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| . Necessity of the SME Development Pblicy for Viet Nam

1) As of July 1995, there were 8,57 7enterprises in the manufactu'ring'scclor in Viet Nam, Of which,
there were 2,122 SOEs, 6,073 privale enterprises (includes cooperatives) and 382 foreign enterprises.
These enterprises employed about one mittion workers and exported about US$1.9 billion worth of
manufactured goods in 1995. Total sales recached 66,500 billion dong in 1994,

If SME is defined as “an enterprise with less than 10 billion dong in total capital or with not more
than 500 employees,” 96.7% of Vietnamese enterprises in the manufacturing sector could be classified
as SMEs. The number of employees of these SMEs was about 600,000 which was 61% of totat
employment in the manufacturing sector

Howevet, the absolute number of manufacturing enterpnsc.s is very small when corapared with other
ASEAN countries. For example, there were 64,000 enterpnses in the manufacturing seclor in Thailand
and 79,000 enterprises in the Philippines. This reflects Viet Nam’s shorter history of industrialization
and the restricted participation of the private sector in its industry in the past.

In eorder to accelerate its industrialization, the Goverament should furlher encourage its
entrepreneurs o establish their own enterprises. A large number of houscholds which engage in
manufacturing business are candidates for fulure big enterprises. There were 531,000 househotds in the
manufacturing sector which employed 1.2 mitlion workers and produced 21% of Viet Nam’s gross
industrial production in 1995.

2) The objectives of the SME promotion policy differ by couniry according to the devetopment stage
of its economy. The ASEAN countries have set their main objectives since in 1970s to expand exports
and to generate employment. However, they are now shifting its emphasis to develop supporting
indusiries in order to atlain a more sophisticated industrial structure. As for Korea and Taiwan, the
main objectives of their recent SME policy owe to develop supporting industry and at the same time to
develop SMEs in the high-tech field. On the other hand, in the case of the US and Japan, the emphasis
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of theit SME policy is shifting toward encouragement of ventuee business and SMEs which have high
tcchnology. The reason is that such SMEs are considercd more effective than the big enterprises in
terms of responding to the rapidly changing needs of consumers, since SME generally have more
flexibility and dynamism,

3) In Viet Nam, the objectives of the SME development policy can be summarized as foltows:
{a) To expand exports and to substilute imporls by way of supplying timely and competitive
products to the quickly changing domestic and forcign market
(b) To rais¢ productivily of capital and labor
(c} To create employment
(d) To develop and strengthen its supporting industry
(¢) To upgrade its industrial structure

4) Being still in a transition period from a centraily planned economy lo a market economy, Viel
Nam's business environment is not favorable compared to other ASEAN countries, especially for those
in the private scctor, Many regulations and restrictions, various administrative interventions, a still
inefficient financial system, a heavy tax burden and ill-equipped business support institutions are the
major problems for SMEs. Because of the high transaction cost, it is gencrally hard for SMEs to grow
in such circumstances amidst numerous regulations and restrictions.

In other Asian countrics, SMEs basically do not always face such problems; nevertheless, the
Governments have been extending various support for SMEs as il is considered that they are the
economic weak which can nol naturally grow because of the handicap of economy of scale.
Government intervention to support SMEs is justified here as a case of “market failure.”

Considering the importance of SMEs for its economic development, Viet Nam should guarantee a
better business environment and extend further support to SMEs, which at least should be on the same
level as other ASEAN countries.

Il . Major Claims of SMEs : From a Questionnaire Survey

According to our questionnaire survey conducted February to March 1997 in seven regions across
Viet Nam, the top ten policy measures desired by SMEs are, (1) access to financing credit, (2) more
streamlined tax system, (3) strengthening of government’s investment promotion funds, {(4) more
simplified administrative procedures, (5) technologicat support, (6) stable supply of electric power, (7)
development of industrial parks for SMEs, (8) export finance, (9) deregutation of export licensing, (10)
access to the foreign market information.

lll. SME Development Policy in Japan

Japan has eagerly promoted the development of SMEs under the belief that SMEs play an important
role in enhancing Japanese industry and economy. SME development measures in Japan cannot

directly apply to Viet Nam. However, they suggest some important standpoints that may be usefu! to
Viet Nam.

'The following are the effective policies on SME development implemented in Japan.
1) Eslablishment of financial system for SMEs: One is the establishment of Specialized Financial
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Institutions for SMEs. The other is the establishment of o Credit Supplementation System for
SMEs.

2) FEstablishment of an SME Basic Law

3) Organizing business associations among SMLs

4} Establishment of export promotion organization for SMEs

5) Organizing public research laboratories

V. Recommendations for Viet Nam

1. Principles of SMEs Development

For develapment of small and medium enterprises (SMEs), we propose the following two slrategic
guidelines:
1) Develop eprrl-oricnled SMEs since these companies have a competilive advantage with their
inexpensive labor-intensive industrial structure, and
2) Promote supporting industries which will provide components for foreign companies operating in
Viet Nam. _ E
To successfully implement the two guidelines, we recommend a set of following thrce policies:
1) Improve business environment for SMEs:
Correct the difference between SOFs and SMEs in terms of their business enviromment in order
to help stabilize SME business operations and te enhance their potentialities.
2) Implement multi-staged SME development policies based on the phases of economic
development of Viet Nam and the ASEAN countries.
3} Prepare a comprehensive development policy for SMEs which properly links with other
economic poticies.

2. Recommended SME Development Policies by Different Stages

SME development measures in Viet Nam could be developed on the basis of the following three

cOre areas.

1) Building up foundations for SMEs' business activities as soon as possible. The foundations are
to be laid through the establishment of an SME Basic Law. This includes the SME development
policy, the organization of a financial assistance system, and the formation of SMEs’
commercial and industrial associations which will be the major recipients of SME assistance
service.

2) Foster supporting industries in coordination with developed foreign countries and foreign
companies operated in Viet Nam by utilizing local SMEs associations and industrial
organizations.

3) Promoting exports by ulilizing SMBs’ associations and industrial organizatioss.

In these three core arcas, there are many important points. Regarding the establishment of an SME
Basic Law, we pointed out a concrete idea in this report. Regarding the organization of financial
assistance systems, we indicated a detail scheme in this report, too. The original source of funds for the
SME financial assistance system may partly be raised by foreign official financial assistance.
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V. Supporting Industry Development Measures in Viet Nam

1. Perspective on Supporling industry Development in Viet Nam

Third Stage
A
« Supporting industry
formation for ASEAN
Second Stage + Development of
middle-rank companies
First Stage ‘ - Supporting indusiry
New business creation on de\.:loil)ment through
the basis of the existing technology transfer
repairfmaintenance skills to SMEs
« Attraction of foreign
manufactures of electroni
and automotive parts to
Viet Nam
Present 2005 2010 2020

A A

. Train technicat experts - Assist industrial associations - Further promotion of support

. Encourage new business » Promote the support industry industry development program
establishment development program

- Attract foreign companies

Chart 1 Three-stage development of supporting industry

Source Compilcd by NRI

2. Supporting Industry Development Policy

(1) Establishment of technical training centers

- Technical training centers will be furnished with equipment for practical training.

- Training programs will be provided in cooperation with foreign companies in Viet Nam and by
utilizing the programs of foreign governmenl agencies and industrial organizations.

(2) Regional Technology Development Centers _ : _

The Regional Technology Development Centers will provide the following services to help SMEs
solve their technical problems and increase their competitiveness in the export markets by upgrading
their technology. .

- To provide SMEs with advice on their technical problems and send technical experts to help solve
the problems.

- To set up technical training seminars for engineers from SMEs.

- T'o undertake product/material testing and evaluation for SMEs when requested.

- To make the test equipment of the Centers available to SMEs who want to conduct a product test.

- To conduct R & D in the areas of production technology and production development techniques
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necessaty for upgrading regional industrics and to disseminate the results of their R&D cfiorts among
local companies.

(3) Supporting Industey Developinent Program
The Supporting Industry Pevelopment Progeam in Viet Nam should be designed to promote the

teansfer of technology and managerial skills from foreign companies in Viet Nam to help upgrade the
local SMFEs.

Government  bL_o .. _ - cua- .
T | 1
] 1 1
; Guidanee | Incentive measures \
] ' ]
1 '
V u; < 1
Foreign companies ;
r A
Partnership A Transfer of | Match-making
« { Technology .
Parts , managerial
* | transfer K h
2 ; ¢ know-how

(SMEs)

Chart2 Structure of supporting induslry developrient program

Scurce  Compiled by NRI

V1. Measures for the Promotion of Exports to Viet Nam’s SMEs

As indicated by the questionnaire survey, many private SMEs engage in textiles exports under the
contract processing scheme. However, there is an argument in Viet Nam that processing under contract
from foreign companies may be increasing the nation’s imports. We will see what kind of progress is
anticipated in coniract processing by taking the case of garment exports to Japan.

1) In the first and present stage, because of insufficient domestic availability of raw materials and
equipment, Vietnamese firms must increase their dependence on foreign procurement, including that of
raw malerials, when they engage in contract processing (the period of raw materials imports). This is
the phase of increasing imporls which is being pointed out at the moment. However, ane should keep in
mind that because firms are engaged in contract processing, their work helps naturally increasing net
exports,

In the second stage, the use of woven fabrics made in Viet Nam increases, as the nation’s production
technologics, standardization technologies, and quality control improve. This phase will see an
improvement in import dependence (progress in the use of materials made in Viel Nam).

In the third stage, the use of yarns made in Viet Nam increases, and the design development
capabilities of Vietnamese firms rise based on samples provided by foreign firms (progress in the use
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of Victnamese designs).

¥n the fourth stage, Victnamese firms learn designing, and the ratio of local procurcment of raw
materials increases, crealing an environment in which joint venturcs can operate. Foreign firms will
provide technologies, capital, and marketing channels, enhancing exporl competitiveness of garments
made in Viet Nam.

2) How long it will take to move up from stage 1 to slage IV depends on the speed of the
acquisition of technologies by the Viclnamese. Japanese expericnce in manufacturing garments in
China show that this requires somewhere between five and seven years on average. After China opened
up its economy to other countries in 1979, Japanese firms starled contract procession on a trial basis in
the early 1980s. Entries through contract processing began in carnest in the tatter half of the 1980s, and
by 1992 most operation developed into joint ventures. In 1996, there were more than 700 Sino-
Japanese textiles joint ventures.

Vii. A Survey of Exports to Japan in the Case of Garments

As the survey shows, the promotion of Vietnamese products in Japanese markets is an important task
for Viet Nam’s small and medium-sized textile firms. Therefore, we have studied trends of garment
exports to Japan from Viet Nam as a case study (o discuss policy options for promoting exporls to
Japan. As analyzed in this paper, Japan sales of garments made in Viet Nam have been success{ul, as
their sales volume has increased sharply, white unit prices have risen gradually. However, we suggest
the following policy options to Viet Nam’s small and medium-sized textile firms, so that they can
further increase sales in Japan.

1) Lowering the ratio of woven garmenis {0 knitted garmenis for Vietnamese products in Japanese

market

2) Raising the ratio of women’s garments (0 men’s garments for Vietnamese products in Japanesc

market

3) Organizing business alliances and business tie-ups in SMEs between Viet Nam and Japan.

4) Improvement of delivery control system in Viet Nam because of stow export procedures

5) Guarantee system of product quality based on uniform standards and attaching a special mark to

products meeting these standards,

6) Designers working at SMEs should be sent overseas to gain experience.

55






3

Recent Development of Manufacturing
Industries in Viet Nam from Statistical
Data of Trade and Production

Takashi Sasano
The Japan Economic Research Institute

Atsushi Koyama
The Japan Economic Research Institute

The trade and industrial production statistics of Viet Nam arc one of the results of this joint study.
Trade dala is collected at the SITC (Standard laternationat Trade Classification) 3-digit level, and the
industrial production data is collected at the ISIC (Inteciiational Standard Industrial Classification) 4-
digit level. We can compare these data scis with other counfries’ data. We will make a brief analysis
in this paper.

| . Trade statistics

Table 1 shows the items of Viet Nam’s main export goods. Most of them are primary commodities.
In 1995, 65% of total export are still primary comm_ddities, though - the share of industrial
commodities’ exports was increasing. Crude petroleum and rice were the main exporis, bul recently
there has been progress in diversification. Coffee has overiaken tice; and aquaproducts, natural rubber
and fruits ar¢ also expanding export shares, S

In spite of this, industrial commodities are also expanding exporl shares, Total . industrial
commodities’ export reached 34.8% in 1995 up from only 24.1% in 1991. Most of these exports are
apparel and footwear items. : ‘

In trying to measure the international competitiveness of each export item, we calculated via the
RCA index ~index of Revealed Comparative Advantage- for all SITC 3-digit items. RCA is defined as
follows. ‘

RCA = (Exportof the commodily in thecountry)/(Totalexportof thecountry)
{Exportof the commodityin the world)/(Total exportin the world)

1f the RCA value equals 1, the country has average level international compelili{rcness in these
goods. The higﬁer the RCA value, the stronger the international competitiveness, Table 2 shows the
results for 1991-1994, We could not calculate the RCA in 1995 because we cannot oblain the world’s
export data in the year. '

Most of the highly ranked items are primary commodities. In industrial products, the RCA index is
not so high. Only‘four indusirial items made the top 25 list of items, such manufacture of leather,
cutlery, ready-made clothes, and footwear. RCA indices of these products are about 7 or 8. In Asian
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countrigs, the clothes and footwear RCA indices have gone beyond 10 at maximum. In consideration
of that, Viet Nam may not have made full use of their potential competitiveness yet.

Next, let us look at imports. Main imports are shown in Table 3. Most of them are industeial
commodilies, especially production inlermediary goods for producer, capital goods, and
infrastructural materials.

Tt can be said that the imports of Viet Nam cxpand in line with domestic industrialization. At
present, it is difficult to procure these materials from domestic producers. Increasing of imports as
industrialization proceeds can not be avoided vntil home made production would progress.

Figure 1 shows the change of the trade balance for both primary commodities and industrial
commodities. Though the export of the industrial commodities is increasing due to industrialization,
the import of industrial commodities is also increasing, but at a pace which exceeds export. The
surplus of primary commodities finances the deficit of indusiria} commodities. Export of primary
commodities is largely determined by international market conditions or by weather, which cannot be
controlled by exporling country. To achieve the sustainable development, industrial export must be
promoled.

In summing up the experiences of Asian countries’ mdusmahzalmn they start with labor-intensive
goods. They are competitive in these industries because of their resource endowment, abundant tabor,
As industrialization proceeds, the demand for intermediary goods or capital goods grows. In early
stages, it is difficult to procure these goods domestically, therefore, import are induced. At the time
the demand grows much more, it induces starting domeslic production, first from the labor-intensive
intermediary goods, which do not require large-scale initial investment. Asian industrialization has
occurred as above, downstream industrics induce upperstream industries, and as industrial progress is
made the trade deficit is alleviated.

Labor-intensive goods are easily induced, but this is more difficult for industries which require
large-scale initial investment. In such industries, assets derived from initial investment cannol be sold
for purchased value, so it must be retrieved by operation. And, owing to large capital cost, the
cconomies of scale are at work, so large-scale production is required. So, it is needcd 1o secure large-
scale stabilized demand to have profitable operation.

In aspect of demand stability, it is very risky to produce for foreign markets. Most mdusmes are
oligopolized internationally and it is difficult for new entrants to make long-term, continuous relations
with foreign customers. To sell in the foreign market, it is necessary to cut price for new entrants, this
is not good considering freight costs.

After all, the domestic market is very lmporlant when launching new industries which require
large-scale initial investment. To do i, it is necessary to develop downstream industries which use the

products of the new industries. For industrial progression, it is crucially important to develop
downstream industries.

il . Production Statistics

Next, let us look at the general condition of industrial production. Industrial data classified at the
ISIC 4-digit tevel is very detailed. To simplify the data, we will look at which resemble each other as
belonging to the same general group (Table 4).

Food industry occupied the largest share, and its growth is as rapid as industry as a whole, Textile
and Eicctrical Machinery industries, which have played very important roles on Asian
industrialization, have not grow much yet. This indicates that structural change in the industrial seclor
has hardly occurred in Viet Nam yet, and there is potential for growth.
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In other industrializing Asian countrics, Textile or Lectrical Machinery industries have grown very
rapidly and widened their share in the industrial sector, as industrialization has progressed in those
countries (Figure 2). These industrics are labor intensive, so Asian countries have comparative
advantage and international competitiveness. These countries have shifted their industrial structuse for
such industries in order 10 enjoy the benefits from international trade.,

It can be said that Viet Nam has potential for international competitiveness in these same industries.
It is needed for Viet Nam to develop these industries more.

lll. Conclusion

Though industrial production and export are extending very rapidly in Viet Nam, they need to
expand more, especially tabor-intensive industries such as textiles in which Vict Nam is regarded to
have international competitiveness. In doing so, the trade deficit will be alleviated, industrial
progression will be achieved, and absorption of tabor will be improved; and thus the cconomic
problems in Viet Nam will be solved.
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Table 4 Gross Output of Manufacturing Ingustries {in billion dong at constant 1924 prices)

: _ 1991 1992 1993 1594 1995 1596
1|Food, Beverage, Tobacco 15886 18295 20034 22020] 29259 33225
2| Yextiles, Appatel, Leather, Footwear 5580 6620 7556 85111 1193§] 13622
3| Wood, Furniture 3021 3099 3200 3384 4788.2 5196
4|Paper, Printing 1624 1834 2061 2780 3640 4108
5|Chemical, Petro & Coal Producis 2256.3] 25355 602 3708 5249 6697
6|Rubber 870 1062 1253 1597 1959 2267
7|Plastic 123 138 154 172 175 183
8{Pottery, Glass, Non-metal mineral products 3896 4710 5807 7514 8924] 10158
9|lron, Metal 1036 1403 1734 1825 2692 3417
10|Mctal products, Non-electrical machincry 2114 22624 2593 3180 40818 4633
1{|Electrical machinery 1176 1327 1948 2231 3324 3937
12| Transport machinery 509 1014 1220} 1447 3087 3429
131Professional and science equipment 84.7 821 50.3 112 158 204
14]Other 46.3 57.5 61 67 78 88
Total 38672.3] 44499.5] 50713.3] 58548 79350{ 90564
Source  Government of Viet Nam
Share
. 1991 1992 1 1993 | 1994 | 1995 | 19%

1{Food, Beverage, Tobacco 41.08%| 41.11%} 39.50%] 37.61%| 36.87%| 36.69%
2iTextiles, Apparel, Leather, Footwear 14.43%| 14.88%| 14.90%] 14.54%] 15.04%| 15.04%
3|Wood, Furniture 7.81%| 6.96%| 631%) 5.78% 603%| 5.74%
4|Papes, Printing 420%| 4.12%| 4.06%| 4.795%] 4.59%| 4.54%
5[Chemical, Petro & Coal Products 583%| 5.70%] 592%| 6.33% 6.61%] 6.73%
S|Rubber 225%| 239%| 247%| 2.73%] 247%] 2.50%
7|Plastic. 0.32%| 0319 030%F 029% 0.22%] 0.20%
8lPottery, Glass, Non-metal mineral products | 10.079%] 10.72%] 11.45%| 12.83%] 11.25%| 11.22%
9]lron, Metal 281%| 3.15%| 3.42%| 3.12%| 3.39%| 3.77%
10|Metal products, Non-electrical machinery 547%| 508%] 5.11%) 543%| 5.14%| 35.12%
11|Electrical machinery 3.04%| 298%]) 3.84%| 3.81%| 4.19%] 435%
12| Transport machinery 235%] 2.28%1 2419 247%| 3.89%| 3.79%
13{Professional and science equipment 0.22%] 0.18%) 0.18%] 0.19%| 020% 0.23%
14jOther 0.12%] 0.13%| ©6.12%] 0.11% 0.10%] 0.10%
Total 100.00%] 100.00%] 100.00%] 100.00%] 100.00%] 100.00%
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Growth rate

— . - 1981 | 1992 1993 1994 1995 1996
1]Foad, Beverage, Tobacco - 1516%|  9.519%| 9.91%} 32.87%| 13.55%
2iTextiles, Apparel, Leather, Footwear 18.64%] 14.14% 12.64%] 4023%] 14.13%
31Wood, Furniture -l 258%)  3.26%| S5.75%] 41.50%| 8.52%
4)Paper, Printing 1293%) 12.38%| 34.89%] 30.94%| 12.86%
5[Chemical, Petro & Coal Producis -| 12.37%| 18.40%] 23.52%) 41.56%| 16.16%
6fRubber || 22.07%| 17.98%] 27.45%] 22.67%  15.12%
7tPlastic - 12,20%] 11.59%] 11.69%[ 1.74%] 457%
8tPottery, Glass, Non-metal mineral products || 2243%| 20.74%] 29.40%) 18.76%] - 13.83%
9Hron, Mctal -l 2909%) 23.59%] 5.23%] 47.51%) 26.93%

10iMetal products, Non-celecirical machinery 702%| 14.61%| 22.64%}  28.36%! 13.50%
H|Electrical machinery 12.84%) 46.80%] 14.53%} 48.99%] 183.44%
12{Fransporl machinery o] 1L55%) 20.32%| 18.61%| 113.34%! - 11.08%
13]Professional and scicnce cquipment - -3.07%|  9.99%] 24.03%} 41.07%! 29.11%
14{Other N | 2419%| 6.09%] 9.84%| 16.429%| 12.82%
Total 15.07%] 13.96%| 15.45%] 35.53% 14.13%

Contribution
1991 1992 -1 1993 1994 1995 1996

1|Food, Beverage, Tobacco | 4134%] 27.99%| 25.35%| 34.80%| 3537%
2 Textiles, Appartel, Leather, Footwear -1 17.85%| 15.06%| 12.19%| 16.46%| 15.04%
3{Wood, Furmiture - 1.34% 1.63%]  2.35%| 6.75%] 3.64%
4]Paper, Printing -1 360%| 3.65%| 9.18%| 4143%| 4.17%
S|Chemical, Petro & Coal Producis -1 479%  151%0 9.01%  741%|  1.56%
6[Rubbes 329% 3.07%] 439% 1.74%| . 2.75%
7|Plastic 0.26%] 0.26% 023% 00%]  0.07%
8|Pottery, Glass, Non-metal mineral products -1 15.00%| 16.69%] 21.79%]| ' 6.78%] 11.00%
Ollron, Mctal I SA4%) 533%| L16%{ 4.17%] 647%
10 Metal producis, Non-clectrical machinciy || 255%F  5.32%  1.49% 4.34%) 4.92%
11|Electrical machinery A 259%| 9.99%F 361% 5259  5.47%
12| Transport machinery || 180%| 332%| 2.90%| 7.88%| - 3.05%
13|Professional and science cquipment - -004%|  013%)  0.28%] 022%| 041%
14]0ther <] 015%| 0056%] 0.08% 005%] 0.09%
Total -] 100.00%] 100.00%] 100.00%] 100.00%] 100.00%
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Figure 1 Trade balance by commodities
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Figure 2 Share of Selected Sectors in the Industrial Qutput
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4-1

Viet Nam’s Participation in AFTA, APEC,
and WTO and the Development of Export
Industries by Foreign Direct Investment

Seiichi Masuyama
Nomura Research Institute, Ltd.

Toyomitsu Tamao
Nomura Research Institute, Ltd.

| . The Need for Viet Nam to Make Effective Use of Foreign Direct
Investment in Order to Develop Export Industries

1. The Need to Promote Export Industries with Comparative Advantage

Viet Nam urgently needs its export-oriented industries to develop rapidly in order to overcome the
constraints of foreign exchange and prepare for the consequences of participation in AFTA, APEC
-and WTO. Since this panicipalion will lead to reduced trade barriers and thus increased competition,
Viet Nam’s industrial structure will need to change (o become more in line with its comparative
advantage. Relative declines in non-competitive import-substitution industries need Lo be offset by the
growth of export industries with comparative advantage.

For a latecomer country such as Viet Nam, comparative advantage lies mainly in labor-intensive
industries such as the textile and garment and ship repair industries, and labor-intensive functions of
industrial value chains. A major fealure of a2 modern industry is the divisibility of its value chain,
whose constituent functions can be situated at different locations of varying distances apart,
depending on the economics of transportation and communication. As typically seen in the electsical
and electronics industry, where the production process is composed of many stages of assembling
small components, the development of transportation and communication technology, the
improvement of infrastructure, and the liberatization of international trade and invesiment policy have
accelerated international division of labor, The main force was the investment led by multinational
corporations {(MNCs) mainly in final assembly plants in East Asia, followed by investment by
enterprises of various sizes in supposting industries.

It wilt be particularly necessary to mobilize Viet Nam’s labor force in the manufacturing sector,
which is best placed to benefit from technological innovation and the strong complementary
relationship between the low-cost labor of Viet Nem and the technological capabitities of MNCs. The
development of labor-intensive manufacturing industries will create much needed foreign currency
and employment. Most ASEAN countries have developed manufacturing industries very rapidly by
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means of D] (Table 1). As is evident from Table 1, the expericnce of the other ASEAN countrics is
that natural resource-based industrialization has certain limitations.

2. The Need to Make Effective Use of FDI

As onc of the late-comers (o industrialization in Bast Asia, Viet Nam needs to make maximum vse
of foreign direct investment (FDI), while at the same time reforming state enterprises, promoting its
private s¢ctor, and maintaining an outward looking cconomic structure in order to establish export
industries. Viet Nam’s relatively abundant labor can be mobilized to establish industries of
comparative advantage only in combination with managerial, marketing, technological and financial
capabilities, most of which arc possessed by forcign enterprises, particularlly MNCs, It is extremely
difficult for domestic companics in a lalccomer country such as Viel Nam to duplicate these

capabilitics in a reasonable time frame. As shown in Table 2, Japanese corporalions are very
interested in sccuring low-cost labor in low-income countries such as Viet Nam, Philippines and
Myanmar. Viet Nam curently has a strong advantage in labor supply and cost (Table 3).

These points become clear if one looks into the pattern of industrial policies in East Asia, which
generally evolved from import substitution’ policies to expoit promotion policics and then to more
liberalization-oriented policies. The Bast Asian nations with a colonial past initially pursued import
substitution policies that protected domestic industries, owing to wariness of foreign capital and a rise
in nationalism. Howcver, these policics ended in failure. Subsequently, they shifted to export
promotion, which was successful. Since the 1980s, when ASEAN countries shifted to export
promotion policics, they have libcralized both trade and investiment, and have been achieving
industrial development through the active introduction of FDI

ASEAN countries in particular have adopted more outward-looking policies with aclive utilization
of FDI in contrast with such easly comers as Taiwan and Korea which depended less on FDI (Table 4).
‘This means that Viet Nam will have to compete vigorously with neighboring countries to atiract FDI
at a time when competition is intense.

As Table 4 shows, some countries have increased ll*en- current account deficits in the course of
their rapid export-oriented industrialization by means of effective utilization of FDI. ‘The weakness of
their supporling industries including parts manufacturing, metal mold manufacturing, forging and
casling, plating and plastic processing, and also the service sector is blamed for the rapid increase in.
the import of intermediate goods and machinery as well as the increase in the expenditure on services
from overseas. However, we do not think that this problem will cancel out the enormous benefits of
the strategy of outward-looking industrialization by means of FDI. Rather it shows the importance of
prudent management of macroeconomic and exchange rate policy, the long term strategy of
developing supparting industries and the service sector, and human resource development.

Based on these Asian experiences, we suggest that Viet Nam should liberalize trade and investment
in order to utitize FDI effectively for the development of export-oriented industries. At the same time,
it should encourage, from an early stage, education and training of human resources and the
development of supporting induslries in order to prepare for industrial upgrading at a later stage.
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Table 2 Japanese companies’ reasons for locating direct investment in Asian countrics
(% of responding companies)

Vict Nam Malaysia _ Thailand  Indoncsia  Philippines ~ Myanmar  China
1) Expansion of 229 46.5 556 581 44.4 17.6 49.2
existing loczal market .
2} Cultivating new 63.5 22.5 35.7 336 289 588 583
matkels
3) Lixport to Japan 28.1 22.5 270 294 333 235 308
4) Exporl lo third n2 8.0 31.7 35.3 444 353 279
countrics
5) Diversifying 29.2 3318 33 31.9 40.0 353 29.6
production
6) Securing low cost 60.4 31.0 325 44.5 57.8 76.5 47.9
labor
7) Component 14.6 239 3.1 244 33.3 11.8 18.3
supply lo assembly
manufaclures
8) Aveiding 52 11.3 9.5 6.7 11.1 59 6.7

cxchange risk

Source Japan Export Tatport Bank, The Fiscal Year 1996 Questionnaire Survey of Foreign Direct Investment

Table3 Labor cost cofn parison (May-June, 1996)

Monthly Wage(US §) Wage increase
since Jan.-Feb. 1996
Worker Engincer Middle (%)
Management ;

Kanagawa, Japan 3,096 4,293~5,194 5,349~6,610 14
Seoul, Korea 1,130~1,400 2,100~2,200 2,300~3,100 13.7
Taipei, Taiwan 960~1,400  L,400~1,800  2,200~2,900 6.6
Hong Kong 820~1,800 1,200~3,400 1,600~3,600 84
Singapore 680~1,400 560~2,600 1,990~3,900 1.6
Kuala Lumpur, 200~350 480~1.,410 1,180~2,800 1.7
Malaysia ‘ o

Bangkok, Thailand 150~320 380~ 660 T90~2,200 6.9
Manila, Philippines 190~200 300~350 640~1,100 16.0
Batam, Indonesia 176~200 290~860 860~2,800 00
Cebu, Philippines 160~170 440~700 670~900 16.0
Fakarta, Indonesia 100~120 280~-560 430~1,400 18.6
Beijing, China 72~170 130~260 300~600 10.0
Sinchen, China F0~160 140~-300 200~590 N/A
Shanghai, China 90~ 160 120~230 150~390 5.2
HCMC, Viet Nam 70~140 180~260 270~530 19.2
Datian, China 70~140 130~170 230~330 52
Hanoi, Viet Nam 60~95 90~200 150~450 19.2

Note  Wages converted Lo US dollars at exchange rate on 15 May 1996.
Source JETRO Sensor, October 1996, pp. 56-60,
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Table 4 Economic liberalization in Easlt Asia
Exports, FDI, and current account batance as a share of GNP

1960s | 19705 | 1980s | 1990s

Singapore |Exports(2) 102.2%| 114.9% 1404%] 123.4%
FDX(3) . . 3.3% 38%
GA Balence(4}] MAB84% Ai15%] A02%] 146%

Malaysia  |Exports(2) 435% 45.3%] 93.0%| 16.2%
FOI(3) 85%

CA Balance(d) 03%] A03% A29%] ADIX

Thailand  |Exports(2} §139%] 164% 21.7% 305%
~|FOX3) 6.8%

CA, Batance(4)! Mwm

Indonesia |Exports(2) 238%] 239%F 238%
FDI(3} 2.4% 8.1%

CA Balance(® ] 4394 A1.8% &24% A25%

Philippines |Exports(?) 106% 15.1% 164%] 21.2%
FOID) 1.9%

CA. Balance(4)| A04%| A33% A3T% A3

China Exports{2) 2.8% 9.6% 18.6%
FDI3) : 41%

CA, Balance(4 A0B%l 108

Korea Exports(2) 53%  234%] 31.1%]  255%
FDI(3) _ 0.5% 0.4%
CA Balance(4)] A36% A0S% 0.5% 1L.9%

Taiwan Exports{2) i7.1% 423% 4B.7%] 406%
FOK3) 1.0% 0.9%

CA. Balance(d) 0.8% 1.0% 2.5%

Notes

(1) The figures for the 1990s are those until 1996. The current account balance of Malaysia is for the period 1990-95.
(2) FOB basis.

(3) Approval basis

{4) Balance on current account

A denotes minus

Source Calculated from the data in “Asian Economy 1997,” Economic Planning Agency.

2. The Need to Adapt to Liberalization Gommitments in International Trade Regimes
such as AFTA

Viet Nam became a member of the ASEAN in July 1995 and joined the AFTA. This means that it
is obliged to participate in the very rapid liberalization currently underway in the southeast Asian
region. While membership improves Viet Nam’s access to markets for labor-infensive industries in
other ASEAN nations, at the same fime other ASEAN nations will also pressure Viet Nam to imporl
the products of their technology- and capital-intensive industries. Because Viet Nam will benefit from
improved efficiency in the currently protected sectors, the trend toward global and regional
liberalization will, on balance, have a positive impact on Viet Nam.

Viet Nam has yet to join the APEC or WTO. However regardless of when it gains membership in
these organizalions, it cannot avoid being affected by the strong trends of liberalization. For example,
in the textite industry, the WTO is moving toward the elimination of Mullilateral Fiber Agreement,
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which should improve Viel Nam’s access to markets in the industrialized nations.

‘The ASFAN Free Trade Area (AUTA) was established in 1992, when the members signed up to the
Common Effective Preferential Tariff (CEPT) scheme, which aims to reduce tariffs on goods of
ASBAN origin (at least 40% of the product’s value must come from ASEAN) in trade with each other
to the range of 0-5% by 1 Janvary, 2003. As soon as a member stale cnjoys lower CEPT taniff rates
for the export of a product to other member stales, it has to remove’ quantitative restrictions on the
product. There are two instances in which products are excluded from tariff reduction obligations:
general exclusions and temporary exclusions. Products in the general exclusion list are those that
member states consider need to be excluded from 1ariff reduction obligations for the purpose of the
protection of their national sccurily, the protection of public mosals, the protection of human, animal,
or plant life and health, and the protection of axlistic, historic, or archeotogical value, Products
included in the temporary exclusion tist are those that member states are not ready to include in tariff
reduction schedules, The temporary exclusion list must be phased out in five equal annual
installments, i.e. 20% each year, by 1 January 2000.

The CEPT scheme contains two schedules for tariff reduction — the Fast Track Program (items
for which tariffs are to be reduced fiest) and Norma! Track Program for items which are included in
the inclusion list. Tariffs ar¢ to be reduced to the target range by 2000 for all items covered by the
Fast Track Program and by 2003 for all those covered by the Normal Track Program, except for
agricultural products. (Ilowcver, the reduction schedule differs depending on whether or not the
existing tariff rate is below 20 percent.)

Since Viel Nam joined AFTA three years later than the othes members, ils tariff reduction schedule
has been delayed three years. The target year for comp!etc taniff reduction is 2006 for Viet Nam. Viet
Nam will phase in the temporary exclusion hsl to the inclusion list in equal annual installments
beginning on | Janvary 1999 and ending on 1 January 2003.

Under its planned cconomy, Viet Nam had, essentially, an import substitution policy. Tariff rates
were generally high for consumer products and low for machinery, components, and materials. Under
AFTA the higher tariff products placed on Viet Nam’s temporary exclusion list consist largely of the
tabor-intensive products in which Viet Nam enjoys comparative advantage, while the lower tariff.
products on the inclusion list tend to be from cagpilal-intensive basic industries in which Viet Nam
lacks compelitiveness. Although in the WTO system the lowest income countries like Viet Nam are
accorded higher protection to enable them to nurture their infant indusiries, Viet Nam does not enjoy
such protection under AFTA, which tends to treat all Member States equally. This may hamper Viel
Nam'’s industry devclopment sicategies - such as infant industry protection strategy.

In addition to the CEPT Scheme for AFTA, the ASEAN members also signed the ASEAN
Industrial Coopcrauon (AICO) Agreement to encourage complementary mutual production in April
1996. ‘This scheme is based on the Brand to Brand Complementaiion (BBC) scheme, which is
currenily applied to automobite components. Under the BBC scheme, imports of automobile
components of more than 40% ASEAN content enjoy a 30% tariff reduction, but under the AICO
scheme, the imports of AICO-designated manufacturing products and components of more than 30%
lacal equity ownership and more than 40% local content, enjoy tariffs of 0-5% ahead of the targeted
date of January 1, 2003 under CEPT.

Based on some surveys, automobile and parts manufacturers, which already benefit from the BBC
scheme, are very willing o pursue the benefit of AICO, while electronics and parts manufacturers in
general do not see real benefits from the scheme. Since electronics components are generally
produced in relatively smalt scate, model changes are so frequent and firms will be able to enjoy the
0-5%% tariff rates by 2003 anyway, il is generally thought that the possible benefits will not justify the
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cost and time of investment in the cffort to obtain AICO project designation. So far, conflicts of
intercst among the membership as regards actual application have made it extremety difficult to build
complementary relationships that are mutually satisfactory. At present, auto-makers and other
companies have applied for AICO coverage for such schemes, but none of these has actually been
approved and covered so far.

As explained tater, the impact of AFTA differs for each industry depending on its characteristics.

Admission to the WTO will provide Viet Nam a most favored nation (MFN) status, and its access
to exporl markets will improve. On the other hand, however, it will be obliged to open its market,
particularly by dismantling non-tariff barriers and in the service scctor. The TRIM agrecment
demands that ils members dismantle trade-restrictive investmenl measures such as local content and
export requitements on investment firms. Viet Nam will probably be required to dismantle such
measures after a transitional period.

Il. Policy Options for Export Promotion using FDI

1. Differentiating the Application of Export Promotion Policies

Industrial policies suitable for export industries differ from those suitable for import substitution
industrics (Table 5). As export industries are based on comparative advantage, theoretically they
should not need import protection. A general policy prescription is to eliminate policy biases to
import substitution, such as overvaluation of the currency, import dutics on intermediate producls, and
other trade barriers, which work against export-oriented industries.

As seen in Table 5, export industries wil! be particularly helped by FDI tiberalization and
promotion, infrastructure development, the development of supporting industrics, and general
deregulation of the business environment,

2. Need for Offering Competitive Investment Environment

- Essentially, in order to attract FDI, a country needs to take steps to reduce the risk and cosls borne
by foreign enterprises to locate and operate there. Viet Nam needs to offer a competitive investment
by environment including financial incentives after careful evaluation of its competilive position vis-
a-vis neighboring competing - particularly low-wage - countries such as Indonesia and the Philippines
(Table 6). :

Japanese companies generally se the following problems in Viet Nam’s investment environment.
1) Viet Nam needs definite industrial policies. Iis foreign investment measures are nol particularly
altractive compared to those of the other ASEAN countries, and it needs FDI desperately to catch
up with ihe other ASEAN countries, which are significantly more advanced. Japanese compaiies
therefore think that Viet Nam will have to adopt clear-cut strategies such as concentrating on labor-
intensive industries, taking decisive measures to attract FDI and developing industries unique to
Viet Nam. .

2) Viet Nam’s infrastructure is extremely inadequate. Many Japanese firms depend on their own
electric power because Viel Nam’s electric power capacily is inadequate. Transporlation
infrastructure is also inadequate.

3) Viet Nam’s regulatory system is inadequate and opaque. Some say that the decisions of custom
officers are inconsistent.

4) Since Viet Nam does not have a developed parts and component industry, it is difficuit to satisfy
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lacal content requirements. The only shori-term solution is to ask Japanese suppliers to produce the
goods locally.
5) 'The volume and quality of science and engineering students are inadequate.

Table & Dilferentiated policy applications to export industries and strategic industries

Policy options In General Export Stratepic
{Comparative (Infant}
Advantage} |Industry
R RO oo |dustey 1
Trade Policy Measures
Protection
- In the induslry - - O
- In the supporiing industry ® L1 J @] O
- In the general industry @ 9 ®
Overseas access O 0O -
Domestic Policy Measures
Deregulation
- In the industry - QO Q
- In the supporting industry (®) Q0 O
- In the general industry O O O
Subsidies L d G- 0,8)
Information supporl O O O
Infrastructuse development O (@l0] (@]
Developing supporting indastry @) Q0 . O
FDI Policles ; !
Liberalization and promotion ! O QO ' Q
Fiscal incentives O O l Q0

Notes (OO: Highly desirable, O: Desirable, @: Undesirable, @@: Highly undcsirable, —: Nol applicable
Source  Nomura Research Institute
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TFable 6

Investment environment of ASEAN member counlries

- Indocesia Malaysla Philippines Singapore ] Thalend Viet Nam
Mitioun * Article of mininsmaa B % There 13 po article ¥ Minirum ¢apatsl 31 ¥ There i3 no artice * Theie is po miticle * There isno miticle
required Investinent wes regidating niintisim 5,000 peso. regvlating minimum tegidaling maipinuem regulating mininne
iniestinent sholished In June 1994 | fsestanent. ineshment iy estmeit, investnent
* Amounl of * Investment of 1
Investincat b1 10 mect mittion baht begldey
the pature of project Yand 2nd oper sting
capitel is requined for
. incentive,
Investaent * Govorimend offict bn § * Goverrment office [ | * tevesiors o apply | * Applicstion * Gorettment office i | * Gorernment effice in
spplication charge Is BKPM. charge is MIDA Botrd of Invesimet or | Economic charge is Board of change is MPL
* Foesign imeestor is 1o ] (Mataysion Industrial | Philippine Economic Development Boardis ] Investinent ¥ Fert of competerce
set wp 8 Jolnt-stock Development Zono wthority required for recendng | * BOIprovides tegarding foreign
conpany (P.1.) Asthority) ¥ After approval, incentive TeMlowing senvices. {ns estment is
* Durarion term for * Alliavesiors partnership or - Appealsal of peoject | transfemsed to focat
forelga company engaged in compeny iy jo register - Approval of project | gos crument.
(EMAY I 30 yeare menufaciuring are 1o inSEC. ~ Picnlslon of verious
ot Tictnee from offices incenfives
in charpo. :
Desired * Export orlented * High technology * Govetnsuent *Alboughthergisno | * Atiraction of - Infrastructore
fnvestiment rrea mnulacteres *Histueal 1osocesy specifies “Investment  § destred investment srpporting Industey is | construction in reret
* Automicbile industry | viitizing Industey pelovitics progim® area, following project | highly enphasized aiea
¥ Supportivg industry | * Copiiel intensive cvery year, is welconved, - Tooting, cutting, - Foueslation
in electionics Industry * fn the program, -lavesiment with new | prinding, melnl - Atitomobile parts
 Suppocting Industry | “Pionest List™ iy fochnotogy products, sueface - Electronics
shown, -RAD trestment, heat - Machinery
-+ High technology treatment, efoctronic - Fectitizer
- Reglonal headquarter | conneclor, plastic « Petrochemicat
L . paris e,
tncentive policy CExemyptof Import tax | ¢ Plomess statoy * Compsmy tegisiered | * Pioncer status * Location incentive * 1{1% corporale tax,
- 3% for spare parts - Company spproved | in BOIL = Exemption of - Exempiion of euemption for # years -
« 50% for supplemient | s ploneer vialus iy - Exgenption of corporate tax {510 13 | corporate tex (340 7 Infiastructure
* Exempt of tariff for  § taxod on 30% of corporate tax, yeats)} years) for zone 1,2, construction in rursl
maferinly and pacts Isxable income {5 - Additions! deduction | * Export promotion - Exemplion ef wea
equivalenito 2yem’s | yean) For labioe cost - 90% ol income corporate 1ax ($ yenrs) | - Forestalion
production capecity * Investmend Tay « Exemption of tariff | emcmed by incressed for zone 3. * 1% corporate tax,
* Exempl or refund of | Acquittal (ITA) For capital goods cxport is exempled. * Other incentives are | exemplion for 4 years,
tarifl fou mnteriale - 60% of Capilel « Simplification of * Regionnf head provided for following | - Export more then
wied In export goods invesmest made - ] oustoms proceduce quarks - Corporale tax' | wreas . e
within 3 yesis from * Company in Eco- is reducad fo 10% - Suppoiting industey | « Avtoanobile parts,
piojoct spproval is T | zowe * Expansion of ~ Factory relocation electronics, machinery,
Jeducted from taxable |-~ 100% shore is existing facility -RED fectilizer,
income., spproved. - Exemption of - Export oriented peirochemics?,
covporate tex (3 yras) § invesiment chemical, metal
Foutign Imveslors” { * $5% la sowedin 9 | * 10054 share ¥ J00%% share * Foliowing matters * More than 31% * §00% share by
owneiship special aress - more than 80% - Operation I Export | are concerned for - share by Thal is foreignes is approved.
(iranspoci, telecom, exported. processing zone of 106% shere requited for Wictnamese company
elc} . ~ High tech product Eco-zore. » Yechrotogy intensive | marufactures targeting | con purchase peet of
* 100% s whiowed in * Up to 79% share - Investment in ploneer | industry domestic meiket. capital.
2l pres gxpert for -3 9%is srea. - Expont orieved * Foceigners can have
sbove T ereas exporied, « Export wore thin peofect majocity foe export
* Sotve portion of 0%, oriented nanalachirer
share lyfobe
trensfericd atter 15
Yoo,
Land owbership * Land comership is * There is no * Land gwnershipis | * land bense iy general | * Land ownership by * .and ownersTip by
permitied only for sl o on spproved only Filipleo fortigners not Toreignes s pok
Indonesien. ownership by or company with more penified. perritted.
* Foveigner con gt the | Torcigner, then 60% Fifippino *Conspanies spproved | * Procedere of land
righis of constrisction, ownership by BOH and setling Tease is conducted by
exploitation, operstion factory in focat government,
viilization, industrial zone * Leaserate |y
*Vald term is 20-33 constructed by pnchanged for § years.
years for those righty goveriment can onn
. land.

Source NRI, based on materials by ASEAN Promotion Centes on Trade, Investment, and Tourism
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According to our intcrviews wilh Japanese corporations, they think that improvements are
particutarly nceded in the consistency and transparency of Viet Nam’s regulatory envirormen,
infrastructare, and land prices. Table 7 compares some key non-wage factors refated to investment
decisions of MNCs.

Table 7 Comparalive non-wage costs in Easl Asian Investment destinations {US%)

o Lasid and Housing Telephone Electricity/Water . | Corporate
Industrial | Expatrizte | Monthly | International | Electricity | Water ¢m’y | Tax (%)
Park rent {/fmenth) | charge {3 min. to {(/Kwh)

e gmd | Tokyo) -
Beijing 1.8-19 5800 14 65 0.1 0.06 15-33

“Shanghai__ | 40 5400 5.8 6.5 005 | 009 15-33
Dalian 73 2200 4.5 6.5 006 0.18 15-33
Sinchen 42 168-660 32 6.6 0.12 0.16-0.26 15
Bangkok 87 2180 3.96 5.1 004 0.24 30
Kuala Jumpur | 174-260 1540-1940 12.5 6.5 0.08 © 048 30
Jakaria 90 2600 13 6.0 0.04-0.07 0.5-1.4 30
Batam 85132 | #50-1420 | 215 59 0.1-0.11 121 30
Manila 54 2300 237 4.35 009 0.24 35
Cebu 4.6 00 17.6 4.35 0.07 0.28. 35
Hanoi 32 3170 20 : 9.9 0075 0.45 25
HCMC 2.25 4200 20 9.9 0.075 0.3 25

Souvrce  JETRO Scnsor (Octobér 1996)

In Vict Nam, the delays in the resolution of land-related problems, the certificate fand usage rights,
particularly the delays and length of time in oblaining removal compensation and land surreader, have
become major obstacles to investments. :

In tesponse to these problems, 2 new law assigns the peoples” commiliees at 1he provincial level to
complete related procedures and hand over land-related rights, while previously the responsibility of
compensating exisling occupants and completing related procedures rested on foreign investors.
Moreover, if the covnterpart of foreign investment is a Vicinamese enlerprise and it contributes tand
as ils investment, it is the responsibility of the Vicinamese enterprise to complete regulatory
procedures. It is to be seen whether these improvements will be enough to correct the problems.

Morcover, Viet Nam needs to allow MNCs more managerial freedom in their joint venture
operations so that they can make quick decisions, which are essential for MNCs o compete in
international markets effectively, especially in the rapidly changing information technology sector.
Infrastructure improvement is essential for certain industries, such as the electric and electronics
industry, which require a sophisticated operational environment and an efficient transportation and
communication infrastructure in order (0 manage international networks.

3. The Need to Differentiate Industry Types

In attracling FD}, Viet Nam should pay atltention to the different types of FDI. One way of
classifying FDI is to divide it into the following thrce categories: expori-oriented investment,
domestic market-oriented investment, and investment in supposting industries that supply
intermediate products and services to both export-oriented and domestic market-oriented firms. The
creation of AFTA will have the preatest impact on domestic market-oriented investment, as AFTA
will have a trade creation effect and a trade diversion effect from external trade to internal trade. For a
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{iem that satisfies local content requirements, the internal AFTA market will expand at the expense of
export from outside AFTA, depending on the difference between the levels of internal and external
custom dutics. Moreover, the domestic market will expand into a regionat market with the market-
creation effect and enhanced market compelition with finns established in other ASEAN countries,
including other MNCs. ' ‘ .

On the olher hand, purcly export-oriented investments will be barely affected by the creation of
AFTA, as there will be very litile trade diversion and market creation effects. The markets of these
firms are already global and the creation of AFTA will have little impact on them. The import of
intermediate goods for the purpose of export is generally duty-free and there will be little additional
benefit fcom the reduction of tariff rates as a result of AFTA. The impact on investment in supporting
industries will also depend on whether the industry is domestic market oriented or exporl oriented.

Investment directed to domestic markets generally resulis in increasing imports and, if the new
businesses are excessively protected, has a negative effect on economic efficiency, at least in the short
run, because it increases imports of materials and equipment without any compensating exporl
increases. Moreover, heavy protection in the mid-stream and up-stream sectors would undermine the
compelitiveness of Viet Nam’s export industries in the down-s ream sector.

Another dimension of industry classification in relation 1o FDI is the industry’s sensitivity to a
variety of factors of industrial economics, the combination of which determines the indusiry’s
international competitiveness, or export-orientation. In Table 8, we have taken five factors: labor
intensily, economies of scale, technology intensity, brand loyalty, and dependency on industrial
linkage. Investments in labor-intensive light industries such as footwear and garments can establish
international competitiveness very rapidly in Viet Nam by concluding subcontracting agrecments with
local producces, thereby linking with foreign investors’ designing and marketing capabililies.
Marketing capability includes established brand images,: which are possessed by MNCs and are
difficult for new entrants to duplicate. Even in technology-intensive industries such as electronics,
investments in labor intensive asscmbly operations in Viet Nam, such as consumer electronics
assembly, component assembly and IC fabrication, can establish international competitiveness faitly
quickly by linking Viet Nam’s labor with foreign investors’ technology and marketing capabitities.

However, since Viet Nam’s domestic market is still rather small because of its low income level,
industries which are strongly dependent on ¢conomies of scale have a very weak basis for
international competition. Industries in this category are 'géne’ra]ly capacity-dependent indusiries such
as blast-furnace steel mills and commodity-type petrochemicals, and industrics such as automobile
assembly which reqire extensive supporting industries. In general, FDI in this type of industry is
difficult to justify for some time unless infant indusiry protection is provided.

Finally, another importani element is indusirial linkage, both forward with downstream industries
and backward with upstream industrics. The compclitiveness of some industries such as consumer
electronics assembly and automobile assembly depends on their backward linkage with upstream
supporting industri¢s such as components and metal mold manufacturing. Foreign investments in
some labor-intensive supporting industries such as assembly-type electronics and automobile paris
have comparative advanlage given the current conditions in Vit Nam, and they should be promoted.

On the other hand, upstream seclor industries with substantial economies of scale such as blast-
furnace steel and petrochemicals depend on the size of demand from the down-stream sector. ft is
generally difficult for investments in basic industries to establish international competitiveness in Viet
Nam until sufficient demand is generated from the down-stream sector. Moreover, the creation of
AFTA will increase competitive pressure from imported products from more advanced ASEAN
countries with comparative advantage in capital-intensive industries over Viet Nam.
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4. The Need to Form Industrial Clusters

Thus, in order to establish export industrics of long-term viability, the consideration of how to
facilitate the development of industrial linkages, or industrial cluslers, with the constraint of domeslic
demand, is very important. By enhancing industrial inter-linkage, exporl-oriented industries will be
able to develop into a permanently viable industrial structure that is net dependent on temporary
comparative advantage based on cheap labor.

Inward investment in supporting industries is typically induced by investments in the down-stream
scctor, either export-oriented or domestic marketl-oriented. As shown in Table 2, foreigrers’
intentions of investing for supplying components 1o assembly manufactures are weaker in latecomer
countrics such as Viet Nam and Myanmar than in more devcloped countries such as Thailand,
However, the intention of Japanese companies investing in the Philippines is strong cven though the
Phitippines has not developed extensive final assembly industries. Since Japanese investment in the
Philippines for the purpose of exporting to both Japan and third countries is also substantial, the
Philippines seem to be atiracling supposting industries o serve Asian countries because of the liberal
investment regime and fairly well cstablished infrastructure.

As a general rule, Viet Nam should pursue a step-by-step enhancement of its export industries by
means of backward integration - increasing industrial linkages by developing first the downstream
sector, which mainly consists of industries with comparative advantages based on labor cost and
supply, such as garment, the assembly of consumer electronics products, and ship repair.

However, in exceptional cases - such as when a potentially competitive down-stream export
industry needs infant industry protection for a limited lime - some prolective measures will become
necessary in order to develop expoil industries over the medium and long terms. For example, the
production of some consumer electronics products such as audio-visual products may need infant
industry protection until economies of scale are attained with the growth of domestic markets. Many
industries such as the electrical and electronics industry, depend for their competitiveness on the
strength of supporting industries, which can only develop on the basis of demand from the final
assemblers. In other words, in order to establish a beachhead for backward integration in the
downstream sector, infant indusiry protection may be needed for a limited duration.

Another case is when some key supporting industries may need infant industry protection in order
1o strengthen industrial linkages. For example, in order to establish a fully integrated compelitive
textile industry, Viet Nam may need to develop polyester fiber production capacity, which is very
capital-intensive and subject to economies of scale, and therefore in need of infant industry protection.
Such a policy option of infant industry protection may be prectuded by Viet Nam’s market opening
obligations under AFTA, APEC and WTO. Viet Nam needs to explore the viabilily of such a policy
option and adjust its future industrial development strategies accordingly.

5. The Need to Respond to Changes in Behavior of MNCs

In formulating and implementing strategies to attract FDI, Viet Nam should recognize two
important changes in the investment behavior of MNCs. The first is that they are pursuing intra-
regional division of labor more and more in response to regional trade liberalization, the development
of transportation and communication infrastructure, and the development of regional supporting
industries. According to a JETRO survey of Japanese manufactures in ASEAN conducted at the end
of 1994, high percentages of respondents mentioned that they expected benefit from ASEAN mainly
in lowering their costs (49.0%) and expanding regional procurcment of raw materials and paris
(42.8%). Moreover, it is more and more difficult for MNCs to justify purely export-oriented
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investment, as they have more or less completed such invesiments within ASEAN and need to cope
with 1he creation of trade blocks such as NAFTA and the EU.

To address the first change, Viet Nam should favor such investments to link Viet' Nam with
operational sites in other ASEAN countries. Investment projects utilizing the AICO Scheme (under
AFTA) and export-oricated invesiments in clectronic and electeonics components to be used in other
ASEAN production bases are good examples of this, As to the sccond change, Viet Nam should also
open its domestic markets to make itself more attractive as a base for export-oricnted investments.
Excessive requirements of export obligation and local content are counterproductive to atiract the type
expoit oriented investments which partially relys on domestic markets. Many Japanese manufactures
complain about these restrictions. The Vietnamese government should relax such requirements based
on the pragmatic asscssment of the viability of such measures.

1. Long-term Strategies for the Development of Export Industries

1. Step-by-step Development

As we have argued, compelilive export indusiries develop in stages. First, industries in which Viet
Nam holds comparative advantage (i.e. labor intensive industries at the moment), develop either
naturally or with the help of foreign manufactures. Moréover, some industries may first develop on
the basis of the domestic market before gradually becoming internationally competitive. The
development of both types of industrics will attract supporting industries, thus enhancing backward
integration from the downstream sector to the midstream sector and then (o the upsiream sector. At
the same lime, the existence of viable supporting industsies will strengthen exporling industries, and
policy measures to facililate the development of supporting indusiries are desired. Therefore,

strategies to cncourage the development of export industries should take into account this sequential
aspect.

2. The Development of Human Resources and Industrial Organizations

The development of human resources and industrial organizations is obviously the key to long-term
industrial development, including in the export sector, in Vict Nam, FDI is an intermediate means to
compensate for the lack of such development in Viet Nam. In this respect, Viel Nam needs a lot of
improvement in primary and secondary education, at least as statistics suggest (Table 9). This will
accelerate technology transfer from abroad and foreign enterprises in Viet Nam to Vietnamese
employees and enterprises. 3 will also correct excessive dependency on foreign enterprises.
Government should play an active role in developing human tesources, including asking advanced
countrics such as Japan ODA for this purpose, and also in developing industrial organizations by
promoling the private sector and accelerating state enterprise reform. Moreover, Viet Nam should
develop a legal frameworsk that encourages the development of small and medium enterprises and

fosters an environment in which the spinning out of employees in foreign enterprises will be
facilitated.
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Table @ Percentage of age group enrolied in educational institutions

Primaty Secondary ___ Teniaty
1970 1992 1970 1992 1950 1992
Vict Nam N.A. 108 N.A, B 33 2 2
China g9 121 N.A, 13 5 N.A.
Indonesia 80 115 16 38 4 10
Philippines 108 109 46 74 28 28
Thailand 83 97 17 33 13 19
Malaysia 87 23 34 58 4 7
Korea 103 105 42 %0 16 42
Hong Kong 117 - 108 36 N.A. 11 206
Singapore 105 107 46 N.A. 8 N.A.
$apan 99 102 86 N.A. 3 32
Brazil 82 106 26 39 12 12
Mexico 104 113 22 53 14 14

Source The World Bank, World Dcvclopmém Report 1995

3. The Indirect Role of the Government

Government’s role in promoting export industrics should in general be indirect ~ i.c. to generate a
favorable legal and physical infrastructure for both domestic and forcign cnterprises, rather than to get
involved direclly in management issues. It is very important that the government should establish a
general policy framework for the development of export industries by designing maslcr plans. This is
a very urgent requirement because the available time for Viet Nam is extremely timited due to its
position as a latecomer and its ambitious international commitment to liberalization. Since products in
the lemporary exclusion list will have to be transferred to the inclusion list in annuat installments by
the year 2003 and the tariffs on the producls remaining in the temporary exclusion list at the start of
2003 will have (o be reduced drastically to 0 - 5% rate by the start of 2006 under CEPT/AFTA, the
interna! markets of AFTA countries, including Viet Nam’s, will be extremely liberalized around the
years 2002-3003. Viet Nam therefore needs to build the foundation for its export industries, which are
currently in a weak position, by then, The task of drawing viable master plans is extremely vrgent.

IV. Summary of Policy Options for the Development of Export
Industries

In conclusion, the following are some policy options for the development of export industries in
Viet Nam.

'1) Policies biased against export industries should be corrected. Infrastructure development is also

necessary to improve the competitiveness of export industries. Moreover, in some exceptional cases,
infant industry protection may be useful to establish export industries and enhance inter-industry
linkages of export industries. Viet Nam needs to make sure such policies are compatible with
international trade rules.
2) Viet Nam should pursue industrial policies to develop and strengthen export industsies step by
step. Initially, assembly-type downstream industries, which are mostly labor intensive, should be
promoted to establish a base for backward integration into the mid- and upstream seclors [0
enhance the industries’ compelitiveness.

81



82

3) Viet Nam will be able to develop much-needed export industries only by making maximum vse
of FDI, and it should attract FDI by competing apgressively with neighboring countries, For that
purpose, Viet Nam should offer conditions that are attraciive compared to the conditions offered by
ncighboring countries. i may be nccessary to offer financial incenlives, compatible with
international rules, to exporl industries in order to offset current biases against them. Essentially,
Viet Nam needs to allow foreign enterprises much freedom to compete effectively in international
markets.

4) Moreover, Viet Nam should analyze the fypes of indusiries into which it should try to attract
export-oriented FD1. Manufacturing export industrics with high labor intensity, foreign currency
generating service industries, infrastructure indusiries and supporling industries shoutd be
promoted in the initial stage.

5) In response to the changing cnvironment of FDIE in ASEAN, Viet Nam should promote foreign
investments which seek regiona! industrial linkages, and it should also open its domestic markets to
MNCs.

6) Human resousce development witl be a key to the development of Viet Nam’s export industries
in a liberal trade and investment regime. Viet Nam should seek foreign aid for this purpose.

However, real training will be most effectively done in the business environment and FDI will play
a key rofc here.



4-2-1
Developing Leading Export Industries

—Electric and Electronics Industry—

Hisami Mitarai
Nomura Research Institute, Lid.

1, Viet Nam’s Electric and Electronics Industry - Current Status and Issues

(1) The investment environment of Viet Nam’s electronics industry

Following the external liberalization and switch to a market economy under the “Doi Moi” policy
of reform, the Vietnamese economy swiftly advanced with the help of increased investment from
other countries in 'a quickly improved international climate, Viet Nam's electric and electronics
mdusuy is aiming for progress on the order of counterparts in the Philippines and Indonesia, and has
finally begun to move forward with the assistance of foreign capital. In the Ho Chi Minh arca, there
are some domestic companies that source components independently as well as design and produce
CTV and audio goods without reliance on foreign capital. However, the sole strength of their products
is a low pnce, thcy are not mtcmahonally compemwc To acquue international competitivencss, the

Viet Nam’s basic stance on acceplance ‘of investment from o:her couniries may be summarized in
two points: a) the switch to a market economy and campaiga to attract foreign investment under the
Doi Moi policy, which was adopted in 1986, and b} pledges to refrain from nationalization and other
guarantees of ownership and other rights of foreign companies (and foreign nationals) investing in
Viet Nam under the Foreign Investment Act, which was enacled in 1987. Basically, steady progress is
being made in line with this policy.

In Viet Nam, the electric ‘and electronics industry is tegarded as a high-tech industry requiring
skitled labor and has been designated as a field for encouragement of investment. Foreign concerns
are accorded priority in siting in export processing zones and industrial parks, and are also given
considerable tax incentives. These provisions have attracted siting by some leading Japanese firms,
such as Sony. Nevertheless, there are also some problems associated with the underdeveloped state of
the infrastructure and procedural inconsistencics, and this indicates that arrangements, both physical
and systemic, for attraction of investment are not entirely in order. There has been criticism that Viet
Nam’s investmen!t regime is improving at only a sluggish pace. In response to such criticism, the
government announced and effected two laws for preferential treatment in industrial zones and
contraction of the time required for investment procedures.
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1) Foreign Investment Law

a) Rate of capital subscription , _
Tn the case of a joint venture, the foreign parly (person or enterprise) must provide at least 30
percent of the legal capital, and is allowed to account for all (100 percent) of the subscription.

b) Investment ficlds

Viet Nam divides industrial fields into threc calegories: those in which investment is
encouraged, those in which it is prohibited by specific legistation, and those in which it requires
special governmentat approval. The electric and clectronics indusiry is perceived as a high-tech
industry requiring skilled labor and is designated as a ficld for encouragement of investment,

¢} Investment term

The investment lerm, i.e., the number of years of validity of the business license, is said not to
exceed 50 years as a genceral rule, but can be extended up to 70 years upon the approval of the
standing committee of the national assembly.

d) Form of investment :

Strictly speaking, there are three forms of investment and (wo approaches. In the ordinary
interpretation, however, there arc six types when that of consigned processing and trade is
included, as noted below.

2) Investment incentives

The main type investment incentive offered to foreign capital by the Vietnamese government is
privileges in the aspect of taxation, and particutarly corporate tax and import tariffs. The current
incentives date from the revision of the Foreign Invesiment Act in April 1993, and are as follows.

84



13 Incentives related to the corporate fax

Table 1 Incentives related to the corporate tax

Calegory Pecferential | Reductions and exemptions
fate (requiriog pries approval)
* General conditions 25% Excmption for the first year after
- Projects in general ficlds for which preferential tax rates realization of a cumulative profit,
beyond this fevel or tax holidays will not be provided under and 50-perceot reduction for the
any circumstances next two years
“Projects for which investmend is ¢ncouraged
- However, the tax incentives are not applied for investment in
the ficlds of hotel busincss (other than as described betow),
financing, insurance, accounting, audiling, 0F commerce cven
if the conditions noted below are met
Class 1 209% Exemption for the first year aftes
* Bnlerprises mecting at least two of the following conditions realization of a cumulative profit,
a. At least 500 employees and 50-percent reduction for the
b. Use of advanced technology next three years
¢. Export of at feast 80 percent of the production
d. Capitalization of at lcast 10 million dolars 3
Class 2 15% Exemption for the firs! two years
* Enterpriscs meeting at least one of the foltowing conditions after realization of a cumulative
a. Infrastructural construction profit, and 50-percent reduction
b. Natural resource development {(excluding oil, gas, and rare for the next four years
natural resources)
¢. Heavy indusiries (metals chemicals, machmery, cement,
clc.)
d. Long-term cuEhvauon of crops with indusltrizl application
{jute, cofton, etc.)
¢, Business in mountainous areas (exc]udmg development of
rare mineral resources, but including hotel business)
f. BOT projects (including hotel busincss)
Class 3 10% Exemplion for the first four years
* Enterprises meeting at Icast one of the following conditions afler realization of a cumulative
a. Infrastructural construction in mountainous arcas profit, and 50-percent reduction
b. Afforestation for the next four years
¢. Businesses judged lo be pamcularly imporiant by the
_government

Notes Preferential corporate tax rates expite (i.e., the rate returas to 25 percent) upon the passage of a cerlain
period after approval of investment by the national cooperation investment committee.
1) In the case of projects for which rates of 15 or 20 percent are applied: expiration from five 1o seven years after

the year after approval

2) In the case of projects for which a H)-percent rate is applicd: expiration from cight (o ten years after the year

afler approval
Source Mitsubishi Bank

2) Reinvestment of profit

In the case of reinvestment of after-tax profit for at least three years, the enterprise is eligible for a
refund of paid-in corporate tax in an amount equal to that of the reinvestment.

3) Tax incentives related to import

The items noted below are exempt from import tariffs (except in the case of used items). However,
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exceptions may be made if it is decided that the item can be procured from within Viet Nam. In
addition, enterpriscs must pay the tarif( for products imported for sale in Viet Nam.
i) Raw materials, machinery, comtponents, and other supplies used in manufactuee of products
for export
if) Mechanical facilities, components, transportation equipment, and other supplics that are part
of investment in kind
iif) Mechanical facilitics, components, transport equipment, and other supplies imported
partially with investment funds
4) Incentives in export processing zones and industrial parks

Table2 Comparison of investment incentives in export processing zones, industrial parks,

and general sites
EPZ Industrial parks General sites
Corporate tax
*Manufacturing 10% 12~18% 15~25%
industry
*Service industry 15% 2% 25%
Corporate tax exemplion
term -
*Manufacturing -Four years beginning -Two years beginning -Two years beginning
industry from the start of from the start of from the start of
realization of profit realization of profit realization of profit
*Service industry -Two years beginning -One year beginning from | -None
from the start of the start of realization of .
realization of profit profit
Export and import fax Excmption Application —
Remittance tax 5% 5~10% —
Business license term - 50 years -Selective licensing upto | «—
50 years
Foreign currency controls | - None -Application of related —
legislation

Source  Electronic Industry Association of Japan (ETAJ)

The Foreign Capital Act defines expoil processing zones as industrial districts with a boundary
established by the national government and set aside for production of goods for export and provision
of services related to export business. Siting in export processing zones can be done in any of the
three forms of independent investment (ie., establishment of wholly-owned subsidiaries), joint
ventures, and business cooperation agreements. Thus far, the six expori processing zones noted below
have been approved by the competent national committee, However, foreign-affiliated companies
have aciually established plants and commenced operations only in the Tan Thuan zone.

86



Tablo3 Table of EPZs in Viet Nam (as of August 1985)

EPZ Location Scale Capital Development | State of progress
] partngr
Tan Thuan | About 4 kmto | 300 ha, of §9.8 million Taiwan CT&D | * Phase 1 {40 ha): three sites
the southeast | which 130ha | dollars Group (70% are still unsold
of Ho Chi are usahle interest) * Phase 2: now being offered
Minh City, and * Phase 3: now under
about 13 km preparation
from the ¥ Number of projecis already
airport regisieied: 88
* Number of companics
approved for investment: 49
* Total amount of investment:
183 million dollars
* 11 plants are already in
operation, and another 21 are
under construction
Linh Trung | About 19km | 60-ha (EPZ 14 million Hong Kong * LLand preparation on about
northeast of area) dollass SDIC (50% half (30 ha) of the area
Ho Chi Minh interest} scheduled for development in
City, and Phase 1
about 5 km * Number of projects
from the approved: 4
airport * Total amount of investment:
: 5.3 million dollars
Hai Phong | Bast of Hai 980 ha; 300 ha | Phasc 1 Hong Kong * Under preparation
Phong City, for the Phase 1 | development: | VGI Group, * Number of projects for
aboutSkm = | development | 25 million - South Africa | which applications have been
from Cat Be dollars; total 88 Textile filed: 25 (600 million doHars)
airport investment of | Group ¥ Possibility of canceltation
150 miltion {combined due to problems in raising
dollars interest of furds for development
70%)
Da Nang Da Nang City, | 120 ha 24 million Malaysia * Namber of tenants: 1
Andon district dollars MASS Corp. (& candle producer)
* Total amount of investment:
' . = 1.5 million dolars
Can Tho CanTho City, |- 500 ha, of 8.1 million Developed * Number of tenants: 1 (fish
about 20 which 150ha | doltars independenily | net producer)
minutes away | have already by Can Tho * Total amount of investment:
from the Ho heen prepared 13.5 miltion dollars
Chi Minh City | - EPZ: 57 ha
airport - Industrial
park
Noi Bai - Hanoi 100 ha 30 million Uncertain * A 100 ha site has been
dolfars acquired for construction near
the Non Bai atrport
Source EIAJ
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(2) 'The present condition of and tasks for Viet Nam’s elecirical and electronics industry

1) Stages of development of Viet Nam’s efccironics industry (four stages)

a) 1970-75

The dawn of the clectronics industry (Start of black-and-white TV set production by joint
ventures with Japanese firms)

b} The 1970°s - Latter half of the 1980°s

Roles as a COMECON member (Primarily military productlion, very little assembly work of
consumer equipment)

c) The latter half of the 1980°s - 1994

The new dawn of the clectconics industry (Primarily assembly work consigned from overseas)

d) 1995 -

New development fueled by foreign dicect investment

2) Characteristics of related firms and production format

Since introduction of the “Doi Moi” policy of ¢conomic reform, there has arisen a new trend in the
clectronics industry of Viet Nam. Whereas the industry has centered around consigned production of
audiovisual equipment for forcign firms mainly by state enterprises, recent years have seen an
expansion in assembly-based production of items such as color TV sets, video casselte recorders, and
combination radio-tape players by joint ventures linking the major state emerpnscs with Japanese or
Korean counterparts.

Blectronics firms owned by indigenous Vietnamese capital consist mainly of national or municipal
enterprises that date from the division of production responsibilities among COMECON members and
are managed by the national government or by provincial or municipal committecs. The leading ones
are the Viettronics and HANEL groups. However, management capabilities and technology are
esscniially unchanged and consequently outmoded. As such, a stream of firms have formed joint
veniures with the major Japanese and Korean companics in recent years as noted above for assembly
of home electrical appliances.

Import of finished home electrical appliances is difficult because of the tariff rates (which are
particlarly high for such products). For this reason, both the c0n51gned preductions of state
enterprises and the joint ventures with forcign capital import major components from Singapore and
other countries in the form of SKD, CKD, or IKD kits for assembly in Viet Nam. The circle of
components that can be purchased in Viet Nam for these productions is basically confined 1o the
plastic enclosures supplied by the Victnamese locations of Japanese component manufacturers, CRTs
and plastic parts supplied by the joint venture of the HANEL Group and the Korean firm Daewoo
and items such as packing materials and instruction sheets.

While many Japanese manufacturers have already established planls for AV equipment in countries
such as Malaysia, Thailand, and China, Viet Nam is the most promising market after Indonesia in
theic eyes. Simitarly, Korean manufactiirers were slower to site in ASEAN countries than their
Japanese rivals, and are focusing onr Viet Nam as a strategically important production site in the Asian
region. However, this production has not risen above the level of assembly of mostly imported
components due 1o the limited range of domestically made components.

3) Official measures to encourage investment

The Vietnamese government has positioned the electronics industry as a field in which foreign
invesiment is to be encouraged. In its view, as cxpressed in foreign investment law, il is a type of
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high-tech industey requiring skilled labor as well as intensive investment for the development of latent
resources and increase in the production capabilitics of existing firms. Besides offering investment
incentives and reduced tariffs for component import in order to induce an influx of foreign capilal, the
government is also conditioning the infrastructure of exporl processing zones and industrial parks to

the same end.

The number of foreign firms actually producing in Viet Nam is still low duc lo various probiems,
including the underdeveloped infrasteucture, complex approval and licensing procedures, and
incomplete legislative provisions for foreign investment. However, siting has begun to gather
momentum, especially in the Tantuan export processing zonc on the outskirts of Nanoi, where

environmental conditioning is quite advanced.

Fable 4 Major electronic firms in Viet Nam

Firms Base Emplo | Amovat | Producis Consignee of produciion
-yees | Of sales or other
{miltio
n dongs)
VIETTRONICS Ho Chi 400 171,060 | CTV, W&BTV, radio- Sony, Sanyo, ‘Matsushita, NEC,
BIEN HOA Minhk {*93) | cassclle $VC, Sharp, Samsung, LG (in the
fores of the joint management with
‘ Sanyo at fits!)
VIETTRONICS Ho Chi 340 142,000 | CTV, W&BTV, radio- Toshiba, Matsushita, Thomson,
THU DUC Minh ('94) | casselte, VIR Samsung, LG, Dagwoofin the form
of the joint management with
: ' Matsushita at first)
VIETTRONICS Ho Chi - 17.7 CTV, W&BTV
BIEN HOA Minh (MS$)
_ ‘ _ C94) | -
VIETTRONICS Ho Chi 445 82,010 | €TV, W&BTV, audio, VTR | IVC{in the form of the joint
TAN BINH Minh 94y | ('93) management with Seny at first)
VIETTRONICS Hanoi 200 | 300,000 | CTV, W&BTV, radie- IVC, Sanyo, Samsung, Dacweo
DONG DA ('94) casselte, speaker
HANEL(Hanci Hanoi 500 100 CTV, radio-cassetie, Daewoo, HANEL (plan)
Electronic Corp.) (M$) | measuring instruments
("54)
SEL(Starlight Hanoi 1,000 — CTV, W&BTY speaker, LG
Etectronic) ‘ VTR tape, air-conditioner, | Established in 1982, as the fitst
refrigesatos private corporation in Viet Nam,

: main product is Private brand CTV.
POSTEF(Post & Hanoi 700 - telephone, FAX | Canon (FAX)
Telecommunication
Factory)

BDC(Broadcasting Hanoi - — TV transmit

Development)

VEC(Viet Nam Hanoi 3,000 - electronics cable, electric-

Electrenic ‘ cable, electric-meter,

Fquipment} ¢lectric-fan, or other

CIVIiCO Haznoi 226 — TV, radio Sharp, Samsung

SAGEL Ho Chi 350 — elecironics components, Sumida Electric, Singes
Minh cquipment componznts

Notes Million dongs = about 100USS

Source EIAJ
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Source

Stale enterprises

Frivale companics

Administration by national goverament
{tainislsy of heavy indusldies)

Electiic companies

Efectionic and infermalioa firm
{Victtronics)

commitiees

Administration by prd\'incial and mynicipal

{Other domestic firms {Hanel,
1Sazel, ste)

Chart 1

Wheolly-ownecd subsidiarics of
foreiga firms

Forms of Vielnamese electronic firms
The Japan Electrical Manufaclures’ Association

Table5 Entry of Japanese and Korean electronics companies to Viet Nam (up to September 1995)

Firms Base Products Consignee of production
or other
SONY VIET Ho Chi CTV, radio cassette, | Private brand - :
NAM Minh stereo In the form of the joint venture with VIETTRONICS
TAN BINH (Sony interests of 70 %), ¢stablished in
November 1994
Dacwoo Hanel Haanoi CTV, CRT, tuner, In the form of the joint venlure with Hanel (Dacwoo
Electrenics (under tefrigerator interests of 60 %) established in October 1994,
construction) .
Daewoo Capacitor | Hanoi condenser established in November 3994 (invested
independently)
Orion Hanel Hanoi CRT In the form of the joint venture with Orion, Korea
Picture (Orion interests of 70 %)
Tube Factory
{under
construction) :
Samsung Vina DBien Bien | CI'V, VCR, FAX, In the Form of the joint venture with TIE (Samsung
Electronics Phu communication interests of 70 %) '
equipment,
air conditioner
LG (plan) Hanoi CTV,CTV tuner (3 -Plan for mass production in May 1996
million sets / year in | -In the form of the joint venture with Star Light
planning) Electronic (LG interests of 55 %)
refrigerator .
Fujitsu (plan) Biecn Hoa | HDD board -Plan to established in December 1996
industrial -Developed independently
park
Sanyo {plan) Bien Hoa washer (200 Plan to established in November 1996
thousands sets / ‘97)
Mabuchi Motor Bicn Hoa small sized motor Plan (o established in April 1997
(plan)
Akai Electric Ho Chi CTY (small / medium | Plan to established in Spring 1996
{plan) Minh sized)

Noles FProduction is mainly on i:onsignment. At first, the Japanese presence in the home appliance field was
represented by only Sony, in the form of the joint venture with Vieltrenics Tan Binh established in November

1994 (Sony Viet Nam). Sony has since been joined by not only Sanyo Electric, as shown in the table, but also
Sharp, Matsushita Electric, and Toshiba,
Source EIAJ
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(3) Trend of production of electrle / electronic components

The following outling of the trend of production of electric and ctectronic components in recent
years is necessarily based on fragmentary data due to the lack of full and reliable data, Viet Nam
reportedly has a production capacity great enough to turn out 2 million TV scts and 1.5 million radio-
casselte players a year. In reality, however, actual 1995 production reportedly came to 810,000 TV
sets and 200,000 zadio-cassette players. In other words, plaats are not producing to full capacity, CTV
sets account for about 70 percent of the TV assembly volume. About 70 percent of the sets assembled
in Viet Nam are dirccted to the home market; the remaining 30 percent are exported. About 80
percent of the TV assembly volume concerns CKD sets; 1K D sets account for about 10 percent, The
circle of components that can be sourced domestically is limited to items such as plastic cabineis and
antennas, and embraces only about 10 percent of the total number of requisite components,

Table6 Transition ofproduction of major electric / electronics products

{biltion dongs at 1989 prices)

Unit 1999 . 1991 1992 1993 1994 1995
Electric-fan thousands 287 223 244 217 312 350
Radio-cassetle thousands 16 139 127 263 110 na
TV thousands 141 186 365 586 792 810

Souwrce  General Statistical Office, Ministry of Industry

Table 7 Transition of production of major electric / electronics products by capital interest

(billion dongs at 1989 prices)

1990 1991 - 1992 1993 1994 1995
Srate 208 195 220 323 385 404
Private 36 66 o0 a3 17 na
Cthers 28 ) 20 23 31 na
Total 272 278 300 409 493 514

~ Source  General Statistical Office, Ministry of Industry

(4) Points of electric and electronics industry in Yiet Nam .

Among the Japanese set makers, Sony, Matsushita ‘Eleciric Tndustrial, Sanyo Efectric, Toshiba,
Sharp, and Hitachi have entered or are contemplating eniry into the Vietnamese market mainly by
forming joint ventures with slate-run enterprises. Few part makers largeting the domestic market have
started operations in Viet Nam. Most part makers are taking the wait-and-see stance. {(However, there
are dozens of part makers operating in the export processing zones. These companies are exporting all
of their products.) Among South Korean companies, Daewoo is actively engaged in production
primarily in the Hanoi area through a joint venture with Viet Nam’s state-run enterprises.

At present, foreign businesses, including Japanese makers, can expect lo benefit from Viet Nam’s
abundant high-quality labor force and low fabor costs. Given the need to restructure production bases
in Singapore, Malaysia, and Thailand, where there are severe labor shortages, Viet Nam can be
regarded as the most promising destination for investment, but the nation is presently beset by the
following problems.
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1) Obsolete management and technological resources of local businesses (including state-
enterpriscs)

At present, there are approximately 100 companies, including state-run entezprises, in the clectric
and clectronics industry in Viet Nam. Their management and technological resovrces are often
obsoletc by intemnational standards. It is deemed very difficult for these companies to be
internationally competitive through their owa sclf-help efforts. However, some of the belter
companies can be expected (o improve their management and technological resources by forming
joint ventures with forcign businesses. (Among the five major state-run enterprises engaged in the
home appliances production, three are decmed to be capable of being partners in joint ventures with
Japancse home appliances manufacturers.)

2) Inadequate policies for the promotion of the intreduction of foreign capital

There are no consistent palicies among the government ministries and agencies that implement
policies designed to nurture industrics, extemal trade policy, tariff policy, science and technology
policy, etc. The need for building or improving infrastructure, shortening the time required for red
lapes, and exemption from or reduction in income taxes is often cited. The more fundamental problem,
however, is that the coordination among government ministries and agencies in charge of policies and
administration is not functioning properly.

These are not enough incentives altractive enough for foreign businesses. Consistent
implementation of policies is essential in relation to the ratio of local procurement, tariffs, profits,
royally, environmental regulations and the ratio of capital ‘participation, the formation of joint
ventures, and export obligations. There are many problems in relation (o foreign companies operating
in Viet Nam, such as the issuance of visas for expatriate workers, the living environment,
improvement of red tapes, equal treatments regarding publicly-regulated charges, such as electric
power charges, and the evaluation of the staivs of such organizations as chambers of commeroe and
industry.

While Viet Nam’s politics appear to center on Hanoi, Ho Chi Minh City seems to be ahead in terms
of growth and the scale of the economy. If changes are not made, the gap is likely to widen. Hanoi
should do much more to promote the transition into a markel economy to close the gap, but it appears
that the present palicy management tends to curb and restrain Ho Chi Minh City’s potential,

Last year, Viet Nam's parliament decided that all cases of the introduction of foreign capital should
go through MPI, giving it the power for coordination., However, this was only a decision made at the
top, and since there is no framework for upward communication from the bottom, the decision does
not appear 10 be penetrating the ranks of middle- and lower-level officials.

The Ministry of Commerce approves the application for foreign exchanges {import quotas) only on
kit basis, when sct makers import parts from abroad. While makers want 10 be able to reduce costs by
imporling different parts from different sources, the Ministry insists on kit-based imports on the

ground that otherwise it cannot control the abuses of the system, such as illegal sales to the black
market.

3) The absence of parts and supporting industries that meet international standards
At present, the only materials thal can be procured in Viet Nam are packing materials and user’s
manuals. Almost all of electronic components used in the set assembly must be imported. There are
few parts makers in Viet Nam that can meet the quality standards of Japanese and other foreign

makers. However, sel makers must meet 1he requirement of 20% lacal contents in order to qualify for
a 5% tariff rate for IKD.
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The government of Viet Nam wanls (o atleact foreign parts makers. By raising the local contents
requirement for set makers, il is strongly cncouraging set makers to bring parts makers along into the
countcy. However, parts makers, which are mostly small or medium-sized firms, are cautious about
entering the market, because they do nol have the capability to form joint ventures with Viet Namt's
state-run enterprises of enter into ncgotiations with them for this purpose. Without heallthy patis
industry, the development of the electronics industey is almost impossible. Moreover, there are few
companies that can build machines and thereby support the ¢lecironics industry that can compele
internationally. ‘

4) Inadequate infrastructure
With the help of Japanese and ethnic Chinese businesses, Viet Nam is building or improving export
processing zones and industrial parks. However, they are siill far shori of mecting demand. Basic
infrastructure, such as electric power, ports‘and harbors, roads, and communications, take a long time
to build. The widening regionat gap between Hanoi and Ho Chi Minh Cily may well become a serious
problem.

2, Changes in the Environment of Asian Electric/electronic Industry Surrounding Viet
Nam _

The changes in the environment of Asian electric/clectronic industry surrounding Viet Nam may be
summarized as follows. - _ :
(a) Globalization and siting near markets by international businesses
a) Changes in international competitive factors {exchange rates, labor costs, WTO, etc.)
b} Global expansion’ of Japanese, Korcan (conglomerates) and Taiwanese (ethnic Chinese)
manufacturers _ _ ‘ _
¢) Transition to free market economics (Chiha, Russia, Rastern Europe, Viet Nam, elc.)
d) Formation of regional bloc markets (EU, NAFTA, AFTA, etc.)

(b) Industrial siting in the ASEAN and related tasks _

a) International division of labor--Growth of huge complexes (sets and parts)

b) Industrial promotion through the introduction of foreign capilal, atterapts to shift from
labor-intensive to equipment- and technology-intensive industries

—Enhancement of design and R & D functions, shift from home appliances to information

and communications _ -

¢} Dual structure within the ASEAN region (strategic export bases and production bases (o
meet domestic demand) _

d) Primarily transfer of assembly technology, underdevelopment of related industries (paris,
etc.)

¢) limpediments presented by various systems (inveslnienl, tariffs, local contents, royalty, etc.)

(c) ASEANI10 and the start of AFTA — Restruciuring of the division of labor within the region
a} High economic growth, comimon regional taciffs, emergence of a market of 500 million
people
b) Shift to high value-added industries, development of engincering capability (Singapore and
Malaysia)
c) Promotion of export industries based on domestic markets (Thaitand, Indonesia, etc.}
d) Potential markets and labor force in emerging nations (Viet Nam, Myanmar, etc.)
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The following section outlines frends in the Fast Asian clectronics indusiry and in siting in ASEAN

countries by Japanese companies, which is anticipated ta have a significant impact on the future
development of the indusiry in Viet Nam.

(1) Trends in the East Asian electronlcs industry

1) Forecast of production by the East Asian electronics induslry

In 1996, the valuc of total production (equipment plus components) by the entire East Asian
electronics indusiry (outside Japan) reached about 210 billion dollats, or about 80 percent of the total
for (within) Japan. Of this total, the NIEs (Korea, Taiwan, Hong Kong, and Singapore) accounted for
aboul 40 percent, the major ASEAN members (here meaning Malaysia, Thailand, Indonesia, and the
Philippines), for about 45 percent, and China, for 16 percent. The expansion of investment in the
ASEAN region by Japanese and other developed-country firms since the mid 1980s led to &gmflcam
growth there.

The value of East Asian production of clectronic equipment in 1996 hit an estimated 131 billion
dollars, and has been growing at an annual rate of about 15 percent in the 1990s. As compared to that
of Japan, production is more centered around consumer producis and electronic components.
However, there has been a gradual increase in the share occupied by industrial equipment, production
of which is growing at a fast pace.

The value of component production in 1996 was about 79 billion dollars, or nearly 40 percent of
ihe total. Component production in East Asia has therefore become about two-thirds as large as in
Japan. Strong growth is being posted by production of elecironic devices in NIEs, and relatively high
growth, by production of general componeats in the ASEAN members and China. Production of
elecironic components outstrips the East Asian demand and is being exported to other regions such as
North America and Europe.

The share of the total production occupied by componenls is eslimated at 45 percent in the NIEs,
35 percent in ASEAN members, and 26 percent in China. These figures indicate that the share tends
to rise along with the stage of development. With the start of the 1990s, however, there arose a shift in
Fast Asian production of electronic components, and especially general components, from NIEs to
ASEAN members and China. Whereas annual rates of growth in component produciion averaged 8
percent in NiEs, the corresponding rates for ASEAN members and China were 42 and 20 percent.

Table 8 Forecast of preduction by the East Asian electronics industry ($ bilion, %)

1590 1994 1996 2000 19962000
' — AAGR(%)
Fquip- | Com- | Total | Equip- | Com- | Total § Equip- | Comp | Total | Equip- | Com- | Total | Equip- | Com- | Total
menl ponent ment | ponent ment onent : menl | ponenl : ment | ponent
NIEs is Pl 61 39 29 68 45 37 82 54 60 ] t14 43 28] 86
ASEAN 8 4 12 6| . 2 70 61 n 94 88 50| 138 9.6 109 | 104
China g 3 12 17 & 23 25 9 34 48 18 65 127 1831 180
Total 55 30 85 102 59| 16! 131 7% | 210 150 128 | 318 9.7 1281 109
Ratio :
NiEs 69 77 72 38 49 42 34 47 39 28 47 36
ASEAN 15 13 14 45 41 43 47 42 45 46 39 43
China 16 10 14 17 10 14 19 11 16 25 14 21
Tolal 100 100 | 100 100 100 1 100 100 |  100] 100 100 100 | 100
Source Nomura Research Institute (NRY)
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2) Positioning of East Asia in the world electronics industry

The value of global production of electronic equipment in 2000 is forccast at 860 billion dollars.
This forecast assunies annual growth of just over 5 percent in production of industrial equipment and
just over 2 percent in production of consumer equipment, for an overall rate of 4.9 percent, over the
four-year period beginning in 1996, Growth at this sate would be more rapid than in most other
industries. Production of electeonic components to support the cquipment production is expcecied to
amount to 280 billion dollars {equivalent to 33 percent of the equipment total} in 2000. At just under 5
percent, growth would be about the sami¢ as in the case of equipment production.

For the future as well, factors such as the strong yen, trade friction, and formation of cconomic
communities should motivate a further globalization of electronic equipment production, with major
modification of the structure of the {;ompohent demand and supply. Particularly strong growth is
anticipated for Bast Asia (and especially ASEAN members and China) as a site of production of AV
¢quipment and mass-produced equipment in the ficld of information-communications by Japancse,
ethnic Chinese, and Western capilal. The futuce also holds the prospect of a shift from Japan to
ASEAN members and China for the supply of electronic components.

In the information-communications field, U.S. manufacturers retain an overwhelming competitive
edge by virlue of the brisk domestic markel and their software capabilities. Together with the effects
of restructuring in North American plants, their cost competitiveness for sets per se derives from
assembly in Bast Asia, which offers low wage levels and low component sourcing costs. These are the
prime factors behind the prospects for further cxpansion of the demand for composneats in East Asia,
and particularly ASEAN members. -

As far as products directed to the North American market are concerned, the launch of NAFTA
reduced reliance on Bast Asia for sets, half-finished goods, and components. It is anticipated to add
impetus to siting in,-‘an'd transfer of assembly processes to, mainly Mexico by set and component
manufacturers from Japan and other countries. As such, it will inevitably accelerate component
sourcing from within North America. The accompanying effect of resiraining interregional trade will
presumably make the structure of demand and supply within East Asia more aulonomous (i.e., self-
contained).

In tight of these global factors of change in the demand and supply in the eleciconics industry, the
production of equipment and components in East Asia (NIEs, ASEAN, and China) is forecast to grow
about twice as fast as the global total to 2000.
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Table 9 Forecast of production by the world and the East Asian electronics industry {$ billion, %)

1990 i} 1996 2000 - | 1996-2000 AAGR (%)
World | FastAsia | Ratio | Wosld Fast Asia | Ratio | Warld East Asia | Ratio World Fasl Asia
Electronics |
cquipment 543 55 10 2 13 18 861 199 22 49 3.7
-Industiial
equipment 455 3 7 610 N 15 730 138 18 53 11.0
-Consumer
equipment £3 2 25 li2) 40 39 h}1 52 47 23 6.8
Elecironlcs
componenl 179 30 17 236 i) 1 280 128 46 44 128
Total 22 85 12 918 210 21 1141 318 28 4.7 109
Ratio World East Asia World Fast Asia World Fast Asia
Eleclronics
eguipment 73 65 75 62 75 0
-Industrial
cquipment 63 e 64 41 66 43
-Consumcer
equipment 2 26 11 19 10 16
Electronics
componcnt 25 is 25 38 25 40
TFolal 100 106 100 100 100 100
Source NRI

Table 10 Forecast of production by the major East Asian electronics industry ($'billion)

e 1993 1994 1995 1996 AAGR{%)
Japan Fquipment Total 139.0 149.0 1499 1523 3.1
Industrtal Equipment 108.5 1205 . 1237 12872 5.7

Consumer Equipment 305 285 253 241 -1.6

Components Total 73.0 85.1 1955 103.7 12.4

Active Componcnts 424 532 51.7 67.9 17.0

Passive Camponenis 306 3ns 338 358 54

Total 212.0 234.1 2445 256.0 6.5

South Korca  Equipment Total 14.6 168 183 19.5 10.1
Industrial Equipment 1.9 .94 106 11.7 140

Consumer Equipment 6.7 14 17 78 5.2

Components Total 14.2 19.3 23.9 26.1 225

Active Components 9.7 139 18.1 19.9 271

Passive Components 4.5 54 58 6.2 113

Total 28.8 36.1 42.2 45.6 16.6

Taiwan Equipment Total 140 160 179 193 11.3
Industrial Equipment 12.7 148 16.8 182 12.7

Consumer Equipment 1.3 12 I.1 1.1 -5.4

Componeats Tolal 7.2 13 7.8 82 4.4

Active Components 29 2.1 29 31 22

Passive Components 4.3 46 49 5.1 5.9

Total 21.2 233 25.7 27.5 9.1

Ilong Kong  Equipment Total 6.5 6.6 0.5 6.4 -0.5
Industriat Equipment 39 38 3.7 6 -2.6

Consomer Equipment 26 2.8 28 28 2.5

Components Total 2.5 2.6 2.6 2.7 2.6

Active Componenls 0.6 0.7 0.7 0.3 16.1

Passive Components 1.9 1.9 1.9 1.9 0.0

Total 9.0 9.2 9.4 9.1 0.4
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16.5

21.6

Singapore Equipment Total 24.3 267 17.4
Industrial Equipment 14.1 18.8 215 239 19.2

Consumer Equipment 24 2.8 28 28 53

Components Total 1.0 16.0 11.2 124 21.0

Active Componenls 4.9 6.4 7.3 82 18.7

Passive Components 2.1 36 39 42 200

Total 23.5 31.6 355 3% 18.5

Malaysia Equipment Total 9.3 12.6 15.6 18.3 253
Industrial Equipment 4.5 6.1 19 9.7 29.2

Consumer Equipment 4.8 6.5 17 86 215

Components Total 6.8 83 9.7 10.7 163

Active Components 5.1 6.1 7.1 7.8 15.2

Passive Components L7 2.2 2.6 29 19.5

Total 16.1 20.9 253 29.0 21.7

Thailand Equipment Total 54 7.0 8.1 9.2 19.4
Industrial Equipment 39 52 6.0 6.8 204

Consumer Equipment 1.5 1.8 2.1 24 17.0

Components Total i9 27 3.3 3.9 27.1

Active Components 1.2 16 20 2.4 26.0

Passive Components 0.7 i1 13 1.5 28.9

Total 7.3 9.7 114 3.1 21.5

Indoncsia Equipmemt Total 23 31 4.0 4.8 27.8
Industrial Equipment 0.9 1.3 1.6 L9 28.3

Censumer Equipment 14 1.3 2.4 2.9 215

Components Total 0.5 08 1.0 1.3 375

Aclive Compongnts 0.2 0.4 0.5 0.7 51.8

Passive Components 0.3 04 0.5 0.6 260

Total 23 3.9 5.0 6.1 29.6

Phitippines  Equipment Total 10 L3 1.7 2.0 26.0
Industrial Equipment 0.8 1.1 1.4 1.7 28.6

Consumer Equipment 0.2 0.2 0.3 0.3 14.5

Components Total 1.9 27 39 5.0 381

Active Componcents 1.7 2.5 3.6 4.7 40.4

Passive Components 02 0.2 0.3 0.3 14.5

Total 29 4.0 5.6 7.0 34.1

China Fquipment Total . 13.4 17.4 20.7 24.6 224
Industrial Equipment 6.2 85 10.5 13.1 28.3

“Consumer Equipment 7.2 8.9 0.2 115 16.9

Components Total 4.4 6.1 7.6 8.3 26.0

Active Components 14 1.6 2.0 24 19.7

Passive Components 30 4.5 56 6.4 28.7

Total 17.8 23.5 28.3 334 23.3

India Equipment Total 30 34 39 43 12.7
Industrial Equipment 1.2 22 25 2.7 310

Consumer Equipment 1.8 12 14 1.6 -3.9

Components Total 0.3 0.9 1.0 12 14.5

Active Components 0.3 0.4 0.4 0.5 18.6

Passive Components 0.5 0.5 0.6 0.7 19

Total 33 4.3 4.9 5.5 13.1

Source  Elsevier advanced Technology
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Table 11 A comparison of the scales of electronies industry in East Asla {$ billion)

1993 1994 1995 1996  AAGR(%)  *'

Japan Fquipment Total 1330 1430 1490 1523 il 100
Industrial Fquipmenl 1085 1205 3237 1282 5.7 100

Consumer Fquipment 30.5 28.3 253 24.1 -1.6 100

Components Total 73.0 85.1 95.5 1037 124 100

Active Componenis 424 53.2 61.7 61.9 17.0 100

Passive Componcats 30.6 N9 33.8 358 54 100

TFotal 2120 2341 2445 2560 6.3 100

NIEs Fquipment Total 351 394 42.7 45.2 838 29.7
Industrial Bquipment 24.5 28.0 3t 335 11.0 26.1

Consumer Equipment 10.6 1.4 11.6 17 i3 48.5

Companents Total 239 29.2 343 370 15.7 35.7

' Active Components 13.2 172.3 217 238 21.7 351

Passive Componcents 10.7 L9 12.6 13.2 7.2 36.9

Total 59.0 68.6 77.0 322 11.7 - 321

ASEAN Equipmenl Total 345 45.6 537 610 209 40.1
Industrial Fquipment 24.2 325 384 440 221 343

Consumer Equipment 10.3 13.4 153 17.0 13.2 705

Components Total 15.1 24.5 29.1 333 225 321

Active Components 13.1 17.0 20.5 238 220 35.1

Passive Components 5.0 7.5 8.6 9.5 239 265
Total 52.6 70.1 82.8 94.3 215 368

China Equipment Tolal 134 174 20.7 24.6 224 16.2
Industrial Bquipment 6.2 8.5 10.5 13.1 283 10.2

Consumer Equipment 7.2 89 10.2 11.5 16.9 41.7

Componcnts Total 4.4 6.1 7.6 88 26.0 8.5

Aclive Components 14 1.6 20 24 19.7 s

Passive Components 3.0 4.5 56 6.4 28.7 179

Total 17.8 235 283 334 233 13.0

India Equipment Total 3.0 34 3.9 4.3 12.7 28
Induslrial Equipment 1.2 2.2 25 2.7 o 2.1

Consumer Equipment 13 1.2 1.4 - 1.6 3.9 6.6

Components Total 0.8 0.9 1.0 1.2 14.5 12

Active Components 03 ¢4 0.4 0.5 18.6 0.7

Passive Componeats 0.5 0.5 0.6 0.7 11.9 2.0

Total 38 4.3 4.9 5.5 13.1 2.1

Grand Total  Equipment Total 860 1058 121.0 - 1351 162 88.7
(Excludc Japan} industrial Equipment 56.1 7.2 82.5 93.3 18.5 72.8
Consumer Equipment 259 346 385 - 418 11.8 1734

Components Total 4712 607 72.0 80.3 19.4 774

Active Components 280 36.3 44.6 50.5 217 4.4

Passive Components 19.2 244 274 29.8 15.8 83.2

Total 133.2 1665 1930 2154 17.4 84.1

Notes ** = Indexed by setting the amount of Japancse export at 100
Source Elsevier advanced Technology
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(2) Offshore aclivities of Japanese electronic firms, mainly in Asia
This section views the patterns of globalization by Japanese ficms from a variety of perspectives.

1) Overseas shift of production due to the strong y¢n

Japanese companies have shifted to offshore production in all set fields where production is based
on low-VA assembly. In addition, the shift to ofishore production is being made for all types of
general-purpose set products. A case in point is the quickening migralion of production of table-top
VCRs, which had been regarded as not amenable to offshore production because of the high level of
packaging technology required.

There is also a rapid shift to production in East Asia (outside Japan) in electronic component fields
where domestic production is no longer cost-competitive, Examples are resistors with lead wires, disk
condensers, switches, voluine units, speakers, coils, transformers, one-sided PCBs, and smali motors

Amid the wave of migration offshore due to the yen's appreciation, the role of production bases in
other Asian countries is assuming increasing importance, Plants in Asia outside Japan are rapidly
coming to the fore as huge bases of supply to the global market with superior cost competitiveness. In
short, the profit from operations underpinned by the expansion of production volumes in locations in
other Asian countries is the biggest single force behind the recovery of the consolidated performarice
of Japanese firms.

(%) { Triflion yen)

3 - Accounl of producbor_\
averszas{trifion yen) |

25 Rate of production
overseas{96)

2 % - Rate of export (%)

15

1

05

0

g5 86 87 88 89 90 Si 92 93 84 85 (Fiscalyear)

Chart 2 Account of production overseas by major five set manufacturers

Noles .

1) Rate of production overseas = account of production overseas +combined account of sales overseas X100
2) Rate of export = independent account of export —independent account of sales X 100

3) Major five set manufacturers: Matsushita, Sony, Sharp, Sanyo, Pioneer

Scurce NRI
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Chart 3 Shift to ofishore of major electronics equipment

Notes

1) Rate of production overseas = volume of produclion overseas / {volume of domestic production+volume of
production overseas)

2) Hi-fi equipments: basis of total by amplifier and tuner

3) Tele-co: radio casselte, headphone stereo
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Chart 4 Shift to Asia of production (based on five major set manufactures)

Notes

1) Raic of production in Asia = account of production in Asia~+account of production overseas X 100
2) Major five manufacturers: Matsushita, Sony, Sharp, Sanyo, Pioneer
Source  NRI
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Chart5 Segmentation of domestic and offshore production for major eleclronic equipment

Notes

* Zone A: products which can be produced only in Japan

* Zone B: products which are produced maialy in Japan to aveid the hollowing out of domestic industry and

because of VA levels
* Zone C: products for which the yen’s appreciation is accelerating a shift offshore
* Zone D: general preducts for which production has already been shifted offshore

Source  NRI
Table 12 Japan's direct investment in Asian Nations
(upper half: No. of projects, bottom half: § million)
1990 1991 1592 1993 1994 195194 {share %)

South Korca ; k] 0 3 3 0 329 151
Talwan 11 15 6 7 9 454 208
Hong Kong 6 i0 3 9 11 151 6.9
NIEs Tolal 20 25 12 21 20 934 427
Singapore 4 5 3 5 5 298 13.6
Malaysia a9 27 21 15 15 315 14.4
Thailand 36 24 14 9 18 245 112
Indoncsia 3 9 9 4 9 84 38
Philippines 4 3 2 5 11 66 30
ASEAN Total 85 68 49 38 58 1,008 46.1
: China 11 22 34 57 66 243 11.1
Total 117 113 95 - 116 144 2,185 100.0
South Korea 22 14 18 8 19 581 8.0
Taiwan 62 60 26 40 75 167 10.6
Hong Kong 70 i4 I5 111 97 447 6.2
NLEs Total 154 58 59 159 191 1,795 24.8
Singapore 54 53 6 63 926 298 4.4
Malaysia 261 284 107 141 165 1,613 223
Thailand 178 203 iy o4 163 1,311 18.1
Indonesia 5 83 52 28 82 338 4.7
Philippines 138 30 11 49 142 480 6.6
ASEAN Total 636 653 285 375 6548 4.040 559
China 22 123 189 kky] 492 1,393 19.3
Fotal 812 864 533 866 1,331 7,228 100.0

Source Year Bouk of International Finance Bureau, the Ministry of Finance
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Chart6 Account of Japanese direct investment by regions

Notes  Figurc of 1995 is the twice of the first half year
Source  Statistics of entried business of The Ministry of Finance
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Chart 7 Japanese direct investment to East Asia

Notes  Figure of 1995 is the twice of first half year
Source  Stalislics of entried business of The Ministry of Finance
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2) Interdependence and coprosperity befween sct and component manufactorers
The rise in the competitivencss of productions of Japancse glectronic equipment manufacturers at
plants in other Asian countrics rests largely on the fact that component manufaclurers ac
transplanting production offshore along with them. Set manufacturers and component manufacturers
lic in a mutual relationship of interdependence for muteal prosperily. Together they arc enlering a
phasc of spiral-form expansion while pursuing syaergistic eflfects.
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Chart 8 Development offshore of Japanese firms (by regions)
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Chart9 Development in Asia of Japanese firms

3) Consigned production processing _

Consigned production processing is an approach to siting that makes use of the land, buildings, and
employees of local {mainly ethnic Chinesc} capital. |t is commonty employed in China’s Guang-dong
pravince, where operations are managed by Japanese executives stationed in Hong Kong, and in the
Malay peninsula, where management is based in the strategic export plants in Malaysia.
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Chart 10 Two major consigned production processing areas in Asia

Source NRI

The expansion of consigned production processing in Asia for assembly of electronic equipment
and components for Japancse manufacturers signifies a shift away from production at subcontracting
planis and outside sourcing within Japan. As such, it should reinforce lcchnical capabitities within the
local (host country) production foundation.

Previously, local subcontracting foundations gencrally did not exceed the level of “human wave”
type lactics on production lines for only certain processes (o which the shift to outsourcing was
confined. However, host-country suppliers have since acquired more expertise in production
technology; some are actively incorporating NC {computer-controlled) machine tools at their own risk
for automatic packaging of electronic components and for metal formation work, and now have the
ability to' carry oul contracts embodying higher fevels of VA. An increasing number of Japanese firms
ar¢ jolning with such subcontractors for an increase in their production capacity.

In Malaysia, for example, the government has hammered out a scheme of incentives designed to
foster the growth of “bumi vendors” (indigenous Malay manufacturers). Under this scheme, siting
forcign-affiliated firms are given privileges in the aspect of financing if they increase sourcing from
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such vendors. This policy is resulting in a steady transfer of technology from Japancse and other
forcign firms which have sited electronic component plants in Malaysia to bumi vendors.

4) Reinforcement of the role of strategic preduction locations
Centered around the ASEAN region, the strategic export focations of Japanese companies in many
cases feature state-of-the-art plants equipped with the latest technology developed and proven at
plants within Japan. As such, some of these focations have the power to pasticipate in a horizontal
division of production labor with the Japanese hcad office as far as production technology is
concerned. In other words, Japanese headquarters have clearly shown a strong determination o
bolster the competitiveness of strategically vital export locations in the ASEAN region.

Table 13 Role of strategic production locations

Phase | Phase 1i Phase 11 Phase 1V
(through the 1970s)y | (early 1980s) (late 1980s) {1990s)
Global Export expansion Prometion of Globalization Accelerated
stratepy of tocalization globalization
Japanese
companies
Positioning | Bases for production | Bases for export to Stratepic locations | Core global production

of plants in
Asia outside
Japan

and sales directed lo
the host markel

- Participation in the
host-country market

- IV with local
capital

- Production centered
around KD assembly
- Low costs

developed-country
markels

- Dvercomiog the
effects of the oil
Ccriscs

- Pursuit of low-cost
production

- Response (o trade
friction

- Response to the
slrong yen

- Decline in the cost
competitiveness of
plants in NIEs

- Pursuit of global
togistics

- Shift to offshore
production for key
components

locations

- Dvercoming the strong
yen

- Rise of the Chinese
markel

- Clear seginenialion
from domeslic
production

- Emergence of full-
fledged product import
- Response to exchange
rate fluctuation

‘Trends in
host-country

policy

Industrializalion to
replace import
(various Asian
countries}

- High import tariffs
- Controls on
incoming foreign
investment

Import-oriented
industrialization
(mainly NIEs)

- Exporl processing
zones _

- Tariffs in free trade
ZOnEs .

- Introduction of tax
incentives

Export-oriented
industrizlization
{mainly ASEAN)

- Reinforcement of
investment incentives
- Permission for’
establishment of
wholly-owned
foreign subsidiaries

Export-oriented
industrialization
(ASEAN plus China)

- Shift from consigned
production processing {o
JV {China)

Concept
behind
offshore
production

- Attempt al
production at low-
cost localions

- Froduction at low-
cost Yocations

- Production at
localions close to the
market (where the
products will sell)

- Production at locations
that will pay

Source NR!

5) Siting segmentation on the levels of production technology and R&D

Siting segmentation between Japan and other Asian countries has proceeded primarily in
correspondence with the required level of production technology. Whether in the ficld of equipment
or in that of components, items for which production technology has been firmly (or long) established
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are subjects of offshore production. By conteast, production still remains centered in Japan for items
involving high-density packaging technology or numerous assembly steps for which mass-production
technology has not yel been firmly established, as well as for ceramic and other materials-type
components and components entailing equipment-intensive investment in pre-processes, such as
semiconductors and liquid crystal. However, even in the case of some electronic components for
which pre-process work remains in Japan, a shift is being made to ofishore sites for attachment of
clectrodes and other post-processing steps thal arc alicady entering the phase of maturity as regards
production technology.
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Chart 11 Location of strategic export facilities eslablished by Japanese electronics companies in Asia

Source NRI
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As for segmentation in the arca of R&1D arrangements, there has been no change in the arrangement
of siting in Japan and other developed countrics for next-generation basic R&D, ordinary R&D, and
product R&D. Nevedtheless, there is a shifl under way mainly to strategic production locations in
other Asian countries for work in such areas as new model development linked direcily to products
already in offshore production, reinforcement of applied development and production technology, and
other activitics on the level of design, production line construction, and maintenance.

Table 14 Development and pfoduction arrangements of Japanese companies in other Asian countries

Development and production arrangements Production and supply setup
Basic Development | Partial revision | Component External
development and mass sourcing supply
production
design
* Assembly-type X O @) O O
equipment, consumer
* Asseribly-type ¥ A O O O
equipment, industrial
* Assembly-type X A O O O
components
* Materials-type X% % A A O
components
* Semiconductors % % A A O
* Molded items X A O A A

Notes

(O: most companies can cope with the item.
A\: indicate that some companies can cope with the item.

X : indicate that most companics cannot cope with the item.
Basic development: theorelical research, materials development, formulation of techoical standards, cte.
Mass production developmenl: development of fundamental models, succeeding models, etc.

Partial revision: revision of extcrnal appearance, characteristics, eic.
Componenl sourcing: sourcing from local (indigenous) firms and local J apanese-affiliated firms.
External supply: supply or distribution outside the market in question.

Source NRI
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(¥) Source of raw matenals {2) Type of products
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Chart 12 Localization in the case of the ASEAN locations of Company A

Notes “total” is bascd on the plan of eperation of company A
Source  NRI {basis of "Nikkei Electronics” and interviews)

§) Cost competitiveness through increase in local contents _ _

‘The primary reason for the increase in the cost compelitiveness of the strategic export focations of
Japanese electronic firms in other Asian countries is the effects of mass production deriving from the
jump in production volumes owing to the accelerated shift to offshore production and to the sustained
cxpansion of the global demand.
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6} Cost competitiveness through increase in local contents
Ahe privwary reason [or the increase in the cost competitiveness of the strategic export locations of
Japanese clectronic firms inuther Asian countries is the eftects of mass production deriviag from the
Jump i production volumes owing to the aceelerated shift o offshore production and o the sustained
capansion of the glebal demand,
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A second reason is the rise in the rate of local contents of clectronic components and materials,
Local contents rates for production al sicategic expori bases in Asia are estimated to be in the area of
95 peccent for radio-casseile players and 90 percent for color TV sets, hi-fi audio scts, and table-top
VCRs. Sourcing from Japan has already fallen to around 10 percent of the total conteats, and is
limited to items such as semiconductors, special plastics, and colored steel plate.
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A second reason is the rise in the rate of local contents of clectronic componeats sid mategials.
1ocal contents rates for production at strategic export bases in Asia are estimated to be in the arca of
93 pereent for rudio-cassette players and 90 pereent for color TV sets, hi-Ii awdio scts, and table-top
VCRs. Sourcing from Japan has already [allen to around 10 percent ol the ol contenis, and is

limited to items such as semiconductors, special plasties, and colored seel plate.
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The increase in the local contents rate of electronic component manufacturers is strengthening the
cost compelitiveness of their production in other Asian countries. Al the same time, the rise in the
local contenls rate on the sct manufacturer side signifies a higher rate of mounting with components
that have a higher loca! contents, and is therefore ultimately working (o bolster the cost
competitiveness of sirategic export bases in these countrics, Cost competitiveness tends to be higher
in the case of electronic components and materials for which localization began at an carlier stage as
well as of set products mounted with them,

As a third reason, it can be noted that cost competitiveness is being strengthened by a beneficent
cycle of investment. Japanese manufactorers are directing more than halfl of their capital investment
for set products, mainly for assembly lines, to offshore plants mainly in other Asian countries. In

addition to expansion of production capacity, investment offshore is placing emphasis on boosting the
tevel of production technology.

7) Formulation of strategy accenting localization and improved productivity

The locations of Japanese manufacturers in other Asian countries have evolved into some of the
world’s leading plants. They are now moving out of the stage of taking full advantage of the labor cost
differential with Japan based on “human-wave” tactics and into that of more developed strategy fully
emphasizing localization and improved productivity.

Set manufacturers themselves are promoting a shift to tocal production for key devices in response
to the self-help efforis of local suppliers of items such as coler CRTs, compressors, and optical pick-
ups. This is doing much to raise local contents rates and, by extension, lo strengthen cost
compelitiveness., ,

Some of the companies with a head start in launching production in other Asian countries are
promoting local production of precision presses and molds used in plastic formation and sheet metal
press processes while also localizing maintenance work. These moves allow them to accelerate
deployment of strategy emphasizing localization and improvement of productivity.

Some manufacturers have even begun localizing development and design processes. There has also
surfaced activily aimed at rebuilding cost competitiveness with an eye on the global market.
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Table 15 Localization of key device

_Keydevice | Manufacturers | Location Products
CRT Sony Singapore CIVCRT
Matsushita Malaysia CYVCRT
China CTV CRT clc.
Toshiba Thailand CTV CRT ete.
Hitachi Singapore CTY CRT .
cylinder head Matsushita China VIR cylinder head unit o
Cb pick-up Sony Singapore CD optical pick-up
Sanyo China CD optical pick-up
COMpPIessor Matsushita Singapore freezer / relrigorator compressor
Malaysia freczer / refrigerator compressor
Malaysia air conditioncr compressos
Sanyo China air conditioner compressor
Singapore ait conditioncr compressor
Indonesia refrigerator / air conditionar campressor
air conditioner compessor
Hitachi Malaysia refrigerator compressor
Thailand
_Imagnetron Malsushita China electronic oven magnelron
Source NRI

Countries such as Indonesia, Viet Nam, and China offer a larger and more low-cost supply of labor
than those such as Singapore, Malaysia, and Thailand, which have been the preferred sites of the
strategic export localions of Japanese firms 1o date, and therefore are coming (o the fore as additional
candidates for strategic siting. Indonesia and China are already developing along this line, and arc
becoming host to a stream of large-scale plants positioned as strategic export bases that rival those in
the Malay peninsula.

As this trend takes hold, the existing strategic export locations, which are maialy in the Malay
peninsula, have begun to assume the role of cores of lapanese operations in the region. In this
capacity, they are drawing on their experience as export bases to support the establishment of new
bases in Indonesia, Viet Nam, and China.
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Chart 15 Tha increase in the ratio of local value added is improving cost competitiveness
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1) How to view the upper charl : by increasing the ratio of value added at each process, degree of offshore
production increasing {moves loward botiom right corner)

2) How lo view the upper chart : Letters A, B, C, D correspond to rectangles AAAA, BBBB, CCCC, and DDDD
in the fower chast. ‘The arca of each rectangles denotes production costs. As the degree of offshore produclion
increases, the area of the rectangle (costs) gets smaller.

Source  NRI
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In other words, the existing steategic export locations are in possession of core capabilities in the
thrce aspecls of management, marketing, and technology, and are moving Lo transplant the same
directly to the new locations from the Malay peninsula instead of having them brought over from the

head office in Japan,
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Chart 16  Shift of production from Japan o Asia and the resulting division of labor in key tasks

Source NRI

8) Restructuring of divisions of labor (intensification of branched siting and export
competitiveness of production oriented toward the domestic demand)

Japanese production locations in other Asian countries can be divided into two major categories:
sirategic export bases (i.c., producihg products for exporl as key plants in global strategy), and bases
for supply of the domestic demand (i.e., in charge of production and sales of products directed to the
market of the host country). The future holds the prospect of a restructuring of production locations in
the ASEAN region in response (o various changes in the investment cnvironment in such aspecis as
labor supply, labor cost, and exchange rate levels in host countries. Another factor here is the rising
inward (i.¢., bloc-type) orientation of the AFTA market.
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Table 16  Differences between strategic export locations and focations directed to the domestic
demand (in the case of Matsushita Eleclric)

Locations dirceted to the domestic
demand (National Thailand)

Strategic exporl locations {(Matsushita
Telovision Malaysia)

Time of
cstablishment

December 1961

May 1988 (start of production in April
1989)

Mativation

* Import tariffs
* Response lo mounting nationalistic
seatiment

- Pani of globalization strategy

- Establishment of a four-pole system of
global CTV production

- Response to exchange rale fluctuation

H(H?api!a] integest

48.7 percent

100 percent (JV with indigenous capital)

Production jtems

CTV, audio, dry cells, storage cells,
clectronic components

- CT'V (screen sizes in inches: 14, 20, 21,
and 25)

Type of Large variely, small volume Small variety, large volume
producticn

Scale Medium Large

Sales Mostly within Thailand (high sharc of

destinations

exporl for eleciranic components)

Markets in the Near and Middle East,
Southeast Asia, ete. {export of mainly 14-
inch sefs (o Japan)

Business
strategy

* Constryction of company geared to
carnings from CTVs (mainstay products)

* Reinforcement of electronic component
capabilities

* Consignment of TV design for the
domestic market

* Response to expansion of the domestic
demand {production increase) .
* Increase in cost competitiveness through
operation of advanced facilities

- Establishment of system for produciion
increase in step with the global demand

- Adjacent siting of a color CRT plant for
delivery to Matsushila Television
(Malaysia)

- Establishment of R&D center and
reinforcement of preduct development
capabilities with a view to higher local
contents and a targer share of the regional
market

- Acquisition of capability for local design
and development for all CRTs with a 4:3
aspecl ratio

Controlling
section of the
head office

Regional control division,
manufacturing department

Manufacturiog department

Source NRI

As the capabilities of strategic export locations in other Asian countries rise, there is occurring
intensified competition with their products, which are equipped with great cost competitiveness due to
their rigorous pursuit of larger production volumes, Some have pointed out that this is lowering the
degree of frecdom in development of strategy at locations directed to the domestic demand.

In gcneral; the involvement of the partner in management of locations directed to the domestic
demand has lessened relative 1o the time of establishment. Decisions on matters such as reviews of
business domains where the production is compelitive and increased invesiment for rebuilding
production lines can no longer be made solcly with reference to the wishes of the Japanese side. It is
becoming necessary to negotiate them with the partner to an extent commensurate with its rate of
capital interest in Lhe venlure. _

The main advantages of locations directed to the domestic demand are protection by high import
tariffs and possession of sales rights in the host country, Today, however, tariff rates are coming down
in phases in response to the trend of free trade worldwide as exemplified by the WTO and AFTA.
While they could retain sales capabilities over the medium term, plants established for supply of the

114



	Participation in AFTA/APEC/WTO and Industrial Policy 
	Chapter 
	2-3 Development Policy on SMEs and Supporting Industries in Viet Nam 
	3 Recent Development of Manufacturing Industries in Niet Nam from Statistical Data of Trade and Production 
	4-1 Viet Nam's Participation in AFTA, APEC and WTO and the Development of Export Industries by Foreign Direct Investment 
	4-2 Developing Leading Export Industries 
	4-2-1 Electric and Electronics Industry 






