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Some Problems about Developing Viet Nam Industry
in the Period up to 2010 and 2020
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Currently, Viet Naui Government is developing a Strategy for socio-economic development in the new
period up to 2010. This strategy for socio-economic development in the new period addresses to all socio-
economic fields of the country, of which industry has a particularly important position. This paper is designed
to exchange some aspects related to development of Viet Nam industry, problems on actual situation of
development, trend and policy environment fof industry development... Beside said issues, we try to put forth
some suggestions and recommendations on the viewboint of steering, selecting strategy for industry

development in the future.
1. Viet Nam industry - actual status and problems

(1) Owutline of actual development status - Trends of development
1) General situation g. f development
(a) Indus‘tﬁc'zl. groﬁrh .

For recent years, Viet Nam industry has obtained signiﬁca.nt achievements, contributing to promote
economnuc growth due to bringing into plary éomparable advantage in fesourccs exploitation and
workforce utilization,

Proportion of industry in GDP from 21.86% in 19935 has increased up to 26.71% in 1998 and
29.05% in 1999 (if_.including conétructio'n, this proportion is 28.76%, 32.49% and 34.49%

. resbectively); while proportion of agriculture has declined respectively from 27.18% in 1995 down
to 25.78% in 1998 and 25.43% in 1999.

Growth rate in recent years has aﬁéined 12.7% pér annum on average. Industry which is an area
directly impacted by economic crisis in the région. still maintain growth rate at 10.5% in 1999, a bit
lower as cdmpared to previous'yea.rs (14.2% in 1996, 13.8% in 1997 and 12.5% in 1998). lt is
éx.pécted that a higher growth-rate can be attained in the year 2000.

lndﬁs&y hés'_cfontx'ibuted an important .part in export value, accounting for nearly 60% in gross
import turn-over of our cduntry. Export products with high value of turnover are: crude cil, textile

and garment, processed farm-products. Recently, export turn-over from electronic components has
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reached more than USD 500 million.

{b) Involvement of foreign direct investment (FDI) and industrial development , industrial parks
development
FDI currently represents nearly 32% of total invested capital for development of the whole society.
Of which investment to industry accounts for 61% (including oil and gas), service industries nearly
17%... FDI activities have created a lot of new produ’cfion capacities, new industries and trades,
new products and technologies such as: oil and gas exploitation, steel and cement production,
assembly and manufacture of automobiles, motorbikes, electronic goods...
In 1995, the sector with FDI capital has created 25% of product value of the whole industry
" sector, this vﬂue has increased by 32% in 1998 and 34.7% in 1999. With a growth rate of 22.3%
per annum for the 1995-1999 pcﬁod, contribution from FDI sector in. producf value of the whole
industry will be raised in upcoming years. This sector currently accounts for 100% iﬁ terms of
crude-oil exploitation, 70% of production and repair of motorized vehicles; 49% of household
c!eétronic appliances; more than 50% of steel; 14% of chemical:products of the whole country...
FDI increasingly contributes to export operations for mdustrlal products (crude oil, electronic -
componcnts/ products, textile and garment products...), conmbunng thus to improvement of trade

. balance and payment balance of Viet Nam. In addmon it contnbutes creating more job, t:ramlng

labor staff and raising income for laborers.
{c) Development of industrial parks

Up to November 1999, there have been 67 mdusmal parks (IP), export-processmg parks (EPP)
and high- tech parks (HTP) established in 26 provinces and cities (lmmed:ately under central
Government) with a total area of 10,492% hectares (ha) in initial stage, with mﬁ'astructure investment
up to USD 400 million and VND 840 billion, not including Dung Qﬁat IP with 14,000 ha area (see
details in attached tables).

Along with FDI involvement, operations of IP in recent years have antﬂbuted to promote industrial
.development, increase GDP, shaping industrial centers associated with urban devélopmentl,rcreating
a pace of restructuring towards increasing proportion of proceésing industry for export and
distribution on domestic market, At the same time, [P also contribute to creatmg more jobs, trammg
managerial staff and high-skilled workers implementing mdustnahzatnon narrowing the gap between
various parts of the country.

Teéhnologies of businesses iﬁ IP are of rather high level, among them there are a number of
enterprlses who have hlgh technologies (Fujltsu Roze Robotech Mabuchi Motor ) plus a good '
management these enterprises have good competmveness in global market. So, export production

capacity of enterprises in IP represents more than 50% as compared to the whole FDI sector and

will be increased in oncoming years.



2)

Situation and trend of development of groups of the industry sector

(a) Exploitation industry:

In recent years, exploitation industry has developed strongly, of which mainly the oil and gas
exploitatidn industry plays an important role, contributes to the start-up of national industrialization
process. Until now, exploitation industry has occupied about 14.4% of gross output of the industry
sector, particularly oil and gas industry represents over 12%. Crude-oil production reached more
than 15 million tons in 1999, export obtained about USD 1.9 billion, contributing about 16.5% to
export turnover of the whole country. In upcoming years, this natural resource is increasing,
particularly gas, enabling the development of associated processing ihdustries to create a source of
raw materials for domestic pmduction and exportation. Particularly, program of complete
development raﬁging frdm gas exploitation, transport to processing is opening a development
prospect for many induStﬁes, particularly power-supply and a number of chemicals and fertilizers
industries. At the same time, it promises a development of many areas, particularly in Mekong delta

such as Ca Mau, Soc Trang...

Table 1 Some products of exploitation industry

Products Unit 1990 1995 1999!
Crude oil o miltion tons 2,70 7.60 15.00
Natural gas - billionm® - 025 101
Coal million tons 460 | - 830 0,00

Source: National Bureau of Statistics and Minisiry of Planning and Investment

{b) Processing and manufact.uring industries

Proportion of processing and manufacturing industries has occupied nearly 80% of industrial
output value; their fechnologies have been gradually renovated in some industries to .raise
competitiveness oriented towards export.

. Procéssiﬁg industries that use raw materials form agriculture, forestry and fisheries accounts

- for a highest propdrtion in processing a_nd manufacturing industries, about 33 - 34% of gross
: industrial prodﬁct value. Many export products of high export value and competitiveness in
the regional and global markets have been created such as fishery product, rice, coffee, cashew-
- nut, tea... However, this industry deals only. with preliminary/ rough processing, mainly export
' raw materials. Raw materials of farﬁ\—product going through processing represent only 30%,
the remainder is brought to market under the form of fresh products. This industry has not yet

* developed strongly to contribute to re-division of labor in agriculture oriented towards

l_* Non-official data
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industrialization, In recent years, labor structure between industry and agriculture has almost
no change. A number of products which our country has comparable advantage such as export
fruit and vegetable have not yet been developed to the utmost of potential.

Labor-intensive industries involving a lot of laborers such as textile, garment, leather-shoes
accounting for nearly 13.3% (1999) of industrial product value, have contributed a large value
of export turnover. Two industries of textile and garment have reached export turnover of
about USD 1.7 billion in 1998. If including the Icather shoes industry, export turnover reached
nearly USD 3 billion, ranking the second in éxports, after export farm-products. In recent
years, this export processing industry has been developed, creating more jobs for the society
and distributed in many parts both in urban area and some rural areas. These are industries
which Viet Nam is having .comparable advantages in terms of human resources with low wages
and markets such as EU, the United States and Japan. Garment ind'ustry of Viet Nam currently
has exported its processed products to more than 40 coﬁnﬁ‘ics and has involved many FDI
projects (over 100 prOjeCtS) However, at the present its exports are mainly under the form of
contractual processing Wlth low added value. Internal assoc:atlon links are still weak, most

fabric to be processed are brought from overseas, domestic fabric supplled to exports is of

- .. small proportion, less than 10% The main reason is poor tcchnology that results in quality not

up to standards On the other hand, another reason is bad markctmg quahﬁcauon which requu'cs

' to recourse 1o its overseas partners {who award contracts for processmg work). Investment

env:ronment as well as busmess envu‘omnent is stlll in mcompetency, not enabling to create
motive force for development of small and medium busmesses and the private sector.
Mechanical industry and electronic and IT industry are high-tech industries, involv'mg many

erﬁployees, particularly high-skilled workers. In recent years, asserﬁbly industry has been

_ developed such as assembly of cars, motorbikes and electronic appliances. This is an industry

involving a lot of manpower at higher technical skills. However, it is oniy in the first stage, not
yet creating facilities to manufacture coniponents and accessories inside the country, associated
with asscmbiy industry, creaiing a network of small and medium businesses linked with large
assembling firms, as a result, its effectiveness is not high, not establi.shing' yet a labor di\fision
with a view to sustainable &evelupmcnt and raising competitifchess in regional and international
market. . N
High-tech industries tends toward an industrial restructure conversion from l#bor~intcn§ive_
industries with low technology to labor-intensive industries with high technology. Tﬁesg include
electronic and IT industries, mechanical engineering induStry defciopéd towards the orientation
of domestication of compoﬁents and .accessories for assémbl_ing industry, including engines of

various sorts.... Electronic and IT industry, commenced with assembly, has involved investment .



to a number of production facilities for components and equipment such as circuit, cathode-
ray tube, digital PABX... Software industry also starts to develop, firstly software applications.
IT program has been developed in the whole country, firstly in management and accounting
systems. Currently, high-tech parks have been commenced with building in the two Northern
and Southern regions, so as to associate R & D with production practice and training high-
skilled human resources.

Small and medium industrial businesses play an important role in processing and
manufacturing industries both in long term and in the next future. If small and medium
enterprises, as defined accordirig to temporary criteria promulgated by the Prime-Minister, are
those who have a capital under VND 5 billion or the number of employees under 200, then
nearly 90% of businesses in the processing and manufacturing industry are classified as small
and medium businesses. Small and medium .entcrpﬁses represent a largest proportion in food
processing industry, textile and garment industry, leather shoes industry, following are
mechanical engmeermg, electronic engineering, mainly including assemblmg and
manufactunng facilities for components and accessories. In recent years, small and medium
businesses (SMB) in the processing and manufacturing industry have been developed,
part.icularly in private sector, under the form of company with limited liabilities. SMB sector
has gcncrated about 31% of industrial product value while their technological and managerial
qualification is low and :their compétitivéness is weak. Association links between SMB and
large enterpriseé have not yet established. Business and investment environment for SMB,
particularly in private sector stili havé a lot of gaps particularly administrative procedures, not

creating an incentive environment for SMB to have a long-term business strategy.

Table 2 Some products of processing and manufacturing industry

" Product

: Unit. 1990 1995 1999?
Rolled steel Thousand tons 101 470 1223
Diesel engine - Unit 470 2217 15553
Cement . - Million tons - 12,50 5.83 10.38
Chemical fertilizer Thousand tons 354 931 1119
Fabric - - Million meters 318 263 317
Knitted wear million products . 29.0 28.0 29.6
Garment million products 125 127 305
Paper - - thousand tons 79 204 338

2 Non-official data

Sources: Natlonal Burcau of Statistics and Ministry of Planning and Investment
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3)

(¢} Power and water supply and production industries

This group of industries is regarded as infrastructure for industrial development, therefore they

have been given proper concern for investment and development. Growth rate in recent years has
reached nearly 13.7% per annum on average. Regarding electricity, a source combination of
hydropower and thermal power, particularly thermal power using fuel gas, so far has reached an
output of 23.8 billion KWh (in 1999) and is expected to reach 25-27 billion KWh by the year 2000.
Electricity network has been developed and invested to provide power-supply for important economic
areas including rural areas and event remote areas. Water resources have rec.eived investment to
increase water-supply for urban areas and industrial parks. |
General conclusions: |

Industrial development in the past years has obtained a lot of achievements, contributing significantly

to economic growth, however generally it remains in a low starting level, with weak competitiveness

- and many challenges in integration into regional and global market ina liberalized environment.

Some points of assessment are as specified:

. Cbmpetitivehess of industrial products as compared with other countries in the regional and

global market in terms of quality, cost-price, term of delivery and post-sales serﬁce. The most
typical index on competitiveness i.s low labor productivity, high investment cost, large méterial
consurhption input, and weak management qualification that have reduced comparabie advantages
and competitiveness. Most industries require the Government's protection. In additib_n to customs
measures, it.requires to maintain a lot of.non-:cust(')ms measures such as ﬁnﬁting quantity, issuing
quotas... _ | | '

Most technelogies in industries are old-fashioned, which céhstitﬁte a reason for lirnitéc_l
competitivehess. Rate of renovating technolegies reached only 7-8% per annum. Possibility of
technological transfer through foreign investment is not large. Endogenous capacity for technology
is not up to réquirements; R & D have not been associated with production and is not able t_b

meet requirements of production, on the cdnfrary, production facilities have not ordered goods

for R & D institutions. High-tcch'industries develop slole, unable to create effects to raise labor -

productivity and product quality of industries and other ﬁ‘ades of national economj incl.uding
social labor produétivity. Human resources mécting requirémcnts for ﬁigh-tech industricé
develépment are in shortage and limited in qualiﬁc.a.tion, to take the initiative to receive
technological transfer from overseas.

Low industrialization level is reflected through rate of éonsumption for a number of products
such as power, iron and sfeel, cement... which is far much lower-compa:ed to other countries in
the region and industrial nations. The box below shows a comparison on power consumption per

capita in Viet Nam as compared to a number of elected countries.



+  Food processing industry plays an important role in processing raw materials from agriculture,
creating new labor division in agriculture and countryside. According to evaluation, at the present,
raw materials from agriculture only accounts for nearly 30% to be brought into industrial
processing. Basically, it is rough processing, preliminary processing or preservation, and it is
essentially an export of raw material products such as chilled sea-products, coffee, rubber. Intensive
processing percéntage is low. Turnover of industrial exports represents a major part of exported
raw materials such as crude oil, minefa], raw materials from agricuiture and fisheries. This situation
limits contribution of added vaiues, creating more jobs, and cannot raise commercial values of
raw materials and farm products.

«  Percentage of creating added values through industrial processing is still low, typically as
some processed exports only gives back manpower cost at a low level, and raw materials are
mainly to be imported. According to detailed data, it is the textile and garment industry which
reaches a big turnover of more than USD 1.5 billion in 1997, but quantity of imported raw
materials and other input materials amou.nts ﬁp to 80% of export value.

»  Mechanism, organization and environment for devel'opment still have many gaps. The sector
of state-owned en_terprises. holds currently big production facilities and key industries, but
production efficiency is not high and competiﬁvcness is weak. Envifonment for developing private
industrial sector deépite many improvements have not yet truly created motive force for

" development and this sector itself is still small and lack of comp'etitiveness.

Avefage .po“'.rcr consumption per capita in Viet Nam -
as combaréd_ to other countries is as follows:
+ Viet Nam 225 KWh per capita
» Laos | 63 KWh per capita
. Philippines - 475 KWh per capita
+ Indonesia 355 KWh per capita
. Malaysia © 2,254 KWh per capita
- Thailand =~ 1,164 KWh per capita
. Sin.gal-pore ' 7,81§ KWh per capita

2) vaemm_em's solutions imple}nented Jor industrid development
N AdiuStment of institutions, Macro-economic policy .
In recent period, during implementatién of the strategy. for Socio-Economic Development for 10
years 1991-2'000', the deerﬁmeﬁt has implemented a wicie range of measures of adjustment of economic

institutions and macro-economic policies. These reforms have create significant motive force for
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development of the whole economy as well as for industriat development.
Institutions and policies of economy are adjusted in the key directions as follows:

(a) Confirming and creating institutions of market economy with the State management and
socialism-orientation. This is a decision that creates a great change in all socio-economic
activities.

(b) Implementing consistently the policy of multi-component economy development, This policy
solution has expanded conditions to mobilize resources for development and making the most
of endogenous strength, enabling enterprises, particularly industrial enterprises, to have
opportunities for development.

(c) Creating a complete set of elements of market economy for economic activities.

2) Adjusting economy structure and investment structure

The Governinent has undertaken to study on adjustment of economy structure in the orientation of
promoting strong development of the area of industry and service from the overall aspect of the
national economy. ' -

Particularly for industry, policies are orientated to the deVeloﬁment of industries with development

" potential to creéte high added value, _creating more jobs, expanding export market for industrial goods
to create a spring-board for industrial devel_opmént. We may say that, eéonoxhy structure as well as
industry structure are adjusted in the orientation tbwérd export, multi-lateral diversification in econbnﬁé
activities in general and industrial aétiﬁties in particulér.

Solutions for. adjustment of economic structure has been implementcd by. the Govemmém via
adjustment of investment structure, re-allo'catio'n'(.).f résources directly from the State-budget and
indirectly through policy t%_)dls s0 as to mobilize and allocate social investments. |

Adjustment of economy and investment structuré has created a rapid development of industry in

recent period. However, this work has been done not much and many issues réquire to be deliberated
both in methodology and solutions as well as tools that the Government may use to manage £CONomy

in general and develop industry in particular.

Table 3 Adiustment of investment structure for capital construction (in percentage)

1990 1995 - 2000

Total social investment

+ Investment to economic infrastructure
« Investment to social infrastructure

+ Investment to economic infrastructure
» Post and transport........

+  Agriculture

+ Industry

Source: National Bureau of Statistics and Ministry of Planning and Investment
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3) Strengthening legal basis and ensuring law effects

+  Developing and formulations basically law framework, promulgating laws and ordinances of
various sorts, particularly as: Law on Promotion of Domestic Investment, Law on Foreign
Investment, Businesses Law...

+  Conducting admistrative reform in the orientation toward improving administrative procedures,
qualification of staff in apparatus of state-management to secure implementing well socio-
economic developmént policies in general and industrial development in particular.

4). Renovation of statc-owned enterprises

One of importhnt issues that the Government has implemented to raise competitiveness of Viet
Nam industry is restructuring and renovation of state-owned enterprises. This sector holds now most
assets and technical human resources of the national industry and plays a steering role in economic
components.
| Renovation of state-owned enterprises in general and industrial.cntcrprises in particular is designed
to increase autonomy of enterprises, raise competitiveness focussing on the followings:

+  Renovation of business control mechanism, creating autoriomous rights for enterprises, ensuring

* rights of juridical pérson operating and existing under the Law.
. Réorganization and strcamlining of state-owned enterprises, promoting privatization/

equitization, strengthening financial auditing of state-owned enterprises.

Dcvc'lopi.hg a numb_c_r'of corporations into strong groups in a number of industries.
. Implcmcntirig measures of diversification, conversion of ownership to raise efficiency, reducing
' quantity and pfoportion of non-efficient state-owned enterprises.
«  Bringing rapidly stock-exchange market into operations to mobilize domestic funds.
Steering idea for conductiﬁg the reorganization of state-owned enterprises {(SOE) is to lay hold
- important and efficient SOE, giving'priority to solution of privatization/ equitization, promoting the
appiicﬁtion of solution for ownership conversion such as selling, package contract or leasing small
SOE. '

During renovation of SOE, 18 corporations have been.set up. The establishment of corporations
has not yet achicved the target to form strong economic grb_ups but it seems to be "an operation of
a_ddition of small Businésscs". Effect bf these groups is not significant because no financial capacity is
available as well as other capacities are still limited. Some opinions are that corporations cause more

difficulties for member-companies in business operations, and reducing their business autonomy. _
(3) Issues on environment of industrial devdopni_ent policies

During a long-tifﬁe period; since the sixﬁes, Viet Nam Government has established a general policy of

industry in the orientation towards "giving priority to develop heavy industry in a rational manner on a
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basis of agriculture and light industry development...", to form an industry with complete structure,
enough strong to provide physical and technical infrastructure to national economy through investment
development directly from the State-budget.

After renovation, our economy is shifted into socialism-oriented market mechanism. Industry policy
has seen many changes. Industry policy has been oriented to promote the development of industries
creating much added values, export-oriented, increasing accumulation, resolving urgent problems of the
society etc... With regard to development management, industry poliéy for DOI MOI (renovation) period
has been oriented to strengthening the autonomy of enterprises, limiting subsidies (for SOE) and creating
favorable conditions for private businesses development.

However, for many years, industrial development policy generally tends to invest to some key industries
and concentrated much on public sector (sector of SOE), but the sector of small of medium businesses
(mainly private sector) has not yet a good environment for development.

| Practiéally, it is shown that, in principle, target oriented to a nation with enough strong industry is a

proper objective but it is a long-term objective and generﬁily it rei:;uire_s to be in line with economic
- potential of the country. Starte& from such an objective and orientation of industrial policy, for many

decades, even in the renovation period, the ind'us.trial development has not been actually realized.

- So far, policy environment for industrial de.velopment rénﬁins with many problems unsolved. Some

big pfoblems about poiicy én_virohment for industrial dcvcloprhcnt exjsi as follows:

* - A set of policies for lqnthcrm development of industry po.sed in general deﬁelopment
circumstances of the whole economy in new conditions has ﬁot been devéloped in a complete and
perfect manner. _ | _ ' '

+  Protection of domestic industrial production 'remains; with many di#putable issﬁes. _

»  Role of the State in economic development in.gcncral and industrial development in barticular
has not been clarified about: (i) Role and scope of the public economic sector as well as scope of
intervention by the State in economic activities in general Vand industry in particulaf (ii) Which tools
of indirect policy the State must develop and use for manégemeht of the economy and the ihdusujr...

*  System of policies for develdbmcnt of related industries and fields h;as not been developed in a

- complete and orchestrated manner on a s_clective baSis, for instance: (i) devéiopment bf human

resources (ii) development of technblogicél capacity: ensufing'the association of écicnfiﬁc and
technological development with industdal dcvciopment, industr_ial propertics 5nd:nia;l;et mechamsm
for developmeni of technological capacity and applying technologies into industry.... (iii) a number

of markets of various kinds have not been created...

(4) Industry - commerce relationship in industrial deﬁelopment at the pfeseut time

Indeed, rade policies have a great impact on industrial develo.pn_lent.'Trade policy is designed to



create a status of market facilitating the industrial development and ensuring effectiveness of the
distribution of production factors such as labor, capital, land... Comumercial environment for Viet Nam's
industry development has many significant changes that has created both new opportunities and challenges
for development of Viet Nam industry.

Viet Nam has implemented a policy of open-door economy and integration with the outside world
through joining ASEAN, APEC and is asking for joining WTO. Commitments to a process of customs
barrier lifting on the way to participate in AFTA up to the year 2006 are being implemented. Non-
- customs barricrs limiting import-export have been gradually réemoved in recent years.

Trade policies oriented to integration into regional and global economy have created new opportunities
and challenges. Opportunities are being opened for increasing investment, expanding market for product
distribution as well as participating in production cooperation in the region and in the world for industrial
development.

In the past years, along with protection of domestic production, export-oriented trade policy has been
also impiernented. Many incentives for exports have been imp.lcmentcd such as tax reduction,
simplification and improvement of procedures, enabling enterprises to export directly, establishing export-
assisting fund... policy of multi-lateralization and diversification, expanding export market are being
ilﬁplemented. The Vietnamese-American Trade Agreement recently signed also opens prospecfé for
industrial exports. -

Industry has an incrcasingly. impbftant position in export. How.cvcr, export efficiency should be
: consndered and ngen incentive pohc:es

Due to weak points of the industry, domestic industrial products have not yet a competitiveness enough
in the global market, currently there are many disputable problems around trade liberalization. There are
opinions that it do reqhirc to maintain the policy to protect a number of industries and industrial products
in 2 certain term without breaking international conventions. Integration into regional and global economy
' coinﬁéls enterprises to strive for réisin"g theinselves without prolonging the protection excessively.
Govemment s measures for protection in the nearest future should be regarded as temporary solutions
* particularly for creatmg :mponant and leading industries in the process of national industrialization and
modernization.

Another opinion is. th_at it requires to promote rapidly and immédiately the process of liberalization,
because only this that cbmpels enterprises to oriént towards business.in .goods and services with
comﬁetitiveness. .P'rotected businesses will not be able to become enterprises With competitiveness in
world’s markets

Experaences show that there is no absolute trade hberallzatnon During trade globahzanon and
liberalization, many nations do have nccessary protccuon measures (indeed they must comply with

5 mu_ematmnal pr_actlce and rules) for a number of productmn fields and industries. The problem posed
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here is: What are to be protected? How? and When? while ensuring the implementation of commitments

to integration and liberalization as well as the development of industry in particular and the economy as

a whole.

{5) Potential for industrial development - advantages and opportunities to make the most of advantages
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in development.

During renovation years, Viet Nam industry has obtained considerable achievements, creating basis
for further development. However, prerequisite factors for industrial development are still abundant,
which are required to be grasped to make the most of our endogenous strength combined with external
factors for a long-run vision of development of industry.

First and foremost, Viet Nam has a lot of mineral resources such as oil, gas, coal, iron ores and many
precious metals. Qur country's resources are diversified but, for the most part, of not big size, and itis
impossible to develop' our industry relying chiefly on exploitation and export of natural resources.

Trend from recent decades shov?s that economy of raw materials is increasingly separatcd from econokny
of industry due to impacts from scientific and technoldgical advances creéting new materials. Many
na(idns in the world with their major incbme from export of natural resources and interim products.
cannot change their poor and backward fate. _

In.spite of that, it should be confirmed that natural résources for industrial development constitute an
advantage and valuable natural assets, the probiem posed is: how to exploit them efficiently and when?
for what purpose? These are questlons requiring to have solunons As compa:ed to other countnes it 15
pOSSIblc to create mmal accumulative capital for industrial dcvelopmcnt and itisa necessary condition
to dcvelop key industries and other involved manufacturing industries.

- Viet Nam has 3000 km of sea-coast, regarded as an important factor, a valuable natural resource for
industrial development, particularly for export industries and heavy indusﬂ'ies_ as well as for Sea-Tesource
exploitation industries. With a system of sea-bortﬁ, particularly déep—water ports that have been plan:ied
aﬁd under construction and development, it is an important faétor to promote industrial development,
creating opportunities for involving foreign investment and as a entrance gate for exchange with other
countries in .the region and in the world.

An important and determining premise for industrial development is human resource. Viet Nam has a
young labor force, among them a major part has graduatcd from high- school even in rural areas. ThlS
force has a rapid perceiving capacity and creativeness. Up to the year 2000, there have been about 7 .2
million workers with technical skills, accounting for 19.5% laborers bcing employed.

Hundreds of universities, colleges and vocational training centers have been founded across the country.
This is a basis to provide trained human resource to various industries and trades, creating conditidns for

absorbing new technological and scientific advances to adapt them and create technologiés of Viet Nam.



~ Ina long run, in the trend of the scientific and technological revoltution which is taking place, human
resource with high quality is always a determinant factor, that creates an advantage to convert industrial
structure into industries with high-tech concentration, to ensure raising competitiveness during integration
process. This is also a condition to catch up other preceding countries, Beside outstanding aspects in
potential of Viet Nam human resource, a high unity on culture, particularly language, enable popularizing
education to be made easily and knowledge transfer in a rapid manner, it is possible to say that, Viet Nam
human resource is both a factor of "static competition” in advantage of developing manpower industries
at the moment as well as a factor of "dynamic competition” in éonsidering and selecting spear-headed
industries with high technology in further step. However, currently, Viet Nam human resource has many
lirnitations in ferms of qualification, workmanship, they have no industrial habits, their managerial staff
is lack of knowledge and expériences on market, business particularly lack of excellent businessmen
staff. It requires to identify weak points so as to have solutions to develop human resource for the
strategy of ind.ustrial development. Training must be associated with industrial development requirements.
The above mentioned resources, in circﬁmsta.nces of the world’s economy whose rapid changes are
taking place towards the trend of globaliZation and integration, will be good premises to grasp opportunities
for industrial develbpment, market expansion and raising cffectiveness of industrial development.

However,. these advantages could become competitive advantages only with a good policy.

2. Viewpointon déveloping Viet Nam industry in socio-economic development
strategy in upcoming years.

{1) Concepton indu.st'rializatiqr_:, modernization and tasks posed for industrial development.
Industrialization is a proceé's of changing socio-economic structure with a view to developing strongly
industry along with technological renovation, creating an outstanding development of industry as a
springboard for rapid, highly efficient and éusta_inable development of the economy and society as a
whole. Industrialization is a dévelopment stage of necessity for nations striving for becoming an industrial
* . nation from a basically'a.griculturél economy.
In intefnational c.i.rcum;.stances with.many rapid changes in terms of economy as well as science and
_ technoldgy, alot of challenges are facing with Viet Nam: Whether to reduce gap, or to be left behind
- farther and farther as compared to developed countries even nations in the region. Therefore,
industrialization and mode_:fnizhtion constitute an urgent demand so as to bring Viet Nam up to a stage of
new development, Our s'tri.vin'g' taréet is to become an industrial nation after 20-25 years to come.
For reduéing gap bet_ween us and chelopéd countries, industrialization must be associated with
: modemiz_atidn. Industry must access to state-bf-the—art techﬁologies. So, and so only, can it raise industrial

competitiveness and realize integration in an efficient manner into regional and international markets.

25



However, a practical problem posed for the cause of industrialization and modernization of Viet Nam is

the pace and options during industrialization.

(2} Problems posed for Viet Nam industry development in the strategy of socio-economic development

in the new stage.

Industrialization, modernization have determined position of industrial development in the strategy of

socio-economic development of our country.

In the new stage, developmcnt of the industry must meet requirements as follows:

Industry as a protection industry generating large added value should provide a major
contribution in economic growth in general. '
*  Asan industry manufacturing capital goods and equipment for other sectors, the industry shall

create motive force to urge on development of other sectors.

Creating conditions to raise value of Vietnamese goods in the market (both inside and outside
the country) '
. Rapld and sustamable development and itis an unportant factor in expandmg trade relatlonshnps

. Creatmg conditions to settle social problems

(3) Different viewpoint on Viet Nam indumy deﬁe!opment
Currenﬂy there are different viewpoints on Viet Nam industry development which can be sununanzed
into some kinds as follows: '

{a) An industry enough strong with a comple:e industrial structure m_dsr be paid.attention and earlier
developed, in the nearest future, to be developed in the orientation to substitute impo.rt.s, meeting
enough domestic demands, raising self-reliance/ independence of the country in circumstance of
globalization and integration inte world'’s economy. _

This viewpoint poses problem to develop industry oriented to using most domestic natural résquréés,
with huge investment foctlsing on industries producing key materials at the san.ie: time meeting
requirements for industrial consumer goocts needed for local market. Practice shows that this ﬁcwpo_int
for industrial development is too ambitious while local resources a.re. limited and external resources
are difficult to be involved by such an inatiractive policy of industry. Globalization and integration for
Viet Nam to be able to participatc much more in the process of international labor division and
cdoperation. Industrial development requires appropriate options to secure the use and méking the
most of local resources, bringing about huge effects to national development. ' _ _

(b) Development strongly oriented to export, explaumg comparauve advantages of the nation to create
a lot of added values, increase accumulation as a basis for investmeny and development of economy

in general, gradual!y coming up io develop a complete industry in further stages.
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Export-oriented development policy will create obviously rapid development of industry as well as
efficiency thereof and all the economy in conditions of local market that is still small (in buying
capacity). Currently, there have been many examples to prove this.

However, a development policy for an industry strongly oriented to export often tends to put industrial
development into manufacturing industries that use a few natural resources, with big size, requiring
huge investment and technologies complicate both in scale and qualification.

Recently, there have been some viewpoints that in circumstances of international integration, an
export-oriented industry strategy wins no longer important positions. This issue has caused many
disputes. In practice, it is show that, such a strategy does maintain its value.

Developing export-oriented industry has been creating favorable conditions to promote Viet Nam
economy integrated into world's market, to make the most of opportunities bringing this process and
comparative advantages of Viet Nam.

(c) To éccess and catch up world's economy and industry, there are opinions that, it requires to develop
high-tech and modern industries as soon as possible. However, rheré are another opinion that in the
nearest future, it requires to develop labor-intensive industries in order to resolve big social problems
s.uch as employment and income for the community.

In conditions that Viet Nam‘s economic potential is still weak, with its restricted social investment,
the defelopment of high-tech industries requiring huge investment is a difficult problem, particularly 7
if using old approaches "the State invests directly into development of these industries”, this problem
becomes more difficult due to scare resources.

Howevef, development of high-tech inclus.tn'es is very necessary, if we don't want to be left behind.

- The answer belongs to macro-policies to create conditions for involving socia]. investment in
developing these industries.

In liractice, it is shown that the State is very difficult to invest into development of all industries and
fields of industrial activities. Hence, a development strategy for industry intensively oriented to export,

_ substituting selectively imports, making the most of comparative advantages of the country in industrial
.dcvclopment, taking opportunity to dcvelép hi.gh-tech industries combined with labor-intensive
industries Ito resolve social problems will be orientations for macro-policy solutions, creating
environment for investors and all people to participate in industrial development. Success or
deVelopmen_t of induslrj oriented to shaping an eﬁough strong indusiry with competitiveness in world's
markets is quite subject to these macro-policics.

With a view to coping with réqui_rcmen_ts for industrial development in the new stage, viewpoints
on development (as of referential nature) of the industry sector are as follows:

_+  Developing ihdustry with a high speed, in an sustainable and efficient manner. Relying on

making the most of comparative advantage, raising competitiveness per each product, making
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best use of internal strength and international cooperation, as a motive force to promote
industrialization and modernization.

»  Actively participating in integration into regional and global markets. Combining the
development of export-oriented industries and substituting imports in an efficient manner
participate in industrial development under market mechanism and with the State management
and regulation. Giving strong incentives to develop small and medium businesses, crehting the
task assignment and cooperation in industrial production.

«  Impact strongly on agriculture and countryside industrialization and modernization with
appropriate site and technologies.

« - Choosing top-priority industries in line with comparative advantages. Creating a dynamic and

- efficient structure of industry and ensuring sustainable d(:ve:iopmentf Immediately going straight
to modern technologies, reducing the gap between our country and other countries in the region.

= Developing industry associated with urban pl'anning and environmental protection. Preventing
an excessive concentration of industry on big cities, creating a network of small and medium

- urban areas, harmoniously across the country.
3. Obijective of Viet Nam industry development

(1 ) Objective of growth: _

Forecast of many experts and research institutions indicate thét gfov@rth-rate in inc;easé value of industry
(including construction) averaging in 10 up coming years may reach 10-10.5% per annum.

By 2010, industry and construction with represent 40-41% in GDP and involve about 23;24%
employees. Export turnover of industrial products accounts for 70-75% of total éxpo.rt tufnm{rer of the
whole country. _

The#e growth objectives, in our opinion, 13 feasible, even with a faster pace, Hﬁwever, the true answer
for the slow or fast.growth-rate, Once again, is subjeét to Solﬁtions in terms of econ.omic'mechanism and
economic policy in general and industrial policy in particular, oriented to foﬁning a reasonable industry .
structure. _ _

Some other forecast put forth target of oufput of some commercial prod'uc't industries as speciﬁéd:
Producing 69-71 KWh electricity: 34-35 million tons of crudé oil; 12 million tons bf peﬁ_‘ol; 17-19
million tons of coal; 2.4 - 2.5 million tons of phosphate fertilizer; 2-2.2 million tc')ns.of' cement; 0.9 -1
billion meters of fabric; meeting 50% of medical drugs requirements; mechanical engineérihg meeting |
40% of domestic demand and rate of dome.stication up to 60 - 70%. These development indexes, in 0u'r.

opinior, is of referential value.
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(2) Conversion of Viet Nam industry structure

Studies on an appropriate industry structure for Viet Nam as basis for adjustment of Government's

policies oriented to shaping a sustainable industry structure, ensuring rapid growth of the industry,

promoting the development of the economy and society as a whole,

In our opinion, a reasonable structure of industry should ensure:

Association of the high speed of industrial growth, increasing proportion contributed by the
industry into general development of the economy.

- As a result of reasonable resource allocation to devéiopnienl of the economy in general and
the industry in particular. Such an industry structure is established on a basis of : (1) Direct
allocation of resource available from the State - budget (2) mobilizing social resources through
indirect poiicy solutions creating environment for involving people to participate in investment
to industrial development. So

- Associated with the trend towards forming an enough strong industry, intensifying internal
sn'ength in iﬁdustrial development, make the most of comparable advantages of the country.
To do this, mdustry policy should enable mdustry sector to exploit comparable advantages
of the country for strong development

- Associated with the creation of an organization form of modern and efficient industry in
‘an industrial link as pef territorial areas, make the most of édvamages of every territoﬁal

area and taking part in industrial production and coc')peration. in the region and in the world.

- With such criteria, in our opinion, policy of industrial structure conversion in the next stage requires

to be oriented as follows:

- Continuing deveiopment of industries that use comparable advantages of our country such as
human resource, natural resources to convert gradﬁally these industries into processing-intensive
industries with high quaiity to raise value of industrial products of Viet Nam in domestic and
intefnational markets.

Cdnvcrting gradually frbm downstream industries with high added value, requiring small fund
into upstream industries in a sustainable industry link so as to further exploit domestic industrial
potential and raise industrial efficiency.

Conveﬁing structure of using technologies oriented to high-tech industry, associating industry
dcvelopment with tcchnologles |

Converting structure of orgamzmg industry in the oriemtation "self-contained” in existing
enterpnse into producnon a551gnment and cooperauon much more between sizes/ scales,

specnahzatlon as per technologlcal processes associated with cooperation, formmg auxiliary

' 1.ndustr1es, enabling enterprises to raise domestication rate in industrial development.

5. In fact, it is difficult to identify a route of restructuring in a rigid manner, stages of
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restructuring/ structure conversion may take place gradually from the overall aspect of the industry
sector as a whole, however the arrangement of stages in a given aspect, an area of industrial
activities is very necessary with a view to creating industrics, activitics pushing up the general

development of the sector as a whole.

Policy of restructure/ structure conversion shall take this point into consideration.

(3} Solutions for rapid development of industry with appropriate structure conversion
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Solution for the question: is it feasible or not a rapid development of the industry sector in the next

stage as a premise for general development of the country under proper policy of industry. In our

opinion, rapid and sustainable development of industry is quite feasible,

In conditions that resources for Viet Nam industry development are still restricted (as analyzed above),

the choice of targets, resource allocation and involvement, additional exploitation of external resource

are of prime importance and should be deliberated.

For abhieving objectives of industrial development as mentioned above, it is recommended that the

" Government should continue to impleinent the following contents in the nearest time:

Formulating as soon as p0'ssibie a policy of industrial development in the next stage (including

: s_trategy'and framework as well as s'peciﬁed policy solutions in the years to ceme_)

Study and developing strategic orientation as well as policy for using stﬁte—budget in an efficient
manner under two forms 1) dlrect investment to developmg a number of pamcularly important
mdusmes and pr0_|ects provnded ensurmg economic eﬁ]cnency (n) investment into mfrastructure
service sector (mcludmg techmcal and social mfrastrucmre) creatmg indirect condltlons for 1nduslry
development. Of which indirect investment to mfrastructure service sector is especially important.

Developing long-term policy framework as weﬂ as macro-economic management policy-solutions
creating conditions for enterprises (both state-owned and private, including overseas erivate
enterprises) to carfy on business and invest to industrial development. Confirming the role of private
sector and formulation of pohenes in terms of finance, land, industrial propemes standardlzatxon |
market management and so on. Change of policy for management of industrial development isa
crucial condition for a rapid, strong and sustainable industry development with the participation of
many forces. '

Coﬁtinning the good implementation'of reform.and renovation of enferprises and.businesses

Perfecting law system associated with strengthemng capacnty of State-control adm:mstratwe
system and law enforcement raising legal values of Government's policies to establlsh conﬁdence

and trust of the public in general and busmess -owners in particular in investment to industrial

development
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Free Trade versus Infant Industry Promotion

The Possibility of Temporary Protection for Latecomer Countries

Kenichi Ohno

National Graduate Institute for Policy Studies

1. introduction

For Latecomer developing countries like Viet Nam, international economic imegration is both an opportunity
and a challenge. On the one hand, strong foreign influence acts as great pressure and incentive to change, and
if this 'mﬂuence is properly guided and utilized, the country can enter a new age of dynamism and prosperity.
On the 6ther hand, facing this powerful force withdut adequate preparations is risky and may lead to
macro'economic instability, social straiﬁ and national identity crisis. In either case, this is a critical historical
momeﬁt for these countries, and policy makers bear a very heavy responsibility. Integration must surefy be
pursued, bet its manner and timing must.be _carefﬁlly designed in order to' maximize its benefits and minimize
its costs. Integration should be neither too slow nor too fast. It should be paced so as to stimulate realistic

domestic reforms with the right amount of external preSsure, not more, not less.

This paper discusses both theoretical and practical issues concerning the commitment to free trade by
latecomer countries trying to catch up with early comers. It also offers some policy suggestions regarding

how Viet Nam should implement AFTA obligations and proceed with WTO accession negotiations.

The domim_uit trade theory which suﬁports free trade can be challenged for the lack of dynamic and historical
considerations. However, the feasibility of temboraxy irﬁport protection for latecomers is severely constrained
today by accelerated mtemzmonal mtegmtlon on the one hand and limited domestic capability on the other In
order to justify industrial ptomotlon through temporaxy 1mp0rt protection, latecomer countries should improve
- the capability of both govemment and domestlc enterpnses Qur proposal is that this capability should be

urtured——and externally demonstrated—-—pnmanly through presenting concrete and reasonable promotion
strategles for a relauvely small number of selected mdustnes At the same time, international economic rules
surroundmg IMF World Bank, WTO AFTA etc need to be modlﬁed SO as to enabie latecomer countries to
execute reasonable industrial development policies (although this pohcy revision is beyond the power of the

V;etnamese govemment) For Vlet Nam, both of these condmons remain yet to be satisfied.
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2. The theory-history nexus

Comparative advantage doctrine

Ever since the mid 19th century, the dominant academic paradigm in trade theory has been that of comparative
advantage. Comparative advantage is said to be one of the most difficult concept for laymen to understand.
Briefly, it says that if each country exports goods it is relatively good at producing and imports goods it is
relatively poor at producing, all countries will gain regardless of income level or economic structure. As long

as countries are different in technology (Ricardian model) or in factor endowments (Heckscher-Ohlin model),

potential gains from trade always exist.

More concretely, comparative advantage can be éxplained.by way of an examplé. Consider a profess_or and
a research assistant with two fasks—writing an academic paper and making_'photo'copies.. The professor is
better at both tasks than his assistant. Does this mean he should do both works and the assistant should remain
aside, watchix_lg? Of course not. Efficient division of labor depends on relative skillﬁliness between two tasks
for each perSon ("comparative advantage"), rather than relative skillfulness between two pcfsoné for each
task (“absolutc advantage"). If the professor is five times more efficient in paper wntmg than the assistant and
two times in photocopymg, comparatively smakmg the professor is more sklllful in paper writing and the
assistant in photocopying. The two should divide the tasks between them (” sp_ecnahze") accordingly. If the

story is reinterpreted as two countries engaged in the production of two goods, we have a theory of comparative

advantage.

The comparative advantage theory was first clearly proposed by the British economist David Ricardo .in
the carly 19th century in his attack against mcrcaritilism, which favored official intgrventiqn in international
trade. The policy implication of Ricardo's doctrine was immense and long lasting; it refuted the valiciity of
trade protection and argued that free trade, not goyﬁfnmelit intervcntio_n, was the correct public poiicy, E.ver
since, this theory has always remained at the "core” of ccbﬁomic teaching and tradc policy debates, As an
academic doctrine, the comparative advantage theory is one of static general equlllbnum whlch is smple

elegant and symunetric. As such, it is easily expandable mathcmatlca]ly

L

Around the theoretical "core” of comparative advantage, there are various sub-theories in ihe pmtecuve belt,” accumulated
through past acadetmc and policy debales and su.pportmg o supplemenlmg the core (see lrwm [1996] for mon: detali)
Those Sub-theorics have covered the followmg areas: (i) balance of payments mq:act, (i) relauonshlp between producuvnty
and wage; (m) modification when the home country is large ("opumal tariff theory Y; (iv) whether tariffs are justified
when there is domcstnc economic distortion (the answer is no); (v) rcdlsmbuuon cffects of trade (vi) the case where
prices are sticky and frictional unemploymcm emerges; and (vu) the case where factors of producnon are mobnle

internationatly. These model variations are theoretlcally 1mp0rtant but not very relevant or hclpful in solvmg the actual
problems that Viet Nam faces. '
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However, from the perspective of latecomer countries, the main weakness of the dominant doctrine is its
indifference to historical or structural context. The Ricardian model is so static and simple that it cannot deal
with interesting dynamic questions, such as the way to overcome the technology gap, how to deal with strong
competition from developed countries, or which industries should be selected for promotion under temporary
protection. In fact, the dominant theory does not even provide any logical framework for discussing these

crucial questions in a concrete and realistic way.

Trade theory in historical perspective

Economic theories evolve through internal academic innovation as well as external historical influences.
The conclusion of the comparative advantage theory, that free trade is beneficial for all countries, is often
presented as a universal truth and a (near) consensus in economic profession. However, historical circumstances
in which this theory é\ppea_red in the United Kingdom in the 19th century were very unique. Despite the
appearance of a general theory, the doctrine of comparative advantage is highly history-specific. Its conclusion

also depends on various assumptions that ¢an be challenged on theoretical and empiriéal grounds.

The emergence and popularity of free trade theory is greatly affected by the particular position of a country
or an industry in the existiﬁg poﬁ'er relations 6f the global economy. Generally speaking, a country which has
already achieved a dominant ECONOMIIC poéition tends to prefer free trade, imposfng it on others who are "less
e.nl.igh_tehed."' By prohibitiﬁg iemporary import bar_rif.-_.rs, free trade serves the interest of the early comer by
' f_:nsu.ri_ﬁg' global markets for its products and frustrating latecomers' cffort to catch ﬁp. On the other hand,
latecomer_cbuntries w.i.sh.ing to industrialize against the competitive pressure from early comers promote
alternative models which justify intervention and protection under certain conditions. Similarly, within a
country, industries enjoying strong export performance lobby for free trade, while newly emerging industries
threatened by imports demand protection.> Whether protected industries reélly grow under protection is a

separate and importzinf issue which will be discussed below.

Today's industrialized countries also had periods of industrial promotion under import protection in the

past. Some examples are given.

?  The textbook analysis of consumer and producer surpluses contends that, while proteciion may benefit certain producers,
the coﬁnu'y as a whole will lose if consurrm' ﬁlility and govemment revenue are properly taken into account. While this
argument may be used polmcally to resnst unreasonable demands by interest groups, It shares the common analyucal
weakness of the dormnant paradlgm, it ls static and devotd of any hlstoncal or su-uctural context. Moreover, empmcally,

the static cﬂic:ency eﬂ‘ect is usually ve:y small and can be easily dommated by other dynarmc effects, whether positive

o crneganve
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United Kingdom: Until the middle of the 19th century, the British market was protected from foreign
agricultural commodities and especially cheap Indian cotton products, Mercantilism, a doctrine that seeks to
generate trade surplus by restricting imports and promoting exports, was theoretically defeated by Ricardo's
model of comparative costs. It is true that Ricardo was a great economist, but his model also served important
political purposes. The emergence of the Ricardian theory coincided with Britain's historical turn from protection
(e.g.. Corn Law) to free trade, and Ricardo in effect defended the interest of the new merchant class (of which
hie was a member) who wanted free trade against the interest of the landed class. Asthe UK's global dominance
in manufacturing was firmly established by the mid 19th century, the country began to preach free trade to the
rest of the world. Free trade helps to secure the superiority of the first comer by not allowing latecomers to
promote modern industries that would compete with the British. The historians' term "in\perialism of free
trade” describes the British policy duﬁng this period of pursuing "informal rule [free trade] if possible, but
formal rule {colonization] if necessary.” Thus, free trade and rnilitary conquest were two alternative means to

pursue the same British overseas interest.

United States: From even before pohtlcal mdependence and throughout the 19th century, Amenca was
sharply and geographrcally divided between free trade advocates in the south and protectionists in the north,
Northern industrial states demanded protection against British products while southern plantatlon states wrth
competitive cotton exports wanted free trede ensuring cheap imports and free access to the British market.
Alexander Hamilton represented the northem voice, advocatmg mdustnallzatton under protectlon and a
centralized federal govemment whlle Thomas Jefferson preached free commerce in the interest of southern
planters. The US eventually grew tobe a free trader, but only after a civil war and the completton of successful

industrialization in the late 19th century. The American taciff rates were very high during the most of the 19th

century.

Germany: Industrial revolution of Germany began much later in the late 19th. century, under the he.avy B
hand of the state. German customs union was created and public investment in railroads and he_e.vy industries -
was vigorously implemented. Latecomers' protection was justified by the i.nfant'industry protection argument
of Friedrich List who contended that proper trade theory depended on the pameular development stage ofa
country. Accordmg to List, creatlon of manufacturing base and upgradmg the commodzty composition of

trade were more important national goals than pursuing pure commercial profits.

Japan: After opening up to the world economy in the mid 19th century, Japan found itsell desperately
lagging in mdustry and technology For the ﬂrst half century followmg that, Japan had no tariff nghts and had
to industrialize under the uniform tanﬂ" of 5 percent However tlus did not seem to hurt the economy greatly

since Japan was a primary commodlty exporter {(mainly silk, followed by tea, seafood, gram, copper, coal,
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etc.) and there was virtually no domestic manufacturing industry worth protecting.® However, by the early
20th century Japan had succeeded in light industriatization (textile) and was ready to develop heavy industries.
This coincided with regaining of full tariff rights in 1911. Japanese tariffs were raised selectively to protect
machinery, chemical, and other new industries. High protection was finally removed after WW?2, during the

1960s and 70s when Japan had already achieved a status of an advanced economy with high technology.

Australia; In the late 1920s there was an argument for protection in Australia, advocated mainly by J. B.
Brigden. He argued that primary commodities, in which Australia had comparative advantage, exhibited
decreasing returns. Specializing in them would result in higher costs at home and depressed prices abroad,
thus reducing the real income of the Australian people. Moreover, free trade would have adverse distributional
effects as a handful of landlords benefited at the cost of the working majority. However, as it turned out,
Australia did not subsequ'ently'succced in industrialization and has remained a sparsely populated primary

‘commaodity producer to this date, despite its relatively high income.

Alternative views: lack of guideline

One of the problems for latecomer countries, who must face a very competitive world even before esmblisﬁing
any moc_lerh industries, is the absence of a useful system of intellectual arguments to guide their policy of
temporary import protection. Even though the "imperialism of frec trade” scems unfair and unreasonable to

them, there are few coﬁvincing theories to effectively counter it.

Compared w.ith. the derminant pa}adigm of comparative advantage in support for free trade, the alternative
paradigm in support of temporary import protection is less clearly defined. Empiricaily, the altemative paradigm
_  asserts that effective protection of certain industries is necessary (but not sufficient) in the catching up process
| (“infant indus&y protection afgument" of Hamilton and List abovej. It also presents a set of theoretical models
. justifying intervention based on the notion of increasing returns, broadly defined * However, the alternative
paradigm is vﬁithout the mathematical elegance and integrity of the comparative advantage theory. Many of

- the models in the alternative pafadigm are often descriptive rather than theoretical, and look more ad hoc, The

3 Sir Rutherford Alcock (1809-97), first British ambassador to Japan, demanded the i"emo;fal of japan's political and
~ social i.n'modimmts to trade (i.., NTBs) and argued the merits of unlimited trade as an automatic equilibrating mechanism.

In his book [Alcock 1863] he a]so wrote that, if persuaswn did not work with the Japanese govemment mllualy power
. :.mlght becomc nccessary to lrnpmvc the situation. By contrast, the Japanese leader and prime minister Hirofumi Tto

(1841- 1909) criticized the pnnCIpIe of free trade, saying that it would only serve British interest. Accordmg to Ito, free
. trade would greally harm Japan which was only "half—developed" at that time.

Increasmg returns models can be mterpreted as belongmg to and an extensmn of the protective belt of the dommant
.‘ paradigm. However, its policy m)phcatnons are often qunte the opposne of the dominant paradigm which justifies free
~ trade rather than protection, ' T . -
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dominant paradigm considers the alternative paradigm outdated and already proven to be irrelevant or even
harmful. Although the aiternative paradigm gathers many avid followers, it has less academic appeal due to

its absence of formal structure and institutional apparatus. The current theoretical landscape is presented

schematically below.

Dominant Paradigm (Free Trade)

Alternative Paradigm (Temporary Protection)

BOP impact Market failure

Optimal tariff

Market distortion

Increasingyeturns - . Infant industry protection Y
Strategic trgde model Dynamic comparative adv,

{
:
i
i
I
/

_ o _Flring_ geese pattern
\ .
™. Endogepbus growth Product cycles X_,s
., . o
o
-
Formal Neoclassical political economy

and ele.gant More descriptive and leas formal

PROTECTIVE BELT

Although not very popular alnong the practitioners of the dominant paradigm, theories that recognize the
importance of history and the specific position of each country clo exist. They are usually called the "stage of
development" models. For example, Kuznets [1971] introduced the notion of "Modem Economic Growth” in
which the impact of the British Industrial Revolution was transmitted to the rest of the world through technical |
innovation and social change. Similarly, Gerschenkron [1962] analyzed the advantage and disadvantage of

backwardness in the context of Western European industrialization, again with the United Kingdom as the

leader.

Furthermore, some Japanese economists have presented models th:at can explain the pnttems of
industrialization in non-Western countries. The flying geese pattern model, proposed by Akamatsu and further
developed by Kojima [2000], is particularly famous. Watanabe [1995] also presents lllS "structural
transformamn chain” model of Asnan economies. These models pomt to the hlstoncally common pattern of
successful industrialization in wh:ch some products are ﬁrst unported then domestleally produced and ﬁnally
exported. Establishment of these industries takes place sequentlally, from food processing to textlles and
garment steel, chemicals, then o machmery, electromcs and mformatlon technology Countnes w1th dlffcrcnt

stages of development specnahze in dlt’ferent products, and active trade and FDI among them raise the overall
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level of regional industrialization. This dynamic process is now well known, especially in East Asia, and

these Japanese economists contributed to this common understanding.

However, although the models of Kuznets, Gerschenkron, Akamatsu, Kojima and Watanabe can successfully
describe “stylized facts” in the past, they are not very useful as an operational future guideline for countries
faced with practical questions of integration. Concrete strategies cannot be readily derived from these generally

descriptive theories (this by no means lessens the intellectual value of these models, however).

More recent methods include computer-aided econometric data analyses, such as calculation of effective
tariff rates, revealed comparative advantage (RCA) analysis, and computable general equilibrium (CGE)
models, conducted by university economists and international organizations. While these look awesome and
highly complicated to laymen, they also share the same vital defect with the dominant paradigm, namely, they
are all static. Studying the recent past in detail does not permit the researcher to predict the future correctly,
especially .of a country going through the dynamic process of marketization and international integration.
Evolution of 2 new system and social response to it cannot be predicted by extrapolating the past using fixed

coefficients.

What seems to be keenly desired in a country iikc Viet Nam is neither abstract theory nor computerized
data analysns Nor is the general assertion of efﬁcnency of idealized free trade very useful. The Vietnamese
govemmcnt would like to have an opcratlonal guxdclmc which can analyze the actual problems on the way to
integration and suggest concrete policies to deal wnth them, step by step. However, such a convenient theory
may not exist, if only because such w1sd0rn exists in the accumulation of actual practice. The secret of

industrial promotion cannot be learned passively from outside using an operation manual.
3. Increasing pressure to integrate
Globalization since the 1990s

As the Séviet Unidn collapsed and the Us economy prospcred thanks to the IT Revolution and booming
~ asset markets, the US-led global economy emerged in the 1990s. In such a unipolar world, pressure to integrate
with the glo_ﬁal economy naturally infcns;iﬁcd for devélobing and transition countries. For Viet Nam which
began to intégrate o_n'ly in the 1990s, the intégration shock iS even greater. Integration is required in a large
number of areas including law, labor practice, accounting, enterf:rise management, trade, finance, governance,
' environméntal p'r'otection,' etc. and even in building a civil society and demoératic insiitutionsL intcgration _

may occur spontaneously or under duress: sometimes through voluntary action of the country and other times
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through regional peer pressure or external loan conditionality. International organizations are ready to help—

or press—Ilatecomers to open up and accept international codes of conduct.

As time passes, the challenge of integration for remaining developing countries has become even greater
[Ishikawa 2000). First, the relative gap in the level of achievement of the market economy between advanced
and developing economies has widened during the last several decades. Second, after some successful countries
(such as NIEs) exit to the industrialized world, the average institutional capability of the remaining countries
is very low ("losers' bias"). Third, pressure to integrate has intensified without simultancous improvement in
domestic capability. In the post cold war period, latecomer countries with very weak competitiveﬁess, policies
and institutions are often unable to properly manage the integration process and encounter serious difficulties.
Many of them hasten to integrate without sufficient preparations, often inviting sdciél crises or the loss of

macroeconomic control.

Dynamic disciplinary effects of free trade

The challenge of i integration cannot be avoided and, in fact, it should be welcomed. In the long run, opcmng
up to foreign competmon is a prerequisite for sustained economic development and systemic transition.
Without that move, domestic industries will stagnate and fall hopelessly behind in technology and productivity.
Free trade .invig.oratcs the national economy throu.gh thé Ifollowing. channels (provided that at least some

domestic enterprlses can mect the challenge):

Improvmg static cfﬁcnency of resource allocation (Harbergcr triangle cffect-—but this may not be
very large empmcally)
--  Forced exit of inefficient producers
-~ Disciplinary effect on surviving industries for constam- improvement |
--  Importing more effective rutes and systems from abréad |
-- Défcating domestic monopoly (whether natural or policy-created)
--  Protect the goverhment égainst political capture by interest groups

- Avoiding retaliatory trade measures by other countries (reciprocity)
Risks of premature free trade commitments
However, commitment to trade liberalization also carries risks for latecomers. Quick integration with very
unstable and competitive global markets, without proper preparations in industrial competitiveness, policy

capability and institutional building would lead to the following:

-~ Sudden loss of output and employment beyond socially tolerable‘lin.lits
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-~ De-industrialization and primary commodity lock-in

-~ Increased price and demand shocks from abroad

--  Emergence of new income gaps between rich and poor and across regions
--  Foreign economic dominance

-~ Environment destruction and resource exploitation beyond recovery

--  Social and political instability

-~ Loss of cultural and national identities
Brutal markets and the lock-in effect
Some of these risks may be further elaborated.

Forceful penetration of .the global market system into domestic society not only can unleash positive
dynamism but also may bring serious social tension. Ecbnofnic anthropologist Karl Polanyi has been most
eloquent on this inherent dilemma [Polanyi 1957). He argued that economic systems prior to the 19th century
~ were all "embedded” in society. That is to say, economic actiﬁtics such as production, exchange and
consumption were all subordinated to the unique structure of each society. However, after the British Indu.strial

Rcvolutioﬁ, the market system based on xiiach_inery and factory production began to invade society. The
market sysfem is so powerful and "self»reguléting" that it ﬁansfoms society according to its requirements
rather than being shaped by it. If thf: market system demands a l.arge.numbcr of wage earners, contract-based
transactions, modern firms and é stock exchange, society is obliged to su'pp'ly them. For Pblanyi, it was
particularly worrisome that primary factors of production—labor, land and money—which were not originally
intended to be bought and sol.d Were Now transfonﬁed into pseudo-commodities. Uninhibited, the logic of the
market economy—which he called "Satanic Mill"—would déstroy human character, social relationship and
natural envirbnment. The brutality of unres&ained markets is so severe that it spontaneously triggers the

emergence of defense mechanisms by workers, businesses, charity groups and the government.

Another aspect of thé unrestrained global market system is to widen the gap between early comer and
~ latecomer countnes In a world of increasing returns (i.e., a large set-up cost foilowed by a subsequent rise in
'produc.tmty), free trade tends to solldzfy the position of uuual achievers and condemn latecomers to economic
undcrdcvclopmcnt. Ifa latccome_r country joins the global market prematurely, its economic structure may
© even regress I'Jackwards‘(dc%ndustriaﬁzation is actually observed in CIS and Mongolia). As the existing
weak. indu#trial base collapses under severe foreign c_o'mpetition, its economy is locked into the status of a

primary commodity producer, in which its current comparative advantage lies. As IT and advanced

manufaéfuring are menopolized by early comers, it is difficult for latecomers to enter these fields, let alone

69



excel in them.

Some latecomers resist this natural tendency of "winner-takes-all" and try to catch up.: The driving force for '
this deviation does not come from laissez-faire but from combined efforts of government and businesses
under a strong sense of nationalism. Temporary import protection has been a key ingredient in the catching up
strategy, but under globalization its use is highly restricted. Some argue that, even under free trade, today's
developing countries can have certain new industries with FDI promotion and non-trade measures not prohibited
by WTO. Ho'wever, permissible industries are ofte_n concentrated in light and low-tech industries (such as
food processing, textile and garment, footwear, tourism, etc.). Heavy industries and advanced manufacturing
which require large initial investment under increasin.g returns (such as steel, chemicals, fertilizer, machinery,
automobile, etc.) are likely to be ruled out. Whether that is an acceptable development path is an open question.
Another unresolved issue is whether leapfrogging into high technolbgy (such as information,

telecommunications, finance) is possible or even desirable from the viewpoint of the national economy.

4. Lack .of domestic capability

Desirability of catching up is one thing. Feasibility of such a strategy is quite another problem.
Industrialization under integration pressure requires strong capability of both government and business
enterprises. Without it, the country \;vouid repeat the many misapplications and outright failures of protection
policies of other countries in the past. Risks involved in tempofary impprt protection are .pl."o'portio'nally
greater if the country lacks such capability. At present, whether the Vietnamese gbvéfnment and business
community possess such capability is scridusiy in ddubt. Thesc domestic'wcakncss;es aré the most serious

barrier against integration. Since this point is well recognized in Viet Nam, this section can be brief.

Underdevelopment of market and limited private response

A vigoréus market economy does nét spontaneously emerge in.any society. On the contrary, societies that
achieve it are relatively rarc. And even for those countries which are now fully industrialized, development of
the market econoxﬁy has been a long evolutionary process with many pitfills; it was h_ot created by short-term
social engineering. The growih of the market economy requires 6ert5in‘hist6rical prec‘:ondition.s regarding
productw:ty, distribution system, social organization, etc. Today s remaining low-income countries are gencrally
not well equipped wnth these conditions. In fact, it can be even said that the lack of these condmons is the
main reason why they remain unindustrialized. Undcrdevcloped prwate businesses may fail to rcspond _
positively to policies intended to help them, such as d_eregulatlon, prwatlzauon, trade hberal:zauon, SME

promotion, creation of a stock exchange, or establishment of an internationally accepted legal framework.
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Weak government and political capture

Another serious problem is the inability of government to properly design and implement industrial promotion
under temporary import protection. In the standard economics textbook, the roles of government include
correcting market failure, supplying public goods, macroeconomic management and income redistribution.
In a latecomer country, government has additional and even more important roles: it has to implant a new
market economy in society as well as manage the external integration process. However, as is well known,
gove_rhmcnts in these countries are often characterized by low capacity, rigidity, red tape, corruption, low
salary, political influence, etc. Not only the economy is underdeveloped but government which is supposed to

guide it is also underdeveloped.

When the government is incapable of distinguishing infant industries from inefficient senile industries,
policy intervention only distorts resource allocation without accelerating growth. If the government is
additionally susceptible to political pressure, protection policy can easily be hijacked by interest groups,
leading to permanent protection of hobeless industries. Analyses of "neoclassical political economy” By
~ economists in sﬁpport of free trade such as Anne Krueger (rent-seeking); Jagdish Bhagwati (directly unprofitable
profit-seeking, or DUPS) and Ronald Findlay (interest lobbying) highlight these political risks.’

‘World Bahk and institution-building

The .World Bank's view on the institutional capability of developing countries evolved substantially during
the 1990s. Previously, und.er the stfoxig influence of neoclassical development economics, the World Bank
prométed openness and small government in all member countries and counseled against selective industrial
policy. However, in its 1993 "East Asian Miracle" report, tﬁc Bank noted that some economies with strong
institutions (Japah, Korea, Taiwan, etc.) successfully conducted financial and trade interventions. In the 1997
quld Development Report, the Bank further rejected the idea of minimalist st.;ate and agreed that the state's
role in development was very important. A t_wo-pirt strategy was proposed in which (i) the state's role must be
in proportion to its present capability; and (ii) capa.bility should be improved over time. Theoretically then,
for countries achiev_ing high capability, even selecﬁve industrial policy is permissible. Today, however, the
World Bank pblicy under CDF and PRSP seems to have degenerated into imposing uniform and abstract

programs for institd_tional improvement, such as partnership, good governance, accountability, transparency,

5 One historical eiample of managing integration while slreﬁgthening domestic capability'is provided by Japan's accession

. to GATT and CECD during the 19603 Using mternatlonal commitments to guard agal nst inefficient protectionism,
MI‘I‘] urged domnc producers o |mprovc compeutwenss before trade barners were lnﬁed rather than lobby for more
protectwn Al the same ume, the governmem provnded result orlented incentives to enterpnses which successfully
raised productmty
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civil society, etc, regardless of the initial conditions of a particular country. Whether such an undifferentiated

approach is useful at all remains to be seen.

5. Current issues for Viet Nam

In the remainder of the paper, Viet Nam's integration policy questions are discussed more in detail.

Need for policy copsistency

When a developing country faces strong pressure to integrate, there can be a variety of policy responses.

For ékample:

Pattern 1—Successful integration: under national consensus, both government and businesses, though

encountering many problems, endeavor to improve productivity, policies and institutions to achieve

industrialization under integration (Meiji Japan, NIEs).

Pattern 2—Gradual integration with ownership: regardless of external pressure, the country proceeds
gradually and experimentally to introduce markets and open up its economy at its chosen speed, thus

avoiding both radicalism and back-tracking (China-but only large countries with political clout can

choose this path).

Pattern 3—Big bang integration: although domestic capability is still weak, bold integr'ation and
marketization measures are adopted as a matter of pﬁnciple, causing serious harm to people's living and

domestic industries (Mongolia, Kyrgyzstan).

Pattem. 4—Reversal: realizing thé danger of integration, the country regréss;es back to control and
reguiation (tempofarily?) to protect itself, ahtagor_:izing IMF. (Uzbekistan, Turkmenistan; emergency
measures against currency crisis é_ldopted by Malaysia and Kazakhstan can be interpreted as a rmld foﬁh
of this). '

Pattern 5—Inconsistency and delay: While the country éieérly understands the need for i'ntcgration in
general, it is unable to make concrete preparations due to the lack of political will or policy capabil_ity. '
As aresult, mutually inconsistent policies are implemented, such as committing to AFTA while introducing

trade barriers (Viet N.arn)‘ If léft uncorrected, th_é cdﬁntfy may fall iﬁto eithgf Paﬁem Jor4.
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Each country going through integration is unique. Some countries continue to argue the general merits and
demerits of market versus government, or the superiority of big bang transition versus gradualism. But Viet
Nam is relatively free from such abstract debates and knows well that market and govcrnnicnt must be combined
properly and that extreme policies should be avoided. However, the main problem with Viet Nam is the lack
of concrete action. During the past five years of the Japan-Viet Nam Research Project, initially identified
problems—such as the need to temporarily promote selected industries—remain basically the same, but no
effective effort to identify candidate industries has been made (see below). In 1998-99, the Project urged the
Vietnamese authorities to officially declare a firm long-term commitment to integration and marketization
while utilizing the limited time and methods to promote a small number of carefully selected indusiries with
temporary protection. However, no action has been taken so far. In the mean time, the AFTA deadline is

approaching quickly.

Viet Nam's inability to act promptly comes from various sources. For example, consensus-based decision
making, decentralized responsibility among various ministries and organizations, political tug-of-war between
central and local governments, pressure from affected industries, shortage of experienced officials and a

general lack of time and knowledge,. all cqn&ibute to slow action. While policy rigidity prbvides stability in
| normal times, it would lead to econdmic s'tagnation"when the country must respond quickly to changing
circumstances. Aithough the governing system cannot be altered immediately, there should be a constant
effort to concentrate and speed up the decision-making process even under the existing system. At present,
.the Vietnamese government and ihdustrics are ill-prepared to face the challe.nge of integration. If consistent
policies cannot be designed, temi)orary import protection for selected industries should not be implemented.
This is so not only because such policy would invite international criticism but also because of the expected

enormous cost to the national economy.

Selecting industries

For temporary impﬁn prbtectioﬁ, the first crucial step ié to select a small number of candidate industries for
promotion. This point has been cle_,:irly recognized in Viet Nam, but no effective pfocedure for industry
selection has so far been discovered. Existing economic theories are too abstract to be useful for such a
practical pfoblem. Therefore, Viet Nam must devise its own method to identify prospective industries (although

other latecomer coﬁntr_ies also face tﬁe same problem).
_ One possible methodology is to list the general criteria by which to choose candidate industries. For example,

'~ Labor intensity and employment impact

— Forward and backward industrial iinkage
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--  Possibility of rapid productivity growth and technology absorption

-- High income and price elasticities of demand (domestic and overseas)
-~ International market conditions and competitors’ behavior

-~ Balance of payments impact

-~ Social impact and regional equality within the country

- - Possibility of use of domestically available raw materials

Problems with this ﬁpproach are two-fold. First, information requirement is enormous. Unless each industry
is studied very intensively, these criteria cannot be actually used to select candidate industries, but no
organization-—domestic or foreign—has conducted in-depth research on so many aspects of so many industries.
Second, eveﬁ if necessary information is gathered, how to consolidate these multiple_ criteria iut'olon.e and

rank industries is unknown. At present, this approach remains too general to be operational.

- Another approach is to infer the coxhpetitivencss of each industry from a relétively simple indicator, such
as the price gap between domestic and foreign produéts or the current level of import protection. One such
approach has been taken by the Vietnamese government itself. Itis reported thaf the govem_ﬁmnt has been
~ conducting an interhal study to assess the compétitivel_less of some (bﬁt not all) industries on an experimental
basis and without direct policy ifnplications. According to the press report, industries are classified in three

groups:

-- Group 1: Cdmoctitive—éqffcc, cashew, rice, pepper, .aqua—products,' garment, footwear, small diesel

engine, tourism, construction service;

- -- Group 2: Campcﬁtive if proper support is groQidedétéa, rubber, vegetablé, wood preduct, industﬁé.l
salt, some tropical fruits, some flowers, poultry, electronic assemﬁling, engineering, chemicals, cement,
shipbuilding, banking, telecommunications, sea transport, air transport, auditing, software, insurance
Service, legal coﬁsultant service, health care;

-« Group 3: Not competitive~—sugarcane, cotton, oil-generating piant, soyabean, corn, cow milk, pork
“products, steel.

Howe.v'er this clﬁssiﬁcation may be challenged, as some industries look .misclas.siﬁéd. M.oreover it is not
clear what analytical method is used to arrive at this conclusion. It is also rep-orted that thlS clasmﬁcatlon is
mamly based on the "effective” rate of protection (the tariff rate on the value- added component of cach
product). However, the current level of protection cannot be used to judge the potennal of an mdustry in the
future. A more careful approach should be used to evaluate the dynamlc cornparatwa advantage ofa country |
Among highly protected industries, we should distinguish truly infant industries from dying industries with

no future.
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Our alternative proposal is to accumulate good studies on individual industries. Rather than searching for
general criteria or a simple indicator, in-depth studies of a dozen or so key industries should be conducted,
one by one, on a continuous basis. At the same time, concrete policy issues for each individual industry
should be identified and discussed among government officials, business leaders, industrial experts and
international donors. This will be a time-consuming process, but without accumulating such specific
information, useful promotion policy cannot be designed or implemented. Past industry studies by either
domestic or foreign experts (including those by JICA and UNDP) have often been too general or superficial.
However, in the past several years JICA has mobilized a number of Japanese experts and economists to study
Viet Nam's steel industry from various angles, and important policy issues have now been identified (see my
other paper). Such efiort should also be extended to other industries so that policy makers will be able to

prioritize industries from a broader perspective, not just from the viewpoint of one industry.

Tariff reduction strategy

Before Viet Nam can effecnvely negotnate WTO entry, it has to prepare a tariff reduction schedule But to
do 0, a long tcrm, concrcte and mutually conssstent pohc:es for individual industries must be designed first.
That in turn requires m—depth studies of each mdu§lr_y as me_,nt_loqed above. Wlthout sucha nat_ional development
strategy, individual tariff lines cannot be éaﬁculated or ﬁegotiét.ed in é meaningful way. The currently prepared
Five-Year Plan and tc'n-yca.r Straicgy are too general. The ﬁroblcm with Viet Nam is that it has no such

national dévelopment strategy even after several years of international integration.

- Without clear tariff strategies for individual industries, we can only point out two general principles that

Viet Nam must adhere to.

First, all non-tariff barriers (NTBS) including especially quantitative restrictions such as import bans and
import licenses must be éonverted to corrésponding tariffs as an initial step ("tariffication"). This task has
been already started, but it would féquire a s'igniﬁcant systémic changé in Vief Nam's trade regime; removal
of quantitative restrictions.sh(‘)ﬁld not be offset by new hidden banier§ such as operational procedure and

domestic policy.

Second under the reglonal obllganon of AFTA and the global obhgauon of (future) WTO, permanent
protectlon of any industry is out of question, and all lndustncs should as a matter of prmc1ple expect free trade
except for very special cu‘cumstances 'Ihese circumstances include temporary protection of a limited number
~ of industries for the reason of elthcr (1) industrial promonon under a very spec1ﬁc and reallstlc developmcnt

plan; or (ii) severe injury of domestic producers due to suddcn penetration of imports. In either case, protection
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must be conducted within the framework of AFTA and WTO.,

Conceivable tariff proposals for a currently protected product are presented schematically in the diagram
below (assume that the initial tariff is 30%). Among these, maintaining the tariff permanently above the
AFTA ceiling is unlikely to be accepted by the international community, whether at 30% or 15%. The only
permissible tariff proposal is either strictly adhering to AFTA or temporarily deviating from it, provided that
such deviation is moderate and accompanied by a reasonable and concrete development strategy for that

industry. Note that tariff rates in the diagram are for illustrative purposes only. It is not certain, for example,

whether 153% can be accepted even for temporary protection.

Conceivable Téﬁff Proposals for A Currently Protected Product
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For a currently unprotected product (as.sumc that the initial tariff is zero since there is no corresponding
domestic industry at present), if Viet Nam wishes to create that industry in the future, the tariff can be raised
to a non-zero level. In that case also, similar constraints will apply. The new tariff must be 5% or less, or if

going above that level, it must be moderate, temporary and accompanied by a reasonable and concrete
development strategy. '
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In addition, the tariff system must be consistent across different industries. Protecting one industry often
harms other industries which use the output of that industry. When industries are linked through input-output
relations, the cascading pattern of tariffs (higher tariffs for downstream industries relative to upstreamy is

usually advisable.

WTO entry problem

As of June 2000, WTO has 137 member countries accounting for over 90 percent of global trade. For
latecomer non-member countries, merits of joining WTO include (i) forestalling unfair commercial ireatment
by other countries; (ii) catalyst for domestic reforms; and (iii) access to WTO's dispute settlement mechanism.
On the other hand, possible demerits are industrial collapse, unemployment, foreign dominance, etc. associated
with rapid liberalization without adequate preparations, as discussed earlier. Generally speaking, today's WTO
membership applicants lack necessary information or preparation to enter WTO. In a hasty attempt to join
WTO, some countries even accept many unreasonable demandé imposed by the existing members. For transition
eéononﬁes, underétanding the principles of WTO, revising domestic laws, and implefnenting them will take

enormous time and energy.

Moreover, countries wishing to enter WTO today face a number of additional difficulties.

. First, the negotiation process tends to be costly, complex and prolonged. As an initial step, preparing the
Memorandum and answéring questions addressed to it already requires great effort. Bilateral negotiations
with certain large member countries are excruciating. For very poor countries, negotiation and traveling costs

of the official delegatioh are not negligible.

Second, demands from existing members are escalating. WTO does not stipulate the precise condition for
enﬁ'y, and everything is up to th¢ negotiating parties. In the accession process, existing members are extremely
powerful and applicants are disproportionately powerless, and this power imbalance leads to unreasonable
demands beiﬁg’ impqséd on new members. Privétization, price liberalization, and export tax elimination are

| outside the Jjurisdiction of WTO, but they are_noﬁetheless oftenfec{uired (calted "WTO plus"j. New members
are regularly denied of waiver, exemption, .c.:r delayed execution enjoyed by existing LDC members. As a
reéult, new members are forced to implement tariff reduction, TRIPs, TRIMs, export subsidy cuts, service

trade Hberaiizatioﬁ, etc. much faster than the existing LDC members with similar levels of development.

Third, special treatment for low-income countries are often denied to new members. WTO is supposed to

grant the fol.lowing pfiv.ileges_ to LDC mémbers: (i) import prbtection for industrial development or against
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payments crisis (GATT article 18); (ii) access to developed country markets (GATT Part 4); and (iii) lower
tariffs on LDC exports (GSP). However, in actual accession talks, these LDC "rights” are rarely conferred.

Even the definition of "low-income country” is on the negotiation table, as in the case of China.

Fourth, with each passing year the conditions for entry are tightened. Thus, latecomers face the dilemma of

joining now by yielding to unreasonable demands, or participating tater with better preparations but with
tougher requirements. Slow preparations as in the case of Viet Nam will make this dilemma even more

serious.

Need for integration-friendly international environment

While most of the preparations. for integration must be made on the Vietnamese side, the world economy
must also change significantly to encourage and éssist the 'integration of latecomer countries. At present, both
in trade and finance, global markets are too unstable and competitive for latecomer countries to join safely.
Moreover, the nules and mechanisms that regulate the W6rld economy-a-inc_:luding those 6f IMF, .World'Bank,
WTO, ASEAN—are often unfair to latecomers (as in WTO éntry ncgotiations discussed above), without
consideration of the unique characteristics of each éountry (as in most IMF cbnditionality), or un'z;ble to
prevent or cope with economic crises (m the Asnan crisis, high interest rates and bold structural reforms

during the panic may have worsened the situation).

More specifically, the following areas should be rcformc(i before latecomer countries are asked to .implement
a rapid liberalization and integration program. ' '

-~ Multiple integration rules should be applied to countries with different initial conditions and stages
of development, rather than imposing uniform rules on ail.

--  Similarly, procedures which supprcss the owﬁership and uniquencss of each .c'ounl.ry, such as an |
excessive application of CDF or IMF condltlonahty, should be avoided. |

-~ Conditions under which latccomcr countries can use temporary unport protectlon must be clearly
spelled out. :

- Power imbalance between new entrants and existing members of WTO and 6ﬂ1er'org§nizétidﬁs
should be corrected; there should be a ';lcvcl playing field" for integration. Existing WTO Hicmbeﬁ
should not make unreasonable entry demands. |

-- Global financial and exchange rate mstablhty must be rcgulated and reduccd

- IMF‘s capability to prevent and cope with currency crisis must be greatly 1mproved.
" Of course, Viet Nam alone cannot solve these global' problems. Iﬁiprovihg these systems is mainly the joint
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responsibility of large countries (including Japan) and international organizations. However, smalier countries
can also raise issues and influence the global debate, as Malaysia did at the time of the Asian crisis. When
developing countries have a legitimate cause for concern, they can jointly exert significant pressure on advanced
countries. But to do so, the claimant country should have clear economic philosophy, good domestic policies

and effective dipiomacy.
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1-4
Policy Measures for Industrial Promotion and Foreign Direct Investment

Fukunari Kimura

Keio University

1. Background

The economic environment surrounding Viet Nam has drastically been changing. Since 1998, an
unprecedented boom of foreign direct investment (FDD has occurred among developed countries, and the
economic activities have been globalized with the cost reduction of international logistics and
' teleéommunica_tions. FDI .is extremely fastidious in choosing its destination, and the fruit of globalization
tends to be distributed uncvénly across countries and regions; Thus, less developed countries (LDCs) inevitably
face the threat of mafginalization from the .world economic growth, _

In the Asian cconomic crisis, the ncighboring ASEAN countries have undertaken a drastic policy reforﬁl
wiih a great sensé of emergency.. Rather than resisting the wave of globalization, they have boldly chosen a
way to accommodate the_msclves to thé New economic e"r.wironmcnt. As for the trad.c and FDI—rclat_ed policies,
they have clea}ly turned iﬁto more aggressive liberalization. Notably, they have promoted the ASEAN Free
Trade Area (AFTA) scheme more \'rigorou'sly and have removed various barriers and restrictions for incoming
' FDL | |

In the neighboring ASEAN countries, micro economic industrial policies have. shifted from the classical
infant industry promotion with trade protection to other forms of industrial promotion policies. The neighbors
start to seek possible policy instruments compatible with the Washington consensus advocated by the World
Bank and the International Monetary Fund (IMF) and international policy discipline imposed by the World
~ Trade Organizatibn (WTO). They alsc think much of hosting FDE; they admit that affiliates of foreign firms
are not a supplementary part of their industry but rather form.a core of their ec'onomy at least in the short run.
They carefully consider what mulunatlonal entcrpnses (MNEs) hope for and how they effectively capture
spliiover effects, resultmg m the emphas:s on agglomeratnon and information technology. They sensnwely
detect a change in MNEs' behavior; the cost reduction of service links among geographically remote production
blocks enaibies MNES to fragment their activities effectively. The market forces seek for both agglomeration
and fragmcntatlon
: The current LDCs are faced Wlth new unprecedented econonuc envuonment To meet a new challenge for
mdustnallzat_lon in the wave of globahzatm_n, the mle of government must also change. The traditional

“ import substitution policies are not dead but require more careful planning with regard to the feasibility,
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incurred cost, and timing. Rather than considering trade protection, the government must pay more attention
to preparing market-enhancing economic/social infrastructure and institutional arrangements. The government
may want to sow seeds of agglomeration with a subtlc touch. In addition, it is important to consider how to
deal with FDIL. |

Viet Nam is no doubt a country with great human capability. However, it somewhat lagged behind in
utilizing globalizing forces. The world may not be compassionate enough to wait for a gradual reform of Viet
Nam. Viet Nam has already committed itsclf to entering the WTO accession process. Viet Nam has also
decided to meet the dbligation of AFTA in 2006, which will require the reduction of import tariffs to 0-5% as
well as complete elimination of nontariff barricrs.(NTBs) for most of the traded commoditics. Affiliates of
foreign firms ldcated in the ASEAN countries can also benefit by the preferential arrangements as far as they
meet intra-regional content requirements of 40%. _
- This paper tries to present some materials potentially useful for constructive discussion when we consider
how Viet Nam can deal with globalization. Rather than conducting an intchsi've, pcnetr_ating study.'on the
Viet Nam's economy ﬁer se, we would like to survey the external economic environment dnd draw some
policy implication for Vie.t Nam. The paper focuses on the issues of how far ihternatidnéxl policy discipline,
particularly u'nposed by the WTO limits industrial promonon puhc:cs There is a trend that international
policy discipline vxrtually steps mto the territory of traditional domestic polxcy arena and makes dlscrenonary
room for industrial promouon However, because of its hxstory-dependent nature, the bordcrlme bctwccn '
tradltlonal pure" domestic pollcy and international policy discipline is not uneven at all We would like to
check what sort of domestic policies is likely to be constrained and what is not by 1nte-manonal pollcy dlsc:lplme.
Then, the discussion ends up with the issue of how to deal with FDL. FDI-related policies_aré by far most
. important for current LDCs to promote industrialization. We draw some anecdotes from neighboring countries

as well as reviewing issues and problems pointed out by Japanese firms and provide some hints for cOﬁsu'ucting

effecti\_re FDI-related policies.
2. Policy tools compatible with international policy diséipline

The Washington consensus and the .WTO's pdlicy discipline are largely consistent {v_i[h thg'ir'advpcacy of
mérkct-orientcd institutional building and are in a desirablé diréétioﬁ' for LDCS in ﬂle I.ong-n.m persPeciive. '
However, they often urge policy reform in great haste without taking into account adjustment costs and -
scqu'encing' In p:art.icular international discipline of commercial pdlicics imposed by the WTO is set as"a tule
and comes with a considerable enforceability backed up by effective dispute settlement mechamsm

Howevcr they are not like a solid fortress at all. Smce the discipline on mtemanonal commerc:ai policies
has been developed from the tradltlonal commodity tradc discipline, the penetrauon into domcstlc pohc:cs is

uneven and sporadic. In the following, we try to speéify the maximal room for po[icy'dis'a:retion 'cbnfé.rnling
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to the international standard,

{1y The WTO policy discipline

Muitilateral trade negotiations obviously have a complicated logical structure. Economics theory
says that removal of trade barriers raises the overall welfare of liberalizing country, particularly of the
majority of consumers. However, in the political arena, possible loss of small number of import-competing
producers is played up, and negotiators quite often work for domestic people with vested interest. A
boost for trade liberalization comes from exporters hoping other countries’ removal of trade barriers. As
a result, negotiators behave very much like mercantilists, just like claiming that exports are good and
imports are bad. They try to maximize other countries' import liberalization with minimal import
liberalization (they call it "concession”!) of their own. Combined with idealistic motivation for worldwide
liberalization, multilateral trade negotiﬁtions under the WTO are conducted under the rule of reciprocity;
i.e., participating countries offer "concessions” to each other.!

The skewcd mcentlve schcme of trade negotiators generates skewed environment for LDCs Once an

: LDC becomes a WTO member country, it may ut111zc the reciprocity rule as well as collective ncgotlanon

forum so_ as to increase its negotiation power. Rec1proc1ty is the rule of negotiation among WTO member
countries, and thus LDCs at least pot.emially take no worse position in multilateral negotiations than in
bilateral negotiations with world giahts_. On the other hand, newcomers such as Viet Nam always have |
ha:d time. Because the rule for member countries does not have to apply for nonmember countries,

almost one-sided liberalization is requést;d in pre-accession bilateral negotiations. Recently in particular,

. liberalization requests have a form of so-called WTO plus (beyond. the normal coverage of the WTO),

which tends to demand even mim_t than the incumbents have attz_lined. Newcomers can be 2 member "on
terms to be agreed" with the WTO {Marrakesh Agreement Article XI), which means that commitments
regarded as WTO plus also become a part of the obligations (potentially éubjcct to dispute settiement
proccdufc) that newcomers must follow. The author thinks that this practice is problematic and potentially
undermines the core spirit of the WTO. However, this is the reality. Newcomers must watch carefully
what other recent ne.wconiers'conunitted themselves on. Itis certainly unpleasant for countries in accession
process té realize that the thrust of mercantilism comes with a sort of hypocritical fundamentalism.

However, note that policy rule or policy discipline of the WTO itself largely conforms to economics.

" Atleast, it is meant to be consistent with economic thought. Thus, policy makers in LDCs must be very

c_airefu_l in distinguishing between what has to be done as soon as possiblc and what does not have to.

- Economics tells us what is regarded as a principle to be followed and what can be dealt with on a case-

by-c;ase baSis.

. Why multilateral trade ucgouauons are based on such skewed negouanon incentives is one of the hot topics among trade
theorists. See Krugman (1997) and Bagwell and Staiger (2000) for example.
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Policy discipline of the WTO is centered on the non-discrimination principle, which consists of the
most-favored-nation (MFN) treatment and the national treatment (NT). The former says that foreigner
A and foreigner B must be treated equally while the latter claims that a domestic person (or good) and a
foreign person (or good) must be treated equally. These are powerful notions from the viewpoint of
economics that stresses the efficiency of resource allocation and are regarded as "a rule of thumb" in the
sense that they must be followed in aimost all situations. There are of course cx'ccptional situations in
which deviation from the principle is allowed, but in those cases, the existence of reasonable market
failure must be demonstrated. In addition, transparency requirement is imposed in order to establish an
effective and efficient market condition.

Beyond the non-discrimination principle and transparency requirément, economics does not issue a
blank check. One of the confusing notions is marker access. In the negotiation process of GATS
(General Agreement on Trade in Services) during the Uruguay Round, the concebt_ of market access was

formally introduced in order to take care of quantitatively restrictive measures related to service trade

~ (Article XVI).? The GATS defines NT in a narrow sense; the NT requireme'nf means nqt to dist_:riminate

foreigners inside the doni_estic market, which _do;s not cover possiblé discrimination at the nat'ional
border. The concept of market access oh the other hand covers the prbhibition of disc;ifninatory practices
when foreign service providers are coming into a co_uﬁtry's market. The GATS applies a positive list -.
method for national treatment and market access and encourages liberalization in this directibn. However, |

domestic regulations do sometimes have strong enough economic justification even if they result in

- deterring foreign entry. For example,' the indigenous licensing system for accountants can work as a

barrier to market access for fbreign accountants but may be. justified as reaéonable doxhestic econbmic
system. Whether economics endorsés a domestic regulation must be jddged on the cdse-by-case basis.
In addition, the concept of market access has frequently been used in.differen.t COntexts. in particular,
market access ofien means the guaranteed foreign entry asa résult, not just providing equal opportunity.
In fact, economics has not given a rigorous definition to the éoncept of mérket accesé and thus does not
treat market access as a rule of thumb. o
Another prdblematic notion is the convergence of economic institutions. As the économy is more and
more globalizcd; the convergence or harmonization of economic institutions becomes increasingly
attractive. However, eéonomics_ knows that each cquntry‘é economic instimtior;s have been for!ﬁed ina
history-dependent manner and thus often have economic j.ust_iﬂcation to some extent. Economics does.
not advise us that all sorts éf economic institutions must be commonized across countries. Again,

whether the convergence of economic instit_tltions is peréuasive or not must be judged on the case-by-

case basis.

2 Article VI of GATS (Domestic Regulation), on the other hand, takes care of qualitatively re'stri.ctive measures ih aloose
manner. ' '
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Therefore, when the issue concerned is on market access or the convergence of economic institutions,
do not hastily make concessions without thorough thought; it is still negotiable in many cases. We must
first check whether the claim has enough support from economics or not. Then check whether it has
already become a common sense in the world or not. If it does not sound appropriate for LDCs, get

together with other LDCs to make your voice larger.

(2) Relationship between domestic policics and international policy discipline
The legal relationship between domestic policies and international policy discipline has clearly been
established. In case of the WTO, the membership is based on an international treaty, and treaties are
always placed under national constitutions that are directly endorsed by national sovereignty. In this
sense, domestic policies always have priorities over international policy discipline. This structure is
clearly different from the structure of "super-states” such as the EU Commission that is partially supported
by direct votes of people in the region. Of course, international policy discipline itself is intended to
change domestic policies in a proper way, but such changes must always be backed up by the endorsement
of national sovereignty. Because a treaty arrangement among .stateé is the legal background of the
WTO, it does not physlcally force a state to follow its decisions even if it leaves room for possible
. retaliation. It simply says that "prompt compliance with recommendations or rulings of the dispute
settlernent body“is essential in order t_o ensure effective resolution of disputes to the benefit of all Members”
(Article XXI of Annex 2 of the Matrakesll Agreement) Each country can at any time reconsider the
‘membership of the WTO if i 1t finds the WTO too onerous or intolerable.
However, quick and efﬁc1ent dtspute settlement mechanism was established in the Uruguay Round,
* which provided the WTO strong virtual enforcement power. And, in reality, withdrawal from the WTO
is too costly for most of the countries in the WTO, particularly for LDCs, even if they feel that their
nattional sovereignty is partially intruded. In this sense, the WTO is becoming a sort of super-state. We
cannot really prediet_whetller this trend continues or not, though a number of econormists start reconsidering
the s.eope of the WTO _ratller con'servati\.rely.
| Even if the WTO is going to be a sort of super-state, it cannot completely substitute for national
. govetnments for a number of reasons. ‘One of the important differences between national governments
and international orgamzattons ison thetr ob]ecuve functions. International policy discipline enforced
by the WTO is almost entirely derived from the efficiency consideration. The primal goal is to optimize
_ resource allocation of the world so as to maximize the world total pie. On the other hand, domestic
poltc:es typlcally have multlple objectwes The objective function usually includes not only the efficiency
_ argument but also social cons;deratton taking care of income dtsmbunon regional development, minority
" policies, and others. This also means that clomestxc pohctes are more prone to being influenced by

- political economy compared w1th international policy discipline that has a much more simplistic objective

85



function.

(3) Industrial promotion policies conforming to the WTO rule

Policy discipline of the WTO has strong history-dependent characteristics. Hence, even if the discipline
basically conforms to economics, the borderline between "pure” domestic policies and international
policy discipline is uneven. Sceme policies are strictly controlled by international policy discipline but
others are not. As the GATT-WTO rcgirhe has evolved, the room for industrial promotion policics has
also changed. In the following, we will review how far the WTO policy discipline restricts various types

of commercial policies and specify the maximal room for discretionary policies for industrial promotion.

- Policies for merchandise trade
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The GATT has a long history of mking care of merchandise trade and thus naturally develops the most
refined framework of liberalization for it. The key elements can be summarized as follows: first, Article

X1 of the 1947 GATT states the general elimination of quantitative restrictions. Economic theory says

- that quantitative réstrictions such as import quotas are in general more distortive than price distortive

measures such as import tériffs and thus the GA’I’I‘ was written so as to bc consistent with the theory on
this matter. There are limited exceptions such as cases in which shortage of foodstuffs or other essential
products must be avmded cases in which standards or regulations for the classnﬁcanon grading, or
marketmg of commodities are called for, cases in which restrictions are on agncultural or fisheries
product for some specnﬁc purposes of domcstlc pohcncs (GAT'I‘ Article XI(2)), and cases in whlch it is
necessary to safeguard external financial position and the balance of payments (GATT Amcle XII and
Article XVIIIB for dcvc]()pmg countr_lcs). Otherwise, the GATT asks member countnes to eliminate
quantitative restrictions with the possibility of switching into tariffs (we call it ta}iﬂicarion) Thus, we
must say that quantitative restrictions cannot be long-lastmg policy tools for protectwe purposes
Second the GATT does not request member countries to elmunate tariffs lmmedlately Rather, the
GATT treats tariffs as the least distortive trade restriction and tries to sw1t_ch other forms of mea_sures
into tariffs. The GATT asks member countries to attach to the Agreemeﬁt the schedulc.of cdnécssions,
whicﬁ includes the list of so-called conventional t;riff rates. Conventional tariff rates are the maximal
tariff rates that can be appliéd for the products of member countries. The proportion of coimrilodity items
that are bounded by the sched_ule.of concessions is different across countries. Many Latin Am_eﬁcan
countries set bound ratios at almost 100% while East Asian countries are often criticized for low bound

ratios. For example, bound ratios are 89% in Korea, 92% in Indonesia, 70% in Thailand, 79% m Malaysia,

73% in Singapore, and 23% in Hong Kong (MI'I'[. (2000, p. 56)). Recently; nt_:w memb_e_f countries are

often requested to set zero or very low conventional tariff rates for almost all commodities. The

negotiations over tariff reduction in the past were conducted over conventional tariff rates as well as -



bound ratios. After multiple negotiation rounds, tariffs have already lowered considerably though they
have not reached zeros yet even in developed countrics. We can still use tariffs for protective purposes
for the coming five or ten vears if negotiations work.?

Third, the GATT thinks much of various types of trade facilitation measures such as valuation for
customs purposes (Article VIl and the Agreement on [mplementation of Article VII of the GATT 1994,
and others}, fees and formalities for trade (Article VIII), publication and administration of trade regulations
(Article X), and others. The Marrakesh Agreement also included the Agreement on Technical Barriers
to Trade (the TBT Agreement), and agriculturél negotiations following the Uruguay Round concluded
the Agreement on the Application of Sanitary and Phytosanitary Meaaures (the SPS Agreement). Actuélly,
there are a number of complaints and disputes on these issues, and thus the GATT takes care of them in
a deliberate manner. It éornetime# goes beyond non-discrimination and transparency and steps into
institutional convergence. It ié in gcneml difficult to manipulate these rhetoric for protective purposes.
~ Fourth, the GATT admits a few special types 6f tariffs when the condition meets. These are called
"administered pi'otective measures,” which include antidumping dufies (GATT Article VI and the
Agreement on Implementation of Article VI of the GATT 1994), countervailing duties (GATT Articles
Vi and XVD, and safegﬁérds {GATT Article XIX and the Agreement on Safeguards in the Marrakesh

: Agrcemcht). Trade economists have long been criticizing both the structure aﬁd implementation of
: antidﬁmping meas_ures,“.but recently in particular, the usage of them has spread over & number of LDCs.5
It is understandable that LDCs would like to hﬁve some counter measures against "unfair” trade by othet
countries,.and antidumping measdres as well as countervailing measurés can be effective tools for the
pﬁrboses. Howev.er, ihey do not probably work as policy ﬁleasures for promoting industries in the
r.niddle‘or long run. Safcg@rds can be used under some conditions even if exporting countries do not
conduct unfair pfﬁctices. Howéver, the qualification for using this measure is known to be hardér to

attain. In addition, it is not suitable for industrial promotion in the middle and long run.

Policieé for traélc in services

_ The GATS was one of the tnoét important attainments of the Uruguay Round and expanded to scope
‘of GATT-WTO. The GATS specifies the coverage of service trade and sets up a framework of services
trade hberahzatlon The GATS lists general obllgatlons and dlsmplmes including MFN (GATS Article
1)) and transparency (GATS Am(_:lc HI). As for the MFN treatment, member countries are obliged to list

measures inconsistent with the MFN principle, using a so-called "negative list method." And then, as

However, in case  of Viet Nam, the AFTA obligation stanng from 2006 would undermine any trial to use tariffs for

protectwe purposes
See Finger (1993), Clarida (1996), Messerlin (1996), and Lipstein (1997) for example.
See Miranda, Torres, and Ruiz (1998) and WTO (2000, p. 47) for the usage of antidumping measures by LDCs.
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specific commitments, market access (GATS Article XVI) and national treatment (GATS Article X VI
are imposed. Member countries must submit the schedule that states the commitments for market access
and national treatment by 155 sectors and 4 modes® with a "positive list method.” Alter the .Uruguay
Round, negotiations were continued in the sectors of financial services (concluded in 1997), basic
telecommunications (concluded in 1997), maritime transport services (not yet concluded), and movement
of natural person (concluded in 1995).

Thc GATT Article XIX says that member countries must start negotiating over specific commitments

for liberalization by the end of 1999. Because the new round has not started yet, service liberalization

- does not proceed quickly at this moment. From the viewpoint of newcomers such as Viet Nam, however,

the pressure for liberalization would come from bilateral negotiations rather than discussions in WTO.
What will be committed in the accession negotiation will determine the room for discretionary policies.

Once the new round starts, however, we have to watch carefully what sort of liberalization obligétion

would come on trade in services.

- Investment-related policies

In the era of globalization, the author believes that we should establish_an essential set of _multilaterai
policy discipline 6n FDI-related policies that includes transparency requirements, MFN and NT principles,
a ban on some distortive performance requircments, and dlsputc settlement meche_mism on the gofémment—
to~g‘0vemmeht basis. Of cou'rse,-LDCs must be gra.ntéd enough room for policy discretion on development
purposes, but the current lack of muitila'tcral policy ﬁrinciplc as a.rulc of thum_b seems r_ather to set
obstacles to LDCs' effort to host FDL; waévér, whether the investment rule will be a tdpic of the WTO
new round or not is still under disputes. Countries with positch attitude for constructing rﬁultilétcral
investment rule include the European Comnﬁssion, Japan, Korea, Hungary, Chile, and Switzerland. On
the other hand, India, Pakistan, Malaysia, Egypt, and others arc'strongly opposed. FDI is asymmetric in
nature. Invéstors are predominantly cOrj)orate firms of developed countries. On the other hand, it is
mostly LDCs that should conduct substantial policy reform once investment rules are imtjosed. This
asymmetry sométimes makes LDCs scﬁizophrénic about investment rules. Thcy would like to host FDI
while they want to keep room fof policy discretion. _ _

There is no general investment rule at the multilateral"level, a_nd the binding, enf(.)rceéblc' fulc_for FDI
is limited to the Agreement on Trade-related Investment Measures (TRIMs) and a part of GATS. Alﬂiough
the TRIM Agrccmeﬁt includes articles on national treatment, the climin_zitibi_& of quanﬁtative ﬁ_:strictions

(Article II), and transparency requirements (Article VI),_the coverage of TRIMs is virtually limited to
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®  Four modes are (i) cross-border sﬁpply, (i) consumbtion abroad, (iii) commercial presence, and {iv) presence of patural
persons. '

7 See Kimura (2000) in detail,



measures explicitly stated in the Illustrative List in the Annex. The list includes local contents
requirements, trade balance requirements, foreign exchange regulations, and export restrictions as TRIMs
not conforming to the WTQ. This is obviously a very short list that covers a small subset of investment-
related measures in general, but the discipline is enforced very strictly instead. Non-conforming TRIMs
are to be completely removed in a short time period; in 2 years (after the Marrakesh Agreement becomes
cffective) in the case of a developed member country, 5 years in the case of a developing member
country, and 7 years in the case of a least-developed member country (Article V). It seems pretty hard
for LDCs to meet the.timé limit, and some of them have submitted request letters asking the extension of
the transition period to the WTO (see Table 1).

Thus, policymakers of Viet Nam should notice that the TRIM obligation will come soon after the
WTO accession. Investment-related policy measures other than those listed in the Annex of the TRIM
. Agree.mcnt, however, have large' room for policy discretion.

An important trend in the iﬁtematiohal community is to establish bilateral investment treaties (BITs).
At the bilateral level, treaties of friendship, c_:ommercé, and névigation (FCN) were traditionally concluded
@inly bet.ween developed_cohntries, that covered a wide range of bilateral economic, cultural, and
politiéél cooberation, inclﬁdir_:g investment protection. No new FCN treaties have been concluded since
the 1960s though. BITs began to be formed in the late 1950s and have recently been popular. BITs were
_ tréditionaliy concluded between a developed ﬁbuniry and an LDC, but BITs between LDCs are also
.increasing recently.® Aécdrding to the .U.NCTAD. (2000b, p. 6), we had 1,856 BITs in the world at the
- end of -19.99. The c'o;li'ents :of. Bth are mainly for invesm.lent' protection. However, some BITs include

.articles promdting FDI liberalization such as NT béforc and after entry and the ban on performance
requirements. The world trend is thus iﬁ the direction of liberalization though the general discipline is

not yet established on the multilateral basis.

- Subsidies and other domestic policies

Viﬁually all countries in the world providé subsidies as one of the instruments to accomplish their
own policy objectives. Subsidies take varioué forms such as grants, tax exemption or reduction, low
mterest loans cap:tal prov1snon export credits, and others. Subsndles may distort competitive environment
by protect domestic agencnes and thus the GATT-WTO i imposes some restrictions on subsidies. However,
because subsidies have strong nature of "purc” domestic policies, the WTO policy discipline takes a

“complicated form.

UNCTAD is acnvely prowdmg technical assnsr.ance and matchmakmg services for LDCs to conclude BITS. One of the
recent campaigns by UNCI‘AD with the support of the Government of Japan and the Umted Nauons Development
ngrarmne (UNDP) was a two week conference held in Sapporo Japan in June 2000, where 12 LDCs initialed 22 BITs
(UNCTAD (2000a)). '
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Table 2 is the summary of subsidy classification in the WTO for non-agricultural sectors. The WTO
classifies subsidies into three categories: red, yellow, and green. Red subsidies are regarded as trade-
distortive and are banned, which include export subsidies and subsidies upon the use of domestic over
imported goods. As indicated in the lower part of the table, LDCs can be granted special treatment or
longer transitional period after the WTO Agreement becomes effective. Yellow subsidies are not banned,
but trading partners may impose countervailing duties if the condition meets. Green subsidies are not
banned as \tvell as not being subject to countervailing measures. Green subsidiés include subsidies that
are not specific, and subsidies that are specific but related to R&D, regional development, or environmental '
requircments (with some conditions). In addition, no matter what the type of subsidy is, member countries

" can seek remedies in the WTO. _

There is thus a pretty wide scope of subsidies that conform to the WTO policy principle. One of the
key elements is non-specificity. A subsidy is regarded as specific (i) if the access to the subsidy is
limited to certain enterprises, (i) if the access is limited to certain enterprises Jocated within a designated
geographical region or (iii) if the oubsidy is "red.” There are many kinds of subsidies or policies that are
not going to specific enterpriscs. Subsadles or policies for basic research human resource development,
or mfrastructure development can in many cases be WTO-consistent policies serving for mdustnal
development. Or, even if the ﬁ_nal recipient of a _subs:dy is a specific enterpnse, the govemment can
establish objective 'criteria or conditions for the selection process so as to rnake the subsldy bein.g -"non-
specific” (Agreement on Subsidies and Countervallmg Measures Article H(l)(b)) In addition, spec:ﬁc

subsidies for R&D, regional development and env:ronmental requtrements are allowed under certain

condltlons (Article VIII(2))

3. General directionto go

The paper reviewed the policy principle of the WTO and discussed the room for WTO-conforming policies
for industrial promotion. Althongh we talked about the maximal room for pollcy discretion, it was not mee,nt
to encourage policymakers to fltlly utilize the freedom. On the contrar'y,' We must stress: tllat general direction
must be liberalization and efficiency argument is important in the conte.xt of both static and dynamic reéouree
allocation. We must try to minimize the utilization of amﬁc;al dtstomons and once we go way out we must
logically justlfy the deviation as counter-distortionary policies. In addmon from the viewpoint of cffcctlve '
negottatton tactics, it would niot be smart to ﬁght everywhere on a long front lme. Rather, with cons_tdenng
the overall balance, we had better narrow down the targeting and add more persnasive power in negotiation

We must seriously consider the possrble lmpllcatton of AFTA. The netghbonng countries of Vtet Nam
have developed quite different industrial structure compared with the Northeast Asran economtes such as

Japan, Korea, Taiwan. Notably, the presence of foretgn afﬁh_ates has become by far heavier in the ASEAN



countries than the Northeast Asian economies. Table 3 presents rough estimates of the weights of Affiliates
of Japanese and American firms in the East Asian econonies, using the data of the Japancse and U.S. statistics,
Even in terms of value added, shares of affiliates of Japanese and U.S. firms in total are 20% in Singapore,
9% in Malaysia, 6% in Thailand, and 4% in the Philippines and Indonesia. Considering that the large proportion
of FDI belongs to the manufacturing sector, we can say that the core of the manufacturing sector in the
neighboring countries consists of foreign affiliates. The presence of foreign affiliates is even larger in terms
of expohs and imports. We must expect that a number of the foreign affiliates will surely clear the threshold
of the 40% regional contents ratios, and Viet Nam will face their exports with tariffs of 0-5% from 2006.

Freer trade attracts FDI, and also the presence of foreign affiliates accelerates trade liberalization. Figure
1 prcscﬁts recent changes in average tariff rates of the East Asian countries. These are not simple averages of
tariff rates obtained. from tariff schedules but ratios of total custom duty revenues to the value of imports. Of
course, this indicator does not reflect prohibitive tariffs, but we can roughly read the height of actual trade
barriers. The_ﬁgures are surprisingly low and decrea'sing over time. In 1997 or 1998, the ratios are already
" less than 5% except the Philippines. Actually, Chile, which is known to accomplish bold trade liberalization,
still has 7% in 1998. The low ratios mainly come from the heavy and increasing weights of foreign affiliates.
Export-criented foreign affiliates aggressively utilize the system of tariff exemption or reduction on imported
parts and components for export products. 'FDI has effccﬁvcly cataljrzed freer trade.

Since the'As;ian écohomic crisis, the neighboring. countries have even accelerated the liberalization of FDI-
related policies. Viet Nam has. to invcs.tigatc. how the neighboring countries treat incoming FDI. With
conéidering the .forthcoming obligation fof the ‘WTO and AFTA, Viet Nam may need to make a drastic
decision for hos;ting FDI. '

What motivates foreign capital fo invest? Our observatioﬁ sdggests that investment incentives or preferential
arrangements are not necessarily the key. Firms think more of the transparency, fairness, and predictability of
FDI-related policies and administration. Table 4 presents the classification of issues as well as the number of
complaints raised by Japanese firms (Business Cbuncil on Faéilitation- of Trade and Investment (2000a, 2000b)).
Figures do not necessarily indicate the dcgrec of seriousness or unfairness of issues. The larger the presence
of Japanese firms is, the more issues are natufally raised. And also, their corhplaints sometimes come from
their own narrow interest, rather than consicléring the overall welfare. Nevertheless, we can still obtain a
rough idea of major obstacles Japanese investors are facing. In case of Viet Nam, many issues are pointed out
particularly in "#23 systems, practices and administrative procedures” and "#24 underdeveloped legal system,
sudden changes."

With a s&oﬁg sense of emergency, the Board of Investment (BOI) of the Thai Government, which takes
care of domestic and foreign investment .incentives', has drastically reformed themselves in order to attract
FDL It has triéd to attract FDI By e;staiblis_hihg .thém'.;;‘elv-e_,s'as_ a "bhc-stﬁp shop for services.™ Asa result, FDI
inflows to Thailand increased from USD 2,405 million (1997) and USD 3,732 million (1998) to USD 7,449
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million {1998) and USD 6,078 million (1999) (UNCTAD (2000b, p. 286)).

Also in the economic crisis, Malaysia imposed temporary restriction on capital outflows starting from
September 1998. The international community initially criticized this policy measures, and the impact on
FDI activities was expected to be strongly negative. However, we observed very few withdrawals of foreign
affiliates from Malaysia though new investment stagnated. One of the untold stories in the background was
close communications between government officials and foreign affiliates. Government officials took great
effort to frequently visit foreign affiliates and their industrial associations and asked them whether or not they
were experiencing any inconvenience in 5ehding money back and forth. As a result, they successfully insulated
real economy activities from the turmoil of financial sector.

These two anecdotes suggests that transparencjr, fairness, and predictability are the key for hosting FDI.
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Table 1 Trade-related investment measures notified to the WTO

Import restriction
Local content Tradc? balance thrp:))ugh foreign Export restriction
_ requirements requirements exchange control

| Argentina Amfe) Ame)

Bolivia O

Barbados Ag

Chile Am(e) Am{e)

Colombia Am, Ag(e) Am, Ag(e)

Costa Rica 0 .

Cuba Am, O

Cyprus Ag

Dominican Rep. O Ag, O

Ecuador Am

Indonesia Am, Ag, O :

India -0 Am, Ag, O

Mexico Amf(e) R

Malaysia Am(e)

Pakistan Am(e), O

Peru - Ag .

Philippines “Am(e) Am(e)

Uganda* SRR C 0 :

Romania Am(e), O(e)

Thailand Am, Ag, O

Uruguay Am

Venezuela Am

S. Africa Am, Ag, O ;
__gypt ? ? ?

Nigeria ? ? ?

Am: TRIM in automobile industry
Ag: TRIM in agriculture
O:  TRIM in other fields
(e): Extension request has been submitted to the WTO.

*: Upganda is classified as a least-developed coumry, and thus the TRIM obhgauon wnll be effective on Jan, 1, 2002,
Sourcc MITI (2000, p. 167).

This table is originally appeared in Kimura (2000).
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Table 2 Summary of subsidy classification by the WTO: for non-agricultural sectors

{1) Prohibited subsidies (red subsidies) [Part II]
- Export subsidies and subsidies upon the use of domestic over imported goods are prohibited. [Article I,
Annex I]
- These subsidy shall be deemed to be specific. [Article 1I(3)]
- Special and differential treatment of developing country members. JArticle XX VII]

{(2) Actionable subsidies (yellow subsidies; not prohibited but possiblly subject to countervailing measures) [Part
41§
- Subsidies which are specific, but neither red nor green.
- Notification of subsidies needed. [Article XXV (2)]

(3) Green subsidies (neither being prohibited nor being subject to countervailing measures)
- Subsidies which are not specific [Article II], or
Subsidies which are specific [Article IT}, but one of the following holds [Article VIII]:
Subsidies for research and development (in some condmons) [Amcle VIII(2)]
Subsidies for reglonal development (in some conditions) [Article VIII2)]
Subsidies for environmental requirements (in some conditions)[Article VIII{2)]
- Notification is needed for subsidies which are specific. [Article XXV(2)]

Remedies (requesting cdnsu]talions with 6lhcr country members) are possible for red subsidies [Article IV],
yellow subsidies [Article VI]], and green subsidies [Article 1X].

Deﬁmuons of some lmportant concepts

Spec:ﬁcny _
A subsndy is specific if the access is lmuted (o certain enterprises [Article H(1)],
if it is limited to certain cntcrpnses located within a designated geographical region [Article 11(2)],
or if the subsndy is "red" [Article II(3}].

Countervallmg measures [Part V]: : :
Imposition of countervailing duty that is a specnal duty levied for the purpose of offsettmg any subsidy
bestowed directly or indirectly upen the manufacture, production or export of any merchandise, as
provided for in GATT Article VI(3).

Special and differential treatment of developing countfy members and transitional arrangements on the ban of
*red" subsidies:

Subsidy upon the use of domestic

Export subsidy over imported goods
Least-developed country - . Not applied Not applied for 8 years
%ﬁﬁ:ﬁaﬁ;ﬂg{gg "t\hr::f; lv(i])é;’) Not applied o Not applied for 5 years
Other developing country Not applied for 8 years Not applied for 5 years
Developed country Not applied for 3 years Not applied for 3 years
Transitional country Not applied for 7 years Not applied for 7 years

Numbers in { ] indicate articles of the Agreement on Subsidies and Countervailing Measures in the Marrakesh

Agreement.




Table 3 The significance of affiliates of Japanese and U.S. firms

in the East Asian economies (1996)

(%)
Value added Employment Exports . Imports

Affiliates | Affiliates | Affiliates | Affiliates | Affiliates | Affiliates | Affiliates | Affiliates
of Japanese| of U.S. |of Japanese| of U.S. |of Japanese| of US. |of Japanese| of U.S.
firms firms firms firms firms firms firms firms
Korea 0.46 0.49 0.33 0.17 6.95 n.a. 63 | na
Hong Kong 5.24 1.91 2.66 3.18 17.02 17.17 16.38 n.a.
 Singapore 1190 7.69 4.73 - 5.68 33.17 55.13 33.38 n.a.
Malaysia 4.61 4.68 2.67 1.62 13.11 18.47 15.19 na.
Thailand 4.54 1.89 0.89 0.26 33.28 n.a. .29.7% . na.
Philippines 1.56 2.60 0.34 0.24 13.98 31.02 -9.70 n.a.
Indonesia 1.12 2.61 0.26 0.06 11.33 18.93 15.26 n.a.
China 0.42 0.26 0.05 0.02 3.82 5.32 4.51 n.a.

Affiliates of Japanese firms: Affiliates abroad with more than 10% lapa.nesc ownersh:p (except those whose parent firms are
in finance & insurance or real estates) Data for 1996 F/Y. :

Affiliates of U.S. firms: Affiliates abroad wnth more than 50% American ownershlp (nclthcr parents nor afﬁhates are banks}.

Data for 1996.

Note that the ratio of returned questionnaires is as low as 59.1% for the data of afﬁliates of Japanese firms.

The definition of "value added”: "sales minus purchases for afﬂllatcs of Japancse ﬁrms and Zross pmduct for afﬁhates of

U.S. firms.

Value added and exports/imports for affiliates of Japanese firms are estlmaled by usmg the data for total NIEs and total

" ASEAN4,

Source: MITI (1999), Us. Departmcnt of Commcrcc (1998), and IMF (2([!))
This table is originally appeared in Kirmura (2000)
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Table 4 Barriers to trade and investmeh! listed by Japanese firms

ASEAN Brunei China__[Hong Kong India Indonesia Korea Malaysia | Myaniar | Pakistan | Philippines | Singapore [ Taiwan Thailand
#1 | Restrictions on entty and foreign ownership 1 4 10 5 E 1 4 2 2
" Regul : 8 productian ratios and local s P 3 3 L 2 1 3
P ratios

#3 Expoit requiremenis 3 1 1 2 3

#4 | Withdrawad regulati 5 2 1

#5 Restrictions in parts indusiry policies 1 i 1

#6 Preferentiat policies for foreign capital 6 2 1 1

#7 | Procedures for the operation of the Forcign Affiliste Law 1 4

8 Investment recipient organizati - i 1 ¥ 1 7

#9 Expari-impon regulations; tariits; cusioms clearance 35 1 1 14 1) 14 3 4 12 1 13 9
#10 | Regulations on activities in free trade areas and others ] 1 5 i 1 i
#ll Recovery of profil and technical fees; demands for technological 3 P 3 2 ;

transfer : :

#12 | Exchange controls 7 5 1 2 7 6] 1 2 3 4
#13 | Finance 7 7 4 -2 3 1 4 3 4
#14 | ‘Fexation 18 13 12 4 4 3 3 9 1 5 12
#15 i Price comrol -1 )
#16 | Employment 11 6 9| 3 7 4 4 6 7 5
#17 | Intringement of intelieciual property rights -] 1 - 4 4 3 1 i 3 5 6 10
#18 | Demands for technology transler 2 2 L

#19 | Industrial specifications and slandards 6 1 | i -2 2 1 1 2 4 2
#20 | Monopoly 1

#21 | Land-holding restrictions -2 1 i 1 1 1 2 }
#22 | Envi | pollution, waste disposal 1 1 1. 1 3 1 4
#23 | Sysiems, practices and adminisirative procedures 22 4 6| & 5 2 2 4 1 3 7
#24 | Underdeveloped legal systerns, sudden changes 10 2 2 1 ) 3 3 2 1 L
#25 | Governmen! procurement 7 j 4 1

#26 | Onher 9 3 15. 7 2 5 8 5 2 4 &
Toal 179 6 98 |. 32 A 75 33 19 61 22 36 B84
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Table 4 Barriers to trade and investment listed by Japanese firms (cont.)

Viet Nam lia N.Z. P.N.G. NAFTA Canada M U.S.A, Mercosur | Argentina Brazil Chile Peru Russia
Wl Restrictions on entry and foreign o hip 1 2 ] 2 2 q P
o Regulations concerning domestic production ratios and local 4 : 4 2 . 1
procurement ralios

#3 | Export require 2 1 i 1

#4 | Withdrawal regulations

#5 | Restrictions in paris indusiry policies 1 2

Li Preferential policies for foreign capital 1 i 7

#7 | Procedures for Lhe operation of ihe Foreign Affiliate Law 2

#8 | Investment recipient organization 1 3

#9 | Export-import repulations; taritfs; customs clearance 16 5 3 7 23 1 [ 14 14
#10 | Regulations on aclivities in free trade areas and others 1 1 1 ] 3

4l Recovery of profit and technical fees; demands for technological . ] . .

wransfer

#i2 | Exchange conircls 5 1 4 3
#13 | Finance 4 1 2 1 2 5
#14 | Taxatioa 3 5 B 12 6 4 6 Ia
#i5 | Price control

#16 | Emplayment 3 4 & 4 8 10 E)
#17 | Infringement of intetlectual property nights i 1 9 1 ;
#15 | Demaads for wchnology transfer 4 1 1

#i9 | Industriak specifications and standards i L 4 1 5 1 16
#20 | Monopoly 1 1

#21 | Land-holding resvictions 3 1

#22 | Envi a) poilution, waste disposal I 1 1 2 1 1

#23 | Sy , pructices and administrative procedures ? 1 5 2 3 12
#24 | Underdeveloped legal syst sikdden chang ] 1 4 4 i1
#15 1 G proc 3 1 L] P
¥36_ | Other 7 2 4 3 i 0 5
Toal 81 22 32 46 12 3 1?7 58 98
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Table 4 Barriers to trade and investment listed by Japanesa firms (cont.)

EU Austria Belginum UK. Denmark Finland France Germany Greece treland lialy Luxembourg] Netherlands | Portupal
#1 Resirictions oa enity and foreign ownership
» Regulalions cnn_ceming domestie production ratios and local 3 i
procurement ratios
#3 Expon requirements
#4_ | Withdrawal regulath
#35 Reswictions in purts industry policies
#6 Preferensinl policies jor toreign capital 1 1
#7 Procedures for the operation of the Foreiga Affiliste Law
#3 Envestmenl recipient organization 1
#9 | Expont-import regulations; wariffs; customs cl 15 2 2 1 1
#10 | Regulations on aciivities in iree wade areas and others
¥t Recovery of profit and technical fees; demands for technological
transier
#32 | Exchange controls 1 3
#i3 | Finaoce 1 1
#14 | Taxati 4 3 3 2 5 7 2 5 1 1
#15 | Price conirol 1
#16 | Employment 3 5 1 7 7 4 6 3 4 [
#37 | Infringement of intellectual property rights l 3
#18 | Dy du for technology transter
#1% | Industrial specifications and standards 16 i I t ]
#20 | Monopaly 1
#21 | Lond-holding restrictions
#22. | Environmental pollution, waste disposal [ 1 1 1 ]
#23 | Sy , practices and adminisirative procedures 5 4 4 3 5 i
#24 | Undendeveloped legal systems, sudden changes i 1 1
#25 | Goverament procurement
#26 | Other 1 3 2 1
Total 33 3 28 3 17 22 12 21 4 7 7
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Tabie 4 Barriers to trade and investment listed by Japanese firms {cont.)

Spain Sweden | Switzerland | Turkey Belarus Burgaria Czech Hungary Poland Romanis | Slovakia Slovenia Ukraine | Yugoslavia
# Resirictions on entry and foreign ownership |
a2 Kegulations cc ing domestic prod ratios and logal ) | .
procuremem nuios
#3 Expoil requiremeals
#4 | Withdrawal regulations 1
#3 Rextrictions in parts indusiry poiicies
#6 Preferential polivies for foreign capital 2 2 1 2 i
#7 | Procedures for the operation of the Foreign Affiliale Law
L] Investmenl recipient organization 1
#9 | Export-impan regul tarifls; customs clearance 2 4 2 1 3 3 2 3 )
#10 | Reguiations on activitics in tree trade areas und others 1
a1 Recm:mry of profin and technical fees; @ ds for technologi
transfer
#12 | Exchange controis 3 1 § |
#13 | Finance ] i
#14 - | Taxation 1 ) 2 2 4 2
#15 | Price controd
#16 - Employment 6 2 2 ! if 1 2 1 3
#17 | Infringement of intellectual property rights 1
#18 [P Is for sechnology mansf
#19 | Industriad specifi and standards 1 1 i 1 1 1
#20 | Monopoly ’ 1
#231 | Land-holding restrictions ] 1 1
#22 | Envi i pollytion, waste disposal . 1 1 1
#23 | Sysrems, praciices-and administrative procedures 3 2 5 5 I 1
24 | Underdeveloped legal systems, sudden changes 1 1 3 3 3 i
#25 | Governmenl procurenent
#26 | Other - 2 4 2 3 i
Towl 13 4 2 17 4 22 24 20 10 14 2 1

Figures in the wble indicate the number of issues raised by Japanese tirms.
Figures cko not necessarily indicate the degree of seriousness or uafaimess oF issues.

Constructed from Business Council on Fucilitation of Trade and Investment {2000a, 20000},
This lable originally appeared in Kimura (2000).
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Figure 1 The incidence of customs duty as a percentage of import value
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Customs duty: TMF (1999). |
Imports (c.i.f) and others: IMF (various years).
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