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i. The Structure of Viet Nam’s Textile and Garment Industry

(1) Comparative Advantage in the Garmeat Sector

The textile and garment industry is already an important export industry for Viet Nam. In 1995, the
industry produced 94,000 tons of textile fiber, 345 million square meters of fabrics, 45 million pieces
of knitwear and 400 miltion garments. Exporls in the same year amounted to US$800 miltion.

The textile and garment industry is usually divided into up-stream, mid-siream and down-siream
sectors. The upstream sector is basically involved in textile fiber production, the mid-stream sector in
fabric production and dyeing, while the down-stream sector basically revolves around garment
manufacluring. The lextile industry is compnsed of the up-stream and mid-stream sector.

Viet Nam’s texiile and garment industry has a strong bias towards the garment sector in terms of
export. There has been a sharp increase in textile and garment exports in the 1990s, with garmeats
accounting fot the lon’s share of exports (Table 1). For example, according to Japanese statistics,
Japanese imports of garments from Viet Nam accounted for 83.1% of total textile and garment imports

from Viet Nam to Japan during the first half of 1996, while the comparable figure for fibers and fabrics
was only 2.1%.

Table ¥ Exporl commodities of textile industry of Viet Nara (US$1,000)

1991 1992 1993 1994 1695

Silk 5348 1,593 4,911 9,380 4,915
Cotton ) _ 2,336 3,368
Synthetic fibers for spinning 8,354 1,631 353 4,465 4,533
Wool and other animal hair 4 14 8,892 4,533
Texlile yarn and thread i59 1,097 6,805 16,742
Cotton fabrics 451 2,116 1,581
Fabrics, woven of man-made malerials 3,79 7,630 4,443 4,494 139,468
Other textile fabrics, woven 200 2,257 4,358
Tulle, lace, embroidery, ribbon and trimming etc. It 9342 ' 13,361
Vegetable textile fibers 10 4,204 3,980
Made-up textile fibers 17,033 10,892 22,093 8947 48,710
Ready made clothes 116,800 190,200 238,800 475,600 700,000
Source DS1
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The garment scctor is very labor-intensive, and this gives Vict Nam a strong advantage because of its
tow-cost, industrious and skiliful tabor force. A Japanese trading firm recently ranked Viet Nam top,
followed by northern China and then southern China in terms of their respeclive capabilities in the
garment manufactoring industey.

Moreover, foreign enterprises have provided the necessary materials, design, and overseas marketing
capabiities, which Viet Nam lacks, mostly by way of subcontracting arcangenients. The majority of
garment cxports from Viet Nam occur through subcontracting agreements between Vielnamese
producers and foreign partners - mainly from Taiwan, Korea and Japan - who provide design and
marketing functions as well as most of the materials, such as fabrics of the necessary quality which
Viet Nam's textile indusiry cannot supply. Viet Nam still lacks qualified line managers who can
perform quality and production management, and offer technological guidance. There is alsp a shortage
of managers who are conversant with the markel economy.

Viet Nam’s rising garment exports in the 1990s have been helped by trade liberalization measures.
Viet Nam’s current trade is basically controlled using four kinds of measures: (1) export and import
prohibitions; (2) export and import quotas; (3) export and import restrictions; and (4) import duties.
The textile and garment industry is affected by the last three.

Export quotas are applied to textile and garment exports to the EU, Norway and Canada. Quotas are
managed by the government (the Ministry of Trade) and state-owned enterprises receive prefercntial
allocations. Thus, private and foreign firms wishing to produce garments in Viet Nam for the export
market need (o tic up with state-owned enterprises. As far as import restrictions are concerned, the
import of used textile machines is restricted, subject to certain conditions. Import 1ariff rates for the
main fextile items in Viet Nam are as follows:

Cotton fiber: 20%  Man-made filament: 0%

Cotion fabric: 38% Man-made staple: 20%
Synthetic stable fiber: 5% Synthetic filament fabric:  38%
Regenerated staple fiber: 5% Man-made filament fabric: 38%

Synthetic staple fabric:  38% Knit fabric: 33%
Regenerated staple fabric: 40%  Garment: 48%
Non-woven fabric: 33% Synthetic filament; 0%
Synthetic staple: 5%

In general, there are no import duties on synthetic fiber, while those on synthetic fabric are fairly
high to protect domestic producers. However, imports for the purpose of export production, such as
subcontracted sewing, are generally exempted. Moreover, the government plans to reduce import tariff
rates in 10 years from 1996 to 2005. Tariff rates on fibers, fabrics and garmeats will be reduced from
20% to 12%, 30-40% to 20% and 45-50% to 306% respectively during the period. Furthermore, tariff
rates on imports from AFTA member countries will be reduced to 0-5% by the end of 2005.

(2) Noncompetitive Fiber and Fabric Sectors

On the other hand, Viet Nam’s fiber and fabric scctors, which are more capital-intensive, are not
internationally competitive. Most of their oulput is used in manufacturing garments for domestic
consumption, and they are generally considered unsuitable for export-oriented garment production.
Viet Nam holds no comparative advantage in these sectors, and stale-owned enterprises, which
dominate this sector, lack the managerial, technological, marketing and financial capabililies necessary
to altain international competitiveness. Although there is some private sector participation, particularly
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in the garment sector, Viet Nam’s textile and garnent industry is still dominated by the state sector
(Table 2). VINATEX, which controls most of the state enterprises in this sector and alsa fulfills
planning functions for the industry, produces 80% of fibers, 60~65% of fabrics and 50% of garmens. It
also accounts for 40% of Vict Nam’s tolal textite and garment ¢xposts.

This is similar to the situation in China, where state-owned lextile companies have serious
management problems at the same fime as some parts of China’s textile industry are healthy and
growing rapidly - particutarly some of the township and village enterprises that have been given
freedom of action in management and have improved their production efficiency and marketing savvy.
Long accustomed to working under the directives of the central government, state enterprises in China
cannot identify the reasons for their poor production efficiency, much less lake corrective action.

Part of the weakness of the Vietnamese lextile sector stems from obsolete equipment. Since maost
machines used in the fiber and fabric plams are more than 20 years old and not automated, they are too
inefficient to produce quatity products. In fact, one Japanese synthetic fiber manufacture found out in
its feasibility sludy that the quality of its fiber was 100 good (o be used in Viet Nam’s fabric plants,
which were equipped with obsolete machines.

Table 2 Composition of textile and garment establishments by ownership (early 1997)

Domestic Joint ventures and
enterprises 100% foseign owned
Texnlc industry: l 487 51
State owned 106
Cooperatives 298
Private | 83
Garmenl mdusir) i 514 88
State owned 92
Limited companies ; 214
Private 96
Joint stock companies 14
and cooperatives

Source DSI

However, since 1992, many enterprises have slarted to equip their plants with new machines, and
fiber qualities have improved (o some extent. Moreoves, a limited number of state enterprises scem {0
be developing integrated production capabilities, mainly to serve domestic markeis and some low-end
export markets, However, further consolidation and modernization will be necessary before these state

enterprises (exceptions to rule) become internationally competitive.

The fabric sector has another problem in that it lacks textile finishing technologies needed to
improve the appearance of cloth. Although the sector is more capital-intensive than the garmeat sector,
it is still fairly labor-intensive, unlike the fiber production process which is essentiatly capital-intensive.
Thus, thete is a possibility that Viet Nam will become internationally competitive in the fabric sector
faidly scon.

The current bias towards the garment sector within the Vietnamese textile and garmem indusiry is
very much in line with the pattern of developing textile and garment industries in East Asia, which
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have typically evolved in the following way. initially, both the garment and textite trades are in deficit,
In the next stage, the garment trade moves into surplus while the textile trade remains in deficit. In the
third stage, both garments and textiles move into surplus. In other words, it is natural for the linkago of
the textile industry to take place, so to speak, backwards, beginning with the down-strcam garment
industry, which links the mid-stream fabric and up-stream fiber sectors (Chast 1),

Chart 1 The development pattern of textile trade
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Souice Adapted from Hirai {1991), “The Role of Textilc Indusiry in Astan Industrialization” in Taniura, ed.,
“Ajia no Kougyouka no Kiseki {The Trajectory of Asian Industrialization).”

Although Viet Nam’s bias towards the garment sector is very much in line with established patterns
throughout East Asia, the lack of industrial inter-linkage poses a problem for the establishment of a
full-ftedged textile and garment industry in Viet Nam that will be able to compete with countries such
as Thailand and Indonesia. Compared with its neighbours, Viet Nam has a limited variety in ils supply
of fabrics (Table 3). In Viet Nam, only cotton and colton/polyester mixed fabrics are available;
polyester fabric and filament are mostly imported from Taiwan, Korea, Malaysia and Indonesia. As can
be seen from Tables 4 and 5, Viet Nam’s texlile impost has been sising rapidly in tandem with the rise
of textile and garment production. Local production of polyester mixed fabric, synthetic fiber and
manmade knil fabric will be desirable to enhance industrial inter-linkage in Viet Nam’s textile and
garment industry.
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Table 3 The domestic supply of types of fabric

o ] Thaitand[ Indongsia | VictNam China | Korea ; Taiwan
Cotton O O O O O O
Cotton/PE mixed O O o i O O O
Silk e O
Wool O O
PE Filament O (@) O O O
Synthetic fiber fabric O O O G O
Synthetic faibre knil O O
Note O=Avaitable for local sourcing
Source  Nomuira Research Institute
Table 4 Textile industry imports to Viet Nam
{(US$1,000)
. 1991 92 03 93 95
Coon T T 61,005 | 11,640 | 20272 35250 | 82,131
T Silk - _ 312 29,225
Synthetic fibres for spinning 65228 1 383731 79774 | 125373 | 183202
Textite yarn and thread 11,635 2,422 1,008
Cotton fabtics, woven 1,866 8,838
Fabrics, woven of man-made material 32,241 24,386 50,741 59,556 97,226
Othert lextile fabrics, woven ; 1441 1,7420 11,182
Knitted of crochicted fabrics ) 2,417
Wool and other animal hair 1,002 1,359 1,516 10,189 | 14,714
Source DS}
Table 5 Imported textile yarn, fiber by country (1891-95)
(US$1,000)
1991 R 93 94 ] 95
Taiwan | 10295 | 13,497 | 37916 @ 52,978 | 82715
Malaysia 1,372 6,818 19,190 38,363
Korea, Rep. of 573 S91 7,885 14,403 26,843
Pakistan 310 3,568 8,900
Japan 818 195| 8827| 63127 6614
Indonesia | 318 338 625 2,275 6,597
American i 9,692 5,908
India 526 1,897 904 4,739
China 39 3,385 2,138 3,017
Singapore 384 575 3,59 2,431
Source DSI
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(3) Successful shift of export markets

Owing to low income levels, per capita consumption of textile products in Viet Nam is still very low
- estimated 1o be 2.7 kg in 1995 (Table 6). Based on the stalistical relationship betwcen income levels
and the textile consumption as shown in Chart 2, we have made simple calculations to estimate textile
consumption in the years 2000 and 2010 as shown in Table 7. T he eslimated consumption of about
770,000 tons in 2010 is a litde lower than Indonesia’s 838,000 tons in 1993, It takes time for a
domestic market to make a significant impact, and for the foresecable future the textile and garment
indusiry will be characterized as an export industry endowed with comparative advantages. According
to VINATEX, 60% of the current production of Viet Nam's garment industry is for subcontracted
export and 40% for domestic consumption. _ -

Viel Nam'’s textile and garment indusiry - the garment sector in particular - has successfolly shifted
from its traditional CMUA markels to western markets after the collapse of the CMEA in the carly
1990s. Viet Nam’s garmeat and textile exports increased rapidly in the 1990s and are now the second
largest export category after petroleum. The reasons behind this sharp increase in exports are: (1) trade
liberalization and (2) FDI and subcontracting arrangements by foreign firms and the participation of
private enterprises. The current main market is the EU, which is subject to quolas, but expoits to the
non-quota markets of Japan, Taiwan and Korea are growing rapidly. Since Viet Nam has not yet been
given MEN status by the U.S,, the access of the Victnamese textile and garment industry to U.S.
markets is still very himited. However, it is expected that this situation will change together with its
accession o the WTO within a few years, This should lead to a substantial increase in exports.

Table 6 Relationship between per capitla GDP and fextile éonsumption

Country Per capita GDP Textile Country Per capita GDP Textile -
US$ Consumption kg Uss$ Consvmption kg
Japan 33,648 214 Ttaly 17,260 16.2
us 24,626 29.1 UK 16,334 1.0
Germany 23,537 202 Australia 15,983 208
France 21,690 14.8 Korea 7,554 226
Sweden 21,176 16.6 Russia 2,211 8.6
Netherlands 20,210 187 China 455 54
Hong Keng 19,5067 14.1 Viel Nam 214 27
Canada 19,186 19.9 india 266 28

Note The figures of Viel Nam are in 19935

Source The Association of Japanese Chemical Textile Industry (1996.11), “The Chemical Textile Industry in
Japan.”
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Chart 2 Estimaled lextile consumption per capita
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Table 7 Estimated volume of lexlile consumption in Viet Nam

. 1993 2000 2010
Per capita GDP (US$) 274 403 869
"Per capita textile consumption (kg) 27 4.8 7.6
Population (million) 74.0 82.1 101.1
Textile consumption (1,000 tons) 199.8 391.8 768.5

Source Nomura Research Institute

. (4) Increasing Role of Foreign Direct Investment '

As the capability of domestic firms is still limited, foreign direct investment {FD}), including
subcontract arrangements, have played an increasingly crucial role in the development of the texliles
industry. Since the promulgation of the Foreign Iavestrent Law in 1987, 118 textile projects have been
approved, 43 of which are in the yarn spinning and weaving areas and 75 of which are in the garment
and related areas. Foreign firms have already come to occupy a substantial stice of Viet Nam’s textile
and garment industry (Table 8).

FDI in the textile and garment industry in Viet Nam has come mostly from Korea, Taiwan, Hong
Kong and Singapore. Japanese investments are concentrated in the garment sector. There are some
investments from Taiwan and Korea in integrated processing from fabric to garment. There are two
projects in polyester fiber production, one by Hualon, a Taiwanese subsidiary in Malaysia, and the
other by Sumsung and Cheil Synthetics, a Korean investor. However, construction for these projects
has not yet started.
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Table 8 Designed capacily of textile and garment induslry

Unit Total Of which
State and Joint ventures and
ptivate 100% foreign owned
cnlcepriscs capital
Fibet PES ton 167,400 - 167,400
Silk Filament fon 136,250 - 136,290
Fiber (including cotton fiber and Pefco fiber)  fon 150,300 72,000 78,300
Fabrics Mil. n. 800 380 420
Knitting ton 32,000 20,000 15,500
Mosquitonct Mil. pes. 4,000 3,300 700
Socks ton 10 a1 09
Towels Mil. 26,000 18,800 7,200

Source Vinatex

2. Development Patterns of East Asian Texlile Industries

ASEAN countries and China went through a development phase of import substitution centered on
fabrication of spun yarns before moving to a phase of garment export promotion. Subsequently,
industrial linkages have been formed to export synthetic filament-based fabrics. We will review the
development patterns of the textile indusirics in Thailand and China,

(1) Development patterns of the Thai textile and garment industry

The Thai government promoted state-owned textile enterprises under the Industrial Promotion Act of
1954, bul this did not produce satisfactory results. Then, the Manufacturing Promotion Act of 1960
emphasized the role of the privale sector in industrialization. The government gave the Board of
Investment {BOI) the awthorily to provide tax incentives, while the government concentrated its efforts
on impeoving the infrastructure in such areas as telecommunication and ports. The textile industry was
given top p(iori{y. In response, Japancse joint ventures started to produce cotton yams and cotton
fabrics initially, and in 1964 a Japanese manufacturer started to produce synthetic fibers, initially for
the purpose of import substitution.

In 1972, the Manufacturing Promotion Act was amended to change the emphasns from import
substitution to export promotion. Accompanying measurcs, such as the strengthening of the BOl's
authorily, increases in tax incentives, the promotion of labor-intensive industries, and the development
of industrial parks and export processing zones had a posilive impact on the textile and garment
industry. Exports were increased by obtaining quotas: after Thailand became a signatory to the
Multilateral Fiber Agreement (MFA) in' 1976. During the period of the Fifth Five-year Economic
Development Plan (1982 to 1986), which improved benefits to labor-intensive export-oriented
industries, garment exports expanded dramatically, mainly to the quota markets, with exports to the US
and EC accounting for 70% of total exports. The garment industry consisted mainly of joinl ventures
with Taiwanese firms.

In 1987, textiles and garments topped the export list with US$1.94 billion, wnlh garment exports
accounting for 75%. Bxports continued 1o expand, reaching US$ 2.4 billion in 1991, but then started to
stow down. During the high growth period, Thailand’s share in the quota markets declined, while
exporls 1o non-quota markets such as Japan, Saudi Arabia, UAE, Singapore, Hong Kong and Australia
expanded rapidly. In 1993, Thai exports of textile and garment producis 1o non-quola markets
accounted for 56% of the total compared to 44% to quota-markels.
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the Thai textile and garment industry seems to have entered a restructuring period because the
structural inadequacics have become apparent on top of the pressure from rising wage levels. Strict
environmental regulations have put a halt to investments in the dyeing sector, and the garment sector
lacks quality fabrics for input. Moreover, many fabrics have been exported unfinished.

(2) Development Pattern of the Chinese Textile Industry

Puring the 1970s, before the external liberalization in 1979, the Chinese textile and garment industry
focused on import substitution of colton fabrics mainly by state-owned enterprises. They produced low
grade products.

From 1979 until 1990, ihe industcy developed rapidly, centered on conlraclual manufactoring
arrangements of garments, The new foreign caterprise law prompted invesiments by Hong Kong and
Taiwan investors in the production of mixed cotton and synthelic fiber fabrics and garments. The
amendment of the forcign investment law in 1988 prompled invesiments in Shanghai and Dalian by
Japanese small- and medium-sized firms and trading firms, mostly in the form of contractual
manufacturing with township and village enferpriscs.

As the amendment to the foreign capital law in 1991 allowed foreign nauonals to head ;omt ventures
and extended the life of joint ventures to 50 to 70 years from the previous 10 to 15 years, JV
investments by Japanese investors, including synthetic fiber producers, increased. These investments in
synthetic fabrics and fibers were stimulated by the preceding investments in the garment sector. These
investments led to an increase in Chinese exports of synthetic yarns and fabrics, and garments.

Another characteristic of the development patteca of the Chinese textile and garment industry is that
the development is‘taking place through the formation of major concentrated arcas of textile and
garment production and distribution, e.g., cotton production in Jiangsu and Shandon provinces,
synthetic fiber and fabric production in Nantong in Jiangsu province and Hanzhou in Zhejiang province,
the distribution center in Shanghai, and garment production in Guandong and Fujian provinces,
Shanghai and the area along the Yantze River and Dalian.

3. To Take Advantage of the Relocation Trend of East Asian Textile and Garment
industry

(1) Major Phase of Relocation

As Viet Nam is starting from a very weak compelitive position in the up-stream and mid-stream
sectors of the textile and garment industry, increasing vertical integration of the industry is generally
believed to be achievable only by active utilization of FDI in these sectors. FD] has been a driving
force in the development of the textite and garment export industry in Southeast Asia and China.
Esseatially, products produced by local makers alone only reach local markets and cannot be exported
to markets in developed countries. In view of increasingly internationalized industrialization in East
Asia, the FDI strategy needs to be adaptated to developments in neighboring countries.

FDI by the Japanese textile industry started in the 1950s as it sought raw materials, followed by
another wave of investment in the 1970s to meet import substitution pb]icy requirements. Japanese
investments in Indonesia and Thailand started in this period.

Since the collapse of the Berlin Wall, the textile and garment industry has moved through a major
phase of international relocation as a vast pool of cheap labor in the planned economies of China and
Eastern Europe entered the market economy. Morcover, a strong lide of trade and iavestment
liberalization, including the phasing out of the MFA (to be integrated into the WTO system) and
liberalization under AFTA/CEPT, is expected to accelerate this relocation process.

In the 1990s, the bulk of Japanese investments have been made in the garment sector in China, while
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additional investments have been made to expand existing facilitics in Indoncesia and Thailand, There
have been many Japanese investnients in the garment sector in China, mainly through joirt ventures by
apparel manufactures for the purpose of exporling back to Japan. There has been a major shift of
investments by Japanese apparel manufactures to China,

Existing Japanese investments worldwide total 806, with the garment seclor accounting for 507, or
63%, followed by the textite scctor at §26, or 16%, the dyeing sector at 49, or 6%, and the fiber scctor
at 33, or 4% according to stalistics compited by the Yapan Chemical Fibers Association. Investments in
China numbered 543, accounting for 67%, followed by 74 projects, or 9%, in Thailand and 60 projects,
or 7%, in Indonesia, Morcover, international diversification of Japanese synthetic fiber manufactures is
shown in Table 9, ‘ :

In garment manufacturing, the cost of making the fabric - the fiber and the weaving, dyeing and
other converting work that is to be dong - is much less than the cost of sewing the fabric into the finat
piece of clothing, which is labor-intensive and hence expensive. For these reasons, China, Viel Nam
and other Asian coundries wilh low fabor costs have been doing a booming business in recent years in
importing finished fabric and sewing il into finished garments for export to the industriat nations. The
Japanese market has become the larget of choice for these exports, because, unlike the United States
and other industrial nations, Japan does not impose restrictions on garment imports. A growing volume
of Japan’s apparel product imports are coming from Japanese apparel companies that have long
performed their sewing operations domestically but have now moved some or all of these operations
offshore. .

Japanese apparel manufacturers in China genetally source only 20~36% of cloth and other materials
locally, because the planning and designing are generally done in Japan and those planners and
designers tend to specify cloth and materials from Japan, ltaly and Taiwan. However, local sourcing is

expected to increase as Japanese synthetic fiber and fabric manufaclurers have stlarted to invest in
China. '
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In order to be able to export to Fapan, Japancse apparcl manufacturers concentzate on quality
management. Testing is currently done mainly by Japanese staff, but Japanese corporations are trying
to train local staff to fulfill this function. Thus, Japanese investments in the garment sector are expecicd
to diverge into the production of high grade products and that of low-cosi/low-grade products,
Morcover, same Japancse apparel investments in China target not only the Japanese market but also
China’s domestic markets. The long term goat of Japancse apparel investments in China is to expand
the local funciions (o planning and designing and (o simultaneously cultivate the domestic Chinese
markel.

In ASEAN, rising wage levels in the more advanced countries such ag Ma!a}sm and Thailand have
shiftcd comparative advantages in labor intensive sectors of the garment and toxtile mdus(ry in EFast
Asia 10 latecomers such as Viet Nam. Foltowing on from investment in the garment sector, retatively
labor-intensive production of fabric and dycing processes are likely to move from countries such as
Thailand to countries such as Vict Nam. On the other hand, capital intensive production of fiber is
likely to concentrate in existing production bases in Taiwan and Korea in East Asia as a whole and in
Indonesia and Thailand in ASEAN under the liberalized trade regime. Liberalization under
AFTA/CEPT will accelerate the process of division of labor in ASEAN. :

In the more capital intensive synihelic fiber sector, Taiwan and Korea have become major supply
centers in Asta, replacing Japan which has lost competitiveness, parfly due to its rapid currency
appreciation. Taiwan and Korea are the world's biggest and third-biggest producers of polyester fiber,
respectively. Given their small domestic markets for polyester fiber, producers in Taiwan and Korea
depend heavily on their exports to China. Taiwan has been successful in its strategy of volume supply
of general-purpose products by pursuing economies of scale (Table 10). Although production
efficiency is higher in Japan than in Taiwan, production costs are lower in Taiwan than in Japan.
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Table 1¢  Polyester fiber production by major country and region

<Polycster Fiber Filament> _ (1000 1)
) 1975 Share 1980 1985 1990 1995 Shae
Japan 199 12% 305 129 405 432 7%
US.A. 662  40% 663 599 502 724 1%
Eastern Furope 61 2% 359 451 544 493 8%
‘Faiwan 26 5% 156 an 616 1,228 19%
Korea 62 4% 137 275 474 946 15 %
China 0 0% 28 73 420 931 15%
ASBAN | __ 1 1% 0 oM 9% 212 388 9%
World Totzi 1,641 100 % 2094 2763 39718 6336 100%
<Polyester Fiber Staple> (1000 1)
I 1975 Share 1980 1985 1990 1995 Share
Japan 246 4% i 323 an 31 6%
USA. 696 40 % 1,146 917 948 1,084 19%
Eastern Europe 321 19 % 407 466 557 492 ‘9%
Taiwan 55 3% 194 381 622 748 13%
Korea i 46 3% 141 234 408 454 8%
China 0 0% 113 443 622 828 15%
ASEAN 29 2% 154 181 . B9 525 9%
World Total 1,725 100 % 3033 3,739 4,700 5572 100%

Note Polyester, nylon and other synthetic fibers are produced in two basic varieties, either in a continuous form
known as “filament” or in short lengths known as “staple.” These two varictics yield different texturcs and feel,
depending on the spinning, weaving and other processes that are subsequently performed on the fiber.

Source  Fiber Organon '

Taiwanese manufacturers, whose management are also equily holders themselves, are able to make
investment decisions more quickly than Japanese firms, which are managed by salaried managers, This
is an important competilive advantage in responding to fluid market conditions: The slow speed of
decision-making in Japanese oompamcs is a problem that needs to be addressed. Taiwanese producers
of synthetic fiber are quick in implementing decisions to expand capacity, and their new facilities
usually come on line faster than those of Japanese producers, who like to take time for internal
consensus building. : o

However, Japanese manufacturers located in such ASEAN countries as Indonesia and Thailand have
become more competitive as the local supply of chemical materials has increased. Taking Indonesia as
100, the estimated costs of producing one kilogram of identical polyester filament yarn in dollar terms
in 1995 was 120 to 130 in Thailand, 180 to 190 in ‘Taiwan, 200 to 210 in South Korea and over 350 in
Japan. Thus, Indonesia and Thailand have become major production bases for Japanese synthetic fiber
manufacturers, particutarly Teijin and Toray Industries, which have the most extensive facilities in the
region and historically have been the teaders in these markets (Table 11).
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Table t1  Teijin and Toray Industries’s upstream operations i Asia

Counliy Local subsidiaty ;Pl’Odl!C‘S Local capacity © % of capacity
c [ O R DU P in Japan
Teijin Thailand | Teijin Polyeste (Thailaad} 144, | Polyester fillament and stapig Polyester ‘
l } ¥ ¥
Teum (Ihailand) Lid. iPolyester Mlament filament; 300 tons\kiy B0%
- |lndone5|a PT Teijin Indonesia hber(orp Pulyester Hilament and s!aple slaple: 422 . . 155%
Toray Malaysia ; Penfibre Sdn.Berha, iPulyesleI staple Polyester :
Industies | |TorayNylonThaiCo. . (Polyesterfilament ___ _ {flament: 11] tonsity) 33%
| | Torsy Ny | .
| Thailand !Toray Fibers (Thailand) L1d. Nylon filament staple: 341 : 151%
R Polyestes Blament :
k'[m:lorkssa PT Indonesia Tora S nlhems Polyestes filameot and staple Nyloa ‘
| ¥ oy :
| J Nylon filamest filament; 80 : %

Source Nomura Rescarch Institute

The core aim of Teijin’s new business slrategy in synthetic fiber is to be competitive in both fibers
and fabrics. Teijin is working 1o establish its position as a major world player in polyester fiber, and to
provide a basis for steady profit growih in this business, by placing its fiher production, weaving,
dyeing and marketing capabilities in the most appropriate locations.

Expansion of the fiber side of the business had hitherto been Teijin’s main focus, but it has begun to
build weaving and dyeing plants offshore. In 1994, it set up a dyeing venture in China which began
production in 1996. In 1995, it acquired a woven fabric company in Thailand, and now it has two
additional projects underway in China involving fabric and dyeing. It is also expanding its existing
fiber subsidiaries in Indonesia and Thailand to improve its cost competitiveness.

Toray Industries has production bascs in three Asian countries - Indonesia, Thailand and Malaysia -
and is aclive not only in upstream production of thread and yam but i is also in the midstream operations
of weaving and dyging. The central element of Toray’s strategy is that it is assembling completely
integrated offshore production capabitities invelving both upstream and midstream operations. ks
offshore production capabilities arc not only integrated locally in the host country but also linked
together with production capabilities in other countries. The real strength of its global operations is that,
with its various offshore facilities in fiber making, weaving and dyeing, it can assemble the mos!
efficient production combination to meet the demands of the marketplace,

In 1995, Toray Industries created a new irading department inside its Fibers and Textiles Division
which functions as a global headquarters for its worldwide fiber and texlile operations. By coordinating
the decisions on where all products made by the company are shipped, the department is designed to
strengthen the company’s global operations,

Toray plans lo build both downstream and upslream facmlms in China. In 1994, Toray announced it
would invest 50 billion yen jn an integrated fiber and fabric produciion facility in China, as a joint
venture with Sakai Ovex, one of the largest dyeing and finishing companies in the Hokuriku region. In
September 1996, the company officially announced that it would set up fiber production in Nantong
with and intended start-up date of September 1998. Operation of the new produciion facilities in China
wilt be coordinated with what the company is doing in other regions so as to form an integral part of
Toray's global operations.

Furthermore, synthetic fiber producers in Kotea, Taiwan and the other ASEAN producers have also
been busy planning and setting up offshore production facilities in the region. We project that, driven
fargely by China’s growing appetite, Asian demand for polyester fibers will conlinue growing at 10%
per annum, while world demand should grow at 3% per annum. Producers throughout Asia are eyeing
this growth and have ambitious plans to expand their polyester capacity. What is impressive about the
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new plants built by the Korean, Taiwanese and ASRAN producers is their enormous scale. These new
facilitics arc so large that when they come on line they witl completely upset the supply-demand
batance of the local markets,

In selting vp offshore production, Korean or Taiwancse companies rarcly undertake marketing
studies. Their strategy is to get the new plant up and running as quickly as possible in order to go after
the customers of other producess, often wsing discounted prices to gain entry. Japanese plants in
Indonesia and Thailand arc now hard at work trying to fend off the local marketing offensives of new
plants built by Taiwancse and Korean producers,

Some European and American producers are preparing to follow up their ASEAN production bascs
by developing operations in China, India and even Pakistan (Table 12).

Table 12 Major foreign companies setting up synthetic fiber production in Asia

Location [ Indonesia/ 1 Malaysn} Tharland _China | India ’ Pakistan
Teijin {J apan) O O { =
Toray Industries (Japan) O | 0 ; O ;
Du Pont (U.S.) ' | i
Hoechst Celanese (Germany) j i
CICI(U.K) ,
Akso (Netherlands) 1
Allied Signal (U.S.) !
BASF (Germany) : ! , :
Monsanto (ltaly) i T o 1
Rhome-Poulenc (France) - ! '
Hualon (Taiwan) - ' o
Tuntex Distinct (Taiwan) ! ; 0O
Far Eastern Textile (Taiwan) | ; ; !
Sunkyong Industries (Korea) | (@)

Sam Yanp (Korea) | . j l 0

DDOO

oL
O

> b

> O

Notes (O=Already in operation; A= in planmng
Source  Nomura Research Institute, from Japan Chemical Fibers Association and other data.

Led by Japanese firms, Thailand, Indonesia and Japan have been pursuing a sirategy of producing
high quality garmenis and fabrics by integrating the up-, mid- and down-stream sectors. Korea has been
pursuing a combination of the Taiwan type and the Japan, Thailand and Indonesia type strategy.

The texlile and garment industry in ASEAN will be affected by the trade liberalization trend, from
the gradual abolition of quotas through the incorporation of the MFA to the WTO framework, and the
regional liberalization through AFTA. The basic consequence of trade liberalization will be that
production bases will shift to where comparative advantage lies, The effect of the abolition of the MFA
will be felt globally and the effect of AFTA will be more regional, ‘

Looking toward the next century, the single largest phenomenon on the East Asian textlle scene is
the emergence of China as a major producer and market of garment and textile products. Currently,
Taiwanese manufaclurers export a large quantity of polyester fiber products to China, mainly to
Taiwanese investments in the fabric sector in China. The Chinese garment market will become huge,
and China will probably become a net importer of garment and textile products. The potential of the
East Asian garment and textile producers will be determined by how they will be able to position
themselves as exporters to the Chinese market.
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(2) Fplications to Viet Nam’s FDI policy in the fextile and garment industry

Thus, the priorities of Viet Nam’s garment and textile industry are to steengthen linkages with other
ASEAN countries in the medium term and to position itsell to supply the Chinese market in the long
term. In fact, some Japanese investments in ASEAN in the 1990s have been made to increase the
globalization of operations by expanding their production facilities and networks and to establish a
bridgehead to cultivate the Chinese markets through coordination with their garment operations in
China.

The position of Vict Nam's garment and textile industry, which has comparative advantages in the

labor-intensive garment and fabric sectors and has comparative disadvanlages in the capital-intensive
fiber seclor, is as follows:

1) Production of labor-intensive garments and fabrics from countries such as Thailand and Malaysia
will continue to shift to Viet Nam.

2) Production of capital- -intensive fiber will concenlrale in exnsung production bases in Taiwan and
Korea in East Asia as a whole and in Indonesia and Thailand in ASEAN. Whether such
concentration will occur primarily in Bast Asia as a whole or in ASEAN will depend on the
difference in the speed of reduction in internal and external tariffs.

3) MNCs have increasingly pursued regional and global networking slralcgles, am:l how to supply
and integrate China has become a key element of their strategies, including ASEAN sirategies.

4. Scenarios for Upgrading the Vietnamese Textile industry

‘There are basically three scenarios for the ultimate structure of the Vietnamese textile indusiry
around the year 2020.

1) Specialization in the down-stream (garment) sector - the Hong Kong model
Viet Nam concentrates ils resources to become a world-class garment headquarters by upgrading the
existing garment industry through expanding production and improving quality. I accordance with the
development of the domestic fashion market, Viet Nam improves its planning and design functions.

The domestic distribution market expands by becoming more sophisticated, drawing in overseas
fashion information.

2) Volume production of fiber and fabric products - the Taiwan model
The Vietnamese textite industry concentrates on the production of a small number of synthetic fiber
and fabric products by investing heavily in capital intensive fiber production facilities to achieve
volume production. It should be noted that Taiwan has also developed a capable garment industsy with
the entrepreneurial private sector.

3) Quality orientation hy enhancing backward integration to mid- and up-stream sectors - the
Japan, Indonesia and Thailand model
Viet Nam strives for a quality-oriented integrated textile and garment mdus{ry The mtegrated
production process produces qualily products on the strength of the avaitability of differentiated quality
materials. The niechanism to manage low-volume production of a variety of products devetops in the
textile industry as a whole. The result: an increasing division of labor among production processes, the
devetopment of small- and medium sized businesses, specialized production areas with unique products
and strengihened new technology and product developmenl.
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5, Poticy Opticns for the Development of the Texlile and Garment industry in Viet Nam

Since Viet Nam’s domestic market for garment products is limited and Viet Nam’s garment scctor
curcently holds strong comparalive advantages thanks to the cost and qualily of its labor, the textile and
garment industry needs to develop as an export-oricnted mduslty In the increasingly liberal trade
environment of the region, it is probably impossible for Viet Nam to pursuc the Taiwan-style volume
production of synthetic fiber and fabrics discussed in the preceding section. Viet Nam will have to
pursue a devetopment strategy more biased towards the down-siream scctor (han other East Asian
countries have pursued in the past, On the other hand, the purely down-slceam-oriented strategy - Hong
Kong style - does not seem to be practical for Viet Nam, as it requires a much more open and efficicnt
trading system as well as a cerfain degree of wealth accumulation. This means that Viet Nam will have
to pursue the combination of scenarios 2) and 3) preseated in the preceding section.

(1) Policy options for makmg Yiet Nam a fashion center

The garment sector is the basis on which Viet Nam's texlile center will develop by increasing
backward integration. Since it will be difficult to develop the up-stecam sector through infant indusiry
protecuon, strengthening the down-sircam sector is essential. ‘The garment sector has been expanding
by means of subcontracling activities, Thus, the value added ratio of Viet Nam’s textile and gasment
industry remains frustratingly low for the Vietnamese. However, it should be pointed out that the low
value-added ratio itself is not a problem as long as the total added value expands, If Viet Nam refuses
to utilize this poss;blllty, its garment exports will be less than could be attained otherwise. The real
problems may be (1) thal Viet Nam may not be able to achieve its full export polenhal for garments
because of the lack of domestically available cheap qualily materials and that (2) its garment industry
may not be able to generate enough profits because of the lack of managerial expertise. Overcoming
these difficulties will help Vielnamese workers and enterprises accumutate the experience on which
future developments can build.

Al the same lime, it is necessary (o undertake the following measures in order to upgrade Viet Nam's
garment industry and enhance its long-term viability.

1) Development of transportation infrastructure such as upgrading port facilities and speeding up of
custom clearance '

2) Suppert for access to overseas markets

3) Establishment and support of design centers

4) Libcrzilizalion and modernization of domestic distribution sysltem, sfate enterprise reform,
liberalization of private sector activities '

5) Development of entrepreneurial and modern enterprises with the planning, designing and
markeling functions

6) Development of modern system of sourcing the best materials regionally and globally

In order fo cultivate the Japanese apparel market, Viet Nam needs to improve its transportation
infrastructure, as the Japanese market fequires very quick responses to changing market trends.
Currently, it takes about a month to ship materials from Japan to Viet Nam, about a week or two for
customs clearance, about fwo months for garment production and about three weeks for shipment from
Viet Nam to Japan. The organization capabitities (both inside the firm and also with outside suppliers)
are key 1o establishing a quick response system. Moreover, the maintenance of product quality is a vital
factor in cultivaling the Japanese market. Technology transfer through confract manufacturing
arrangements or FDIs is beneficial.
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VINATEX is said to have cstablished a fashion institute for improving design capabilities. These
measures will have to be taken with a long term perspective because design capability tends to develop
as the income leve! of the poputation rises. It is said that Thailand started to promote original designs
six to seven years ago, but real momentum came only recently with the establishment of a state Textile
Institute.

Original design capab;luy usually develops within the context of the apparel manufaclurers’
interaction with the domestic market. Thercfore, the development of domestic distribution channels
with active participation from the private sector is crucial. One way to develop the domestic
distribution channels is to permit foreign enterprises to market directly in the domestic market, Another
is to promote private enterprises in the wholesale and retail areas.

Moreover, it will be particularly beneficial for Viet Nam’s garment industry to be able {o procure
high-grade materials in order to produce quality products in a timely fashion. In addition to promoting
domestic trading firms in the ong-run, it would be beneficial to offer a good working environment for
foreign trading houses, telailers and manufactures which are developing such functions.

(3) Strengthening linkages between up-stream, mid-stream and down-stream sectors

As slated previously, the basic approach to enhancing linkages in the garment and textile industeies
is backward integration from the down-stream sector 1o the mid-stream sector and then to the up-siream
sector. We understand that Viet Narn’s policy makers aim to increase the domestic supply of fabrics to
the garment sector and expand fabric exports rapidly. However, the expansion of the fabric and fiber
sectors generally occurs as a result of the expansion of garment production. The driving force of these
inter-linkages is demand from downsiream sectors. In East Asian countries such as Thailand and
Indonesia, the fabric and fiber sectors developed initially with infant industry protection, as the capitat-
intensive upstream (fiber) sector is characterized by economies of scale. However, this type of policy
has become more difficult to implement because of global and regional trade liberalization.

1) Backward integration

It is possible to increase the integration of the Vietnamese garment and textile industry by
developing the relatively labor-intensive fabric sector based on the Jarge demand from the most labor-
intensive garment sector and then finally moving to the capilal-intensive fiber sector. For example, one
Japanese textile maker thinks it may transfer production of its garment, then fabrics and finally fibers
from Thailand to Viet Nam. It is necessary to develop the garment sector by utilizing subcontracting
arrangements, FDIs and the private sector so that the sector will generate enough demand for fabrics
and fibers. Moreover, the market for textile products needs to be developed so that new entrants will be

able to achieve enough sales for volume production as quickly as possible, particularly if infant
industry pretection is not possible.

2) Temporary protection of up-stream investments if allowed
Although backward integration based on the demand of more down-stream sectors should be the
guiding principle in Viet Nam, it may become necessary to raise protective tariffs if Viet Nam decides
to develop the capital-intensive fiber industry by inviting inward FDI for a limited initial period. There

is a possibility that such a strategy would not be feasible because of Viet Nam’s commitment to AFTA
and other international trade regimes.

3) Utilization of FDI
As Viel Nam is in a very weak position in a dynamically changing and highly competilive East
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Asian textile and garment industry - except in the garment sector - the future development of the
industry in Viet Nam will depend on how effectively it can ateact FDE,

It is reported (hat subcontracting to foreign firms in the garment sector will not be altowed afler the
year 2000, We believe that this would be a risky strategy and that subcontracling should be allowed for
both domestic and foreign firms, As we stated before, the expansion of the garment sector shoutd be
the foundation for upgrading the entire textile and garment industry through backward integration. It
would be dangerous to take measurcs to decrease incentives for foreign investment in this sector,
Foreign firms have the option of investing in other countries if the investment environment of Viet
Nam deteriorates, In other countrics, subcontracting was a staiting base for training workers and
technology teansfer to domestic suppliers. .

~ As the supply of low-wage, diligent, and skillful workers is a strong incentive for retocation not only
of garment production but also of fabric production, both types of investment should be encouraged as
they will boost exporls and also enhance linkages between the down-stream and mid-stream sectors.

Investments in capital-intensive fiber production are difficult at this stage, and should be pursued
from & long-term perspective. As mentioncd before, tariff protection will probably be required for a
timited period to atiract investments in such capital-intensive projects. For example, Indonesia
provided a Japanese investment in synthetic fiber production with protection by raising the import tariff
to nearly 50% for the inilial period. ‘ ,

However, it should be recognized that such tariff protection from ASEAN competitors will become
impossible according to CEPT rules under AFTA. Current tasiff rates for synthetic fibers are already
low and they will have to be reduced to less than 5% by January 1, 2006. By joining AFTA, Viet Nam
has effectively abandoned the option of raising import duties to AFTA members for infant industry
protection in the future.

In order to attract FDI in the lextile and garment industry, in addition to various incentives, both
physical and regulatory infrastruciure should be well developed. Incentives to be offered should be
more compelilive than those offered by the Chinese governntent. Problems often cited by Japanese
companies with regard to investing in Viet Nam are high land prices and the weak legal infrasteucture.
The development of physical infrastructure such as industrial parks and export processing zones should
be pursued with the development of concentrated areas for the textile industry. In addition tlo HCMC
and Hanoi, centra! Viet Nam may be a candidate because of ils existing lransportation infrastructure
and quality labor supply.

4) Technology iransfer and human resource development

Apart from modernization of equipment, the key to upgrading the Vietnamese garmeal and textile
industry is technology transfer to domestic enterprises and human resource development. Technology
transfer is most effectively done by foreign enterprises bul alsa by individual foreign engineers. In
Bandung, Indonesia, Indonesian firms in the mid-stream fabric sector are said to employ 400 to 500
retired Japanese engineers from the Hokuriku district in Japan. 1t is necessary to increase training in
state institations. The Vietnamese government should probably ask for official aid in this area from
foreign countries.

Since foreign enterprises will offer training only if they are provided with incentives, the Viet Nam
government should devise measures io provide such incentives. One way might be to purchase sets of
currently used factory equipment together with the transfer of operation technologies from foreign
producers, ¢.g., Japanese firms, which have lost competiliveness in fabric production and may be eager
1o sell equipment to restructure their operations. The equipment may not be brand new but perfectly
operative. Moreover, those firms may be willing to transfer technology to obtain cash flow from
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equipment sales for their diversification strategies.

Since foreign cnterprises are most interested in establishing export capability to supply the Chinese
markel, the government should tailor its strategies to satisfy such desires by providing incentives and
increasing industrial linkages in return for technical assistance.

6. Step-by-step Development Scenario of the Vietnamese Garment and Textile
Indusiry

As we argucd before, we envision essentially a gradual integration of the Vietnamese textile and
garment industry backward from the downstrcam sector (o the midstream sector and then to the
upstrcam sector. The main driving force of such development will most probably be FDI. Therefore,
Viet Nam should offer a favorable eavirorment for such investments. As Viet Nam needs to take a
development path more biased towards the down-stream sector than the path pursued by other East
Asian counlrics in the past, it is necessary to upgrade the garment sector. In this respeci, design and
marketing capabilitics should be developed thiough the activation of domestic distribulion channels. A
rough scenario for such step-by-step development is shown below (Table 13).

Moreover, it may be advisable, at least in the initial stage before the local supply of synthetic fibers
and fabrics becomes available, to encourage the Japanese MNCs to enhance their intra-ASEAN
industrial linkages between garment production in Viet Nam and fabric and fiber production in
Thailand and Indoncsia, in order (o complement the lack of tocal supplies.

As state enterprises in the midstream and upsiream sectors tack international competitiveness, they
should be consolidated into a limited number of promising enterprises, which should be modernized.
Their obsolete machinery shoutd be replaced, but more importantly, their marketing and management
will have to be strenglhencd with the help of foreign enterprises. In terms of cost ‘efficiency,
modernization of machinery may be achicved through the purchase of used machinery with technology
transfer rather than purchasing cxpensive new machines. Foreign aid - in the form of sending
specialists in factory management and dyeing at the time of purchase of such equipment, and sewage
and other environment protecting investment when developing industrial parks - may be useful.

Table 13 Step-by-step devé!op‘ment scenario for the Vietnamese textile and garment industry

Step . Gamemt . Textile .
i Attracting FDIs iModcmiza!ion of equipment
1997-2000 Human resource development for | Attraciing FDIs in fabric sector
;faclo;y operation !Human resource development for
' Active use of subcontracting - !factory opcration

Facititating private scclor participation Management reform of STEs
i .. ... _Developmentof distributionchannels
:Further expansion of suboontracting| Attracting investments mainly in fabric
2000-2005 iHuman resovree developraent for - isaclo: and some in fiber sector
“designing and marketing iI*‘acililaling privaie scelor
Expansion of non-subcontracting
production !
i ... Funtherdevelopment of distribution channels
{Human resource development for IAtlrac!ing investments in the fiber
2005-2010 :designing and marketing isector
' Facilitating corporzte linkages among vp-, mid-, downstream sectors
Integration of domestic and export markets

1
1

Source Noemura Research Institute
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Developing Leading Export Industries
—The Ship Repair Industry (The Shipbuilding Industry) —
To be Developed Into a New Export Industry

Toyomitsu Tamao
Nomura Research Institute, Lid.

Seiki Teshiba

Nomura Research Institute, Ltd.

1. Asia’s Ship Repair Industry Exploring New Industry Structure

(1} Strongly Reglonal Nature of Ocean-Going Ship Repair Industry

Since the 1960s, the cartel-like “altiance” in the maritime shipping induslry that set freight charges
for each route has been dismantled under the initiative of the United States. As a result, the maritime
shipping industry today is a highly competilive market, in which “maritime transporlation scrvice,
which is now a globdlly uniform international commodity” is offered. Profits at maritime shipping
companies are under severe pressure, and these companies’ management gives top priorily on securing
cost competitiveness. It follows that shipbuilders and ship repair firms that serve these companies must
also be very cost competitive in order 1o win orders. ‘ :

Maritime shipping companies place the order for a new vessel with any shipbuilder around the world
based on a comprehensive examination of prices, technologies, delivery dates, and so on. Mecanwhile,
in choosing a firm for ship repairs, they select a shipyard based on such factors as whether the vessel
could be broughl to the dock in a minimum _humber of days, the number of days required for repairs, as
well as prices and technologies. One can, therefore, say that the ship repair industry, although it is
internalional, has a very strong regional nature.

(2) Competitiveness Depends on Location and Labor Cosls

Factors that determine competitiveness in the world’s ship repair industry are: a) location: b) repair
costs; c) reliability; and d) technological capability. :

Although the above-mentioned four factors are alt at work in determining the competitiveness of a
ship repair yard, the most important among them is location. Shipping companies repair their ships at a
yard, where it would take the least number of days, hence the least costs, to bring the ships to it. In the
case of large tankers, the cost of operating a ship amounts to as much as $86,000 (as of July 1997) per
day. Therefore, the best locations to repair these tankers are Singapore and Portugal, which are close to
their regular routes, and the Middle East, where they load oil.

By contrast, bulk carriers are often repaired in Japan or South Korea, the countries which import
large volumes of iron ore and coal. In Asia, freighters and container ships are brought to docks in
Singapore, Hong Kong, South Korea or Japan, where much of their cargo originates or is destined to.
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According to the world’s ship repair industey data, on average the cost breakdown is as follows:
65% for labor costs, 15% for steel products, 10% for paints and 10% for engines, navigation equipment,
and loading and vnloading equipment. Accounting for as much as 65%, labor costs have the greatest
impact on the competitiveness of a shipyard. Because it is very difficult to automate ship repair work,
locations where labor costs are low should continue to hold advantage in the future as well. Table 1
shows an intcrnationat comparison of production costs and cosis of stee! products.

Table t International comparison of cost relating to ship repair

Country or Region Cost relating to Labor Machining Cost
US$/Hour USS$/Hour
China 12.0 2.50
Croatia 15.5 3.80
Middle Fast 16.0 4.50
Indonesia 16.5 4.20
Poland 21.0 3.50
Turkey 24.5 2.50
Singapore 250 5.00
UK 255 6.00
US.A. 28.0 12.00
The Meditersanean 300 5.50
Korea 375 - 3.50
North Furope 515 10.00
Scandinavia 51.5 10.00
Japan 60.0 5.50

Source  Lloyd's Shipping Economist

“Delivery time” and “quality of the service” determine reliability. Assuming that the level of
reliability Japan holds is 100, Singapore’s reliability is 80, and South Korea’s and the Middle East’s at
70, This assessment seems to represent the industry consensus, :

The impact of technological capability has somewhat weakened in recent years, as the quality of
newly built ships has improved dramatically. However for such vessels are automobile carriers and
LNG ships, whose designs are complicated, Japan and Europe are still very competitive.

{3) “Singapore”: Asia’s Ship Repair Capital

In Asta, Singapore has the best location. The country’s ship rcpalr business has its origin in the
British Royal Navy bases. The industry has been developed steadily as a major industry of Singapore
since the nation declared independence in 1960. At present, approximately 35 companies of various
sizes are engaged in this business. In 1995, the ship tepair industry in Singapore eamned some US$1.1
billion in hard currencies. This is equivalent to almost 2% of GDP. In the same year, the mdustry
employed about 20,000 people, or ‘approximately 1.7% of the total labor force.

Because Singapore has chronic deficits in its trade balance, the ship repair industry is vita! for the
nation, as it earns a steady flow of foreign currencies. In the mid-1960s, when the nation had just
started to follow the path of independence, ship repairs accounted for as much as 15% of GDP and
employed 12% of total labor force. As the unemployment cate in those years was as high as 10%, one
can see how important the ship repair industry was for the nation.

Drawn by its favorable location, and partly in response to great efforts on the part of the government
of Singapore to bring the industry to the nation, Japanese shipbuilders at around the mid-1960s began
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to build “repair centers” in Singapore to repair the vessels they had built in Japan (Table 2).

Table 2 Tie-up between Japanese and Singapore Companies

Japanzse Company Year Singapore Company Relation
in Singapore
Mitsubishi Heavy Industry 1968 Keppel Business Tie-up
Ishikawajima - Harima 1965 Jurong Shipyard Minority Equity Holder
Scmbawang Joint Qwner of Jurong Shipyard
Hitachi Zosen 1970 Hitachi Zosen Singapore T0% of Fquity Owned

Souree  Nomura Research Institute

(4} Increasing Locations of Ship Repair Centers

In order to upgrade its industrial structure, the government of Singapore shifted its policy in 1994 to
bring all existing docks lo a few locations. Although the government’s aim is not to shut down
companies, a decline in ship repair capacity is inevitable,

The consensus among the industry people in Singapore is that repair capacity will decline by more
than 20% from the recent peak of 3,400 vessels (34 million DWT) reached in 1991 to the level of 2,500
vessels {25 million DWT), cutting the capacity by one quarter (Chart 1}.

Chart 1 Resent trend in Singapore’s ship repairing and shipbuilding

Million Singapore $
2500

2000

1500 Shiprepair

1000

500 Shipbuilding

86 &7 83 8 9% 9 9 98 9 95 5 9

Source Nomura Singapore
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The industry is countering this policy by creating joint ventures or forming business tic-ups with
firms in the ncighboring countrics, so that work with low unit prices can be assigned to them. The
policy change by the government of Singapore is thus having major impact on the ship repair
businesscs in the neighboring covntries,

Japanese shipbuilders who had established bases in Singapore early on can stitl use the country as a
repair center by giving priority to repair work on the ships they have built. By contrast, South Korean
shipbuilders do not have bridgehcads in Singapore. However, Hyundai Heavy Industries Co., 14d., a
lcading shipbuilder in South Korea, noticed the advantages of Danang in Central Vict Nam and has
established its operations there, As indicated in Table 3, there is a possibility that among the late

comers to ASEAN, Viet Nam’s maximum capacity for ship repairs could become overwhelmingly
targe.

Table 3 Ship repair yards in Asia

Dock Size Maximum
Countries Companies (Length X Width) Capacily
) (1,000 DWT)
Korea Daewoo (Koje-Do) 350480 350
Pusan Dockyard 302X 50 150
Hyundai (Ulsan) 300X 65 280
380X 65 300
380X65 400
Taiwan CSBC (Kaohsiung) 950X 92 1000
Pan United 18643 45
STSE 18540 40
240°X52 70
Singapote Keppel 350X 66 360
380X 80 400
Jurong 380X 80 . 400
350X 56 300
Pan United 189X 43 45
STSE 185X40 40
240X 52 70
Hitachi Zosen Singapore 350X60 300
300X 60 : 170
Sembawang 384X 64 400
Malaysia MSE 188X34 0
385X 80 400
‘The Philippincs Keppel 200X 38 ‘ 40
Indonesia Otto 145X40 30
104 X22 13
Sembawang 230 X35 70
Thailand Unithai 282X47 140
Viel Nam Hyundai-Vinashin Joint Venture 30065 (Plan) 230
{ Operation starts by the end of '98)

Source  Nomura Rzsearch Institute
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2. The Present Siatus of and Priorities for Viet Nam's Shipbuilding and Repair Industry

(1) Shipbuilding and Ship Repair Still a Local Indusiry

In Viet Nam, there have been shipbuilders and ship repair companies which have formed an
indigenous industry. The goverament has built docks at many locations across the country so that there
would be a national network, However, the industry came under strong pressure between 1988 and
1992, when the government followed the Doi Moi policy. Because funds to invest in the maritime
sector were severely restricted, the construction of new ships dectined dramatically. Many docks were
forced to shift their operations to ship repair, intensifying competition in this sector. Although the
shipbuilders have entered into such new sectors as steel fabricating, there was nol enough work (o
offset the decline in the construction of new ships. They are now suffering an extremely low operaling
rate of 30%.

Most companies in this sector are government-run and there are only a few privately-run companies,
The breakdown is as follows: '

Government-run enterprises number 44. These can be further broken dowan into 22 which are
controlled by the central government (13 by the Ministry of Transport, seven by the Ministry of
National Defense, and two by the Ministry of Fishery). In addition, there are 22 companies controlled
by local People’s Commitlees and four which are joint ventures between state-run companies and
foreign companies {two are joint ventures with a company contcolled by the Ministry of Transport, and
one with a company controtled by the Ministry of National Defense, and one with a firm conteolled by
the Fishery Ministry}.

The shipbuilding and repair sector employs a total of 17,000 people, of which 2,000 are engineers.

In Jine with the government policy, Viet Nam Ship Industry Corporatign (VINASHIN) was created
in January 1996, This is a large group with 11,235 employees, of which 1,400 are either engineers or
other college graduates.

VINASH!N s capacily for building new ships is up to 50{)0 DWT for ocean-gomg vessels For
ocean-going ships, the group is capable of repairing ships up to 15,000 DWT, The group is capable of
execuling repair work that meets standards set by Russia, Japan and Britain. At present, however,
overseas customers of repair work are limited to Russian, Japanese, British and German shipping
companies that carry goods to or from Viet Nam.

Even among docks controlled by VINASHIN, only three are equipped with foreign equipment and
machinery. They are: :

1) Ha Long Shipyard (Built by Poland equlpment is extremely old and decrepil.)

2) Bach Dang Shipyard (Built 30 -years ago by the Chinese. Fquipment is extremely old and

decrepit.)

3) Pha Rung Shipyard (Built by Finland. This is the only shipyard in Viel Nam (e meet international

standards.)

Qverall, Viet Nam’s shipyards are far behind their overseas counterparts in terms of both equipment
and technology.

(2) Multitude of Problems for Viet Nam’s Ship Repair Industry

As the government of Viet Nam admits, the nation’s ship repair industry faces the following
problems:

1) The shortage of funds to update equipment

2) Failure to cultivate overseas markets. A lack of information for developing overseas markets

3) Failure to make aggressive efforts to develop new products based on welding technology.
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4) Lack of infrastructure necessary for the development of this industey

3) Poor locations of cxisting docks. Most docks are located along rivers, therefore, water is only
about 10 meters deep at the most. These docks are not suitablg for bringing for sepair large ocean-
going vessels owned by forcign ship owners. Consequently, they cannot earn forcign currencies.

3. Necessary Measures to Develop the Ship Repair Industry into a Hard Currency-
Earning Industry

{1) Key Lies in Using Good Locations in Centrat Viet Nam
It has already been pointed out that the shift in the policy of Singapore will result in local firms

giving up works with low unit prices to the neighboring countries. Tankers carry very low repair price
per ton.

Table 4 Average revenue and unit price of ship repair of Japan in '95

Type of Ship No. of Ships Repaired  Average Tonnage per Ship  Averzge Revenue per Ship  Unit Price

Ton Million Yen Yen/ton
Cargo Ship 2,136 2,063 18.6 9,013
Container Ship 284 36,736 68.5 1,863
0Oil Tanker 525 48,119 53.2 1,105

Source  Shipbuilders” Association of Japan

A great majority of large tankers running via Singapore are carrying crude oil from the Middle East
to Japan, South Korea, or Taiwan. The inside of the tanks on these tankers must be washed before the
vessels are repaired. It takes five'to six days to do this work in the case of large tankers. As it takes six
to eight days for these tankers to travel to Central Viet Nam after unloading their cargo in Japan or
South Korea, their 1anks could be cleaned while the ship is in fransit.

After the vessel is in the dock, the inside of the tanks must be reinforced and painted. As it takes
about one week for the paint to dry while it takes 12 t o 14 days for the ship 1o trave] from Central Viet
Nam to the Middle East 1o get their cargo, the inside of the tanks should be completely dry by the time
crude oil is loaded in the Middle East. This means ship owiers can put these Jarge tankers that cost
$80,000 per day (as of July 1997) to operate in the dock for a minimum number of days. Based on the
number of days required for large crude oil carriers to travel between the Middle East and the Far East,
Central Viel Nam is almost as favorable as Singapore in terms of its tocation.

Moreover, there is a bay in Central Viet Nam, where water dépth is 15 meters. At this depth large
tankers in the 250,000-270,000 DWT class can enter the bay. This fact is very significant, Major
international petroleum companies have begun to outsource crude oil shipping to independent shipping
companies in a move designed to save costs. Because conventional ULCCs of 320,000 DWT or more
can enter only a limited number of porls, independent shipping companies will try to maintain high
operaling rates by using tankers that are 250,000-270,000 DWT at the maximum. The impact of this
trend on the ship repair industry should also be taken into consideration.

Central Viet Nam is also close to one of the great-circle routes in the world. It is enly about 300
kilometers from the great-circle route that connects Singapore with Hong Kong, Taiwan, Shanghai,
South Korea and Japan. By contrast, the Pori of Manila is approximately 1,200 kitometers off this
route.

It has already heen pointed oul that labor cost accounts for 65 percent of the costs of ship repair. As
of the end of 1996, the Yabor cost of workers in the shipbuilding and ship repair industry in Viet Nam
was US$100-130 per month. Even after taking into consideration the gap in labor productivity, this is
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very low compared with (he average cost of US$1,000 per month for workers in Singapore.

{2} Joint Venture with Iyundai Heavy Industries an Acid Test

As it is necessary to use foreign capilal o restructure an industry with very weak foundation, the
ship repair industry also needs the introduction of foreign capital. Among possible forcign pattness,
South Korcan shipbuilders and ship repair companies in Singapore are especially to be sought after.

As il was mentioned carlier, South Korean shipbuilders have not yet eslablished foreign repair
centers. For South Korea, which is wilnessing very strong upward pressure on labor costs and is facing
severe competition from China in the building of smaller vessels, the only way to maintain ils position
as one of the world’s major shipbuilding nation is to increase its non-price competitiveness. Therefore,
establishing off shore repair centers is essential for the countey. ¥t is thought that Centeal Viet Nam is
onc of the best locations for South Korcan shipbuilders. However, bringing in Hyundai Heavy
Industries along, though it is the world's largest shipbuilder, will not be sufficient. The government of
Viet Nam must try to bring in other companies more aggressively.

It is also important to bring in independent (meaning not affiliated with specific shipbuilders) ship
repair companies in Singapore to Vict Nam. Because of small labor force in Singapore, ship repair
companies in that country are saddled with the problem of securing welders, painters, and other
workers who actually work in the dock. At present, they are solving this problem by importing workers
from such countries as Indonesia, India, Sri Lanka, and the Phitippines under two- or three-year
contracts. In the longer term, however, theee is no guarantee that they will be able to continue to import
taborers on a steady basis from these countries. There are other problems, such as managing workers
with diverse rehglous and cultural backgrounds.

Viet Nam has an advantage in that it has an ample supply of labor and that labor management is
relatively trouble-free because of the homogenous composition of its people. As a consequence, Viel
Nam will become an increasingly atiractive place for the ship repairers in Singapore. In addition,
because independent ship repairers in Singapore have as their clieats many smaller ship owners who
are especially sensitive to costs, they have strong desire to move into the areas where they can establish
cost competitiveness. :

Our survey results, however, indicate that businesses in Singapore are not quite certain about the
country risk of Viet Nam, a fact which is keeping these companies out of Viet Nam. They are still
1aking a wait -and-see stance and are watching how Hyundai will fare in Vic( Nam.

In order (o bring in other South Korean shipbuilders and also companies in Singapore (o establish a
major ship repairs center in Asia in Central Viet Nam, the country must successfully carry out the
Hyundai project no matter what it takes to do so.

{3) A Rough Estimate of Demand for Ship Repairs (A Feasibility Analysis)

We would now like to estimate demand in case Viet Nam enters the ship repairs market. In the
definitions in the maritime shipping industry, VLCCs refer 1o Jarge tankers of 160,000 DWT or larger,
and ULCCs to those 320,000 DWT or larger. A consensus among industry experts is that over the next
ten years, 700 to 750 VLCCs will be dismantled, while around 1,200 vessels of this type will be built.
The reasons that the number of ships to be built is larger than those to be dismantted are two-fold. First,
as the consumption of crude oil increases, there will be an increase in the volume of crude oil to be
transporied to consumer countries. Second, demand for ULCCs of 320,000 DWT or larger will
disappear.

As discussed earlier, most of ULCCs of 320,000 DWT or larger are operated primarily by
international oil majors. These companies are increasingly outsourcing transportation of crude oil in
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order to reduce shipping costs. Because ULCCs can enter only a Himited number of ports, independent
shipping companics shun them. The tankers that are 250,000-270,000 DWT have few restrictions on
port enlrics, and arc expected to become the most common type of tankers in the future.

Based on this forecast, it is estimated that the number of large tankers will increase by 31% from
1,450 at the end of 1995 to 1,900 ten years from now. Sixly-five percent of world’s large tankers now
operale between the Middle Fast and the Far Bast. This percentage is not expected to change sharply.
Although theré are no accurate data, experts in the shipping industry say that approximately 8-9% of
ships operating in the world are repaired each year. In 1995, 80 large tankers were repaired in Asia, 60
of them in Singapore. By 2005, approximately 110 large tankers are expected to be repaired in Asia,
but Singapore will not be able to handle more than around 60 of them because of the capacily cutback.
This means S0 large tankers will have to be repaired elsewhere. Therefore, we can say the condilions
are rapidly ripening for the Viel Nam to enter the large tanker repair market,

Economic effccts of a large number of docks (o be built in Central Viet Nam are as follows:

Hyundai Heavy Industries, which has already decided to start operations in Viet Nam, plans to repair
91 tankers and build three new vessels in 2003, with total sales of US$110 million. This should create
around 4,800 jobs.

Assuming that two other companies starl operations in Viet Nam at roughly the same scale as
Hyundai’s and start operations in earnest in 2005, we can cxpected approximately 300-350 farge
tankers to be repaired with total anaual sales of the entire industry amounting to approximately US$300
million. These companies will employ about 15,000 persons among them.

It is estimated that by 2005, South Korean shipbuilders will have delivered a comulative total of
3,500 occan-going vessels. This means 300 vessels, or 8-9% of ships built in South Korea, will need
repairs every year. Assuming that South Korean joint ventures in Viet Mam handle 70% of them, or
about 210 vessels, it is not impossible for Vieinamese companies s expect 1o win orders to repair the
remaining 90-140 vessels on the strength of their strong cost compelitiveness.

4, Policy Options for the Development of Ship Repairs (Shipbuilding) Industry

(1) Basic Concept for Policy Formulation
The government of Viet Nam plans to creale shipbuilding and repair centers in lhe northern, central,
and southern paris of Viet Nam by the year 2000. Spccnfically, it aims at building the following:
a) North:  Shipbuilding: Vessels of up to 25,000 DWT

Repairs: Vessels of up to S0,000 DWT

b} Center: Shipbuilding:  Vessels of up to 80,000-100,000 DWT
Repairs: Vessels of up to 300,000 DWT

¢) South:  Shipbuilding: Vessels of up to 50,0600 DWT
Repairs: Vessels of up to 200,000 DWT

However, as discussed earlier, when we examine this concept in light of the plan to develop the ship
repairs (shipbuilding) industry into an export industry, some reconsideration is desired for the
following reasons: It might not be able to meet the conditions for international competition; It is
questionable whether this will be an el ficient use of the aation’s limited economic resources (it might
lead to investing in facilities that are not mtemauonal]y competitive.)

The domestic shlppmg industry provides regular customers for the nation’s shipbuilding and repair
industry. As Viet Nam has a long coastling, it can sationalize domestic physical distribution by building
more ships plying the coastal routes. For transportation into the inland regions, using the rivers for
transportation to these areas is sometimes more ¢conomical than building roads in terms of the time
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required for construction and transportation costs. 1t would be more reasonable to leave the building
and repairs of smaller ships used for these purposes to exisling docks.

The government of Viet Nam is adviscd to consider in carncst measures to develop maritime
shipping using Victnamese vessels in the Asian region, where the volume of cargo is increasing sha rply,
as well as developing coastal shipping. Because of the dismantling of the “alliance,” there are no
barriers to entry in terms of regulations, By crealing a maritime shipping indusiry using domestic
vessels, Viet Nam can save hard currencies used to pay for transportation of imports and exports. It will
also be able to carn hard currencies by entering into routes between two foreign destinations.

The government of Viet Nam is advised to consider central Viet Nam around Danang as a
shipbuilding and rcpair center. In the ncar term, South Korean shipbuilders will use this center,
followed by smaller independent companies in Singapore. :

The basic condilion for the creation of successful joint ventures is to create an cnvironment where
businesses can make profits. At least the following conditions must be met for this purpose.

1) Streamlining customs clearance procedures for imported raw materials is essential in order to

shorten the time required for repair work.

2) In order to reduce the space for and costs of storage of imported materials, as well as to reduce

the interest burden on inventories, the government should build bonded warchouses.

3) The government should authorize inspection by inspectors of the countries designated by the ship

OWRET.

4) 1t should guarantec overscas remittance of profits, which is a condilion of entries demanded by

foreign companies.

In addition, in order to train dock workers, it is desired that the government of Viet Nam will
establish traiting schools for shipbuilding skills as soon as possible. it will also be helpful to introduce
the qualification system for skilled workers that meets international standards, such as obtaining Lloyd
gualification for welders. :

in the longer term, full-scale tavnching of the building of ocean-going ships as an export industry
should come into sight. Experiences of Japan and South Korea demonstrate that a precondition for
faunching the shipbuilding industry is that steel products (thick plates), which account for slightly more
than a quarter of materials costs (see Table 5), can be produced domestically.

Table5 Cost structure of a new ship

Major tem : %

Materials 652
Steel 17
Engine ' 11
Navigation & Loading Equipment, & Others 34

Wages and Salaries 30

Other Expense 8

Source Nomura Research Institute

A sight liming for this to happen will be in or around 2010, when Viet Nam is expecled to begin
blast furnace steel making, as discussed in the paper dealing with the steel industry. Japanese and South
Korean experiences demonstrate that al its peak, shipbuilding industry accounted for as much as 10-15
percent of total steel consumption in these countries. Because steel products for the shipbuilding
industry call for production of standardized items in large volumes, their mass-production effect on the
steel industry will be greater than suggested by their share of consumption, and will provide strong
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underpinnings lo the steel indusiry.

Because {his paper has discussed primarily the ship repair industry, detailed discussion on the
shipbuilding industey is not included. The present condition of and outlook for the civiropment
surrounding the shipbuilding industry arc discussed in the Supplement,

(2) Policy Options for Development in Stages

Vict Nam can very well aim at development in stages of the ship repair industry as an expost
jndustry and, as its extension, the shipbuilding industry. At each stage, the following policy planning
and execution are called for.

1) Establish the foundation for developing the ship repair industry into an export industry
( Preseat -2005).

By aggressively using foreign capital, mainly from South Korea and Singapore, develop Central Viet
Nam as the second largest ship repair center in Asia after Singapore by taking advanlage of structural
changes in the induslry in Asia and favorable location of Viet Nam. For this purpose, the government
should adopt a firm policy and promote it. As a major change in the nations” shares in the world’s
shipbuilding industry is expected to take place, Viet Nam should also prepare for entry into the
shipbuilding market. Other options are to implement the measures to promote coastal shipping and the
enlry inlo the ocean-going shipping market.

The following concrete measures are required to implement this policy:

1) Write “A Masler Plan for the Comprehensive Development of Viet Nam’s (Coastal and Ocean-

Going) Shipping Industry and Shipbuilding Industry” (a provisional title), which will be a plan for

the long-term, overall  development of these industries. Increase ‘the transparency of the

government poticy to build national consensus and to induce foreign capital to come to Viet Nam.

2) Extend preferential measures to foreign companies that are willing to invest in Viet Nam’s ship

repair industry. (These should include acceptance of inspectors designaled by ship owners,

streamlining of customs clearance procedures for raw material imports, the construction of bonded
warehouses, and liberalization of remittance of profits.)

3) Write plans for domestic production of marine equipment and promote the importation of related

technologies to encourage growth of domestic capital, centering on VINASHIN. -

4) Reinforce the marine engineering and mechanical engineering departments at universities and

strengthen training of engineers and skilled workers. Also, create a program to send trainees o

Singapore and South Korea to acquire skills, and create a training center for shipbuilding and related

technologies at Danang. It is also advised to create a skills qualification program that meeis

international standards to upgrade the skills of workers.

2) Develop the ship repair industry and also prepare for entry into the shipbuilding market
(new vessels) (2006-2010). _
During (his period, the ship repair industry, funded mainly by foreign capital, is to be launched in
earnest. A policy option for this period is to make an aclive commitment for the promotion of ocean-
going shipping. As groundwork for domestic production of steel, the most important material for the

shipbuilding industry, will be laid, the country should begin in earnest preparations for the entry into
the shipbuilding market,

Concrete measures required in this peﬁod are as follows:
1) Aggressively bring in foreign capital into the shipbuilding industry (new vessels).
2) In order to promote technological development on a continving basis, integrate the existing
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related research centers into “The Development Center for Shipbuilding Technologies” (a
provisional title).

3) Begin in carncst to promote the (ocean-going) shipping industey as an option.

4) Adopt a policy to manufacture in Vict Nam marine machinery and cquipment starling with those
requiring simple technologies and go on to those which require jncreasingly difficult and advanced
technologics as part of measures to strengthen the VINASHIN group. Start with the production of
relatively simple products, such as loading and unloading machincry, ladders, gangways, and
anchors, which require low technologics, and advance into licensing technologics for major
equipment, such as engines and decelerators.

3) Lay foundations for the development of the shipbuilding industry (new vessels) into an
export industry, foltowed by the full-scale launching of this industry (2010-2620}.

Once domeslic production of steet products is on a firm path, Viet Nam can move from laying the
groundwork for the development of the shipbuilding industry into an export industry to a full-fledged
launching of this induslry. At the end of this period, a major change in the nations” shares in the
world’s shipbuilding markel is expected to stant, Viet Nam could begin to attain a critical mass in
shipbuilding by this time. _

Concrele measures required in this period are as follows:

1) Strengthen the linkage between the ocean-going shipping industry and the shipbuilding industry

(ocean-going vessels).

2) Promole export of loading and unloading equipment, ladders, gangways, etc., and promote

domestic production of key machinery and equipment installed in vessels.
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Supplement

The Present Condition of and Outlook for the Environment Surrounding
the Shipbuilding Industry (New Vessels)

1. Trends in International Competition in the Shipbuitding Industry

The shipbuilding industry deals with a global market, where the entirc world constitutes a single
market, Companics that have lost international competitiveness cannot survive for long. At present,
major competition is among Japan, South Korea, and Europe. In 1996, in terms of the volume of ships
built, Japan’s market shares was 39 percent, followed by South Korea, 28 percent, and Western Furope,
17 percent. Asia is a major presence in this market, and the combined share of Asia, including China (4
percent) and Taiwan {3 percent) in addition to Japan and South Korea, amounts to 74 percent (Chart S-

1).

Chart 8-1 Asian countries’ major share in shipbuilding
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Notes Share is the year of 1956
Source Lloyd's Stalistics

Fapan replaced Britain as the world top shipbuilder in terms of the volume of ships built in 1956 and
has maintained this position for 41 years, although South Korea was the world’s top order getter in
1693. South Korea entered the shipbuilding market in earnest in the latter half of the 1970s and grew
rapidly during the first half of the 1980s thanks to its low wages. The couniry’s share stagnated in the
second half of the 1980s due to the appreciation of the won and frequent labor strife. However, as the
nalion’s capacity was increased dramatically between 1994 and 1996, its share in terms of ships built
has increased to around 30 percent. China’s presence in the shipbuilding industry is increasing year
after year. Today, it is solidifying its position as the third largest shipbuilder in the world along with
Germany. lts market shate in terms of ships built stands at 4-5 percent, while its share in terms of new
orders stands at around 7 percent. For changes in the markel shares of major countries in terms of the
volume of ships built, please see Chart 5-2.
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Chant 8-2 Changes ot Share in Shipbuilding since World War H
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Source Calculated from Lloyd’s Statistics by Nomura Research Institute

Western Burope, which once dominated the world, is barely maintaining its world shar¢ of 15-20
percent with the support of direct government subsidies (approximately 9 percent of the price of the
ship). In 1996, the largest shipyard in Germany went bankrupt, while a number of shipyards in Spain,
including government-run shipyards, are reportedly facing financial crisis. The declining trend of the
European shipbuitding industry has not come to an end. :

Eastern European shipyards are also losing their luster. Many firms are beset by aging of cquipment,
labor strife, and high inflation. The collapse of Gdansk Shipyard in Poland owing to, among other
things, union problems and delays in delivery is symbolic of this trend.

These long-term trends are clearly evident in Table S-1, which shows data on new orders.
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Table S8-1  Major shipbuilding country’s backorder and market share

Country 1965 1970 1975 1980
% % % %
Japan 7,295 50 18,332 47 6,803 49 10,004 52
Korca NA. 0 N.A. 0 513 | 1,706 9
China N.A. Q N.A. 0 N.A. 0 N.A. 0
Taiwan N.A. 0 N.A. 0 N.A. 0 693 4
Poland N.A. 0 N.A. D 806 6 182 1
Western Europe 7,242 49 20,276 52 2,780 20 4,560 24
Others i%4 i g4 1 2,951 2t 1,945 10
Total 14,731 100 38,992 100 13,853 100 19,090 100
Counlry 1985 1950 1995 1996
) %o % )

Japan 6,358 49 14,143 46 8,908 3s 9,158 39
Korea 1,339 10 5,237 24 7,762 30 6,737 29
China 282 2 602 3 1,108 4 1,665 7
Taiwan 490 2 601 0 681 3 445 2
Poland 267 4 208 0 1,382 5 166 1
Western Europe 2,041 2 4,23t 0 4,310 17 3,026 13
Others 2,129 16 1,543 52 1,378 5 2,200 9
Total 12,906 160 24,065 100 25,529 100 23,407 100
Notes

1} Unit for Numbers is 1,000 Gross Ton
2) N.A. mzans Not Available
Source  Tabulated from Iloyd’s data by Nomura Research Institute

During the past 40 years, shipbuilding shares of nations have witnessed cycles of ten years of major
changes and another ten years of stability. Between 1957 and 1966, Western Europe’s share plummeted
from 70-80 percent to around 40 percent, while Japan’s share rose from 20-30 percent to 40-50 percent,
Following stability between 1967 and 1976, Western Europe’s share dropped again from around 40
percent (o around 20 percent, while South Korea's share rose from less than S percent to around 20
percent between 1977 and 1986 {Chart S-3).

The change in market shares is brought aboul by the withdrawal of marginal suppliers during
stagnation of demand. The 20-year cycle (10 years of changes and 10 years of stability) is probably due
to the fact that replacement demand moves in cycles of 20 years (10 years of recovery followed by 10
years of decline). Over the past ten years (1987-1996), shares were more or less stable, but they are
expected to change dramatically in the coming ten years (1997-2006). Because the useful life of vessels
has been extended to approximately 25 years in recent years, market shares are expected to change
dramalically from around 2003.

208



Chart -3 Market share changes in every 20 years
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Source Calculated from Lloyd’s data by Nomura Research institute

2. Outlook for International Competition

If we may make a bold altempt to forecast market shares ten years from now, the figures will look
something like this.

1) Japan’s share will decline 1o 30-40 percent. (The average share during the past five years was 42

percent.)

2) South Korea’s share will rise to 30-40 percent to nval Japan’s. (25 percent)

3) China’s share will rise to 10-20 percent. (4 percent)

4) Western Europe’s share will fall to 5-10 perceat. (17 percent)

The increase in South Korea’s share can be attributed to the country’s capacity expansion between
1994 and 1996. South Korea’s capacity was around 50 percent of Japan’s in 1990, but has increased to
aboul 80 percent of Japan’s. International compelitiveness of Japan and South Korea is about the same,
teading to our forecast thal their shares will be about equal in ten years. We forecast an increase in
China’s share, because shipbuilders in that country have been increasing their international
competitiveness. This is because in addition 1o their conventional advantage stemming from low wages,
they have markedly improved productivity by introducing automation equipment and reassessing
production control. They have also dramatically improved their non-price competitiveness.

China’s share in terms of the volume of ships buift was only 4 percent in 1996, but it has already
reached 7 percent in terms of new orders received. Thanks to its rapidly improving productivity,
China’s share should reach 10 petcent in 2000-2005. As a result, the increase in China’s share and the
decline in Western Europe’'s share are expected to accelerate.

In the shipbuilding industry, certain critical mass is required for a nation to maintain engmcers
materials and supporiing industries, such as equipment makers. Based on experiences, experts say that
the critical mass required for a nation is about 10 percent of the world’s market. This is because at this
tevel, the following phenomena take place:
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1} The steel and marine equipment and machinery industries that are essential for the development
of the shipbuilding industry begin to strenglhen their international competitiveness.

2) The number of shipbuilding engincers rises, contributing to a major improvement in
technological levels of a nation.

3) Shipbuilders will then be able to invest in R&D and new equipment,

Japan (in the first half of the 1950s) and South Korea (in the first half of the 1980s) bolk
cxperienced accelerated increases in their market shares after their world shares exceeded 10 percent.

Meanwhile, by 1996 Western Furope’s share had declined to 17 percent in terms of the volume of
ships built (13 percent in terms of new orders). It has become difficult for these nalions to retain
engineers and maintain related industries. If its world share continues to dectine, it will be unable to
halt the vicious cycle of “reduced sharc—-contraction of supporting industries, migration of
shipbuilding engincers to other indusiries—decline in investment in new technologics and equipment—
further drop in the market share.” lts share should conlinue to decline,

3. Determinants of Competitiveness and an International Comparison

When we assess overall competitiveness of the world’s major shipbuilding nations, we sec that
Japan and South Korea are ahead as indicated in Table S-2. However, china is fast narrowing the gaps
with these nations. In the shipbuilding industry, competitive strength of a nalion depends on non-price
competitiveness, such as quality, delivery time, technological capability, and financing ability, as well
as price competitivencss. In terms of price competitiveness, China is ahead today, while Europe is
behind all the others. Japan is more compelitive than South Korea in terms of costs. However, in terms
of non-price competitiveness, Japan and Europe are ahead. Nevertheless, in the area of gencral-purpose
vessels, South Korea is increasing its competitiveness, while China’s disadvantages are shrinking.

Table S-2 Competitiveness in major countries and region

Country Over All Price Compelitiveness " Non Price Compelitiveness
Total  Productivity  Wage  Facility  Delivery Quatity
Japan A B A C B A A
Korea A B B B A A B
China B A C A B B C
Western Burope C C C B B A A
Tastera Europe B B C A C C B

Notes A = Higher, B = Middle, C= Lower
Source Nomura Research Institule

Price competitiveness of different countries and regions is shown in Table S-3.

‘The average cost (on a pretax basis) of building general-purpose vessels, such as tankers and bulk
carriers, are as follows. thn we take Japan’s average cost as 100, China’s cost is estimated at 89,
Eastern Europe’s, 98, South Korea’s, 103, and Europe’s 115.
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Table S-3 Production cost among major shipbuilding countries

ltem Japan ~ Korea China Western Purope  Hastern Furope
Components 62 63 68 63 63

Steel 17 17 18 t7 17

Eogine 1l 12 13 12 12

Others KE) 34 37 34 34
Wage 30 31 15 45 29
Other Cosl 8 9 6 7 6
Production Cost 100 103 89 115 98

Noles

1) Japanese Cost = 100

2) Exchange Rate 1US$ = 114Yen = 890 Wong = 1.75 DM = 8.28RMB

3) Wage includes contracl workers’ wage, managers’ salary and drawing fee
4) Other Cost includes depreciation and interest payment

5) Production Cost differs by type of ship

Source  Nomura Research Institute

As indicated in Table S-3, the largest component of cost is materials cost. In the past, the gap in
materials cost was the dominant factor in competitivencss. However, as world’s major shipbuilders
have begun to procure materials from overseas, they are now importing from the most compelilive
supplicrs, leading to the narcowing of the gaps in materials costs. Even so, the development of domestic
malgrials and equipment makers is essential for improving international competitiveness in the
shipbuilding industry. This is because, when product quality and delivery time of domestic materials
makers improve, it reduces inventories and improves the accuracy of production schedules of
shipbuilders, leading to a reduction in total costs. _

Among materials and equipment, the most important item is steel products. In Asia, the steel
industry has grown more dramatically than in any other region in the wortd. As indicated in Table S-4,
during the 15 years between 1980 and 1995, the world’s crude steel production increased at an average
annual rate of only ©.3 percent. However, it grew al an average annual rate of 10.2 percent in South
Korea and by 6.3 percent in China.

Table S-4 Increasing steel production in Korea and China

Country 1980 1985 1990 1595 GrowthRate %
Japan 1114 105.3 1103 " 101.6 0.6
Korea 8.6 13.0 23.1 368 10.2
China 371 46.7 6§72 23.0 6.3
Weslern Europe 154.6 155.8 154.0 1558 0.1
Eastern Europe : 539 513 45.5 342 -3.0
World ) 7163 718.9 770.5 749.6 03
Notes

1) Unit : Million Ton
'2) Growth Rate is annualized from 1980 to 1995
Source Tekko Toukei Youran

The strong international competitiveness of Asian steet makers is evident in the facl that the world’s
top 20 steel makers include four Japanese firms, one South Korean firm and three Chinese steel
makers.

In the area of marine engines, there are seven Japanese firms and two South Korean firms among the
world’s top 10 makers of low-speed, two-stroke diesel engines used as main engines on vessels. Thus,
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Asia has a formidable presence in this sector, as well.

As indicated in Table §-3, China is in an extremely strong position with respect to labor costs. The
average labor cost per hour (including bonuses and fringe benefits) at a shipyard in recent years is
cstimated at $30 in Japan, $25 in Germany, $15 in Ttaly and Spain, $15 in South Korea. Japan’s wage
cost is the highest even among the advanced, indusirialized nations. in other regions, per hour labor
cost is estimated at a low $4 in Fastern Europe and only $2 (including related labor costs) in China.

We will now examine labor productivily, including that of workers belonging to subcontractors.
When we put Japan's labor productivity in the shipbuilding industry as 100, it was 47 in South Korea,
31 in Western Furope, 16 in Eastern Europe, and 13 in China in 1996.

4, Relationship between the Shipbuilding and Shipping Industries, and Government
Policy

As was discussed in the main body of this report, the relationship between the shipbuilding industry
and shipping industty is also very important. At the same time, the government’s policy regarding the
shipbuilding industry is also a factor that determines broadly-defined compelitiveness of a nation in
this sector. _

Japan and Britain, which were major shipbuilding niations in the past, were also homes to world’s
major shipping companies. Compared with these countries, the shipping industey in South Korea is
small. On the other hand, there has been a constant increase in the number of ships held by China. It
now has the world’s third largest shipping industry after Japan and Norway (Chart §-4). State-owned
China Qcean Shipping Co. (COSCO) is now the world’s largest customer for the shipbuilding industry
with the largest number of ships on order. It is evident that Chinese shipbuilding industry will benefit
from this growing demand from Chinese shipping companies.

Chart S-4 Increasing Chinese shipping tonnage

Miltion Gross Tonnage
43

Japan

30

15

Notes Decreasing Japanese Shipping Tonnage due to Ship Registered in Panama and Libcria
Source Calculated from Lloyd's Statistics by Nomura Research Institute
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The government’s involvement in the shipbuilding industry varics widely from country to country.
In Japan and South Korea, it has been decreasing due to deregulation. In the past, the involvement of
the government in the shipbuilding industry in these countries included the following: a) Regulation on
capacity; b} Financing on favorable terms under the govermnment’s “subsidizing financing” scheme; ¢)
Industry steeamlining led by the administration; and d) Giving orders for warships and 1LNG carriers
(the latter by electric power companies and gas companies) to domestic shipbuilders.

However, South Korea’s Shipbuilding Rationalization Act expired at the end of 1993, and the
gavernment has expressed that it would end its assistance to and regulations on the industry. Japan
made progress in easing segulations on the shipbuilding industey during 1996, and has been promoling
free competition in the industry.

On the other hand, Western European countries have continued to provide assistance to shipyards
through direct subsidies (maximum subsidies allowed are 9 percent of the price of the ship) in order to
protect jobs. In Aprit 1997, the European Commission authorized subsidies to the shipbuitding building
industry amounting to $1.6 billion for Germany, Spain and Greece. However, in line with the
“abotlition of shipbuilding subsidies” and “anti-dumping regulations” (the 1atter has not been enforced
yet due to opposition from the United States) decided upon at the OECD Shipbuilding Conference,
Western European nations are discussing the abolition {or reduction) of shipbuilding subsidies.

The government of China appears to be pushing for the shipbuilders to stand on their awn feet, In
1982, it established state-run China State Shipbuilding Co. (CSSC) and has becn moedernizing the
industry by importing for¢ign technologies. Initially, most ships were built for Chinese shipping
conpanies, but as the industry grew stronger, it began to take more and more foreign orders in the latter
half of the 1980s. Since the start of the 1990s, CSSC has been privatizing its subsidiaries and making
them going public.
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5-1 Automobile and Parts Industry
1.1 Policy Alternatives and Their Implications

1.1.1 Features and Present Status of the Automobile Industry in ASEAN and Viet Nam

Automobile and its parts industry is one in which economy of scale clearly works. The optimum
produchon scale for one factory is more than 200,000 units. The optimum production scate for
automobile parts is larger. In ASEAN, no country has reached this production scale nor gained
international competitiveness on a quality and cost basis. However, some automobiles have been
manufactured on a comparalively large scale, such as a 1 ton pick-up truck and a compact passenger
car called Asian Car in Thailand, a bonnet-type multipurpose car in Indonesia, and a passenger car
produced by the state-run automobile company “Proton” in Malaysia. They are sufficiently
competilive, at least inside the ASEAN market. Therefore, it is important for the automobile and parts
industry to enfarge their production scale in order to gain competitiveness. It is important for a
country to first expand its domestic market in order to nurture automobile and parts industry. In
ASEAN countries, domestic car demand in 1996 was 589 thousand in Thailand, 364 thousand in
Malaysia, 330 ‘thousand in Indonesia, and 162 thousand in the Philippines. These numbers far
outdistance Viet Nam’s 25 thousand (the 1995 number on a customs basis, including KD units).

The automobile and ‘parts industry creates vast value-added and large demand to many material
industries such as steel, aluminum and plastics.. In addition, the automobile and parts industry is a
high-tech industry. Its parts should be hlghly reliable, strong and light. Many electronic parts are used
in automobiles. The production system needs heavy machines, machine tools, and an automation
system. Hence, the automobile and parts industry can have wide technotogical spill over effects on
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other industries. This mcans that the competitivencss of the automobile industry in a country is
gencrated from the competitivencss of almost all industry in the country, Likewise, a mavement to
enhance the automobdile industry’s compelitivencss might fead to raisc the overall competitivencss of
all industry in the country. "

The ASEAN countries, if observed from this viewpoint, are insufficient at every level in the shift to
domestic production. They rely on imports from Japan and other countries for their capital assets:
machine tools, material supply with higher strength and reliability, and electronic parts. Among
ASEAN countries, Thailand is the most advanced country, with an accumulation of parts companies;
but these companies usually import many child parts and matcrials to meet an increasing demand in
automobile production. In 1994, a trade deficit for automobile and parts in Thailand accounted for 3.2
billion dollars, more than on¢ third of the whole trade deficit in the country,

The automobile angd parls indusiry has a pyramid-shaped industrial structure whose top is occupied
by the automobile assemblers, consisting of many companies with various scales. First tier suppliers
of parts involve many large companies including huge world-famous companies such as Bosch and
Denso, but second and third tier suppliers involve many small-and medium-sized companies. Close
relations between companies during a process of cost reduction and new model development has a
large impacl on competitiveness. Therefore, a cooperative relationship in their business transaclions is
common in this industry. Forming a pyramid-shaped indns_lrial structure inside a country promotes
domestic production. Among ASEAN countries, Thailand is ahead of others, bul is largely behind the
level achieved in Japan and South Korea, Thailand has been focusing on ils supporting industries
because of the frade deficit probtem mentioned above,

In AFTA/CEPT, there is uncertainty about the automobile mdusiry, particularly completed cars,
because each country tends to give the industry special treatment. On the other hand, for aulomobile
parts, the ASEAN 4 (Thailand, Malaysia, Indonesia, and the Philippines) have partially promoted a
work separation system within the region through the BBC (Brand to Brand Complementation)
scheme and AICO (ASEAN Industrial Cooperation) scheme. In these movements, there are
automobile assemblers and big automobile parts companies with strategies aiming at the scate merits
which come with production concentration within the ASEAN region. Viet Nam is behind in
automobile production and its domestic market is too smatl, so it fails to enter this work separation
system, Whether or not Viet Nam joins CEPT in automobile and parts industry and enjoys a part of
the rapidly growing demand in this region depends on if it can embark on such a work separalion
system and have a product to export to the ASEAN region.

1.1.2 Policy Alternatives and Their Implications on Automobile and Parts Industry in Viet
Nam _ ,

To foster the automobile industry, there are several measures such as import duty protection, local
content regutation, and delivery of incentive. These measures, in the short term, frequently impose on
consumers and the governmient. Neveriheless, the reason why many countries provide special
treatment to automobile industries is because they know that the demand for automobiles largely
grows during economic growth, especially after the beginning of motorization, and by import
substitution of the industry they can expect conservation of foreign currency and increase in domestic
industrial production. The most successful evidence is from Germany and Japan and recently frdm
South Korca where significant growth has been achieved in their economies through car expots. For
Viet Nam, it is a difficult problem whether or not it should grant special trealment fo foster its
automobile indusiry. We cannot deny the possibility that Viet Nam, thiough its big scale popuiation
and diligent man power characteristics, could someday be internationally competitive in the
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automobile industry (dynamic comparative advantage). However, in the short term, this sccms
uniikely, not only worldwidc but also within the ASEAN region because Viet Namuis greatly behind
from its small demand. However, in automobile parls indusiry, there are some possibilities to join the
work separation system within the ASEAN region at a comparatively carly stage if Viet Nam can
invite parls factories for exports.)

As for a policy alternative to replace the strategy of promoting domestic production as quickly as
possible, a step-by-step strategy may be considercd. It would not hurry the doniestic production and
continue imports of considerable numbezs of completed automobiles (including uscd cars) while the
domestic market remains small, Domestic production of parts could finally be promoted once the
market scale in the countcy reaches an appropriate size. This concept is based on the reasoning that
because the automobite and parts indusiry has a large scale-merit, it is difficult to promote domeslic
production in a market which is nol well grown, and it tends to cost comparatively much in the sense
of national economy. A disadvantage in this strategy is that policy measures to foster the automobile
and parts industry will become more and more restricted by the WTO which Vict Nam will enter in
the future (in particular, re-raising of import duty and local content regulation, etc.) This strategy will
also further narrow possibilities for participation to AFTA/CEPT in the field of automobile and its
parts in 2006, thus creating further uncertainty aboul scenario after 2006.

If Viet Nam positively promotes domestic production in the automobile and parts industry while
the market is still small and sceks to join the work separation system in the ASEAN region, the
policies for the objective can be roughly divided as follows; (1) policies for increasing the size of the
domestic market, (2) policies for promotion of the domestic production to internalize the added valuc,
(3) policies for export promotion of parts industry. Policies and ks implication are mentioned below,

_ (In this case, what should be considered is that promotion of domestic preduction and export
promoftion within the ASEAN region looks like a pair of wheels, so a strategy weighted only on the
side of export promotion is difficult to pursue. It is impossible for automobile parts industry to acquire
sufficient competitiveness for exports if the industry localizes only assembling process. For exporis of
parts, it is indispensable to produce patts of parls and parts of parls of parts on a cost-effective basis
within the country. The industrial structure which enables domestic production of child parts are
generated only in an environment where there is a tendency to decpen domestic parts production and
where there is an expectation of an expanding domestic production market. On the other hand, exports
growth in some items with sufficient competitiveness will have a spill over effect of technology on
other parts production, which will in turn promote domestic production.)

(1) Policies for increasing the size of the domestic market
The automobile industry, including its parts, has a large scale merit. In order lo increase both
domestic production and paris exports, it requires an expansion of the domestic producer’s markel.
This needs to generate a new environment in a chain of demand expansion-> price reduction—>further
demand expansion. Policies for this strategic target are as follows.

1) Curbing the import of completed cars (including used cars)

The import of completed cars including used cars will narrow the size of the market for domestic
assemblers and parts producers and will impair the scale-merit for them. On the other hand, imported
used cars and trucks are easily sold due to their tow prices, compared to their actual values (remaining
available life, ctc.). This generates considerable demand for them. If the supply for such demand is
restricted, some consumers’ interests (mostly with regard to easy access (o business assets) will be
diminished. Anyhow domestic production of the automobite industry, and imports of completed cars
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including wsed cars have a trade-off relationship. So finally, either one eption or the other has to be
selected. The matler which can be considered for another option is that a type or category of
autonobile with seriously small domestic demand is likely to experience big difficultics in a shift to
domestic production, and this will give relative merit to imports of completed cars against promotion
of domestic production.

2) Non-excessive import duty for KD production
The KD import duly is necessary to protect and foster the automobile parts manufacturers and to
promote domestic production; but the duty, if too expensive, might impair an incentive to assemble
automobiles, as well as an expansion of demand, because the import duty woutd be included in the
finat price. Therefore, a reasonable tariff should be at most 50 to 60 percent.

3) Improvemeat of the minimum price system

In order to collect proper revenue, it is very important for the country o prevent lax evasion. Viel
Nam utilizes a minimum price system (o provide measures in this regard. However, this method acits
as a virlual rise in tariff for those who intend to import al the actual prices shewn on invoices, and
produces a factor of increased final prices. In addition, this operation is prohibited by WTO. There are
many arbitrary factors in the sclting, maintenance and operation of the mininmum price, therefore,
companies have lo negotiate with the customs office and this prolongs the customs clearance time.
‘This impairs the prompt procurement of parts and material which is a large factor in the
competitiveness of the assembling industries, :

A popular method for prevenling tax cvasion is the check pnce system in whrch the check price is
decided first and then is compared with the actual import price. 1f the tatter is greatly lower than the
check price, the reason is investigated; and if it is found to be acceptable, then the check price is
restored and the taxation is based on the actual CIF price on the invoice. Since there are relatively few

automobile and paris companies, another option is lo apply this check price system to this industry
ahead of other industries.

4) Promotion of competition among domestic manufacturers
To reduce final price, it is necessary to promote competition among domestic manufacturers
Therefore, it is not desirable (o restrict competition through a quota. New licensing of capital
investment for automiobile manufacturers is desirable from the viewpoint of promoting competition
and increasing alternatives for consumers. It does have an adverse effect on business eavironment for
existing domestic producers because car demand is further dispersed.

5) Local content regulation flexible enough for producers

Local content requirements, by obligatien or by incentive, promote domestic procurement of
automobile parts by aulomobile assembling companies. This is employed when KD tariff protection
alone does not protect domestic parts production effectively. Inevitably, the price of a part whose
production is promoted by local content tegulation tends to be higher than the import price including
tari€f, but it is desirable to control the cost increase lo a reasonable degree. It is important that the
local content measures does not accelerate the time-schedule for localization too quickly and that a
scheme is constructed whereby companies can freely select domestically produced items. Reducing
the KD tariff rate as local content increases is one of the incentive systems in which companies can
select their own way comparatively freely and the excessive cost increase may be effectively
controlled. On the other hand, governments tends (o severely apply guidelines in calculating the local
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content ratio in such incentive systems, thereby causing greater difficulty in actual operations for the
government and more burdensome application for automobile companies. Concerning compulsory
items system, it has a clear ¢ffect of promoting investments in the designated pasts industry. If the
compulsory items are properly specificd, this system will not cause so high-cost production; bul prices
tend to rise in case only one conipany produccs a computsory item.

6} Utilization of used machinery for decreasing production cost

The production cost consists of fixed costs which include interest rates of borrowings for capital
investments and depreciation costs, and changeable costs which include material costs, transportation
costs and energy costs. The fixcd cost of the automobile industey is comparably high because the
industry needs a lot of machinery, Accordingly restraint of the capital investment amount is effective
in order to lower production costs. In this sense, utilization of used machinery for capital investments
enables lower production cost and final car price through restraint of the capital investment amount.
Besides, usage of used machinery does not cause a bad effect on the technological aspect, and in the
present stage rather sirengthens competitiveness in cost and fosters the growth of productivity.
Furthermore allowing investors to widely utilize used machinery promotes foreign direct invesiments
because investment risk can be reduced by lowering the initial investment amount. Some people may
worry about the possibility that investors might pump up their investment by selling valueless used
machinery at extraordinary high price. Such allempt can be prc\}'cn(ed by using professional
organizations to judge wmachinery prices. In addition, the probability of automobile and parts
companies attempting this is quite low, because automobile-related companies need to invest a lot {ex.
buildings, land, etc.) besides machinery, and such investments can only be recovered from business
operations over long periods. They are forced to compete with each other in a quite severe business
environment, and careless attempts to increase production cost by buying valueless used machinery at
extraordinary high prices is equal to suicide.

(2) Policies for promotion of the domestic preduction to internalize the value added
~ The automobile and its parts indusiry as a whole creates a vast value-added. The primary objective
of promoting domestic production is to retain as much of the value-added as possible within the
country, The policies for this purpose are considered as follows.

'1) Conversion from completed car import (including used cars) to domestic KD production

KD production itself generatés value-added in the country and plays a role to foster domeslic
automobile parts production. i the volume of KD production is diminished, subsequent domestic
production of parts will not be promoted smoothly. Therefore, it is desirable to timit the imports of
completed cars including used cars by import duty, and thus promote domestic production. The effect
of import limitation of used trucks are meationed above.

2) Sufficient import duty for KD parts
The primary way to protect and foster domestic parts producers is the KD tariff, so it is necessary
to properly set the tariff rate. If the tariff rate is oo low, pacts production will not develop as planned.
On the other hand, if the tariff rate is too high, there will be price problem and a reduction in
production incentive for car assemblers, as mentioned above.

3) Effective local content regulations
In general, domestic production will not develop smoothly by KD tariff alone, because when the
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domestic markel is small, the scate merit of the pards production is likely to be difficult. For such a
case, local content regulation will be used in order to promote domeslic production. Local content
regulations works for this purpose by creating cither obligations or incentives for automobile
assemblers 0 procure domestically produced parts, As mentioned above, an incentive approach is
generally mote desirable than obligations in the sense of preventing cost increase, but if the tariff rate
is near zero responding relatively high local content ratio, the pace of the localization will be slow
after accomplishment of such cclatively high tocal content ratio. In the same case there is some
possibility that a domestically produced parts will be defeated by imported parts after the reduction of
KD tariff rate. Bearing this in mind, tariff rate in case of incentive system with local content should be
set carefully.

Raising focal content ratio for paris producers is also an lmponanl approach for retaining the added
value in the country. But if local content regulations for parts producers ar¢ too severe, the investment
willingness for foreign automobile parts companies might be reduced. Therefore, it is desirable to
apply a flexible approach. An acceptable option is for example to, at first, not require local content in
automobile paris; but after investmenls are setited, to schedule a gradual increase in required local
content; or to apply incentive systems rather than obligations.

4) Consistent import tariff structure among completed cars, KD parts and child parts

The automobile industry has a pyramid-shaped industrial structure consisting of the automobile
assemblers, and 1st tier suppliers, 2nd and 3rd suppliers. This requires that the tariff rate structure
shovld be appropriatc according to the siream of automobile parts production. As a result, the tariff
rate should go from higher 1o lower in the following sequence; completed cars, KD parts, parts and
material to produce automobile parts. For example, if the tariff rate for the child parts or materials are
not lower than the tariff rate for KD parts, then the domestic parts manufacturers, even if lhei;'labor
costs are low compared to foreign companies; will be largely disadvantaged mainty from lack of
economics of scale. This is the reason why the tariff rate for child paris should be considerably lower
than the tariff rate for KD parts. About 209 will be needed as the difference between them in order to
foster parts industries. Of course, it is necessary to protect and foster domestic production of child

parts and materials in the relatively latter stage, so setting a uniform tariff rate not so high for child
parts and materials s needed.

5) Conversion to value-added tax from turnover tax

If localization is deepened in the automobile industry, parts will be produced in a process among
many companies and the stream ‘of transaction will be 3rd tier supplier to 2nd tier supplier to 1st tier
supplier to car assembler. If turnover lax is levied in each transaction, parts prices will rise because of
tax on tax, and thus localization of parts production will be hampered. Therefore turnaver tax should
be converted (o a value-added tax from the viewpoint of localization of parts production. Value-added
tax wilt be apptied from January 1998 in the earliest case. If such a schedule is delayed, advance
application of valu¢-added tax to automobite paris companies can be an option.

6) Fostering of local Vietnamese parts companies
It is believed that there are comparatively many companies and mechamcal engineers with abllmes
in casting/forging and mechanical fabrication in Viet Nam. These resources, however, have hardly
been tapped for automobile production because companies and engineers are widely dispersed, and
capital invesiment is not available due to a lack of money. It is urgent to apply these resources in the
automobile industry and to incorporate them into industrial structures as Vietnamese automobile parls
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companies. Policy measures for this objective may include financial aid to develop Vietnamese
automobile parts companies, taxes favorable to investment, and incentive for avtomobile assemblers
of parts companies to procure parts {rom local Vicinamese companics

(3) Policies for export promotion of parts industry

Seeking the route to join AFTA/CEPT in the automobile and its parts industry, it is important to
foster competent export items for the ASEAN region. The scale of the automobile market in Viet Nam
in 2006 is estimated around 100,000 unit, which is far behind that of other country in competition
such as Thailand with a market of 1,000,000 units o5 more in 2006. Therefore the difference of
competitiveness will be still large in 2006 al least in the ficld of completed cars. On the other hand, in
the automobile parts fictd, there is some possibilities that Viet Nam will have some exporting items
for the ASEAN region if Viet Nam can invite such exporting parts factories in the work separation
system in ASEAN couniries which has been promoted by car assemblers and leading parts
manufactures. Policies to achieve this object are considered as follows.

1) Giving large investment incentive to the automobile parts factories mainly for exports

As described above, the development of work scparation scheme within the ASEAN region has
been progressing in the ASEAN 4, so important items do not cemain so much. Even if some areas
remairis undeveloped, then other ASEAN countries will be competing vigorously for foreign
investment. From the standpoint of investing companies, il is the easiest (o invest in a country which
has the largest market by the reasons of transportation costs and easiness to procure chitd parts and
materials. For Viet Nam, overriding this handicap is a serious matter if they hope to invite an export-
oriented parts faclory, but it could happen if Viel Nam can offer greater incentives than those of the
ASEAN 4. The following measures are options for this objective; much cheaper or free faciory land,
exemptions from corporate profit tax for over eight years, permission to use 100 percent foreign
funding, permission to use used machinery for production, partial conversion to local content
requirements for parts production for exports.

2) Fostering automobile parts companies which supply child parts to the factories which
mainly deliver to export markets :

As mentioned before, competitiveness in parls export is not generaled though mere scale merit in
assembling. For this purpose, competitiveness in production of parts for parts or parts for parts for
parts is also needed. In this sense, the local content ratio of exporting parts faclories is normally over
50%. Therefore, it is necessary to foster companies which supply child parts and materials for the
factories exporting parts. As for policy measures, same kinds of options are considered as those for
exporl parls factories mentioned above. Domestic supply of automobile parts to export parts factories
by Vietnamese local companies is desirable because it raises the domestic production ratio in a broad
sense. Favorable treatment such as financing for capital investment by Vieinamese parts suppliers also
worth studying.

1.2 Panrticipation with AFTA and WTO, Their Influence on Viet Nam

121 Pal‘thlpatlon with AFTA, lts Infiuence on Viet Nam

In the automobile and auto parls sector, Viet Nam has declared all passenger vehicles with seating
capacity of 16 or less as a General Exemption in CEPT, and has placed many other items on
Temporary Exclusion. It is quite doubtful that passenger vehicles will ultimately be approved for
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General Exemption, but onc can understand why the Vielnamese government has taken this initial
action. Jtems on the Inclusion List are quite limited, including dump trucks, fite trucks and other
special-use vehicles, awtomatic work vehicles, vehicles for physically handicapped- people and
patients, and articulated frailers. These ifems are not currently produced in Viet Nam and demand is
not expected to increase significantly in the near future, Suhsequenily, placing them on the Inclusion
List is not expected to create any scrious problems,

But what about future additions to the Inclusion List? According to Viet Nam’s affiliation
agreement with AFTA, ali Temporary Exclusion items must be added to the Inclusion List by January
1, 2003, and tariffs on all items must be reduced 1o 4-5% by January 1, 2006. As a general rule, all
ASEAN countries except auto parts of Singapore have put automobiles and automobile parts on the
Temporary Bxclusion Lisl, In their case, too, all Temporary Exclusion items must be added to the
lnclusion List by Janvary 1, 2000, and tariffs musi be reduced to 0-5% by January 1, 2003. Among the
ASTAN countries, Thaitand, which has confidence in ils own competitivencss in the automobile
sector, is expected to reduce the tatiffs within the prescribed period. However, there is no assurance
that Indonesia will reduce their tariffs by the due date. Viet Nam is required to take action only when
the other ASEAN countries have complied with the agrecmem If this is assumed, then we can expect
the fotlowing course of events,

First, Viet Nam will need to keep completed vehicles on 1 the Temporary Exclusion L\st of CEPT for
some lime (o come (beyond 2006), since the compelitive difference between Viet Nam and other
ASEAN countries is expected to remain high for the long term. Demand for automobiles in Viet Nam
in 2006 is forecast to be slightly more than 100,000 units. Thus, it is quile obvious that there is
marked difference in terms of cconomies of scale between Viet Nam and Thailand, for example,
where the forecasted demand exceeds one miltion units. Viet Nam has declared 16-or-tess passenger
vehicles for General Exemption, so it will need lo negotiate continuation of such registration, Also,
Viet Nam will necd to negoliate with other ASEAN countries to be allowed to keep completed
vehicles on the Temporary Exclusion List until 2002, postpone the placement of completed vehicles
on the Inclusion List which was originally to be by January 1, 2003, and keep them on the Exclusion
List beyond 2006. As for the liming of negotiations, Viet Nam is advised to wait and see whether or
not the four ASEAN countries actually will place completed vehicles on the Inclusion List on January
1, 2000 as planned -- because there are countries, such as Indonesia, with which there are
uncerlainties and whose reaction needs to be monitored -- before iniliating any negotialion.

Automobile paris share a similar compelitive difference to completed vehicles. Viet Nam will need
to tevy some tariff beyond 2006 to protect domestic production of automobile parts. There is, however,
one imporiant difference Viet Nam would benefit from reducing its intra-tariff on automobile parts if
il could participate in the international specialization in the ASEAN region by producing essential
components for export in the region. In other words, Viet Nam should aim first 1o produce only
certain types of automobile componeats instead of aiming (o produce all types of paris. Promoting the
export of these components will also tead to the technology transfer desirable for production of other
components. Such a mechanism of course, can be expected to work through either the BBC or AICO
schemes and so, in this sense at least, additional inctusion on CEPT is not essential. If the other
ASEAN countries are going to put auto parts on the Inclusion List by Januvary t, 2000, Viet Nam will
need therefore lo negotiale permission to keep automobiles and components on the Temporary
Exclusion List untit 2002 and posipone the January 1, 2003 placement on the Inclusion List beyond
2006. Meanwhile, Viet Nam should make a consolidated effort to join the intra-ASEAN international
specialization al the carliest possible date by teamning and utilizing the direct investing enterprises’
strategics regarding ASEAN,
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‘There are many uncertainties about AFTA’s handling of non-tarilf barricrs, However, as far as
items on the Inclusion List ate concerned, the gencral rule is that an expogting member abolish any
bartiees within five years of the receipt of concession of a preferential rate from anothes member
countyy. [Incidentally, AFTA does not regard the TRIM (Trade Related Investment Measuees) in
WTO agreements such as local content requirement as non-tarif{ barriers,] The present possibility of
Viet Nam exporling to the othcr ASEAN nations in the automobile sector is small and it is believed
untikely that Vict Nam will be required as an obligation under AVTA to abolish its non-tarilf baceiers
in this sector. However, this issue needs to be considered in relation to the country’s future affitiation
with WTO, which wi!l be discussed later.

As already staled, considering the need for promotion of the automobile and pars industry, it is not
really practical to expect Viet Nam’s full participation in CEPT in 2006. If the other ASEAN
countries put al{ automotive products on the Inclusion List on January 1, 2000 as planned, Viet Nam
will need to negotiate with the founding members of ASEAN and the Secretariat to continue its
inclusion of 16-o1-tess passenger vehicles for General Ixemption, and also to postpone the deadline
for reduction of tariffs on items now listed for Temporary Exclusion. For Viet Nam this issue is not
confined to the avtomobile industry, and also it is certain that Myanmar, Cambodia, and Laos, which
has just joined or is expected to join ASBAN after Viet Nam, will be faced with the same question.
This will become an important issue for ASEAN in the future. For ASEAN as a whote, adherence to a
uniform lowering of tariffs could make the abolition of non-lariff barriers even more difficult, and
might even allow de facto invisible non-tariff barciers (o remain. At any rate, the future of AFTA is
very uncertain, and Viet Nam will nced to closely monitor the future moves of member countries,
especially the transfer of Temporary Exclusion items (o the Inclusion List by January 1, 2000.

Thaifand Philippines
Diesel Engine Transmission Japan
Floor Panel ete.
etc.
Malaysia Indonesia Taiwan
Steering Link Gasoline Engine
Shock Absorber alc.
elo.

Figure 1.1 TOYOTA's parts complementation schemne in ASEAN region
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1.2.2 Participation with WTO, lts Influence on Viet Nam

Eady WTO affiliation will bring Vict Nam the status as a “mosi-favored-nation” but would restrict
industrial policy. The extent of these restrictions will depend most on Vict Nam’s skill and
persuasiveness at the negotiating table. It is impossible 10 state clearly at this time, therefore, how the
WTO will respond to the way Viel Nam plans to promote the automobile industry. We can, however,
anticipate on the basis of measures that the WTO has laken with ¢xisting members, the kind of
obligations that Viet Nam is likely to assume after joining the WTO. Vict Nam can, of course,
develop industrial policy based on an evaluation of the likelihood of being able to persuade other
countries. The following considers industrial policy in the antomobile industry from these viewpoints.

Firstly, let us consider Viet Nam’s obvious violations of WTO rules. A special consumption tax
(100%) levied on imported automobites is clearly a violation of WTO rules since although it is not
represented as a lariff, it works in cxactly the same way. Viet Nam would be well advised to indicate
it properly as a tariff before the negotiation begins.

Minimum Price, applied not only to automobiles but to all sorls of items, is also a fundamental
violation of WTO rulcs. This system should be replaced as soon as possible with the standard praclice
of levying a tax based on the invoice price. (Standard practice includes preparing a list of “Check
Prices”, and only conducting a detailed investigation when the invoice price is substantially different
from the Check Price.} If for technical reasons, changing the Minimum Price system quickly is not
practical, then Viet Nam must consider 3dopling standard practice in the automobite industry at an
earlier date. (It should be noted that Minimum Price can be substantially higher than the invoice price.
In such cases, the actuat tariff rate will be noliceahly higher than the published tariff rate and this will
be reflected in the final prices of the products. Such a system will hinder the sound development of
{he automobile markel. Moreover, automebile companies that export to Viel Nam are super
corporations operaling on a global basis, with internal control mechanisms that will pre\:'cn_I
manipulation of invoice prices in order 1o evade lariffs.}

“The import quota for CKD units—an inringement of the WTO’s fundamental principle calling for
general abotition of quantitative restrictions— should also be abolished early and replaced by a tariff-
vased control. This is also important for the sake of promoling compelition among domestic CKD
makers. Resteiction or prohibition of imports of used cars is a difficult issue; however, this is
necessary for the protection and purturing of domestic manufacturers, and if Viet Nam intends to use
this measure, there is a possibility that it can obtain WTO's understanding when it negotiates for
membership. -

The WTO cites in the TRIM Agreements local content requirement and foreign exchange
acquisition re’quirém'e'nt' as examples of non-tariff barriers in trade refated investment measures, and
requires developing countries to abolish them by 2000. In fact, Thailand has already announced that it
will front-load the abolition of its local content requirement by July 1998. Malaysia, Indonesia, and
the Philippines also have announced similar intentions by 2000. However, Indonesia which
introduced hasty action in its eagerness 10 foster its Nationa! Car company, has been charged by Japan
and other countries at the WTO. There is a possibility that Indonesia may apply for permission to
delay its scheduled abolition beyond 2000. This report, however, will assume that the ASEAN
countries will abotish their local content requirements as scheduled.

When Viet Nam negotiates WTO affiliation, it will not be allowed to delay performance of iis
obligations simply because it is late in joining the organization, The W10 will normally request a
new member {o accept the same conditions as other developing nations which are member countries,
regardless of late entry. It is unlikely that Viet Nam will be able readily to use a local content
requirement or an inceniive system linking tocal conteat requirement to tariff after 2000.
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A small automobile markel such as Viet Nam would, however, find il an uneasy task to expand
local production by only adopting tariffs. The other ASEAN countries have adopted a local content
requirement in varying degrees and have succeeded in promoting local production to the extent that
groups of automobile componeat manufacturers have been established in those countries. Viel Nan
will have to take similar measures to encourage investment in automobile component manufacturing if
it is to catch up with the other ASEAN countries after joining AFTA. Under normal circumstances, of
course, it is desirable to use alicrnative ways of encouraging investment without resorting (o a local
content requircment.,

Viet Nam witl have to think about a successful negotiating slrategy if it is to convince the WTO to
allow it to continue o use 2 TRIM measure such as a local content :

requirement. One way might be establishing a local content requirement for a limited period of
such as 10 years, before joining the WTO. At any rate, the WTQ is expected to take a strict view of
all non-tariff barriers such as TRIM and Viet Nam will have to be prepared for quite an extensive
debate when it negoliates for affiliation.

1.3 Supplement 1 : Present Status of the Automobile Industry in ASEAN Countries

131 Production and Sales Trends in ASEAN Countries

Total automobile sales in the four ASEAN countries once decreased fmm 76‘2 000 units in 1991 to
740,000 vnits in 1992 but rose sharp]y over the 3-ycar period from 1992 to 1995 (1,369,000 units) at
an annual av erage rate of 22.7% |

On a national level, sales in Thalland have increased consistently since 1991 (269000 umls)
growing al a remarkable 20.8% per year on average over the four years through 1995. In 1995
Thailand, with ‘:72000 units, had by far the largest sales among the four countries. Inc:dentaliy,
Thailand lifted its import ban on completed vehicles in July 1991, and as a result, imports of
completed vehicles — passenger vehicles in particular — began to increase in 1992, registering
approximately 50,000 units in 1994 and 1995.

Sales in Indonesia decreased in 1992 and 1993 from 249,000 units registered in 1991, However,
sales increased rapidly in 1994 and 1995, and Indonesia was second largest in 1995 with 384,000
units. Sales in Malaysia also dropped in 1992 and 1993, after registering 200,000 units in 1991, Sales
recovered to 201,000 units in 1994, and in 1995 reached 283,000 units, showing a remarkable 41%
growth over the previous year. The Phulnppmes has enjoyed consistent growth since 1991 (annual
growth: 29.8%), however, before that, demand had been sluggish for a long time due to poitical
unrest in the carly 1980s, and the country, with 129,000 units in 1995, is still far behind the rest.
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Table 1.1

Production number of automobile in ASEAN 4

Year 1991 1092 1903 1994 1995
Thailand P.C. 74,800 106,540 146,219 111,568 127,640
C.V. 197,800 221,448 275412 324,171 396,314
total 272,600 327,089 421,631 435,739 523,954
Malaysia P.C 149,445 136,383 145,478 172,654 241,433
|Cv. 82,880 35,054 34,929 42,978 55,648
tolal 232,325 171,437 180,407 215,632 297,081
Indonesia P.C. 46,974 29,650 31,582 41,507 62,100
C.v. 207,634 145,607 172,866 283,122 347,702
total | 254,610 175,257 204,448 324,929 409,802
Philippines P.C. 26,000 35,000 51,583 57,818 62,300
CcV. 20,000 25,000 29,337 42,280 40,710
total 46,000 60,000 80,920 100,098 103,010
ASEAN4 P.C. 297,219 307,573 374,862 383,847 493,473
Total CV. 508,316 427,110 512,544 692,551 840,374
totzal 805,535 734,683 887,406 1,076,398 1,333,847
Abbreviations  P.C. = passenger cars, C.V. = commercial vehicles
Source Automobile Industry Handbook 1997, Nikkanjidoshashimbunsha
Table 1.2 Sales number of automobile in ASEAN 4
Year 1991 1992 1993 1994 19935
Thailand P.C. 66,806 121,488 174,162 155,670 163,371
CV. 201,734 241,499 282,299 330,008 408,778
tolal 268,540 362,987 456,461 485,678 572,149
Mataysia P.C. 130,407 - 109,432 126,924 155,734 223,331
C.V. 69,230 35,652 37,192 44,197 60,075
lotal 199,637 145,084 164,116 200,531 283,406
Indonesia P.C. 37,593 30,341 32,684 40,200 37,921
C.V. 211,791 141,557 181,611 281,707 346,528
total 249,384 171,898 214,295 321,907 384,449
Philippines P.C 27,403 35,147 52,464 58,684 71,200
C.V. 17,996 25,270 32,707 40,386 57,500
total 45,399 60,417 85,171 99,070 128,700
ASEAN4 P.C. - 262,209 296,408 386,234 410,288 495,823
Total C.V. 500,751 443,978 533,809 696,898 872,881
total 762,960 740,386 920,043 1,107,186 1,368,704

Abbreviations P.C. = passenger cars, C.V. = commercial vehicles

Source Automobile Industry Handbook 1997, Nikkanjidoshashimbunsha
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Demand for Avtomobiles in Viet Nam

According 1o figures from Viet Nam’s General Customs Deparliment, imports of completed
vehicles and KD units are as shown in the following table.

Table 1.3 Import number of automobiles {completed cars and KD-units} in Viet Nam

Year 1991 1992 1993 1994 1995 . 1996/*

Passenger Cars 599 281 8,342 1,685 2,508 3,757
(Used Cars) (333) {1,916)
Bus 1,169 4,018 3,128 816
{Used Cars) {461}
Truck 808 3,201 1,303 8,453 19,071 13,800
(Used Cars) {(10,660)
Sub-Total 1,407 3,482 10,514 14,156 24,707 18,373
(Used Cars) (333) (13,039
KD Uni 405 2,715
(P.C) (1,973)
{Bus) (320)
{Truck) {482)
Total 1,407 3,482 10,814 14,156 25,112 21,148
Newly Registered Vehicles 27,851 33,961 41,442

(for reference )

Abbreviation /* = Provisional / Preliminary
Sources  General Customs Deparimeat, Depariment of Transportation Police (Newly Registered Vehicles)

‘These statistics are based on customs clearance, and significantly different from the number of
newly registered vehicles provided by the Depariment of Transportation Police appearing in the same
table for reference. However, the number of newly registered vehicles appears to include tricycles
called “Lambro” and also registrations due te change of ownership that might be counted twice. Since
data from the General Customs Department does not, of course, include vehicles that enter the country
ittegally, the actual size of the domestic market for four-wheeled vehicles is believed to be halfway
between the two sets of numbers.

The clearance-based data indicates that the number of imporled vehicles showed rapid growth until
1995. In 1996, however, while the number of imported KD units continued to rise, imporls of
completed vehicles decreased from the previous year by no less than 25.6%, and the combined total of
completed vehicles and KD units also dropped by 15.8%, from the previous year. This is believed to
be due in pari to the 100% special consumplion tax which began to be levied in 1996 on automobiles
imported by foreign affiliated companies, working to suppress imports of completed vehicles by
foreign investors.

A breakdown by type of the combined total of oompleled vehicles and KD units in 1996 in 5,730
units (27.1%) for passenger vehicles, 1,136 units (5.4%) for buses, and 14,282

units (67.5%) for trucks. As this data shows, the market centers around commercial vehicles.

Also, used vehicles accounted for no less than 71.0% of the fotal number of completed vehicles in
1996. Above all, used trucks, 10,660 units, occupied 50.4% of the combined total of imported
completed vehicles and KD units .
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1.3.2 . Industrial Poticies for Automobile Industry in ASEAN Countries
(1) Thailand
‘Thailand has given preferential treatment to foreign autormobile companies since 1962, the year that

SKD production by Japan and Europcan manufacturers started. After a period of SKD production,
CKD production began after the government imposed restrictions in 1971 on the types of automobiles
that could be assembled wilh a requirement for 25% local conteat by 1974. In 1978, the government
stegngthencd measures to protect supporl domestic manufactucers and encourage local production,
including an import ban on all passenger vehicles under 2.3 liter engine capacity and large-size buses.
Al the same time, the Thai government also announced a niew policy measure: the rate of local content,
assumed to be 30% for passenger vehicles and 25% for commercial vehicles in 1979, was to be raised
5% per year (il 1983, or until it reached a total of 20% increase. Furthes, in 1985 present local
content rates of 54% for passenger vehicles and 60% for commercial vehicles were announced as
objectives to be reached over the next three years. In 1988, a policy to switch the engine of 1-ton
pickup truck —the largesi single model in terms of unit sales —to local preduction was introduced.
Thailand had boosted its local production policy step-by-step through the 1980s, before introducing a
new policy of liberalization in July 1991. Thailand became the fitst ASEAN country to Jift ils import
ban on completed vehicles and substantially reduce tariffs. Fusthermore in May 1993 a ban on the
construction of new automobile assembly factories was rem_dv’ed, followed by the removal of the up-
10-49% foreign investment restriction in November of the same year. In the background of this
liberalization policy and satisfactory growth of the domestic ¢coonomy, demand for antomobiles in

Thailand began to grow in 1992 at an average annual rate of 20%. At the same time, dirgct investment
by automobile-related enterprises in Thailand grew substantially, and as a result, Thailand now has
the largest aulomobile market and business accumulation ameng the four ASEAN countries.
Mareover, Thailand has had some success with export promotion shown by GM and Ford’s decision
to build automobile plants in Thailand that produce chiefly for export.

2 Ma]ays:a

Local production of auvtomobiles in Malaysia began in the mid-1960s in order to save foreign
currency and create employment. In 1966, Malaysna began to use measures such as imposing high
1ariffs on completed vehicles, exempting CKD parts from tariff, and adopting an authorization system
for KD assembly plants, in order to protect and foster KD makers. Also, in 1979 local production of
29 types of automobile components were made effectively mandatory by disallowing the inclusion of
import costs in production cost. Later, in May 1983 Proton, a Nationatl Car manufacturér, was
founded as a joint venture with Mitsubishi Motors of Japan and others based on the National Car
concepl announced by the Mahathir government in 1982, and started production of Saga, a passenger
car, in 1985. Proton went to local production for engine assembly in 1989 and for forged paris in 1994,
Proton has maintained large market shares because it has the benefit of by far the best preferential tax
treatment granted in return for its higher local content ratio than other companies. Its scale of
production, 155,000 units in 1995, is also one of the largest among ASEAN countries. Incidentally,
before Proton started production, tariffs on KD parts of other manufacturers had been raised from 0%
to 40% over the pesiod from 1981 to 1984. In January 1992 13% tariff was levied on Proton's
imported parts in order to nurture domestic parts manufaciurers, and Prolon was also required 1o
increase its local content ratio form a previous 60% to 80% by the end of 1993, Other assembly
makérs were required to increase their ratios from a previous 20-30% to 45-60% by the end of 1996.
Furthermore, as part of its local production promotion program, the government has focused atiention
on establishing local component manufacturers, Bumiputra (Malayan) enterprises in particular. The
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VPP (Vender Development Program) initiated in 1993, under which assemblers such-as Proton
provide technical support to component manufacturers and agree to purchase their components, has
been fairly successful. A second National Car manufacturer, Peroudua, was founded as a 'joint venlure
with Daihatsu Motors of Japan in February 1993 to promote competition, and the Kanci, the second
National Car, was put on sale in late 1994. The car is doing well, selling approximately 40,000 units
in 1995, A project for a new National Car is also being promoted with Citroen of France and other
companies. Proton exporis some products al presenl (approximately 20,000 uvnits in 1995). However,
as its product is not yet competitive enough in other markets, Proton is looking at ways {o cut
production costs by 30%. Proton also plans to build a sccond factory in 1998 - which increases the
total production capacity to 500,000 units by 2000, in anticipation of increased exporls.

{3) Indonesia

1.ocal automobile production began in 1969 when the Indonesian government pul an import ban on
completed vehicles, made it mandatory 1o use domeslic capital for the CKD assembly, and introduced
an authorization system for entry by assembly companies. In 1976 a plan for local production of
commercial vehicles was announced. The plan called for import dutics for KD parts of commercial
vehicles to be set at 0-10%, (compared with 100% for passenger cats), and set deadlines for the local
production of each type of part, with 1984 as the final goal year. The goal was not altained, and the
period was extended successively. Further, in 1987 the government developed a plan for complete
tocal production of smatl commercial vehicles (2.5 tons or less). This was aimed at local production
of basic components such as the engine and transmission. The nominal tocal content ratio increased to
80% by the goal year of 1990; local production of child parts and materials, however, did nol go as
expected and the actual rate of local content is rumored to be around 30%. It is fair to say that the
Indonesian goverament was enthusiastic in promoting local production, but failed to atlain its goals.
Reflecting on this experience, the governmant changed its automobile industry policy in June 1993,
and deregulated the import of completed vehicles. At the same time, the abolition of local production
ohligation for certain specified components and reduction/exemption of tariffs commensurate with the
degrees of local content ratio was announced and put into practice in January 1994, Further, in June
1994 foreign investment conlrol was abolished, and in May 1995 schedules for reduction of tariffs
and other taxes were announced with AFTAJCEPT in mind. In February 1996, when it began to be
expected that the shift to deregulation would lead to a more aclive entry by component manufactures
and others, the National Car program was announced. The program was for government authorization
of “pioncer enterprises” that would fulfill certain conditions such as (1) 100% local capital, (2) use of
independent domestic brands, and (3) accomplishment of local content ratios of 20% in the first year,
40% in the second year, and 60% in the third year, and exempt imports of parts from fariffs and
assembled vehicles from the luxury tax, so that low-priced vehicles could be supplied. However, this
was clearly a violation of WTO’s nondiscrimination principle as these measures were only applied fo
Timor Putra Nasional (a partnership with Kia Motor of South Korea) operated by President Suharto’s
third son, and the government authorized duty-free imports of completed vehicles from South Korea
untit loca! production started. Japan and other countries has brought the Indonesian government to
WTO. The Indonesian government is said to have been molivated by WTO requirements to remove
non-tariff barriers by 2000 and AFTA/CEPT obligations to reduce intra-tariffs to 5% or less in 2003.
The Indonesian government is said to have acted hastily to achieve local production of passenger
vehicles (o compele against Proton of Malaysia and other companies. This was hardly good policy for

Indonesia: it invited opposition from the international community and resulted in the stoppage of
direct investment in the country,
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(4) The Philippines

In 1951 the import of completed vehicles was restricted by means of foreign exchange allocation
and CKD assembly was started. Afterwards, many businesses entercd the avtomobile industry;
however, in 1971 the government announced a plan for local production of passenger vehicles
(PCMP) (o limit the number of participating companics. Specifically, the government set goals for
local content ratios at 15% to be allained by the end of 1973 when the plan’s first-phase was (o end,
25% by June 1975 when the second phase was to be completed, and 35% by June 1976 when the third
phase was lo end. Five companics including Delta (Toyota), Ford, CARCO {(Chrysler, later
Mitsubishi), GM, DMG (VW, later Nissan) acquired authorization. In 1977 a plan for local
production of commercial vehicles (PTMP) was also devcloped. These plans proved quile successful
in the 1970s duc partly (o increased demand; however, after 1980 domestic demand turned stuggish
due 1o the effects of the second oil crisis. In 1982 the problem of nepative international payments
balance came up to the surface, Furthes, {ollowing the 1983 assassination of Mr. Aguino, the
government suspended foreign exchange allocation for domestic producers because of political unrest
and a foreign exchange crisis. This made the importt of componeals extremely difficult, and forced
‘Toyota and Ford to withdraw in 1984 and GM in 1985. _

Derand for automobiles recovered following the establishment of the new Aquino regime in 1986,
reflecting the economic recavery. At the end of 1987 a Car Development Plan (CDP} was announced.
It aimed to nurlure the automobile component industry and raise the locat content ratios, facilitate
technology fransfer, create employmert, encourage foreign currency savings, and establish a
reasonable selling price system. In response to the improved business climate, Toyota resumed its
tocal assembly operations in 1989. In 1990, the government made it mandatory to raise the local
content ratio for components to 40%, increase foreign exchange acquisilion year after year through
exports of components, and from 1994 finance 100% of foreign currency requirements by export of
components (these obligations were partly eased later on, and the current foreign exchange acﬁuisitiqn
requirements are 45% for passenger cars and 10% for commercial vehicles, though they are scheduled
1o be raised to 50% and 15%, respectively, in 1998). Also, in March 1990, the government announced
a “National Car (not more than 1.2 litters; not more than 175,000 pesos) Concept,” and eniry of new
manufacturers starled again. Not only existing PCMP-authorized manufacturers, but also 13 other
companies from Japan, South Korea, the U.S., and Furope announced their intentions to join in the
National Car program, but only seven companies, including Honda, Daihatsu, and Kia, were selected.

The current policy measures of the Philippines for its automobile industry can be divided into lwo
requitements: the requirement to atiain the local content ratios (40% for passenger cars and 45% for
commercial vehicles), and the requirement to raise certain amounts of foreign currency needed to
purchase components for auto production through exports of autos and auto parts. The government is
also enthusiastic about liberalization and deregulation, and has already reduced the tariff on KD parts
10 3%; however, it is considering reexamining this tariff because it might have lowered the rate too far
to induce parts manufactures.
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1.3.3 Comparison of Investment Environment Among ASFAN Countries and Viet Nam

Low labor costs is the only favorable factor thal Viet Nam’s invesiment climale has over other
ASEAN countries. (sce Table 1.6) Yand is lcased rather than sold in Viet Nam, and yet land is
cheaper in the four ASEAN couniries. Eleciricity and water charges are double in Viet Nam than in
Thailand. Purther, in terms of institutional incentive to promote direct investment, Viet Nam is clearly
far inferior (o the four ASEAN countrics. In the case of the period of corporate-tax credil, for example,
in Vict Nam it is onc year for exemption, and two years following that period for a 50% reduction,
while in Thailand, exemption in the Third Zone is for 8 years, 50% reduction is for 5 subsequent
years, and for “supporting industrics,” excmption is for 8 years regardiess of location. Moreover, in
Viet Nam the tariff system for autemobile components is distorted (the tariff rates for child parts are
higher than the rates for CKD paris) and has become a disincentive for the component manufacturers.
Consequently the investment climate for componemt manufacturers has become even more
unfavorable than for other industries. ‘

Although not indicated in the table, the difficulty in running business due to poorly organized or
unclear laws and regulations has been a causc of serious grievance among. foreign corporations. The
extraordinary time and effort required to obtain authorizalion or permits has become in effect a cost
increasing element and is directly responsible for the deterioration of the investment climate.

It may be possible in some cases for import-substiluting industries to induce investment in spite of
the above climate if Viet Nam protects industries by means of tariff, for example. However, in the
case of export industrics, Viet Nam, operaling in the business climate déscribed above, will onlikely
be as successful in inviting export industries as it hopes to be, because it has to compete with other
counirics. In fact, the amount of direct investment is increasing, but many in import-replacing
industries, and relatively few export mduslnes have come in. _ :

Concerning the number of investments in the automobile mdus!ry, there are more lhan enough KD
assemblers, but there have been relatively small numbers of direct investments in the components
segment. Due in part to the disincentives mentioned above, there are still no signs of business moving
largely into the component segment. If Viet Nam aims lo export automobile components within the

ASEAN region by inducing direct investment, it needs to considerably improve its investment
climate.
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1.4 Supplement 2 :Some Findings From Interviews With Autormobile Companies in
Viet Nam

Valid responses were received from seven companies. A hesitant attitude was generally noliceable
in answering the questions; however on major management issues there were specific answers though
moderate in expression. The following enumerates the points of importance especially as regards
management issues. The specific content of the answers is summarized in Table 1.7,

(1) On imports of components, etc,
1) Tarift-related
*  There are many problems regarding the business ¢nvironment because related laws and
regulations are unclear and changeable. (3 companies)
»  Many kinds of fees and charges have to be paid. (4 companies)
= Imports of machinery and equipment are duly-free, but if there is any difference from the
feasibility study submitted with the investment application, duty has to be paid. (1 company)
*»  The base price for taxation is assessed higher than the actual contract price. (1 company)

2) Foreign exchange acquisition
Many companies answered that as of February 1997 they have had no problem in obtaining the
forcign cursency for the import of components. However, one company answered that it had
experienced difficulty raising sufficient amounis of the foreign currency (especially after the
Vietnamese dong’s declining value was rumored about in the 4th quarter of 1999).

3) Other import-related procedures
* The procedure to oblain the Trade Minisiry's approval for imports is unclear and time-
consuming. (1 company)
®  The laws and regulations are generally changeable. {1 company)
»  Itisobvious that there are delicate issues. {1 company)
»  The procedures are too complicated. (1 company)

{2) Production
1) Quota on KD parts
‘Two companies appreciated that the quota on KD sels beyond CKID2 had been abolished in Januaty
1997; however, many complained about the quota approval procedures prior to that,

2) Local Procurement of Parts
* It is difficult to procure parts within Viet Nam al present because of lack of reliable
suppliers and technology. (3 companies)
»  Cannot compete with other countries because the market is too small. (1 company)

{(3) Perscnnel
1) Workers
Many companies expressed no problems. However, one company stated that wages for trained
workers were too high, and one company replied that it was difficult to hire good workers 2 or 3
moniths after graduation time. Also, one company stated that the procedure for sending workers
averseas for training purposes is difficull and time-consuming.
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2) Engineers
Many companics said that basically there were no problems. However, one company said there was
a problem in technical capability, and two companies said it was difficult to hire engincers who could
speak English.

) Managers
Many companies expressed no problems. However, one conipany stated there was a problem in
their English-speaking capabilities, and one company said few could do a job good enough to descive
their salaries.
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Table 1.7(1) Summary of interviews with automobile companies in Viet Nam

Company A B

Import * Fquipment and mrachinery in accordance with - [Import tax, Special c’onsumption tax, Custom fee,

dutics and  |the feasibility study (including vehicle) is Stock fee, Fee for Forwarding company

levies cxempted from taxes, 'The Law of Viet Nam is not stable.

* Parts and accessories of SKB, 1IKD, CKDI, ‘The application of the Law when it changes is
CKD?2 forms and matenials for assembly is in unelear, so businesses have disadvantapes,
accordance with the import tariff.

E However, the feasibility study is different from

E‘ real sitwation, and this difference can hardly be

= cxempled [rom laxes.

Forcign At present, we have not mel with significant Up to now, we have not me! any obstacle in this

exchange |difficuliics in getting foreign exchange. problem because we have not yet started the
We have the support of the foreign partner in distribution of products in Viet Nam.
providing foreign exchange, We sell our products
in VND, then buy USD in the banks.

Procedure  |The difficulty is the instability of the tax tariff  |Licensing procedure of MOT is not clear and it

and others  {and the regulations. can lake a long time. It is necessary bo provide

more knowledge for people in charge.,

Quota [n past years, we made a plan and submitted it to |According to the Decree No. 28 dated January 13,
the Ministry of Trade for approval. Fiom 1997, [1997 of the Government, no more import quota
the import of CKD2 form is not limited, but other [control, but there is not guideline yet, so we must
materials and chemicals has not been stipulated  |wail to know the details.
yel. Up to now, we have Lo use quota of 1996,

Local We have not local content ratio for CKDZ formy | We plan to reach the localization of 10 % within a

contend ratio]yet. We are ready 1o carry out the localization period of 5 years, in compliance with the

a once Viet Nam has enterprises producing stipulations of Victnamese Government. The
-2 automobile paris and accessories. But we think  lexpectation of local content ratic in the future is
2 up to now, there is no avtomobile companies good. However, Vietnamese supporiing industries
g which carried oul the localization. The has not yet achicved international standards,
- automobile industry of Vict Nam can hardly Theiefore, in the next stage, product quality will
compete to other countries, because the oot able to achieve quality standards as in ISO
Vietnamese markel is small. The localization S000.
should be implemented when the income of
Vietnamese people is higher and the Vietnamese
markel is expanded. :

Planand  [There ate many difficulties such as the low We plan to produce 20,000 units/year,

others development of the econoniy, the burcaucracy of
the national adminisiration.

Workers No answer. No problems.

Engincer  |Skillful enough to meet our requirements, but No problems.

= lacking middle-man between engincers and
g workers (student graduated from higher technical
§ school).
K Mapager  |Specific works are conducied by Vielnamese No problems.
managers. Viclnamese managers trained by our
company are atiracled lo other joint ventures.
Sale Our sales fax rate is 4 %.

We have not yel siarted the distribution,
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Table 1.7(2) Summary of Interviews with Automobile Companies in Viet Nam

content ratio

feasibility study is not so high. In the future, it
may be higher becausc of the development of

Company C , D

Import * Impott tax in accordance with import-export  |* Import tax: including

duties and  {tasiff stiputated by the Ministry of Finance. + Import tax of capital goods

levics * Custom Fee : Comprising ; stock fee, loading - |- Imporl tax of parts, matcrials

container fee, transportation and other fees in the
v process of import in accordance with regutations 1# Special Consumplion tax
2. of General Custom Office. * Custom fee, many of which arc “subtle fees”.
.g We have met with many difficultics because
regutation are unstable and unclear.

Foreign Up to now (2/1997), foreign exchange is We have many advantages in getting foreign

exchanpe |favorable to us when is has been nceded. exchanges.

Procedure  |In general, there are nol any problems, but there  [In gencral, we have not mel with significant

and others  |are some “sublle troubles’ and it is obvious. problems or obslacte,

Quota Our company has not been given quota in 1997, |We are in pilot phasc.

Local Our locat content 1atio in accordance with the Qur local content ratio is inconsiderable. We are

planning to raise local content ralio, but we have
not predicted this ratio yet. Workers have not high

Cars: 4%

‘g industy in Viet Nam. skills and technology engincers are not skilled
"g enough 10 achieve such expectation on the locat
3 content ratio. And Viet Nam has not mechanical
& technology suitable for the development of
automobile assembly branch.
Planand  [400- 500 units/year [n general, we intend to produce 3 kinds of
others ' _‘producls. .
Worker Our worker are trained in keeping with ous Expense for training workers is too high.
production slage. The lack of middle-man between engineers and
workers (student graduated from higher technical
E school) in terms of number and qualification. 3
g Engincer  [Qur engineer are frairicd to meek our We have met with difficullies in skill and ability of
i requirements, mechanical workers and engineers. Al present,
e Viet Nam is lacking manufacturing technology
engineers.
Manager  {Our manager and administration clerk are trained |The problems is working style.
by us, and we have no pioblem.
Sales Trucks: 1 %.

We have not sold our products yet.
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Table 1.7{3}) Summary of interviews with Automobile Companles in Viet Nam

E

F

Tmoport

[mport
duties and
tHevies

Although we listed the company cars in the
Master List for duly fice, we had to pay the
specificd amouat

1) Import taxes applied for impoit parts, materials
and parls in form SKD, CKD1, CKD2, IKD arz in
compliance with regulations of Viet Nam
Government on import-export {axation.

2) Fees and chatges applied for import paits,
matesials and parts are in compliance with
regutations of Custom Office :

Freight, Container fee, Dispatch and unloading
fee, Stock fee, .

Our company has not to pay import duties and
levics more than rates on amounts ruled in the law.

Foreign
cxchange

No problems so far.

Until the ¢nd of 1996, we can find easily foreign
exchange resources according 1o the exchange rate
published by banks.

Procedure
and others

Proccdure is too complicated.

Na apswer.

Production

Quola

MOT state that unless we fulfill the additional
guota which has given so far that they will nol
issue any new quota,

According to our F.S,, the local content ratio of
our company will be 15% - 20%, However, the
local content ratio al present is 0%. In 1997, the
localization program will be started, with the local
content ration of about 2 %. ‘

Local
content ratio

We are targeting to start partly in April 1997, We
wish {0 achieve in line with the guideline given
from the Government. No rcliable local vendors
in terms of quality/price and delivery time. We
have to rely on mainly Japanese J/V or BCC
companics,

Procedure of sending staff abroad is difficult and it
can take a long time. In some cases, our company
was potified of the conference ot training program
(held in abroad) 15 days te L month befose the
beginning, but we could not participate that
conference/program because the procedure
requires 1 month to complete.

Personnei

Worker

We don’t have problems for human resources for
the factory worker as most of our workers are
employced from the region in which the factory
located.

No answer.

Engincer

As our factory is located away from the central
area of the city, it has been difficult to find good
English speaking ¢ngineers. As we are an
international joint venture company, English is
our communication language. The people
employed from the August 19 factory make a
barrier to Ha Noi employed people.

No answer.

Manager

Same as above.
People came from the Vietnamese Party can not
communicale in English.

* Sales tax
Automobiles : 4 5%
Parts/Components : 2%

Sales

1% of turn-over tax.
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Table 1.7(4}) Summary of interviews with Automobile Companies in Viet Nam

Cars: 1%  Others : 4%

This tax make the assembled vehicles in Viet Nam much less compelmve than the imported
ones.

G
Impoit import duty : including
dutics and  |* Paris : 60 %
levies * Equipment : 0 %
¥ Sub-material : 19%-25%
CKD1; Load not over than § tons : 16%
of 5 scals'to 15 seats : 40%
£ CKD2: of 5 seals to 15 seats : 20%
g, 1) There are spucnﬁc lmport tariff for CKD1-2 but !hc Customs evatuated our KD paris with a
k] higher price in comparison with the Contract price.
2) Some commoditics are not listed in the tariff and evalvation of custom list, Therefore, the
customs officer have to check and compare with the market price of imported and similar
200ds. As a result, so they assessed the unit price of imported commaodity higher than the
“fcontract price.
Foreign However due to thin avallablhly curcencies here, we have been facing great difficulties in
exchange  |gotiing enough foreign exchange when we make payment for impot material authorized by
the quota. The difficultics have become n,markablc since possibilities of devaluation of VND
were alleped in the last quarter of 1996. The Government or the State Baak is requested lo
puarantce avallabnl:ty of foreign exchange for each payment which is authorized by the quota
or the governmental license through proper foreign exchanges contral.
g Quota There are too many regulation and complicated procedure for getting approval
k> * Import Quola  *Customs Clearance
2 : More flexible and speedy treatment is preferable.
E Local
A leontent ratio .
Worker The current local content ratio of the Company is less than 1%. Preferably, we would like to
reach the localization of 13% within 10 years.
Engincer  [Difficult to get good employees especially afler passing gradualion season 2-3 months.
Manager |1t is quite difficult to find people al reasonable costs who have enough experience and

E knowledge for doing business in market economy, 'The foreign cxperts began thinking that it

g would take much more time to carty our technical transfer to Viet Nam jo this figld than had

4 expected.

& 1} The high rates of income tax make employment at reasonable salaries difficult and on the
other hand, this is one of the biggest factors which discourages capable persons from working
hard at their maximum capacity.

2) Lack of modest and flexible mind lo Tearn ways of business {rom the foreigners if often
obscrved. :
3) Royalty to societies including company is so weak yet. _
4) Many are still sticking to papers such as language or compulter cerlificates and considering
them more impartant than job experience and actuzl hard working.

Sales * Tum-over tax
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