Insights into Development Policy and the Reform of State Enterprises in China
and Viet Nap -t " sevsrerertttarnarernsnnssanssansae Shigeru Ishikawa
4 The Reform of Vietnamese State Entesprises under Doi Moi: Past, Present, and
PrOSpPEct® = et rrerrertrotntraniieistiitatiiiiriaiannaan Ikuo Takeuchi
5 Legal Aspects of SOEReform =+t v v omrrrmrmrmsrserresnccanacs Eri Habu

6 Study on the Current Conditions of Produclion, Management and Finance of the



State Qwned Enterprises in Viet Nam s oorsrrrovmmrrsrasriiienrianneee.
""""" Koki Hagiv / Toshiyuki Kiuchi / Shinichi Aoyama / Minoru Matsumoto
7 Observations on the Two Surveys of State-Owned Baterprises (The OLCE-CIEM
Survey and the JICA-CHIM Survey) <-=c-mcrmreerrereenee Mitsuhiro Hirata
Member List of Research Group
Member List of Editorial Committee

Vil






Contents

Foreword ......................................................... Ki!nio Fujlta
Prefacg - --errerrrrirrer e Shigeru Ishikawa / Nguyen Quang Thai
Chapter
1 Introduction
1-A: Panticipation in AFTAJ/APEC/WTO and Indusirial Policy--=----remrrreeese
.......................................... ]lldckl ll]laﬂka/ KO]ChI OhIIO 1
1-B3: Strong Export Criented Industrial Development in Viet Nam * - Pham Quang Ham 14
2-1 Industry Policy Oplions for the Development of Export Industries in Viet Nam-+ - - .
....................................... Seiichi Masuyama / Hisami Mitarai
2-2 Policy Alternatives and Their Implications for Capital Intensive and Infant Industries
....................................................... KOiChiTO Fuk“i 33
2-3 Development Policy on SMEs and Supporling Industries in Viet Nam-=---c--ovv- 49
"""""""""""""" Masahiko Ebashi / Hitoshi Sakai / Nobuaki Takada
3 Recent Development of Manufacturing Indusiries in Niet Nam from Statistical Data of
Trade and Production <+ «srvevrermevesmrmnianee Takashi Sasano / Atsushi Koyama >
4-1 Viet Nam’s Participation in AFTA, APEC and WTO and the Development of Export
industries by Foreign Direct Investment -+ - -+ - Seiichi Masuyama / Toyomitsu Tamao &
4-2 Developing Leading Export Industrics
4-2-1 Electric and Electronics Industry - > o=rrmrererereieevennn. Hisami Mitarai 83
4-2-2 Metal Mold Industry «rxrerrrrreerrrrereiiiiinreneenann. Seiki Teshiba 153
4-2-3 Garment and Textile Industry =+ Seiichi Masuyama / Hiroyuki Kasamatsu 173
4-2-4 The Ship Repair Industry »==»2re=vmeerener Toyomitsu Tamao / Seiki Teshiba 193
S Policies for Capital Intensive and Infant Industrieg === =ccvrrrerreresrrressinenn
""""""""" Koichiro Fukui / Gsamu Toike / Takashi Sasano / Daisuke Nishi
5-1 Automobile and Parts Industry = »+ =+ v+ et rseerrassenseeeaianaiin.. 213
5-2 Tron and Steel Tndustry ===« " s v et e et ermnerareamemmiiiaiananiaa.. 240
5-3 Oil Reﬁning INAUStry “vcevrrrerem e 273
5-4 Petrochemical Industry <+« ¢+t s == srssssmamssssnrreeiiseananinesianns 297
5-5 Urea Fertilizer = ==+ ==+=covsrrroseenarrorsannacesiarasaensorsosasesns 304
5-6 Cement TRQUSIEY *« = * 7" v e reerrenreranssesersiaeteereaeiarennians, 334
6 Development Policy on SMEs and Suppoiting Industries in Viet Nam cvr=-v-ov e
""""""""""""""" Masahiko Ebashi / Hitoshi Sakai / Nobuaki Takada 351
Member List of Research GIOUD *= v rsrresrmrere ottt tttntontsteses 533
Member List Of Edltorial Comm[nee ....................................... £35



Foreword

This study entitled “Economic Development Policy in the Transition toward a Market-
oricnted Economy in Vict Nam” was conducted within the framework of the technicatl
cooperation program of the Government of Japan, in response to a request from the
Government of the Socialist Republic of Viet Nam.

The study was carried oul as joint tesearch by professionals specializing in economic
policy from both Japan and Viet Nam. The rescarch groups headed by Prof. Shigeru Ishikawa,
Professor Emeritus of Hitotsubashi University, for the Japanese side, and by Dr. Nguyen
Quang Thai, Vice President, Development Strategy Institute, Ministry of Planning and
Investment, for the Victnamese side were set up in each couniry, assisted by consultant teams
consisting of leading research institutes in both countries.

The research groups and consultant tearmns held a series of discussions, and conducied
several field surveys. This report was prepared jointly by the Japanese and Vietnamese
research groups based on a mutual understanding.

I hope that the useful suggestions presented in this report will contribute to the formulation
of policies for economic transition and sustainable development of Viet Nam, and it would be

my great pleasure if the report would be used practically by concerned organizations, officials
and experts.

I wish to express my sincere appreciation to Professor Ishikawa, Dr. Thai and each
research member for their close cooperation in the study, and to the officials concerned for
their valuable opinions.

February 1998

{qas //
Kimio Fujita

President

Japan International Cooperation Agency



Preface

This Final Report of the project on the Study on Econemic Development Policy in
the Transition toward a Market-oriented Economy in Viet Nam {Phase 2) aims at collecting
all the important reports on the rescarch results and policy suggestions which have been
produced on the subjects of the titte during September 1996 and November 1997, and thereby
concluding the Phase 2 study. Morcover, the Final Report of Phase 2 combines with the Final
Report of Phase 1 which was published in August 1996 in five separate volumes, to conclude
all the formal research aciivities of the whote study project, The project itsell was decided on
April 1995 on the basis of the consultations between the governments of Japan and Viel
Nam during 1994 and 1995, and was implemented under the Social Development Studies
Program of the Japan International Cooperation Agency (JICA). The project was formally
inaugurated in August 1995.

‘Under the agreement, the project was to be conducted in two phases. The general purpose
of Phase 1 was to study the “Five-year Plan for Social and Economic Development in Viel
Nam?” (1996 - 2000), which was then being drafied for consideration by the Eighth Congress
of the Vietnamese Comminist Party. The phase I was brought fo a close by the submission
to the government of Vict Nam of a “Sumimiary Report” in June 1996 and a “Final Report™ in
that August. The general purpose of Phase 2 that followed Phase 1 has been to research the
implementation of the “Five-year Plan” and the new issues raised during the course of it.

The agreement also slipulated that this was to be a joint Japancse and Vietnamese
project. To accomplish this, research groups consisting of scholars and high-ranking experts
were organized and worked under the direction of relevant steering commiltees on both
sides. The general leaders of the research group were Professor Shigeru Ishikawa of Japan and
Dr. Nguyen Quang Thai of Viet Nam. The project consisted of Subgroups to research selected
priority topics, to which both Japanese and Vietnamiese researchers were assigned. Both Phase
1 and Phase 2 had four priority topics, though the topics themselves changed a bil between the
phases:

Phase 1:

Macro economic growth and its relationship with inflation and stabitity

Capital mobilization policies in the fiscal and monetary sectors

- Industrial policy and industrialization

1 Ministry of Planning and Investment, the Socialist Republic of Viet Nam = Japan Intemational Cooperation
Agency, “Summary Report — Study on Economic Development Policy in the Transition toward a Market-
oriented Economy in Viet Nam Phase 1, Opinions on the Draft New Five-year Plan for Social and Economic
Development in Viet Nam (1996-2000),” June 1996, Hanoi and Tokyo.



Agticulture and rurat development

Phasc 2:

Agricullure and rural development

Participation in AFTA, APEC, and the WTO, and industrial policy

Fiscal and monetary policy

State enterprise

As for the concrete procedures for 1mplcmemmg the ]omt research, thc gencral lcaders
from both sides met together for consultations at the start of each phase and draw up minules
of those meetings,” thereby ensuring that the project does become a real “joint research.”

To ensure that joint rescarch was fruitfu), opinions were exchanged, materials and
literature provided for cach other, joint field studies and interviews conducted, and research
findings discussed closely at the overall project level, the subgroup level, and the individual
rescarcher level, At the overall project level there were five workshops held during Phase |
and threc during Phase 2, in cither Tokyo or Hanoi.?

The results of the joint rescarch can be seen, first and foremost, from the rescarch fmdmgs
themselves, In many aspects, the Vielnamese cconomy suffers from a lack of basic data,
statistics, and information, which combined with the complexitics involved in the transition
from a centrally planned cconomy to a market economy (this overlaps the problems found in
the process of rehabilitation and reconstruction from an economy long on a wartime footing)
to produce the many inadequacies that remain in our rescarch. Bul these details aside, during
Phase I we were able to elucidate four problems in the Vietnamese economy and advise that
they be taken note of in the drafting of the Five-year Plan.

The four points we called attention to were: 1) testraining an excessively high growth rate;
2) improving domestic savings rates; 3) recognizin'g that the development of agriculture and.
rural economy (including rural industrialization) was a major prerequisite 1o industrialization;
and 4) recognizing thal it was desirable to take a dualistic economy approach
to industrialization, having a modern industrial sector with moden industrial technology and
equipment existing side by side with a small industry sector using traditional technologies and
facilitics,

The importance of these four points was in no way diminished during Phase 2. However,
new conditions that emerged or became apparent in the Vietnamese economy in 1996 and

2 August 30, 1995, “Minutes on Guiding Principles of Joint Studies™; August 9, 1996, “Minutes on Ihe
Conduct of Victnamese-Japanese Joint Studies for Phase 2.

3 Phase 1: ) Hanoi Preparatory Meeting (May 1995, Hanoi); 2) First Hanoi Workshop (August 28-29, 1995,
Hanoi); 3) Consultations on the work plan for joint research (November 27-28, 1995, Tokyo); 4)
First Tokyo Workshop (January 28-29, 1996, Tokyo); 5) Second Hanoi Workshop (March 1-2, 1996, Hanoi).
Phase 2: 1) First Tokyo Workshop (March 22-23, 1997, Tokyo); 2) Consultatiens on the progress of joimt

research and announcement of results (May 22-23, 1997, Tokyo); 3) First Hanoi Workshop (June 6-7, 1997,
Hanoi).



after resolted in the addition of a new rescarch priority, namely new issucs of the Vielnamese
economy emerged in its international economic dimension. The priority here was to consider
how Viet Nam should draft and implement ifs trade and investment policics in the
circumstance that Viet Nam have joined AFTA and applied for membership in the WTO and
APEC. This, by way of conjunction, also raised new issues directly and indirectly in state
enterprise reform, industrial policy, fiscal and monctary policy, and agriculture and rural
policy.

The second result of the joint research can be found in the evolution of the mechanism for
joint research itself. This mechanism was devised experientially as a means of furthering the
cooperalive relationship between developed and  developing couatrics  concerning
industrialization for economic development. It was obviously anticipated (hat there would be
many difficulties in the realization of this mechanism, but as a matter of fact, the resulls
outweighed the difficulties. In a word, a retationship of mutual trust has begun 1o take root
between Japan and Viet Nam at all levels of the joint rescarch. In the process of rescarching
topics together, we were able to understand the sincerily and good faith of our counicrparts.
Naturally, differcnces of approach sometimes remain regarding analysis and policy options,
but both sides understand the arguments behind these differences and indeed the background
that has produced them, and from that have developed trust and confidence in one another.

In proceeding with this study project, we have obtained profound support from a wide
circle of the people. We would like to acknowledge this with warmest gratitude,

The Japanese side of the joint research projeci feel exiremely fortunate to have been given
many opportunities to meet with Secretary-General Do Muoi and other Vielnamese leaders
and seek their opinions. These opportunities were instrumental in bringing depth and strength
to our findings.

The Victnamese side of the project cxpresses sincere thanks to JICA and s
Vietnam Office for supporting its research activities particularly in Japan.

In addition to submitting this Final Report to the leaders of Viet Nam, we will be
providing it to other interested pariies in order to seek comments and opinions.

February 1998, Hanoi and Tokyo

| Uhae st e

Nguyen Quang Thai Shigeru Ishikawa
Vietnamese Cochair of Japanese Cochair of
the Research Group the Research Group

Doctor of Economics Doctor of Economics
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Introduction
1-A: Participation in AFTA/APEC/WTO and
Industrial Policy

Hideki imaocka
University of_Tsukuba

Koichi Ohno

Institute of Developing Economies

{ . Introduction

ln January 1993, Vlel Nam applied to Jom lhe W I‘O Laier the same year, Viet Nam became the
seventh member of the Association of South East Asian Nations, ASEAN, committing herself to
cutting import duties on inter-ASEAN trade less than five percent by the year 2006. And at the same
time, Vietnamese and American officials have slarted to preparing for detajled negotiations on the draft
of a bilateral trade agreement which is expected to precede WTO bat to pave a way lo the membership
of WTQ,

It is likely that Viet Nam has reasonably decided to promote modemization and mdusmahzalmn by
utilizing opportunities given by the current trend of globalization through trade and investment. For
successful industrialization in Viet Nam, it is undoubtedly essential to realize and enjoy the gains from
trade and investment liberalization, At the same ime, these opportunities should be carefully and
strategically utilized in consideration of dynamic effects and long-run economic development.

‘This study lries to péinl out some important issues to be considered for industrial development in
Viet Nam, and to examine the current conditions and future prospects of several considerable industry
sectors — i) electrical and electsonics products, textile products, parts of automobile, metal mold
products; ii) cement, urea fertilizer, petrochemicals, iron and steel, and oil refinery. We can not go into
proposing a comprehensive industrial plan, but focus on sector-wise analysis in detail. Qur findings on
individual industries will be beneficial to drafting the industrial master plan, although further studies to
examme the consistency between macroeconomic growlh and sectoral development plans are
necessary.

1. Alternative Strategies: Export-Led and Import-Substitution

Until recently, traditional and dominant arguments on industrial development have suggested that
since the potential comparative advantage could be revealed in the }iberalized tradc regime such as in
Bast Asian countries, expori-led growth with trade liberalization is the promising (as if sufficient)
development strategy for developing countries. These arguments, however, have been remarked on



their unsatisfactory explanation of how the increases in exports in these countries can finance their
overall industrialization, Recently, there is increasing concern aboul some implications and rationales
of industrialization with government intervention, which include industeial policies and import
substitution policies, referring to sucoessful experiences of Hast Asian countries,

In reality, the forerunners of ASEAN and other East Asian countries are rather lucky in the sense
that these countries were involved in globalization through trade and investment, only after {or
simuitaneously) having established the minimum base of industry complex and industrial technotogy
capability under considerably long period of import substitution. (Box 1)

Table 1 shows the patterns of total factor productivity growth in Korea, Japan, and Taiwan in the
early slage of industrial development. Here, it is possible to observe that, not only labor- intensive
manufacivring sub-sectors but also capital-intenisive sub-sectors which were heavily protected in the
period, present high growth rates of total factor productivity in these countries, This means that the
averal] productivity growth occurred in the manufacturing sectors of these countrics and suggests that
export expansion in the couniries could be explained much by the technological capabilities, not just by
factor endowment. When observing the pattern of manufacturing exports in Korea, the high rates of
growth in manufacturing exports in the period can be explained mainly by the very rapid appearances
of new export products, not simply by expanding the labor-intensive products. For example, even
within textiles industry, its contents of exports were changed in very short time, from the carly stage of
garment pioducts to the stage of thread products.

Contrary to the forerunners of East Asia, Viet Nam has not yet attained even the minimum level of
industry comptex and technological capabilities even though there exists rather well-educated people.
In that sense, there seems to be reason for Viet Nam's considering to foster the minimum base of
industry complex and technology capability as well, while export promotion js undoubtedly necessary
for economic development in the process of trade and investment liberalization. This suggests it will be
necessary for Viet Nam to proceed not only export promotion, but also import substitution
simultancously, which have been generally regarded as alternative and exclusive targets.

Of course, such a twin-target strategy should be carefully examined and proceeded. Biases against
exports should be offsel or removed. Applicalion of import substitution policies should bé limited to
the industries which are essential for forming the core of industry complex and technological capability.
Considering large deficil in current account (about ten percent of GDP in 1995), it is advisable to select
the down stream of the individual industry which can be expected to be relatively labor-intensive and
to need rather the limited amount of investment. It is also important to timely implement the related
projects. In addition, these industries are to be possibly established within the time limit of 2006
(AFTA), which suggests that it will be necessary to make use of foreign direct investment.

2. FD! ang National Competitiveness

The East Asian economies have been involved in global competition among the multinational
enterprises since the mid-80s, as policy barriers to trade and investment have fallen in the region, and
as il has become (technologically) more feasible to manage the complexilies of cross-border
transactions. The explosion of foreign direct investment inflows into the region since the mid-80s has
served to highlight the fact that the multinational enterprise has been propelled to the central scene in
formulating future development strategy in these countries.

The globalization of national economies has grown steadily in the region since the early 70s. Cross-
border flows of money, information, trade and jnvestment have grown more quickly than domestic
GDP. These trends have served to make obsolete the common and often untold assumption that the
external economy could be something separate and safely ignored from consideration of policy for the



domeslic economy. Many developing countrics are becoming more and more oubward oricnted —more
open to trade and investment,

However, while the global bandwagon toward the integrated world cconomy has g'ﬂhcud
momentum since the 1980s, another began rolling in the opposite direction, There has been a flowering
of attempts to put issues of ‘national competitiveness’ centrally on domestic cconomic policy agendas
not only in these developing countries but also in developed countries. There have been serious
catculations of the possible sources of national advantage in many countries. The East Asian countries,
particularly the ASEAN countries, have designed the solidarily pact among political, business and
union interests to increase the attractiveness of a unified individual country as a fresh place for both
domestic and foreign investment,

Even formation of AFTA can be understood to be a ‘competitive collaboration’ among the ASEAN
countries to attract foreign direct invesiment into the region. Such a region of countries with the
diversified comparative advantages under free trade system would stimulate the multinational
enterprises 1o operate the international division of labor in the region as a part of their worldwide
networks. It could be pointed out that concerns about shifting forcign direct investment away from the
region to China is another motivation for formulation of AFTA (Tab]c 2).

For Viet Nam, however, only affiliating to AFTA is nota sufficicnt strategy to atiract foreign direct
investment and to foster the base of industry, While participation in AFTA will be possibly a good
opporlumty for being integrated into the globalizalion process, Viel Nam will face the competition in
‘location advantage of investment’ between AFTA countries. Il will depend on the domestic conditions
for trade and investment, “national competitiveness,” to whal degree Viet Nam could realize and enjoy
possible benefits from AFTA.

It has been recognized that when mulhnanonal enterprises (as well as domestic companies) select
their investment location, they strike a ‘balance between the two-way pulls—the forces for integrating
operations across borders (‘harmomzanon ) and those for recognizing and exploiting the differcnces
among national markets. The first forces can be strengthencd by the provisions of administrative
infrastructure services:

1) Maintaining political stabiliiy as it has been;

2) Keeping transparency in administrative and business procedures in general;

3) Maintaining the prﬁdenl macroeconomic management to control inflation, excessive deficit in

current account and budget;

4) - Keeping transparency in international transactions,

a) abolishing the non-tariff barriers and tariffication of all proteclwe MEeasures
b) deregulation on foreign exchange transactions and foreign direct investment;

§) Clarifying and making transparent the process and proceduses of foreign firm’s establishing the

joint venture with the slate-enterprise;

6) Indicating the priority sectors of industry by eslabhshmg the investment promotion law or by

drafting the industrial master plan, and specifying the types of incentives to be given to these priority

sectors.

The second forces, which are rooted - in 1mrnoh|lc resources of the location, could be made
operational by the provision of physical infrastructure services such as utilities, transportation,
communication, and etc. While much has already been said about the importance of physical
infrastructures, it should be emphasized here that investment in physical infrastructures is to be made in
a few concentrated location, especially on the initial stage of industriatization. It could be expected that
concentration of investment will generate ‘agglomeration benefits’ there.



3. Induslry Cluster and Learning Capabilities

‘The last point is closely rclated to creation of ‘industry cluster,” which is recognized essential in
cxploiting the differences among national markets. t has been pointed out that, globalization has made
factors of production such as educated workforce, capual or nalural resource, so readily available
elsewhere in the world that they no longer provide enough sourccs of advantage as they used 10,
Contemporary national —competitivencss have been said to arise from highly specialized clusters of
related skills, technologies and infrastructures, especially whe these are hard to duplicate,

In addition, greater altention is paid, in contemporary arguments, to the efficiency of
communications and the learning capability of industry cluster. Localization of some leading practice
could be efficicatly made by the clustering of leading firms in the same location, while the importance
of the specialized infrastructures should not be underscored as a source of national compelitiveness.
Also, it has been suggested that a competitive relation belween firms in a cluster would stimulate
innovative compelition among firms and strengthen their efficiency and compelitiveness.

It should be recalled that the ultimate objective of industrialization is to create a dynamic and
diversified industrial sector thal can contribute 10 the overall and sustainable expansion of the economy.
World Bank defined industrial policies from the dynami'c'vicw point, as government efforts to alter
industrial structure to promole productivity-based growth, and alsa pointed out that productivity-based
growth may derive from 1e’umng, technological innovation, or catching up to international best
practices. (The East Asian Miracle, p.304)

The notion of learning and innovation res!s on the hypothcsxs that the exposure of individuals to new
phenomena, new ideas, and new things produces learning. At the same time, the new to which cxXposure
is made must be near that which is familiar. It should be linked in some way to the familiar to be
recognized and acknowledged, yet novel enough to provoke new understandings and new insights.
Learning applies o a varicty of aclivities, most obviously to production, but also to consumption, and
of life styles in general.

In the context of developing economies where a variety of manufacturing activilies are very Timited,
industrial policies to extend the scope of manufacturing activities, could be recogmzcd as their efforts
to foster technotogical and learning capabilities. In this sense, import substltu_llon of manufacturing
activities in developing countries, together with export promotion efforts, would be even a prérequisite
for success{ul export expansion in the long run

In Viet Nam, there is currenlly no mgmﬂcanl cluster of industry. ll could be recommended to
consider that Viet Nam should pursue some import substitution as a long-run development policy, as
well as exporl promotion. When taking into consideration the macroeconomic constraints and the
intcrnational pressures of liberalization, however, Viet Nam'’s import substitution policy should be a
very careful one in the sense thal the schedule of protection must be in line with that stipulated under
AY¥TA, and that the protective measures should not impede export incentives, These consideration will
lead us to the notion that Viet Nam’s industrial development strategy should be pursued in linc with

building industry clusters in both export sectors and import substitution sectors, collaborating with
foreign direct investment.

4. Scope of the Study

(1) Promotion of traditional exporis
When taking account of large deficit in current account, rather heavy debt services, and expected

increase in the induced imports, export promotion policy must be effectively implemented in Viet Nam.
As Table 3 shows, the lraditional labor-intensive and domestic resource-intensive goods have



comparative advanlage. It can be therefore expected that there is enough potentiality in expanding
exports of these traditional products simply by climinating the disincentive effect of protective
measures for other industries and by promoting the medium aad smalt-scale firms for export production
of these products. Exporl promotion center is adviscd to be established in order to provide information
on international markets and technologies for the medium and small-scale firms in particular. Tn
addition, the current system of exporl license had better be abolished since this scheme seems to hinder
exporl expansion by the private medivm and small-scale firms.

(2) New export products

Expansion of exports in these traditional products, however, will not be enough to finance the
expected increase in imports. New products will have to be added as the exportable products. In this
part, the electsicat and electronics products, texlile products, and some of parts of automobile industry
ate picked up as possible new export producis. At the latter stage of development in the electrical and
electronics indusiry, metal mold industry will be induced to gain a foothold as a poss1ble supporting
industry. Promoting new export products, however, should be very carefully pursued by paying
attention (o the existing international division of fabour in ASEAN in parlicular and domestic
macroeconomic balance. As have already been pointed owt, foreign direct investment is expected to
play an important role.

{3) Prospects for import substitution industries

Since domeslic investment ralio is expected to rise to the level of 30 percent of GDP by 2004, and
since introduction of the new export products mentioned above may induce additional import
requirements (export elasticity of import requirement in textile products for 1991-95, for example, is
0.3), it will be necessary to subslitute the additional import requirements through inter-industry
transaciions for domeslic production in the long-run. By taking account of the backward linkage effect
through input-output relation, five industries —cement, urea fertitizer, petrochemical, iron and steel,
and oi! refinery, are carefully examined as the possible candidate industries for import substitution in
this part. _

Each industry above is divided into three stages : down stream, middle stream, and upper stream.
Each stage is carefully examined in selecting the specific stage with respect to the amount of the
backward linkage demand for each stage of induslry to realize economies of scale, the multinational
enterprise’s interest to invest in each stage and incentives given to foreiga ditect investment, and the
required amount of investment. Our examinations indicate that protective measures are required at the
carly stage of development to successfully implement import substitulion. However, il should be
remarked that schedule of protective measures for these industries will be constrained by that stipulated
under AFTA. .

The last point is very important because it is essential for Viet Nam to successfully participate in
international division of labour within the framework of AFTA which is expected to be intensified and
spread by foreign direct investment. Further, Viet Nam’s affiliation to WTO should be considered in
parallel with her affitiation to AFTA, in order to expand exports of the traditional products to the vast
markets of developed countries through MEN treatment and GSP.



Box 1
Expericace of Dual-Industrial Growih in Korca

«...dual-indusisial growth in Korea in the 1960s and 1970s could be abstracted in a hypothetical scenario such
as the following: (i) It is misleading to assume that industrial development took place under a free trade regime,
Actually, it was marked by the cocxistence of alternative strategics — ¢xport promotion and import substitution; (ii)
Under such regime, labor-intensive industries have increased export and production, supporied by export-
promotian policies; (ifi) At the same lime, in response 1o rising demand for intermediate goods induced by exponts,
capital-intensive industrics producing intermediate products were able 1o expand, thanks to profection under

import-substitution policies and large inflows of foreign capital, {which were)} sufficient to realize economics of
scale.” :

“Thus, from the mid-1960s to the lale 1970s, the Korean economy was managed under a dualistic policy
(regime) consisting of export-promotion and import-subslitution measures. It should be noticed that such a
duatistic policy regime is not identical to the one of free trade. While export-promotion measures could offset the
cost of import protection, only for producers of exporting goods, on the other hand, import-substitution measures
still remained cffective for the domestic market as a whole.”

Source K. Obno and H. Imaoka, “The Bxpericnce of Dual-industrial Growth: Korea and Taiwan” The
Developing Economies, XXV-4 (December 1987)



Table 1 Long-term TFP growth rates by sector

TEP growth rate

Korca

Japan Taiwan, China

Sectot 1966-85 1960-79 1966-86
Food 7.30 - 176 20a
Beverages 7.90 040 -
Tobacco 13.40 — -
Apparel — 198 10.5
“Textifes 10.70 0.47 7.6
Leather 12.60 1.03 -
Shoes — 1.83 -
Wood 9.40 281 0.3b
Fusoiture 12.16 174 —
Paper 8.20 144 2.3c
Printing 10.70 -0.18 -
Chemicals 13.10 3.36 33
Petroleum - 0.30 - 3.55d 0.0b
Rubber 11,40 1.02 6.3b
Nonmelallic minerals 280 — 24
Basic melals -— — 7.2
Iron and stez] 3730 1.34 -
Metal products 7.60 KX 44
Nonelectrical machinery §.00 2.30 6.7¢
Electrical machinery 10.70 537 —
Electrical equipment — — 7.1
Transport equipmenl 11.20 4.32 2.7
Precision instruments -— — L0
Plastic products — 0.92f 0.0
Othes manufacturing 7.50 -1.76 —
Average 8.8 1.2 4.6

Not available. ‘
a. Food and beverages

b. Rubber, petroleum, and wood producis

c. Paper and paper products

d. petroleum ref. and coal
¢. All machinery
f. Plastic

Source  World Bank {1993), The East Asian Miracte, Pconomic Growih and Public Policy, p. 304.
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1-B: Strong Export Oriented Industrial Development
in Viet Nam

Pham Quang Ham

Developmen! Strategy institute
Ministry of Planning and Investment

| . Performance of Industrial Exports by Viet Nam over the Past
Years (1991-1995)

{1) During the period 1991-1995, Viet Nam has recorded a high annval export earning growth rate
of 24.6%, reaching USD, 17 billion in five years. In 1996 alone, its export carnings were USD 7.1
biflion, up by 35% over that in 1995 and accounting for nearly 32% of GDP.

_ A rapid increase in exports has contributed to the foreign exchange balance for importing materials,
equipment and essential consumer goods for economic development.

Viet Nam has had ten exports with an anaual export earnings value of over USD 100 miltion cach,
namely: crede oil, rice, fishery products, forest products, textiles-garments, shoes, coffee, rubber,
pepper, groundnuts, Of these, the following have the largest export earnings:

* Crudeoil: USD 1 bi!ﬁori accounting for 23.6% of total export value

«  Texliles-garments: USD 0.8 biltion; 16% total export value

*  TFishery products: USD 0.6 billion; 13.7% of total export value

= Coffee: USD 0.6 billion; 1.37% of total export value

= Rice: USD 0.56 billion; 12.1% of total export value

Industry has greatly contributed to export earning value, and its share in total export vatue has been
increasing, accounting for about 50% of total export value, of which light industrial exporls represent
202, and heavy and mineral ones occupy nearly 30%.

(2) However, there have still been problems in exporting industrial products:

Structure of expoits have slowly improved. Although export structure has been positively changed
towards the direction of gradual increase in the share of processing and manufactured goods, it has
been slow. To date, materials (by SITC definition) have still been dominant and accounted for 70%
of exporl earnings.

This is a big problem in exporting industrial products from Viet Nam. Viet Nam has limited
resources and raw material-based exports can not bring about an efficient and sustainable growth rate.
This type of export fails (o exploil the country’s abundant human resources.

Foreign capital has been rapidly altracted to indusiries over the past several years, reaching over
USD 4 billion and accounting for 33% of foreign investment capital in the economy as a whole
(excluding oil and gas). However, export in the industry sector has not yet been proportional.

Contribution to export by joint ventures has still remained small and products by these joint
ventures have been mainly directed to domestic consumption in Viet Nam.
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Table 1 Economic, industriat and export growth rate during 1891-1996 (%)
19911992 1992-1993 19931994 1994-1995 1991-1995

"GDP 86 8.1 8.8 8.7 82
Industcy 14.6 2.1 12.9 132 12.5
Expait 23.6 15.6 5.8 282 24.6

Source MPI

Table 2 Structure of exports during 1991-1995 (%)

N o 1991 1992 1993 1994 1995
Agro-products 52 49 48 51 46
Ilcavy indusirial and mincral products KK 37 34 29 29
Light and handicrafl industsial products 14 14 18 20 25
Total 100 100 100 100 100

Source DSI

Such a situation of forcign investment attraction leads to an observation that, in fact, Viet Nam has
been implementing an import substitution-oriented industrial policy.

Compelitiveness of industrial exports has still been limited due to the following:

»  Processing technology remains obsolete and subject to slow renovation, leading to limiled
qualily, thus making products fess competitive in the market. Technology atlracted through
foreign direct investuent by joint ventures, as well as equipment imported over the past time
are, in general, not advanced, resulting in vnqualified exports.

»  Export scale has still remained small, with no major exports of large earnings, and intensively
processing industrial exports occupied a negligible share. Garments and shoes have brought
about high export earnings, but they have been mainly produced by subcontracts with forciga
pariners, thus having tow added value, and failed to take initiatives in production and doing
business.

s Under the condition that woild market has been already divided and international labor force
division established in a stable manner, the participation by Viet Nam’s enterprises will meet
with difficulties.

Viet Nam’s young enterprises have accepted compelition with commercial groups who have had a
lot of experience in the market. Viet Nam’s caterprises have still been subject to poor qualification in
management, regulation of export activities, and marketing.

With regard to its intcgration into regionat foreign trade, Viet Nam has made appmpnale and
timely decisions, but a lot of problems have remained. A path for integration so that mechanisms and
policies can be adjusted to being suitable to each stage of development, thus bringing into fuli play the
competilive edge of industry, has been slowly worked out. Viet Nam has not yet done the forecast of
structural adjusiment trends in industries after its full pariicipation into AFTA as well as other free
trade arcas. At the same time, Viet Nam has not yet prepared an adequate contingent of officials for
efficient participation as a member of the World Trade Organization.

Il . Export-oriented Industrial Development
(1) The Eight Party Congress had affirmed “to build up an'open economy integrating into regional

and world economy, strongly orienting to exports and at the same substituting imports for efficiently
domestic-made producis” (page 85 in the Eight Party Congress document).

12



As such, export pronotion is both an important objective of industrial development and & condition
for high GDP growth rate, At the same time, it is also an important precondition for the country’s
industrialization and modemization, Demand for importing equipment, machines and technology,
with an aim to renovate technology in industrial production can only be secured by export promotion.

However, with the country’s population of over 100 million by carly next century, and with its
increasing purchasing power, Viet Nam will be a Jarge market. Many industries can easily obtain their
efficient production scale for meeting only domeslic consumption. This is one of the attractive factors
1o domestic and foreign investors which need to be taken advantage of and brought into full play.

As a result, building up a strong export-oriented cconomy and import substitution for that which
can be produced efficiently within the country is not dividing the market for Viet Nam’s commoditics,
but in fact putting industry in the process of product adjustment structure for ensuring that products
made must be competitive in regional and world markets, as well as in the domestic market under the
conditions of an open economy in which trade will be gradually liberalized.

{2) Measures for structural renovation, and improvement of export’s compelitiveness should be

worked oul soon; policy mechanism for encouraging industrial exports issued:

Formulation of steategy for building up najor exports:

»  TImprovement and maintenance of competitiveness of one nation depends on accurate sclccilon
of industrics which have comparative advantages. To - accelerate economic structural
adjuctment according to selected the duecllon, in lum depends on a dynamic policy system,
including an industrial protection policy. Policies which have impacts on industry, like
financial, credit and export promotion policies, and other trade policies, aim at strengthening
the competitiveness of national industry in the internationat markel.

»  Effective policies by the government should intervene in the development of the following
induslries:

a) BExpori-oriented jndustries.

b) Basic industries, nol only with impact on acceleralmg the growth of many industries in the
economy, but also with mlpacl on strong export-oriented industries.

¢) New industries which necd to be fostered and dcveloped for mamtalmng comparalive
advantages for the couniry in the future. During the period up to the year 2000 and after the year
2000, atlention will be given to accelefatmg the exports of labour-intensive industries with low
invenstment rates for one employment and quick investment return, like textiles, garments, shoes,
electronic assembling, agro-processing industries, and other light indusiries.

In the pericd after the year 2010, when economic potential is relatively strong and domesucally
altracted investment capitals considerably increased, the scale of economic industrialization and
modernization can be expanded. By this time, in addition to further development of the already
developed industries in the previous period, it will be necessary to develop produciion and export
industries with intensive processing technology for creating high value products like mechanical-
electronic products, components for export, chemical and petro-chemical products, elc.

Protection policies the Government are very necessary in the process of the economy’s integration
into the world. However, the selection of industries for protection is very important. Massive
protection must be avoided because the past lesson of excessive protection had created a less dynamic
industry and no competition in the market.
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General proteciion principles are as follows:

»  Protection is only given to domestically-made products which can meet domestic demand and
have potential for development.

»  Protection principles are applied in a unilied manner to all economic scclors, mcludmg
enterprises with foreign funded capital, for creating equal condition for economic compelition.

»  Protection is Stipulated for some industries in a specific duration, rather than for any industry
forever. That is the time required for one industry to renovale technology, and improve the
compelitiveness of its products in the markel.

*  Protection must be suitable to the process of commercial liberalization and internationat
agreements signed by the Government.

Based on the requirements for protection level, a tariff reduction schedule for items in the
temporary list will be appropriately formulated. Items required the highest protection level will be
included in the list in the final stage, and the items required less protection will be subject to early
tariff reduclion.

Al present, items in the temporary exclusion list account for 3676 of alt items in the import tariff
table. They arc as folows:

* Al kind of cars, motorcycles (excluding ihe 16-seat car, which is included in the full exclusion

list)

= Bicycles, children’s toys; they are items with a high tax rale and can be made in abundance

within the country-require protection through the import tarift.

»  Home appliances (washing machines, air conditioners, electric fans, etc)

= All of the making-up products and non- essential products

= All of the fabrics or textiles, and several of garments

= All types of iron and steel

= Generally used mechanical products

Flexible and appropriate combination of tax reductions with ¢limination of non-trade barriers
should be done so that protection can be maintained for production industries when necessary.

Modern technology should be promoted for producing processed commodities for export. At
present, some ilems produced by Viet Nam are less competitive in comparison with those by other
countries in the region, because they are inferior in quality, type, and quantity. Thus, technological
renovation for producing high-quality products which are of competitive with products made by other
countries is a measure of decisiveness.

The development of small and medium enterprises should be promoted for contribuling efficiently
to the process of industrialization and export promotion. The advantages of small and medium
enterprises in using less capital will be made use of for attracting capital from the private sector for
development investment. Referring to their performance, small and medium enterprises are flexible
and dynamic in using appropriate technology and very sensitive to meeting the market demand. The
role of the Government is to support in organization of creating industrial linkages among small and
medium enterprises themselves and between small and medium enterprises and targe enterprises, and
in establishment of a subcantracting network between large enterprises and small and medlum ones in
assembling and component industries.

Competitive power of the national industry is not simply the addition of the competitive power of
each individual enterprise. It is the chaos competition to weaken the competitiveness of the national
indusiry. Compatible coordination of industries from the service system to the consuiting system, as
well policy support by the Government for creating a favourable environment for entesprises 1o
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develop towards export orientation, is very important. Those compatible factors will promote and
niultiply the competitiveness of cach enterprise in the country,

(3) Investment capilal attraction from couatrics within and outside AFTA should be promoted for
exploiting the existing advantages of Viet Nam in naturat resources, labour force, and new markets. A
more favouwrable invesiment environment over that of other countrics in ASEAN, with stable and clear
preferential policies, should be created for attracting forcign investment,

Further attention should be focused on improvement of infrastructure related to foreign investment
atteaction, fike power, water, transport network, ports, and telecommunications. Industrial parks and
export processing zones, especially the focal economic areas, should be promoted in the areas where
infrastructure is in favourable conditions, cspecially where big ports with favourable conditions for
export are available. The development master plan for industrial parks must be compalible with the
development of a master plan for infrastructure and urban areas.

Administrative procedures, tike procedures for granling investment, import and export licenses,
procedures for tand allocation and for granting construction permits, custom office procedures, tax
payment, etc., should be improved for facilitating foreign investment activities.

Specific lists of occupations and industries requiring priorities for FDI promotion, especially
export-oriented industries, and {or appropriate modern technology should be formulated.

In addition to direct foreign investment, aitention and support should be given to domestic
investment by introducing appropriate policies on export encouragement.

(4) Preconditions, especially human resources and institulional framework, should be actively
prepared {or maintaining and bringing into full play comparative advanlages.

Viet Nam has had very important advantages in human resources over other countries in Southeast
Asia, Al present, 50% of the country’s population are under 20, They will be a labour foree of full
vitality in the next lwo decades. This potential only becomes true when they are equipped with
knowledge suitable to the development trend. They need to be trained in the appropriate vocations,
skills and management, which are suitable to modern production. As such, initial advantages in cheap
labour costs in a low-income country will become a more compelitive advantage with an increasingly
high skill level at a relatively atlractive wage rate. This, in combination with renovated investment
environment, will certainly attract investment and technology inflow and the market will be open to
both within and outside the country. _

In short, international context, as well as practices in Viet Nam'’s industry, show that there is no
other way than working out the sirategy for export-oriented industrial development. We will fail to be
successful if we integrate into the world economy with an industrial strategy which places emphasis
mainly on import substitution. Export-oriented industrial development must be the main axis in
industrial development policy and be considered as the most important direction.

To encourage export-oriented industrial development, il is necessary to strengthen our already
gained position and further expand commercial relations in the region and in the world following
multi-latecalization and diversification policy in external z¢lations. Compatible policies on capilal,
technology, market, and tax preferences, should be formulated, A favourable and competitive
environment over other countries in the region should be created for strongly attracling foreign
investment. Economic sectors are encouraged to produce for export and can directly export. Effective
measures shonld be taken for strengthening competitiveness of domestic industry, thus gradually
taking the initiative in integrating into regional and world markets.
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| . Electric and Electronics Industry

1. Potential for the Developménl of a Competitive Electronic and Electronics Industry

We believe that Viet Nam will have a reasonable chance to develop an intcrnationally competitive
electrical and electronics industry in the long run, because of its relatively favorable endowment of
quality labor over other ASEAN countries and because of the size of its latent market. Moreover, Viet
Nam is situated in the ASEAN region where the electric and electronics industry is growing rapidly
(Exhibit 1). Production of electronics products in East Asia is expected to continue to shift from NIEs
to ASEAN and China. The ASEAN production of electronics products is forecast to increase from
US$94 billion in 1996 to US$138 billion in 2000 at 10% p.a, Parts production is expected to grow
slightly faster than the production of sels. As seen in Exhibit 2, in East Asia outside of Japan, the
production of industrial electronics products is expected 1o grow faster than thal of consumer
electronics products, and parts production is expected to grow faster than the production of sets.

However, as Viet Nam is a Jate-comer by a wide margin 10 the very internationalized induslry, it
will be able to develop the indusiry only by attracting FDI. Viet Nam’s domestic firms in the
elecirical and electronics industry are mostly controlled by the state and municipalities and their
management and technologies are generally obsolete. Thus, they try to form joint ventures mainly
wilh Japanese and Korean firms in order 1o establish consumer electronics assembly plants.

Moreover, Viet Nam should develop the industry step by step by taking into account the
characteristics of electronic and electronic products and the development stage of its electronic and
electronics industry in the overall development process of the industry in neighboring countries such
as Malaysia and Thailand. The policies pursued by Japan and Korea are also of some reference, but
they are not as directly relevant as those of other ASEAN countries since they did not ulitize FDI as
much as ASEAN countries, In the long run, a more broadly based electric and etectronics industry
should be established with the development of domestically owned finns and research and
development functions.
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Exhibit 1 The production outloek for East Astan electronics industry by area

{billion US §)
o L 1990 1996 2000 1996-2000 % p.a.
Scts  Parts Total Sets Parts Total Sets  Parts Total Sets  Partls  Total
NIES 38 23 61 45 37 82 54 60 114 47 128 86
ASEAN 8 4 12 61 33 94 88 50 138 96 169 101
China 9 3 12 23 9 34 48 18 66 177 189 180
Total 55 30 a5 131 79 210 190 128 318 97 128 189
% Composition
NIES 69 ez 72 34 47 39 28 47 36
ASFAN 19 13 14 47 42 45 46 39 43
China 16 10 14 19 11 16 25 14 21
Total 100 100 100 100 100 100 00 100 100
Source Nomura Rescarch Institute
Exhibit2 Production forecast by product type
1990 19956 2000 1996-2000 % p.a.
World  East % Woild  East % World East % World  East Asia
Asia  Share Asia  Share Asia  Share
Final sets 543 55 10 712 131 18 861 180 22 4.9 9.7
Industrial 455 33 i 610 91 15 750 138 18 53 11.0
Llecironics
Consunuer 88 22 25 162 40 39 111 52 47 2.1 6.8
Flectronics ' :
Parts 179 30 17 236 79 33 280 128 46 12.7 189
Total 722 85 12 948 210 22 1141 - 318 28 9.7 128
% Composition
Final sets 15 65 75 62 15 60
Industrial 63 39 64 43 66 43
Elcctronics
Consumter 12 26 11 19 10 16
Electronics
Parls 25 35 25 a8 25 40
Total 100 100 100 100 100 100

Sousce  NMNomura Research Institute

Thus, major issues for the development of the electric and electronics industry in Viet Nam are as

follows:

1) Promotion of export oriented industry
2y Maximizing utilization of the capital and technology of MNCs
3) Securing international competitiveness by developing supporting industries
4) Promoting technology transfer and development
5) Planning and implementing of consistent industrial development policy

2. Promotion of Export-Oriented Industry {(as Opposed to Industry Oriented Toward

the Domestic Market}

In the area of major home ¢lectric appliances, the yearly demand within Vietnam curcently comes
10 about 600,000 TV sets, 156,000 VCRs, 100,000 refrigerators, 10,003 washing machines, and
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100,000 air conditioners (mainly for office us¢). The major reasons for the low level of diffusion of
electric and electronic products in Viet Nam are the low income tevels and low rate of clectrification.
Government plans call for a rise in the rate of electrification ta 70 peccent by 2000. If this target is
achicved and income levels rise, the yearly domestic demand by 2000 could reach 1.5 million CtV
sets, 150,000 refrigerators, 120,000 air conditioners, and 50,000 washing machines,

Over the longer term, the rise in income levels along with economic growth could very well deepen
the attractiveness of the market of Viet Nam as its population nears 100 million. Nevertheless, the
latent scale of the Vietnamese market alone in this ficld is very limited. There is no prospect for
economy of scale effects to cultivate industry solely on the strength of this level of demand. For
example, the required scale of production for strategic locations for CTV sets and VCRs, the typical
AV products, is a few miltion units per plant. Simitarly, for white goods such as refrigerators and
washing machines, the yearly demand must be in the range of at least 300,000-400,000 units to justify
siting for production from components because of the huge capital investment entailed. Even as of
2010, however, industrialization in Viet Nam will still be in the formative phase, and it would not be
very worthwhite {or realislic) to consider measures for promotion of electric/electronics industry
siting aimed at the domestic market alone.

The implication is that policy should be developed with a view to the growth of industry targeted at
the global market and capable of participating in export markets. The term “global market” here refers
especially to the developed country markets of Japan and the West, the semi-developed countries
from Central Asia to Eastern Europe, the Russian Federation, and Sovth America, and the markets of
other ASEAN members and neighboring countries. Naturally, the domestic market will also become a
target over the long term as the level of the domestic economy rises.

An analogous situation applies for the component industry. Alihough there is a possibility of a rise
in the share of total component production occupied by domestic market sales as the domestic set
production expands, emphasis should be placed on the export market for the foreseeable future.

3. Maximizing Ulilization of FD}

MNCs in the industry, which have invested in ASEAN couniries to develop strategic export
facifities, are now in the midst of relocating production facilities in the arca to cope with the
formation of economic blocks such as EU and NAFTA, the expansion of emerging markets such as
China and Eastern Europe with increasing internal production, and the rapid growth of ASEAN
markets and the formation of AFTA. Facing worsening labor shortage and rising wages in Singapore,
Malaysia and Thaitand, where they have built major production centers, MNCs are being forced to
relocate labor-intensive operations to low-income countries in the region such as Viet Nam, Indonesia
and the Philippines and to upgrade the operations at the existing facilities for the production of more
technology-intensive producis.

Moreover, the purpose of strategic export facilities is now changing to include sales (o local
markets, as the global export capacity in the electronic and electronics industry has cutgrown demand
and the potential of the local market has become an important criterion for investment. Therefore,
MNCs have high expectations for lndonesia and the new ASEAN members — Viel Nam and Myanmar.
In fact, MNCs segard Viet Nam as one of the most promising countries for investment by them
because of the quality and quantity of abor, and the size of its latent markel.

Although ASEAN countries, particularly Malaysia and Thailand, were able to attract FDI to
develop their electronic and electrogics industry by shifting industrial policy from imporl substitution
to export promotion policy, Viet Nam will find it difficull to duplicate such a clearly differentiated
policy. Since MNCs have already established more or less adequate export capacity, they may
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demand access to Viet Nam’s domestic markets as well to justify their investments, Viet Nam may
need to pursue a lwo-pronged strategy of import substitution and exporl promotion. Thercfore,
excessive requirements of export abligations and local content will be counterproductive to attract
EFBDLin the industry. _

The changing investment behavior of MNCs offers a great opportunily for Viet Nam to develop its
electric and electronics industey from a very backward state. If Viet Nam misses this opportunity and
is unable Lo utilize FDI cffectively by the middle of 2000s, its electric and electronics industry may
find it difficult 1o grow into an internationally competilive one.

In order to atiract FDI, Vict Nam should improve its investment environment significantly and offer
better incentives for investments. Viel Nam’s investment cavironment is often said to have problems
such as the inadequacy of infrastructure, long delays in obtaining necessary permits for investment
and operation, and high income taxes, difticulty in obtaining visas, inadequate housing, and inequality
in the pricing of public utilitics such as electricity for foreign residents,

Viet Nam’s lack of intra- and inter-ministry coordination of policy measures selating lo FD is an
cven imore serious problem than these individual problems. In order to offer allractive incentives {o
possible investors, such policics micasures as a variety of incentives including the exemption or
reduction of income taxes and import duties, the improvement of infrastructure of industrial parks,
including the supply of electricity and water, telecommunication and transportation and the one-stop
handting of permits application, overscas remittance, royally payments, local conteat requirements,-
custom duties; equity ownership restrictions, environmental restrictions and exporl requirements, need
to be carefully coordinated. ' -

In order to construct an electric and electronics industrial cluster in a pragmalic manner, sequence
of attracting FDI (o pasticular areas of the indusicy could be as follows:

The first phase (present to the year 2000} : :

1) Manufactures of consumet electronics sets mostly for import substitution and partiaily for
export and their suppliers of custonmized paris : .

2) Assemblers of information technology (IT) products such as personal computers and assemblers
of key components mostly for export and their suppliers of customized paris

3) Independent manufactures of labor-intensive assembled parts mainly for export

The second phase (the yehr 2000 to 2005)

1) Consumer electronics and parts manufactures which' are relocating their strategic assembly
facitities for export to take advanlage of AFTA

2) Japancse and American firms which try to relocate their strategic production facilities of
malerial-based parts and the “back-end” production of IC products in ASEAN

3) Information equipment and paris manufactures which are trying (o build volume production
facilities in ASEAN

4) Smal! and medium sized firms of machining parts from countries like Japan

The third phase (the year 2005 to 2010)

1) Integrated manufactures of white goods with relatively heavy investments in factories

2) Japanese and American manufaclures of assembled parts with mechatronics technology such as
hard disc drives (HDDs) and printers

3) Japanese manufactures which are trying lo relocate the “front-end” processing of materials-
based paris
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4. Securing International Competitiveness by Developing Supporting Industries

In order to develop an intcrnationally competitive clectric and electronics industry with long-term
viability, the development of efficient patis indusiries will be crucial. Japanese manufactures have
already shifted production of labor-intensive asseimbled parts such as resistors and condensers with
lead lines, switches, volume controls, speakers, transformers, and small-sized motors to ASEAN.
Moreover, more upstceam operations -- such as the manufacturing of individual parts using molded
metal, sheet metal, and plastic — are also beginning (o be shifted offshore. This has improved cost
competitiveness of the sct manufacturers, _

In Viet Nam, however, Tocal supplies are limited more or less to packaging materials and
instruction documents, and there are no patts manufactures — either domestic or foreign — which can
satisly the quality requirements of foreign sct manufactures, Moreover, there are virtually no
internationally competitive machining firms, which form a foundation for the electric and electronics
industry. Thus, paris used for final assembly of sets are moslly imported.

Viet Nam requires foreign manufactures to achieve local content ratios higher than 20 percent in
order to enjoy the 5 percent tariff rate on imported materials for 1KD production. However, it is
difficult to invite capable forcign parts manufactures, for example from Japan, since they are mostly
medium and small sized firms that lack negotiating capabilities in joint ventures with state-owned
cnterprises. Thus, Japancse manufactures of audio-visual equipment, for example, fecl that the curcent
local content requirements are too heavy for them to be internationally competitive producing in Viet
Nam. : : ' ‘ _ C

It is essential to develop basic supporting industries in addition to paits industries in order to secure
the international compeltitivencss of Viet Nam’s electric and electronics industry and the industry’s
unique development by differentiating itsell from its counterparls in other ASEAN countries.
Supporting industeies are mainly born by medium and small firms and need much technological
knowhow in such areas as forging and casting, metal molding, cutting, surface treatment, )ig
manufacluring, and CAD. :

A policy option to develop supporling industrics in Viet Nam is to facilitate technology transfer
from Japan, where extensive supporling industries have grown with the supporl of investment by
small and medium sized enterprises. Although one means of technology transfer is human resource
development programs supporied by ODA , technotogy transfer through business experiences
including involvement with foreign enterprises is most effective.

5. Promote Technology Transfer and Developmenl

Although the expott activitics by foreign enterprises based in export processing zones will generate
foreign currency and employment in the short run, the lechndlogy transfer effect will be limited
mostly to simple assembly technologies. Therefore, it is necessary to have policy measures (o
facilitate technology transfer to domestic firms through technology cooperation agreements or joint
ventures involving domestic firms, particularly in supporting industsies. In order to have such
relationship, domestic firms should be reformed to make their business practices compatible with
international standards.

There should be schemes to support the spinning out of capable managers, engineers, and skilled
workers from state and foreign enterprises.

Policy support will also be necessary for the export aclivities of local manufactures, which are
expecled to grow from around the year 2000. Incentives should be offered for the transfer of
technology and managerial knowhow from foreign entecprises. Moreover, export by local
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manufactures should be promoted with a variety of measures such as international teade fairs jointly
held with foreign organizations such as the Japanese kixternal Trade Organization (JETRO),
participation in foreign trade exhibitions, the comipilation of lists of manufacture export firms and
international trading firms, and apening of Viet Nam Trade Centers in major countries in the world.

More detailed measures to support smalt and medium sized firms are discussed in a separate
section which deals with small and medivm sized entesprises.

As far as Viet Nam’s own research and development is concermed, state and private enterprises will
not be able to play a major role for some years in view of their limited resources. Therefore, a policy
option is to expand research and devclopment activities of universilies and public research
organizations gradually with cooperation of advanced countries. Research themes could include the
information and communication field, electronics devices, and materials research for the production
of ICs and other materials.

Finally, dissemination of industrial standards and human resource development are urgently needed
to facilitate industrialization. Universities and engincering schools should be upgraded to produce
more qualified engineers and managers.

6. Planning and Implementation of Consiste’nt Industrial De‘Velopment Policies

Government’s role is vital to develop an electric and electronics industry with tong-term v:abmty
for Viet Nam with the effective utilization of FDI. In order to attract FDI to appropriate segments of
the industry, a carefully considered, consistent policy framework is necessary. The governmeat’s role
should be to develop an overal! master plan for the electric and electronics industry in Viet Nam, lo
lay the general legal framework, and (o prepare adequate infrasteuciure.

The government’s role is particularly important for building physical and socml mfrasiructurc to
develop the industry., In addition to the development of physical and regulatory infrastructure,
particularly in export processing zones and industrial parks aimed at the improvement of investment
environment, information systems should be developed to introduce public services and management
systems of international standards. Moreover, smuggling and tax evasion should be controlled to
stimulate business activities.

Government should not become direcily involved in industrial affairs. This is because the industey
is too broad and complex to be managed by government and the entreprencurship of MNCs and
domeslic private enterprises needs to be valued. The government authoritics involved in the planning
and implementation of the sector policy, which are currently dispersed among a number of ministries
such as the Ministey of Planning and Investments and the Ministry of Industry, should be coordinated
effectively or integrated,

For the planning and implementation of consistent and concrete policy measures il would be
worthwhile to tearn from experiences in more advanced countries like Japan, Korea, Singapore,
Malaysia, and Thailand.

The main features of the policy for developing the electronics industry in Japan are as follows:

1} MITI has shown an initiative to coordinate a variety of related policies such as industrial policy,
trade policy, financial policy and science and techaology policy;

2) MITI has shown the industry guidelines for future policy directions by utilizing pohcy councils
and induslry organizations;

3) MITI has shown “administrative lcadership” in industrial restructuring, coordination of
investment plans, and production allocation at critical times;

4) Subsidies were offered to some industries such as components, that need to catch up with their
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counterpants in the U.S. and BEurope.

However, the Japanese policy framework has shifted gradually to more indircet measures such as
devetoping fulure visions, and subsidies, low rate loans and tax incentives have been curtailed as trade
friction has intensificd. The Korean policy framework has evolved in a similar manner with a time
lag.

ASEAN countrics such as Singapore, Malaysia and Thaitand have pursued a different type of
policy in developing the ¢lectric and electronic industry and other industries. They have adopted
policies to favor FDI of MNCs for the purpose of paining cxpori markets.

Since Viet Nam needs (o pursuc a two-pronged policy of import substitution and export promotion
by utilizing FDI, a Thai type industrial development policy may be most relevant in the initial stage
and a Japanese type indusirial policy, which focused more on the technological development of
national companies, may become more relevant in the later stage.

Moreover, Viet Nam should tailor its policies to be compatible with the rules of AFTA, APEC, and
WTO. It should avoid protectionist policics as much as possibte.

7. Sample Scenario of a Phased Development Strategy

Taking such factors into account, a tentative policy option {or a hypothetical scenario} for Viet
Nam to develop its electric and electronics industry is to pursue the following phased development
strategy.

Stage 1 =(t‘mm the present to 2000) _
Laying the foundation of the electric and elecironics industry

=  Stage of faying the foundation of the electric and electronics induslry by attracting assembly-
type investments of consumer eleclronics manufactures from Japan and other countries with
retiance on imported components and clarifying the role of slate entcrprises

= Policy for parallel promotion of import substitution of audio-visual (AV} products by CKD
assemblies and production for export of assembly-type customized key components (sub-
assemblies) for personal computers and other IT products

= Flexible and pragmatic application of export and local content requircments

»  Development of infrastructure, maintenance of consislency and transparency of policies
concerning foreign direcl investment, and provision of adequate incentives for siting in Viet
Nam

Stage 2 (from 2000 to 2005)
Adaptation to AFTA{CEPT

= Stage of altracting siting of strategic exporl bases of MNCs to take advantage of the wave of
relocation of ASEAN production sites by Japanese and other MNCs in response to rising
wages in othesr ASEAN countries and increasing trade liberalization though AITA

=  Constructing AV assembly bases in ASEAN production networks of MNCs and attracting FDI1
in relatively labor-intensive assembly of IT products such as monitors, CD-ROM, DVD and
cordless phones

= Exemption of import duties on intermediate products necessary for the production of export
producis
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s TFlexible offering of incentives in accordance with the degrees of export contribution and local
content attainmem

»  Development of parts industeics by attracting FDY of Japanese and other foreign MNCs
(promotion of ¢xport of assembly-lype general-purpose components, and import substitution of
customized components) and by encouraging the participation of domestic capital

s Development of export processing zones and industrial parks for FD of small and mediums
sized firms

Stage 3 (from 2005 to 2010)
Building International Competitiveness

«  Stage of attaining international competitiveness in consumer elecironic assembly based on
competilivencss in local supply of componeats including electronic devices such as 1Cs,
mainly of the front-processing

»  Offcring of sirong incentives to investment in supporting industries

= Tixpansion of assembly of IT products such as HDD, printers, facsimiles and copiers by
attracting FDI

»  Improvement of the infrastructure for supporting industries (to altract FD[ and lo promotc

domeslic suppliess

Promotion of investment in high tech parks by firms in the information and communication

ficld

= Nurturing of donestic capital by developing the infrastructure of the cnvironment,
communication and technology transfer; e.g. high-tech parks, trade fairs and databases of
domestic manufactures and traders of export products

Stage 4 (from 2010 to 2020)

«  Siage of attaining international competitiveness in ASEAN in the broadly based elecironics

industry including foreign as well as domgestic capital '

Attainment of engincering capabilily in original dcsxgn and development and factory operation

*  Acquisition of foothold for catching up in high value added products and advanced
technologies such as information technologiés, including software, and electronic devices
mainly supported by foreign capital with some participation of domestic capital

= Upgrading of the supporting industry by acquiring precision processing technologies for
molded components and developing front-end processing of IC products

Il . Metal Mold Manufacturing Industry

1. Opportunity to Deve!op the Metal Mold Manufacturing Industry in Viet Nam

Metal mold manufacturing, one of the supporting industries for electric and electronics production,
constituies an important element of a full fledged manufactering industry in Viet Nam. It is a key
component of machining technology, which is distinguished from assembling technology. Its absence
has been a serious constraint to the upgrading of industrial structure in ASEAN countries, which
depend primarily on assembling. Vict Nam is polentially in a position to fill this gap and pursue a
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mere broadly based devetopnient path than other ASBAN countries,

Currently, Japan, Korea, Taiwan, Hong Kong, and Singapore are the only cconomies in East Asia
exporling metal molds in significant volumes. All of them arc troubled with problems in maintaining
the industry. Japan has problems of high labor costs and the aging of its engineers and skilled workers
with a resulting difficully in finding successors, Taiwan, Hong Kong, Korea and Singapore have
problems of rising wages and a shoriage of labor. The export capacity of these countrics will probably
decline sooner or later. .

The metal mold manufacturing industry is underdeveloped in other countrics. Malaysia may be the
only ong which has started to promote FDI in the industry. In addition to the insufficient local demand
due to the fow accumulation of local manufacturing industries, the lack of human resources has been
the reason for the relative underdevelopment of the industry in ASEAN, .

Al this point, the metal mold manufacturing industry is virlually non-existent in Viet Nam as the
user industries have not developed yet. However, the change in the eaviconment surrounding the
industry in Japan, Taiwan, Hong Kong and Singapore offers a rare opportunily for Viet Nam (o
develop the industry, which plays a ceucial role in increasing the value added of export industries and
upgrading the country’s industrial structure.

Vict Namisina favorable position to develop the industry for the following reasons:

1) "The intention of the user industries such as the final assemblers of elecironics products to invest

in Viet Nam is strong because of the abundant labor and the size of its latent market.

2) The quality of Viet Nam's labor force with high mathematical skills, manual dexterity, and

diligence is thought to fit a metal mold manufacturing industey.

2. To Learn from the Experience in Taiwan and Thailand

" Viet Nara should learn from the experience in neighboring countrics in order to sct a basic policy
framework for developing the industry. Specifically, it should learn from the success of Taiwan and
the failure of Thailand.

The Taiwan government promoted foreign investment in the paris industry to supply the already
existing foreign firms in the final assembly industries. These parts industeies formed the wvser
industries for the metal mold manufacturing industry. The government promoted the industry, which
mainly consisted of private small and medium sized firms, with the following specific measures:

1) Provision of low interest loans to support the capital expenditures of the industry;

2) Research and development in metal mold manufacturing technology by the Industrial

Technology Research Institute (ITRI), the results of which were offered to firms in the industry;

3) Encouragement of spinning out of the entreprencurial employees of the melal mold

manufacturing firms.

Since there was a heavy concentration of Japanese consumer electronics manufactures and
American electronics parts manufacturers, which invested in Taiwan as an export base, the industry
developed centered on metal molds for plastic injeclion used in the electronics industry. Taiwan
exported 33 billion yen of metal molds, or about a quarter of its production, in 1995, with 40% each
destined to China and ASEAN and 10% to Japan.

Thaitand, on the other hand, was not as successful in developing the indusiry. The country attracted
export-oriented investments in the final assembly area and sufficient attention was not given (o the
importance of supporting industries. As a result, the country missed an opportunity to develop the
metal mold manufacturing industry.
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3. A Sample of Policy Scenario to Develop the Metal Mold Manufacturing Industry

In view of the experience in Taiwan and Thailand, the basic policy framework for the devetopment
of the industry in Viet Nam may be as follows:

1) Foreign investment in patis industries should be promolcd along with final asscmblcrs

2) Since sales of metal molds to parts manufactures constitute indireet exports, ‘the metat mold

manufacturing industry should receive the same preferential treatment as export industrics.

3) Since firms in the metal mold manufacturing industry are mostly small and medium sized and

their risk tolerance is limited, FDI policies should be applied to possible investors with particutar

care.

4) There should be a scheme to support the entrepreneurs opening businesses in this sector.

5) R&D activities in public institutions in metal mold manufacluring technology and their

dissemination should be supported.

Although metal mold manufacturing has been morc automated recently, there remain many
functions, which are not automated and depend on the accumulated experience of engineers and
skilled workess, such as final adjustments and testing. Taking the characteristics of the industry into
consideration, the following sequence may be a way for Viet Nam to develop the industry, for
example:

Stage 1: Development of human resources (up to 2005)

1) Establishment of schools to (rain engineers and an industrial technology institute dedicated to
the melal mold manuefacturing technology '

2) Promotion of FDI in the industry to iransfer the technology

3) Provision of the same preferential treatment offered to export industries by treating the sales of
industry as indirect exports

Stage 2: Accumulation of experience in manufacturing metal molds and establishment
domestic enterprises in the industry (2006-2010)

1) Establishment and operation of a “Melal Mold Indusirial Park” to heighten the concentration of
metal mold manufactures and facilitate their specialization and networking

2) Support for entrepreneurs who want to start the metal mold manufacturing business by
providing low interest loans and introducing clients

Stage 3: Development of Vietnamese capitals in the industry (2011 to 2020)
1) Provision of risk capital through venture capitals

l. Garment and Textile Industry

1. Enhancement of Industrial Inter-linkage is Desirable

Viet Nam’s garment and textile industry, which consists of the upsiream fiber sector, mid-stream
fabric sector, and the down-stream garment sector, produced 94,000 tons of fiber, 345 million square
meter of fabrics, 45 million gieces of knit wears and 400 million pieces of garments in 1995, and its
export in the same year amounted to US$800 million. Exports of the industry, however, are very much
biased to the garment sector. Viet Nam’s textile exports mainly consist of garments. Garments
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accounted for 83.1 percent of totat texlile and garment impori from Viet Nam to Japan during the first
half of 1996 according to Japancse statistics, and the comparable figure for fibers and fabrics was
only 2.1 percent

This is because Viet Nam has comparative advantage in the very tabor intensive garment sector
with her indusirious and skillful but stit low-wage workers. Moreover, foreign enterprises have
provided necessary materials and design and overscas markeling capabilities, which Vict Nam lacks,
mostly by way of subcontracting arsangements. Viet Nam still lacks qualified line managers who can
perform quality management, production management and technology guidance. Moreover, managers
equipped with the knowhow of market cconomy are lacking.

Due to the participation of foreign enterprises and the private sector and trade liberalization, Viet
Nam's garment export has incieased very rapidly in the 1990s by successfully shifting markets from
traditional CMBA countries to ‘western markels including EU and Japan, although export to the
potentially huge American market is insignificant becausc of the lack of most favored nation (MFN)
slatus.

Viet Nam is not yet competitive in the up-stream fiber and mid-stream fabric sectors, which are
more capital intensive. Viet Nam docs nol hold comparative advantage in these sectors and state
owned enterprises dominating these sectors lack managerial, technological, marketing and financial
capabilities necessary for altaining international competitiveness. Part of the weakness of Vietnamese
fiber and fabric sectors stems from the obsolete equipment. Since most machines used in the fiber and
fabric plants are more than 20 years old and not automated, they are too inefficient to produce quality
products.

Howcvei many enterprises have starled to equip their plants with new machines since 1992 and
fiber qual:ly has improved. Morcover, a limited number of state enterprises seem to be developing a
capability of integrated production mainly to serve domestic markets and also some low-end export
markets. Further consolidation and modernization of state enterprises are necessary to turn these
exceptional state enterprises to internationally competitive enterprises.

Although Viet Nam’s bias (o the garment sector is very much in line with the development patlern
of the garment and textile industry throughout East Asia, the lack of industrial inter-linkages poses a
problem for the establishment of a full-fledged garment and textile industry in Viet Nam to compete
with countries such as Thailand and Indonesia, Compared with competing neighboring countries, Viet
Nam has a limited variety in its supply of fabrics. In Viet Nam, only cotton and cotton/polyester
mixed fabrics are available domestically but polyester fabric and filament are mostly imported from
Taiwan, Korea, Malaysia and Indonesia. Local production of polyester mixed fabric, synthetic fiber
and manmade knit fabric is desirable to enhance industrial inter-linkages in Viet Nam’s garment and
textile industry.

2. To Take Advantage of the Relocation Trend of East Asian Garment and Textile
Industry

As Viet Nam is starting from a very weak compelitive posilion in the up-stream and mid-stream
sectors of the garment and textile industry, increasing inter-linkage in the industry is geaerally
believed to be achievable only by active utilization of FDI in the sectors. In view of the increasingly
internationalized industrialization of East Asia, this strategy needs to be pursued in accordance with
the development in the neighboring countries.

Foreign investments in the textile (fabric and fiber) sector are mostly from Korea, Taiwan, Hong
Kong and Singapore, and Japanese investments have focused on the garment seclor.

The FDI of the Japanese textile industry started in the 1950s, followed by another wave of
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investments in the 1970s to meet imporl substitution policy requirements. Japanese investments in
Indonesia and Thailand started in the lalter period. In the 1990s, the bulk of Japancse investinents
have been made in the garment sector in China, and additional investments have been made to expand
existing facilities in Indoncsia and Thaitand. The number of existing Japanese investments worldwide
is 806, with the garment scctor accounting for 507, or 63 percent, followed by the textile sector at 126,
or 16 percent, the dyeing sector at 49, or 6 percent, and the fiber sector at 33, or 4 percent.
Investments in China numbered 543, accounting for 67 percent, followed by 74 projects, or 9%, in
Thailand and 60 projects, or 7 percent in Indonesia according to the statistics compiled by the Japan
Chemical Fiber Association.

Since the collapse of the Berlin Wall, the garment and textite industry has entered a ma_lor
relocation phase globally as a vast pool of low-wage fabor in the former planned economies including
China and Vict Nam, has joined the market economy. Moreover, a strong tide of trade and investment
liberalization, including the phasing out of the Multilateral Fiber Agreement (MFA) to be integrated
into the WH0O system and liberalization under the AFTA/CEPT, is expected to accelerate the
relocation process.

Rising wage levels in the more advanced countries in ASEAN such as Malaysia and Thailand have
shifted comparative advanlage in labor-intensive sectors of the garment and textile indusiry in Bast
Asia to latecomer countries such as Viet Nam. Following investments in the garment scctor, relatively
labor-intensive production of fabric and dying process are likely to movée from countries such as
Thailand to countries such as Viet Nam. On the other hand, capilal-intensive production of fiber is
likely to concentrale on existing production bases in ‘Taiwan and Korea in East Asia and in Indonesia
and Thailand in ASEAN under the liberalized trade regime. Liberatization under the AFTA/CEFT
will accelerate the process of concentration in ASEAN,

The single most important phenomenon in the ast Asian textile scene at the start of the next
century is the emergence of China as the major producer and consumer of garment and textile
products. The Chintese market is cxpecied to be a huge one and China will probably become a nel
importer of garment and textile products. The potential of an Easl Astan garment and textile producer
country will be determined by how it positions itself as an exporter to the Chinese market.

Thus, the prioritics of Viet Nam’s garment and textile industry are to strengthen Jinkages with ather
ASEAN countries in the medium term and (o position itself to supply the Chinese market in the long
term. In fact, some Japancse investments in ASEAN in the 1990s have been made to increase the
globalization of operations by expanding their production facilities and networks and to ¢stablish a

bridgehead 1o cultivate the Chinesc markets by seeking coordination with their garment operations in
China.

3. Policy Options for the Development of the Garment and Textile Industry

There are essentially three tentative scenarios for the ultimate structure of the Vietnamese garment
and texlile industry around the year 2020: a Hong Kong type specialization in the down-stream
(garment) sector; a ‘Taiwan and Korea type volume production of fiber and fabric products; a Japan,
Indonesia and Thailand type quality orientation through enhanced integration from the up-stream to
down-stream seclors. '

In the increasingly liberal trade eavironment of the region, particularly under AFTAJ’CEPT which
might incapacitale infant mdustry proteclion it will the probably be impossible to pursue a Taiwan
and Korean-style volume production of synthetic fibers and fabrics. Because of the more liberal
trading environment, Viet Nam will not be able to impose proteclive measures to the same degree as
countries such as Japan, Thailand and Indonesia have practiced. On the other hand, a purely down-
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stream oriented strategy as has been pursued by Hong Kong does not scem to be practical since it
requires a much more open and efficicnt trading infrastructure comparable to thal existing in entrcpot
economies. This means that Viet Nam will have to combine the Japan, Thaitand and Indonesia type
approach and the Hong Kong type approach.

We think that the garment sector should be the basis on which Viet Nam’s textile sector will
develop by enhancing backward inlegration. It would be wise to encourage rather than discourage
subcontracting activilies, on which the sector has been theiving. At the same lime, it is necessary (o
take measures to develop the transportation infrastruciure and to speed up customs clearance, 10
support overseas markeling, to eslablish and support design sectors, to liberalize and modesnize the
domestic distribution system, and to reform state enterprises and liberalize the private sector, in order
to upgrade Viet Nam’s garment -sector for enhancing its long-term viability, Design information
centers should be established to disseminale the informalion of overseas markets to the small and
medium sized enterprises in Viet Nam.

In order to serve international markets, particularly Japanese markets, which are characterized by
low unit volumes and a requirement for quick responses, tightly knit flexible industrial networks have
to be developed with the participation of foreign enterprises.

It may be advisable, at least in the initial stage before local supply of synthetic fibers and fabrics
becomes available, to encourage the Japanese MNCs to enhance their intra-ASEAN industrial
linkages between garment production in Viet Nam and fiber production in Thailand and Indonesia, in
order to complement the lack of lecal supplies. :

Based on the strength of its garment sector, backward integration of the Vietnamese garment and
textile industry needs to be accelerated. It is possible to ¢nhance the integration of the Vietnamese
garment and textile industry by developing the relatively labor-intensive fabric sector based on the
increasing demand from the garment sector and then finally to the capital-intensive fiber sector mainly
by inviting FDI.

Although backward integration based on the demand from more downsiecam sectors should be a
guiding principle in the development stralegy of the Viclnamese garment and textile industry, it may
become necessary for Viet Nam to raise prolective barriers if it decides to develop the capital
intensive fiber industry ¢ven in the case of inviting FDI. Viet Nam’s international obligations under
AFTAJCEPT may contradict such a policy option in the future. :

As state enterprises in the mid-siream and up-siream sectors lack international competiliveness,
they should be consolidated into a limited number of promising enterprises, which should be
modemized. Their obsolete machinery should be replaced, but more importantly, their marketing and
management have to be strengthened with the help of foreign enterprises. In terms of cost efficiency,
modernization of machinery may be done by purchasing used machinery with technology transfer
rather than purchasing expensive new machines. Foreign aid may be used for sending factory
management specialists at the time of equipment purchases and the sewage and other environment
protection investment in association with industrial park development.

Human resource development along with enhancing integration from the up-stream to the down-
stream sector is the key to upgrading Viet Nam’s garment and textile industry. It is necessary to
increase training in state institutions and opportunities should be pursued to utilize foreign aid for this
purpose. However, the really meaningfut training and technology transfer will have to come from
MNCs on the job. Profit-oriented MNCs are obviously retuctant to provide training and technology
transfer unless they receive sufficient economic incentives. _

As we have mentioned before, we believe that MNCs are going to make sirategic investments in the
garment and textile industry in Viet Nam to build bases for supplying the Chinese market in the future
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by forming intcraational industeial networks centered in ASEAN. By offering enough incentives for
such strategic investments, Viet Nam will be able to negotiate technology transfer from the MNGs.

IV. Ship Repair Industry

1. Advantages of Viet Nam in the Ship Repair Industry

Viet Nam is in a favorable position to develop the ship repair industry by taking over some of the
work currently undertaken by Singapore. International competitivencss of the ship repair industry
rests on four factors: location facing open sea, deep water port, vicinily to major shipping routes and
abundant labor. Central Viet Nam can satisfy all these conditions.

Singapore satisficd these conditions in the carly post-war period, and the industry has grown lo a
major one there, currently earning US$1.1 biltion of foreign currency and employing about twenty
thousand persons, or 1.7% of its labor force. In the early period of "60s, the industry contributed
significantly lo Singapore’s development, constituting 15% of GDP and 12% of employment.
However, as wage costs have risen in Singapore, its advantage in labor cost has been lost.

{1) Location advantage

The central part of Viet Nam is in an advantageous geographical posmon o takc over some of
Singapore’s ship repair businesses. It faces the open sea. There are bays 15 melers deep, which can
accommodate crude oil tankers of 250,000 to 270,000 tonnage. It is located a close 300 km from the
major shipping routes connecting Singapore, Hong Kong, Taiwan, Shanghai, Korea, and Japan. In
contrast, Manila, for example, is about 1,200 km from these routes. ' :

We understand that the Vietnamese government plans lo expand existing docks in Hai Phong and
Quang Ninh in the north and Saigon in the south. However, these docks have problems of being either

in the shallow water or distant from major shipping routes. Development of new facilities in central
Viet Nam would be a more feasible strategy.

(2) Cost competitiveness :

The ship repair induslry is highly labor intensive and depends much less on malenals supply lhan
the ship-building industry, The typical cost structure of the ship repair industry is 15% on steel
products, 10% on loading equipment and outfits such as navigation equipment, 10% on paint and 65%
on labor, while that of shipbuilding is 25% on steel products, 10% on engines, 30% on loading
equipment and outfits, 5% on paint and 30% on designing and assembling, which is mostly labor cosl.
Since Viet Nam does not produce steel, engines, ouifits and paints, which constitute nearly 70% of
shipbuilding cost, it is in a cost disadvantage against Japan and Korea to depend on imports of these
inputs for shipbuilding. For the same reason Singapore concentrated on the ship repair industry, rather
than shipbuilding industry. Viet Nam is in a much better position than Singapore in the ship repair
industry, as labor cost accounts for 65% of the total cost, In Viet Nam, the average monthly wage of
onsite workers is about US$100~130 in comparison with that of US$1,000 in Singapore.

(3) Prospects for taking over some of Singapore’s business

Singapore decided to consolidate its existing docks for ship repair in 1994 in line with its policy to
upgrade its industsial structure. This suggests 1hat some ships which had used Singapore for repair
will have to use other countries for that purpose. Japanese shipbuilding firms invested in Singapore in
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the 1960s and utilized their facilities in Singapore as repair centers for ships built in Japan. As a
consequence of Singapore’s consotidation of the ship repair industry, there is a risk that some ships
buill outside of Japan may not be able to get repair scrvice in Singapore. The Korean shipbuilding
industry, facing rising wage costs at home, needs to secure repair facilities to compensate for the loss
of capacity in Singapore and to enhance its mon-price compelitiveness vis-a-vis the Japanese
shipbuilding industry. This is the reason why Hyundai, a leading Korean shipbuilder, has invested in
Da Nang in central Viet Nam,

{(4) Economic effects of ship repair industry

}Hyundai plans for its facility in Da Nang to repair 91 ships and build 3 ships in 2003 with the sales
of US$ 110 million by employing about 4,800 persons. Two more investments of the same size with
full capacity operalion starting from the year 2005 could mean that the industry could repair 300 to
350 ships per year with sales of US$300 million and employ 15,000 persons.

2. Policy Options to Develop the Ship Repair Industry

The Vietnamese government should invite foreign investments mainly from Korea by designating
centeal Viet Nam as a ship repair center. Moreover, the following measures may be necessary to
generate a favorable operational environment.

1) Guarantee overseas remittance of profit

2} Prepare bonded warchouses for raw material imports and climinate tariffs on imported raw

materials

3) Simplify customs clearance procedures

4) Allow the operation of inspectors designated by ship-owners

One policy option for the long run is to move into the shipbuilding industry by establishing a
linkage with the steel industry. Since steel products account for about a quarter of the total cost of
shipbuilding, the existence of a competitive blast-furnace industry is necessary for such a move.
Consumption of steel by the shipbuilding industry, for example accounted for 10% lo 15% at the peak
of the shipbuilding industry in Japan and Korea.
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2-2

Policy Alternatives and Their Implications
for Capital Intensive and Infant Industries

Koichiro Fukui
The Japan Economic Research Institute

In the phase T study of the industrial policy we have identified the best path of industrial growth for
Vict Nam to be the pursuits of labor-intensive industrics and a shifting from low-tech to high-tech
orientation that would allow Viet Nam to exploil its compelilive advantages in cerlain export
industries. Howeves, another factor deserving special allention is the importance attached to capital
intensive, or infant industries in the current Five-year plan. Countries with populations as large as
Viet Nam’s will eventually necd their own domestic chemical and heavy industries, or infant
industries such as automobile. '

Although capital-intensive industries can be expected to have a number of favorable spill over
effects on other sectors of the economy, they typically demand enormous initial investments and steps
must be taken to ensure that invesiments are not wasted. Automobile industry has also atiracted
special attention of pohcy makers considering industrialization because of its vast value-added size.
‘'The industry comprises a wide spectrum of supperting industries and basic materials, and usvally
requires a long time for the development. 1t is also an industry where economy of scale typically
works. Automobile industry usually requires long- term industrial policy for proper development at the
initial stage — well before economic development prepares the cavironment for international
competitiveness.

In the phase ¥ study we will analyze six indusiries whlch Viet Nam’s government is highly
concerned and proposed to add to the study object, namely automobile, iron and steel, oil refining,
petrochemical, urea fertilizer, and cement; and we will examine possible alternatives and their policy
implications for Viet Nam. On the assumplion that Viet Nam’s government hope to introduce such
industries, we analyze mainly from the standpoint of how Viet Nam can develop those industries.

| . Policy Alternatives and Their Implications for Six Capital-intehsive
and Infant Industries in Viet Nam

1. Automobile and Parts Industry

The automobile and autb parts industry is an industry where economies of scale exist. In other
words, il is a cost-declmmg industry, where the so-called Marshall’s external economics works in the
sense that an expansion of the scale of the industry as a whole leads to a reduction in the
manufacturing costs for each producer.

The automobile and auto parts industry is also characterized by the vast value-added, substantial
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job-creating effect, high backward linkage effect of demand, and considerable technological spitl-over
effect. Morcover, it is an integrated industry becavse one antommobile is made up of 20,000 to 30,000
paris, and the industry has a pyramid-shaped structure consisting of networks among the enterprises
with the car assemblers at the top, Also, because it is characterized by economies of scale, any
developing country trying to set up its own automobile industry needs to protect it, at least for a
certain period of time. ' : :

Because of these characteristics, particolarly the vast valuc-added effect—(that is, the substantial
foreign currency savings that made possible if import substitution is successfully carried out)—or
because of the aspiration to become an advanced indusirialized country, many counlries are giving
special importance (o the automobile industry, and are taking measures to protect and nurture itin the
fairly early stages of industrialization. In ASEAN, too, the governments of Thaitand, Indonesia,
Malaysia, and the Philippines have been working in earnest to nuiture automobile industries of their
own.

Protecting and nurturing a particular industry naturally burdens the other sectors of the national
economy. In the case of the automobile industry, the economies of scale in the industry, including the
parts sector, are so great that the domestic markel has to grow quite large before the cost of local
manufacturing can be low enough to contend with compeiilive imported products. Further, because of
the character of the automobile industry as an integrated industry with wide spectrum of supporling
industries, it is difficult to acquire export compelitiveness until the country has a generally high level
of industrial technology. Therefore, it may be difficult from the first lo ¢laim that it is valid lo start
protecting this industry in the early stages of a country’s industrialization.

From the viewpoint of the scale of the domestic market, the market in Viet Nam, whose size in
1995 is estimated at acound 30,000 unils, is much too small, for both completed vehi(ﬁ!es and parts, to
achieve economics of scale. In this sense, it may be fair to say that even if Viet Nam’s government
may be willing to nuriure a local automobile indusiry on a long-term basis, this is not the time to start
doing it on a large scale. -

Should Viet Nam then let things develop naturally in its automobile induslry?' The advantage of
that would be that it would be possible to avoid the distortion of resource distribution and the increase
in the burden on the consumer, both of which result from protection. A disadvantage would be that
enormous demand for imports would develop once per capita income reaches a certain leve) and
motorization begins, if there was no local production. Another disadvantage would be the loss of the
opportunity for the country to generate substantial value-added benefit in such a case. If a country
with such a large population as Viet Nam achieves sufficient economic growth for motorization to
occur, it would not be reatistic for the country to still continue to import automobiles in the form of
completed vehicles. _ :

On the other hand, the primary approach 1aken to protect and nurture an automobile industry isto
restrict imports by means of tariffs. In this regard, Viet Nam is to reduce its tariff applied within the
ASEAN area to 5% or below by the year 2006 in principle because it has already affiliated with
AFTAJCEPT. (Viet Nam’s government has registered passenger vehicles seating 16 or less as General
Exemplion items to the Secretariat of ASEAN. But this probably will not be easily admitted.} Also,
when a country begins to nurture its own automobile industey when the domestic market is not yet
sufficiently large; it usually takes the approach of imposing a local content requirement. However, it
would be difficult for Viet Nam to take such an approach as a policy measure if it was to affitiate with
the WTO in the near future. Thus, from the standpoint of Viet Nam’s international economic

envitonment, number of suitable policy measures will be decreasing as time passes if Viet Nam waits
and sges.
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In any event, il is up to Viet Nam’s government itself to decide whether it should start developing
an automobile industry now, or wait until the fevel of per-capita income rises and the domestic market
expands, or whether it should not try to nurture the industry but let nature take its own course. Viet
Nam’s government will do this by weighing the cost of such nurluring for the national ¢conomy
against the benefits possibly realizable in the futuee, taking into account the above-mentioned
international environment resulting from its affiliation with AFTA and the WTO. Of course any
policy measure it may take to nurture the industry would have (o be tolerable in light of international
rules such as those of the WTO. This report will discoss policy measures that Vict Nam can take to
nurture an automobile industry, since Viet Nam’s government has already made it fairly clear that it
intends to do so. : :

If Viet Nam begins to work in carnest to nurture such an industry now, the foltowing three basic
approaches (not exclusive each other) can be considered. The first approach would be to promote
expansion of the market for the domestic product. Expansion of the market for a domestic product
usually leads to the reduction of manufacturing costs and a further growth in demand. The possible
means to achieve this would include: restriction of imports of completed vehicles including used
vehicles, setting a faisly high import tarif€ for completed vehicles without raising the tariff for
knockdown (KD) parts too high (too high a tarif for KD parts would impair KD production), review
{including possible abolition) of the minimum price system which establishes standard ratable value
by item {in many cases the ratable value are higher than the actual import prices of KD paris},
promotion of competition among domestic producers, introducing local content requirement with a
high degree of freedom for producers (aside from whether this is possible given the relationship with
the WTO), and permitting the producers to emptoy used machinery to reduce their manufacturing
COStS. :

The second possible approach is promoling local production in order 10 retain the added value
generated in the industry within the country and also siructuring a nctwork of parts manufaciuress.
However, this would need to be a long-range program because it is normally impractical to greatly
increase the ratio of local production while the domeslic market is still small even if the government
takes measures to do so. The measures the governmem could take to that end would be —though these
duplicate with the measures for promoling the expansion of the market for local producers —to shift
imports of completed vehicles {including used vehicles) to local KD production, avoid making tariffs
for KD paris too low (too low a tariff would impair parls production), introduce a local conteat
requirement —if such a requirement is to be introduced— in a way effective for the promotion of a
shift to local production, adopt a tariff system geared to the promotion of local production of parts
that levies declining tariff rates going from completed vehicles to KD parts and to parts-of-parts
(currently, the tariff rates for parts-of-patts are higher than the rates for KD parts depending on the
type of vehicle, and this is impairing the production of parts}, shift from the sales tax to a value-added
tax (currently the sales tax is levied cumutatively, and this impairs production of parts through inter-
company specialization), or develop local Vietnamese enterprises that will specialize in producing
parts.

The third approach is to 2im to participate in the international specialization within the ASEAN
area in line with the MNC (Multi-National Corporation) strategy. Since export of completed vehicles
is difficult for the time being, Viet Nam should work to foster export items in the parts sector by
utilizing foreign direct investment. {see Box 1)
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Box 1 .
Examples of Pavts Complementation Schome by MNCs in the ASEAN Avea

Thete are two general lrends occurring simultancously in the automebik industrics of ASEAN countrics, One
is ¢cach pation’s pursuil of a natiopalistic objective by promoting local prodiiction or a national car project. The
other is the structuring of an international specialization system for major auto parts (centratized production of
ccrlain parts in certain countries, nutual supply of these parts, and cost reduction through such arrangement)
within the ASEAN arca from the MNC side utilizing BBC and AICQ (ASEAN Industrial Cooperation) schemes
and anticipating the coming into effect of AFTA. In regard to the fatter trend, arrangement examples of Toyota, a
representative manufacturer of completed vehicles, and Denso, a major parts manvfacturer, are illustrated below.
Each YOYOTA and DENSO factory in ASEAN counlries is producing automobiles (TOYOTA) and many kinds
of avto parts (TOYOTA, DENSQ). The parts written in each county’s box are produced and supplied mainly to
ASEAN countries (some parts ase supplicd to Japan and other countries). The arrows show the direction in which
such paris are supplicd.

(TOYOTA's Pasts Complementation Scheme in the ASEAN Region)

‘Thailand Philippines
Diesel Engine, Floor Transmission, Fapan
Panel, etc. elc.
[~
h \\
Malaysia Indonesia
Steering Link, Gasoline Enging,etc, Taiwan
Shock Absoiber, ele,
(DENSO's Parls Complementation Scheme in the ASEAN Region)
Japan “Thaitand Phitippines
Starter Motors, : E‘Embinalion Meter, etc.
Alternator, etc. ‘
1 . r 3
: : Taiwan
Malaysia Indonesia
Air Conditioner, Compressor,
—— Austratia
olc. Spark Plug, elc. '

It is desisable from the perspective of boath expost promotion and expart-impont balance for auto parts that Viet
Nam occupics an appropriale place in these MNC strategies.
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The first measure to be taken to achicve this is to grant a substantial investment incentive (o factories
making export parts. In the ASEAN area, a system of international specialization in such key
components as engines and transmissions based on the BBC (Brand-to-Brand Complementation)
Scheme and other agreements is already proceeding. At the same time, other ASEAN countrics are
also taking a positive stance towards the introduction of a new parts manufacturing base within the
ASEAN area, It is therefore necessary to establish a system of incentives consisienl with the
investment climate in these other countries. Viet Nam has falfen far behind Thailand and other
countrics in the area of incentives, as well. Another measure is to aliract and foster enterprises which
supply parts to the export-parls manufacturer. This is obviously because the export-parts manufacturer
will not by itself be able to produce export-competitive parts, and it is necessary for the parts-of-parts
to be efficiently produced near the export-parts faclory.

If Viet Nam's government is to statl nurturing an automobile and auto parts indusiry now, the
period of its industrial protection is likely to prove quite long. Thus, il must not make haste in
producing results quickly, but try to achicve slow but steady progress. Especially the improvement of
the ratio of local production is something it will necd to work on long-term basis, closely monitoring
the pace at which the market expaads.

Concerning other ASEAN countries’ stance toward the automobile and parts industry, cach country
has been protecting the industry as a speciat one. For example, in Malaysia and Indonesia completed
cars are still protected by an import tariff of 200% in the highest case. Considering this situation, it
may become difficull for all ASEAN countries Lo keep the CEPT schedule, so Viet Nam needs to
walch other countries’ stance carefully.

2. Iron and Stee! industry -

Integrated blast furnace mill is sald to be a symbol of the country’s indusirialization, and crude
steel production is often used as an indicator of the industrial might of a nation. Therefore, developing
countries aiming to become industrialized have been lmplemenlmg measuges lo promote and develop
an iron and steel industry, though there may have been differences among them i in terms of the degree
of intervention and policies used. The iron and steel industry is a typical capital-inteasive industry. 1t
starts from a small-invesiment operation and grows through phases, led by demand for steel which
expands as the national economy grows. Japan and South Korea succeeded in developing integrated
blast furnace mills of their awn by (aking promotional measures consistent with the size of domestic
demand and the indusiry's development phases. There are also examples of failures because the
governments look measures that ignored the development phases.

Experiences in such industrialized countries as the United Kingdom, the United States, Japan, and
South Korea have led to stylization of how demand for steel in a country changes with the progress in
that nation’s industrialization and the shift in its industrial structure. This stylized product life cycle of
steel, is divided into five time periods: a period of rapid growth of demand, a period of growth
deceleration, a period of maturity, a period of decrease, and a period of stability. Demand for steel
grows more quickly than the economic growth in the phase of economic development when the per
capital GDP is $18,000 or l¢ss.

This penod of rapid growth of demand for steel stretches over the “initial stage of mdu:.lnahzahon
and the “acceleration stage of industrialization” and is a period when major users of steel products
change. During the initial stage of industrialization when the economic struclure, once centered
around agriculture, begins to be centered around the manufacturing sector, demand for loag products
such as bar steel to meet fast-growing needs in the construction of infrastructure, factories, hotels, and
the like, increases sharply. In the industrialization acceleration pha'se when the linkage belween
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export-oriented industries and domestic industries thal support them produces synergetic effect and
double-tracked growth progresses; demand for flat products such as sheet steel for manufactuting
industries like canning, home appliances, and automobiles adds to the demand for long products; and
the growth of demand for all steel products is accelerated. :

The phase-by-phase development has been observed in indusicialized countsies and ASEAN
countries. Finding business opportunity in the fast-growing demand for steel, producers, first go into
operations requiring fimited investment and then into larger operations in the order of simple r1olling,
cléctric furnace mill, sheet rolling, and integrated blast furnace mill.

The first type of operation to develop with the rapid growth of demand for bar steel for
construction use are “the simple rolling industry” which rolls imported billets, and “the electric
furnace industry” which melts and rolls imported scrap iron. In the iron and steel industry, the
optimum production scale which minimizes production cost and the amount of investment vary form
one type of operation to another. The standard scales of equipment and investment are approximately
$20 million for 200,000 tons per year of production in the case of simple rolling, and approximately
$75 million for 500,000 t/y for the electric furnace opération.

The ASEAN countries entered the period of rapid growth of demand for steel in the !ate 1980s, and
their imports of steel products have been increasing sharply because their steet producing capacities
could not keep pace with the rising demand, Demand for steel in 1995 was 9 million tons in Thailand,
tess than 8 million tons in Malaysia, more than 6 million tons in Indonesia, and more than 3 million
tons in the Philippines. Against the backdrop of domestic-capacity shorlage and resulting price hike of
sleel products, the steel industrics of the ASEAN nations have reached the phase where new
producers enter into the simple rolling sector and electric furnace sector in rapid succession.

Viet Nam, too, entered the period of rapid growth of demand in the 1990s. Demand for steet in Viet
Nam was more than 1.3 million tons in 1996, and most of it was for construction use. By contrast, the
production was enly 800,000 tons in bar sicel, and imports of bar steel and billets increased rapidly. In
the Vietnamese iron and steel indusiry, three companies have entered the simple rolling sector since
the mid-1990s through joint ventures of foreign entities and VSC, the state-owned steel company. As
a result, production capacity in 1996 was 430,000 tons in total for the two VSC electric fumace mills
and 620,000 tons in total for the simple rolling mills of the three joint ventures.

The iron and sleel industries of Thailand and Malaysia are about to enter the next phase now. In
Thailand, demand for flat products exceeded 4 mitlion tons in the mid-1990s due to the development
of manufacturing industries such as home apphances and automobiles, and a joint venture of a local
private industrialist and a Japanese steel company newly entered “the sheet rolling industry” which
rolls imported slabs. Instatling a hot strip mill requires an investment of more than $1,000 million for
the standard annual capacity of 2 million tons. In Malaysia, too, the construction of a 2 million tons-
per-year hot strip mill is under way for startup in 1998,

In Indonesia, the government invested in a state-run iron works in the late 1970s, when the
government was enjoying high revenue from exports of crude oil. The iron work has a sheet
producing facility and direct reduction furnaces in its upstream process. This investment resulted in
production capacity far exceeding the domestic demand in those days, causing domestic sheet prices
to fall. What is more, the steel product of the facility had to be sold for construction use at lower
prices because sheet made from crude steel produced in direct reduction furnaces in those days did
nol meet the quality standards set by manvofacturing industries, such as the automobile industry. The
government took various protective measures, including such measures as quantitative ‘control on
imports and high tariff rates and supplying the natural gas used in the direct reduction furnaces at a
price less than half of the international price, but the profitabilily of the state-owned iron works
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continued to be poor.

The phase that follows the sheet rolling operation is “integrated blast furnace steel making.”
Investment in an integrated blast furnace mill is exceedingly high. To build a 3 million tons-per-year
mill requires $3,000 - $4,500 million in capital investment, plus organizing infrastructure around the
facility.

A blast furnace produces crude steel of higher quality than the product of an electric furnace or
direct reduction furnace now in commercial operation. However, because of its technological
characleristics, a blast furnace, has to be maintained at a high rate of operation, and this makes it
impossible to adjust crude steel producuon as demand increases or decreases. Therefore, steel
manufacturers engaged in this type of operation have adopted the strategy of selling (o order high-
value, high-priced sheet to domestic manufacturing industrics, such as automobile, and selling the

remainder of their production as low-priced long products to construction use both at home and
abroad, in order to keep their operating rates high.

Based on experience in Japan and South Korea, when the domestic demand for steel reaches
around 10 million tons, an integrated blast furnace steel mill is expected to keep an appropriate
operating rates. Especially a decision to build the first integrated blast furnace mill in a country nol
only invelves the serious risk of bankruptcy if the project fails, but could also have a major impact on
the nation’s economy as a whole.

The steet industries of the ASEAN countries have not reached the phase of integrated blast furnace
operation. An estimate based on experience in South Korea, Taiwan, and ASEAN countrics shows
that demand for stee! in Viet Nam will reach 2.1 million tons by the year 2000, and 3.4 million tons
by 2005. Demand up to that time period is expected to be mainly for bar sieel for construction use. It
wilt be after then that the canning and home appliance indusiries will develop so that demand for
sheet will start growing.

The steel industry plays different roles in each stage of industrialization. In the initial stage of
industrialization, it is important for the sustainable growth of the national economy as a whole that the
steel industry meets the rising demand for bar steel for the construction of infrastructure. The path for
Viet Nam to follow, which is still in the initial stage of industrialization, would be to first nurivre
operations requiring limited investment, and then proceed to foster the steel industry in a progressive
way in line with the growth of domestic demand, using foreign capital where necessary, while at the
same time ensuring reliable supplies of steel. This will minimize the distortion of the national
economy and the nsk of the investment project.

Operations that can be nurtured before AFTA goes into effect in 2006 and bring least distortion on
the national economy ang steel consuming industries would be simple rolling and electric furnace
operation. In the simple rolling segment the JV between foreign capital and VSC have already started
operations and are runaing a profitable business in the face of oversupply and falling prices resulting
from the import of large quantities of low-priced bar steel from Russia in 1996. Wilh respect to bar
steel, it will be possible to develop local production through a joint venture with VSC by altraclmg
foreign capital by maintaining the TE status until 2003 and levying a 30% protective tariff, the same
tevel as now. However, it is necessary to realize that the ban on imports of billet and bar steel, in
effect since July 1997, not only runs counter to the general world-wide trend to liberalize investment
and trade, but also impairs the mainstay of the industrialization strategy of fostering export industries
through introduction of foreign direct investment.

In the sectors of sheet rolling and mlegrated blast furnace mil, it will be difficult before 2006 to
introduce ditect investment from abroad or promote entry of domeslic entreprencurs even if protective
measures are taken, because domestic demand is limited. Viet Nam will need to review and
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implement industrial policies other than import tariffs, as Japan and South Korea did, when
investment in intcgrated blast furnace operation begins to appear realistic.

Box 2
Experience in Japan and South Korea

In the carly 1950s, when domestic demand for steel in Japan was around 5 miltion tons, a privale steel
produccr, based on a bullish forecast that demand would double to 10 million tons by 1960, plannzd to builg an
integrated blast furnace mill. Some argued that Japan in those days was not strong cnough in steel industry, and
that such an investment would create excessive supply capacity. However, the Ministry of International Trade
and Industry (MIT3) concluded that excessive capacity could be avoided by adjusting the scale and timing of the
investments by private companics, and decided to give financial support and favorable tax treatment to this
investment after developing an investment coordination policy called “Rationalization Plan.” Stecl projects
were financed with a long-term, low-interest loan from the Japan Development Bank, a goverameat-affiliated
financial institution, for the substantial portion, plus loans from private banks and the World Bank. Demand for
steel in Japan expanded quickly aftenward, reaching 10 million tons by 1959 and 20 million tons by 1964. Thus,
the Japanese steel industry entered the phase of integrated blast furnace opesation.

In South Korea, domestic demand for steel had not yet reached 3 million tons by the carly 1970s. Based on the
heavy and chemical industry plans established in those days, nationally owned POSCO constucted four blast
furnaces by 1983, totaling a capacily of 9.4 million tons per year. This rapid capacity expansion was crilicized as
waste{ul planning by many experts, but Korean policy at thal time was to create steci demand by promoting steel-
using industries such as shipbuilding. A temporary surplus capacity in the domestic market was used 0 increase
cxporis and pay off its debts. The Korean steel industry enlered the phase of large-scale integrated blast furnace
operation in the 1980s. The availability of foreign funds, especially from Japan, and technological assistance
from Japanese steel companies were the impostant factors behind the successful start-up of POSCO.

3. Oil Refining Industry

Viet Nam is now considering constructing local refineries. Introduction of an oil refining industry
in Viet Nam, an crude-oil-producing country, is often discussed feom the viewpoint of making the
most of a local resource. It is true that the significance for the natjonal ¢conomy of generating added
value by refining oil and exporiing the resultant products, rather than always using it as a crude
natural resource, should not be overtooked. Doing that can also prove beneficial for the development
of the regional economy. However, considering current conditions in Viet Nam, it will be more
important for the national economy thai such studies be made, first, from the viewpoint of analyzing
the real benefit in substituting imported oil products.

The primary benefit of shifting to local production for oil products, for which the country now
depends entirely on imports, is that it will ensure reliable supplies (both quantitatively and
qualitatively) of oil products, basic materials for local industries. In the current supply/demand
situation for crude oil m Easl Asia, which is increasingly dependent on the Middle East, a shift to
local production for oil products will be meaningful—especially when China, a major variable in
supply-demand balance, is taken into account. Also, from the experiences during the Gulf War, which
resulted in faster escalation of oil-product prices than crude oil prices, and also in the difficulty in
some cases of procuring such products (o begin with, it is obvious that such a shift will also offer the
benefit of ensuring energy security in cases of contingencies such as an internationa! conflict.

A second benefit is a long-term improvement in trade balance resulting from a change in the trade
structure. Using rough 1995 figures, we find that the slightly less than $900 mitlion (5.5 million tons)
for oil-product imports would be eliminated, if Viet Nam shifted to local production, hut then
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approximately two-thirds (5.5/2.7) of the $1,000 million or so (7.7 miltion tons) of crude oil exporls
would be lost or an equivalent amount of Middle Fast crude oil wonld have to be impoited. TFhe
diffcrence would represent ?m improvement in trade balance; however, a question arises as to which
raw material crude oil should be chosen—this relates to the breakdown of equipment for the refinety,
discussed later. At the same time, the import of equipment for the initial construction would be &
major burden on the trade balance.

On the other hand, this process, industriatization = imporl substitution, would negatively affect the
national economy, especially for the shorl term, because it would cause rises in oil product prices.
Depending on equipment makeup, construction of a refinery requires $1,000~1,500 million in initial
equipment investment (for approximalely 130,000 b/d in scale), and depreciation and intcrest cosis
occupy large portions of the initial product price after startup. In addition, the product would not be
price-competitive with products from Singapore.

Moreover, if the refinery is 1o be constructed in Dung Quat, as Viet Nam now plans, the cost of
building infrastructure, estimated at $1,000 million in total, would make the project cost even more
formidable. It would be necessary to protect local producis by testricting imports or applying a high
taciff initially. This would lead to higher retail prices; and to suppress such price hikes, it would be
necessary to levy low taxes in the distribution stage and also lake other measurcs such as granling a
subsidy with respect (o the supply price of crude oit.

Whether to use locally-produced crude oil when a refinery is constructed is a question requiring a
study based strictly on economic rationality. It is said that Vietnamese crude oil (produced mainly in
Bach Ho) is low in sulfur content and lightweight, so the refining facility can be fairly simpte and still
meet demand for up to middle distillates. (If compared to a cerlain yield, the facility can be at least
20% to 30% less expensive than when Middle-East crude oil is used.) Accordingly, the international
price of Vietnamese crude oil is high and the cost of procuring crude oil for the refining entity would
naterally become higher unless the supply price from state-run Pelro Viet Nam is subsidized, as is
done, for example, in Malaysia. | )

Another area requiring caution is the outlook for oil production in Viet Nam. Production at the
existing oil wells is expected to peak somelime between 2000 and 2010, and the cost of changing
facilities’ specifications from those needed to refine Vietnamese crude oil to those needed to refine
Middle East oil is estimated at several hundred million doltars, which would seriously affect the long-
term profitability of the enterprise. Indonesta is being forced to improve its existing refineries as the
long-term outlook is that its oil production will gradually decrease. In Malaysia, too, the refinery now
under construction {Malacca-2) is being equipped with a hydrocracking facility, for treating Middle
East crude oil. _

The benefit of having foreign capital participate in the industrialization of oil refining is primarity
that it provides a reliable source of funds, thus alleviating the burden on the government (compared
with industrialization by a state-run enterprise). Additional benefits include the availability of
operation technology, and the marketing power for sales abroad in case some of the by-products (such
as heavy oil which is not much in demand locally) are exported. If the government tried lo
industrialize oil refining without using the option of introducing foreign capital, it would have to be
prepared for a substantiat financial burden and risk.

A refining enterprise cannot be profitable unless it sites its facility near a consuming area and also
goes into distribution. Therefore, in order o get foreign participation when these two conditions are
not satisfied, it would be necessary to provide various incentives such as alleviating the foreign
entity’s burden for infrastructure, and alfocating it preferential oil exploration rights.

However, a participating foreign enterprise would be targeting retail markets in Viet Nam, whose
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population will rcach 100 million in the near future. It may be improbable to secure a forcign
enterprise’s patticipation in the oil-refining business without opening the distribution scgment, This is
because oil refining itscif is a business with a very low profit margin. However, if the distribution
segment is opened, it is quite likely that the existing monopolistic control of the market by a few state-
run enterprises such as Petrolimex and Saigon Petro will be seriously disrupted.

When considering the introduction of an oil-refining business in Vigt Nam, taking into account the
additional factor of affiliation with A¥TA and WTO, the alternative of deferring such an introduction
and relying on imports for the time being appears to make belter sense—if priority is given to
maintaining the existing domestic distribution system. In this case, the high tariffs now imposed on oil
products which are on the General Exemption tist (e.g.. 60% for gasoline), can be lowered by placing
them on the Inclusion List (IL). This facilitates to meet with AFTA and WTO requirements. Instead,
securing tax income and controlling demand can be achieved via taxation at the in-land distribution
stage,

If Viet Nam accepted the idea of opening its domestic retat] markets, it w:auld sland a good chance
of achieving industrialization at an early date by securing foreign capital pacticipation. Although
siting and other condilions (sharing the burden of infrastructure, taxation, €tc.) would still be factors,
there should be quite a few foreign enterprises, including major international oil companies, which
would want to participate in the project. In this case, it would be advisable to make the poticy decision
as soon as possible. This is because it would then be possible to give the participating foreign

enterprises the benefit of time, since mainly due to AFTA/CEPT a protective tariff can be applied
until 2006.

4. Petrochemical Industry

Petrochemicals, atong with stecl, are the two symbolic industries in the heavy-and-chemical
industrialization effort; and Japan and South Korea, for example, had been working actively to
promote them. Among the ASEAN counlries, Singapore was the first to start up a petrochemical
complex {1984) and this has become the core of its industrialization program. In 1989, NPCI was
completed in Thailand. Since the early 1990s, petrochemical complexes have also been coming on
stream in Malaysia and Indonesia.

Petrochemical products are fabricated lnto ‘materials for: mdusmes such as automobile, home
appliance, electronics, and housing; dally necessitics such as apparel, household goods, and other
sundry items; and packages and containers. They are also used as basic raw materials for dyes,
pigments, agricultural chemicals, and pharmaceuticals. The automotive markel accounts for a greater
percentage of their usage in Japan and South Korea than in ASEAN; while in Thailand, apparel-and-
fiber has reached 42% of the tota! usage. Thus, the breakdown of the total market for petrochemical
products reflects the degree of industrialization of each country.

From the viewpoint of exporl promotion, demand for petrochemical products are classified in three
areas; pure domestic demand, indirect export and direct export. Indirect export means the demand for
the materials of other products for export, and it develops in accordance with the growth of other
export industries such as automobile and parts, electronics and electric appliances, and textiles. The
growth of these export industries is an important etement for the development of the petrochemical
indusiry in Viet Nam. Above all, the fiber segment or part of the appliance segment will be
particularly important as the first segment to be industrialized, as examples in other countries have
shown.

‘The next step to be considered is substitution of imports in the midstream pelmchemlcal operations
that serve these consuming industrics. It may be necessary to initially take protective measures when
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foreign capital is introduced. Therefore, an appropriate approach may be to foster certain industries,
where possible, on a selective basis leading up to the year 2006, the deadline for AFTA/CEPT. It will
be necessary to keep the items which require protection within the AFTA area on the TH list until
2003, and 10 set WTO’s prefercntial ¢ariff rates high for outside the AFTA area.

The midstream and upstrcam industries usually take the following couvrse of development,
according te the speed of development of the consuming industcies, the ease of indusirialization, or
the ease of import of materials. Polyvinyl chloride (PVC) for buitding materials is usually the first to
be commercialized. In Viet Nam, a PVC plant that can produce 80,000 tons a year is now being
constructed as the first full-scale resin plant. Polystyrene for home appliances and other sundry goods
is also one of the first to be commercialized. Purified terephthalic acid (PY'A), whose raw material can
be imported, is among the first to be commercialized for polycster fibers. The next step is 1o
commetcialize vinyl chloride monomer and slyrene monomer. Lastly, building an ethylene center is
considered if sufficient demand for olefins develops.

Petrochemical complexes are in the upstream of the petrochemical industry. They are capital-
intensive with economies of scale typically working, To lower production cost pet unit, balanced sales
of various co-products are necessary. If a complex is construcied before downstream demand reaches
a sizable amount, the plant has to become export-oriented and will be exposed to fluctuations of the
international market. Another alternative is to delay construction until the accumulation of
downstream plastic processing plants reaches a cerlain fevel, depending on the domestic demand.
Experiences in other ASEAN couniries show that domeslic demand of 400~500 thousand tons of
cthylene equivalent is the minimum amount to justify the construction of a petrochemical complex. In
the case of Viet Nam, however, it is highly likely that this will not happen uniit after 2006. Thus, one
possibility is to consider indusirial policy and measures for preferential treatment of the industry,
other than import duty, if a real investment opportunity presents itself; and if further measures are
necessary, they would have to be negotiated on a case-by-case basis.

With respect to upstream operations, Viet Nam has a plan to eventually develop a petrochemical
complex adjacent to an oil refinery in Dung Quat. Another alternative is to develop a gas based
petrochemical plant, using natural gas produced from the sea in the south. Location in the south
provides the advantage of being near consuming areas. In this case, however, the availability and
prices of natural gas become the important points of consideration. Incidentally, the propylene
generated in oi! refining can be a source for the raw material for propylene products. _

If the government altempts to subslitute imports (for protection and nurturing) going midstream and
upsiream while trying o promote exports at the same time, a conflict of interest maf develop between
the two attempts. If the government supplied a higher-priced intcrmediate material to protect the
industry, the export industry would lose its competitivencss by that much. If, for example, it was
possible to levy a tariff on imports of a midstream petrochemical product, thus protecting domestic
producers, and allow the user a rebate equivalent to the protective tariff for the export portion of that
product or if it was possible to supply the raw material {e.g., naphtha) for the inlermediate material at
an even lower price, then the result would be a protective policy measure that promotes exports at the
same time. If this is done, the industrial measure would have lo be acceptable lo WTO.
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Box 3
PProtective and Nurturing Measurcs for Petrochemical Industries

The other ASEAN countries are also taking various protective and nurturing measures for their petrochemical
industrics. These include: supply of raw materials which account for a large pant of the manufacturing cost at a
lower price (Malaysia), erganizing infrastructure at the governmenl’s expense (Singapore, for example),
reduction of corporate taxes for several years after plant startup (many countrics, inctuding Malaysia), and
imposition of high tariff rates on imports of petrochemical products (all countrics except Singapore).

What is more, import restriction measutes verging on violaling GATT or WTO rules have also been taken.
These serve to induce foreign capital al the same time; it may be the case that foreign concerns did not enter
countries which were not employing these measures because the investment climate was unfavorable. Thus, the
other ASEAN countrics have been giving priority to developing their petrochemical industries, knowing that such
measures put the consuming industrics at 2 disadvantage.

5. Urea Fenlilizer

Currently, Viet Nam relies on import for supply of fertilizer. More than 70% of fertilizer consumed
by farmers in 1995 was imported and this cost $545 million which accounted for 7% of total imporl
value. Urea accounted for more than 60% of the fertitizer imported in 1995, Urea demand, which
reached o 1.6 million tons in 1995, had to be virtually all imported, The demand in 2000 is estimated
at 2.1 million tons. If all urea demand is to be filled by import at price of early 1997, it will cost $500
million. _ : : : '

Two types of projects are under consideration to relieve this heavy dependénce on import: “Mix
and distribute” and “Gas based urea.” Regarding the former, chemical products are imported and
mixed to produce NPK fertilizer. NPK composition is prescribed to fulfill farniers’ various
requirements for different crop types. This project is planned (o allocate investment in the distribulion
network which will optimize the NPK mix. Implementation is expected to alleviate hard currency
constraints and reduce losses incurred in both transportation and consumption of fertilizer. Total
investment for this project is as small as $36 million and it is expected to start operation at the end of
1998. o

A natural-gas based urea ferlilizer plant of 0.6 million tons per year is now under consideration.
This production level is expected to cover 30% of vrea consumption in 2000. Required investment is
estimated at as much as $400 million. Assuming the currently booming international urea price level
of more than 20084, this new urea plant might have financial viability. However, international urea
prices are highly volatile and in the 1980s it had dipped as low as 705/, causing many urea project
failures. B

Urea demand in China and India, the two countries with the largest consutption, will continue to
grow in the coming years and the international market is expected to be tight, thus leading to new
plants being planned in neighboring couniries. Indonesia, the biggest exporter of urea fertilizer in Asia,
is now construcling three natural gas-based urea plants and is expected to expand its export capacity
by as much as 1.7 million tons by 2000, The length of their pipelines, which affects the price of gas
and is the crucial element in vrea cost, is less than 50 km, much shorter than Viet Nam’s 360 km.
Careful examination is necessary concerning the viability of a new urea plant.

Fertilizer is an important material uscd in agricultural production. In ASEAN countries, where the
governments regard agriculture as a priority industry, the tariff rates for chemical fertilizers, including
both urea and NPK fertilizers, are 5% or less. Fertilizers are classified as FT ttems in CEPT schedule,
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In Viet Nam, too, agriculture is now an imporiant pait of its cconomy, and normally it would be
putting the cart before the horse to impose a high tariff on imported fertilizers to help promote a
project to construct a new urea fedilizer plant. In other words, the fectilizer industry is being treated in
a different way than the petrochemical industry in ASEAN countries.

Viet Nan’s project to build a new urea fertilizer plant forms a part of an integrated natural gas
ulilization plan, along with a natural gas development project and a power gencration projecl using
natural gas. Bach project is being planned as a joint venture between foreigan parlnet and a state-
owned enterprise, and the entire plan will not move forward unless there are prospects that all theee
projects will be commercially viable. However, thece is a conflict of interest among the projects with
respect to sciting a price for the natural gas. The natural gas development project wants the price of
the natural gas to be set high, while the power generation and urea fertilizer projects need the price to
be set on t(he low side. There would be no problem if the cost of developing natoral gas was
sufficiently low to allow the threc projects to proceed simultancously, bul the longer the submarine
pipeline is, the higher the cost of natural gas becomes.

‘The break-even point in teems of the purchase price of natural gas is presumed to be different
between the power project and the urea fertilizer project. Thus, it would help promote the plan and
improve its economic effect if the grojects were priorilized from the viewpoint of the national
economy and implemented in the order of the priorities.

6. Cement Industry

The experience in NIEs and ASEAN countries shows thal the cement business is lucralive in the
early stages of industrialization. Domestic demand for cement sises more rapidly than the economy’s
growth until per capita GDP reaches $4.000, due to the construction of infrastructure with public
funds and a construction boom in the private seclor. Cement cannot be stored for an extended period
of time because it degrades quickly, and it is bulkier (price is lower for the same volume) than other
building malerials. Therefore, in the price at the site of use, Lransportation cost (especially land
transportation cost including loading and unloading from the truck) oocupies a large parl of cement
price. The relatively high transportation cost provides domestic cement producers with “natural
protection” against imported cement. . : : ‘

Due to the rapidly expanding domestic demand and natural prot’eciion:frcim_ imported products,
domestic prices of cement rose sharply. Finding business opportunity in these conditions, private
industrialists newly entered inlo the business — this is how the cement industries in developing
countries have grown. In the 1990s, cement industries in the ASEAN countries experienced the
“Cement Cycle” of “Fever” and “Price Falls.”” In the Fever phase, domestic demand for cement rose
quickly at annual rates of more than 20% due to a construction boom caused by economic growth.
The existing production capacity was operated at full capacity, but supply still could not meet demand,
and cement prices rose sharply, and imporis of cement increased rapidly. After about two years of
such brisk market, new cement producing facilities started operations, which caused supplies 1o
increase, prices to fall, and imports o decrease. If éapacity far exceeds domestic demand in the Price
Fall phase, domestic cement prices plummet, and the cement producers suffer poor profitability. 1t is
difficult for cement producers who have invested in new facilities to cut down production because
they need to maintain high operating rates in order (o repay loans. They continue to supply product to
the point of exceeding domestic demand and this cause plummet of cement price.

The Cement Cycle of changing supply-demand balance and violent price fluctuations, which occurs
during the course of industrial development, is ascribable to “the economies of scale” of cement
producing facilities and the characteristic of cement as a product. The cement industry is a capital-
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intensive industry where the appropriate facility scale is 2 million tons in annual capacity, requiring
$3 million in capital investment, Therefore, in a developing countey whose domestic market is around
10 million tons, adding one production facilily would increase capacity by 20%, exerling a major
impact on the supply-demand balance. Also, it is diflficult, because of its characteristics, to control
supplies of cement by means of export or import or inventory adjustment, and therefore, price
fluctuates violently when the supply-demand balance changes.

Demand for cement in Viet Nam has been rising since the first half of the 19903 Demand for
cement, 2.6 millions in 1990, rose to 8.4 million tons by 1996, growing at a quick pace of more than
20% annually. On the supply side, the capacity of VNCC, the slate-owned cement corporation, could
not catch up with the demond, and imports of cement and clinker (a semi-finished cement product)
increased rapidly. In 1995, the country experienced a Cement Fever because of the shortage of cement,
and domestic prices of cement rose to a level similar to those being experienced in ASEAN countries.

As of the end of 1996, VNCC, monopolistic tocal producer of a high-grade cement until then,
owned four factories having a total of 5.3 million tons in annual production capacity. Having found
business opportunity in the active cement market in the early 1950s, three foreign enterprises formed
joint ventures with VNCC, and are constructing cement faclories with new facilities. These three joint
venture companies will complete one factory each year starling in 1997. As a result, Viet Nam’s
cement producing capacity will double to 12.2 million tons by the year 2000, with four major
corporations vying with one another in its domestic markel.

The four corporations include VNCC, which will expand its annual capacxly to 6.7 million tons,
and the three foreign joint ventures which will eventually have 5.5 million tons of annual production
capacity in total. The joint ventures are construcling cement producing facililies using hewest dry-
type technology, and will invest in such cement Gistribution facilities as cement terminals and cement
tankers. Meanwhile, some factories of VNCC has facilities that use wet-type technology and excess
manpower in non-productive depariments. Therefore, the manufaélu‘ring cost of the three new joint-
venture producers is expecled to be significantly lower than for YNCC.

The mechanism of the Cement Cycle experienced in the ASEAN countries offers many lessons
when development of the Vietnamese cement industry is considered. The supply-demand balance in
the cement markel is determined by the speed at which demand for cement rises and the timing of the
startup of the cement producing facilities, The price of cement fluctuates widely depending on the
supply-demand balance. High cement price means high profit for the cement producer, but if the price
is too high, the financial burden on the construction companies and the government, which builds the
infrastructure, becomes excessive. If the price of cement is low, the user benefits from it. However, if
it is too low, the cement producer does not invest to expand its capacity,

The ASEAN govemmenls eased their quantitative réstriction on imports of cement when they were
in a Cement Fever phase, regarding cement as a basic material needed for the construction of
infrastructure, In all of those countries the tariff for cement is 0%, because domestic cement producers
are undes “natural protection,” and cement is designated for FT in CEPT schedule. Viet Nam is
hurrying to build infrastructure in initial stages of its industrialization, and to ensure reliable supplies
of cement is the highest priority.

Viet Nam eased price regulation in 1997 by changing ifs price control mechanism from the
designated price system to a ceiling price system. In operating the new system, if the ceiling price is
set at too low level, that will dampen the desire of foreign enterprises to invest in Viet Nam. It is also
important to organize a structure to collect information on cement’s distribution and retail prices for
the sake of preventing formation of a price cartel when pricing is liberalized.

One possible alternative for enhancing VNCC’s compelitiveness is to separate it from the

46



government's organization as a profit-pursuing entity having the right to operate the business on its
own. This would allow VNCC to invest in new facilities using internally retained funds. Another
alternative for VNCC is to enter the cement disteibution and retail business. In the cement business, il
is more profitable (o run if as an integrated operation, encompassing manufacturing and distribution,
than to engage only in manufacturing activities. As is eloquently shown from the experience of
Thailand and Indonesia, the cement industcy is a suitable industry to nurture the domestic
industrialists.

I} . Participation in AFTA and WTO, and Thelr Influence on Viet Nam

Viet Nam has already participated in AFTA and is in the process of implementing the AFTA/CEPT
schedule for the reduction of its import tariff rate. Vict Nam has also applicd to paciicipate in WO
and is currently preparing for the first working party in Geneva in the near future. The world trend is
for more fiberatization of trade and Viet Nam should also endeavor lo enjoy this new international
eavironment. However, Viet Nam's industrialization is in ils initial stage and opening their market to
ASEAN countries through the AFTA/CEPT scheme could have an agonizing impact on the
development of domeslic industries.

First, the existing state-owned industries, mostlty equipped with obsolete and small-scale machinery,
might be driven into bankeuptcy by competition. Second, foreign investors might requirc protection at
the initial stage as a pre-condition for new investment. This has been widely observed in other
ASEAN countries. To deal with these problems, Viet Nam should carefully introduce a tinie schedule
for tariff reduction toward the deadline of 2006, coupled with industrial policics other than imporl
tariff. This would encourage the restructuring of ailing state-owned enterprises and at the same lime
prepare an attractive environment for foreign investors. In capital-intensive and infant industries such
as steel, pelrochemiéals, and automobile, where full growth of demand is forecast to be after 2000,
some arrangement might become necessary at a later point.

In these capital-intensive and infant industries, Viet Nam can also learn from the cases of other
ASEAN countries. The automobile industry is considered 1o have problems in other countries, 100,
Malaysia and Indonesia have rigorousty promoted the local production of automobiles. However,
completed cars are still protected by an import tariff of 200% in the highest case and are curreatly
included as an item of the temporary exclusion list in these countries. These countrics must transfer
the industry from the exclusion list to the inclusion list by the year 2000 and reduce the import tariff
to below 5% by the year 2003. Considering the current tariff of some 200%, these countrics might
face difficulty in meeting the time schedule of CEPT.

In the case of the petrochemical industry, other countries are just beginning to obtain large-scale
petrochemical complexes. Naturally, new facilities have faced difficulty in profitability and
governments have in some cases introduced, or tried to introduce, temporary protection even against
the rule of AFTA/CEPT. Large-scale integrated steel mills, which have not been constructed in
ASEAN countries yet, might need protection at the initial stage as well, despite the will of
governments. Viet Nam can learn from the cases of preceding couniries, but the general trend is 1o
keep AFTA in the right track.

Viet Nam should also promote industrial policies other than import tari€f. Various measures such as
palicy-based finance and tax incentives can be considered. At the same time, Viet Nam should remove
unnecessary impediments to the promotion of FDI, such as slow processing, contradicting policies, an
ircational tax system, and trade rights for certain state enterprises. I further measures were still
necessary after removing these impediments and strcamlining industrial policies, they would have to
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be negoliated in cach case. This kind of case-by-case approach scems to be the only practical way,

WTO works under different principles, with more emphasis on the abolishment of quantitalive
restrictions and other non tariff barriers. Aflter the review of the current trade policies in Viet Nam,
other member countics might raise issues such as trade rights and non discriminatory measures.
Integration into these two different schemes would influence the industrial develepment pattern, as
compared with other preceding ASEAN countries. Development scenarios and available policy
measures must be carefully examioed in the cra of AFYA and WTO.
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