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1. Assumptions for the scenario

A. Assumption 1: Changes in the international markets

Table 1. Changes |n the supply~dernand and market environments and factors in competftlon

Penod Supply-Demand Market Factors in Competition
Environment Environment S
1960s Supply<Demand Sellers' market Production technology
1970s Supply =Demand Equilibrium Price
1980s Supply>Demand Buyers' market Distribution channel
1990s Supply>>Demand | Intensification of = | Marketability
. : the buyers' market
Early 21st century | Supply>>>Demand | Further (Garmem) Quick response to markets L
intensification of | (Textiles) New matenals development
the buyers’ market | capabzlny m L

Source: Japan Chemical Fibres Association, 1999.

(Table 1) After the turn of the century, the international market will become increasingly a buyers' market

due to global oversupply. In such an environment, the important factors in comi)etition will be how quickly

one can respond to demand with respect to garment manufacturing and the capability to develop new materials

in the area of textiles. The question is how well Viet Nam's economic system can respond to changes in

international markets.
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B. Assumption 2: Changes in the international environment and their impact on Viet Nam

Table 2. Changes in the international environment surrounding Viet Nam's textile and

garment-manufacturing industry and their impact on Viet Nam

Years Item Contents - jmpact
2001 - Implementation of | * Reduction of U.S, import tariffs Positive <.
the Vietnam-U.S. | * Application of U.S. anti-dumping law Not Positive
Trade Agreement | * Strengthening of U.S. requirement to prove the place of | Not Positive
origin : Gl
2005 - | ATC of WTO to go | * Intensive competition due to the end of import guarantee | Not Positive -
into effect from Europe, etc., because of the abolition of the quota TET
system in international trade .
2006 - | CEPT rules in * Intensive competition vis-a-vis imported textiles and
AFTA garments in the domestic market resulting from the

removal of Vietnam's non-tariff barriers and cut of import |

tariffs to 5% or less

Around | Membership inthe | * Full implementation of membership requirements:

2010- [ WTO Termination of export subsidies, removal of tariff and
: non-tariff barriers, increased transparency in trade

measures, removal of export requirement on foreign

capital and protection of intellectual property

Source: Compiled by Nomura Research Institute, Ltd., November 2000,

(Table 2) In the early part of the 21st century, the international environment surfounding Viet Nam will

change in such a way as to promote imports rather than exports.

C. Assumption 3; Textile and garmcnt-rﬁanufacturing induétry strategy of China, Viet Nam's principal

competitor, and its impact on Viet Nam

Table 3. Past and planned composition of textile and garment production in China (%)

1980 1985 1995 2000 (P) 2005 (P) 2010 (P)
Cotton spinning 59.7 49.2 329 30 25 20
Wool spinning 35 - B4 8.2 b 5 3
Linen spinning 1.4 22 1.2 ! 1 1
Silk spinning 7.1 9.7 10.8 10 12 14
Chemical fibers. = | o 4.2 0 b v 6060 A0 D ey M S e 2 BT e R
Embroidery 8.6 9.1 1.4 8 7 8
Gamien(-making - T 110 . l 15 : 21 4 25 N 25 25
Others 2.5 33 8.0 6 .4 2
Total 100.0 100.0 100.0 100 100 100

Source: Planned by the Textile Industry Bureau, State Economic and Trade Commission of China, August 2000.
(Table 3) China plans to increase the percentages of chemical fibers and garments made of chemical fibers

through 2020. If Viet Nam adopts a policy to expand production of cotton yarns and garments (including

blends of cotton and synthetic fibers), it should help the nation differentiate its products from those of China.
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Table 4. Synthetic textile development strategy of China and its impact on Viet Nam

China's exports

China's imports

Capital investment in

China

Impacl on V:emam

Enhancement of
exports of medium-

Increased imports of
dyed and printed

Promotion of joint
ventures  for dyed

basic’ llems to the U S

Vnctnams exports of

and high-grade fabrics and printed products | could increase :
2001 - z i
garments to the U.S. (for exports) (positive)
2005 . . . S
to differentiate from "
other developing
countries %
Increased exports of | Increased imports of | Increased imports of | Increased imports of
2006.- dyed and printed synthetic fibers blended yarn spinning dyed and printed - .
"201 0 fabrics (blended yarns) for mills {(for import ;fabrlcs to Vletnam S
medium- and high- substitution) :from China (ncgatlve)
grade textiles i :
Exports of high-grade | Increased domestic Further increase in
2010 | Barments made of production of imports of blended
blended yarns chemical fibers for yamn spinning mills
2020 . ) .
medium- and high- (for import
grade garments substitution}

Note: Information on China’s imports and exports and capital investment was planned by the Texule Industry Bureau ,

State Economic and Trade Commission of China, August 2000.

Source: Compiled by Nomura Research Institute, Ltd., November 2000.

(Table 4) China's policy of developing chemical fibers and chemical-fiber products should help Viet Nam

increase exports of cotton products to the U.S. market. The other side of the coin is that it could increase

imports of chemical and synthetic fiber raw materials and their products to Viet Nam from China.

Table 5. Cost structure of a men's shirt sold in the U.S. by place of origin (USD/piece)

U.s. U'S.'— India Thailand China | Viet Nam | Myanmar
Mexico
Raw materials 1.6 1.6 1.6 1.7 1.6 23 27
Labor 36 0.8 0.3 0.7 0.8 0.6 0.2
Energy 0.3 0.6 0.8 0.5 0.4 0.5 07
Depreciation 0.6 0.8 - 06 0.6 0.7 0.5 0.5
QOther production costs 14 1.0 1.1 1.2 0.9 0.8 0.5
Total production costs 15 48 44 4.7 44 4.7 4.6
Profit 1.2 .08 0.7 0.7 0.7 0.4 0.3
FOB price 8.7 5.6 5.1 54 5.1 5.1 49
Shipping 0.0 0.5 2.1 2.0 2.1 2.2 24
Tariff 0.0 0.0 0.4 0.4 0.4 0.4 0.4
Purchasing price 8.7 6.1 7.6 7.8 7.6 7.7 7.7
Retail price 15.0 - 15.0 15.0 15.0 15.0 15.0 15.0
Retail profits 6.3 8.9 7.4 7.2 74 73 73

Soutces: Compiled from NCC: National Cotton Council, 1998.

(Table 5)The upper table shows a cost comparison of a men’s shirt sold in the United States. On an FOB

price basis, Myanmarese products appear to be more price competitive than those of its major competitors

because of the country's low labor costs. However, at the retail level in the United States, Myanmarese
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products are not necessarily more price competitive than others. This can be atiributed to the following
factors: i) Raw materials costs in Myanmar are high. Because of the country's upstream raw materials sectors
are not developed, Myanmar depends on imports for approximately 95 percent of the raw materials it consumes.
In addition, import and export costs are high because of inadequate port and harbor facilities and transportation
infrastructure. ii) In early 2000, the electricity charge jumped to ten times what it used to be to 8 cents/kwh.
iti) With respect to labor costs, although wages in Viet Nam are approximately three times higher than that in
Myanmar, it has been pointed out by a number of foreign companies that operate both in Myanmar and Viet
Nam that Vietnamese workers work several times harder than Myanmarese workers and that their productivity
is much higher. All these factors work to offset Myanmar's advantage brought by its low wages. As a
consequence, there is not much difference in the price competitivenes‘s of Myamarese products and those of
other developing nations. In the future, however, if the exchange value of the Myanmarese currency is to
decline, domestic costs, including labor costs and power charges,. which account for approxirﬁatély half of the
cost of production, will help maintain or improve the export cbmpétitivcncss of Myanmarese products.
Although the amount of garment exports from Myanmar is still small, in recent years the country has been
receiving orders for sewing on commission and the range of products is gradually gcning broader to USD 7
million. The reasons for the increase are as follows: i} The low wage level in Myanmar. The average monthly
wage in Myanmar is approximately 20 USD, which is only about a third of that in Viet Nam, which stands at
approximetely 60 USD. ii) The export quota imposed on Myanmar by the advanced, industrialized countries
is extremely small compared with that imposed on other countries, such as China, Viet Nam and other
competitors. Myanmar has an advantage in the exports of knitwear to the United States because the United
States currc'ntly does not impose any quota on knitwear made in Myanmar. Specifically exports to the United
States account for 40 percém of total garment exports. Twenty percent of exports to the United Stz;tes are
made under the quota (men's and women's slacks, men's shirt, women's skirts and pajamas, all made of woven
fabric, women's slacks made of wool woven fabric, etc.) while the remaining 80 percent are non-quota exports.
Approximately 40 percent of total garment exports are destined to Europe (France, the U K., Germany, Greece,
etc.) and these are all non-quota exports. This means that just under 10 percent of total garment exports are
covered by quotas. It seems that there has been no change in the quota since it was first agreed with the
United States in the 1980s. The quota should have been renegotiated with the United Statcs every four years,
but it is said that because of the U.S. refusal to negotiate with the government of Myanmar, it has been left
untouched. Asa resuit, garments made in Myanmar have been expoﬁed through Hong Kdng-based firms and
others to such mass merchandizers as Walmart and K-mart in the United States as low-pricéd basic _itemé.

Some of the Hong Kong-based firms have entered Myanmar because of the country’s advantage in quota

allocation from the United States.
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2. Scenario for the period up to 2020

Table 6. Outlook for supply and demand

2000 2005 (F) 2010 (F) 2020 (F)
Value of exports : :
Garments -~ . ' . a0 | 40 o 68 140
(in billions of USD) (Annual rate of mcreasc)' e T b (+15%) C(+10%) ] (+8%)
Value of imports
Textile raw materials ., .- BN I 0.2 03 1206 ) i 250
(in billions of USD) (Annual rate of 1ncrease) ; - (+10%) Tl (+18%) ¢ (+15%)
Textile plants/year (in billions of USD) N : 0.5 - 0.7 1.0 R
Value of domestic.sales © .0 ol e SRCED W S ISR e 0. TR IERRSE R S
(in billions of USD) (Annual rate of 1ncrease) A (+5%) | - (+5%) _': (+7%) ‘
Planned textile production (1,000 tons) = -~ |- - {50 | . - 243 |- 360 | - BOO
(Breakdown) (%)
Cotton yarn .7 10 L VU S81% o 50% - 48% . -48%
Blended yarn of cotton and synrhetlc ﬁbers . o 24% 0 o 24% ) - 25% - 25% -
Syntheticyaros - o o L L 25% -t - 26% X% %
Breakdown (%) '
Knitted fabric =~ - oo v o s 189 S 19% F - 19% - | U 22%
Woven fabric " v s e o Lo T60% - [ 63% o 66% o 68%
Others . s om0k o 18% | - 18% L) o0 0%

Note: Figures for textile production plans were obtamed from the Vietnamese authorities. (thers are estimates by
Nomura Research Institute, Ltd.

Source: Compiled by Nomura Research Institute, Ltd., November 2000. '

(Table 6) Garment exports should incfease smoothly through 2004 thanks to the increase in export quotas
to Europe and Vthe implementation of U.S.-Viet Nam Trade Agreement. Subsequently, however, growth of
garment exports should slo\i_f somewhat due to the following facfors: i) As the .WTO Textile Agreement
comes into effect in 2005, competition will intensify in export markets because Bangladesh, Cambodia,
Myanmar and inland areas of China will begin to export the basic items in the same price range as those of
Viet Nam; and ii) after in 6r around 2010, when Viet Nam joins the WTO, it wiil have to scrap preferential
treatment given to smtc-éwnc_d enterprises.

Textile imports will tend to increase from 2Q05 onward due to the following factors: i) with progress being
made in develop-and-cxport schemes, impoﬁ of raw materials which cannot be produced domestically should
increase; ii) AFTA will reduce import tariff rates from 2006 onward; and iii) aﬁer Viet Nam gains membership
in the WTO in or around 2010, it will be required to remove tariff and non-tariff barriers.

Imports of textile plants are expected to increase. i) Between now and 2005, imports of spinning mills for
high-count cotton yarns will increase in order to enhance garment product lineup, in addition to the replacement
and updating of existing equipment; ii) through 2010, there will be imports of equipment for import substitution
of dyed and printed fabrics; and iii) through 2020, spinning mills will be imported for import substitution of

blended yarns.
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Table 7. Forecast of the scale of domestic market

2000 2005 (Fy | 2010(F) | 2020 (F)
{Assumption) Per capita real GDP (USD) 350 500 700 1300
Forecast formula Per capita textile consumption

= 3.679Ln (per capita real GDP) - 0.3517

{Primary results) Per capita domestic textile consumption 48 58 63 10.1
(including imports) (kg per25m length-fabrics) ) ' ) S
(Afss_umptlon) Populauop (Annual increase of 1.2%) (in one 81 89 99 120
million persons) : \
(Secondary results) Textile consumption {1,000 tons) 389 516 623 1,212
(Assumption) Average unit price to remain the same
(USD/ton) (Reason) Competition with imports 2,570 2,570 2,570 2,570
(Tertiary results) Scale of domestic market (in billions ' e ,

Source: Nomura Research Institute, Ltd., November 2000,

(Table 7) In the developing countries, per capita domestic textile consumption incfeases sharply after per

capita real GDP exceeds USD],OOO. In Viet Nam, per capita real GDP will exceed USD1,000 in or around

2016. For every USD100-increase in per capita real GDP, per capita textile consumption w;ill‘incrcase by

approximately .O.Skg.

. Table 8. Viet Nam's priorities for the development of textiles

Priorities 1996-2000 2001-2005 2006-2010 2011-2019
Export Enhancement Cotton fabric | High-count cotton Advances in Cotton-blend
of export yam dyeing yarn
competitiveness technology - - :
Domestic Promotion of Chemical fiber Chemical fiber
sales import fabric yamn
substitution .
Raw materials | Shift to Improvement | Expansion of cotton | Expansion of | Expansion of
development develop- and- of raw cotton | growing cotton cotton
export schemes | strain growing growing
Capital Equipment Replacement | Replacement and Dyeing plant | Blended yarn
investment modernization | and updating | updating of and medium- | spinning mills
of existing equipment, cotton scale chemical
equipment spinning rmills and fiber plant
medium-scale
chemical fiber plant

Source: Nomura Research Institute, Lid., November 2000.

(Table 8) In terms of competitiveness in export markets, it will be an advantage for Viet Nam to concentrate

on product development primarily in cotton products, as the nation has strong price competitiveness in domestic

raw cotton. Therefore, it will be necessary to improve cotton strains and increase cotton planting acreage.

Cotton is considered an important industrial plant, its development not only helps textile industry to ensure

domestic material but also speeds up the conversion of plant structure, raise Viet Nam agriculture production

(in general, production value of one cotton hectare is two times more than rice growing). Otherwise, the
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production cost in the same quality cotton is almost near to the price of imported cotton, which shows the
international competitiveness of domestic cotton. On the other hand, as chemical fibers require economies of
scale, development of chemical fiber textile products will not bring advantage to Viet Nam vis-3-vis China in
view of the relatively small size of Viet Nam's domestic market.. Based on the assumption that synthetic fiber
demand in Viet Nam in 2020 will be USD7 billion (garment market size estimated at USD l?hbillion, of which
approximately 40 percent will be synthetic fiber garments) and based on the production capacity of syathetic
fiber businesses in Viet Nam being operated by South Korean or Taiwanese firms, even in 2020 Japanese
investment in a major synthetic yarn plant of approximately USD1.5 billion (production cost: USD1,000/ton
x annual optimum production capacity of 100,000 tons x 15 years for recovery of investment) probably will
not be able to break even, not to mention being profitable. By characteristics of production and consumption
of product in short period, so the term of recovering investment capital from textile, garment sector is much
lower than that of other industries. Commenly, the term of recovering capital from textile sector is from 12 -
lSIyears, garment sector is from 5 - 7 years, in the meantime the other industries is over 15 years, even tens
years like steel industry. Additionally, one is being reminded of the facts that when mﬁjor Japanese synthetic
textile makers invested in China between 1997 and 1998, China's demand for such products was USD23
billion and that there was no other big investment in synthetic textile plants from other countries before the

Japanese investment.
3. Priorities and policies on promotion for import substitution and export
A. Recommendations for long-term policy priorities

(Up to 2005)
1. Export industries must achieve import substitution by'2005 to save foreign exchanges and also to
) capture the domestic market. Capturing the domestic market is very important for the development of
capital-intensive synthetic textile sector, which requires economies of scale. The reason that "import
substitution effect of export industries” xs neéessary is that, for example, although the domestic garment
market in Viet Nam in 2000 is estimated at USD1 billion, low-priced imports, primarily from China,
account for approximately 60 percént of this market, Sales prices of these imports are only one-third to
one-quarter of the unit price of garments sewed on commission for exports (which is USD10 or more).
The domestic market has been captured by China because Viet Narm is not able to produce and supply a
wide variety of materials compared with China and because the fight against smuggling by the governments
of Viet Nam and China has not been effective. Crackdown on and penalties for illegal imports should be

made more scvere.
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2,

One of the reasons for the inflow of low-priced Chinese garments is the absence of large distributors
who handie high-quality garments. At present, the garment manufacturers who wish to ship to the
domestic market must either open specialty shops by themselves, or sell through agents who do not have
the obligation to purchase merchandise or sell on a consignment basis. The garment manufacturers in
Viet Nam, whose principal business is sewing on commission for exports, the expansion into the domestic
market is difficult not only because of the prevalence of illegal imports and copies of brand-name products
but aiso because of such financial burdens as ﬁnancing inventories and the creation of distribution
channels. In order to realize "the import substitution effect of export industries," the government must
take thé following measures by 2005: i) deregulation of large-scale mass merchandisers who handle
high-quality products in large cities, where consumer demand is becoming incréasingly sophisticated,;
i) easing.of regulations on merchandise purchase agreements; iii) suppert for the entry of garment
manufacturers to domestic distribution (by providing low-interest loans for opening outlets); iv) support
for the improvement of the efficiency of physical distribution (build fa-cilities for joint physical distribution,
pro'vide low-interest loans for the creation of physical distribution sysiemj; v) support for the devélopment
of demand (subsidies for participatidn in exhibitions and faifs); and vi) support'for 'rhérket.research, and
advertising and promotion {make spending on these items deductible _Expenses). These supporting

measures are urgently needed.

* (In or around 2010)

3

Although VINATEX's monopoly is expected to continue for some more time, Viet Nam will have to

modernize its production and management setup in preparation for its membership in the WTO in or

around 2010. In order to achieve this, it will be essential to create a fair competitive environment, that

will include a level playing field for VINATEX and foreign companies From 2l005 onward, Viet Nam

will have to mtroduce prefcrcntlal measures to the South Korean and Ta1wanesc firms that are already

~ engaged in the production of cotton or synthetlc textile fabrics in Vlet Nam to allow them to expand to
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the production of cotton and chemlcal fiber yams. Measures specnﬁcaily required are, aﬁcr the elimination
of differentials in the treatment of Vietnamese enterpnses and forelgn enterpnses tax cuts on mvestment

special depreciation of machinery and equipment, tax deduction of testing and research expenses, and a

reduction in corporate taxes.



B.  Priority tasks for Vietnamese garments makers to succeed in the Japanese market and measures to promote

export to Japan

Table 9. Unit price per ton of garments imported to Jépan

1995 2000 (F) j 2005(Fy | 2010(F) | 2015(F) | 2020 (F)
Vietnam million yen /ton 22 2.5 2.7 3.0 3.4 3.8
China million yen /ton 23 2.7 30 35 3.7 4.5
Italy : million yen flon 15.0 17.8 16.0 15.0 15.0 16.0
World Total | million yen /ton 2.5 3.2 36 3.8 43 5.0

Source: Studied by Japan Textiles Importers Association, 1999

Tabie 10. Trends in the ratio of knitted garments in Japan's woven garment

1995 2000 (F) | 2005 (F) | 2010 (F) | 2015(F) | 2020 (F)
Vietnam Knitted (amount) |~ 5¢ 0.49 0.50 0.56 0.60 0.64
/Woven(amount) .
. Knitted (amount) i
China /Woven(amount) 0.62 0.64 0.72 0.85 0.90 1.00
~© | Knitted (amount) | - : ' ' ‘
Ttaly o /Woven(amount) 1.66 174 1.86 1.90 2.0 2.15
World Totat | pitied (amount) |y 50 4 g 0.97 1.08 1.16 121
.. /Woven(amount) | . : -

Source: Studied by Japan Textiles Importers Association, 1999

- Table 11. Ratio of women's garments in J_a_pan's garments imports

o T T 1995 ] 2000 (F) | 2005 (F) | 2010 (F) | 2015 (F) | 2020 (F)
Vietnam Ratio of women's | -~ 19% - 21% 21% - 23% 26% 30% -
China Ratio of women's 4% 3% 41% 45% 50% 53%
Italy - .. | Ratio of women's 61%. 62% 63% 62% 61% 62%

Source: Studied by Japan Textiles Importers Association, 1999

(Up to 2005)

1. The vaiue of garmeht imports to Japan has surged since the yen's appreciation in 1987. By 2000,
imports accounted for 60 percent.of the domestic consumptioh of apparel. Viet Nam is the fifth largest
exbortcr of garments to Japan, which is its largest maket. The unit price of garment. (per ton) from Viet
Nam in Japan is low in 2000, buf it is expected to increase as Viet Nam's exports shift from inner
garments to outer garments and with ihéreasing "fashion elements” of outer garments between now and

' 20_20; However, compared with those of Chinese garments, Vietnamese gannents' are still wanting in
terms of color, fabric design and apparel désigﬁ. Therefore, between now and 2005 Viet Nam should
send ifs fashion dé§igners abroad to study or invite.foreign fashion designers to give guidance to

Vietnamese designers.
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{Up to 2010)

2.

The ratic of women's wear (in terms of value} to total garment exports from Viet Nam in 2000 is low.
Even between now and 2020, this ratio is not likely to rise sharply. Viet Nam should adopt a strategy of
entering into women's wear market, which offers higher value added. Another medium- to long-term
priority is to increase the ratio of knitted products to woven fabric products. The presently low ratio of
knitted products stems from the fact that at present many Vietnamese garment n_lénufacturers are sewing
on commissjon using the fabric brought in by foreign cdmpanies. This is due to the absence of well-
developed knitted-wear technology, wlﬁéh would enable Vietnamese companies fo manufacture knitted
wear using the yarns brought in by foreign companies. From 2003 onwérd, Viet Nam should introduce

equipment for the manufacture of high-count yarns, that are used for women's knitted wear.

(Up t0 2020)

3.

In the Japan.ese.market, in additioﬁ té the timeliness of fashion designs, cohsume_r demand .fo_rlthe
clothes to appeal to their sensitivities or have special ﬁlﬁctions is getting stfbnger and slrongér Spéciﬁcally,
since the latter half of the 1990s, the consumer has begun to show strong preference for blends of natural
ﬁbcrs and chemical ﬁbers and staple ﬁbers and long (ﬁlamcnt) fibers. To meet thlS demand trend in
J apan, China plans to enhance the importation of blended yarn spmnmg mills from J apan and Gcnnany
in or after 2006, with a view to start full-scale production of these yams in or after 2010 for sale to the

Japanese and U.S. markets. Therefore, Viet Nam should make invcstn_ieﬁt to replace equipment or

enhance capacity, and investment in cotton spinning mills and chemical fiber planté between now and

2005. It should also n_lakc. invcs(mén_t in dyeing plants and chcmical'fibﬁf plhnts before 2010,'.and
investment in blended yarn spinning mills in the 2010s. It is advised that such investments be financed
by retained profits of enterprises, or money raised in the financial markets or the éqﬁity markets rather

than funds from the govemfnent treasury. This will make it all the more necessary for enterprises to

- build corporate structure, modernize management, and increase profits, so that they can gain the trust of
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C.

Present status of and future changes in the domestic market structure

1. Present status
Table 12. The Supply market of textiles and garments in Viet Nam at the present
- Characteristics Spinning (Yarns) Knitting and Garment-manufacturing
weaving (Fabrics)
Factors Large-scale capital- | Medium-scale Labor-intensive
intensive capital-intensive
Economies of scale | Large Medium Small
Supplier SQEs SOEs (primary), Private enterprises {primary), SOEs
foreign firms (secondary), foreign firms (secondary)
(secondary) o B
Market {supplier) 95% domestic Domestic (SOEs), | Exports (sewing on commission by
(SOEzs) indirect exports private enterprises, SOEs and foreign
: (foreign firms) firms) : :

Source: Nomura Research Institute, Ltd., November 2000

The structure of the supply market of texﬁles and garments in Viet Nam is as follows. i) SOEs,
centering on VtNATEX, are cngﬁgcd in spinning yarns for domestic consumption; ii) SOEs, centering
on VINIATEX, are ehgaged in weaving and kﬂitting fabrics mainly for domestic consumption, while
South Korean and Taiwanese firms are eﬁgagcd in making fabrics which are exported indirectl.y. after
processmg into garments; and iii) primarily SOEs but also private entcrpnses and foreign capital-affiliated
firms are makmg garments, usually ona sewmg-on—comnussnon basis and which are destined for exports.
Low-priced imports, mainly from China, account for approximately 60 percent of the domestic market.
The detailed analysis on the structure of this supply ahd demand markets in Viet Nam textile and garment
sectors has already done by the same author in the report titled " The JICA Study on the Promotion of
Smali and Medium Scale Industry (March 1999)"

~ Inthe synthetib fiber sector, which réquircs large capital, foreign firms have not made full-scale entry

to Viet Nam because demand is not large enough. In the weaving and knitting sector, which requires

: rnodlum caplta] South Korean firms are makmg cotton fabrics while Taiwanese firms are making synthetic

- fabrics. These fabncs are used by foreign capital- afﬁhatcd firms for sewing garments on commission.

As of 1998, SOEs accounted for approximately 60 percent, non-state-owned enterprises approximately
20 percent, and foreign capital-affiliated firms approximately 20 percent of textile output amount. In the

same year, SOEs accounted for approximately 30 .percent,- non-state-owned enterprises approximately

50 pe_fcerit and foreign éapital-afﬁliated firms approximately 20 perccht of garment output amount, with

' non-state-owned enterprises accouming. for a larger percentage than SOEs. Small and medium-sized

cnterpnses {SMEs) with less than 200 cmployces accounted for approximately 50 percent of total output

amou ot.
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Because Vietnamese firms,-both SOEs and private enterprises, are not strong enough in terms of
materials-development, marketing and financing capabilities, 95 percent of total garment manufacturing
is sewing-on-commission. At present, competitiveness of garment-makers which are engaged in sewing-
on-commission in the export market depends on the attocation of export quotas, which are directly or
indirectly allocated by the Ministry of Commerce, and their ability to reproduce the samples provided by
foreign buyers. In order to strengthen export competitiveness in sewing-on-commission, at least the
following two conditions must be met urgenﬂy: ij expéft quota _allo_éation must be made on.'a level

playing field; and ii) firms must be allowed to freely hire skilled workers.

2. Future deveIopment '
a. A hypothetical scenario for SOEs

So far, VINATEX and othe'f SOEs engaged in textile and garment manufacturing have enjoyed
various preferential treatments, including the injection of public -ﬁxnds and sixbsidies, and preferential

: U‘eatment:s in gctﬁng loans from st'ate_-owned banks, allocation of export quotas, accgéé to industrial

- land and infoﬁnﬁtion on overscas markcts The gaﬁ bethcn SOEs and private eﬁtérprises foreign
firms will have to be closed in preparatlon for Viet Nam's membershlp in the WTO which is expected

in or around 2010 and a level playmg ficld for all must be realized. VINATEX must cary out’

* . management reform in order to survive such a drastic change in the business environment. The -

following is a hypothetical scenario for VINATEX and other SOEs engaged in textile and ganﬁent

mantifacturing.

(Up to 2005) _ _

a)  Privatization of gahnent makers under the wing of VINATEX Wiﬂ procécd between niow and
2005. Firstly, the folloWing issues should be pointed out.” i) Their decision making is very slow.
For example, when they make equipment 'mvestment. of more th;.in 300 million dong, the goverhment
rules call for them to select the vendor through a bidding. Thcy. are also feqhired to obtam approval
of the government or headquarteré of VINATEX, before they také.any decision on importanf matters,
ii) Dnrector General, Deputy Director Gcncral and Chicf Accountmg Officer of SOEs are appomted

- regularly by the government and they are not sald to be full of entrepreneunal spmt iii) Even
when the number of employees is too Iarge relative to the scale of production and sales, SOEs _
" cannot layoff employees because of their socialistic ﬁlaﬁagcmt_:nt characteristic. They mast also
shoulder excessive burdens for fringe benefits. iv) When a level blayihé ficld between SOEs and

private enterprises is realized, stripping SOEs of their protected status, their eamihgs will deteriorate,
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making it necessary to carry out corporate restructuring.  Under these circumstances, it is noteworthy
that at some affiliated directors in garment manufacturers which are now under the wing of VINATEX
with overseas business experience have gained self-confidence and entrepreneurial spirit, and are
aiming to become independent from VINATEX in order to conduct business under develop-and-
export schemes. These directors develop overseas distribution channels leveraging their own overseas
networks and design capability and expand their production by obtaining bank loans or distributing
equity among a number of partners. Pioneers of such enterprises are Ho Guon Garment Company
in Harioi and Binh Minh Garment Import Export Co. in Ho Chi Minh City, etc., which were equitized
in 1999.

(Up to 2010)

b) Asthe playing field becomes more level in the future; the distinction between SOEs and private
. enterprises will disappear de fac;o by 2010. Private enterprises which have enhanced their
international _competitivehess through téchnological and/or marketing tie-up with foreign capital-

. affiliated firms could shift away from sewing-on-commission to engage in develop-and-export
schemes. Oxi the other hand, SOEs which lag in tefms of technological and marketing capability
without relationships of foreign capital-affiliated firms may not be able to outgrow sewing-on-
commissioﬁ. At diat point, it will become very important for the government to adopt policy options
that will streﬁgthén the linkage between SOEs and SMEs in order to shift from sewing—on—cbm;russion

to chgagc in develop-and-export schemes. Specifically, there are such optio'ns as i) open up
ViNATEX‘s market fe_search arm to the private sector and create a public export promotion body

. which priQate enﬁ_::priscs are also free to use; ii) open up VINATEX'S devcldpment center to the
private sector and create a pu.blic raw materials and technology development center; and iii) open
up VINATEX's export and import division to the private sector and restructure it into a specialized

. trading firm.
b. A hypothetical scenario for private enterprises
(Up to 2005) _
a) Between now and 2005, SMEs will form regional manufacturers' associations at the place of

production or associations at the place of consumption in order to achieve both horizontal and

vertical integration. Such efforts could take the following forms:

~»  In order to outgrow sewing-on-commission and move into develop-and-export schemes, SMEs

will form associations with both garment and textile-makers at the core. The core firms will station
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designers in foreign countries or establish overseas antenna shops and focus on product development
and information gathering.

+  Small and medium-sized garment-makers who use yarn-dyed, fabric-dyed or printed fabrics will
establish joint product development centers at the place of consumption. These centers will collect
and accurately analyze domestic fashion information in order to identify consumer needs and
preferences in terms of color, design, etc., so that makers in the area can jointly promote research
and development of new fabric designs and materials. _

+  Dyers and garment-manufacturers which use primarily local textiles will establish joint facilities,
such as distribution centers, joint cutting studios, and joint treatment facilities for pollutants. By
enhancing dyeing and garment—manufaciuring functions, these firms can realize integrated production

ranging from textile-making to apparel-making within the region.

Therefore, supporting measures to these associations for horizontal and vertical integration should
be introduced by 2005. Additionally, small and medium-sized gﬁrment-makers chli for supporting
measures for skill training,. holding domestic product fairs in order to help procure domestically-
produced good quality raw m'ateri_als and materials, gathering information on overseas markets and

improvement of fashion designs and financial assistance to increase exports.

(In and around 2010)
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b) From 2010 onward, as SOEs and private enterprises may become scpér_atcd into two groups: one
engaged in develop—and—exbﬁrt schemes and the other in sewing-on-commission, bﬁvéte enterprises
which lag behind will become subcontractors to those that are éngaged in develop-and-export
schemes. In order to bring stability to the business activity of such laggard enterprises; the government
will have to support them through the following policy option: Establish a federation of subcontract
garment-makers in Hanoi and subcontract gaﬁne_m—maker dc.\..réiopmeﬁt assééiations in major cities.
These organizations will offer managenient consulting and guidance to subcontractors as well as
handle complaints and disputes concerning subcontract agreements and transactions. They can
also create infonnation.centers that will help pnmary manufacturers meet subédnt;aciofs and also
gather and offer information on subcon&acting jobs offered by primary manufacturers on a continual

basis. They may do this over the Internet in the future. -



c.

A hypothetical scenario for foreign capital-affiliated firms

(Present)

Today, the production of textiles and garments are being carried out in the following three
regional spheres: i) the NAFTA sphere in which textiles made in the United States-are made into
garments in the Caribbean nations and brought back into United States; ii) the OPT(Outward
Processing Tarift) sphere in which textiles mﬁde in France, Germany or Italy are made into garments
in North Africa or (former) East European nations and brought back into European Unity, iii)
Textiles made in Japan (including textiles made at the overseas transplants of Japanese firms in
Thail-and,r Indonesia, etc.), South Korea or Taiwan are made into gamiénts in China, Indochina or

South Asia. Because the ﬁ_fst two spheres are institutionalized by tariff agrécmcnts, intra-regional

- investment and trade in textiles and garments are on the increase. On the other hand, in Asia,

Japan, South Korea and Taiwan are focusing on investment in and trade with China. As mentioned
earlier, businesses in these countries are viewing China, with its huge domestic market and abundant

young and ineipensive labor, as the production base for synthetic textilcs; manufacturing of which

requires the economies of scale. South Korean firms are investing in Viet Nam as a production

base for materials to be used in sewing-on-commission for export purposes, while Taiwan's investment

in Viet Nam is primarily to spread the risk instead of putting everything in China. Japanese firms

" are concentrating on large-scale investments in China in order to achieve the economies of scale

and aim to supply materials to Viet Nam from their production plants in China, Indonesia or Thailand.

(Up to 2005, 2010, 2020)

b}  In order to draw a picture of the structure of Viet Nam's textile industry in or around 2020, we

have stated in the Phase 2 of this Study that the prerequisite for the development of capital-intensive
upsﬁ‘eam (yarn- and fabric-makiﬁg) sector is the eipansion of the downstréam sector. Along this
line, Viet Nam has been steadily making investment in the upstream sector. Our previous statement
still Qtands, but in order to encourage the introduction of foreign capital in the textile industry, we
believe it is essential to create a level playing field between the SOEs, centering on VINATEX, and
.private emcrpr_i@s, foreign firms in relation to R & D, production, foreigri trade domestic distribution,
the dual pricing sysfem and improve the investment environment by improving the industrial system.
Specifically, tﬁis_ should inclﬁdc i) removal of discrirninatod practices in export quota allocation,
bank lending and expenéive land price evaluation con.tributed by Vietnamese partner in joint ventures,

etc. by 2005; ii) opening up of VINATEX's market research organization, materials development,

_ export-and-import organizations to the private sector and abolition of the dual pricing system by

2010; and ¢) changing administrative functions of the government from administrative guidance on

261



textile and garment manufacturers to policy planning and leave the oversight of the industrial issues

to self-regulation by a federal association of textile and garment to avoid direct intervention by the

government by 2020,

Provided that the scenario would come true by 2020, the structure of supply market of textiles and garments

in Viet Nam could change as the following table indicates.

Table 13. The Supply market of textiles and garments in Viet Nam toward the future

Source: Nomura Research Institute, Ltd,; November 2000
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Characteristics Spinning (Yams) Knlttlr;%:l;lr(i!c:')cavmg Garment-manufacturing
Year 2000 95% domestic (SOEs}) Domestic (SOEs), indirect Exports (CMT by private
: o T ' ' exports (foreign firms) enterprises, SOEs and
- I foreign firms)
Year 2020 Domestic (former SOEs), Domestic (former SOEs), FOB (head contract
" | indirect exports {foreign indirect exports (foreign firms),CMT (subcontract
firms) firms) firms)
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Development Scenario and Policy Issues Related to Export Promotion
in the Electric/Electronics Industry of Viet Nam in the 21st Century

Hisami Mitarai

Nomura Research Institute

1.Summary

Direct investment from Japan and other countries in Viet Nam in the electrical/electronics industry dropped
significantly after the Asiaﬁ currency and economic crisis. However, some aspects of the investment
environment that had been discouraging siting in Viet Nam have shown signs -of improvement. Indeed,
various changes are now in motion and point to a major upturn. More sbeciﬁcally, with the recovery of the
ASEAN econoﬁlies,'lapanese and other multinational corporatiohs.are leaning even more heavily toward
division of labor and higher value added levels in their production in the region, largely for reasons in the
'employmcnt aspect, while keeping their eyes open for investment opportunities in China. The emergence of
AFTA should expahd investment opportunit.ics in Viet Nam. Furthermore, the conclusion of a trade agreement
with the United States should stimulate major investment not only by the established U.S. giants but also by
up—and-commg EMS(Electromcs Manufactunng Scrvnce) enterprises, for example. This holds the possxblhty
of businesses in the fields of information-communications equipment and software choosmg to site in Viet
Nam.

Considéring the characterfstics of the clectricﬂ/clcctmnics industry (product technology, types of production,
sc_ale'of investment, etc.) and Viet Nam's internal and external investment environment (positive and negative
facto.rs),- the three major fields to which Viet Nam should actively strive to attract foreign investment to
promote éxpoﬁs in the immediate future are: simple assembly components, materials-type components, and
_infonnation—édmmunications sets and components. The sccnario presented in the following figure was prepared
on the asSuinption_ that Viet Nam attracted foreign firms in these fields to site there. The scenario envisions
the build-up in the electrica]/elec'tronic.s industry with the number of internationally competitive (foreign-
affiliated) entefpriscs projected to increase from about 25 at present to 50 as of 2005, to 100 as of 2010, and
to 150 as of 2020. Naturally, the same period would see the emergence of domestic (indigenous Vietnamese)
firms domg business in software and SI, and the corps of major firms in this field would therefore consist of
about 200. Asa result the scenario foresees an'mcrease of about 10-fold in the number of companies and
about 20-fold in the amount of producuon along w1ﬂ1 the cxpanslon of exports. The 1mphcanon is that the

 scale of productlon in tlus field in Vlet Nam c0uld grow from the current level of about USD2 billion to
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USD40 - 50 billion by 2020 (about one-fourth the level in the most developed ASEAN countries teday). In
the process, this production would come to account for the majority of Viet Nam's exports.

Japanese firms in the electric/electronics industry have thus far made direct investments of over 10 billion
dollars in the ASEAN region. Furthermore, reinvestments by Japanese firms and investments by firms from
other countries have given the whole ASEAN electric/electronics industry a scale of over 100 billion dollars.
Because Viet Nam has almost no stock of indigcndus industrial capital that could develop export in this
sector, it must rely on siting by international industrial capital in order to promote export. At present, the
cumulative investment in Viet Nam by Japanese electric/ electronics firms is no more than just a little over
200 million dollars. If Viet Nam can attract siting by many Japanese and other international industrial concerns
for the purpose of export, it could dcvclop. a fairly large export industry at a relatively low expenditure of its
own funds, assunﬂlig that it makes the necessary investment for industrial estates, improvement of the logistics
network, and elements of the i'nfrast.ructurc, as the more developed ASEAN countrics have done. Tﬁe
.govemment 6f Viet Nam therefori: should take measures for prompt conditioning of the internal environment
for investment and attraction of siﬁng by international industrial capi.tal ina .both timely and active manner.
In so doing, it must monitor the trend of and s.tru.ctural changes in the global supply and deménd in the
electric/electronics industry, the devélbpme'nts in other ASEAN cduntﬁ'es and China, and the actions of
international industrial capital. ' _

The approach to fostering the growth of mdustry and expon in the elecmdelecu'omcs mdustry in developmg
countnes lies in the scquencc of preparing a master plan to serve as a guxdelmc condltlomng pollcy and
legislation in accordance with this plan, erectmg setups for executmg mcasures and i 1mprovmg various

mfrastructures mcludmg power supply, ports and harbors, and mdustnal ebtates At the same tune it is
| indispensable to conduct effective campaigns to attract smng by forelgn firms capable of driving export '
activities. In siting for replacement of import, it is perhaps unavoidable for the activities of the foreign firms
within Viet Nam to be placed under various restrictions at least temporarily. Although the factors constraining
the activities of export-oriented ﬁrms.ar'e thought to be in thé process of imﬁrdvement, the attraction of sitting
by foreign firms is nevertheless not makihg much hcédway. Bcsides_circﬁmstanccs operating on the Sidc of
the foreign firms and the lﬁck of full arrang'ements' (pdlicy measures, infrastructure,-eté.) for acccptgnce of
such siting on the Vietnamese side, the chief cause is presurhably the lac.k of effective promotional cmﬁpaigns
focused on specific targets. '

In particular, besides exammmg prospective siting incentives that would appear more attractive in the eyes
of foreign firms than those of other countries (mccntwcs for siting by SMEs would also be essenual) and
conditioning the "soft” and "hard" infrastructures to expand sm_ng by EPZ firms, the government of Vlet Nam
must effectively target firms for attraction, regulariy stage seminars in dcvcloped countries, and make diplomatic.
overtures based on visits by officials on the ministerial level to firms in developed countries. Similarly, while '

improving the infrastructure of industrial estates, physical distribution, electrical. power, and
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Flgure 1-1 Scenano for the phased development of exporl onented industry in Viet Nam in the electric/electronics field

Stage [ (-2005) -

3@59, [0062010)

Stage (201 1-2020)

Basic - Building of the foundation of the "+ Expansion of export by foreign affiliated - Growth of international competitiveness in the
orientation | . electric/electronics industry with the help of .manufacturers of various types of electric/electronics industry based on a build up of
foreign capital : . . electric/electronic sets and components under the component/S! firms (indigenous domestic as well
AFTA system - .. as foreign affiliated)
- - Full scale advancement of the electric/electronics
- industry (aim for evolution into a center of
eleciric/electronics production in the ASEAN
o region)
Policy on - Nurturing of the growth of export oriented - Nurturing of the growth of export oriented - Development of high VA export oriented industry
foreign industry through attraction of siting by foreign _ industry through attraction of siting by foreign through more selective targeting in campaigns 1o
investment firms looking to restructure their ASEAN firms building setups for supply to the global attract siting
praduction systems or build setups for supply to . market
the global market - Active promotional campaigns including talks
- Reinforcement of incentives for siting by foreign “with top ranking foreign officials
firms and active promotional campaigns .
Fields to be | - Simple assembly components T Information communications sets and components | - Information communications sets and components
emphasized | - Information communications sets and comporents (printers, HDD, fax, and other mechatronics items | - Package type assembly components
in {computer peripherals-capable of assembly with requiring a store of SI capabilities) - - Materials type components
attraction almost 100% imported components and matenals) - . Simple assembly components . - Electronic devices
of foreign | + (Materials type components} - Package type assembly components « Matenals - White goods (conventional home appliances)
investment " type components - Software
- AV sets (switch from replacement of import to
growth of export)
: - (Software)
(Software/ | - Bolstering of programs for human resource -~ Strengthening of the foundation for growth of 51 - Extensive development of indigenous domestic 51
SI field) development to lay the foundation for information " (metal processing, plastic molding, etc.; through firms based on technology transfer from foreign
communications industry in fields such as - human resource development programs, SI center firms (in-areas such as high precision plastic
software and network development operalion, attraction of foreign investment, and . processing, high precision metal processing, and
- suppont for venture businesses) metal molding)
: + Nurturing of engineering capablhu&c for
. . ~development design and facility maintenance
Related - Pyblication of a long term master plan and -~ Augmentation of measures for promotion of small | - Drafiing of comprehensive policy for
policy assurance of the Lransparency and consaslency of and medium enterprises (SI; legislative advancement of the electric/electronics industry
measures all measures framework, financing, credn guarantees, and (promotion of science and technology, growth of

- Infrastructural conditioning (EPZ, logistics, etc. )
- Higher education for human resource

development- Tariffs in conformance with CEPT
(and AFTA)

industrial estates) -

- Conditioning of legislation for protection of

intellectual property and trademark rights
(conformance with WTO rules)

- Human resource development {management

executives, administrative experts, etc.)

- domestic incustrial capital, etc.)

Source: Nomura Research Institute




telecommunications, it will become even more vital to bolster the development of quality human resources,

including executives and engineers capable of coping with the demands of manufacturing and the IT revolution

in the new international environment.

2. Trends in the electric/electronics industry in the main ASEAN countries

1)

General situatlon o

The ASEAN electric/electronics industry achieved growth averaging 15 percent annually over the
last ten years and reached a scale of 116 biilion dollars (U.8.) in 2000. Whereas annual growth nveraged

25 percent in the first half of the 1990s, it was held to about 5 percent in the second half due to the effects

_of the currency and _econormc crisis. In terms of scale, production is now more than half as large as in

Japan and larger than in Korea, Taiwan, and China; the region supplies close to 15 percent of the 'global

' market. The crisis induced an mtemal demand slump, increase in component import costs and shrmkage

of direct mvesnnent from other countries. In 1998 producuon inthe mdustry aetually declmed from the
prevrous year. However there were posrtrve factors in the forrn ofa ﬁnn expansron of the demand in

Western markets and rise in competmveness of export due to the currency deprecnatron Furthermore

the demand in home markets has clearly begun to Tecover as a result of financial rebutldmg Productron

 activities are raprdly regalmng thetr former levels and the mdustry appears poised for a new round of

. 'growth

The ASEAN eleemc/electromcs mdustry mmally developed around assembly of sets and components

- in the field of TV, audto and other AV equtpment as well as post processmg and assembly of
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semiconductors, Thereafter, the number of various types of component manufacturers grew along with
the demand for components assoc:ated with this productlon and this facﬂttated component sourcmg
from the ASEAN market. There followed a shift from AV items (sets and components) to the more
htgh VA personal computers and penpheral items (sets and components) in the mformanon—

communications ficld as the focus of production activities in the region.



Figure 2-1 Trend of production in the ASEAN electric/electronics industry
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Figure 2-2 Positioning of the ASEAN electric/electronics industry in the Asian context
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Figure 2-3 Trend of production in the ASEAN electric/felectronics industry (by field)
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Figure 2-4 Five main cbuntry _shares of production of méjor electric]electronic ,_iter_ﬁs (1999)
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Figure 2-5 Three main country shares of production of major slectric/electronic items (1399)
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2) Orientation of change in the production activities of Japanese firms

The develo;ﬁf;e_nt of the ASEAN elec(ric/electrbnics industry is being supported in.the aspect of
capital and techﬁ;ldgy'liy_ J apan?:éé_and other international industrial capital concerns. These players
built large export bases in Singapore, Malaysia, and Thailand beginning in the mid 1980s, when the
countries switche_.d to pbligics .gc.:dréd for &gréssi@ attréction of foreign invéstmcnt. Big investments
were made“in a wide raﬁgé of fields by Japanese firms. As show:.xfin Figli.r._e 2-6, direct investment by

Japanese firms has made a vital contribution to the growth of the ASEAN electric/electronics industry.
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Figure 2-6 Trend of production and cumulative direct investment from Japan

in the ASEAN electric/efectronics industry
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Figure 2-7 Trend of direct investmént by Japanese e!ectric]eiectronics firms in ASEAN couhtries
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In response to the currency and economic crisis which struck in 1997, the Japanese and other
representatives of international industrial capital in the region set about programs inclu'ding an mcrease
in the VA level of production .iterns, restructuring of production functions, sﬂcngthcning of design Aﬁd
development capabilities, establishment of new 'production iocatidns, and review of mahagemént and

organization. The substance of these programs is described below.
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(1) Increase in the VA level of production items

The ASEAN electric/electronics industry is already shifting toward information-communications
itemns with a relatively high VA level, such as desk-top PCs, notebook PCs, monitors, hard disk drives
(HDDs), floppy disk drives (FDDs), optical disk drives (ODDs; e.g., CD-ROMs), and keyboards. It
is also attempting to make deep inroads into fields involving e;:en more high-VA technology, such as
portable CD/MD players, flat TVs, and S-VHS VCRs.

As a whole, production of components is shifting toward surface package items for PCs and cellular
telephones. Production of many assembly~type components {and also semiconductor post-processes)
generally continues to rely on Japan for key parts, but VA levels are rising due to the unit formats.
Similarly, firms are inclined toward a total production for many material-type compbncnts. Amid the
strong growth in the information-communications field, production of components by Japanese firms
in ASEAN mﬁrkets is expected to shift further toward surface package types. In the process, Taiwanese

firms are greatly building up their competitive strength in production of more conventional components.
(2) Restructuring of production functions

As the shift to high-VA items gathers momentum, firms are prémoting & division of production

: rcspoﬁsibilitieﬁ by transferring the manufacture'of low-VA items to their own plants in China or

Iﬁdonesia, or cénsigning itto Korea.n or Taiwanese counterparts. This is exemplified by the shift of

producuon of items such as radio;céssctte players, 14-inch TV sets, variable resistors, and switches to

'Cﬁina, and that of speakers,. transformers, coils, remdte control units, power sources, and fixed resistors
to Batam island in Indonesia.

This ﬁend in intraregioﬁal division of production is represented by the development centered around
Singap'ore anci encompassing Penang and Johbf (in Malaysia) and Batam island; the expansion of |
siting in Malaysia to the province of Sarawak (in East Malaysia), and advance from the Bangkok area
{Zone 1) in Thailand to the second and third zones. The division revolving around Singapore is
thought to be the most well-developed. _

This trend is anﬁicipated to deepeh élbng with the shift to in-house processing of components and
materials for higher VA levels and stronger cost competitiveness. The subjects in this connection are
mec'har.xically proc_essed éomponents aﬁd process steps that would be difficult to outsource to local
firms not affiliated with Japanese capital. There is also a movemcnt_afoot for in-house performance

. of plastié molding, metal stamping, metal molding, and even plating, which is difficult to consign to

local firms in almost all cases.
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(3) Strengthening of design and development capabilities

Many Japanese firms are vigorously strengthening the local capabilities of design, not only for AV
items but also items (sets and unit components) that are fairly well established technically. This is
being done by transferring sophisticated systems for design support, such as 3D CAD systems. The
main factors behind this current are the difficulty of recruiting engincers in these ficlds in Japan and
the rise in the skills of ASEAN enginéers to quite high levels. Premised on accurate response to needs
in the local market and local sourcing of componeﬁts, the shift is expecfed to shorten the time required
for delivery and increase profits through prompt development _of appropriate products.

In the case of component manufacturers, design and development éctivifies tend to be concentrated
in Japan, and regular mass production is only transferred td the ASEAN sites after the related techhology
has been more or less mastered in Japan. There has been no change in this stance as far as design and
-development are concerned, but _sﬁme manufacturers have recently begun to show a preference for
getting new items into mass production in offshore plants at an ééﬂy stage, and all are taking stéps to

increase the level of local production technology.

4) Establishment of new production plants

The Phthppmes is coming to the fore as a site for the construction of new produchon locations. In
_ the 1990s, the govemment made a policy sw1tch toward actlve attraction of forelgn mvestment against
the background ofa lowcrmg of its couniry nsks and desues to develop the formcr sites of U.S.
nuhtary bases. The locations for post-proccssmg of serruconductors already in the country have been
Jjoined by mass-production plants for PCs HDDs, and other such information-communications iterns,
thanks to siting by Japanese and U.s. ﬁrms since the mid 19905 _

The swift strides in sntmg by set and component manufacturers in these ﬁelds are bemg supported
by the favorable investment conditions, such as capabilities for commumcatmn in Engllsh and ease of
reg_:rmtmg newly graduating engineers. I_n addition, the market is growing very rap:dly and requires
delivery within a short time. This has created .a need for éiting by many vendors in peﬁphcrﬂ-ﬂclds in
addition to the assembly-base manufacturers, in ordf:r.to build setups for a quick étart-up of mass
production and sour'cing of the requisite components and materials. The govemment of the Philippixies
has taken an extremely liberal stance in policy on investﬁ_lctit by small and. medlum enterprises (SMEs)

in these fields as well.
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(5). Review of management and organization

Many Japanese firms have posted personnel from Japan to lead the operation of their ASEAN
locations. In so doing, they have emphasized decision-making and management by these personnel in
close coordination with the Japanese head office. It can also be noted that the opei-ations have been
rooted in the transfer of production know-how from Japan, and the firms imported the same kind of
management style practiced in Japan. This made it difficult to recruit first-rate personnel in competition
with the locations of Western firms, and managcmcnt.rcmained largely in Japanese hands as a result.

In contrast, Western firms instituted personnel systems that were premised on delegation of authority

_and keyed by incentives in the form of promotions and raises. As a consequence, they were better
able to attract the best personnel of management caliber and so to put more of the management
responsibilities in local han(_ls. For Japanese firms as well, this localization of management is essential
for expansion of business in local markets and division of production responsibilities in a both prompt

- and appropriate manner.
Changes in the investment environment in the main ASEAN countries
(1) Policy on induction of forcign capital

Figure 2;8 summarizes the policy oﬁ foreign investment and stage of the stock of foreign capital
and té_ehnology in-the mam ASEAN countries. .Singapore, Malaysia, and Thailand, which are further
élong in such de_vélopmént, have placed policy pﬁority on the growth of high-VA industry through
selective attraction of forcign investment. Indonesia and [hé Philippines, where siting is less developed,
are energetically promoting the growth of export-oriented industry through a less selective attraction
of foreign invcstmént. In recent years, thé political troubles in Inddr_lesia have invited a stagnation of
inbound fore.ign investment. The Philippines, on the other hand, has thus far been successfully attracting
investment from Japanese and U.S. firms, espeéially in the infor_matiomcommunications field, due to
a declme in its percelved degrce of country risk. '

In keepmg with its policy for attraction of siting of 1POs, OHQs MHQS RHQs, R&D facilities,

. and financing functions, Smgapore offers formidable incentives for such investment and is bolstering
its édpabilities as a hub. | _Mor_e recently, it has been aggressively promoting the development of software
: inc,lustry foWard its gbal of evolution as an IT-based country. More specifically, the government
unveiled its._In‘.:lustrj 2] vision in 19§9 and hammered out a line of economic reconversion accenting
knowlcdg_c-intts:psiw.fe sectors. In ac;cdrdanéc_ﬁith this line, it is eagerly seeking foreign investment in

nine fields, including eiectronics, engineering, information-communications and media, logistics, and
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regional or global business integration. It is also revising legislation related to patenting, copyright,
trademark rights, and IC design with a view to attracting foreign investment and developing industry
in high-tech and software fields.

Following Singapore's lead, Malaysia is deliberately shifting the focus of foreign investment
incentives from assembly-based industries to knowledge-intensive ones under the banner of high-VA
industry. Its ambitious. Multimedia Super Corridor (MSC) plan envisions attraction of high-tech firms
at an investment of S0 biltion ringitt (RM) by 2020 and the emergence of a huge cyber city to the south
of Kuala Lumpur. However, the effort has gott'en' off to a slow start, partly due to the influence of the
crisis. Malaysia moved to a fixed exchange rate system in September 1998, and this laid the foundation
for stable production by export-oriented firms. Meanwhile, the govemment'hz.ns taken measures to
stimulate .the inﬂqw of investment. For example, the ceiling on foreign interest in ownership, which
had been tied to the export rate, wes lifted to 100 pe.r.ceﬁt until December 2000.

In Thalland the stock of sntes in the electric/clectronics mduslry is not as developed as in Smgapore
and Ma]aysna While posting the goal of selective attraction of foreign capital, the country in effect
recognizes the siting of wholly-foreign-owned locations as part of its line of dercgulation and is also
offering incentives for investment in the provinces and siting by SI firms. In June 2000, the BOI
greatly revised policy to encoura'ge investment and abolished restrictions regardiﬁg export rates aﬁd :
the forc:gn interest share At the same time, it revised the zones for investment encouragement and
placed upper lmnts on the amount of exemption for corporate income tax.

Indonesia and the Phlllppmes have not yet reached the stage of selectlve attraction of foreign .
investment in spemﬁc fields of the electnc/electromcs industry, and are offenng incentives to all
kinds of export-oriented firms. In response to its comparative success in luring mvestment in Lhe

information-communications field, the Philippines is beginning to implement more focused measures

' to attract IT-related investment, such as the creation of an IT park and provision of corporate income

tax deductions and exemptions. _

The main countries therefore vary in respect of the hallmarks of their"policies for industrial
advancement. Singapore has put together a body of policy that satisfies the requirements of £Conormic
rationality, and has been studying and implementing measufes of preferential treatment for forei.gn
capitel in rapid succession. In Maiaysia, a highl.y trans'parent pdlicy system has been being p.rep'a':ed
by technocrats, but there is a tendency toward forcible imposition of {rules ansmg from issueé in the
home market. Moreover, policy is apt to be _sd'ongly colbred_ by the wishes of Prime Minister Mahathir
(the prospects for privileges for the manufacturing inddstry appear to be worsening id light of the
priority on preferential treatment for ethnic Malays and the realization of the MSC vision). In Thailand,

policymaking appears to be influenced more by the party mterests and stop-gap measures than a |

- careful examination of the industrial charactenstlcs and dlrecuon of evolutlon



Figure 2-8 Policy on foreign investment and stage of stock of capital and technology in the electric/electronics industry in the main ASEAN countries

P“"°¥ on attraction of Characteristics of the stock of foreign capital Engineering capabilities Technical level of local capital
foreign investment
Singapore . { Promotion of high-YA * Stock of knowledge- and facility-intensive industries Design-of AV equipment, Design and development of sets and circuit
© | industry through selective ~ | * Large number of Japanese and Western sites for control . | development of hardware blocks with distinctive engineering capabilities
attraction of foreign - . (IPO,OHQ, MHQ RHQ), design and development, and | and software in IT domains, :
investment (emphasns onIT financing . : _ and process control for ICs -
siting) (Number of Japanese sites: 330) :
Malaysia | Promotion of high-VA * Large number of set and component firms in the fields of | Mass production assembly Component processing subcontracted by foreign
- | industry through selective AV and information-communications; synergistic effects - | of AV/PC peripheral capital, with their technical and financial
attraction of foreign * Transfer of design and development capabilities from equipment and related support (few local firms with independent
investment (emphasis on Japan in recent years for improved response to market components, and transfer of | capabilities on this level); performance of
IT/S] siting) needs, local sourcing of components, and shorlemng of design capabilities for AV assembly consignments by some firms owned
) delivery terms s sets : by ethnic Chinese capital
(Number of Japanese sites: - 366) .

Thailand - | Promotion of high-VA * Growing stock of set and component firms as in Mass production assembty Component processing subcontracted by foreign
industry through selective Malaysia, but not such a strong interrelationship of AV/PC peripheral capital, with their technical and financiai
attraction of foreign . * Relatively large number of sites for printers, fax equipment and related support (few local firms with independent
investrent (emphasis on SI machines, and other such largely mechanical items in the | components, and transfer of - | capabilities on this level)
siting) - electric/electronics sector - design capabllmes for AV :

(Number of Japanese sites: 328) sets
Indonesia. | Promotion of export- * Stock of assembly-based firms in the fields of AV sets Currently accumulating Compenent processing subcontracted by foreign
| oriented industry through and components skills in mass-production capital, with their technical and financial
attraction of foreign * Shift toward assembly processes for low VA itenis assembly for AV sets and support (very few local firms with independent
investment (small, low-cost products) in the-context of ASEAN related components capabilities on this level)
divisions of production
(Number of Japanese sites: 131}
Philippines- | Promotion of export- * Stock of set and component manufacturers in the field of | Accumutation of mass- Component processing subcontracted by foreign
: oriented industry through - information-communications {mainly HDDs and PCs) preduction assembly skills capital, with their technical and financial
attraction of foreign * Japanese investment mainly in the special export - for a limited circle of support (very few local firms with independent
investment processing zone (PEZAY), siting attracted by English information-communications | capabilities on this level}
proficiency and large supply of graduates of technical sets and components, such
schools (about 300,000 per year) as HDDs and ICs
(Number of Japanese sites: 137}

Source: Nomura Research Institute

Note: ‘

61T

Figures for the number of Japanese firms are cumulative totals for cases of direct investiment as of the cnd of 1998




276

{2) Labor force

Singapore

Singapore has a total population of about 3.8 million and a labor force of about 1.9 million. To
achieve continued econornic advancement with suc_h a small pop'ulation and labor pool requires a
conversion to high-VA industries. The government has shil'ted emphasis from rnanufacturing to

reinforced capabilities of design and software development. In the ASEAN electric/electronics industry,

~ Singapore is leading in terms of VA levels and also burldlng up its abtllty to functlon as a hub of

financing, communications, transport, and distribution.

Malaysia

Malaysia's total populanon is estrmated at about 23 mllllon wrth a workmg force of some 8. 9

" million. The economic advancement spurred by entry of forelgn caprtal begmmng in the late 19803

eventually ushered in a serious labor shortage which led to an extensrve mﬂux of foretgn workers At

' present these workers are thought to number as many as 2 rmlhon (about half bemg in the country

legally, and the remarmng half, 1llegally) Many are from the 1sland of Sumatra in Indonesra but
others have entercd more recently from vanous other places, mcludmg the Indonesran island of Java
the Plullppmes Bangladesh Myanmar and Cambodra _

Malaysia's populauon is growing by from 200 000 to 250, 000 per year but recnntment of employees
for thc manufacturmg industry continues to be drfficult Along wrth economrc advancement the
service industry is soakmg up much labor, and factory work is not preferred by many ethmc Malays
Partly for political considerations, the govcmment has unposed a quota of about 2 mrlhon on acceptance
of forergn workers into the country, and there are not good prospects for an improvement of the hiring
environment. Malaysia's econornic activities are consequently limlted to the progress that can be
attained with this finite labor force. Because a quantrtatrve expansron therefore cannot be expected
an increase in levels of productmty and a graduauon to high- VA fields are becorrung the most pressing
tasks. _ -

The supply of engrneers and middle managers needed by the manufactunng mdustry is lrrruted In
their productlon activities thus far, Japanese firms have worked to groom such personnel through in-
house programs whose partrcnpants are mamly Chmese-Malaysuans However interest m manufactunng
work tends to be low among ethmc Malays and the firms are ﬁndmg lt dlfﬁcult to assure themselves
ofa supply of labor to fill all of their needs The hu'mg of engmeers in the reqursxte numbers is made
even harder by the obhgatron to cornply wrth the drctates of the "bunuputra“ (stlpulanng that a certain

percentage of personael in all positions must be ethnic Malays)
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Thailand

Thailand has an estimated total population of about 62 million and labor force of about 33 million.
Due to the economic growth accompanying industrialization, the active openings ratio passed the 3.0
mark in 1995. There was a particularly serious shortage of labor for manufacturing locations in the
vicinity of Bangkok. However, this situation has been eased as a result of the currency and economic
crisis. Of the country's roughly 31 million employed, about 45 percent are employed in primary
industry (agriculture, forestry, and fishery). Labor shortages in the Bangkok area have traditionally
been filled mairﬂy by workers arriving from the northeastern part of the country. The future holds the

prospect of a further shift away from primary industry and relocationing of plants to the northeastern

_region. This could make it possible to acquire a sufficient supply of low-cost labor, which is in short

supply in the areas already industrialized.

_ As described above, there appear to be some prospects for an adequate supply of labor on the

worker level within Thailand, but the situation is one of serious shortage for personnel in more

specialized arcas, such as middle managers, engineers, and accountants. The Thai government has

posted human resource development as one of its top priorities and is making efforts to bolster

~ educational institutions in these areas. Nevertheless, there is a deep-seated preference for humanities

and service industries among students, and enroliment is running low in colleges of science and
engineering as well as _technical schools turning out pei'sonricl for the manufacturing industry. As

such, a resolution of the shortage is not on the horizon.

Figufe 2-9 Popuiation and labor éupply in the main ASEAN countries

250

=
Singapore Malaysia  Thailand Indoneshia Philippines

Source: Official statistics from each country
Note: Totals indicate total population (including foreign workers in the case of Malaysia)
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(3) Wage comparison

Figure 2-10 shows wage levels in the main ASEAN countries as of the end of {999. Although there

- is some variation, it can be seen that wages in Malaysia are about half as high as those in Singapore,

and those in Thailand, about half as high as those in Malaysia. Wages in the Philippines are somewhat

lower than in Thailand, and those in Indonesia, from one-half to one-third as high as those in'those in

Thailand.

Figure 2-10 Comparison of wage levels in major Asian cities (dollars per month) -

Middle

: : K Nominal wage increase Corporation
Workers Engincers managers rate 96 —97— 98 tax/income tax
Singapore 198-528 1,130-1,495 | 1,907-2,419 6.7-5.5—~A04 26%/28%
Malaysia ' i T R .
KL) 329 668 1,407 7.2-72-71 28%/30%
Thailand '
(BKK) 176 378 727 - 98-9.7-A08 30%/37%
Indonesia : i
(Djakarta) 4483 139-242 | 236-1,208 | 9.5-2A433->A333 30%/30%
Inndonesia o 05— '
(Batam) 82 190 576 . 95—A433-A333 . | 30%/30%
Philippines VS8 437, ' A 7 TRy i
(Manila) | 137-319 © 255-433 417-824 3.5—+4.8-+NA 33%/33%
China - 48-152 85230 |  58-386 1077147 15-30%/45%
(Dalian) : .
China - 79-123 85-207 166-286 11.1+9.8—3.8 - 15%/45%
(Chongging) ; : .
Myanmar 26-43 83-111 145-313 NA - 30%/15%
(Yangon) e _ . . Bt .
Vietnam . L : ) '
(HCMO) 76-132 . 165-275 401-540 NA 25%/50%
Vietnam 79.108 187-314 476-546 NA 25%/50%
(Hanoi}

Source: "Tsusho Koho™" (Trade Publicity), JETRO, December 1999
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Figure 2-11 Starting/average wages (including allowances) at Japanese-affiliated firms

in Malaysia
Starting wages in various positions Average wages in various regions
1,800 800 -
1,600 / 70 L- .'/A \’:_’:’:.-j
,200 po=— 500 B
1,000 g . =
-] 800 L E
: 300
§00 '_______.____:_v * — :
: 200
400 :
200 100
0 — 0 — :
1997 1998 1899 2000 1997 1958 1999 2000

——Worker Overator —8—Technician —&—Suberviser —+—Penang —&—Plai —4— Kedah- Perak

Source: Questionnaire survey c_()nducfed annuatly by the Sansuikai (a group drganized in Malaysia by resident

Japanese firms for the purpose of information exchange and fraternization)

Wages in the key ASEAN countries rose by rates in the range of 5 - 10 percent annually during the
high-leQel .economic 'growth that continued until the mid 1990s. For the sites of foreign firms, the rise
drove up the cost of ﬁroduction. Inthe w'a_kc of the cutrency and economic crisis, they remained flat
or de_cl.ined substantiéﬁlir in Singapore, Thailand, and Indonesia. In Maiaysia, on the other hand, they

continued to rise even during the crisis, according to the results of a questionnaire survey with Japanese

 firms (preéumably because export continued to increase due to instatement of the fixed exchange rate

system). Along with economic recovery, the rate of wage increase is likely to rise in Singapore,

Thailand, and the Philippines as well.
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Figure 2-12 Trend of minimum wages in various regions of Thailand

180
160
140
120

0 1 1 1 1 1 1 1 1 l H
1990 1991 1992 1993 1994 1985 1996 1997 1998 1999 2000

——near BKK ~—a— Ranong/ Phangnga
—. & -- Chiang Mai/Nakhon Ratchasima —>¢— Others

Source: Mlmstry of fabor and social welfare

Note: near BKK — Bangkok, Nontaburi, Pathumthanal, Samutprakan Samutsakhon Nakhonpalhom
" Central and southern part — Ranong, Phangnga
Northern and north - eastern part — Chiang Mai, Nakhon Ratchasima, Others

4) Restructuring of the electric/electronics industry in the main ASEAN countﬁcs'and orientation of
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extended divisions of production in the region

Attracted by its wealth of low-cost labor, Japanese and other international mdustnal capital in the
electric/electronics indusiry initially moved many asscmbly processes into the ASEAN reglon The
subsequent rise in the stock of set and component.plants was accompamed by a Jump in personnel costs
and steady rise in engineering capabilities. To maintain the competltlveness of their export, companies
are making the conversion from snmplc assembly by manual operauon to facilities eqmpped with automated
assemblers and soph1sncated inspection and measurement systems or graduatmg from mere matenal
processing to end-to-end component producuon In this way, forms of producuon are diversifying.

Supportcd by the burgeoning growth of markets inside and outside the region, the ASEAN electric/
electronics iﬁdustfy became overheated, but was suddenly cooled off by the currency"ancl economic
crisis. As mentioned above, Japanese and other firms are now pressed for a restn_:cﬁxring of }heir network
of ASEAN locations. Duc to the combination of the structural reform implemented by the firms and the
industrial policy pursued by the governments, the mdustry is expected to move in the direcuon of
differentiated structures and physically extended divisions of productlon as shown in Figure 2-13.

In Singapore, which is the furthest along in terms of mdustnal level, the govemment is taking the
initiative and actively conditioning the IT-related infrastructure while prdmoting s canﬁpaign 1o 'sttréct

siting by foreign firms of this sfripe, in keeping with its so-called "Singaporé, Inc." stance. In.res'ponse,



foreign firms are beginning to relocate labor-intensive processes to the Indonesian istand of Badam,
where sites were developed by the government of Singapore to join the existing oncs at Penang and
Johor, as part of wider divisions of production to ensure international competitiveness.

In Malaysia, where a mass of foreign firms have sited in the electric/electronics Aindustry, all types of
set and comnonent manufacturers together form a rational supply and demand structure. This is at the
source of its diverse product shipment and export competitiveness in the aspect of cost. At the same
time, there is a growing dependence on foreign workers, and the situation regarding the supply of labor
need by the manufacturing industry in the future appears bleak. As ifto rival.Singaoore, the government
is beginning to accord precedence to the IT industry in its policy aimed at attractmg siting by foreign
firms. In this atmosphere, itis thought that foreign locations in the electric/electronics mdustry in Malaysla
while attempting to make the transition to high-VA products and 1mpr0ve design and development

| cauabilities, will have to build divisions of production with other ASEAN countries for labor-intensive
processes and make new investlnents' to cope with future demand expansion. One of.the factors at work
here ls the relative lack of incentive for employment in manufacturing among ethnic Malays in general.

In Thalland workers are in short supply in the Bangkok area, but the nonheastcm regron still has an
abundance of low-cost 1abor The provmcral u'ansportatlon network is in comparatively good order, and
labor- mtenswe processes could very well be relocated to the provmces if the 1ncentlves offered by the
government for srtmg in accordance with its zone scheme take effect. The concentration of ASEAN
auto industry in Thalland and rise in the stock of mechamcal processmg know-how are ant1c1pated 10
have a posmve effect for the srtmg of matenals processing there in the electric/electronics industry, too.
The firms with locatlons in Thalland are consequently thought to have the potentral of promotlng a
further division of producnon in terms of both regions and processes, within Thailand.

lndonesm instated pollcy for vrgorous attraction of foreign investment in the 1990s, and appeared to
have succeeded in building up a stock of lahor-intensive assembly operations However, the level of
forelgn commitment to the country sagged consrderably followmg the collapse of the Suharto

' adnmusuauon and the ensumg turmoﬂ on the political and social scene. Although the country's investment
envrronment is still glven good marks for its abundant supply of labor and size of the latent market,
posmve ratmgs have receded in the aspects of labor quallty and the timetable for actualization of the

. market. Tt wrll probably rake substantral time to resolve the current disruption, and the industry cannot
lock forward to makmg blg stndes in the foresceable future.

"In the Phlllppmes the conquest of the former country risks and energenc attraction of export-onented

- firms induced siting by Japanese and U. S firms wrthm a short time m the 1990s pamcularly for assembly
of PC penpheral equlpment The key factors behind this success were the ablhty to offer foreign firms
full pnvrleges because the domestic 1ndustry had nothlng to lose, and the state of the mfrastructure

proficrency in Enghsh and exrstence of many engmeers ‘By the same token long-terrn advancement

281



Figure 2-13 Structural change and orientation of extended divisions of production

in the electricfelectronics industry in the main ASEAN countries

Factors behind structural changes = Structural change and the orientation of extended
(factors encéumm and impeding advancement) divisions of production
Singapore O Governmental policy for active attraction of @ Growth of IT indusiry
foreign investment _ @ Establishment of international competitiveness
O Full conditioning of the service sector based on division of production within the
infrastructure (financing, distribution, etc.) ASEA Nregion
(O First-rate engineering capabilities
> Small land area Johor
X Small labor force
Java
Malaysia @) nghly transparent economu: and mdusmal @ Transition to high-V A assembly products
policy @ Loss of growth potential due to a shortage of
(O Effect of the build- up of set and component labor .
industries
O Transfer of design and developmcm capabilities
X Post-Mahathir order Plantafor Tranafer of processca
X Labor shortage and dependcace on foreign [ developmeny [J o h"f“"km;d
nmother plants ASEAN countries
workers
X Policy favoring ethmc Malays
X Lack of a manufacturing aptltude amoag ethnic
. ’ - Malays ] L
Thailand (O Expansion of new foreign investment pro;ecls ] Sparal type devclopmcnt of the
(post-crisis recvaluation) i electric/electronics mdustry and machine
(O Build-up of mechanical processing firms due to industry
_ the growth of the auto industry @ Potential for growth based on labor supply and
O Well-established distribution network (as front ' use of provincial energles ) :
line infrastructure for the U.S, forc& during the
- Vietnam War) : )
X Lack of stability in the polmcal order _
X Lack of governmental initiative in industrial
policy
% Chronic shortage oftechmclans engineers, and
other specialized personnel
Indonesia (O Reform of the political order @ Development of labor-intensive
(O Wealth of natural resources electric/electronics indusiry
(O Abundance of low-cost labor @ Delayed actualization of Iabor and market -
% Country risks : ' potentlal '
X Withdrawal of ethnic Chmese capltai which has
supported the industrial structure Incraase in the VA level of
X Issues regarding the eduuauonal level, dlllgence, o I Y
" and skill of workers prodaction i forsrunsing {3
(more developed) ASEAN
Philippines O lndustnal pohcy with prcfercnttal treatment for . Smng of assembly opcrauons for PC
foreign capital peripherals .- - . 8
(O Well-developed infrastructure on the |sland of @ Delayed actualmuon of the labor potentnal
Luzon
(O Potential of the labor force (level of skill and
English proficiency)
X Instability of the political order
X Country risk
X Inefficiency in economic activities due to
dispersion (as regards labor force, market, and
. _the transportation/distribution network)
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may possibly be impeded, to judge from a variety of other factors. These include apprehensions about
the transparency and stability of the political order, inefficiency in employment and logistics deriving
from the country's composition of numerous islands, and concerns about preservation of law and order

in islands other than Luzon.
3. Trends in investment in Viet Nam in the electric/electronics field
1) Cases of siting in Viet Natn by Japenese firms
(1 Expansion of production by EPZ/EPE firms |

Figure 3-1 presents an outline of most of the Japanese EPZ (and some EPE) firms that moved into
Viet Nam in the mid 1990, along witha description of their business and the future outlook. Although
Fujitsu's location is engaged in PCB packagiin_g and substrate processing, the locations of the other
firms are basically confined to assembly of sirrtple comporletlte mainly by coiling, such as transformers,
coils, and motors. As this suggests, the smng was motivated by use of the low-cost labor in Vtet Nam.

These components fall in the category of simple assembly and requlre a large number of workers,
but the work is not su:nple on the contrary, 1t demands sktlls in the operation and maintenance of large

' amounts of automated machmes and Viet Nam is given htgh ratmgs in this aspect. While mvestmg

7 extenswely in Chma some ﬁrms want to disperse the investment risks and prefer sttmg in Viet Nam
for assembly of components requmng cons:derable engmeermg capabilities and for early start-up of
'mass producuon of newly developed components. This is a big factor behind the development in
parallel with siting in China. |

EPZ (and EPE) firms may point out the mattonaltty and inefficiency typically found in procedures
for customs and various apphcattons mn developmg countries, but do not regard them as major problems.
Indeed they have a high opinion of the benefits in the form of the one- e-stop services offered by the
EPZ authorities. These make for a big difference from the investment env1ronment of the firms
partrcrpatmg in the domestic market The field of demand for many assembly components is
mformatton-commumcanons equtpment ‘which has good growth prospects and the EPZ firms are
generally planning to double the scale of thctr production i in Viet Nam and switch to in-house processing

: (stampmg, moldmg, etc.) in order to boost their cost compet:tweness.
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-Figure 3-1 Profile of Japanese component firms in Viet Nam and plans for the future

Firms Carporate profile _ Business outline Plans for the future
Tokin Year of start-up: 1997 _ * Assembly of TV noise filters and transformers - As a second stage, the company is planning to
Electronics | Capital composition: Tokin * Tokin already has plants for the same components in Malaysia commence assembly of speakers for cellular
Electronics (100%) and China, but the one in Malaysia would be difficult to expand, telephones and expand the overall scale of
Number of employees: 650persons and the one in China is to specialize in more labor-intensive assemnbly.
components. - The VN plant is buiit mainly for surface package - The target third stage is in-house production of
) . : components assembled by automatic units. stamped and molded plastic components.
Mabuchi Year of start-up: 1997 * Assembly of small motors for CD players and automobiles | - Plans for a doubling of the number of employees
Maotor Capital composition: Mabuchi Motor | * In-house production of ferrite cores and stamped/molded plastic and production volume relative to the present by
(100%) components 2002, for cost competitiveness to rival that of China
Number of employees 5,000 persons * Siting in-VN to d:sperse risks associated with extensive siting in (the Guangdong plant employs 50,000)
China (Dalian, Jiangsu, Guangdong; VN was judged to be the
: best site outside China) :
T.T.TL Year of start-up: 1996 * Assembly of TV noise filters, demagnetizing coils, etc. - The company has not made any concrete plans for
Capital composition: Todai Electric * In-house production of some molded plastic components expansion, but noted that its VN location would be
(72%)/ Towa Denki (28%) * Siting in VN in association with the mother plant in Malaysia the subject of any such expansion, which would be
Number of employees 500 persons (avoidance of siting in China due to nsks) : impossible at the Malaysian plant.

- It regards the plant as capable of prompt mass
production of all components soon after their
development in Japan, thanks to the high level of

: : workers and engineers.
Nidec Year of start-up: 1993 * Assembly of fan motors for PCs and peripherals (however, of the | - The company is largeting an increase in monthly
Tosoku Capital composition: Nidec (40%)/ three plants, the remaining two assemble automotive components production from 2 million units at present to 5
Tosoku (60%) - and process the related materials, respectively) - million units in the near future. . This will require
Number of employees.l,GOO persons * Nidec acquired the Nissan-affiliated firm Tosoku in Japan, and : construction of a new plant (there is still room for
{1,000 of whom work in the fan motor built a fan motor plant on the grounds of the existing Tosoku expansion on the grounds).
plant) plant in VN, : '
o * Nidec also has a large fan motor plant in China (Dalian), but
: o regards the one in VN as offering lower costs and better quality. -
Nidec Year of start-up: 1999 * Assembly of oscillation motors for cellular telephones - Plans for a doubling of production volume by 2001
Copal Capital composition: Nidec (51%) - | * Import of all materials from Japan and other countries - - Intention to shift to in-house production for certain
Nidec Copal (49%) . | * The company has plans for production of the same components in stamped components by the spring of 2001.
Number of employees: 1,600 persons China and Thailand, but attaches importance 1o the one in VN . :
. ] - { because of the risk of leakage of know-how in the production in
China (which is on a consigned basis) and the increase in -
: personnel expenses in Thailand.
Viet Shaing | Year of start-up: 1996 | * Assembly of coils-and duplexers . - Possibility of an expanston of production through
Electronics | Capital composmon Huacheng Toko | * Import of materials from Taiwan, etc. transfer from the Malaysian plant
(100%) - - | * Siting in VN to disperse risks associated with siting in China :
Number of employees SOOPersons
Fujitsu Year of start-up: 1995 ~ | * HDD-use PWB package assembly and substrate processing - The company has already started up one plant for
Capital composition: Fujitsu (100%) * Shipment mainly to FI.IjltSI.l HDD assembly plants in Thailand and |  packaging and another for processing. The third
Number of employees: 2,500 persons the Philippines plant (for packaging} was under construction as of
June 1999, and a fourth plant (for processing) is
planned for the future.

Source:Nomura Research Institute




(2) Response to new tariffs among home appliance manufacturers

Sony, Matsushita Electric Industrial, JVC, and other major Japanese manufacturers of home
appliances (i.e., "white goods" and other electrical products for the home) entered Viet Nam from the
early to the mid 1990s with a view to participation in its market, and embarked on the assembly and
sale of color TVs and other such products in partnership with state enterprises. Even thus far, they
have been struggling with problems arising from local contents regulationﬁ, high tariffs on component
import, and export obligations. .They are apprehensive about a further strain on their operation under
the new system that links the local contents rate of production and tariff rate for component import
and is to go into effect in 2001.

The relationship between the local contents rate and the tariff rate varies depending on the product.
Figure 3-2 shows the change in the tariff rate in the case.of color TV sets. While the purpose is
thought t6 be an inéreasc in local contents and expansion of tariff revenue, Japanese firms intend to
seek an imprdverﬁent of the new tariff system. At the same time, they are groping for a product setup
for adaptation to the new environment by pursﬁing production in Viet Nam for major components and
taking adva_niage'of the AICO scheme as described in Section (3) below.
| In the current import tariff system, the highest cariffs are placed on semi-knocked down (SKDY} kits
(import.of which is, in cffect,'prohibited),.followcd in order by completely knocked down (CKD) kits
and IKD kits (wh_ich' are distinctive to Viet Nam). More specifically, the tariff applied to IKD import
of TV components is 5 percent (except that a 30-percent rate is applied for tuners and remote control
uﬁits, which are treated as finished components; also, a sepérate 20-percent rate is applied for import
of CRTs). The corresponding rate for CKD irhport of audio equipment is 15 percent because almost
no components can be locally sdurced. -

In addition, the governmént expects the local contents of production at foreign-affiliated plants to
be aiiove 20 percent Withih two years after the start of operatiofn-s and to rise‘sleadily thereafteér as well.
In..the field of TV séts, the Vietnamese plants of some foreign firms have achieved a local contents of
ébopt_SO percent thanks to sourcing of CRTs frorﬁ the local plants of the.l(orean firm Orion. In other
product fields, howevef, almost no componénts can be locally sourced aﬁd production depends on

CKD import.
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Figure 3-2 Local contents and tariff schemes in the field of color TV

Former tariff scheme New tariff scheme (effective 2001)

- Finished products 30% Local contents rate Import
» IKD component kits 5% rate

* Tuners and remote control units 36% Less than 20% 40%

- CRTs 20% [> © . 2035% : 30%

* Local contents: over 20 percent 35-50% 15%
initially (and request for increase 50-60% 10%
thereafter) : More than 60% 3%

Source: Nomura Research Institute
(3) Component export under AICO schemes

Export .of components from Viet Nam to Singapore under ASEAN Industriai Cooperafion {AICO)
schemes has been approved within the AFTA framework and is antic.ipated to begin in 2001. Sony
has formed a joint venture with a state enterprise for the purpose of participating' in the doﬁestie
market, but is having trouble in its TV business. This is because it uses an original CRT which makes
it difficult to attain local contents requuements and by cxtensmn results in hlgher export obligations.
Use of the AICO arrangement would deliver the twin benefit of a reduction (from 20 to 5 percent) of

 the tariff on import of flat CRTs and increase the local contents rate thxough sourcing of components

within Viet Nam.

Figure 3-3 Sohys import of TV components under the AICO scheme -

Sony Singapore @ " Sony Vietnam ‘

i '
Techﬁology transfer
. T | - ) - .
ﬁ Flat CR DY ﬁ ﬂ Supply of metal molds
. U Tuner ’ o . C
Coil

Remof.e Controller
Cabinet

Sony Display

Viettronis Tanbin
Kyoden

Devices

Sony Malaysia

AICO Scheme

Source: Nomura Research Institute
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‘The components to be exported from Viet Nam in this arrangement include those from the TV
assembly production consigned by Sony to Viettronics Tanbin (DY, tuners, remote control units, and
demagnetizing coils) and the 14-inch TV cabinets produced (with molds provided by Sony) on
consignment from Sony by Kyoden (which acquired Show pla). These components are to be shipped
via Sony Viet Nam to Sony Singapore for use in the TV production plants there and in Malaysia. In
return, Sony will import flat CRTs frorﬁ its CRT plants in Singapore.

The TV production in Viet Nam is saddled with major issues in the form of the delayed actualization
of the domestic market and pressure from smuggled sets. In addition, there are no prospects on the
horizon for a substantial increase in the scale of component export. Although it would not greatly
improve the investment environment for home appliance manufacturers, other Jﬁpancsc firms (such
as Matsushita Electric Ihdustrial) and Korean firms could follo».\r Sony's lead and turn to AICO schemes
for import of flat CRTS, which cannot be sourced within Viet Nam, while lowering the cost of component

. import.in the climate of high tariffs. Although opcratidns in Viet Nam would be limited to in-house or
consignéd production of TV components for the time being, AICO schemes could be expected to
induce a beneficent cycle by quickening production of assembly and package components and thereby

stimulating export.
(4) New investment projects

* Japanese and othér international industrial capital concerns have basically finished making

adjustments for the Asian currency crisis and completed the last round of investment in China, which

rapidly'exphnded. The global market in the information-communications ﬁéld continues to exhibit

strohg growth, and they are looking for new production sites. Under these circumstances, plans for

production'of' Condensers and printers (or related components) premised on siting in Viet Nam are
- under considcratibn, especially among Japanese firms.

Coﬁdensers cor.l.stit.ute a component field in which Japanese manufacturers are overwhelmingly
dominant. Production is cxpandmg by large margins inside and outside Japan along with the increase
in demand m tecent years for surface package components for cellular telephones, etc. At present,
siting m Vlet Nam is bemg p]anned in this field by the Japanese firm T Co. Although it is a latercomer
as far as offshore preduction is conccrned T Co. is deploying an aggressive strategy that led to its
successwe start-up of four plants over the last year, in China (Dalian), Korea, the Philippines, and
Malaysna {Sarawak). To expand its share of the rapidly growing global demand, it is making plans for
a new site of production i in a fifth country. Among the offshore plants of Japanese firms, that operated

i Singapore by M Co., the leader in this field, is the only one equipped for total (end-to-end) condénsor_

- production; the others basically do not rise above the level of taping and inspection pfoceéses. The
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siting of a total production would have a big impact as an investment projeér in that it could entail an
expenditure of 20 billion yen and high engineering capabilities.

As for printers, C Co., a leading Japanese firm in this field, is reportedly considering siting in Viet
Nam, although it is not clear whether the subject is finished products or components. It recently held
an exhibit in Ho Chi Minh City for local vendors of related components (about 60 Japanese-affiliated
and other firms participated) and is probing the possibilities of local component sourcing. In the
ASEAN region, C Co. has an assembly-based production of close to 9 million printers per year in
Thailand, and is taking steps to decrease costs and increase productivity there in light of the emerging
competition with output from China. The Thai plant would not be involved in the siting in Viet Nam,
the compahy is considering the move in connection mainly with production in Japan or Hong Kong.
C. Co. has actively transplanted produ'ction offshore, and produces copiers in Korea.and printers,
copiers, and fax machines in Thailand. In each case, it has lac'cord.ed precedence to nurturing the

- development of local vchddrs of stamped and molded compohcnts from a long-term perspective. If it
decides to site in Viet Nam, the investment project could therefore have a substantial impact as far as
fostérihg thé growth of local vendors is concerned. _

Although they are smaller in scale than the big p'rbjects described above and do not afford clear

- prospects for investmént in Viet Nam it sﬁould be added thai small and rhédium enterprises (SMES)
headquartered in reg:onal areas of Japan have mcreasmgly sent missions to China and ASEAN countries
in recent years. While the large Japanese companies moved productlon offshore these firms were -

forced to refrain from establishing offshore sites because of financial and stafﬁng dlfﬁculucs dcnvmg _

- from their small size, and so relied on export for continued supply of the offshore operations of theu‘

. clients. In the wake of the currency crisis, though Japancse firms dccnded to concentratc their sourcmg
of components in the best local vendors {which, however, are mamly Japanese-affiliated). This is to
say that they can no longer fill supply needs by export from Japan. These circumstances form the
background for the increa.sed dispatch of missions on the prefectu.ra'l level to China and ASEAN

" countrics by SMEs in Jaﬁah._ In the eyes of SMEs, offshore siting'poses immense risks.. For this
reason, they want to ma_kc careful Studics of the scale of the doméstic market, various siting conditions,

- the possibiﬁties of collective éntry (as a group), and bther matters, in order to see that the environment |
wbuld enable SMEs to invest with confidence. There can be liﬁlé doubt that Viet Nam is one of the

candidate countries for their siting.
2) Factors encouraging direct investment in Viet Nam

Direct investment from Japan and other countries in Viet Nam in the electric/electronics industry

dropped significantly after the ASEAN currency and economic crisis. The'fdllovﬁn'g four factors can be
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cited as the main reasons for this drop.

*  The crisis necessitated a commitment of resources to restructuring of the existing network of sites
in the more developed ASEAN countries, and so eliminated margin for considering additional
investment in Viet Nam. There was also a strong tendency to attach top priority to investment in
China along with its transition to a market economy, in .I':ght of its huge labor force and latent market.

* - There is confrontation between foreign firms, which sited for the purpose of replacing import, and
the government of Viet Nam over various measures, including limits on capital subscription, local
contents rates, high tariffs on imported components, and export obligations. This is instilling the
impression that economic activities cannot be freely conducted in Viet Nam owing to the lagging
transition to a market economy.

* Rece'n.t years have seen an expanded flow of foreign investment info the Philippines in the
information-communications field. This investment fequ.ircs the presence of not only large assemblers

* but also a mass of vendors supply.ing the ncceésary compbnents. Viet Nam does not yet have such a
stock of vendors and also has not fully conditioned its environment to spur investment by foreign
vendors of mediﬁm or small status.

* There remain political and .sgk)éial circumstances that discourage investment. These are exemplified
'by the two-tiered pﬁce systelh aimed at collecting tax tcven_ueé from foreign.natio-nals and the deép— '
seafed distrust of fbreign ﬁﬁns in the process of priv'atizing state enterprises (which is reflected in

* views of them as threats .to staté enterprises and a bias toward exploitative arrangements without

technology Lrahsfer).

Nevertheless, there have éppcarcd some signs of improvement in these factors, which have thus far
made the investment environment a negative one for Viet Nam. In addition, the major changes noted
below are under way. As such, the climate for investment could be regarded as undergoing marked

improvement.

* * Economic recovery in more develobed ASE‘AN countries
¥ Rcstructunng of production setups in the ASEAN region
* Expansnon of investment in China and desu'e to disperse risks associated with it
* " Conclusion of a trade agreement with the United States
* The pi'os and cons of the CEPT system
C* Actwe use of AICO schemes
> Rlse of the software industry along with the IT revolutlon

*  Global spread of EMS firms
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(1) Economic recovery in ASEAN countries

As shown in Figure 3-4, in 1999, ASEAN economies began (o emerge from the damage inflicted
by the currency and economic crisis and entered an upswing. Singapore, Malaysia, and Thailand are
now posting strong growth rates in the range of 6 - 8 percent. Although a deceleration is expected in

.2001, expanded export backed by fav.orable currency exchange rates could drive continued growth,
This, in turn, could cause a recurrence of the precrisis predicament of spiraling wages and Iabor

éhortagc. In particular, Malaysia, which is retaining its fixed exchange rate system, will probably

_ have to embark on structural adjustment sooner or later, given the movement of foreign exchange

quotations and the limits of its labor supply.

Figure 3-4 Economic growth rates, consumer prices, and exchange rates in the main
' ASEAN countries

Rale of increase in consumer

Real economic growth rate (%) prices (%)

~ Exchange ;‘afc {to ti_le c_iollar)

o ' o | oy | 20007 | 2000/ [2001/ ] 20017
1998 | 1 2000 1] 1998 | 1 2000 | 2001
998 | 1999 ) | 2001 | 1998 | 1999 o |04 | o1 | o2

Singapore - 04 3.4 7.3 5741 03 0.5 1.5 21 172 ] 169 167 ] 1.67[S$
Malaysia -1 -75 5.6 8.3 52 53 2.8 2.6 35 3.8 38| - 38 1.8 [RM
Thaitand -10.2 4.2 39 35 8.1 0.3 1.8 24 41 42 |- 42| 42 BT

Indonesia -13.0 03 4.0 381 584 | 205 361 54 8.6 8.1 8.0 8.2 | Rupiah

Philippines 051 32 35 3.2 9.7 6.7 4.6 SH1 440 435 435 43.0 [Peso

Source: Nomura Research Institute
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)] Restructuring of production setﬁps in the ASEAN region

Up until the mid 1990s, the ASEAN electric/electronics industry exhibited strong growth in step
with the expansion of the global market. Indeed, it was even becoming somewhat overheated, and
forclgn firms were prcsscd to make structural adjustments to cope with a shoﬂage of labor and rising
wages. With the outbreak of the currency and economic crisis, production’ actxvmes in the ASEAN
region underwent a round of rcadjustmcnt including an increase in the VA level of the items of
production, rearrangement of production functions, reinforcement of 'design and develbpment
capabilities and revision of managemcﬁt and organization. The effebts of this resu'licturing cbmﬁincd
with the currency depreciation (fixed rate in Malaysia’ s case) to push the competitiveness of ASEAN
products in markets outside the region to even hlgher levels In this atmosphcrc thc production
activities at the ASEAN locations of foreign firms are being revn;ahzed. .

If this tone of resurgence continues, the firms will presumably face the need for énoth_er round of
restructuring as noted above, and this raises the possibility of adjustmenf (divisions of productibn)

over wider areas in the region. As described above, the orientation of such divisions can be surmised



to a certain cxtent in the case of locations in Singapore and Thailand, but it is not very clear in the case
of those in other countries, and especially Malaysia. A further expansion of production in Malaysia is
approaching its limits, mainly due to the employment constraints. At the same time, Malaysia is the
site of the largest concentration of set and component manufacturers in the entire ASEAN region.
Division of their production systems over wide areas would therefore have a significant impact on all

other countries in the region, and particularly Viet Nam.
(3) Expansion of investment in China and dispersion of related risks

On the other hand, in China where a rapidly growing economy is being maintained under strong
market orientated policies, including the introduction of speciat economic zones, much progress has
been secﬁ in foreign capital introduction and technology transfer with rapid empowerment in
international 6ompetitivéncss, all helped by market expansion inside and outside the country for AV/
household dpplianccs and further, in the infdrmation and telecommunications sectors. In particular,
joining the WTO system will hasten dissolution of inefficient divisions of state-owned firms, etc., and
further actiyatc utilization of international capital including those of overseas Chinese. Not only that,
but domestic capital'will also benefit from incentives provided by the WTO, bringing the long-term

. ;activation of domestic capital into the market. With huge potential in the domestic market, it is possible
for Chma itself to funher strengﬂlen industrial compentweness and in doing so its effects on surrounding
countries like Vlct Nam will bc powerful.

In July, the government of China announced the establishment of export processing zones in various
parts of the country in order to promote export following its WTO admission. The initial plans call for
the establishment of such zones in a total of 15 locations, including Dalian, Tianjin, and Beijing. The
zones could offer new incentives that would be partlcularly advantageous for foreign firms with high
rates of export. The posmbﬂmes include exemptlon from the VA tax, a preferable 15-percent rate in
business income tax, cxemption from duties on import of production facilities, arrangement for customs
clearance around the .clock, and lifting of requirements for the preparétion of a management ledger
and i)ayment of se_curity money wheh importing materials handled as bonded goods. While there
would also be certain drawbacks associated.with the relocation from existing plant focations, stricter
control of export zone access, émd the added procedufal complexity involved in shipment to the domestic
market the policy will probably be gwcn high marks on the whole by foreign firms as one that will
make a substantlal contnbutlon to export

Investment in China by foreign firms is rapldly growing (the cumulative amount of investment

: frorn Japan comes to about one-third as much as that in all ASEAN countries combined). China's

' elecmc/electromcs mduslry is now almost half as large as its ASEAN counterpart. This industry has
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enormous potential for advancement, given the huge size of the latent market and abundance of labor,
but the country also still poses many investment risks that cannot be overlooked by foreign firms.
These include sudden changes in policy on foreign exchange and industry, underdeveloped logistic
systems, and leakage of technical know-how in the case of consigned production. Viet Nam must be
take full note that there are also mhny foreign firms which have refrained from investing in China

right from the start or desire to disperse risks associated with investment there by investing in Viet

Nam and other countries.

(4) Conclusion of a trade agreement with the United States

Thus far, Viet Nam has been at a great disadvantage in the trade aspect because it has not concluded
a trade agreement with the United States. This has, in effect, prevented firms which _empha_size export
to the United States from siting in Viet Nam. For example, textiles exported from Viet Nam to the
United States would be twice as expensive as those export'e'd from China because they would not
benefit from prefercntial duties. The situation is similar in thp case of small motors, which have
already been removed from the preferential treatment fromework' whereas import from countries in
general is subject to a tariff of 5 percent, the rate for Vlet Nam rises to 35 percent

. As a consequence, the official effectuation of the trade agreement with the Umted States in the
spring of 2001 may be expected to deliver a synerglsnc benefit by mggenng an inflow of capital t_‘rom
U S. and other international industrial concerns which, i.n turn, woold.porsua_dc yot other ﬁrros o
invest. As a result of the treaty, the U.S. side is likely to make strong demands for a correction of
various rcstrictior.ison corporate activities, and this should have a positive effect on the business
environment for Japanese firms as well. The ogreement will have great advantages, at least as far as

foreign firms in the electric/electronics industry are concerned.

(3) Pros and cons of the CEPT system

The timing of the instatement of common tariffs based on the Common Eﬁ‘ectwe Preferential Tariff
{CEPT) system is being moved up from 2003 to 2002. In accordancc with CEP’I‘ Vlet Nam has
already submitted four phases of lists for tariff rate reduction, 1ncludmg an exclusion list (EL) and a
temporary exclusion list (TEL). Tariffs on all EL items had been lowered to the range of 0 - S percent
as of 1999 and those on TEL items are to be reducéd to at least 26 pcrcoht by'2601 and 0 - 5 percent
by 2006. Most types of electric/electronic products are on the TEL, and tariffs on items imported -

from other ASEAN countries whether fimshed products or components are scheduled to be in the

range of O - 5 percent by 2006.



According to the Vietnamese authorities, a new policy for promotion of domestic production through
linkage between the local contents rate and import tariffs is to be set in motion in 2001. Nevertheless,
CEPT dictates that import tariffs must be lowered to at least 20 percent by 2003 and 0 - 5 percent by
2006. Although it will take some time, this will pave the way for import, at low tariff rates, of
components needed for export. Meanwhile, Japanese firms will presumably work to raise the local
contents of their production. In some cases, they could possibly pursue (local) in-house and consigned
production in connection with AICO schemes, and this could lead to export of components from Viet

Nam.
(6) Active usc of AICO schemes

As noted above, Sony Viet Nam has obtained approval for an AICO scheme which will allow it to

. meet local contents requirements and assure.profits in its TV business. Under this scheme, it will
import flat CRT sets from its operation in Singapore and export custom TV components such as
tuners produccd on consignment by Viettronics Tanbin and other firms back to the same operation.
Such schemes Wil_l not hecessarily be confined to Sony; they are also being considered by other home
appliance manufacturers. They could become a factor of increase in export of custom assembly-type

- components, .albeit ona lirhited scale. In addition, the increase .in production consignment to other
' manufacturers, hke that from Sony to V:ettromcs Tanbin, would have important ripple-effects for

" technology transfer to V:etnamese firms and for nurturmg thie growth of local vendors.
(7) Riseof software industry along with the IT revolution

It is possible that the IT revolution will result in the giving birth to a huge information and
telecommuniéatic_ms market, and spreading of new business models thfough industrial society, making
obsolete the existing éuppiy-defnand structure.

' One diréct impact of the IT revolution is market cxpansion of information and telecommunications
cqmpmcnt systems (mcludmg software) To meet hardware demands, compames are always on the
look out for new and more sultable production locatmns within Asia, not necessarily tied to existing
sites, where there is a backdrop of rapidly growmg demand. Regarding the software sector, where a
huge m_arkct continues to develop, India and China are growing rabidiy, cvolving through strong
human networks @i[_h Wééte_m_ countries. In India in particular, four bitlion dollars of exports was

' achicv_é:d, making software the second largest export indusnj; in the counﬁ'y. Witha drz_xmatic eXpansion
of the in__formétion and telecbmmunicatior.ls market, there aré big businéss opportunities for Viet Nam

as well. When we see that most of the Vplayers in the software industry are small and medium sized

293



294

firms, there is an urgent need to build training systems for experts of information processing-related
technologies such as the Internet, from the perspective of setting the infrastructure in place for the
information and telecommunications industries.
Regarding the evolution of the above business model there are two important characteristics, as
follows.
A. E-commerce on the Internet will free the transactions of small and medium sized firms from
limitation to the domestic market and make them global.
B: Mechanization of such know-how as used to be acquired through long-term tréining, such as for

dies in machine processing, has resulted in the possibility of the catch ﬁp period required for

developing countries to dramatically shorten.

Nurturing 81 firms is indispensable for the long-term growth of the electric and electronic industries
in Viet Nam. Such an IT revolution as outlined above will result in ease of high-tech catch-up and

make securing global markets possible in a relatively short period for small and medium sized firms,

assuming there is an appropriate business approach on the side of the firms.

(8) Global spread of EMS ﬁnﬁs

As the IT revolution continues, there is a growiné trend toward Spcéializatioﬁ in product development
and consigmﬁent of the actual assembly-bésed manufac;uring .to oth__eiiS in the interest of efﬁciency,
especiaily among Western firms. These circumstances afc giving rise to a new kind of assembler
known as electronics manufacturing service (EM”S)' suppliers, as ex_e_mpliﬁed by Solectron. These
firms are garnering increasing attention for their rapid growth. They contract for and su.pply
manufacturing services in all bhases other than pr_odué; d;velopmcnt, .including package design,
assembly-based pro.duction, component sdurcing, and logistics. They are looking for large-scale
mass-production sites in Asian countries offering an abundant supply of low-cost l.abor. Several have
already begun to site, through acquisition of existing factories in some.cases, assembly plants in
ASEAN arcas with local sourccS for vé_rious .types of components (such as Penang in Malaysia).
Embodying a new business model, EMS firms could very well continue to make big strides along
with the growth of the market for information-communications equipment. Thcré is thought to be

plenty of opportunity for Viet Nam, too, to attract siting by them.



4. Policy for support of export promotion in the electric/felectronics industry in Viet Nam
1) Target fields for attraction of foreign capital

Considering the characteristics of industry in the electric/ electronics field (product technology, types
of production, scale of investment, etc.) and the internal and external environment surrounding investment
in Viet Nam (positive and negative factors), the following can be cited as the three major fields where
the Vietnamese side should actively strive to attract foreign investment in the interest of export promotion
for the immediate future: (l)simble assembly components, (2} materials-type components, and
(3)information-communications sets and components. This section presents a profile of the situafion in

each of these three fields.
(1) Simple assembly componeunts

'Thcre are many items in the category of simple assembly components, which includes transformers,
coils, small motors, magnetic heads, and optical heads. Generally, the production is labor-ir_ﬁensive
and requires a relatively low plant and cqﬁipment investment in the range of a few hundreds to a few
thousands of millions of j(eli. Such components are extensively used in information-communications
equipment, and the derﬁahd for them is consequently rising rapidly. At the same time, however, there
are also tough demands for reduction of their cost. This: is why the leading firms are constantly
séarching for a cost advaﬁtage and fdcu_sing on develdping countries in selccting'sites for their

" production. Companieé that ha\.re already Sited in Viet Nam, including Tokin, Mabhchi, and Nidec,
may be expected to expand their capital investment in this field in the future. In additior, there are
thought to be many other firms in the ASEAN region that could follow them into Viet Nam.

Parﬁy because of the labor-intensive nature of the assembly processes and dependence on import
for almost all materials, plants for components of this type are often criticized as having few technical

ripple-effects. In recent years, though, assembly proéesses have begun to incorporate high-precision
. automated assembly ecjuipment for components used in high-density packages, and require a high
level of engineeri'ng. cxpértisc for programming as well as many unskilled workers. In addition, the
inci‘cas_ing séales of production hold the possibility of investment for in-house processing in pursuit of
- lower costs and eventual outsourcing to locat vendors (ﬁ:rther in the future). In light of these factors,
¥ .it is considered crﬁcial for Viet Nam to target .attraction' of firms manufacturing simple assembly
compo__nents as an in_dustri_al field for promotion of export in the initial phaSe, with a view to creating

.- jobs and earning foreign exchange.
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Figure 4-1 Scenario of development of simple assembly component production through

attraction of foreign investment

Initial stage ' Future (5 - 10 years later)
Automated assembly | . Automated assembly
line line

Import of C> f pem—— _ Import of
materials f | Component l materials I:> % Component
N processing t processing
| (inhouse) | (in-house))
L o

T

Outsourcing of -
processing to loeal
vendors

Source:Nomura Research Institute

Many' of the simple assembly firms aliready in Viet. Nam have praise for the level of the country's

- workers and the skills of its engineers. As compared to the assembly of low-VA cornponents in
China, which is more oriented toward human-wave t_ar:tics keyed by the huge supply of low-cost
Iabor, production in Viet Nam is regarded as more suited to high-VA coniponents that are needed for
high-density packages and requzre more extenswe use of automatic asscmbly units. Vlet Nam also is
given hngh marks as a site for launchmg mass producuon of componcnts shortly after their development

- in Japan. As such, although the subjects are simple assembly components, it would be possible to

differentiate production from that in China, and this suggests prospects for an expanded inve‘strnént in

Viet Nam in this field over the 'coming years

{2} Materials components

Construction of a full-fledged plant for materials cbmpone_nts (such as resistors, c_ondensers,' and
connectors) takes a sizable capital investment on't_he order ofn few tens of b.il]ions. of yen due to the
need for a total (end-to-end) production cncompassing pre- (front-'enn) and post- (back.-.end).processcs
Foreign firms that already have plants in other ASEAN countries (such as Smgapore Malaysla, and
Thailand) and China, would find it harder to d1vcrs:fy their investment sites for these types of
components than for simple assembly components. To meet demand in rapidly growmg areas of
information-communications products (such as cellular telephones), they have x_:sscntialiy relied on
import from Japan, especially for the supply of éhip (surface package) components,'nrnile transferring

this production to ASEAN plants in certain cases. However, the demand is surging, and wi]].probably
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trigger not only an expansion of the capacity of existing offshore ocations but also a round of investment
in new ones.

Although the requisite amount of investment is huge and the number of new plant projects would
be limited, it can also be observed that candidate host countries are required to have a high level of
engineering skill to cope with pre-processes. Judging from the relatively high ratings of the skills and
aptitude of its workers, Viet Nam is thought to possess a good foundation for acceptance of any such
new investment. Because most of the materials would be imported from Japan (or other sites of
production) for the time being, there would be no need for much sourcing from local vendors. While
it lacks a store of almost all related technology, Viet Nam therefore would definitely not be at a
disadvahtage in this respect. The engineering capabilities acquired for smooth execution of pre-
processes would be a precious object of technology transfer to Viet Nam and have far-reaching effects.
In light of these points, the Viet Nam could attach priority to attraction of foreign investment in this

 field, and particularly in th.e area of Condensers, where some firms are already considering the prospect
of investment in Viet Nam. It can also be noted that, for many materials components, post-processes
are on the order of a simple assembly process like that for assembly components. Viet Nam could

possibly also target phased siting beginning with such post-processes in detachment from pre-processes.

Figure 4-2 Scenario for development of materials component production through attraction

of foreign investment

Initial stage ' " Future (5 - 10 years later)
(Total) production _ | Total production line
line . : '
Tmport of i Pre-processes ’ Import of [Pre'processes ]
materials : - materials
ik L

[Post-oroceéses ] [POSt‘processes ]

Source: Nomura Research Institute
(3) Information-communications equipment and components

The catégory of infon_nation-communicationé equipment encompasses a wide variety of products, .
.in(_:luding é#eryihing from personal computers, monitors, printers, FDDs, HDDs, and ODDs (e.g.,
_CD-ROM:s) td _cordléss tclephdhes ﬁnd cellular telephones. Since their development, these products
have goﬁc on to enjoy .strong growth in the global market. The concerned comparies (including

manufacturers of their components) are constantly searching for new production sites that would be
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the optimal ones in the cutrent conditions. Most of the core components such as semiconductors used
in these items come from development and production in Japan and other developed countries, but
much of the assembly is performed in developing cou