Thoughts on Promoting the Vietnamese Cement Industry
1. Introduction

Cement is a basic support material for economic development, and shows growth in demand from the
earliest stagés of development. Of the heavy industries, cement is generally the first to take off, followed in
sequence by the steel, efectric equipment, and petrochemical industries. At present, cement is consumed in
over 200 countries throughout the world, and produccd in around 130 of these, with the 7 main cement
companies producing around one third of the global output of cement. It is predicted that these 7 companies
will expand their market share in producing over half of all cement produced throughout the world, by the
end of the 21st century. As global demand for cement shifts from developed to developing countries, demand
within the Asian-Pacific rcgion accounts for over half of global demand, and shows no sign of abating.
Herein, we détail proposals for future cement industry furtherance policy in Viet Nam, based around observation

of shifting trends in the Asian arcna and the aftermath of the Asian economic crisis.
2. Features of the cement industry

First, we review product, supply, and detﬁand featﬁres of the cement industry, and then use these to outline
general mdustry trends and devclopmcntal patterns.

Three key characteristics of cement as a product are: (1) it is not possnble to store cement over the long
term, as it degrades with time;'"* (2) cement is bulky compared to other construction material types (cheap
per unit volame); and (3) it is difficult to produce a markedly high-quality product. These characteristics
make cement an unviable export item, and mean that consumption should ideally occur within 100 miles
.(around 160 km) of the cement plant This has caused the big cement companies to cxpand operations overseas
by way of establishing local prod_uct:on facﬂmes.

Supply features of cement iﬁciude: (1) the optimﬁm plant capacity is 2 Mt/year, and plants are capital
intensive, cdsting more than USD300M each; (2) it is difficult to dynamically adjust production capacity, as
'.'there is a long lead time from commencement of plant construction until the plant begins operating (3-4
years); and {3} the weighﬁng of fixed costs in the overall production cost is high, such that there is a strong
incentive to continue producing and selling cement even if the selling price is much lower than the total cost
of production, as long as variable costs are covered.

Some features of demand are (1) demand skyrbckets during the early stages of economic development; and
(2) dema.nd for cement closely emulates ﬂuctuauons in GDP.

Thc combmatmn of thc above product supp]y and demand features mean that the cement mdustry is

18 In the case of (half—ﬁmshed) clmker, storage for a limited time is possnble.
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susceptible to drastic price swings and is highly localized innature.

The tendency for drastic price swings is attributable to it being difficult to adjust supply through international
trade and stockpiling, such that changes in the balance between supply and demand lead to drastic swings in
price levels. As it is difficult to find substitute materials for cement, during times of high demand, the price of
cement tends to soar. Consequently, the cement industry is generally lucrative at the beginning of periods of
industrialization, when demand is high. On the other hand, if demand drops off due to an economic crisis for
example, then over-competition generally arises as cement is sold off at prices well below the total cost of
production, due to difficuity in adjusting supply levels and discrimiﬁating one's product. The following “cement
cycle” has been observed in the industrialization process of ASEAN nations: cement itcratc§ between #eriods
of "cement fever” (domestic demand for cement increases rapidly at over 20% annually, due to a domestic
construction boom — prices rise due to excessivé demand — imports rise — domestic productioh levels are
increased), ﬁnd “price fall” (prices fall due to oversupply —> imports are reduced). As the optimum caﬁacity
for a cement plant is large at 2 million tons/year, the crhcrgéﬁce of a new plant in a still-developing market of
restricted size has a considerable impact (fora 10 Mt/yeaf market, for example, one new cement plant represents
a 20% increase in the supply of cement), tendmg to push supply capacny up over demand.

The locahzed nature''? of the cement industry is a reference to international distribution rates being very
low (at around 7 %) due to shipment costs for cement bemg relatwely expensive (particularly land transpon
costs), and the fact that the intématiqnal cement market tends to hﬁve little i.mpact on.dojn_estic markets. One
could even 'say that comparatively high transportation cdsts act as a "natural protectién_ _mech_aﬁism" to guard
domestic cement produétion from the effects of imports. That is, another feature of the ceﬁlent indtistry is
that, as it is highly locélized, domestic cement companies can easily expand and make the most of local
business opportunities. The Siam Cement Group of Thailand is a case in point here, where a former cement
company diversified its business involvement to grow up into a conglomerate.

Due to the high cost of distribution of cement, higher profits are gcnerally'rctumed from not just making
cement, but covéring all aspccts.'of its handling, inélud_ing distribufion and sales. Characteri_stically, coastal
cement plants tend be more competitive thaﬁ plants based inland, due to the effects of lower land-uanspomﬁon
costs on production and sales. ' - |

In the Asian experience, the cement industry can be seen to follow. the. following developmentat pattern.
Demand spirals durihg the industrialization period at the onset of economic dc?clopment, and tends to continue
growing until the per cdpita GDP reaches USD 10,000. In NIES and ASEAN nations, the per capiié GDPand
per capita cement consumptién have bcén observed to be directly proportional in.dle. period that the per capita |
GDP grows from USD400 te USD10,000. Another trend is that,I accdrding to the level of economic

9 "ﬁ'adluonally, the cement tndustry has been descnbed asa Iocaltzed mdustry I-lowever t'ollowmg the currency/ﬁnancual _
crisis in South East Asna, the amount of cement bemg traded mtemauonally has 1ncreased Further analysas of this aspect
of the industry is required to determine its future impact on the industry.
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development, the demand structure for cement shifts from predominantly small-scale private-sector demand
to large-scale infrastructure and industrial demand, accompanying which, the form of distribution and
consumption moves from pre-packaged shipments and on-site mixing, to bulk shipment and transportation of

ready-to-pour concrete.
3. The current standing of the cement industry in South East Asia

Up until the currency crisis, the South East Asian cement industry had benefited from steady growth in
local capital, but things changed.‘(a state of emergency arose) with the onset of the currency crisis. As with
other countries in the region, the Vietnamese cement industry was hard hit by the crisis. The go'vernment
responded by imposing progressrvely more stringent regulations on imports from 1997, in order to protect
local productron and in 1999, banned imports altogether.

From the 1980‘s countnes throughout South East Asia actlvely went about increasing cement productnon
faclhnes in response to raprdly mcreasmg dernand until the currency crisis when the cement mdustry suddenly
found itself in a position of oversupply. Prior to the currency crisis, local capital in each country had reaped
the profits of the cement industry, but postkrisis recession caused finances to take 5 turn for the worse, and
cement companies were faced with over—productnon and unpayable debts. Cement compames were not able
to keep their head above water, and forced into sellmg off shares as a last resort. European and Mexican
cement compames seized upon this opportumty, ‘and bought out an increasing number of South East Asian
cement manufacturers from the autumn of 1997 onward. This resulted in the share of 5 European and Mexican
cement companies (Holderbank, La_ferge, Blue Circle, Italcementi, and Cemex) in 4 South East Asia countries
(Thailand, Indonesia, the Philippines, andr Malaysia) leaping up to 63% in under a year (see Table 1). This
sudden string of buyouts represents a facet of the corporate acquisition rush of these big cement companies
starting around 1990. These companies have seized upon recession-induced devaluation in the asset value of
local companics, in buying out a plethora of _companies in former socialist countries, newly industrializiné
countries, and developing eountr'ies throughout the world. Throughout the first half of the 1990's, the acquisition
rush curecred through former Eastern bloc countries, Latin America, and Southem Europe, but shifted across

to Asia when in Octobcr 1997, Cemex (Mexico) bought out a Philippines cement compan)t languishing under
| the effects of the Asian currency crisis. As acquisitions have beerr targeted at leading cement companies in
each country, and occurred at a time when the company 's asset value is depleted, the acquiring company has
not had to worry about estabhshmg anew market for itself, and srmply had to invest in economic ratlonahzatlon
ancl sit back and wait for the local cement market to recover. That is, such acquisitions benefit from extremely
high investment efficiency. This is in stark contrast to compames moving into new markets by way of
.estabhshmg a new plant—such as Talhelyo Cements move mto the Chmese cement market in the 1990's—

which are at a dlstmct drsadvantage in terms of both moblhty and 1nvestment eﬂicrcncy 120 1t is worth poting
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that the Chinese cement market share in the overall Asian market is over 50%, but that the 7 main cement
companies currently occupy a meager 6% of the Chinese market, although they are expected to pull out all

stops in the future to expand their level of operations.

Table t. Western investment in the East Asian cement concerns (current at July 1999)

: {Unit: Mt)
. . Share of foreign companies
Total p roducupn capacity ' (production cipacityl:)asc)

China 140.0 : 6% (Ho:1.7, L:0.2, T:4.1, He:2.6)
S. Korea 613 11% (L66)
ASEAN 4 countries: '
Thailand 40.8 49% {Ho:11. 6 C:7.1,1:11.3)
Indonesia 39.6 68% (Ho:8.8, L:1.0, C. 17.3)
The Philippines . 184 . 94% (Ho:7.5, 134, B:24, C:4.0)
Malaysia 147 52% (B:7.6) .
Sub-total for ASEAN 4 113.5 : 63% {Total for the 5 cornpames 72)
Total : . 314.8 28% . (Total for all companies: 87.2)

Note: Ho = Holderbank (Sw;tzerland), L = Lafarge (France), B = Blue Circle (UK), C= Cemex (Mexlco),
I = Italeementi (Italy), He = Heidelberger (Germany), and T= Taiheiyo Cement (Japan)
Source: "Cement &Concrete No. 632, 1999, Japanese Cement Association -

- Naturally, thé am'val.of the Westcm co.r.np:inies has not altered the state of oversupply. Thﬂand in parﬁcular
has transformed mto a large-scale exporter of cement, at cheap prices just-above the level of vanablc costs.
This has caused the 1nternat10nal price of cement to plunge forcmg the Viet Nam' govcmment into imposing
a total ban on cement imports in 1999. _ _

In the long term, it is thought that the niafkct wili pick up, as demand recovers. That big Western cement
companies have over the past 2 years bougﬁt out a whole series of Asiﬁn cement manufacturérs paralyzed by
debt, is mdlcatwe of the perceived future potential of the Asian market. Whale it is uncertain as to when the

production overcapacny of the Asian cement market will be resoived the S key Westem cement compames )
| purchasing companies in the area would appear to be operating under an ultra-long term vision of 20 to 30
years.'”! For companies like Taiheiyo Cement, .Un the other hand, whicﬁ have made their éntrancg into the
local market by starting up their own cemént plant, it will be difficult to weather the storm of ovcr'cﬁpéi_city

over the long term, and the speed of recovery of the Asian market is a key factor in the success of their

'™ The cost of establishing a new cement plant i is sa:d to be around USDISO—ZOO per ton of producuon capac:ty, a ﬁgure
which is much higher than the relative cost of corporate acqulsmon Holderbank's 25% share in Snam City Cement _
(Thalland) for example, cost USD153M or the equwalent of USD30/, whereas Cemex's 99. 9% acquts:tlon of ApO.
Cement (the Phlllppmes) cost USD400M or lhe equwalent of USD133/. Note that the cost of expanding an cxlsung'
cement facm(y is around USD90/t. _ - R : :
In the case of Blue Circle (U.K.), for example whlch mvcsted heavnly in Malaysm dunng the currency cn31s, no fresh
investment is intended for the next 30 years, and return on investment is a:mcd at ultra long term predlcuons of recovuy
in South East Asian cement demand. '

121
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operations. Currently, the local currencies in Thailand, Malaysia, the Philippines, and Indonesia have all
stabilized, and the domestic cement market in each country is showing positive signs of recovery.

Since 1999, Thailand and Indonesia have-been the leading cement exporters in the world, with Thailand
posting exports of 16.2 Mt (no. 1 exporter globally; 68.8% increase over the previous year) and Indonesia 9.0
Mt (no. 2 exporter globally; 100% increase over the previous year) in 1999. One feature of the export records
of these two countrics is that the bulk of exports are to countries outside the Asian region (Thailand: 6.0 Mt
to U.S., 4.0 Mt to Africa, and 4.5 Mt within Asia; Indonesia: 5.2 Mt within Asia).'? Factors contributing to
this export bias include ixﬁprovements to distribution facilities and enhancement of marketing prowess due to
the recent acquisition of local cement firms by European and Mexican concerns, and also falling exchange
rates since the curfency crisis and a widening of the cement supply-demand gap in Asia. The puechase cost of
local Thai and Indonesian cement companies to European and Mexican capitalists is said to be between 30%
and 70% lower than the cost of establishing equiifalent production facilities anew, when calculated on a per
ton preduction capability basis. This implied a large cut-down on their fixed costs, which added to their
competitiveness. As a result of the bu'ying up of Asian cement manufacturers by European and Mexican

concerns after the onset .of the Asian currency crisis, regionél rivals to Vietnamese cement producers gained
| botﬁ in size and cost competitiveness, making it even harder for Viet Nam to open up its cement market to
free competition. ' '

The Asian cement market plﬁmmeted with the arri.val of the .currency crisis, but according to some analysts,
is stamng to show signs of havmg bottomed out in 2000 In the future all Asian cement markets other than

Talwan are expected to recover in potentlal demand 123
4. The current standing of the cement industry in Viet Nam

4. 1 An overview 0!' supply and demand _

Domestic demand for cement rose rapidly in Viet Nam in the 1990's on the crest of a wave of domestic
construction work (from 2.76 megatons in 1990 to 8.24 megatons in 1996). Cement fever (speculative
price rises) set in 1995, and the biack market price for cement jumped up to around twice the list price
(USD80-90/t). The cement market boomed, with imports from South Korea, Thailand, China, and
Singapore being used to cover shortfalls in domestic production, and moves being made toward increasing
d_omestic production levels. From 1997, however, the tables were tumed and the cement industry entered

“a period of oversupply In 1998 large falls in the price of cement were observed due to the combined
' 'effects of FDI into Viet Nam falling off, international cement prices falling due to prolonged recession in

other areas of Asia, competmon between South Korea and Thailand heating up, and a state of over-

2 Cement Shinbun Editing Dept (ed.) Cement Yearbook, Vol. 52 (20_00), Chapter 6 "Cement Trends in Asia"
12 "Material Markets - Cement”, Nihon Keizai Shinbun, August 22, 2000
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production being reached domestically.

4.2, Domestic demand
Growth in demand was 29% in 1994, 16% in 1995, 15% in 1996, 12% in 1997, 8% in 1998, and 7%
in 1999. There has been a progressive fall off in growth from year to year, and annual growth for the past
two years has been at single ﬂgure levels. The Vietnamese government predicts that domestic demand
for cement will continue to grow at the 10-13% level in the t'uture, based on the observation that the
annual increase in growth over the past § years (1995-2000) has been around 11%.'* However, there is
little hope of a markedly high growth rate being achieved in the near future. Assuming that growth in
domestic demand is about 4% in 2000 and latter years, domestic manufacturers wtll be forced to drop
operating rates in resportse to the effects of ovet-produt:tion_. Ideally, any surplus in production ceuld be
exported, but given current international price levels, such a venture would not be profitable. Etfeﬁ if
. growth were to hit 8% from 2000 on, over-production' would continue until 2003. The cutiook for the
- cement mdustry as a whole is bleak (see Table 2). |

Note that land transport routes in V:et Nam are still being developed, and pre-packed shlpments and

on-site mixing are the norm.

- Table 2. The supply & demand balance in Viet Nam . R
' o . (Unit: Mt)

- 1994 | 1995 1996 | 1997 | 1998 | 1999 | 2000* | 2001* | 2002* | 2003*
Supply ' 4.7 52 55 8.7 10.2 11.8 126 | 132 | 138 140 |
Demand* 6.2 7.2 83 93 10.1 10.8 11.2 11.6 12.1 12.6
Difference -1.5 -2 -2.8 0.6 0.1 1.0 14 1.6 1.7 t4

*Figures for demand from 2000 onward are estimates, based on 4% growth :
Notes: (I} "Supply” figures include output from existing plants (VNCC joint ventures and locals), as well as domestic sales
from Nghi Son Cement, scheduled 1o commence operations t’rom 2000 and supphes t‘rom Hoang Mai Cement
(Nghe An) scheduled to enter operauon in 2002. '
(2) Figures for 1999 are ﬂash values.
Source: Industry estima_tes

4.3, Domestic supply capacity | _ SRRE
As detailed in Table 3, local Vietnamese cement companies fall into the three categories of V¥NCC,
foreign joint ventures ("JVs"), and small-scale produce'rs'run by regional governments or the tmhtary
("Locals"). The combined production capacity of local cement ct)mpanies is 11,12 Mt, not including the
2.14 Mt production capacity of Nghi Son Cement (of which 0.50 Mt is destined for ekpérté),'which
-~ came on line in July 2000; this already satisfies local demand. There are also additional 10 facilitics that
have applied to expand_ production capecity in 2001 or .latter,‘25 _ahd assur_ning that atl these are approved,

12+ Based on an interview with the Ministry of Construction (Septernber 20_(1))
12 Check as to how things are at present.
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an additional 13 Mt or so of production capacity will be generated. For the present, all of these are
struggling to find capital, and approval is running behind schedule, but given the current international
market context, any approval of additional production expansion could harm the market further. Production
expansion approvals may have to be staggered in the future, in order io keep growth in supply at the

same pace as growth in demand. 2

Table 3. A list of Vietnamese cement companies

Plant Location | Kiln capacity (Kt)  Remarks
Hoang Tach . 2,250 SP 1 000 Kt + NSP 1,250 Kt
Hai Phong 400 Wet 95Kt~ 4 kilns + Wet 20 Kt
. Wei 560 Kt~ 2 kilns
VNCC Bim Son 1,120 (planned for ejtpansmn to 1,800 Kt)
: . : Wet 125 Kt 2 kilns + NSP 900 Kt
Ha Tien I-I . 1,150 (plarined for refurbishment to 1,700 K1)
Ha Tien [ {1,000} Crushing plant
" . But Son - - 1,400 NSP
Total for VYNCC 6,320 ' B .
. ' ' . y VNCC 30%,
Ching Phone? Hai Phone 1,400 Chin Phong Global (Taiwan) 70%
Van Xa* ' Hue - 500 Thuathien-Hue province, Lucks Group (HK)
Sao Mai *Moming Star | Kien Giang 1,400 VYNCC 30%Holderbank (Switzerland)70%
| Nghi Son* - - | Thanh Hoa 2,140 VNCC 35%, Taiheiyo Cement 65%
Total for JVs : . 5,440 ' ' ' .
Total for locals 1,500 Vertical kilns and crushing plants
Grand total - 13,260

*All JVs employ the latest NSP kilns

Source: Industry esti mates

(@ VNCC (Viet Nam National Cement Corp.):

Under the control of the Construction Ministry, operating 9 energy-inefficient, pre-second generation
wet kilns ("Wet") and 4 dry kilns (1 SP, and 3 latest-type NSP kilns}). The respective combined production
capacities of Wet, SP, and NSP kilns are 177, 100, and 3.55 Mt, making up a tota! production capacity
of 6.32 Mt. The 1999 dbméétic share of VNCC was 51.2%, although this figure has been coming

down each year as VNCC loses out to JVs.

@ Foreign joint ventures ("JVs")
. Latest-type dry kilns (NSP) in operation, at a current combined production capacity of 5.44 Mt.
The domestic share for each of Ching Phone (Taiwan-Viet Nam JV), Moming Star (Switzerland-Viet
-+ Nam JV) and Van Xa (ang Kong-Viet Nam JV) was 11.8%,9.5%, and 2.0%, respectively. Nghi Son

- Cement, due to come on line in July, has the largest production capacity of 2.14 Mt.

126- Need to re-evaluate the efficacy of government control of this sort.
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(@ Small-scale producers run by regional governments or the military ("Locals"):

Highly energy-inefficient early-type vertical kilns in operation. Cement quality is poor and high
levels of cement dust are produced. However, the cement from Locals is priced lower than that from

VNCC or JVs, and the domestic share for 1999 was as high as 25.5%. Production capacity is around
1.50 Mt.

4.4. Competition on the supply side and import prohibition

114

(D Domestic competition: As much of the cement produced by VNCC is made with wet kilns, both

energy efficiency and product q'ualit'y'are low. All JV plants,'or_r the other hand, use lateet-type dry
kilns; minimizing cost and gen.erating high-quality cement. This is not the last word on the cost
competitireneSs of the two company classifications, however. The production cost price calculation
method for VNCC is not well defined, and all VNCC has to do to sell its cement is to put up a sign,
alleviating the need for ény's.p.ec-iel form of sales activities. Without the presrige of VNCC preducts.,

foreign-owned companies, on the other hand, mdét pull out ail stops to steal away some of VNCC‘s

market share and i mcrease thelr own sales by lowermg their prlces below those of VNCC offermg

credlt (takmg payment for a sale 1 month after delivery, instead of demandmg cash on delwery, for
example), and generally workmg hard to sell their product, given that no new demand is being produced
at present. | ' - ' 2

Comparison of retall prnces reveals a dlspanty between different reglons wrth the pnce for pre-
packaged cement in northern Vlet Nam bemg 650, 000 830,000 dong/t that in central Viet Nam 725,000~
830,000 dong/t, and that in southern Viet Nam 825,000—980,000 dong/t. Lower prices in northern Viet
Nam are due to the congregation of cement plante in the area generating fierce competitiorz. Additionally,
whereas prices in the fiercely-competitive Ha Noi (northern Viet Nam) market are graduaily coming

down, those in the Da Nang (central Viet Nam) and Ho Chi Min City (southern Viet Nam) markets are

" relatively unchanged. Inereasingly str'ong.domestic competition has resulted in VNCC losing part of

- its market share, and companies are being financially weakened. -

Note that VNCC is scheduled to open 8 new cement plants of 1.4 Mt/year capacity over the next 5
years (2001-2005), some in the form of foreign joint ventures. Construction is'alre'ady underway on
three of these, namely New Hai Phong (scheduled to come on line in 2002, with an annual production
capacity of 1.4 Mt), Heang Ma_i (scheduled to come on line in 2001, \i{ith an ahnual production
capacity of 1.4 Mt), and Tam Diep (scheduled to come on line in 2003, with an z_m'n.ual productien
capacity of 1.4 Mt). The overall capital outlay to build each plant is estimated ét arorrnd USD180-240
million. Of this, plant faeiiities account for around USD lZd million, a sum_'rnh.ich will be 'eovered by
supplier credits. In the meantime, it would appear that VNCC intends te prdgreséively updat_e the

large numbers of energy inefficient, polluting small-capacity cement kilns at a cost of USD10-12



million per unit. At the same time, it plans to reduce its overall production capacity from its current

level of 3 Mt/year to 2.5 Mt/year by 2005 and 2 Mt/year by 2010.'”

@ International competitiveness: As a result of excessive international supply and a very weak
international market in Asia, removal of the import ban into Viet Nam could realistically lead to cheap
imports from countries such as Thailand flooding the market, and domestic companies being forced
out of business. In Viet Nam's case, despite labor costs being relatively low as compared to other
countries, they are not as low as those in Indonesia, in addition to which, any advantage in terms of
labor costs is diluted by the small impact they have on the overall cost of cement production.
Furthermore, one factor that more than outweighs this is the widespread use of inefficient old-style
kilns and high prices of coal and electricity, pushing up production costs over those in other countries.
It is easy to envisage domestic plants (including JVs) having difficulty in finding a buyer for their

cement if the import ban were to be lifted.
5. Issues in the Vietnamese cement industry -

5.1. Problems with the current industry policy
| In .the years 1997 to 1999, the Vietnamese govemment fashioned ihe following pblicies in an attempt
to protect domestic producers (D Ban on imports: A restriction on 1mports was first imposed in 1997 (by
way of import quotas), which was then stepped up in 1998, before a full ban on imports was enforced for
the full duration of 1999. @ Freczmg of new investment: {a) Ncw cement joint ventures were frozen for
5 years, and (b) 6 new plants planned for construction by VNCC were stalled until 2000. @ Price
control: In response to price hikes around 1993, a systéfn was established for key products in the Ha Noi,
Ho Chi Min City, and Da Nang markets, whereby a price ccxlmg was set and adjusted regularly.
These stipulations are considered to have been necessary as a stop- gap measure, but will be difficult
to maintain over the medium or long term due to Viet Nam's afﬁhanon with AFTA and the WTO. In
 reality, the Vietnamese government plans to lift the ban on clinker imports in 2001, and does not expect
to be able to méintain cemeﬁt irﬁpou restrictions beyond 2003.' In addition, Viet Nam is obliged to
reduce |mport duties on cement imports to below 5% by 2006, as part of AFTA requirements. Exactly
what-' should be done about currently regulated cement prices at that time is currently under government

‘consideration.'?®

27 Based on 'an'intcr_vicw with the Ministry of Co:ﬁtmction (September 2000)

n Based 6n_an interview with the Ministry of Comwétion (September 2000)

12 VNCC prices are fixed and Iadjusted per.iodical}y according to market movements. At present, the price of VNCC
cement in the Hanoi arca is 0.77 million VND/t (around USD55/t). The current system of upper and lower price stlpulatlons
is due for revocation in 2(!)3
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5.2. Low international competitiveness

Despite domestic cement prices in Viet Nam having fallen, they are still above international trading
prices. The average domestic retail price for pre-packaged cement in 1998 was USD60/t, as compared to
a price of USD41.50/t for official imports and around USD30/t for contraband cement. At around that
time, the FOB export price from Singapore, South Korea, and Thailand was USD38.80/t (1998),
USD29.20/t (1998) and USD25/t (March 1999), respectively, rumored to be below variable cost levels,
even, for the Vietnamese product.'® While these export prices are extraordinarily low, it is difficult to
imagine that they have been set below variable costs in the various countn‘es of origin, pointing to the
lack of international price competitiveness of Vietnamese cement. VNCC, in particular, lacks price

competitiveness due to its outdated prbduction facilities.

5.3. Problems with the state-owned VNCC

VNCC has a lot of outdated, inefficient equipment that requires modernization, but reserves of retained

. earnings that should have been set aside for capital investment are thin on the ground, making capital

investment difficult. Tn addition, it has a large staff of non-production workers. . .

Of the 6.70 Mt annual production capacity of VNCC (predictéd for 2060), 2.00 Mt is produced with
production- and cncrgy-mefﬁc:ent pre-second generation wet kilns. In- stark companson Vs cmploy
the latest-type dry klll'lS, with an annual productlon capacity of 5.50 Mt (estlmated for 2000)

© As it is difficult for VNCC to accumulatc reserves of retained earnings for use in reinvestment, it is no
simple matter to procure the relatively small-scale capital investment required to install advanced
equipment even. VNCC was founded in 1994 under the umbrella of the Ministry of Construction, and is
handicapped by the tax rule governing it that the greater proportion of any profits must be paid to the

govémment {benevolence payment system).'*!

. 5.4. Problems faced by JVs

The Vietnamese government has to date acti\.fely worked to attract foreign capital culminating in
plants mcludmg Chmg Phone (Taiwan capltal), Sao Mai (Swiss capital}, Van Xa (Hong Kong capital)
and Nghi Son (Japanese capital: Tmhcnyo Cement). Furtherance of the local cement mdustry is rehant on
continuing influxes of foreign technology and capital. Despite this need for foreign capital, the way of
foreign-owned joint ventures (J Vs) is obstructed by a number of obstacles, .ﬁn'ancial and otherwise.

First is the problem of acquiring foreign currency. The dong (the Vietnamese currency) is effectively -
unconvertible into other currencies at present. JVs borrow most of their'mdney in US doltars, causing

difficulties in acquiring the foreign currency needed for repayment. As the government does not guarantee

‘¥ Needs checking.
1 Need to check as to how things are at present.
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the convertibility of the dong, each company is basically left to its own devices in procuring foreign
revenue. The scheme adopted by most companies to gain foreign earnings is to export a fixed amount of
cement, often at a loss. However, this is highly problematic, as at current international price tevels,
exports cannot cover variable costs even. Hong Kong with its relatively strong market is about the only
possible export destination at present, and prices in previously bright markets such as Singapore are too
low for Vietnamese exports to sell. Even if the domestic market were to pick up in the future and cement
started selling well locally, there is every likelihood that JVs would have to keep exporting at a loss in
order to earn export dollars (due to domestic sales being in dong). This situation is cating away at the
profitability of foreign investment, and obstructing further foreign investment.

JVs face a number of problems in addition to earning foreign currency. The following policics are
possible ways of invigorating the cement industry through stimulating domestic demand and enhancing
the international competitiveness of Vietnamese cement. (D Reductions.in VAT rates: Lower the VAT
rate from its current level of 10% to 5% (the level of Taiwan), thus stimulating domestic demand. )
Cement plant inﬁmrructuré development on the part of the government: In the past, aimost all J'Vs have
been involved in se_lf—futided road, water supply, and electricity infrastructure development, producing
no profit and posing a considerable burden to the company. Some form of government sub_sidizatioh is
needed in ofder to both encourage new inve_stmént and maintain existing levels of investment. (3 Lowering
the cost of electricity and coal: As compared to taﬁffs paid by state-owned cdmpanies and in other
countries, and also compared to iﬁcomc levels, electricity charges asked of foreign-owned joint ventures
are hlgh and forcmg up production costs. There have been instances, for example of JVs paying
USD0.066/kWh, as compared to the USDO. OSOIkWh paid by statc-owned companies.'>* Assuming an
annual power consumption of 182GWh, JVs would end up paying USD1.8M/year more than the state-

- owned company. @ Stimulation of demand for cement: There is scope for expansion of demand for
concrete and secondary products through public works, such as enhancing roads, guttering and sewage
piping. ® Guidance on qual:'iy enhancement and restriction of dust pollution: Most of the vertical kilns
used by Locals are the cause of dust pollutiori. Cement prdduced with vertical kilns is cheap but also of
lou_r quality. In the interests of preserving the environment and iniproving quality, the govcrhment should
encourage the progressiﬁe phasing out and replacement of vertical ldlns'; Ways of enforcing the replacement

- of vertical kilns include ﬁght'ening up environmental provisions, and using only higher-grade cement for
inf_rasuﬁcmre deveiopnwnt work (even if it is priced slightly higher). The abolition of vertical kilns may

- cause unemployment,'alﬂlough as seen in the case of China, cement producers originally using vertical
kllns can stay in operanon by purchasmg clmkcr from nelghbonng modern cement plants, and crushing

it up ata tmll and sellmg it under their own brand name.

2 Needs checking.
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6. Cement industry deregulation due to AFTA/WTO membership, and future policy

6.1. The effects of AFTA/WTO membership
In the future, Viet Nam will be affected by the folloWing three deregulation requirements imposed on
it through membership of AFTA/WTO, (D Duties on regional imports must be brought down te 5% or
lower by 2006, due to AFTA membership. (2 All non-tariff trade barriers must be removed, and protective
measures for local industry must be focused on import duties, due to WTO membership.. 3 Commitment
to AFTA/WTO must be displayed in the form of removing all import duties and allowing free trade, at
some future stage. _ _
Viet Nam, as with other ASEAN member countries, plans to adopt the CEPT scheme "fast track” and
lower irﬁport duties on cement products to 5% or lower by 2006." However, if the South East Asian
“market has not recovered by then and cheap cement from countries such as Thailand, Singapore, and
Indonesia is to flood into Viet Nam, then local Vietnamese cement producers will be put ina difficult
pqsition. In essence, the cement industry is of a localized nature,'* and if local mﬁfkets throughout Asia
- recover lost ground, then cement manufacturers should be able to operate solely on local demand, at
regular price levels. There is little doubt that local markets will recover in the medlum and long terms,

and the more immediate i issue is how fong the current dog-eat-dog market state will last.

6.2, Polncy for cement industry furtherance _ _

-The most cffecuve response to the requirements of AFTA/WT 0 is for the domestlc cemcnt industry to
be made more competitive. The reason for the government imposing non-tariff trade barriers (import
quotas, price control, investment freezes, etc.) is that VNCC and the plethora of smallfecalc cement
producers in Viet Nam lack international competitivene_ss in terms of both price and quality. Industry
protection has in turn preserved inefficiency in the local industry. In order for Viet Nﬁm to proniote its
cement industry without turning its back on free trade, measuees such as those outlined below must be :
adopted, and the competitiveness of local companies enhaflced urgently. o '

@ Restructuring of VNCC : .

Corporate restructuring of VNCC (the source of half the domesnc producuon capacnty) is mtegral
in any attempt to enhance the competitiveness of the local product. The management pf VNCC should
be severed from its financial administration, and a corporate struciﬁre ame_nable with conimercia_l

" management adopted. It will be by no means easy.to imbrove the production efficiency ofi'VNC'C and

transform it into a corporate entity that will be able to compete on an equal foot_ing with other eountries

3 Viet Nam plans to lower cement impoit dutm 0 15% by 2003 10% by 2005 and 5% or lower by 2006 (Viel Nam
Economic Trends No. 189, Viet Nam Economic Research Center June 30 2000)

1 Given present day conditions, this percepnon of the cement industry needs revision.
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after market deregulation. In order to achieve this mammoth objective, VNCC must be progressively
exposed to free market conditions in stages, and clear incentives introduced to encourage tighter
production efficiency in order to achieve greater profitability rather than greater production output.
To achieve this, the government must present a medium- and long-term industry vision and outlay a
system of strategic capital spending. It must impress upon VNCC the fact that protectionism is about
to end, and progrcssivély raise hurdles in order to encourage constant streamlining effort on the part
of VNCC. As panrof this, non-production operations should be scaled down. Modernization and
streamlining of the production process is required through capital investment via reserves of retained
earnings, policy-based finance, or tax breaks, .for example. Devising an integrated production,
distribution, and sales system could also enhance the profitability of the compaﬁy.

- (@ Modernization of equipment used by small-scale producers managed by regional governments or
the milirﬁry (Locals)

- Modernization of équipment used by small-scale producers is believed to be necessary in order to
enhance competitiveness and proteci the cnvirbnmént, and policy-based finance or tax breaks would
provide the source to do this. Vertical kiln facilities, commonly found in inland regions, should be
aggregated or integrated into modern coastal plants, due to their greater competitiveness in production

~ and sales distribution terms. As the economy grows in the future, demand for low-quality cement is
expected to fall off. The mass of small—sca'le producer.s must be thinned out for the cement industry to
survive in the future, and the government must embark immediately on policy to offset the social
impaét that wil.l resﬁlt from the disman'tling of such operations. An envircament conducive to
' aufonomous .industry transferal and/or the closing down of Small—scale cement operations must be
created, by stimuléting the labor market such that inter-industry job transfer becomes an attractive
option, -
@ Reduction of energy costs

- High electricity and other energy costs are draining the competitiveness of the Vietnamese cement

industry, and energy tariffs should be brought down to a level comparhble with neighboring countries.
@ Government-facilitated infrastructure development for cement planis (port facilities, roaﬁs, Sfuel,
commimic_ations', efc.) - .
- Non-profit investment is diminishing the co:ﬁpetitiveness of the Vietnamese cement industry.
Governme.nt..subsidies for infrastructure development are desirous, targeted at both new and existing
" investment. ' '
® Production c@ac_ity expansion in line with growth in demand
The baiﬁnc'e of .sup'ply and demand in the small-scale Vietnamese cement market will be upset
greatly by thé._ addition ofa s_ingl.er 2 M_t/year pla.nt.. The government should use the plant approval

process, for exampie, to keép the pace of production capacity expansion to a sensible level, so as to
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avoid over-production.
® Active use of foreign capital
It is desirous for Viet Nam to make effective use of foreign capital and technology. For this purpose,
it should work toward relaxing the restrictions obstructing foreign investment.

" Viet Nam should take a serious look at whether the clean development mechanisms, currently under
consideration for introduction in United Nations Framework Convention on Climate Change (UNFCC)
member countries, can be used in its favor. The cement industry is one of the largest emitters of
greenhouse gases, and cement companies in developed countries are looking to r:stablish links with
inefficient cement rrlanufacturers in developing countries, due to the potential for energy efficiency
enhancement at relatively low cost. The World Bank has already initiated a prototype carbon fund for
use in revamping polluting plant facilities, which Viet Nam should look seriously at applying to good
effect in updating its cement industry. For this purpose, data on the loéations and types of Vietnamese
cement production facilities, the relative energy efficiency of each, the manner of corporare management

of each facility, must be made readily available in English for access by interested foreign companies.

By way of the above policies, the Viet Nam government should do its UImost to fostér international
competitiveness in the local cement industry by 2006. There are of course hurdles such as uncthployment '
problems, and the restructuring of.the ihdustry will not be achrevabie at that fast a .pacé. Having said this,
time is iimitcd, and Viet Nam may ﬁnd t.h'at the durarron of tariff-based iﬁduétrj brotecfio_n needs
extending.'” Generally speaking, however, the cement industry is .considered tobe m need of deregﬁla.tion,
and protectivé measures sho.uld be used only aé a temporary responsr: inan emergéncy. If prdtective
measures are to be adopted, the long-term heading of the cement industry should be ciearly laid out, a
distinct protective period set, and rationalization forced upon the industry in the duration thereof. In this
instance, the following are possible measures that can be adopted: .

(@ Applyto AFTA for temporary éxemption from fréé trade re.q'uireménts or an eéxtension of the
protective period, depending on the state of recovery of the South East Asian market. If this option is
to be adopted, Viet Nam should be prepared to pay some form of compensatlon _

® Apply to the WTO to be able to maintain over the short term inflated lmport duties (say, 50%) as
will give domestic cement a clear pnce advantage over imports, in retum for agreemg to remove all
non-tariff trade barriers. The existence of cheap cement producmg nations wnthm the ranks of ASEAN

nations (l.c. Thailand and Indonesia) means that extra-ASEAN industry protection would have little

effect.

3 In detenmmng whether to continue protectlng the local cement 1ndustry, debate is requlred as to its relative lmportance
in comparison to other industries. : '
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However, there is no guarantee that such demands would be officially allowed, in addition to which,
import duties can only be used for a limited time to protect the domestic product. The pace of industrial
reform must therefore be maintained at a high level. That is not to say that Viet Nam must sit by and
watch as its cement market is ravaged by imports, and there will always be room to enforce anti-dumping 7
regulations in a globally acceptaﬁle form, depending on the state of the market. .

Notc that in removing non-tariff trade barriers or enforcing protective import duties, due care is needed
to adjust the balance of supply and demand (particularly regional supply and demand), so as to avoid
rapid change in cement prices. One important facet of this is the establishment of a body to gather

information on distribution and retail price patterns, and prevent the emergence of price cartels.
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Appendix 1

The corporate state of cement companies in key South East Asian countries Spring 2000
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. Nao, of Crushing |, .
Country Company shi:')erz:)glg or lShal_'e aftil;:ted r;gh’:sf caféf)lty P-msdh‘:r:gon
Hi Cement Holderbank 40.0% 3 4 7,000 27.0%
Alsons-iligan Holderbank 45.0% 2 2 3,100 120%
Apo . Cemex 99.9% 1 3,000 11.6%
Salid-Rizal - Cemex 70.0% 2 2 2,800 10.8%
: Seacem Lafarge 33.0% 2 2 1,800 69%
Philippines |Continental Lafarge 64.0% 1 1,000 39%
Fortune-Mindanao-Re . | Blue Circle 3 3 4,600 17.8%
Northern 1 1,000 39%
Grand L. 700 2.7%
Others 3 3 900 35%
Total 19 20 25,900 100.0%
Gresik Cemex 22.0% 3 4 16,862 42.6%
Indocement Heidelberger 30.0% 2 3 12,500 31.5%
[ndonesia Cibinong Holderbank 49.0% 2 8,640 21.8%
Andalas Lafarge 71.7% _ 1 1,000 25%
Others 2 : 2i . - 620 1.6%
Total 9 12 39,622 100.0% |
APMC Blue Circle 58.0% 3 3,780 22.2%
Kedah Blue Circle 37.7% 1 3,300 19.4%
CIMA 1 2,500 | 14.7%
Tasek 1 1,500 8.8%
Malaysia Perak Hanjoong 1 1,440 .85%
Negeri Sembilan 1 1,200 T1.1%
Tenggara Holderbank 70.0% 1 1,100 6.5%
Pahang 1 1,200 7.1%
CMS -1 1,000 -59%
Total 11 17,020 100.0%
Siam Cement 5 20,400 40.7%
Siam City Holderbank 25.0% 11 12,350 24.1%
TPI Polene Cemex ' 25.0% 1 3,000 18.0%
Thailand Asia Cement Italcementi . 1 5,000 10.0%
Jalaprathan Italcementi 21.2% 2 1,600 3.2%
Others 3 1,730 | - 3.5%
Total 13 50,080 100.0% |
VNCC 6+ @ 9,300 61.6%
Nghi Son 1 2,140 14.2%
. Moming Star Holderbank 65.0% 1,760 11.7%
Vietnam 3 chin Fon 1400 | 93%
Lucs 500 3.3%
Total 15,100 100.0% |
Cambodia [Naga Cement Holderbank 65.0% 1 600 100.0%
21%
O Cemex
OHolderbank
Mty OBlue Circle
O Heidelberger
M italcementi
15% OlLafarge
O Other
8%
n an 8%




Appendix 2

Domestic Asian cement markets

Exchange Rate | Cement market (cost per tonne unpacked cement, delivered) Notes
Couniry Currency| Year
(perUs$)| % | Localcumency | % Uss W Yen %%
N 98 §.28 ¥ 310 103 ] 37.44 103 | 5,320 117 |Beijing market #425
China Yuan
9 328 100 300 57 1 3.23 97 | 4350 82
98 142.00 86 8,800 97 | 6197 85 | 8,800 97
Japan Yen
99 120.00 115 8,700 99| 1250 117 | 8,700 99
Silo sakes price increased from
55600 to 60600 in August
98 | 149668 k) 59,600 106 | 39.82 64 | 5650 T2 i
S. Korea Won 1998; figures include a freight
tax of 320 won
East Asia
99 { 117900 121 54,100 108 | 54.37 137 | 6,520 115
' +5% VAT (not included in
98 34.00 76 2,100 114 § 61.76 921 8770 104
Taiwan NTS figures)
9 32.36 105 1,800 86 | 5562 92 | 6,670 76
98 7.5 100 650 100 | 83.87 100 111,910 113
Hong Kong { HKS$
9 1.8 100 550 85 | 70.69 34 | 8,480 71
. 98 46.92 16 2440 156 | 52.00 85 | 7,380 96 |Figures include 10% VAT
‘Thailand Baht
9 3715 121 2,530 104 | 68.10 i3t | 8,170 itl
o 98 10,700 1/5 300,000 165 | 28.04 37 | 3,980 42 |Figures include 10% VAT
Indonesia Rupiah -
9 7050 134 340,000 i3 | 48.23 1721 5,79 145
X : 98 4011 | 48 2,250 83 | 56.10 55 | 7970 62 |Figures include 10% VAT
Philippines Peso
99 38.51 104 2,300 1021 59.72 106 | 7,170 20
Government regulated prices;
. 98 4.12 36 ) 198 100 | 48.06 6! | 6,820 &9 |import tax on cement raised o
Malaysia Ringgit
ASEAN ’ 50% in Feb 1999
9 3.83 17 198 100 | 51.70 108 | 6,200 91
) 98 12,900 83 . 850,000 94 { 6589 80 | 9,360 91 |Hanoi, Northern Viet Nam
Vietnam Dédng ' . (Ho Chi Min City, Southern
9 14,000 91 728,000 86 | 52.00 79 | 6,240 67
Viet Nam: 840,000 ddng)
i 98 1.68 95 75 63 | 44.64 60 | 6,340 68
Singapore ss
¥ 1.71 98 62 83 | 36.00 Bl { 4,320 68
98 1.68 95 130 87 | 77.38 83 (11,000 94
Brugei BS
9 171 98 130 100 | 76.02 98 | 9,120 83

Notes:
1. Market prices for South Korea are on a delivered basis in the Seoul area (Truck transportation cost from Inchon Port to downtown Seoul: 4,000 wen in
1998, 3,300 won in 1999)

2. Columns marked "% * represent the % change over the previous year
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Thoughts on Promoting the Vietnamese Automobile and Parts Industry
1. Introduction

Demand for automobiles in Viet Nam is still extremely low (around 20,000 cars sold in 1999, including
second hand vehicles). As a result, it can be said that Viet Nam is hot yet at the stage where industry furtherance
is possible, from the point of view of the ccondmy of scale and wide range of supporting industries required
by the automobile industry. If we are to take a long-term view of the industry over 20 or 30 years, it is hard to
see a heavily populated country such as Viet Nam continuing to import finished cars in the future when its.
economy has grown and motorization has taken place In essence, the motor vehicle industry requires long-
term step-by-step protection and furtherance lasting around 30 years for it to reach fruition, as has been seen
in countries such as T_halland, Malaysia, and Indonesia. In Viet Nam's case, however, global conditions rule
out such long-term deveiopmcht, ﬁue to its paﬁicipaﬁon in AFTA, Viet Nam must remove all non-tariff trade
barricrs by Jam'nary.20(}9,‘36 and normalize import duties on products with a 40% or higher ASEAN content in
the 0-5% range, under the terms of CEPT. Additionally, due to its pending entrance into the WTO, it will be
unable to rely on local content requu'ements to develop the local car industry, under the terms of TRIM. Here,
we review viable pohclcs to establish an automob:le industry in Viet Nam in a harsh global context, based

~ around consideration of general features of the automobile industry, and the current standing of Viet Nam.
2. Features of the automobile and automobile parts industries

The automobile and automobile parts industries call for a large scale of economy. Thus, in order to generate
industry competitiveness, latecomer nations with a limited domestic market must rely on some form of policy-
based support over at least a limited period, in order to get the local automobile industry off the ground.
Proteéﬁng earmarked industries in this Way, however, places é burden on other sectors of the economy, and is
not somcthmg to enter mto lightly. Reasons that countries accept this overhead and gwe the automobile
mdustry specnal treatment via protecuve/furtherance policy at relatively early stages of mdustnahzanon relate
to various features of the mdustry' D it 1s highly value added, and can lead to large-scale savings in trade
revenue through locally producmg rather than 1mportmg cars; (2) backward linkage effect is great, and extends

over penpheral and base matenal mdustnes (asitisa hngh -technology industry, there is a high level of
.technology ransfer to othc:r industries; and (4) 1t_ has considerable potential for job creation. To be more
specific, the following effects can be ex.pected High levels of value added generated in the automobile and

automoblle parts mdustncs trans}atc acmss to hlgh demand ina wnde array of base material industries, mcludmg

% It would appear that, at the ecommlc ministers' conference held in Myanmar in May 2000 it was agreed that the CEPT
deadline should be put back from 2006 to 2009, alt_hough no official announcement to this effect has been made.
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steel, aluminum, and plastics. As the automobile industry calls for large volumes of expensive materials,
growth in the industry has a considerable effect in promoting material industries. The industry is highly
technologically sophisticated and demands that parts be hard-wearing, light, and reliable is highly reliant on
electronic parts, and draws upon heavy machinery, machine tools, and automation systems aé part of the
. production system,; this corresponds to technological diffusion across to related industries. The skilis and
business know-how accumulated through working in the automobile industry are easily transferable across to
other induétries, having a positive external effect on local technological and business practices. Drawing
upon foreign capital in developing the local automobile industry contributes greatly to the enhancement of
the overall industrial base of the country. In this way, the overall competitiveness of industry in a country
generates the competitiveness of its automobile industry, and at the same time, the scaling op of competitiveness
of the automobile and automoblle parts industries drives up overall technological levels. This is why developing
and developed counmos ahkc are so keen to protect and promote the automobile and automobllc parts industries.

At the same time, however, it makes furtherance of the autom_oblle industry that much more difficult than

other industries, due to the high stakes involved.
3. The state of the automobile industry in the ASEAN region .

3.1. Feamres of the ASEAN automoblle industry o :

Thcrc is a close link between the development of the automobile mdustry in ASEAN natlons and the
presence of Japanese compames. The share of Japanese cars in sales of new cars in Thailand, Indonesia,
and the .Philippine's is 89.9%, 82.5%, and 84.0%, roopectively. In Malaysia even, where local-brand
cars'? account for more than 80% of sales, Japanese cars hold a share of 14.5%.'

This strong showing is the result of a long history of involvement in the area by Japancse car makers,
dating back to the 1960's and encompassing teohnology transfer into the area, the estabiishmen_t of local
automobile parts operations and construction of a number of production facilities in the arca. Even at the
onset of the Asian economic crisis in 1997, Japaneée companies, dior'egarding short terto loéses

" systematically provided capntal assistance to their ASEAN operanons (through increasing capltal or
rates of investment), reduced producuon costs and maintained technological assistance rather than pullmg
out. This level of commitment compares favorably to the stance of America's Big Thre_e, in temporarily
pulling out of the ASEAN market, only to commcncc production and sales anew in 1999. GM and Ford

are currently focusing investment on Thailand, in the wake of trade déregnlation efforts, and are pushing

" The two main local brands are Proton and Perodua, each  holding a share of 53 4% and 2. 4% mpecuvely Proton was

formed in 1983 as a joint venture company 30% financed by Japanese companies mcludmg Mitsubishi Mo(ors whereas
Perodua is a joint venture company 20% ﬁnanced by Daihatsu.

B8 Figures taken from FOURIN, 1999 Ajia Jidosha Sangyou" [The Asian Motor Vehicle lndustry in l999]
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‘forward with plans to concentrate production in Thailand, and to export from Thailand to other countries.
GM, for example, hopes to increase production of its Zafira multi-purpose mini-van to 100,000 units by
around 2005, and export 85,000 of those within the Asian region. Toyota, on the other hand, which
holds the top market share in Thailand, currently has a combined production capacity of 200,000 units
over four model types.’® In terms of production capacity per model, therefore, GM is expected to
overtake Toyota in terms of production efficiency, and establish a price advantage over its competitors in
the future. It is ironical that Japanese car manufactﬁrers, which have given precedence to the long-term

- furtherance of the local car industry over short-term profitability, may have to play second fiddle to
American car manufacturers, which have given precedence to short-term proﬁtability over long-term
industry furtherance. That Japanese and American car companies are being forced into concentrating
car assembly facilities within the ASEAN rcgion, is expected to fead to a heating up of competition in
the region in the future.

Over the years, Japanese car manufacturers have workéd toward developing automobile parts
complenienthtioﬁ schemes in the ASEAN region. As each individual ASEAN country has only a smalk
market, it makes economic sense to view all ASEAN nations as a single market and achieve economy of
scale throﬁgﬁ reductions in production costs. This trend of market integration continued with renewed
vigor through the economic crisis as the Asian market shrank, and each car company progressively
chiseled ﬁway at production costs by cohcentra_ting automobile productidn bases and complementing
automobile parts production among thé ASEAN nations énd Taiwan. Toyota, for example, has established
a productiun/export base for Soluna‘bick-ﬁps“" in Thailand, and a production center for TUVs (Toyota
Utility -Vehicles, such as the Kijang) in Indonesia, and looks highly likely to base production of 4WD/
SUVs (the Prado, etc.) out of Malaysia in the future. It has also been making advances in the horizontal
integration of part production for the main ASEAN car models (e.g. the Corolla, Camry, Hilux, and
TUVs). For the Hilux in particular, Thailand both hosts the main ASEAN production center, and is the
sﬁpply base for parts production, and.Indoneéia is similarly the center for TUV production and supply.
In terms of the production baSc b_réakdown for particular car components, diesel engines are produced in

~ Thailand, manual and power steering méchal_lisms are p_roducéd in Malaysia, gasoline engines are produced
in Indonesia, and transmissions are produced in the Philipbines. In stark contrast, GM and Ford pian to
procure cheap parts-frqni ali over the globe in their Asian opcr.ation_s, and are pu&ing pressure on other
: cémpanies to dd the same, as well as demanding car parts at prices commensurate with international
le§cls,' from ASEAN parts @anufammﬁ. This trend for car companies to procurc parts internationally
from the optimal source is expéctéd to accelerate. further in thg future, in line with the liberalization of

trade in the ASEAN region under the terms of AFTA, and the removal of local content regulations in

¥ Car maodels manufactured in Thailand are Zafira for GM and Corolla, Corona, Soluna, and Hilux for Toyota.
0 As of MM 2000, Solunas are also being produced in Indonesia.
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concordance with the WTO. Thailand is expected to be the sole benefactor of this state of affairs as
things stand, from consideration of the local market size and diversification of supporting industries.
The thinking behind this statement is that, if diversification of supporting industries is taken to be indicative
of the number of car parts manufacturers, then Thailand is the outright leader among ASEAN nations,
with around 1500 companies, followed by Malaysia with 350, Indonesia with 300, and the Philippines
with 170, right down to Viet Nam with almost no suppomng industry involvement. However, trade
lmbalancc will result if production operations are to be conccntrated almost exclusively in Thailand,
meaning that some distribution of operations over all countries must occur. From this standpom_t, Thailand,
Malaysia, Indénesia, and the Philippines have combined to form an integrated industry stucture, intended
at a scheme of car part coxilplementation. This integrated industry structure is almost complete, leaﬁing
little room for Viet Nam to operate in. GM and Ford will undoubtedly require that this national consortium

of car parfs manixfact_urérs offer parts at prices cdmparable with other parts manufacturers around the

: globc, making their position less than stable. In reality, it would appear that GM intends to procure most

- of its parts from Europe.

- 3.2. The outlook for the new car market in Asia (ASEAN co.uhtries and Taiwan)

 Sales éf new cars in the ASEAN 4 (Thailand, Malaysia, Indonesia, and the Philippines) leapt up in

: eachi country in the latter half of the 1980's, peaking at 590, 000 (1996), 400,000 (1997), 400,000 (1997),

and 140, 000 (1997) units, respectwely _ _

Under the cffccts of the_ Asian crisis from July 199;1, however, sales of new cars tumbiéd in 1997 .and
1998, before rebounding in 1999, with sales in Thailand recqvering to 220,000 units (1999). If recovery
in the ASEAN forum is to continue unabated and the Japénesc, U.S., and European economies are to
remain at their current levels, then sales are expected to overtake former peak levels (1.45 million car
sales in 1996, for the ASEAN 4) by around 2003-2006. | |

The production capacity in Asia (ASEAN 4, Viet Nam, ﬁnd Taiwan) of the 11 main car manufacturers'!
was 2,950,000 units at the end of Janual;y 2000 (2,210,000 units in the ASEAN region aione). Ail
companies intend on cxpandmg operations by 2005, with the productum capacity expected to rcach
3,320,000 units in Asia, and 2,580, 000 umts in the ASEAN region. On the other hand, the current
demand for new cars in Asia is only 1, 100 000 units as of the end of 1999 As such Asia is currcntly in
a state of relatively high overproduction. Assuming that forecasts for new car sales in Asia to reach

3,000,000 units by 2010 are correct, only then will the market reach a size commensurate \#ith current

" production capacity, given that all cars are to be sold within Asia."?

W Toyota, Daihatsu, Hino, GM, Isuzu, Suzuki, Ford, Mazda, Honda, Mnsublshl and lesan .
42 Note that some companies have targeted lhelr operations at a component of exports outsnde the ASEAN region.
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3.3, The current standing of the automobile industry throughout Asia
THAILAND: Prior to the currency crisis of 1997, Thailand was the largest automobite manufacturer in
the ASEAN forum, but the currency.r crisis saw Malaysia take over that position, Car sales plummeted
from around 590,000 units to around 140,000 between the years 1996 and 1998, but signs of recovery
became apparent from the end of 1998. Even here though, recovery level was still 20% or so lower than
that originally expected. In 1999, sales recovered to around 220,000 units, a figure that is expected to
reach around 260-270,000 units in 2000 and 320,000 in 2001. In 2002 even, sales are-expected to be
around 370,000, and analysts predict that fonﬁer peak levels will not be reached until 2005 or 2006.
- Tota! automobile exports'*> were around 100,000 units in 1999, but expected to grow healthily to 150,000
units in 2000 and 200,000 units in 2001, making the total number of production units 320,000 for 1999,
410-420,000 for 2000 and roughly 520,000 in 2001. By 2004-2006, the domestic market in Thailand is
" expected to be back to peak levels of around 600,000 units, and assuming that exports continue to grow
- at the current rate, then automobﬂe exports will be of the size 400-500,000 units, pointing to the possxblhty
of a total producuon market size of over the 1 million unit mark.'*
Due to over half of the Thai population being farmers, approximately 70% of new car demand are for
1 ton pick-up trucks, and production is centered on this vehicle type. Reasons for the demand for 1 ton
pick-up trucks reaching this level are that they are more suited to driving on Thailand's many unpaved
- roads, and, more importantly, that the excise tax on pick’_—up trucks is 35% lower than that of passenger
cars.' The sharé of .I apanese cars in Thailand is over 90%, and the ratio of exports to production output
is now as high as 40% (first half of 1999) as a result of Japanese companies across the board channeling
their output into exporis, in order to ride out the currency crisis. Thailand's recent economic recovery has
* coincided with the arrival of a range of Western car manufacturers (Volvo, BM.W, Renault, Ford, and
Fiat). While Thailand holds a relative lead over other ASEAN nations in the production of 1 ton pick-up
trucks; it is‘dﬁclcar whether this vehicle type will be as populaf in other countries, and it will be interesting
to see how the.co_mposition' of production models evolves over the coming years.
Thaitand replaced its current local content restriction with an import duty in January 2000. In line
- with this, the import dutﬁ on C.KD‘“6 parfs was raised from 20% to 33%, which appear to be having the

- same effect as the local content restriction in terms of making local procurement more cost effective than

. " Dueto the depressed local market, plant-opcrauug rates for the differemt car companies and general financial vitality are
determined by the ratio of exports. Plants whxch are set up essennally for the local market, such as those of Toyota and
Isuzu, are opemung at around 50% of opcratmg potential, whereas plants ta.rgeled more at expons such as those of
Mitsubishi and Ford, are a much healthier 80% or so.

'“" Based on an interview with a repmentauve of a Japanese company in Thailand (Jan. 2000)

1 ‘The excase on doublc—cab plck—up trucks was dropped from 35-48% to a constant 12% in January 2000 and the preferenual
tax margm brought back to 9% from 3(M3% The preferennal margin remains 32-45% against passenger cars.

46 CKD ("complete knockdown” ) refers to local assembling with fully imported parts.
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imports. At the time, there were concerns that the abolition of the local content restriction would lead to
local car companies switching over from local parts to imports, but all companies have continued to

procure parts locally and the impact on the local parts industry is predicted to be minimal, due to the

- extra distribution cost and risk associated with switching over to using imported parts, and the potential

effects of any further increase in the level of the import duty.

MALAYSIA: Malaysia has been instrumental in developing local brand cars,'” and this has brought

about the formation of a passenger car-led market structure. Sales of cars in 1998 totaled a little under

* 160,000 units, representing a 60% reduction over the preceding year, but in 1999, this figure recovered

to just under 290,000 units. The size of the automobile market in Malaysia has been greater than that in
both Thailand and Indonesia since 1997. The introduction of ; fixed base price'system- (in September
1998), aimed at stabilizing the local currency, has brought down interest rates and led to an increase in
car loans, and the automobile market has been progressively recovering since the end of 1998. Local
manufacturers aceoss the boaed are geaﬁeg lip for production inereases, in line with predicted car sales
in the range of 500,000 units as early as 2003. - _

Inan attempt to nurture the local car parts industry, the Malaysia_n'gevemment has promoted the local
production of parts by .local-brand car comeanies; and given precedence to dealings with independent

local companies This has effectively blocked dut eompetitioh between car parts companies, ineluding

- foreign ventures, producing the side effect that, despite Malaysia havmg the second largest number of

car parts compames in the ASEAN reglon local car parts compames tend to lack mtematlonal price
competitiveness (e.g.: in the case of the Proton, only about 20 of the 180 local part vendors are reckoned
to be internationally competitive). Fearing the impact the revisions would have on local car parts
companies, Malaysia posq:oeed the abolition of local content restrictions, and also applied for an extension
in the epplication of the CEPT-based 20% or lower import duty on car parts with 40% or greater ASEAN
content, both of which were originally scheduled for appli_eetion from Jaﬁua@ 2000. As part of induetry

deregulation efforts, Malaysia needs to enhance the international competitiveness of its car parts

- companies. Areas in which Malaysia hopes to boest competitiveness are in the development and production

of both parts based on the abundant local supplies of rubber, and ge:ieric'parts that can benefit from
large-scale consumption in the production of the Proton. Malaysia is also believed to have strong .potential
for growth as an assembly and production base for SUVs, due to the relativety advanced state of its

economy as compared to the other three members of the ASEAN 4.

INDONESIA: 80% of the Indones:an automobile markct is taken up by commercnal vchlcles The

market for passenger cars is st:ll in ltS mfancy, and a drasuc drop in car sales from 390 000 umts to

"7 The Proton local-brand car project was launched in May 1983, and the Perodua project in 1990.
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60,000 units was seen between 1997 and 1998, under the influence of the local economic crisis. Factors
contributing to the drop in car sales include: (1) inflated prices for automobile and automobile parts
imports due to the slump of the rupiah; (2) drops in car loans due to the high interest rate policy adopted
under the direction of the IMF; and (3) the affluent (ethnic Chinese, and others) fleeing the country. The
automobile market did not pick up appreciably in 1999 even, with sales reaching a paltry 95,000 units,
although demand for luxury cars grew considerably in 2000, and sales ate expected to recover to around
the 300,000 unit level, There is currently talk of reinitiating a project to launch a local brand car company,
- after it was cancelled due to the currency crisis, change of government, and bankruptcy of Kia. (8.
Korea), the 'panner company to the initial project. Recently, investment would appear to have been on
the increase, pinned on hopes of the future potential of the market. Indonesia revoked local content
regulations in july 1999, and repléced them with an import duty, which in the case of CKDs is 15%
irrespcctive of the degree of local content. CKDs manufactured by Japanese car firms with a 40% or
higher local content, therefore, where suddenly subject to an in_iport duty of 15%, up from the original
0%. This resulted in car companies opting to imbon components rather than drawing on the low levels '
of locally assembled parts, forcing some local parts manufacturers out of the industry. Indonesia'being a
- large-scale producer of AUVs (.ASEAN utility vehicles) has offset this, however. Indonesia has the
greatest growth potential of all ASEAN countries, powered by its population of 210 million, and the
~ tocal materials industry- is expected 10 develop to the level of that in Thailand. Toyota's recent moves to
commence production of -AUV models based around the Kijang (the foremost AUV model) in Malaysia,
the Philippines, Taiwan, and Inelia, are hoped to place Iﬁdonesia as the production/export base for AUVs
- and AUV parts for the whole of Asia. Production of other models, however, may well drop in the future.

THE PHILIPPINES: The Philippines was the first of the ASEAN nations to enter into CKD assembly—
with the first éuch operations at the start of the 1950's—and has actively promoted the automobile
| industry, althougﬁ it has remained at the level of assembly operations. The currency crisis led to a drop
in automobile derr_lend frorﬁ 160,000 units in 1996 to 70,000 units in 1999, and there are still only weak
signs of recovery. Contrary to fhe depressed state of the market, Ford (U.S.) started up local assembly
© operations ‘in 1'999, after an absence from the local industry of 16 ycaré. The Philippines government has
prow?ided support for this move through the introduction of pmviéions such as income tax waivers for car
compames newly entering thc local market, and tax breaks (not applicable to car companies with
establlshed local operatmns) The govemment additionally revoked the total ban on SKD vehicles in
place from Apnl 1998 in grantmg special permission for Transfarm & Co to 1mport SKD vehicles,'*®
and also for 500 units of Chrysler SKDs to be lmported at a tariff level of 10%. These moves have

4 SKD: Semi knock down. 'ﬂ_\e_Philippim govemment is set 1o oﬂicially decide whethe_r it revokes the total ban on SKDs
by the end of 2000, 1o be replaced by an import tariff of 10%, equivalent to that for CKDs. -
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incurred the wrath of locally established car companies, and led to calls for a fair, consistent car industry
furtherance policy.

On another front, the Philippines government has cited the lack of price competitiveness of local car
parts companies, in negotiating with the WTO for an extension until 2004 in the abolition of both local
production requirements on car parts and export stipulations on cars and car parts, originally plzinned for
removal in January 2000.

Due to the limited size of the Philippines market and inconsistencies in the government's automobile
policy, car mﬁnufacturers are likely to shirk any expansion in investment over the short term. In the
longer term, however, the depth of the Filipino female labor force (with the poteatial for four-shift 24-
hour operations) could feasibly allow the Philippines to establish itself as a car parts production/export

base, particularly for electronic parts calling for short-term initial investment recovery.

TAIWAN: Of the 11 car manufactﬁrers with local operations, the top 5 (Mitsubishi, Toybta, Nissan,

- Honda, and Ford) occupy more than 80% of the market. The number of car manufaétm‘ers in Taiwan and

the number of models being produced are both unreasonably high, and no manufacturer is in a position -

of scale merit. Taiwan was relatively unaffected by the economic crisis, but the local bubble ¢c0nomy

- has lost momentum, and the automobile market has been in a state of decline since autumn 1998.

To date, Taiwan has relied oh local content obligatibns (local production thrcsholds),‘f’ a parts refund

. system,'* and an import restriction on fully assembled cars, to promote the local car industry. However,

as part of attempté to gain WTO mcmbcréhii), Taiwan is committed to reducing.tarit’t;s_on imports of
completely assembled cars and motor vehicle parts,'*' and the abolition of the local content reqﬁiremént
is under debate; the ban on imports of assembled cars is also being bmgrcssivcly lifted.!s2 The impact in
other countries of such der_egulation as part of WTO n_lembershjp has been devasmting, but Taiwan is
not expected to be hit that hard. In terms of local content, the Taiwanese car industry already makes more
than 50% of its own parts, a figure which lS cxpected to be maintained after the revoéation of the local
content requirement. Removal of the parts repayment scheme is also not envisaged to inipihge gfeatly on
exports, as Taiwan is firmly established as a §upplier of parts to Asian and South American plgms
operated by Japanese companies. The removal of the import restriction on fullj—éssembléd cars is alsb
expected to be minimal, as the restriction is scheduled for incremental diémantiémt_:nt leading up to

inclusion in the WTO.

149

Local car companies must have at least a 31-40% component of locally producod parts in each model.

Local car companies must offset a proportion of the value of parts lmpons by exporting locally madc parts. Exports
_ must be worth at least 13% of the value of imports for the precedmg year (1998), with this flgure expected. 1o be raised

by one percentage point every year until Taiwan gams WTO membership.

" [mport duties are planned to be incrementally lowered from their current level of 2042%, to 17.5-25%.
2 The import quota is to be expanded by 10% annually up until WTO membership. '
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Domestic demand for cars, on the other hand, is expected to remain stagnant at around 500,000-
600,000 units in the future. In addition, trade liberalization after the WTO inclusion will lead to growth
in sales of imported cars over the long term. These two factors will most likely put a brake on any efforts
to expand local production. The general market consensus is that the current stable of 11 local car

companies will be aggregated into 5 key companies in the future.

SOUTH KOREA.: Since the onset of the currency crisis, South Korea has been following the guidance
of the IMF in dissecting up conglomerates and pushing ahead with its Big Deal (operational exchange
between conglomerates) policy. The 8 car manufacturers formerly in operation have been distilled down
into two major-groui)s: Hyundai and Daewoo. Only Hyundai is expected to remain an independent
corporate entity, and Daéwoo is éurrently negotiating with GM for a strategic link-up, although agreement
has not yet been reached and the company has effectively been forced into bankruptcy. The fbrmer
impon divers.ification policy, which virtually halted imports of Japanese cars, was abolished at the end

of June 1999,

CHINA: Pqtentiél demand for cars in China is phenomenal, given its 1.2 biilion population. Production
of cars in 1998 totaled 1,610,000 units, and solid rises are predicted for the future. Duc to a tightening of
finances aﬁd a resultaht_ diminishment of phfchasing power, howe\}er,.the domestic market is in a state of
oversupply. Most car manufacturers have to deal with stock increases and falling operating rates, and are

struggling commercially.

INDIA: Car sales rose continuously for 5 years from 1992, but fell by 7.2% to 394,000 units in 1998.
Sensing the mammoth potential of the Indian automobile market, fuelled by a population of 960 million,
global car man.ufacturers from the West, Japan, and South Korea have flocked to India since car production
\#as .deregulated in December 1996 and entered into the market in the form of joint ventures. The Indian
automobile industry is in fact the second oldest in Asia, after Japan, but it had been shackled by long-
term pmtéctive policy, until the 1980's when the government relaxed restrictions on the industry as part
of its industry modenization policy. This paved the way for joint ventures with foreign companies, and
led to the establishment of a string of new car companies. The largest domestic car company at present
is Maruti Udyog Ltd. (a joint venture with Suzuki), which has been a driving force in the local car

industry since 1985, on the strength of the production of a car for the common person.
3.4. A comparison of the investment conditions in different ASEAN countries

The area in which Viet Nam is pé.rc_eivcd to hold an edge over the ASEAN 4 is in labor costs. At

present, however, it seems to lag behind Indonesia in this area even (see Table 1). Other basic costs such
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as land (or rent in Viet Nam's case), electricity, communications, and transport are all relatively high.

Viet Nam does not hold an advantage over the ASEAN 4 in terms of institutional incentives (e.g.,
corporate tax reductions and regulatory flexibility governing foreign investment)(see Table 2).

Due to the minimum price system in operation in Viet Nam (the determination of basic duty levels on
a product-by-product basis), it could happen in the past that the tariff on KD parts was in fact lower than
the tariff on part components, acting as a disincentive to automobile parts production. This anomaly was
resolved for car parts in 1998, by way of making production parts exempt from import duties.

In addition, Viet Nam is at a disadvantage due to high production costs, which derives from factors
such as an underdeveloped legal system and inefficient licensing system, posing an exira overhead in
time and labor. Note that a VAT was introduced in January 1999, replacing a sales tax that had hindered
the development of parts complementation among car companies;. Even here, however, the new VAT is

operated in an identical fashion to the original sales tax, and the hurdle to parts complementation remains.



Table 1. A comparison of investment conditions in ASEAN nations

. Malaysia . The :
Thailand Indonesia Iy Viet Nam
1 .
| (Bangkok) Iffn':;’ﬂf‘r) (Jakarta) "2‘;,;551}2?3 (Ha Noi)
Land Purchase price of 2 153 154 LRE15S 156
prices industrial tand USD/m 5L79 49.8 74~85 85 2.6/year
Phone 157
connection fee uUsD 168.39 131.58 62.11 132.92 114,24
. | Basic monthly usD/ '
Communi telephone fee month 2,59 921 494 28.16 893
-cations :
International L
phone calls (3 UsD 3.11 261 2.59 378 8.52
mins to Japan)
. Corporate power | USD/ 0.0161-
Utility | costs kWh 0.03 0.06 00193 0.09 0.07
costs Corporate water 3 ' 0.2291-
. costs USD/m’ | 0.28-041 029 0.5038 0.25 0.21
Minimum legal USD/ s | ) ) 6
wage . month | 4-2/day' none -31.75! 5.26'% 45"
Worker (general USD/ , 162 ;
technician) month 176 329 44-83 | 137-319 79-108
Engineer . _
Wage | (middle-level USD/ 3718 668 | 139242 | 255433 | 187-314
tevels i . month . _ :
technician) :
Middle-level - B :
manager * - USDy/ : -
(department or month 727 1,407 . 238~1,208 | 417-824 476-546
section head)
Container
Transpor mﬁ;m'(?o'r v e e | ' ' 1,700-
ranspor- | container; factory : 163 164 o 166 5 100-
tation - > nearest port — USD | 1,466.53 895.06 1,252.09 904.60 1,950167
) ‘Portof .- '
Yokohama) - )
] Corporate tax e y . 68 .
Tax (basic tax rate) % 30 28 10-30 32 25!

Source: "Dai-10-kai Ajia syuyou-losht/chukz no toushl-kankyou kanren kosuto hikaku” [The 10th Cost Comparison of
Investment Conditions in Key Asian Centers] March 2000, JETRO

* Amata Nakorn Industrial Estate

% Selangor Science Park

¥ Price for a lot in the KIIC and MM2100 mdusmal estales
" 1% The annual lease per o in the Saidong industrial estate

157 Made up of a bond of USD75.57 and connection fee of USD92.82
2 Last date bf revision: January 1, 1998
_ i59 Last date of revxsnon Apnl 1, 1999 (West Java)
| at date of revision: May 1, 1999
© % Last date of reviston: fuly 1, 1996
" Based on the ﬁndmgs of the Malaysm——.lapan Chamber of Commerce and Industry (JACI’[M October 1999)
i Amala Nakom estate — Laem Chabang pon (USD116.53) — Port of Yokohama (USD! 350)
ot Shar Alam - Kelang Port — Port of Yokohama '

. Land transpormuon from the Bekasi industrial estate to Tanjungpriok port: box rate, 130+B/L fee 20 + others 102. 09

Laguna —) Port of Manila -» Port of Yokohama

Ha Noi - Hai Phong Pon (USDZ(I)-250) — Port of Yokoharm (USDI 500-1 L100)
The Forelgn Investment Law and bylaws distinguish three corporatc tax brackets{, h-IlI), taxed at 20%, 15% and 10%,
respecuvely i :
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Tabie 2. A Comparison of Investment Incentives in ASEAN nations

: Investment incentives

The Thai Board of Investment (BOI) offers incentives on items earmarked for
: fosterage (export companies, supporting companies, regional operations,
Thailand (Bangkok) infrastructure development, etc.), in the form of such measures as corporate tax

: breaks over 3-8 years, tariff reductions on imported machmery, and tariff
waivers on base materials.
Incentive in the manufacturing industry (as at October 1998) is of the form of
Malaysia (Kuala Lumpur) | 100% foreign ownership being allowed up until December 31, 2000, irrespective

: of the ratio of exports. (This does not apply for 7 industry types and 9 sectors)
Incentives include tariff waivers on primary/reinforcing materials, parts, and

. - { base materials (for the first 2 years of operation), incentives for export
Indonesia (Jakarta) companies, special industries, and KBs (bonded plants) and atax holiday
system for approved companies. ' L
Both the Philippines Board of Investment (BOI) and Phlllppmes Econormc Zone
_ Authority (PEZA) provide corporate tax breaks for up to 8 years, On termination
The Philippines (Manila) | of the duration of corporate tax breaks, PEZA only requires that a flat income
tax of 5% be paid, with all other taxes being wavered. Note that in order to
benefit from PEZA incentives, over 70% of output must be exported.
For investment incentive sectors and regions earmarked in the Foreign
Investment Law, foreign partners participating in foreign-investment ventures
and operational agreements do not pay any tax on profits for up to 2 years from
first returning a profit, and may also be granted a tax reduction of up to 50% on
. profits for up to 2 more years. Additionally, foreign companies and operational
Viet Nam {Ha Noi) agreements meeting a range of investment incentive criteria do not pay any tax
: . on profits for up to 4 years from first returning a profit, and may also be granted

a tax reduction of up to 50% on profits for up to 4 more years. In the casc of
special incentive investment, the profit tax waiver period is for up to 8 years.
Applicable tax rates are listed on the investment approval certificate, and are
reviewed by the Finance Ministry if any change in operational content occurs.
Source: "Dai-10-kai Ajia syuyou-toushi/chiiki no toushi- kankyou kanren kosuto hikaku” ['mc 10th Cost Companson of

_ Investment Conditions in Key Asian Ccnters} March Z(KX) JETRO

4. The current standing of the automobile industry in Viet Nam

4.1. Domestic demand

In the mid-1990's when car companies'® where 'figflt_ing each :bt:her forentry int_'o the Vi.e,.t.l_lamcsc
market, the Vietnamese government acted to protect locéUy préduced cars thrbugh such 'ﬁleasures as
banning secondhand car imports, in the hopes of progrcsswcly shnnkmg the market for sccondhand cars
and generating a CKD-dominated domestic market. Market growth based on thls scenano was at the
time predicted to be of the order 25,000 units in 1996 — 30,000 units in 1997 — 36, 000 units in 1998 —
41 000 units in 1999 — 45 000 units in 2000. Desplte these high expectations, actual market growth was
almost level at 20, 000 umts in 1996 — 20 000 units in 1997 — 26, 000 units in 1998 - 21 000 umts in
1999, out of which the CKD market accounted for a constant quantity of 6,000 to 7,000 umts.

Despite a slow siart, domestic demand started shoWing 'signs of growth in .2000, ‘with the 11 focal

¥ To date, 11 companies and 17 plants have been approved although, of these, Chrysler and Nissan lermmated joint
operauons in 1997.
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producers recording total production of 5,918 units for the first half of the year (January-June), twice
that of the previous year, and new car sales amounted to a record high of around 14,000 for the year.'”®
Factors leading to the strong performance for the first half of the year include: (D the corporate law
enacted in January 2000 produced significant administrative relief for local companies, and led to an
increase in the number of newly registered companies;'”! (2) restrictions on cross-industry participation
were toned down, such that new entries into the industries such as travel and transport that use cars as

* part of their operations have increased considerably; (3) growth in middle-class consumption, due to the
release of smaller car models (such as the Daewoo Matisse); and @ import restrictions'”? are turning
pnvatc -sector demand toward locally-assembled cars.

'Recent trends of note are favorable sales of 10-16 passenger mini buses for commercial use, due to an
increase in sales for cdrporat: use, and also an increase in sales of rental vehicles. Private-sector demand
is becoming incfeasingly prominent, and cars are starting to be used as part of industrial infrastructure.

- Despite sales in 2000 being on the up, the new car market in Viet Nam in 10 years time is expected to
be no higher than about 60, 000 units per year, which must be shared between 1! car companies, such

that no company is expected to be able to achieve economy of scale.!”

42 Domestié supply

Combmed 1999 sales for the 11 car companies currently in operation were 6, 984 units, with all-plants
operating at exccedmg!y low production rates, in the range of a few percent to 20% of full capacnty k74
* Toyota Motor Viet Nam produces_ atotal of 4 models, and returned a nominal profit last year for the first
time since i.n.ccption, but other companies remain deep in the red. Even Toyota Motor Viet Nam is in the
red as a group and has far from healthy accounts, ahd the general operating environment in Viet Nam is
as trying as ever. A change has been seen in the corporate environments of Japanese companies, as
shareholders push harder for capital efficiency to be enhanced. It is predictéd that it will become

incre.asingly difficult to keep covering deficits in local companies operating in developing countries.
" At first, the Viet Nam-govémmcnt imposﬁd a 200% tariff on all imports of completely assembled cars,
' butas part of negoﬁaﬁons to gain entry into the WTO, it has brought tariffs back to 55% (in practice, the

‘effective tariff on imported cars was 210%, due to a 100% special consumption tax being applied to the

o According to a focally established Japanese car firm.
ot Accordmg to MPI, the total of new companies registering in the penod January to June 2000 was around 6,000, 2.5
_ umes the number for lhe same penod in the previous year ('Drade Bulletin, August 15, 2000}
_ n The import of passenger cars seating 12 or less is essenua.lly banned. Trucks and other commlal vehicles facc an
 effective import tariff of 200%, including both import duties and local taxes. '
o m In order 1o achieve international price competitiveness, a plaﬁt is said to need to produce arbund 100-200,000 units
annually.
" Toyota Motor Viet Nam has a pmductlon capacnty of around 10,000 units/year, but had sales of only 2 179 units in 1999
Similarly, Ford Viet Nam has a production capacity of around 2,000 units/year, but sold only 325 units for the year.
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CIF price, in addition to the import duty). However, this measure found disfavor with the WTO, and
parliament passed a motion in April 1998 to apply a 100% special consumption tax on all car sales from
January 1999, in line with the principle of non-discrimination of domestic and foreign products (GATT
article 3). This met with resistance from both the domestic car companies and the Ministry of Industry,
and domestically produced cars were granted a 35% exemption from the consumption tax for five years
from 1999, postponing any genuine resolution of the problem. Note that despite imports of CBU'
(completely assembled cars) having been banncd. since July 1, 1997, there is no regulation of secondhand

- car imports, causing a headache for local CKD productioh firms. Secondhand car imports was around
12,000 in 2000, accouhting for a hefty 50% of domestic demand.

Viet Nam does not yet have the supporting industry base required to be able to produce cars locally. In
the case of CKD products, parts are snmply lmported from Japan and assembied into cars locally. It is
said to cost the same to assemble a car in Japan, as it is to packagc and ship those same parts to Viet
Nam, making it more expensive to assemble the car in Viet Nam, by the margin of assembling costs.
Consequently, it would be unrealistic to expect Viet Nam to be able to éxport cars in the near future, with
the local car mdustry as itis. _ _

Tire and battery productlons are said to be the ﬁrst steps toward local car preduction. At present,
however, it is possible to procure only a very hmm:d range of parts in Viet Nam, such as wire harnesses

- and sheets (assembled from fabric 1mportccl from Japan). For wire hamosscs even, all that is happening
isthata portion'of the eiport—bound production output from Yazaki's local plant is being bought by car
-assembly companies. Given the current market size; it is hard to see car-partsmakeré making the

* commitment to establish local operations.

5. Issues relating to AFTA/WTO membership.

5.1. An outline of AFTA/WTO .
Due its inclusion in ASEAN in 19935, Viet Nani automatically became a member of AFTA (the ASEAN
. Frec Trade Area) in J anuory 1996. As such, it muot bide with the terms of CEPT (Comroon Eﬂ'ectivc
Preferentlal Tariff), in freemg up the mutual trade with other AFTA nations of all products with an
ASEAN content of 40% or greater (almost all mdustrml and agricultural products), by January 2006
(January 2002 for other member countries).'" This freeing up of trade is to take the form of the rcmoval
of non-tanff trade bamers and reduction of 1mport duties to 0-5% Under CEPT commodxtles are listed
on elther the IL (inclusion hst commeodities to whnch CEP’I‘ apphes) or TEL (temporary exclus:on list:
commodities temporarily excluded from the IL), with exceptional commodities lu._f.ted on the GE (general

" CBU ("completely built up”) refers to assembled imports .
7% Thailand, Mélaysia, Indonesia, the Philippines, Singapore, and Brunei.
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exemption list: commodities excluded from CEPT application, namely items related to natural security,
life-threatening items, and the like) or the sensitive list (unprocessed agricultural products, etc). From
1999, all ASEAN countries have progressively been transferring TEL commodities across to the IL,
with the proportion of commodities with TEL listing at the end of 1999 around 20%, primarily made up
by fully-assembled cars and car parts. From 1999, Viet Nam has had to transfer one fifth of TEL items
across to IL items, with all IL items eventually being subject to a duty of between 0 and 5%. Note that the
Vietnamese government has applied to the ASEAN council for passenger cars seating 15 passengers or
less, to be listed as GE items.

Note that what item is listed on which List is largely left to the discretion of each member country, and
that Viet Nam has listed cars on the GE. As long as no other country finds fault with a particular listing,
that country is not obliged to remove tariffs at any point. However, based on the definition of the GE as
being "items related to natural security, life-threatening items, and the like", cars clearly have no place
on Vicf Nam's GE. This does not present a problem for the time being, but other countries (such as
Thailaﬁd) are expected to put pressure on Viet Nam to free up trade of automobiles in the future. Also,
as a result of Viet Nam including cars on its GE, it is disadvantagcd by not being eligible for the AICO
(ASEAN Industrial Codperation) scheme. AICO preempts CEPT in establishing a tariff levél of 0-5%

- on partxcular items for trade between two or more countries, but is only applicable to "items not listed on
 the CEPT GE." In order to beneﬁt from the effects of the AICO. schcme therefore, cars must be removed
from Viet Nam's GE, and be hstcd on the TEL or IL. While there is no real harm in listing cars on the GE
at present due to Viet Nam not havmg any manufacturers in a position to export cars or parts to other
ASEAN countries, in the future, AICO terms will become necessary in inducing export-capable parts
manufacturers to Viet Nam. In practice, there are competitive large-scale parts manufacturers that stipulate
the need to operate under AICO conditions in order to set up local operations. In order to entice such
e manu_factﬁrcrs to Viet Nam, it may be necessary for certain items to which AICO can be applied, to be
 removed from Viet Nam's GE. -

For items listed on the IL, it is not only not possible to mamtam import duties over 5%,'” but non-
tanff-based trade resmctlons can also not be applled The followmg protective measures are also not
permmed asa mlc s
@ Ratsmg the import duty ona ccrtam item to counter lowermg the import duty on a second item.

AF]‘A is aimed at lowering,import duties, and only permits moves toward the removal of import

duties. - |
@ Protect local 1ndustry through non-tanff-based means for as long as a particular item is imported

only, only to rem_ove trade restrictions when exports of that item become possible.

o _}\t'préscnt, import duties up to 20% are aliowed, but the ceiling is soon to be'lowered to5%.
‘" Based on an interview with the ASEAN Secretariat, Bureau of Trade, Industry & Service.
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@@@@

@ Ban imports of a particular item on the grounds that that country has no intention of entering into
exports

Maintain high-level import duties on items of political significance

Postpone the reduction of import duties on items of political significance

Postpone the removal of local content requirements on items .of political significance

Raise import duties for extra-ASEAN trade prior to joining the WTO, only to maintain low import
duties on mtra-ASEAN trade -
Juggle import dutles on parts in order to promote exports, thereby providing a form of subsidization

@ Reimburse a part of import duty payments on parts in order to enhance local content mcentwc

In Viet Nam's case, even corporate giants such as Toyota would not be able to survive were import

.- duties lowered to 5% or below in time for the 2006 deadline.'™ In terms of car assembly, the chances of

- the Vietnamese industry attaining international cbmpctitivcncss within the next 10-15 years are slim. In

order to firmly establish the car assembly industry, protection via high-level import duties must be made,

for which purpose, cars must be included on Viet Nam's GE.

At the samc time, Vict Nam applled for WTO (Worid Trade Orgamzatwn) membershap in December
1994 and in July 1998 a WTO workmg group commenccd negotiations and evaluatmn of Vlet Nams
application for inclusion. GATT (the General Agreement on Tariffs and Trade)}—a pivotal tool for WTO

- activities—is founded around the principles of llberallzanon non-dnscmmnaﬂon and mutual benefit. It

can be a thorn in the side of developmg countries such as Viet Nam in its requnrements for non-
discrimination of domestic and foreign products (GATT article 3).and the elimination of quﬁntitaﬁve
restrictions (GATT article .11). GATT article 18 provides assistance for countries unable to abide with
item 11, by way of acknowledging quantitative restrictions designed to .cﬁpe'w_ith trade deficits or offer
protection to infant industries, although it is only approved to protect infant industries through 'case-by-‘

case negotiation.

5.2. The response of different countries to the terms of AFTA/WT 0

WTO's TRIM (Trade-Related Investment Measure) agreement exeﬁipliﬁeé_ loc#l content and foreign |
currency procurement requirements as forms of non-tariff trade barriers, and de_velbp_ing countries must
remove all non-tariff trade barriers, including local content réquiremcnts within 5 years of the enactment
of the TRIM agreement, that is by 2000. As this has not bcen achieved, however, around 7 member |
countries are currently appealing for an cxteasmn in the waiver pcnod Thc Phlhppmcs, for example, is

applymg for an extensnon of 5 years, and Malays:a for an extens:on of 2 years and there is the possnbnllty

1™ Based on an interview with a representative of a forelgn company in Viet Nam (September 2(!]])
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of an extension of 2 to 3 years being granted.

Originally, it had been thought that it would be difficult to enforce a local content requirement on the
local automobile industry in Viet Nam, as the WTO stated that countries applying for membership
subseqﬁent to the enactment of TRIM would have to abide with its terms and no extension of the waiver
period is approved by reason of postponed inclusion in the WTO. Now, however, given the large numbers
of countrics applying for an extension in the enforcement of TRIM,'* Viet Nam has a good chance of

. being granted a reprieve 'of_ around 5 years from the date of its inclusion in the WTO, if it applies for a
period of grace as pan'of membership negotiations. Having said this, Viet Nam should be careful not to
get its hopes up too high, and should consider other policy-based measures for promoting the local

. automobile industry under the assumption that a reprieve will not be granted.

Thailand and Indonesia have effectively abolished requirements on local content, and policy in these
countries is expected to fall into disarray if other countries are granted an extension. Note that these two
countries have cleverly édjusfed duties as pﬁrt of the local content abolition process, thus maintaining

" protection of local parts production. The duty system adopted in Indonesia from July 23, 1999 is stepped
i as follows: CBU (pasécnger car) imports frorﬁ outside the ASEAN region are subject to a duty of 65-
80%, CKD imports a duty of 35-50%, IKD'! imports a duty of 10-15%, and ofher minor parts a maximim
duty of 15%. CEPT rules 'require that intra-ASEAN di.stributio:n be subject to a uniform duty of no more
than 20%. L

" As for Viet Nam, protectxon of local automobile assemblmg {CKD) solely around tariffs on unports

-~ from owtside the region will not present a problem for its pending WTO participation. As CKD parts

~ cannot be procured -}oc.:all.y i_n.Viet' Nam and must be imported, cost levels are inflated over other ASEAN
nations. For the medium to long term (3 to 5 years), Vict Nam should adopt a duty on completely
assembled car (CBU) imports so high as to effectively block all imports. A similar measure is required
‘for secondhand cars. Due to its pending WTO participation, quantitative restriction is ruled out, making
it d.ifﬁc'ult for Viet Na'm_ to regulate car imports,. but it at least can set import duties so as to make

" sécondhand CBU impérts uncompetiti\.ve as compared to locally produced CKDs. Assuming for the

: ﬁoment that imports of CBUs are to be halted enti}ely, the market for new cars would rise to around 3
times its current level, givén that the éurrem demand for ﬁew cars is 6,000—7,000 units and that for all
automobiles in_clﬁding secondhand cars is 20,000 units.

- Atthe ASEAN heads of state meeting héld in November 1999, Singapore, Brunei, Indonesia, Thailand,
and the Philippincs all agreed to abide with CEPT rules and reduce intra-regional duties to 20% or less

0 Countries currently applylng fora postponement of the abolishment of local content requlrements are Argentina, Chile,
Memco, Malaysm, Pahstan, the Phlllppmes and Romama (Report on WTO Consmency of Trade Policy by Major
.+ Trading Partners, Year 2000, internamnal Trade Policy Division, Japanese Mnmstry of International Trade and Industry)
B IKD refers to CKD parts that are not locally produced
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from January 2000, and to 5% or less from January 2003. In contrast, Malaysia applied for a 3-year
period of grace, fearing the effects of sqch a move on the local car parts industry. That is, it applied to be
exonerated from reducing duties to 20% or under from January 2000, but stated that in return, it would
be prepared to toe the line in reducing duties to 5% or under by 2003. At the ASEAN economic ministers’
conference held in Myanmar in May 2000, Malaysia applicd for an extension in the timing of the reduction
in import duties to 5% or under to January 2005, for automobile-related items only. This partial
postponement in the implementation of CEPT has essentially been agreed upon, but has yet to be officially
« - cleared. There is also the possibility of postponement extending beyond January 2005. Recently, consensus
was achieved on the procedure for applying.for.an extension in CEPT terms, triggered by the Malaysian
application. The basic procedure is based on GATT Article 28,2 and involves negotiation between
member countries as to what form bf compensation should be made by the applying country, after receipt
~ of the official application. If agreement can be reached on the details of .com.pens'ation t0 countries
heavnly affected by the cxtcnsnon then the overall means of compensation is determined in line with
- most-favorcd-nanon treatment principles and the extcnsnon is approved. If, on the other hand, the details
of compensatlon cannot be agreed upon, then the extension is not granted, and the matter is dealt with
through one-way rivalry measures or s1rmlar Member countries ofﬁcla]ly ratified this proccdure at the
heads of state meeting held in Smgapore in November 2000. _ _
Thalland Indonesia, Malaysna the Ph1hppmes Smgapore and Bn.mel have all transferred all trade
items to thelr IL, while leaving some room to maneuver, and are due to reduce mtra-ASEAN import
duties to 0-5% from January 2002. By room to maneuver” is meant that any items for which the import
- duty is not reduced under 5% by the appointed date, will be sub)ect to an lmport duty of 5% or under
from January 2003, That is, the ASEAN region will become a free trade zone from January. 2003 at the
latest. At this point, only those countries abiding with free trade requirements will be able to reap its
benefits. The ASEAN league is fbunded around the brinciple of reciproéity .for eéch tr_adg .item, and
- countries which do not include pérticular trade items on their IL and reduce local import dutics, are.
"~ unable to benefit from its rewards. As a result,-until Viet Nam reduces import dutiés to 0-5% frbm
January 2006, it will be subject to high MFN-based dutics in trade with other ASEAN countries (e.g. 3
duty of over 100% for cars). Malaysian cars will suffer the same fate. P
As detailed above, extra-regional protection and furtherance of the ASEAN automobile induétry are
. to be achieved through a simple tanff-bascd structure, but the unification of duty levels to 5% or undcr
| from 2003 is expected to lead to exacerbated intra-regional competition. '

W GATT Article 28: Increases in the bound rates (i.¢. ceilings o6 customs tariff rates) and the removal of those bindings
must be made through mgbtiationlagmeﬁl:nt with member countries and principal shpplying counuies.'and consultation
made with principal supplying countries supplying that product which wilt benefit from the change.
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5.3. Activation of AICO

AICO (ASEAN Industrial Cooperation) is a preferential tariff scheme aimed at promoting mutual
complementation between companies based in the ASEAN forum by preernr)ting the realization of AFTA
(ASEAN Free Trade Area) by enforcing final CEPT import duty rates (0-3%).

AICO targets industrial products traded within the ASEAN forum (all non-GE prodr:cts with an ASEAN
capital ratio of at least 30% and ASEAN content of at least 40%). Once a country has attained .AICO
recognition from a trading nation, then the duty on AICO items imported from that country is lowered to
0-5%. The scheme was initiated in November 1996, and will remain in force until final CEPT dutie_s
come into effect. In addition to industrial products qualifying for AICO beneﬁting from preferential
tariffs, they receive the same treatrnént as locally-made products once imported, making them eligibie
for the application of tariff-free preferential tr:atmént within that country. '

The total number of automobile-related items to which AICO was applied in the two years from
AICO's inception in November 199:6 was a rrneasly 10. The large-scale drop in t]rc scale of car production
in 1998 asa rcsulr of the 1997 currency crisis, however, led to a l.imjted-term mitigation in the conditions

~on AICO applications, 183 gver the term January 1999 to December 2000, in the interests of bumping up
car production levels, streamlmmg the industry and promoting foreign investment. This resulted in the _
number of automobrle-related items bcmg grantcd AICO status, rising to a total of 32 by April 2000
Japanese car manufacturers in particular have put AICO to good effect in reinforcing and expanding the
scr)pc of part complementation within the ASEAN region. In the period up to the end of 1999, Toybta,
for example, received AICO accreditation for 9 car parts types used in its core Corolla, Camry, Hilux,
and TUV models, whereas Honda received AICO accreditation for 6 parts used in the City, Civic, and
Accord models, all aimed at reducing part prncnre'mcnt costs (see Table 3-1, Figs. 1 and 2). Car parts
manufacturers such as Denso (see Table 3-2), Showa and Mitsubishi Electric have also applied AICO

| accreditation in developmg parts complcmentanon networks Denso in partlcular has used AICO with
great success in establrshmg a parts complementauon system with Thailand, Indonesia, Malaysia and
the thppmes as discriminated productlon bases for electric, compressor, electronic and meter parts
respectweiy, connected by the hub of Denso Intemauonal Smgapore (DISP), as dctalled in Fxg 3

In this way, car and car parts compames have worked toward mtcgratmg the ASEAN countries into a
single‘ market, and using'intensivé production and parts complementation to gcnérate economy nf scale

to a degree which would not be possible in any one of the mesnbt_er countries.

'® Inctuding removal of the 30% ASEAN capllal ratio requlrement, shonemng of the teview period for AICO accreditation
from 60 to 45 days, and shortcnmg of the lead-time for AICO appllcauon (the time taken 10 issue a certificate of
eligibility) from 14 days to 10 days.
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Table 3-1.

The state of COE Accreditation to AICO car manufacturers (as of April 2000)

Number of COEs granted

Car company | Thailand " | Malaysia Indonesia | Philippines
O (@] 2
O O !
O 6 2
To)’;ota o) ) i
O 2
O O 1
O . @) . 1
o © ©) |
‘ o — N
Honda © ) i
@] : (@] 1
' © O 1
. A C ay : .
Nissan | ) e) ]
Mitsubishi YAY A
Motors R 4
Isuzu 0o _ o !
A :
Ford % y: _
Volvo @] O 3

*COE = Centificate of Eligibility

© =COE (s) issued, A=COE apphcauons currently under review, X = Application(s) refused
Source: 2000 ASEAN/Talwan Car Pans lndustry FOURIN

Table 3-2. The degree of use of AICO/CEPT by Denso (up to 1999)

(O indicates that no application of AICO/CEPT was necessary due to low import duties)

© Key products E*por"t'sm"s Thailand | Malaysia | Indonesia | Philippines
Stanér motor/alternator parts Thailand a&r}::i(i:tgtion aécrild?tgtion ax.:.c;:il(i:tgtio.n
A/C amplifiers Malaysia c‘:grgd | o Q N O
Relays, flashers ) Malaysia c‘::::r?d -0 O '
Wiper ams & blades  Malaysia c‘::ggd o 0 O
Compressors Indonesia | - cgf:"red cgfel:;. O
S plugs Indonesia . cg\[r:'cpr:d : O
Meters Philippines | . cr}:id(l:t(a)u on ON Q
Note:

received ofﬁual approval from the Thai and Indonesian govemments
Source Denso Smgapom (DISP/DIAS) documents (Ocmber ?.Cﬂ))
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Fig. 1. - The AICO-based Toyota parts complementation system in the ASEAN region

Malaysia

Source: "2000 ASEAN/Taiwan Car Paﬂs Industry”, FOURIN Co., Ltd. (May 31, 2000)

Toyota Motor Thailand Toyota Astra Motor
Hilux, Soluna, Corolla, Camry Kijang, Soluna, Corolla, Camry
Siam Toyoia Manufacturing Co., Lid. PT. Toyota-Astra Motor
Toyota Auto Body Thailand Co., Lid. ~ [" | Kliaeg 7K medel gasoline epgines, chutches,
Thmlandlmmwmm seat sdjusters, door lacks,
motors, alternators, starter motors, doorframes, window regulaiors, ete
steering wheels, insirument pneh,
stabilizers, etc :
| T&K Autobaﬂé : Toyota Auiop&;;tsr Phiiippincs . :
Automotive Industrics Toyota Motor Philippines ' Philippines I
™~ Mapusl/power steering columns, wiper mmmmu joints,
"MECU"*W mnbimﬂo-swltchn,mmblnaﬂmmeters. '
differential Joints, Jower ball jotllts,
¢ ete cast parts, eic
Assembly Semce o Toyota Motor Philippines
Hilux, Uneer, Comlla, Cumry Revo, Corolla, Corona
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Fig. 2. The AICO-based Honda parts complementation system in the ASEAN region

Hondz Cars Manufacturing Thailand Honda Prospect Motor
City, Civie, Accord, CR-V _ City, Clvic, Accord
|| Honda Engincering Asian Co., Lid. PT Honda Prospect - _
) Boasets, roofs, doors, truck hoods, other Cylinder blocks, cylinder heads, etc
Thailand | I Indomesia
pressed parts, elc. '
Honda Auto Parts Manufacluring _ Honda.Engine Manufacturing Philippines
I Malaysia Armstrong Autoﬁarté ' Honda Parts Manufacturing R Philippises
™ Ammstrong Cycle _Pans' : : Instrument panels, etc
o, S . . : -
Oriental Assemblers S Honda Cars Philippines
City, Civic, Accord . | City, Civic, Accord, CR-V

Source: "2000 ASEAN/Taiwan Car Parts Industry”, FOURIN Co., Lid. (May 31, 2000)
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Fig. 3. The AICO-based Denso parts complementation system in the ASEAN region

DNTH DNIA
Electrical parts production base Compressor production base
Alternators, starter motor parts, Compressors, ISCVs, horns, § plugs,
magnets, fan generators, .
bike wiper motors P/W motors
Thailand Indonesia
Singapore
~ Disp
Control Center
Parts complementation
control, bulk
purchases, corporate
. services for the
ASEAN subsidiaries
- Malaysia . _ Philippines
— DNMY - PAC ™
Electronic Parts Production Base Meter Production Base
E/G ECUs, sir condifioner amplifiers,, o Carmeters '
relays/fiashers, CDI amplifiers :

Source: Denso Co., Lt&. ﬁocumems (August 2000)
Note: DNTH = Denso (Thailand) Co.Ltd., DNIA = P.T. Denso Indonesia Corp.,
DNMY = Denso (Malaysia) SDN.BHD ,

PAC = Philippines Auto Components Inc., DISP = Denso International Singapore
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5.4. Toyota's Thai strategy: 100 % local car parts procurement

In August 2000, Toyota took the lead on other car companies in announcing its intention to achieve a
local procurement rate of 100% for car parts in the Thai market by around 2003. This was portrayed as
a ploy to make the most of the imrbduction of intra-ASEAN import duties of 5% or under from 2002 as
part of AFTA tcrrﬁs, as well as to reduce production costs and avoid éurrency risk. The reason that
Toyota gave for having concentrated its efforts on Thai}ahd, was that Thaiiand's car industry has the
greatest depth of periphcrél industrics of all ASEAN countries, and that competition with E’uropeah and
American car companies was heating up in Thailand.'®* Toyota's motivations in this decision are instructive
for Viet Nam, which must start up its own car industry in the context of AFTA.

The reason behind this move on the part of Toyota represents a sxgmﬁcant change of dlrectlon for the
company. One gets the sense that the decision was founded on a fundamental shift in thinking from
"make what we can locally" to "aim for local production but import in the case that this is not possible”.'*3
Using traditional production methods, it is an éktrerﬁely difficult prospect to achieve 100% local content
ina rﬁarket such as Thailand where car sales are limited, .anc.l Toyota is aiming to make a technological

breakthrough by daring to set itself an almost impossible task. For e_iample, if Toyota were to use the

AICO schcme in adopting intra-regional parts complementation, then it would have to basc'calculétinné

on the same producnon systems as used in Japan That is, in a traditional complementanon model
Toyota would have to look at what countries it would have to bundle togethcr in order to achlevc paylmc
sales for a single car model in the tens of thousands of units. Toyota sensed that thls model had its
limitations,and felt the need for a completely d:fferent approach. '

Next, why did Toyota choose to set about achieving 100% local procurement in Thalland" Here, we

take a look at the relative advantages and disadvantages of car producnon in Thailand (Table 4).

18 *Tayota part trading: toward 100% local procurement in Thailand", Nihon Keizai Shinbun (August 18, 2000)
15 Based on an interview with the Manager of Production and Technology at Toyota Motor Thailand Co., Lid.
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Table 4. The relative advantages and disadvantages of the Thai car industry

Investment conditions

Advantages

Disadvantages

Political

Political stability: Thailand has a
stable government and no ethnic
problems, meaning that Japanese
car manufacturers were quick to
‘enter the market and are now well
entrenched

Administrative inadequacies: Thailand is
plagued with administrative problems
such as inadequate documentation of
customs procedures, rampant
corruption and unreliable VAT
remuneration, although it is not
markedly worse than other ASEAN
nations in this respect

Production costs

Size advantages: Thailand is the home
to many companies, which operate
larger plants than in the
Philippines or Malaysia

Labor costs: While labor costs are
relatively higher than some other
ASEAN countries, they are much
lower than in developed countries

Transportation costs: Distribution costs
and import duties on CKD parts are
above those in other ASEAN nations

Private
infrastructure*

Good depth and breadth of
supporting industries: Primary,
secondary and tertiary
subcontracting is quite cornmon

Technical levels: There is no product
to speak of that can be made in
other ASEAN countries but not
Thailand

Material supplies: No industries to supply
base materials such as steel

Technical levels: Cannot produce

* electronic parts

Worker quality: Taiwan has supenor
educational levels. Jab-hopping is rife.
Numbers of engineers and mid-level
managers are low, making it difficult
to hire such personnel

Source: Imterview with Economic Analyms & Investment Promotion Dept., JETRO Bangkok Center, Thailand, and also

interviews with individual foreign companies with local operations in Thailand (October 2000)

Note (*): See Table 1 for details of public infrastructure (water, electricity, communications, wage levels, etc.)

If one were to weigh up the advantages and disadvantages of the Thai car industry (independent of

public infrastructure as is generally used in evaluation of investment conditions) from the viewpoint of

starting up car production from scratch, then there would certainty be room for doubt as to the suitability

of Thailand as a car production ecnter However, in the first place, Thailand is politically stable, and has

also long been the home to local productmn operanons for Japanese car manufacturers. Such companies

have mvested large amounts of money in Thailand and are well known to the local population, smoothmg

" the way into the local market. Second, for exactly these reasons, the Thai plants of most companies tend

to be bigger than their Philippine or Malaysian counterparts. Consequently, if one were to take the

- conventional line of making the most of size in establishing car production facilities, then Thailand

would be the country of choice. _.

- - Third, 'I'haila_md has the upper hand in terms of supporting industries. Most Japanese companies already

ha\re local production operations in Thailand, generating a network of dependable, high quality parts

. GM, for examplc, wishes to make Thanland its ASEAN producnon center, although Ford has based its Easl As:an

productnon out of the Phlhppmes These oornpamm have their reasons for choosmg the countries they have, and there is

no absolute best country for establishing car production operations.
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suppliers. Also, primary, secondary and tertiary supporting industries are already in place. Toyota alone
has around 100 primary subcontracting companies in Thailand, and around 2000 secondary subcontractors.
Itis generally prohibitively expensive to ship parts overseas for simple assembly into cars, and Thailand
has an advantage over other countries in that it is possible to lécally procure reasonable quantities of the
components required to make car parts. On the technological side, there is said to be no car parts that can
be manufactured in other ASEAN countries but not Thailand.

On the negative side, firstly there is a problem with personnel. It is not altogether true to say that
Thailand holds a rel#tive edvantage over other countries in terms of skill levels and labor costs. Certhiniy,
Thailand has a depth of car workers due to its 30 or so year involvement in the industry. However, Thai
workers are adept at performing basic tasks,_ but lag well behind countries such as Taiwan in terms of
ingenuity and expertise, including overall product development pfowess, rharketing skills and after service.
Taiwan has large numbers of skilled wquer'e.due to its h.igh educatior'xall levels, and despite being more
expensive' than Thailand on a simple cost comparisen, holds a distinct overall edvantage when worker
quelity is taken into account. One feasqn for this is the Confucia:dém—inﬂuencéd class system in existence |
in Theilahd, whereby only the wealthy go to 'university, obstmctihg the fosterage of skilled personnel.

Job-hoppidg is also commonplace, and engineers and mid-level ‘r.nan.algefs are thin on the ground and

. dlfﬁcult to locate

A second dlsadvantage is in producuon costs in that Thadand has relatlvely hlgh unport dutles on
CKDs, as compared to other ASEAN nations. The duty in Thalland on CKDs is 33% well above the
smgie figure duty in place in the Philippines. Dlsmbutlon COsts are also surpnsmgly hlgh in Thailand,
w1th transport costs and insurance making up around 10-20% of the production cost of cars in Thallan_cl.

One problem common to all ASEAN countries but also prevalent in Thailand is that matenial industries
are sparse. A lack of locally produced steel, petrochemicals and other base materials proves a bottleneck
in ény atteinpt to achieve 100% local content in the car and other madufacturing industries. With steel,
mills producmg cold-pressed plates do exist, but upstream operatlons are missing. This lack of steel and
other base materials is a fatal handicap not only in Thailand, but also throughout the ASEAN forum.
Within circles of foreign companies established in Thailand, there is a strong desire for the construction
of a blast furnace in Thailand or elsewhere in the ASEAN forum, in time for 2004-2006 when production
of cars in Thaxland (bound both for the domestlc market and exports) is expected to hit the miltion unit
mark. Plans to link up with fofeign capital and :con.struct a blast furnace do exist, but are on h,old.as a
result of the currency crisis. Some large corporations in the steel industry have fallen on hard dmes since
the currency crisis, and a general reorganization of the industry is currehtly underway The Thai steel

mdustry is in the throes of reconstruction, mcluclmg big compames pulling out of non-core business, and

' operatmg rates are low. As a result domestxc capltal procurement is expected to be d:fficult for some
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conglomerates, but the bigger the company, the greater the reluctance for a share float.
Based on the above analysis of the advantages and disadvantages of car production in Thailand, it is
plain that Thailand is not by any means the absolute best investment prospect in the ASEAN forum.
" However, until breakthroughs are made in developing revolutionary new production methods which
 reduce costs for small production lots even, as sought by Toyota, the only option is employ traditional
methods in treating the ASEAN forum as a single market in order to achieve economy of scale, and
make use of parts complementation. Here, the achievement of price competitiveness is a key issue, for
- which purpose the most effective way forward is to maximize local content. Toyota's journey of exploration
has only just begun, but the move toward the realization of 100% local procurement among car companies

~ in the ASEAN forum, looks like an ongoing trend.
6. The medium and long term prospects of promoting the automobile industry

6.1. Policy to expand domestic production ‘
- As detailed above, the automobile industry is governed by the effects of economy of scale, posing
- difficulties for the establishment of local production facilities in a country with a limited market such as
-~ Viet Nam. Expanding the dpmestic p'rdduction capacity will be an integral part of industry furtherance.
- The optimal size for a. single plant is said to be ev_er 200,000 units/year,'*” a level that has not been
reached by any ASEAN nation. In Ithis.sense. the local Victhamese market is far from being an econonly
of scale. If Viet Nam is to 1gnore this in attemptmg to retain the value added of the car industry within its
" borders and prumote supporting industries, then now is the time to make amove. However, the government
is caught in a vicious circle, as any pollcy-based measures adopted by it are doomed to failure because

 the domestic market is too smiall to support promotion of the automobile industry.

R 'l'he restriction of imports of both secondhand and new cars (i.e. the imposition of a high tariff on
- imports) is. vltal to facilitate growth in domestic production levels. Prior to January 1999, a duty.of 55%

- was imposed on fully assembled car imports, in addition to .whieh, a special consumption tax of 100%

a7 In developed countnw, the optlmal plant size is said to be 200 000 umts/ycar, but in developmg countrics, cheaper labor
costs mean thal a pla.nt of size 100,000 umts/year can operale successfully if due care is taken to curtail capltal mvestment
Just 2s the same company would spend more or less on different plants around thie time of the Japanese bubble economy,
plant sizes and costs. differ across national boundaries Generally speakjhg, the greater the level of aulomalion, the
. greater lhe level of producuon needs to be, but if the level of aulomauon is kept low and cheap labor can be employed
. 'then cosls can be kept down for smaller planls even. In the case of car parts, the greater the number of casts, the greater
" number of units must be prodaced, but if it is possible to get by without large numbers of casts and employ labor-
 intensive techmques then the cost per unit of malung much fewer parts can be around the same as for a full-scale plant.
' Additnonally, evcn for a cast-based plant, if the same cast can be used to produce multiple parts types, or other technical
ingenuity is employed, then further cost reduction is possnble (Based on an interview with a Japanese car manufacturer
in Thailand, October 2000y - o o
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was applied to CIF prices. In January 1999 this tariff was replaced by a total ban on all CBU imports
from both within and outside ASEAN region. At the same time, the special consumption tax on imports
was applied to domestically produced (CKB) cars, in line with the WTO principle of non-discrimination
of domestic and foreign goods. This was offset by a 95% tax exemption for the 5-year period from 1999
to 2003, in order to protect the local product. While this preserves the price competitiveness of new
CKD cars, it-has only limited real-wor!d effect as, in practice, sales of secondhand cars far outweigh new
car sales, and the markct. for new cars is very limited. Looking to the future, the only way the Vietnamese
. government has of protecting locally produced cars is through import tariffs. The WTO should héve no
complaint with Viet Nam promoting an industry of national importance solely through tariffs.

One option that Viet Nam could take before the most of the current early stége of negotiations with the
WTO is unfoldcd would be to urgently raise the level of tariffs on automobile imports as hlgh as is
requu-ed to protect the local industry, and resubmit its application for memberslup to the WTO. If it were
the case that local production levels had reached the level of Thailand, locauy-produced cars would sell

~ with the import duty set to 20% rluc to locally producer:l cars holding a basic price" advant_age over
imports. In Viet Nam, however, locally assembled (CKD) cars were not competiﬁve with the import duty
- set as high as 55% even. The only way of protecting the local product in Viet Nam from i_mborts, is to set
the tariff level so high that it is unecohomical to import CBU cars. The tariff on extra-regional CBU
imports in Thailarld Indonesia Mé.laysia, arld the Philirlpines (current for 2000) is, respectively, 80%,
 65-80%, 42-140% (vans), and 30%. |

At the same time, it is 1mp0rtant to stlmulate domestic demand for cars in Vlet Nam, and thoroughiy
examine why it is that domestic demand for cars over \’1le past 4 years has been constant at around 20,000
units. One immediate reason why the automobile market should have been étagnant for sb_. long is the
undeveloped state of road irlfrastructure, but a cultural stigma would also appear to havé' a hand_in

- things. That is, there is peer pressure agaihst buying a car. According to some analyr.es, the propomon of
people in Viet Nam at present who have a total disposable income (from main alrd periphera_l income
sources) of over USD 10,000/year is aroﬁrnd 10%, despite dns ﬁguré not being reflected in otﬁcial statistics.
Based on this observation, it is ccrtainly not the case that pcnplé r:annot afford to buy a car and in rcélizy,
motorbikes costmg from USD2000 to USD4000 are sellmg very well 188 At the lower end of the car

, market the Kia Pride sells for USD7900 pomtlng to large numbcrs of people who can afford to buy a
car but are choosing not to. Analysis must be made of the factors detemng these people from buying
cars, and any obstacles rcmovcd Thc main reason c1tcd for low car sales is peer pressure to mamtam
socml equality. Other reasons are the lack of car park fac:lltles, and problems in buymg a house or

locatmg a car space outwexghmg the need for a car. There is also the qucsuon of the relatwely ﬂat social

' The Vietnamese market for motorbikes is around 300,000 umts/year (1998). There ace about 4. 5 ll'lllllOIl motorblka on
Viet Nam's roads, placing it third in the ASEAN reglon, after lndonesm and Thailand.
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structure in Viet Nam, with little to separate the rich from the poor. In other ASEAN countries, growth in
demand has followed the pattern of the affluent first buying cars, and lower classes progressively following
theif lead as the economy takes off, but this has not been evident in Viet Nam. That is, the reason that
- demand for new cars has remain unchanged at 6,000-7,000 units fdr the past 4 years, is that car buyers
are primarily restricted to corporate bodies, suéh as governmental organizations or foreign companies. It
is essential for the future furtherance of the car industry that domestic demand is expanded through road

infrastructure improvement and some other social means. -

6.2. Promotion of local car production-
* Local car production should be promoted over the long term; based around future expansion in the
" domestic fnari(et. The first step in this direction should be the incremental transfer across from imﬁorts
of assembled new and secondhand cars, to domestic KD production. In_teﬁns of the "CBU = SKD'® =
CKD = local production” industry development process, Viet Nam is curréntly undergoing the transitioh
from SKD to CKD. In light of the miniscule market scale and there being little hope of a rapid expansion
in the mari(et in the future, however, it will be extremely difficult for Viet Nam to continue attempting to
develop a sc_lf—coritaincd local automoﬁile industry for the next 10 years and beyond. In the long-term
process of iﬁtegration,'aggrcgation, and specializatioﬁ of production operations according to meodel type
in the ASEAN region, the Vietnamese government must provide assistance for the producition of a car
mbdcl targeted at the overall ASEAN market, and development of afocal mother plant therefor. In the
: futuré, it ﬁriil be highly beneficial for Viet Nam to host a mother plant for a promising car model.
- Thailand holds én advantage over other nations in the production of 1 ton pick-up trucks, but the future
of this car type outside Thailénd, within the ASEAN market is by no means a sure thing. Strategic
policy-based assistance must be provided to support the transition of Viet Nam's assembly plants into
e tll_other planfs fora tl:ar'o'f the future, while casting an eye to advances in au;dmobile assemibly technology,
includi.ng the development of modularization technicjues.
~ The second step toward local car production should be the maintenance of a viable tariff structure
(with. progressively lower tariffé for completely assembled cars, KD parts, and KD part components) to
promote local caf-pro_duction._ if the degree of value added generated domestically is to be progressively
increased over the years, then the only option open to the government is to incrementally move toward
-~ full domestic production, starting with part prbduction dcstiﬁed for intra-ASEAN exports. The government
* must devise some way'of réalizing‘ a system to support this (a tariff structure, etc.) posthaste. In order to
* promote domcstic.production of automobile pﬁrt:_;,-for example, the duty on KD parts imports should be
.'.red.uccd fo the level thai d_oes not hindér domé'stic part .production. Ndnnally, tariffs on parts which can

bc pi‘oduccd localiy should be set high and kept high, but in Viet Nam's case, there are very few parts

™ SKD (semi knockdown) refers to the process of partial domestic assembly:
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which can be produced locally, and the high reliance on imports will continue for some time to come. If
things are left as they are, however, the automobile parts production industry will never get off the
ground. Key components that are not currently produced in large volumes in the ASEAN region should
be identified, and the car parts industry strategically targeted at the production of those parts. As a result,
the furtherance of car parts promotion should go hand in hand with policy to attract FDI. That is, Viet
Nam should put itself in a position of exporting sought-after parts within the ASEAN region, and use
this place of privilege to attract parts malcers from advanced parts manufacturing countries. From this
launch pad, it should have p'arts manufacturers produce car parts for the Vietnamese market as a side
concern, and gradually step up the leve! of local parts production.

Viet Nam both has a miniscule market, and lags well behind other countries in technological levels in
the automobile parts industry. As a result, it will be extremely difficult to attract FDI purely through
tariffs. Foreign car compantes currently financing operatrons in Viet Nam are currently at the stage of

having put their foot in the door, in the hopes of srgmﬁcant market growth in the future (20 or 30 years' .

time). That is, the reality of the situation at present is that, to compames presently emergent in the local

market, Viet Nam is a dispensable sideline. Consequently, Viet Nam must prepare a set of attractive

measures to entice FDI, as are unrivalled by other countries, and work hard to attract FDI from car parts

: makers It is imperative that FDI be attracted to Viet Nam as soon' as possible, and that all assistance

: possrble is provrded to generate competltrveness between now and 2006.

As a fourth and final step, the Vietnamese government should establ:sh hrgh-level tariffs to keep
prrces at their current level, and generate export incentives to induce foreign investment. Foreign investors
must be provided with some incentive to invest in Viet Nam over other ASEAN nations, which will

persist once import duties have been unified throughout the ASEAN region.

6.3. Participaticn in the automobile parts complementation system among the ASEAN nations |
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For Viet Nam to be able to participate in the autornobile parts complementation system among ASEAN

nations, (1) FDI must be relied upon to develop exports in the car parts sector, and (2) wrde-rangmg

investment incentives must be provrded to plants producing parts for export

There is no reason why it should not be possrble for Viet Nam to be rncluded in plans for multinational
companies (MNCs) such as Toyota to stratcglcally distribute parts production capabllrtres throughout
the ASEAN region in an attempt to avoid friction between counm'es Itis quite possible that some form
of parts plant could be added to the assembly hnes currently in existence in Viet Nam, as part of future
efforts on the part of car companies to establish car productron centers and drstnbute parts productlon
throughout the ASEAN regron. Some car companies may. well close down cun'ent facrlmes in Viet Nam
given the current state of rnanufacturing cperat.ions, but other car companies are sure to brush atsi_de

short-term losses and maintain their production lines, through faith in the future of the local market 20 or



30 years down the track. Viet Nam's troubles are expected to continue unless MNCs take this long-term

view of the market.

6.4. Policy to attract parts manufacturers to Viet Nam
The first step in establishing car parts production in Viet Nam is-as follows. As Viet Nam does not
currently h'avc.any supporting industries to supply part components, it must aim for relatively self-
standing production facilities, or it will be placed at a disadvantage over more advanced car production
'nations such as Thailand. One product type that suggests itself from this perspective is an aluminum
wheel. Aluminum wheels sell at a relatively modest price of around USD30-40 apiece,'* but are highly
‘value added, and have an export demand of around 500,000 to 1 million units in the Japanese and
ASEAN markets. Aluminum is an international commodity, and it would be faitly simple to get operations
off the ground by transferring a plant from Japan. Thus, assufning th:it there were .merits in terms of
" infrastrocture (eléctricity costs, etc.) in having the plant in Viet Nam father than Thailand or any other
_ ASEA.N counti'y, then it should be possible to attract FDl; Not.long ago, an actual aluminum wheel
maﬂufacturcr was considering either Viet Nam or Indonesia as the site for offshore operations, but opted
. for Indonesia due to its superior infrastructure. The Viétnamese workforce has a good reputation, but a
skilled workforce does not have much impact on company accounts. What do i:ﬁpinge on profits are
,'po.wer, communications and distribution costs, in all of which ré‘spccts Viet Nam is at a disadvantage
over other countries. In the case of electricity, power supplies are unreliable and power failures are not
an uncommon océurrencé. Viet Nam .is on a par with .other-countries in fcrms of investment incentives,
but then again there is littie to set it-apén from the crowd. Viet Nam needs to find some obvious sales
point that translates into corporate profits, to ﬁin FDI off other countries.
A further problem associated with Viet Nam is the iack'of systematic protection for technological
transfer. Car and car parts prodﬁction technologies must generally be transferred from developed to
developing countries on a constant basis, but Viet Nam currently aliows only one-off technical transfers
-asa mlé, and the max'um_lm dt_lratiomof tcchnical_trﬁnsfer contracts is only 7 years. There is also a ceiling
“on royalty payinents of a paltry 3-4%. Japanes'e companies, for example, usually receive royalties of

over 6%, but in Viet Nam on]y. receive péyment of ﬁbo‘ut 3% in practice. Even American manufacturers
: o.perating‘ around 100% royaity revenue .a'te rumored to-be at loggerheads with the government over
: outstanding revenue. This. situation must be.resolv_ed and a proper legal system laid out for progress to
- be made in technology transfer through FDI. Commensurate remuneration must be made for technical

transfer, and the intellectual ownership of transferred techhologies properly upheld. Only when such a

- system is in place \ﬁll technical transfer from developed nations take place. o

¢ . 'The most effective form of investment incentive is corporate tax breaks, and. further reductions in tax

% Based on a éonversion rate of USDIL =~ ¥100, -
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levels over other ASEAN nations must be made for Viet Nam to make itself an attractive investment
prospect. Given that Viet Nam is at a disadvantage in a number of other areas, it must provide incentives
for FDI to a degree that at least sets it apart from Indonesia.
Governments can offer export rewards through not just cash payments, but in adjusting the levels of
import duties on CKD parts imported by individual companies, according to the value of exports. The
final impact on tax revenue is the same, but tariff adjustment has the benefit of not involving government
capital. Such measures can be adopted only for items registered in the.GE., however, and as long as an
item is on the GE, it is ineligible for the benefits of AICO and CEPT, aﬁd difficult to export.
All car companies are obliged to meet a 30% local confent requirement within 10 yeérs, -and some
 form of dispehsation through tariffs or otherwise could be made for companies that achieve this target.
Rcali_stiéally speaking, no company can expect to realize this objective, and this rcquirgment may have
to be abolishéd at some future point due to it breaching WTO cbnditiqns. That is not to say, of course,
that it is not important to maintain some form of incentive that will be of direct benefit to cdmpanies, to
- éncourage increases .in local producﬁon rates.
In order for Viet Nam to pammpatc in thc parts complementatlon systcm among ASEAN natlons it
: Wlll have to develop export items of interest to the ASEAN community. The dPtalls of the mdustry
scheme (BBC_. ‘Brand to Brand Complcmcntatlon, and AICO: ASEAN Industrial Cooperat_lon) have
nearly been finalized by the ASEAN 4 (Tﬁéiland, Malaysia, In&onésia, and the Philippines), lcﬁving
little room for Viet Nam to maneuver m Even if Vié_t Nam is to attempt to attract car parts companies to
- produce paftstﬁat have not yet been incdfporatéd‘into the industry scheme, .it will have to i::ohtpete with
other countries. This is the thost important issue currently faci.ng' the Vietnaxﬁes_e aﬁfomdbile industry,
and Viet Nam must biie the bullet and lure str.atcgi.c FDI to its shores. Policies that can be adopted by the

Vietnamese government to this end fall into 4 stages.

STAGE 1: Key policies that should be adopted immediately:
(D Divestment of long-term car and car parts :'ndﬁ.ﬁ'rry Jurtherance policy: In order for i:ar.co:.npanics to
be able to invest in Viet Nam with confidence, details of long-term (at least 5 years) policy must be
 divested to the private sector. In the case of Thailand and Indonesia, for example, a key factor in the
success of the local car industry has been that people with a keen appreciation of the industry ahd_ aclear
idea of what to do, have continually implemented loﬁg-tenn fufther#nce 'polif:y One reason for the
stagnation of the Philippine car industry, on the other hand, is a constantly changmg govemment and the
lack of consistent furtherance policy. _
@ Legal provision Sfor smooth technical transfer: In order to prométe technical traﬁsfer extra pmtocﬁon
for intellectual ownership must be prov:ded The lnﬂux of copy bikes from Chma is undenmmng the

investment confidence of foreign companies aiming to increase levels of local pmcurcrmnt Ttis nmportant
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that the manufacturers in the relatively large bike parts market are given a helping hand, and that all
effort is made to ensure that the endeavors of bike manufacturers to increase local content, are not
hindered. In Thailand, technical levels in the bike parts manufacturing sector have progressively been
built up, and led to a flow-on for car parts production.

3 Enhancement of inveszmént conditions: In order to make investment conditions more attractive,

- infrastructure (in particular, electricity and water supplies and roads) must be further developed. What is
needed in the case of electricity is not simply lower péwer tariffs, but consistent supplies of farge volumes
of electricity without power cuts. Viet Nam should model! itself on Thailand, which has the best investment
environment of any ASEAN country, and set power tariffs and stable supply objectives accordingly. It is
essential that an environment conducive to foreign investment is generated, and that the greatest possible
investment incentives are provided. For this purpose, the current system of charging foreign nationals
extra income tax and overtaxing foreign companies must be rectified without delay. - -

@ Assistance with local compdny link-ups: Increasing local content is a means for fofeign companies
Vinvesting in Viet Nam to both reduce exchange risk and reduce production costs, and the desire to make
use of local companies cenainly exists. However; it can be extremely difficult for fore.ign companies to
seck out local companies capable of producmg the: desxred item. Here, the government could act as a go-
between between forelgn ‘and local companies, and provide forelgn companies details of what local
companies are situated where. In some Middle Eastern countries, for example, a very convenient local
company introduction system is in"pléce including such services as the local Ministry of Industry issuing
a detailed list of local companies inéluding information on the technical ex'pcrtise: of each company, and
hosting lavish trade fairs. By way of hclping foreign companies fo locate local supply companies, foreign

technical transfer is acceterated and the scope of peripheral industries is increased.

STAGE 2: Key policies which are needed in the medium term (between now and January 2006):
(D Maintenance of general exemption of AFTA conditions: It is vital for the upkeep of the iocal assembly
industry that a 9.5% ciemption from the 100% special consumption tax and a 55% import duty are
maintained. Investment incentive must be ot’fered. by maintaining industry protection while progressively
- increasing levels of local content, The inclusion of cars on the AFTA IL of Viet Nam has a very good
chance of resulting in the effective cessation of car industry furtherance.
: @ Sa;z;mulérian of demand for cars: Eipénsion' .of the local car market is essential for the furtherance of
‘the locai car indm@, for which purpose, infrasﬁ'ucture must be developed and an environment conducive
to car oWnerShip pmvidcd
; @ Enncement of prommen: parts manufacturers to Ver Nam: Enuaement of promment parts manufacturers
to Vnet Nam is a key factor in the prcparatmn of a foundatlon for the Vtetnamese car mdustry For this

purpose, the. AICO scheme must be called upon, legal condmons adjusted to allow for the immediate
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utilization of AICO, and a wide-ranging portfolio of investment incentives put forward. For the time

being, Viet Nain should aim for mutual car parts complementation with Thailand, due to its larger market

size. Discrimination of different production items may be necessary, in removing items to which AICO
can likely be applied fromViet Nam'’s GE, and leaving items to which it cannot be applied in the GE.

@ Promotion of exports: It will nbt be possible to nurture a competitive car phns industry by targefing

the Victnamese domestic market exclusively, due to its limited size and limited potential for growth.

- Exports are essential, and a preferential tax system adopted to encourage exports.'*! For this purpose, it

is a vital task to entice parts manufacturers with export competitiveness to Viet Nam, in the interests of

~ which a preferential tax system should be adopted, including reductions/waivers/remuneration of import

duties on base materials and parts, and abolition of taxes on product exports.

STAGE 3: Policies that will be needed after the initiation of AFTA (from JanuéryZOOG):

- Inthe lead-up to the initiation of AFTA, the intra-ASEAN import duiy on all prbducis'wiu be reduced

2 .to 5% or under, and once the free trade zone 1s in place, it will become impossible to protect industfy by
way of import duties of non-tariff-based provisions. Having said this, there has been no i)anicular
‘agreement on subsidies between ASEAN countries, such.tha.t it would be possibie, for example, for Viet
Nam to call on subsidies to inc_:rease FDI. One way of achieving this Would be to ihcrcasc the domestic
consumption tax at the same time as decmasiﬁg import dﬁties, aﬁd redirect the extra revenue resulting
rherefrorﬁ into subsidies of a form which would not be considered export subsidies. In order té ensure

- that subsidies do not turn into profits in a vested interest, the implemcntation must be kept unambiguous.

STAGE 4: Policies that will be needed after signing of the Viet Nam-US agreement/entry into the
WTO

There is little the government can do to promote i;idustry other than to enhance inveﬁhncnt conditions

- through the development of infrastructure, or nurture tocal companies through the proinotion_of technical

transfer, but there are limited possibilities for direct furtherance through subsidies and the like. A_s a

developing country, there is a possibility that Viet Nam would be excluded from WTO subsidization

restrictions.

Viet Nam is not able to follow the path of countries such as Thailand and Indonesia in progressively

building up the car industry over 30 or so years, through the sequehce of banning imports of assembled

9! [n ordes to nurture production of parts that can be exported in the interests of scale merit, a cost level at least 20%
cheaper than other couniries must be realized for the parts to be price competitive, Giﬁ:n tﬁe cost of land and sea
transborfation and insui*ahce, as well as exchéﬁge ﬁsk, an item must be .a‘t least 0% cheaper than foreigh prodhcts for
exports to be possible (based on an interview with a foreign company in Viet Nam: October 2000).
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cars and starting up a domestic assembly industry, then progressively increasing local content by enforcing
local parts procurement requirements, and finally incrementally deregulating the market only after the
basic foundations have been laid. In Viet Nam's case, industry furtherance must be achieved at 3-10
times this pace, despite the difficulties associated with nur‘turing‘a technically-demanding, capital-intensive
industry such as the car induétry over the shoﬁ term. For this purpose, between now and 2006, parts
production not requiring peripheral industry support must first be developed as rapidly as possible through
the impiementation of the s_tiategic investment incentives described above, in order to path the way for
future local car production. To this end, superior investment conditions to rival countries such as Indonesia
must be generated posthaste, and all effort made to attract FDI in the parts industry. Production of
exportable pai'ts must be gradually induced, and domestic car assembly costs brought do'w:n. Using this
as a stepping stone into medium and long-tenh invo]vemént in cdiﬁplemenfation in the ASEAN forum is
essential for the survival of the Vietnamese car industry. Thé_ car assembly industry is expécted to reach
a modest 60,000 units 6f anhual produétion by 2010; the limite& spoils of which must be shared between
11 comﬁ#nies. _'I'n'tématiort\a.] qdﬁlpetiti\;'ehcss is thus ﬁbt a realistic prdspect_for a tirhe to come. There is
~ areal chance that ﬁe Vietnélﬁésé ¢ar assembiy industry will vanish the'm'omcnt protection is revoked, 5
situation which must be avoided by leaving car assembly on the GE, and progressiveiy building up
competitivéhess over about 20 years through incr_crﬁental increases in local content, under the guidance

of long-term industry policy.
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A Comparison of the local car industries in ASEAN nations (current at April 2000}

(Units: *000 units; %)

imports of assembled cars, tax breaks

for exports of assembled cars, etc
“78--"88: Protective policy for local

companies, and heightened local

exemption from commeodities tax
*97-: Increase in import duties on . -
assembled cars/CKDs .
*00-: Postponement in the abolition of

*94-: Abolition of foreign capital
restrictions : :

96~ People’s car plan; parts exempl from
import duties and assembled cars
exempt from luxury tax .

Thailand Malaysia Indonesia Philippines
96 97 98 99 96 97 08 99 96 97 03 99 96 97 98 99
Assembled units 560 360 160 330 400 460 160 300 330 390 60 120 140 110 45 65
Total sales 590 360 140 220 360 400 160 280 330 - 3% - 60 %0 160 140 20 T4
Passenger cars (%) 29 36 32 31 76 76 84 85 i3 19 20 12 57* 54% 45 38*
Exports 14 42 68 12} 22 25 18 15 5 6 il. 2 ra | na n.a. n.a.
Imports 183 82 n.a. na. 72 41 11 10 92 120 na. n.a. 22* 21% 11* 7*
No. car firms 16 (8 Japanese) 9 (8 Japanese) 15 (7 Japanese) 17 (7 Japanese)
Production capacity 1,040,000 (operating rate 32%) 560,000 (operating rate 54%) 660,000 (operating rate 19%}) 290,000 (operating rate 22%)
Stare/features of the “97: Transtormed mto export production . | “97~: Increase in share of local companies | “99-: Increased local presence by Japanese | “99-: Rampant unfair trade practices,
car industry center after onset of currency crisis. . due to a tise in import duties on car companies as a result of including special permission granted
*99—; String of Western car firms moves in CKDs & assembled cars {*95: 68%— deregulation policy, etc (market share for the import of 500 Chrysler SKDs,
on market. 1t pick-ups account for *99: §7%) of Japanese makers over 95%). and tax exemption provisions for
60% of market. : : AUVs main product type Ford '
Key furtherance *62-: Start of SKD production through “66—: Impon restriction on assembled cars, | “69-: Start of local production; import ban 51~ Impont restriction on assembled cars,
policy for the car and foreign investment induction policy CKD parts imports exempt from on assembled cars and local content start of CKD assembly operations
car parts industries *71-"74: Transition to CKD production; - duties requirements for specified parts ~ | “71—: Stant of local production plan
restriction of assembled car models, | “79-: Local content requirements for . failed _ *87-~: Protection/furtherance through iocal
and requirement for 25% local certain parts types - - _ *93—: Policy shift; deregulation of content and foreign currency
caontent : “83—: Protection/furtherance of focal assembled car imports and procurement raquirements
75— Protection/furtherance of car and car companies; focal production of parts, reductions/exemption from duties on “93-. Easing of restrictions (lifting of ban
part industries through requirements CKI> imporis exempt from duties for CKD imporis based on the.level of on passenger vehicle imports,
on local parts content, a ban ot the first 5 years and a reduced rate local content (incentive scherne) lowering of CKD import duties,
thereafter (currently 13%), 50% market entry deregulation, eic)

*98—: Increase in CKD import duties, ban
on SKD imports, easing of local
content requiremsents, imposition of
local procurement requirements on

Protection via import duties .

. content requirements :
*88: Announcement of local production of local content requirements, and . | “98~: People’s car plan scratched due to high-tech pants
1t pickup engines - extension in the initiation of CEFT ruling that it violated WTO *00-: Postponement of the abolition of
*91-: Removal of import ban on " regulations local content and foreign currency
assembled cars *99—: Abolition of incentive schemc procurement requirements (to the end
*00—: Abolition of local parts content - deregulation of assembled car of 2004)
_Tequirement, increase in import duty . imperts and reduction in import
on CKD imports duties, introduction of CKD import
: duties as part of new car policy
Postponement of removal of quantity Postponement of removal of quantity

AFTA/ Protection via import duties
WTO response All import duties to be reduced to 0-5% restrictions to the end of 2001; all imaport | All import duties to be reduced to 0—5% restrictions to the end of 2004; all impon
by Jan 2002 duties to be reduced to 0-5% by Jan 2005 | by Jan 2002 duties to be reduced to 0-5% by Jan 2002
Population {"000) 61,800 (199%) 21,800 (1999) . ) 208,970 (1999) 76,770 (1999)
Rate of car . . . .
hip 9.5 people/vehicle 4.5 people/vehicle 41.2 people/vehicle 32.5 people/vehicle

Note(*): Does not include medium and large commercial vehicles
Sources: 2000 ASEAN & Taiwan Car and Car Parts Industries, FOURIN Co., Ltd. (May 31, 2000)

The Japanese Car Industry: Production in Asia and Next Generation Strategy, IRC (October 2000y
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