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ABSTRACT
FOREIGN DIRECT INVESTMENT IN VIETNAM: THE CASE OF
THE AUTOMOBILE INDUSTRY
By

Dang Viet Dung

After years of high growth rate, Vietnam’s economy has the sign of slowdown and
been uncompetitive. The threats of being lagged far behind regional countries are
available. It is due to chronical weaknesses of Vietnam’s economic structure and
(socialist factors of economy), as well as current government policies. Foreign direct
investment (FDI) is an important external capital resource for development of
Vietnam, but inappropriate policies prevent the effective utilization of FDI.
Vietnamese automobile industry, fostered by private FDI, is example of

uncompetitive industry.
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Chapter 1

INTRODUCTION

Foreign Direct Investment (FDI) has soared in importance over the past decade as a source
of capital, management, and technology for the developing world and economiesin transition.
However, with a perspective toward FDI that highlights the possibility of subgtantid dangers
as wdl as subgantid opportunities. FDI may have podtive or negative impact on
development, it is caused by well or ill-structured projects, but mainly by competitiveness of

the host- country markets, which in turn are often influenced by host-country policy.

The Doimoi (renovation policy) of Vietnam, which introduced market-oriented
reforms to the economy, has accelerated the country’ s progress towards indudtridization
and integration into regiona and globa markets, accompanied by the positive role of FDI.
After a decade of economic growth at high rate, Vietham' s economy has the sght of
dowing down. Vietnam is one of the poorest nation in the world, and FDI inflow is the
important supplemented source of development investment for the country. However FDI
has not only positive impacts but aso negetive impacts on the host country’ s economy. The
main role that can be played is the host government policies towards FDI, accompanying
with the trade and indugtria policies of the country.

The purpose of my thesis is to review successes and failures of FDI in Vietnam
snce the Doimoi was introduced in 1986, and then to anadyze a particular industry —
Vietnam' s automobile industry - which has attracted a huge amount of FDI inflow from
trans-nationa companies (TNCs). The am of the andysis is to examine the Vietnamese
policies currently employed to shape FDI environment. Before 1986, Vietnam had no an

automobile industry, except some repair works. Since the Law on FDI was introduced in



1987, many auto makers rushed to Vietnam to set up their automobile production facilities.
More than 10 years passed since the first auto maker came to Vietnam, it sesemsthat non of
the targets set ether by the host country government or by investors has been achieved so
far. The achievements in the automobile industry has been modedt, it has even had negative
impacts on the whole economy. Is this a case of policies falure? My paper tries to make an
as=ssment on the effectiveness of the automobile indusgtry in Vietnam.

With an ambition to build its own automobile industry, adopting experiences from the
North and South East Asan countries, who have succeeded in this industry, Vietnamese
government decided to protect this infant industry by the policy, which, as by some
specidigs, imposes high costs on other sectors of economy. These policies are named as
picking winner, performance requirement, capita-intengve import- substitution policy. ..

The concern of the paper is that whether these protective policies are appropriate or
not for Vietnam? Does government need to abolish them toward more trade liberdization or
to continue the protection by employing adjusted policies? Which o the policies should be
implemented ingtead to push the nationd auto industry develop? The paper tries to answer
these quedtions in light of new arguments of economic development in the changing context
of the world economic environment.

The methodology used in this paper is the case study on specific industry within one
country. This industry was born with the inflow of FDI into Vietnam, therefore the industry
will be observed in the context of overdl FDI picture in the country. Time series data and
cross section data of the vehicle manufacturing operations will be collected, the production
results will be observed. The costs and benefits gained by the host country will be weighed

to evauate the effectiveness of the indudtry.



The remainder of the paper is structured as follows. In chapter two, we review the
role of FDI in economic development in developing countries, and severd protective
policies affecting the national economy. In chapter three, the successes and failures of FDI in
Vietnam will be mentioned. Chapter four looks into details of the Viethamese automobile
industry to assess how the host government policy can affect the performance of the industry.
In the last chapter we will summarize the key findings and give some possble

recommendations.



Chapter 2

LITERATURE REVIEW ON FOREIGN DIRECT INVESTMENT

The chdlenge of utilizing FDI as part of the development process is much more complicated
than conventiona wisdom suggests. The direct and indirect benefits from well-constructed
FDI projects are substantidly greater than commonly assumed, but they do not come easily.
To capture the full advantages that internationa investors have to offer requires a much
broader and more energetic agenda than developing countries and economies in trangtion
have been accustomed to pursue. This chapter will discuss the role of FDI on host-country
development and the impacts of host country policies on shgping FDI for the economic

growth objectives.

I. The Role of FDI in Economic Development

To agreater or lesser degree, most of the world’ s countries are now pragmatic nationalists
with regard to FDI. For these countries, the main issue is to weigh the relative benefits
againg the cogts of FDI. Economists who favor the free market view argue thet the benefits

of FDI to a host country outweigh the costs'. Let us review the benefits and costs of FDI.
The Benefits of FDI

FDI brings a complementary source of investment to host countries and other benefits,
namely resource-transfer effects, employment effects and baance- of- payment effects.
FDI as a complementary source of investment: Investment is a key factor in

economic growth. Practicdly dl empirica studies of inter-country differencesin growth rates

! Hood and Y oung, Economics of the Multinational Enterprise



suggest that high growth is associate with high investment rates. Recent endogenous growth
theories aso reinforce the link between investment and growtt?. They postulate that, when
investment is taken in a broad sense, to include not only expenditures on capita goods but
as0 endogenous on technology enhancement and human capitd formation, there may well
not exist diminishing returns to investment. Therefore, country that devote a high proportion
of output to investment may sustain more rapid growth than countries tha invest less.
Investment, today as much as yesterday, remains crucid to growth (p.157 WIR1999).

In close economy, with no access to foreign savings, investment is financed soldy
from domestic savings. In open economy, foreign savings play a complementary role in the
provison of financid resources for development. They permit domestic investment in a
country to exceed its own savings. A recent study of the impact of FDI on economic growth,
utilizing data on FDI flows from developed countries to developing countries on a yearly
basis from 1970 to 1989, has found, among others, that FDI has stimulated domestic
investment: “a one dollar increase in the net inflow of FDI is associated with an increase in
totd invetment in the host economy of more than one dollar. The vaue of the point
estimates place the totd increase in investment at between 1.5 and 2.3 times the increase in
the flow of FDI®,

Among foreign savings (internationa portfolio, bank lending, ODA and FDI), FDI
plays an growing important role. FDI has been one of the defining features of the world
economy over the past two decades. It has growed at an unprecedented pace for more than
decade, with only a dight interruption during the recesson of the early 1990s. More firms,

more industries from more countries are expending abroad through direct investment than

2 For areview of the literature, see Barro and Sala-I-Martin, 1995.




ever before, and virtudly dl economies now compete to atract multinationd companies
(MNCs). As aresault, globd flows reached an historic high of US$644 hillion in 1998, FDI
inward stock amounts to US$4,088 hillion.

The ratio of FDI inflows to gross fixed capital formation in country isagood criteria

to show the increasing impact of FDI to economic growth.

Table2.1 Theratio of FDI inflowsto grossfixed capital formation,
annual average, by region, percentage.

World Developing  South, East and

countries South-East Asia
1971-1980 24 2.1 2.1
1981-1990 3.75 3.7 35
1991-1997 5.0 7.0 7.45
1998 1.7 10.3 9.1

Source: UNCTAD, TNC/FDI data base.

Resource-trandfer effects. FDI supplies not only capita, but also technology and
management resources to host country. The crucia role played by technologica process in
economic growth is now widdy accepted®. Technology is a catdyst thet can stimulate
economic development and indudtridization. Management skills are important benefits for
the hogt country. Beneficid spin-off effects arise when loca personned who are trained to
occupy managerid, financid, and technicd pods in the subsdiay of a foreign TNCs
subsequently leave the firm and help to establish indigenous firms.

Employment effects. FDI brings jobs to a host country that would otherwise not be
created there. Employment effects are both direct and indirect. Direct effects arise when a

foreign TNC directly employs a rumber of host country citizens. Indirect effects arise when

% Borensztein, et la., 1995, p.3
*P. M. Romer, “ The Origin of Endogenous growth” , Journal of Economic Perspectives 8, no. 1.(1994)
pP.3-22(1994) pp.3-22



jobs are created in aloca suppliers as aresult of the investment and when jobs are created
because of the increased spending in the locad economy resulting from employees of the
TNC. The indirect employment effects are often as large as, if not larger than, the direct
effects. In the case for example, we saw that Nissan' sinvestment in the U.K. created 4,250
direct jobs and a least another 4,000 jobs in support industries.

Badance- of- payments effects are important policy issues for most host governments.
Baance-of- payment accounts are divided into two main sections: the current account and
the capitd account. There are three potentid consequences of FDI: (i) When an TNC
establishes a foreign subsidiary, the capita account of host country benefits from the initid
capita inflow. (i) If the FDI is a subgtitute for imports of goods or services, the effect can
be to improve the current account of the host country’ s balance of payments. (iii) When
the TNC uses aforeign subsidiary to export goods and services to other countries, the host
country’ s balance-of- payments benefit. In opening case of Nissan in the UK., the benefit
to Britain’ s balance of payment was that Nissan exported up to 80% of the automobiles

assembled at its Sunderland plant.
The Costs of FDI

FDI can aso have a number of negative effects on host country’ s economic development.
Although FDI provide capitd, they may lower domestic savings and investment retes by
shifling compstition through exclusve production agreements with host governments,
inhibiting the expanson of indigenous firms that might supply them with intermediate
products by ingead importing these goods from oversess affiliates, and imposing high
interest costs on capital borrowed by host governments. Although the initid impact of FDI is

to improve the foreign-earnings position of the recipient nation, its long-run impact may be to



reduce foreign exchange-earnings on both current accounts (as a result of substantid
importation of capita and intermediate products) and capital accounts (overseas repatriation
of profits, interest, roydties, management fees, and other funds). Although FDI contribute to
public revenue in the form of corporate taxes, their contribution is consderably less than it
should be as a result of liberd tax concessons, the practice of trandfer pricing, excessve
investment alowances, disguised public subsdies, and tariff protection provided by the host
government.

Other negative impacts may be discribed as follows: MNCs may damage host
economies by suppresing domestic entrepreneurship and using their superior knowledge,
worldwide contacts, advertisng skills and range of essentiad support services to drive out
locd competitors and inhibit the emergence of amdl-scae loca enterpries. With FDI loca
resources tend to be alocated for socidly undesirable projects. This in turn tends to
aggravate the dready sizable inequality between rich and poor and the serious imbdance
between urban and rura economic opportunities.

An economic exercise carried out to investigate the crowding effects of FDI, covers
long period of time (1970-1996), but a smal number of countries (39 countries, mostly
developing ones) showed that, as regards regiond patterns, out of the 12 Latin American
countries included in the test, non was in the group with crowding-in effects and none of the
12 Adan countries was in the crowding-out group: while neutrd and crowding-in effects
prevaled in Ada neutrd and crowding-out effects prevaled in Latiin America. African

countries are found in dl three groups’.

Reconcilling the Pros and Cons

® Annex to chapter VI, World Investment Report 1999, p.189-91



What impact does FDI have on the stlandards of living and prospects for economic growth
of deveoping countries and economies in trandtion tha receive it? Two dterndive
conceptudizations of the impact of FDI guide the understanding of its potentid contribution
to the economic development in host country. These modds predict widdy different
outcomes. The first, known as the Benign Mode of FDI and Development, is of postive
impact. The second -Mdign Modd of FDI and Development - is of negative impact.

The Benign Modd of FDI and Development argues that FDI can bresk vicious
circle of underdevelopment (low levels of productivity-low wage-low levels of saving-low
levels of investment-and low levels of productivity) by complementing locd savings and by
supplying more effective management, marketing, and technology to improve productivity®.
The gan in nationd income depends on the Sze of the capitd inflow and the dadticity of the
demand for cepitd. Thus, under reasonably competitive conditions- which the foreign
presence may enhance - FDI should raise efficiency, expand output, and lead to higher
economic growth in the host country.

The Mdign Modd of FDI and Development argues that foreign companies operate
in industries where there are substantia barriers to entry, enjoying and perhaps increasing
(rather than decreasing) market concentration (Grieco 1986; Cardoso and Dornbusch
1989). Ingtead of filling the gap between savings and investment by extracting rents and
sphoning off capitd through preferred access to loca capital markets and loca suppliers of
foregn exchange, they might drive domestic producers out of business and subgtitute

imported inputs. The repatriation of profits might drain capitd from the host country. Their

® Gillis et al.1996; Cardoso and Dornbusch 1989.



tight control over technology, high management functions, and export channds may prevent
the beneficid spillovers and externdities hoped for in the more optimistic scenarios.

Which of these models better describes FDI in the less-developed countries
today? For either of them can be used as the model of the interaction between FDI and host
country development requires a multitude of assumptions, most having to do with how
competitive the industry and economy are where the FDI takes place. Severd studies’ were
undertaken under widely different auspices and with widdy different Starting perspectives,
yet they came to Smilar conclusons that the factor that determined whether the socid benefit
to the host country was pogitive or negative was the competitiveness of sde. That is, the
difference came from the compstitiveness of the host-country markets, including the
comptitiveness of input and output markets, which were often influenced by host-country
regulatory policy. It isinteresting to mention that these studies aso showed that amgority of
the projects taken in the studies (from 55 percent to 75 percent) would increase nationd
income, while the remaining szable minority (from 25 percent to 45 percent) would actudly
reduce the country’ s naiond income, even though they were profitable to the foreign

investors that undertook them.

The Concept of Competitiveness

Competitiveness has become one of the central preoccupations of government and industry
in every country. The term of competitiveness is used with reference to both enterprises,
industries and even supranationd regions. In general, competitiveness of an enterprise or an
industry refers to the potentia to produce a good or service a or below the prevailing price

without subsidies. The U.S. Presdent’ s Commision on Industria Competitiveness used the

10



following definition of competitiveness for a country: “ Competitiveness for a nation is the
degree to which it can under free and fair market conditions, produce goods and services
that meet the tests of internationd markets, while amultaneoudy maintaining and expanding

the red income of its citizens’.

Comparative advantage, the classcd theory, is one of determinants of
comptitiveness. This theory can be used only for explaining the basic principles that should
guide an efficient dlocation of resources in an open economy. While economic growth is
determined by the productivity of a country’ s economy, which is measured by the vaue of
the goods and services produced per unit of the country’ s human, capitd and physica
resources. Productivity, then, defines competitiveness. Improvements in a country* s
productivity and competitiveness are a function of three inter-reated influences The politica
and macroeconomic context; The quality of enterprise operations and drategies, The quality

of the business environment.

I1. Host Countries Palicy Instruments and FDI

The policy chdlenge for countries, especidly developing countries and economies in
trangtion, is twofold: (i) To attract more and more FDI by “incentive wars’, a financid
incentives-competition race towards the sky; a fisca incentive-competition towards zero; or
a policy-compstitive race towards the bottom. (ii) To pursue policies, and implement policy
measures, that help countries attract FDI and especidly to benefit from it as much as
possible — in short, to maximize the contribution that FDI can make to development. This

second bundle of policiesis the concern of this paper.

" Lall and Streeten (1977); Reuber (1973).

1



Host countries adopt policies desgned both to restrict and to encourage inward
FDI. During 1950s-1970s, Japan and South Korea were the nations that discouraged FDI
inflows. But today most of the developed as well as developing countries consider FDI an
important channel for obtaining access to resources for development. The policies resulting
from host government intervention are usualy known as protectionism and different kinds of
performance requirements. Protective policy can have severd forms: high import tariff, infant
industry protection, import quota system. Performance requirement can be the local content
requirement, exports requirement, technology trandfer and loca participation in top
management. The logic underlying performance requirements is that such rules hep to
maximize the benefits and minimize the codts of FDI for the host countries. Performance
requirements tend to be more common in less developed countries than in advanced

indugtridized nations. Let us look into detalls of these palicies.

Infant Industry Arguments

Infant industry argument is by far the oldest economic argument for government intervention.
Developing countries have a potentid comparative advantage n manufacturing, but new
manufacturing indudries in these countries cannot initidly compete with well-established
manufacturing in developed countries. To dlow manufacturing to get atoehold, governments
should temporarily support new industries (or “picking winner”), until they have grown
strong enough to meet international competition. Thus it makes sense, according to this
argument, to use tariffs or import quotas as temporary measures to get indudtridization
darted. It is historica fact that the world three largest market economies al began their
industridization behind trade barriers: The U.S. and Germany in the 19" century, while

Japan had extensive import controls until the 1970s. The infant industry argument seems



highly plaugble, and in fact it has been persuasive to many governments. Y et economists
have pointed out pitfals in the argument, suggesting that it must be used cautioudy.

It is not dways good to try to move today into the indudtries that will have a
comparaive advantage in the future. Suppose that a country that is currently labor abundant
isin the process of accumulating capitd: When it accumulates enough capitd, it will have a
competitive advantage in capitd-intendve indudtries. That does not mean it should try to
develop these industries immediately. In the 1980s, for example, South Korea became an
exporter of automobiles; it would probably not have been a good idea for South Korea to
have tried to develop its auto industry in the 1960s, when capitd and skilled labor were il
very scarce.

Protecting manufacturing does not good unless the protection itsdf helps make
industry competitive. In case after case, however, protection seems to have done little more
than foster the development of inefficient indudtries that have little hope of ever competing in
the world market. Brazil, for example, built the world’ s 10" largest auto industry behind
tariff barriers and quotas. Once those barriers were removed in the late 1980s, however,
foreign imports soared and the industry was forced to face up to the fact that after 30 years
of protection, the Brazilian industry was one of the world’ s most inefficient?®.

As with dl infant industry arguments, crowding out is economicdly undesirable if
three conditions are met. Fird, infant locd enterprises are able to mature to full
competitiveness if sheltered againgt foreign competition through trade and/or FDI. Second,

the maturing process does not take so long that the discounted present socid costs outweigh

8 Brazil Auto Industry Struggles to Boost Global Competitiveness, “ Journal of Commerce, October 10,
1991, p.6A.
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the socia benefits. Third, even if there are net socid codts, there must be externd benefits
that outweigh them.

In a dynamic world, a protect infant industry might mature into a strong one
worldwide because of an acquired, but real, comparative advantage. If such an industry is
undercut and driven out of world markets from the beginning, that comparative advantage

might never develop.

Import Substituting Policy

Most developing countries have pursued import-substituting programs of indudtridization
with emphasis on the local production of fina consumer goods. Find goods production is
generdly less technicaly sophisticated than intermediate capita-goods production. The
expectation was that in time, risng demand and economies of scade in finished-goods
production would create strong backward linkages leading to the creation of domestic
intermediate-goods industries. The record of performance has been disappointing for most
developing countries. Part of the reason for this lack of success has been that developing
countries tariff structures have afforded exceedingly high rates of effective protection to fina-
goods industries while intermediate and capita goods have received consderably less
effective protection. The net result is an dtraction of scarce resources away from
intermediate-goods production and toward the often inefficient production of highly

protected final consumer goods.

High Tariff Issues

With high tariffs who gains and who suffers? The government gains, because the tariff
increases government revenues. Domestic producers gain, because the tariff gives them

some protection againgt foreign competitors by increasng the cost of imported goods.

14



Consumers lose since they must pay more for certain imports. Two conclusons can be
derived from a more advanced andysis. Fird, tariffs are unambiguoudy pro-producer and
anti-consumers. A study by Japanese economists calculated that in 1989 restrictions on
imports of foodstuffs, cosmetics and chemicas into Jgpan cost the average Japanese
consumer about $890 per year in the form of high prices’. A second point is that the tariff
reduces the overdl efficiency of the world economy. They reduce efficiency because a
protective tariff encourages domestic firms to produce products a home that, in theory
could be produced more efficiently abroad. The consequence is an inefficient utilization of
resources.

However, tariff protection has following advantages. represent the mgor source
revenue for host government, and encouraging foreign business interests to invest in locd
import-subgtituting indudtries, because, from TNCs  viewpoint, to hedge high tariff barrier
for spreading products in protected market, FDI is one of the solutions. Although these
arguments can sound convincing and some protective policies have proved highly beneficid
to the developing world, as we discovered, many have failed to bring about their desired
results. Protection does have an important role to play in the development of the Third
World, for both economic and non-economic reasons, but it isatool of economic policy
that must be employed sdlectively and wisely, not as panacea to be gpplied indiscriminately

and without reference to both short- and long-term ramifications™®.

%Y. Sazanami, S. Urataand H. Kawai, Measuring the Costs of Protection in Japan (Washington, DC:



Box 2.1 The costs of protectionism in the United States during 1980s

The study, by Gary Hufbauer and Kim Elliott of the Inditute for Internationa Economics,
looked &t the effect of import tariffs on economic activity in 21 industries with annua sales
of $ 1 billion or more (during the 1980s) that the United States protected most heavily
from foreign competition. The industries looked at included apparel, ceramic tiles, luggage
and sugar. In most of these industries import tariffs had originally been imposed to protect
U.S. firms and employees from the effects of low-cost foreign competitors. The typica

reasoning behind the tariffs was that without such protection, U.S. firms in these industries
would go out of business, and substantid unemployment would result. So the tariffs were
presented as having postive effects for the U.S. economy, not to mention the U.S.

Treasury, which benefited from the associated revenues.

What the study found, however, was that while these import tariffs saved industries
that would otherwise have been logt to foreign competition, they aso cost American
consumers about $32 hillion per year in the form of higher prices. Even when the
proceeds from the tariffs that accrued to the U.S. Treasury were added into the equation,
the total cost to the nation of this protectionism till amounted to $10.2 billion per year, or
over $50,000 per job saved.

Moreover, the two economists who undertook the study argued that these figures
understated the true cogt to the nation of the tariffs. They maintained that by making
imports less competitive with American-made products, tariffs dlowed domestic
producers to charge more than they might otherwise because they did not have to
compete with low-priced imports. By dampening competition, even a little, these tariffs
removed and incentive for firms in the protected industries to vecome more efficient,
thereby retarding economic progress. Further, the study’ s authors noted that of the tariffs
had not been imposed, some of the $32 hillion freed every year would undoubtedly have
been spent on other goods and services, and that growth in these areas would have
created additional jobs, thereby offsetting the loss of 200,000 jobs in the protected
industries.

Source. C. Hufbauer and K. A. Elliott, Measuring the Costs of Protectionism in the United States
(Washington, DC: Institute for International Economics, 1993), and S. Nasar, “ The High Costs of
Protectionism”, New York Times, November 12, 1993, pp. C1, C2.

Local Content Requirement
Loca content requirement is a demand that some specific fraction of a good ke produced

domedticaly. The requirement can be expressed ether in physcd terms or in vaue terms.

Loca content regulations have been widdly used by developing countries

Institute for International Economics,1994)
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to shift ther manufacturing base from the smple assembly of products whose parts are

manufactured dsewhere into the locd manufacture of component parts. Loca content
regulations provide protection in the same way an import quota does. by limiting foreign
competition. Here, domestic producers benefit, but the redtrictions on imports raise the
prices of imported components. In turn, higher prices for imported components are passed
on to consumers of the find product in form of higher prices.

Loca content requirement dso have other negative effects. A survey conducted
under the auspices of the United Nations Center on Transnationa Corporations (1991)
found high inefficiency and a pronounced tendency toward stasis in industries where hogts
imposed domestic-content requirements.  effective rates of protection ranged from 50
percent to more than 600 percent, consequent prices were 200 percent to 300 percent
higher than the cost for comparable products outsde the host country, the intensity of use of
those products was reduced to much less than hdf of what might be expected by
internationd standards, the net socid contribution of the investor activity was sometimes far
in the negative column, and there was little evidence of dynamic-learning effects of
movement toward competitive status. Evidence from the automotive, petrochemicd, ad
electronics/computer sectors demonstrates the adverse consegquences.

In the automotive industry, Bae and Wadters (1986) found that 16 countries that
mandated domestic content from 18 percent to 100 percent on foreign operations with less
than 100,000 vehide-per-year output had to support those operations with ad vaorem
import tariffs averaging nearly 100 percent. In a classc study of the Indian automobile

industry’ s experience with domestic-content regulations, Krueger (1975) caculated that 27

“Michael P. Todaro, Economic Development, 6" edition, 1997.
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of 34 assemblers and associated suppliers received effective rates of protection above 50
percent, with dmost haf of the firms enjoying more than 100 percent protection (the highest
figure, for a meta fabricator, was 642 percent). If the effective rate of protection had been
limited to no more than 50 percent, Krueger caculated, vaue added in production would
have in creased by more than one third; instead, increasng costs and economic losses
spawned more protectionist trade and foreign exchange practices to prop up the
uncompetitive plants.

There is ds0 evidence of lags in the introduction of new technology to projects
with high domegtic-content requirements, independent of scde. In the automotive sector,
Doner (1995b) found smilar delays in the introduction of new technology to projects with
high- domestic-content (80 percent), highly protected Mdaysan automotive market. Erngt
(forthcoming 1998) observes a lag in the utilization of more advance management systems,
including qudity control circles and ugt-intime inventory control. The end result is that
foreign corporations, domestic firms, and a labor elite from the population at large receive

trade rents created at great cost in terms of inefficiencies for the economy as awhole.

Joint-Venture Requirement

The rationde for giving preference to or requiring joint ventures is to try to cgpture more of
the benefits that foreign investors have to offer. In particular, host countries want to achieve
greater “technology transfer”, expanded access to external markets, strengthen backward
linkages to the domestic economy.. through joint ventures. The joint venture relaionship
offers benefits to dl parties. From foreign partner’ s viewpoint, local partner can provide
location-specific knowledge regarding host-country markets, local tastes, local business

practices, locd labor practices, loca suppliers, and loca business-government relaions.

18



At the same time, however, joint-venture form aso some time creastes some
difficulties that affect the god of the joint ventures in term of reducing revenues, increasing
production costs, principa-agent conflict.. especidly for investor activities that involve rapid
technologicd innovation, export intendty, advertisng intendty, a large degree of brand
recognition and product differentiation and |large economies of scalein production™. In these
cases foreign partners are likely to refuse joint venture and prefer wholly foreign-owned
affiliates. Kogut (1988) finds that conflict among the partners and joint-venture termination
increased as a function of the degree of coordination that the parents desire between the
subsidiary and other corporate operations. Gomes-Casseres (1989) trace conflict to
differences of perspective between the foreign and domestic partners on quaity standards,
exports, and the pricing of goods and services.

But in many cases, TNCs when entering host countries, are forced to set up joint
ventures ingtead of wholly foreign owned afiliates. In survey of 66 joint ventures located in
27 less-developed countries, Beamish (1988) found that while 43 percent were created
because the parent needed the local partner’ s sKills, assets, or other attributes, a szable
mgority (57 percent) resulted purely from host-government pressure or legidation. About
the source of conflict, Beamish (1988), like Rugman (1985) and Parry (1985) suggests that
“opportunism” of the indigenous partner is at fault. In particular, he points to leskage of
technology and gppropriaion of knowledge gained within the joint ventures arrangement as

the primary reasons for dissatisfaction and failure.

[11. The Changing Context of World Economy

! stopford and Wells 1972.
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The globa context for development has changed enormoudy over the past three decades.
These changes affect not only the role of FDI in host countries, but dso government policies
on FDI. Thefollowing three are of particular Sgnificance.

The nature and pace of knowledge-and particularly, technological knowledge
—change: The credtion and diffuson of productive knowledge have become centrd to
growth and development (Mytelka, 1987; Dunning, 1997). “ Knowledge’ includes not only
technical knowledge (research and development, design, process engineering), but aso
knowledge of organization, management and inter-firm and internationd relationships. Today,
the resources devoted to such knowledge exceed investment in tangible machinery and
equipment in many of the world' s most dynamic firms, and the costs of generating new
knowledge are riang congtantly. The processing of information and trade in information:
intensve sarvicesif one of the most important occupationsin today’ s knowledge-economy.

Shrinking economic space and changing competitive conditions: Technicd
progress in trangport and communications has caused economic space to shrink dramatically.
Countries now face much more intense and immediate competition than ever before. This
leads to a sgnificant restructuring of their comparative advantages and activities. The nature
of competition itsdlf is changing, with the rgpid introduction of new products, shorter product
cycles, flexibility o response to demand, and customer interaction becoming more important
than traditiona forms of competition based on lower costs (Best, 1990). At the enterprise
levd, this cdls for new management and technicd skills and organizationd forms. At the
nationd levd, it requires countries to be more open to internationa flows of information, and
to improve nationa capabilities to absorb and use that information: to develop new skills,

inditutions and innovative capacities.



Changing attitudes and policy regimes. Mos developing and trangtion countries
have moved to market-oriented and private sector led economies. This shift reflects
disllusonment with past drategies and growing difficulties in pursuing them in the new
technologicd and competitive setting. The shrinking of economic space has itsdlf rendered
dements of traditiona drategies obsolete, while the flow of information has made
governments more aware of policies and performance in other countries. There is
widespread reduction and remova of trade barriers, deregulation of internd markets,
privatization and liberdization of technology and investment flows at the nationd level. At the
internationd leved, regulation has intendfied and is being harmonized. For ingance, the
TRIPS (Trade-Related Aspects of Intellectud Property Rights) agreement of the Uruguay
Round has introduced a common, more rigorous, system of intellectual property protection;
the TRIMs (Trade-Related Investment Measures) agreement has established disciplines
over certain performance requirements, and qudity requirements such as 1SO standards are

becoming prerequidtes for participating to the internationd plane.

The Lessons from North East Asian Nations

Throughout the 1950s and 1960s, East Asa benefited from specid relationship with the U.S.
South Korea and Taiwan adopted a neomercantile ideology of economic development with
anti-communism and rapidly expanded their intervention in both the economy and society in
order to actively promote export-oriented industries. Thus, one crucid effect of U.S. ad to
East Adawas the strengthening of the states in South Korea and Taiwan relative to business,
labor, farmers, and other socid classes (Kim,1989, pp.70-79). On the trade side, East

Asan nations aso benefited from the trade with the U.S. While the U.S. opened market to
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these countries commodities, the U.S. government did not require South Korea and
Tawan open their marketsto U.S. goods.

During the 1970s and 1980s many deveoping countries wishing to follow Tawan
and South Korea policy, faced the poor rate of growth, massve inflation, high debt and
growing baance of payment deficits. Many observers attribute them to the risng burden of
public spending, excessve price digortions and inward-looking trade palicies. In these
countries, the public sector has grown dramatically over the past three decades, now
accounting for 15 percent to 25 percent of GDP and some 40 to 50 percent of tota
invesment. However this growth has been accompanied by consderable inefficiency and
waste. Many of the “free marketeers’ assert that a greater role for private enterprise in
undertaking projects could lead to more efficient utilization of resourses.

The world economic environment has been changed a lot today. And as the result
of the disenchantment with centra planning and the percaived falure of government
intervention, a growing number of economigts, some financid minigers in deveoping
countries, and the heads of the mgor internationd development organizations have begun in
recent years to advocate the increased use of the market mechanism as a key instrument for
promoting greeter efficiency and more rapid economic growth. The developing countries can

not duplicate the lessons drawn from North East Adan nations, especidly their trade and

industry palicy.



Chapter 3

FOREIGN DIRECT INVESTMENT IN VIETNAM

Palicy atracting Foreign Direct Investment is important strategy of Vietnamese government
in building and developing severd key indudtries in the country. This chapter will review the
achievements and wesknesses in atracting FDI resource in Vietnam, in which the role of the
government policy will be emphasized. But a first, we look at the picture of Vietnam' s
economy since renovation process was introduced, with the emphass on the trade an
indugtrid policies which can potentidly affect the effectiveness of domedtic as wdl as

externd investment resources.

I. An Overview of Vietham’ s Economy

After years as a closed economy, Vietnam opened up to the outsde world in 1986 with the
introduction of Doimoi program (renovation policy). The centra idea of Renovation is a shift
of the nationd economy from a centrally planned to a market-oriented economy with the
date management. From under the long-period war and long-standing backward and
stagnant economy, the country has waken up and gained the remarkable socid-economic
achievements since Doimoi. The country escgped the socid crigs that Former Soviet Union
and East European nations suffered during 1989-91, and survived the U.S. trade embargo
(which was abolished in 1994) and achieved high GDP s growth rate of 7.56 percent
annudly for the last ten years (in period 1993-1997 the figure was 9 percent). Industrid
production enjoys a sustainable growth of 13.6 percent annudly in period 1991-2000, in
which foreign invested sector grows at highest rate and plays a growing role. Many aspects

of life have been improved in the country. The poverty rate has been reduced from 30
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percent in 1992 to 11 percent in 2000. Vietnam' s Human Development Index (HDI)

improved from 0.464 in 1992 to 0.671 in 2000, being at 108" out of 174 countries.

Table 3.1 Fixed assetsin industrial production by sector, percent

Y ear Total State Non-state Foreign
invested
1990 100 52.5 114 36.1
1995 100 50.9 15.0 34.2
1999 100 32.7 12.8 54.5

Source: General Statistics Office, Hanoi, 2001.

Vietnam is clearly in the list of poor nations, with per capita income of US$400
(purchsng power parity US$2000), nomind GDP was about US$30 hillion in 2000.
However, Vietnam, unlike other poor nations, has no shortage of natura resources. In fact,
there is such an abundance that Vietnam is the world’ s third leading exporter of rice, and a
gmdl but consstent producer of crude oil that provides dmost one third of the nation’ s
annua income. Almost no comparison can be made between the opportunities of the
garving nations of Africaand the inertiaof Vietnam, other than their per capitaincome.

Vietnam isin very low stage of its development. The weaknesses can be observed
in every corner of economy. The domestic savings rate is low (18 percent of GDP per year),
low investment rate (28 percent of GDP per year) causng Vietnam' s economic growth to
rely, to a consgderable extend, on foreign finance if wish to achieve a GDP s growth rate of
10 percent. The indicator of ICOR (Incrementa Capital Output Ratio) was 3.0 in 1995, 3.5
in 1996 and 4.5 in 1999. The mgority of goods and services are of low quaility and high
price, uncompetitive even in the domestic market. The unemployment rate among working
force in Hanoi and Ho Chi Minh city has been on increase since 1996 (5.88 percent in 1996,

6.85 percent in 1998, 7.40 percent in 1999). The main comparative advantage of the
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country is potentid in terms of a hard working, inteligent and quick learning workforce, in

addition to the unexploited resources. Vietnam' s market economy is not fully established in
al its dements and does not yet operate smoothly. An intellectud property, ared estate and
labor markets are either non-exigtent or only in very early stages of development. Financid

market isweak, legd framework is insufficient. The market mechanism is serioudy distorted
by an unequd playing fidd in which advantages are given to different sectors of the economy,
where unfair competition and the monopoly of many state-owed enterprises (SOES) exist. In
Vietnam, forty percent of SOEs are not making consstent profits, another 40 percent are
hardly ahieving any success a dl and the other 20 percent are losing. The economy’ s
competitiveness and efficiency are dill low and have improved only dowly at both nationd

and company levels. At present, the share of competitive products and services is small,
most being agriculturd products. Public services are dl in the hands of monopolist SOEs
which are requesting strong protection by the Government and, defended by some interest
groups, are unwilling to accept competition'.

A recent sudy of effective rates of protection (CIE 1998) in Vietnam indicated that
effective rates of protection (ERP) vary greatly between sectors, and certain indudtries are
being supported a very high economic cost. In some cases, quantitative redtrictions are
sgnificantly increasing protection available to loca producers. Among 30 main indugtries, 10
indugtries have the effective rates of protection by input-output industry more than 100
percent, ranging from 100 percent to 256.5 percent.

The problem at the moment is that the generd policies are to encourage inefficient

import subgtitution, which will be discussed in detalls through the case of automobile industry

21 e Dang Doanh, Devel opment and Economic Reform in Vietnam, The Quarterly Newsletter of the
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later. This policy needs much of foreign exchange earnings, which is the limited source in
Vietnam. The solution may be that, Vietnam should welcome efficient import subgtitution, as
well as expansion of export that is critica for development. Since domestic market is smdll,
rgpid output and employment growth can only come from enterprises targeting externd
markets.

With the objectives becoming an indudtridized country in 2020, set by Viethamese
Government, key policies issues are indudridization modd, globaization and economic
integration, the effective utilization of human resources, and sate adminigration reform. With
regard to the indudtridization modd, the question isin what way the industridization process
should be undertaken nowadays in light of fierce internationd competition and the sormy
progress of science and technology. Should this process be undertaken on the basis of
Vietnam' s comparative advantages or focused from the beginning on building up foundation
industries such as heavy industries, mechanicd engineering, metdlurgy and chemistry?

Trade and industry policy reform is crucid for Vietnam for a number of reasons,
related primarily to the role that open trade policies can play as a means of ensuring
competitiveness and efficiency of resource dlocation, and of disciplining enterprise
investment and production decisons. However, any form of indugtry furtherance must
conform to the rules of ingtitutions such as AFTA (ASEAN Free Trade Area) and the WTO
(World Trade Organization). To avoid conflict here, Vietnam should incorporate future

plansfor individud industry furtherance, into negotiations with AFTA and WTO.

United Nation in Vietnam, Vol 6, No 2, 2000
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I. Foreign Direct Investment in Viethnam

Vietnam is a country of great potentia for foreign direct investment. Attractive factors are
reaively rich naturd resources (including oil, gas, cod.), large agriculturad potentid,
relatively large domestic market (78 million people), and good geographic location.

To improve invetment climate and foster cooperation, Vietnam has sgned the
AFTA, dgned Market Opening Agreements with European Union and Japan. During 1990s,
Vietnam concluded 39 Bilaerd Invesment Treaties (BITS) which provide additiond
guarantees for foreign investment, and 26 Tregties for the Avoidance of Double Taxation
(DDTs) on income and capitd. Vietnam is a member of the Multilatera Investment
Guarantee Agency (MIGA) and the World Intellectud Property organization (WIPO).
Signing BTA with the U.S. on July 2000, Vietnam commits to implement more reforms

amed a achieving greater globd integration, including membership in the WTO.

Figure3.1 FDI inflowsin Vietham during period 1988 — 1999
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Source: Vietnam' s Ministry of Planning and Investment.

27



FDI’s Contribution to The National Economy

The first bulk of FDI flew into Vietnam in 1988. Since then the @mmitments of FDI
continuoudly grew from US$234 miillion in 1988 to US$8.6 hillion in 1996. However, in
1997 the amount dropped to US$4.6 hillion, in 1998 - to US$3.9 hillion, in 2000 - to
US$2.4 billion. From 1988 to 2000 total commitment FDI inflow reached US$36.4 hillion.
There are 2620 projects in operation with implemented capital of US$20 hillion, of
which foreign capita is US$18 hillion. The FDI sector generates more than 12 percent of
GDP, 34 percent of industrid production vaue, and approximately 7 percent of government
budget revenues. The following table shows that Vietnam' s FDI/GDP ratio in the years
before 1998 was the one of the highest among active FDI host countries, more than severd
times higher than developing country averages, even higher than China — the leading FDI

recipient country in terms of absolute volume.

Table3.2 FDI inflows per US$1,000 GDP

Country,region 1993 1994 1995 1996 1997 1998 1999

Vietnam 679 1248 1161 1052 1085 80.2 56.3
China 63.7 623 51.2 49.2 49.0 455 408
Madaysa 895 632 66.6 73.5 66.1 40.0 473
ASEAN 10 30.7 322 314 34.7 325 306 20.7
Developing 182 215 20.2 23.7 275 29.0 328
country

World 9.4 9.9 11.6 12.8 16.0 233 287

Source: UNCTAD, FDI/TNC database
FDI inflow by sector is assessed favourable for the economic development. In
some important industries, the share of FDI accounts for larger part, such as 100 percent in
gas and ail exploitation, 70 percent in sted manufacture and sted Structure, 54 percent in

ged ralling, 50 percent in eectronics, 40 percent in cement production.. FDI flows has aso
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given a subgtantia boost to indudtrid output, especidly in mining and manufacturing sectors.
Foreign invested sector accounted for 25 percent of Vietnam' s indudtrid gross output n
1995, 28.9 percent in 1997, 35.5 percent in 2000, while the share of the state sector is on

decrease.

Figure 3.2 Disbursement FDI Stock by Sectors, asof mid 1998
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Source: IMF (1999)

The share of exports and imports by FDI projects in nationa total trade has been
increasing. The share of FDI exports in the nationd exports increased from 4.0 percent in
1994 to 21.2 percent in 1998, 23.2 percent in 2000. On the imports side, the FDI sharein
total imports increased from 10.3 percent in 1994 to 23.2 percent in 1998, 28.6 percent in
2000. FDI in Vietnam has originated from over 40 countries, but it has largely been driven
by intra-regiona flows, which account for two-thirds of the totd FDI commitments through

the end of 2000.

FDI Legislation

In 1987, Vietnam opened up to foreign investors with the promulgation of the Foreign
Investment Law and other legidation (FIL), consdered one of the most liberd in the Ada-

Pacific region. The regulatory framework was further liberdized by amendments to the law



in 1996, 1999 and 2000. FIL encourages foreign investment in al economic sectors and
locdlities except some essentid aress affecting the country’ s security. The investment forms
are Business Cooperation Contract (BCC), Joint Venture Company (JVC), 100 percent
Foreign Owned Enterprise (FOE), Build-Operate-Trandfer (BOT). The FIL is more liberd
than other Adan countries in term of taxation, tax holidays and financid incentives. For
example, foreign invested enterprises are exempt from paying duty on the import of
equipments and materids which form pat of the cgpitd contribution of the foreign
invesment. The FIL dso dates that where the benefits of a licensaed foreign investor are
“reduced due to the changein the law of Vietnam, the State shall take appropriate measures
to protect the interest of the investors’ ...

Bedde podgtive palicies, there remain policies conddered not favorable for
investment environment. Performance requirement, such as localization of production and
export commitment for specific industries and projects, are gpplied. The principle of private
ownership of land does not yet exig in Vietnam (land leases to foreign entities may be
granted up to 50 years, or in specid circumstances 70 years). Vietnam' s FDI environment
is not fully attractive for investors for weak and cumbersome adminigtrative machine in al
levd, centrd as wdl as locd level, and pervasive corruption. The other disadvantages are

mentioned in the following parts.

Performance of FDI Projects

The actua disbursement rate fluctuated around small percentage, 34 percent on average.

The low FDI disbursement in Vietnam is partly atributed to complicated procedures to



implement projects after licenang®. Two-thirds of totd FDI commitments during 1991-
1998 were made in joint ventures with SOES, and only a
moderate percentage with the private sectors. There have been severa cases reported on
the unpleasant issues raised in some joint ventures in Vietnam, such as conflict between
partners in main matters such as production plan, personne training, product prices, staff
wage. Other problems are dud pricing, transfer pricing, discrimination againg private firms,
difficulties in accessang land, the business gpprova and labor recruitment processes.. In
results, the performance of foreign invested enterprises (FIES) have been poor. In 1997,
there was 576 FIEs (of total 860) reported incurring loss, in 1998 the number was 702
FIEs (of totd 981). Foreign partners in many joint ventures have expressed the wish to shift
current joint venture format into foregn wholly-owned enterprise (the case of Vietnam
Daewoo Motor Corporation). Net impact of FDI on Vietnam’ s trade balance has been
negative. Persstent trade deficits have been recorded as aresult of direct operations of FDI
projects (due mainly to the low share of export-oriented FDI project). Weak FDI' s
contribution to the improvement of trade performance indicates that much of FDI has been
channded to import-subgtituting indudtries (heavy indudry, light industries producing
consumer goods) or norttradable (congtruction, large segments of trangportation and
telecommunications, office and gpartments).
The loan component of FDI inflows rose sharply in recent years, reaching 70
percent of total disbursement in 1997, compared with 6 percent in 1992. This trend
suggests that large repayments on FDI-relaed loans will fal due in the next few years, when

the externd environment will likely remain consderably less favoradle in the mid-1990,

3 Kwang W. Jun, Duc Minh Pham, Foreign Capital Flows in Vietnam, Background paper for the World
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when investment decisons were origindly made. The impact on employment issmadl, foreign
investment accounted for amost one third of industrid production but only for 12 percent of
employment in 1998. By 1998 foreign enterprises have created 477,000 wage jobs (not
included 1 million indirect jobs), representing only 6 percent of wage jobs and just over 1

percent of total employment in Vietnam.

Misallocation of FDI in Vietham

From 1997 there was a Sgn of dowdown of FDI inflow in Vietnam. It is partly due to the
Asan financid crigs, partly due to the wesknesses in Vietnam' s invesment environment.
The dower pace of new FDI commitments aso reflects increesing market saturation in
certain sectors, especidly in the import subgtitution areas such as motor vehicle, motor
cycles, cement and stedl...

A recent sudy of effective rates of protection (ERP) dso showed that both
domestic and foreign investment in Vietnam is being directed toward sectors with relaively
high levels of protection and not towards sectors that are viable with low levels of protection.
Following chart shows the distribution of the value of FDI projects according to the effective
rate of protection of the sector to which each project is classfied. Some 14 percent of the
vaue of FDI is in sectors with effective rates less than or equa to zero — most of which
being oil or gas projects. However, around 50 percent of investment is in sectors with ERP
over 90 percent, and aquarter is in sectors with ERP over 120 percent. Figure

3.3 Therdationship between FDI and effective rate of protection

Bank, 1997
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(An intuitive way of interpreting these reaults is to think of what they imply for the
cods of saving foreign exchange by producing goods through these projects rather than
importing them. In a project reliant on an ERP of 120 percent, every $1 saved costs $2.20
in theservices of local labor, capital and land used in the production process)™.

Box 3.1 Nominal and Effective Rate of Protection

To measure the degree of protection, we need to ask by how much these restrictions cause
domestic prices of import to exceed what their prices would be if there were no protection.
There are two basic measures of protection: the nomina and effective rates of protection.

The nominal rate of protection shows the extend, in percentages, to which the
domestic price of imported goods exceeds what their price would be in the absence of
protection. The nomind (ad valorem) tariff rate (t) refers to the fina prices of commodities
and can be defined ast = (p' - p)/p where p° and p are the unit prices of industry’ s output
with and without tariffs, repectively.

By contragt, the effective rate of protection shows the percentage by which the
vaue added at a particular stage of processing in s domestic industry can exceed what it
would be without protection. In other words, it shows by what percentage the sum of
wages, interest, profits, and depreciation alowances payable by locad firms can, as a result
of protection, exceed what this sum would be of these same firms had to face unrestricted
compstition (no tariff protection) from foreign producers. The effective rate (g) can therefore
be defined as the difference between vaue added (percent of output) in domestic prices and
vaue added in world prices, expressed as percentage of the latter, so that g = (V' — V)
where V' and v are the vaue added per unit of output with and without protection,
respectively. The effective rate is the useful concept (but more difficult to measure) because

¥ Trade and industry policies for economic integration, CIE Canberra& Sydney, 1999.
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it shows a net effect on a firm or industry of regtrictions on the imports of both its outputs
and inputs.

Source: Michael P. Torado, Economic Development, 7" edition, Massachusetts: Addison-Wesley

The picture that clearly emerges is that instead of using FDI to develop a solid
export base in low-cog, labor intensve indudtries, which was the gpproach followed, for
example in China since the early 1980, FDI in Vietnam has been channeled to high-cost,
capita- and import-intengve indugtries in which Vietnam has no comparative advantage.
The lesson of the Asian economic crisisis that to gain sgnificant economic benefits from FDI
for manufacturing, host country economies must be dynamic enough to utilize invesment in a
way that they become profitable in the short term, not the long term which the Viethamese
government policy is being amed at. This long term policy or the fact that government
cannot define the net impacts of FDI on economy which are resulted from its current policies,
are the reasons for misdlocation of resources in Vietnam. Therefore, there is a need for
Vietnam not only to learn experiences from more developed nations but dso to follow
internationd indtitutions  advices, which are drawn from the researches based on changing

context of world economic environment.



Chapter 4

FOREIGN DIRECT INVESTMENT
IN VIETNAM’ SAUTOMOBILE INDUSTRY

Before Renovation started in 1986, Vietnamese automobile™ industry was very week and
amadl. Thetiny demand for passenger vehicles was met through the import of fully assembled
Soviet-built sedans. Other state-run companies manufactured agriculturd vehicdes, freight
trucks and congtruction vehicles, but these companies struggled to compete with imports
from the Soviet Union and China. In early 1990s, Vietnamese automobile industry began to
change dramaticaly with an establishment of many vehide-assambling fadilities through
foreign direct investment. Wishing to have its own automobile indudry, Vietnamese
government is conducting policies to protect this infant industry. Despite an influx of foreign
automobile assemblers into the country, the outcome has not been sustained development.
This section will describe the standing of automobile industry n Vietnam with problems,

policies and possible recommendations.

I. An Influx of Foreign Automakersto Vietnam

Since the fird automaker came to Vietnam in 1989, there has been total 11 foreign
automakers edtablishing ther production facilities in this smal market (excluded three
projects of Chryder, Nissan and Peugeot not implemented so far and severd project
gpplications not accepted). These automakers are the most well known in the world, such as
Damler Benz (Germany), Ford (USA), Toyota, Mitsubishi, Suzuki, Hino, 1suzu, Daihatsu

(Japan) and Daewoo, Ssangyong (Korea)... All auto assembly projects

%5 The term automobile here implies several kinds of motor vehicles like passenger car (saloon car,




were edtablished in the form of joint ventures (JV), in which foreign partners usudly have

from 65 percent to 80 percent of the equity of the companies, and Viethamese partners are
usudly sate owned enterprises. The total commitment capitd of these projects are
US$574.7 millions with planned production capacity up to 120,000 vehicles per year. Up to
now about US$364 million, accounts for 63 percent of tota committed capita, has been
implemented.

Of 11 foreign investors, nine are “automekers’, firms that design, develop,
manufacture, and sdl highway-grade motor vehicles, while the remaining two firms are
“license assemblers’, companies that assemble vehicles from automaker-supplied kits of
partsto sdl locdly under license (Mekong and Vietham Motor Corporations-VMC). There
are dso some auto-parts manufacturers coming to Vietnam and set up their production
feacilities. Vietnam is dso an dtracting place for motorbike manufacturers. So far five
motorbike companies together with Viethamese partners have established joint ventures,
with the total invested capital of US$356 million and tota designed capacity of 1.5 milion
units per yedr.

Why so many auto companies came to Vietnam, a poor country with low income
per capita? In automakers home countries automobile industry is suffering dow growth,
market saturation and increased competition, it is expected that future growth will occur in
emerging markets with large population, such as Ching, Brazil, India and Vietham. The
number of people per car in each country is dso a good measure of market penetration. In

Vietnam 950 people had one car in operation, the figure in China was 488, in India 245, in

minibus, large bus), commercial vehicles (small truck and 4WD) and auto part industry .
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Russia 16, in Chile 10.8, in Japan 2.9 and in United State 1.7"°. It is worth to mention other
reasons. Automobile sector is highly

protected by the Vietnamese government, and foreign companies want to hedge the trade
barriers by direct investment in the host country. The next reason is to exploit locaes that
can sarve as export platforms to other countries, particularly China (the biggest market of

the world) and members countries of ASEAN.

Table4.1 Motor Vehicle Assembly Plantsin Vietnam, 2000

No Joint Venture Foreign Start  Capital Capacity Location
Partner Date US$m. unit/year

1 Isuzu Vietnam Co., Isuzu (Japan) 1990 50 10,000 Ho Chi
Ltd. Minh city

2 Vietnam Motor Corp. Colombian 1992 58 10,900 Hanoi
(VMC) (Philippine)

3 Mekong Corp. SsangY ong 1993 36 10,000 Ho Chi
(Mekong) (Korea) Minh city

4 Vietnam Daewoo Daewoo 1995 322 10,000 Hanoi
Motor Corp. (Korea)

5 Vietindo-Daihatsu Daihatsu 1996 32 3,600 Hanoi
Automotive Corp (Japan)

6 Vinastar Motors Mitsubi shi 1996 53 9,600 Ho Chi
Corp. Mitsubishi (Japan) Minh city

7 Vietnam Suzuki Suzuki (Japan) 1996 34.2 12,400 Dong Nai
Corp.

8 ToyotaVietnam Co., Toyota 1996 89.6 20,000 Vinh Phuc
Limited (Japan)

9 Mercedes-Benz Daimler- Benz 1997 70 11,000 Ho Chi
Vietnam Ltd. (Ger) Minh city

10 Ford Vietnam Ford (USA) 1997 102.7 20,000 Hai Duong
Limited

11 Hino Vietham Hino (Japan) 1997 17 1,760 Hanoi
Limited
ToraL 574.7 119,360

Sources. Ministry of Planning and Investment, Vietnam, 2000.

16 Calculated from Country Staistical Y earbooks and Wards PARC, 1995.
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Figure 4.1 The location of vehicle assembling plants in Vietham

(I cannot send this map together with this thesis due to large memory occupied by

this map. So please photocopy the map from the thesis, | hed sent to KDI school before)



There isawide range of vehicle models being assembled in Vietnam, including four
andl cars, three mid-szed cars, two luxury-sports cars, five 15-20 passenger vans, three
four-whed-drive sport-utility vehides, dx light- to medium-duty utility trucks and two
medium-duty freight trucks. This 26 automotive models provide enough variety to keep

competition and consumer choice high.

I1. Vietnamese Automobile Industry Policies

Automobile industry is regarded by the Viethamese government as a pillar industry in the
country, therefore government decides to protect the industry by imposing high tariff on
imported cars, and non-tariff import restriction, local content requirement, and other... The

effective tax rates of imported cars for CBU and CKD are showed in the following table.

Table4.2 Tariff and Tax Ratesin Vietnam for Various
of Automotive Integration

Level of Integration Import | VAT Tax Special Effective
(high to low) Tariff Consumption Tax
Tax Rate
Before January 1999
Completely built up (CBU) 60% 150% 210%
Complete knock down level
two (CKD?2) 55% 30-50% 55-155%
After January 1999
Completely built up (CBU,| 100% 10% (or 100% (or 340%
saloon car up to 5 seqts) CIF 20% CIF) | 220% CIF) CIF
Complete knock down level 20% 10% (or | 5% (or 6.6% | 38.6%
two (CKD2, passenger car) CIF 12% CIF) CIF) CIF

Source: Ministry of Planning and Investment, Vietnam, 1999

The locdization policy for the automotive indudry is less aggressve than in other
ASEAN countries, such as Thalland, Mdaysa, and the Philippines. For find assembly of

vehicles, current policy in Vietnam cdls for 5 percent loca content by the fifth year of



operation and 30 percent local content by the tenth year of qeration. By contradt, the
locdization policy in Thaland cals for 60 percent locd content by the fifth year. But this
locdlization policies of Vietham are far too generd. Firdt, current policy fails to specify what
kind of parts and accessories should be localized before others. Second, little progress has
been made to design locdization palicies to fit the regiond perspective that most automotive
parts suppliers view their operation in ASEAN. Third, loca content ratios should not be set
for individual makes but instead per plant or by manufacturer. Fourth, these ratios should be
based on the value added method and adjusted to reflect such factors as the vaue of
exports and in-house production of parts.

The use of both loca content and other import restrictions together with very high
tariffs on vehicles imports form the basis of the strong import-subgtitution policies followed

by a number of developing countries, particularly available during the 1950s and 1960s.

Table4.3 The Size of Viethamese Vehicle Market, unit.

Y ear 1996 1997 1998 1999 2000
Carsimported 19,169 14,002 18,797 10,317 15,740
Locally producedcars 5523 5987 4971 6,962 13,950
Tota 24,692 19,989 23,768 17,279 29,690

Source: Vietnam Engine and Agricultural Machinery Corp.

In September 1996, Vietnam formed an automobile industry development task
force made up of representatives of government agencies involved in the industry, and
announced an automobile industry development policy. The Government in June 2000
goproved proposa for regulation concerning the establishment of Vietnam Auto Maker
Association (VAMA) to be composed of 11 automakers from various countries in operation

in Viemnam.



[11. The Current Standing of The Automabile Industry

Capacity under utilization and absence of firm profitability. Among 11 assemblers, most
of them are facing loss, some are facing heavy loss. For ingance, among heaviest losers,
Ford joint venture (V) lost US$6.4 million, Mercedes-Benz JV logt US$2.15 million, Isuzu
JV logt US$1.6 million in 1999. Only few assemblers get profits, Toyota V. made profits of
US$5.32 million, Suzuki V mede profits of US$1.15 million in 1999. Auto-assemblers face
agrave over-supply stuation. Only around 25,000 new vehicles have been sold in Vietnam
annually since 1994"', of which the total number of domestically produced vehicles accounts
for a amdl pat (table 4.3). Toyota V has the largest market share of 35 percent in
Vietnamese market. The big four V are Toyota, VMC, Vidamco and Ford, which hold a
combined market share of 75 percent. Capacity utilization rates are extremdy low, 10
percent on average. Ford JV, for example, is capable of producing 14,000 vehicles annudly,
but only 365 units were assembled in 1998, 400 units in 1999, 1,100 units in 2000. In
theory, any one of the 11 auto plants has the capacity to satisfy nationd auto demand single-

hendedly.

Table4.4 SalesVolume of Domestically-Produced Vehicles, unit.

Y ear 1996 1997 1998 1999 2000
Toyota‘'sJV 201 1,277 1,836 2,000 4,600
10other IV 5322 4,710 3,135 4,963 9,350

Totd sdes 5523 5987 4,971 6,963 13,950

Source: Ministry of Planning and Investment, Vietnam.

By some specidigts, despite sales in 2000 being on the up, the new car market in

Vietnam in 10 years time is expected to be no higher than about 60,000 units per year,

Y Thisis about the number of units that alarge assembly plant would produce in one month, and the
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which must be shared between 11 car companies, such that no company is expected to be
able to achieve economy of scale. The implications of the current lack of profitability in the
Vietnamese automobile industry are serious. The loss of too many plants could jeopardize
the surviva of the industry. The lack of profitability will likely lead to some assembly plants

to close.

These sdes figures reflect weak domestic purchasing power in the country.
According to the experiences of the other ASEAN countries, automobile ownership
suddenly increased when per capita GDP exceeded US$1,500-2,000. Vietnam' s per
capita GDP is currently around US$380 (year 2000), and thus, there is little hope that a
mgor motorization trend will begin in the short-term future. One study (1997) has pointed
out that assuming Vietnam’' s GDP continues to grow a 8 percent, only in 2012 (when GDP
per capita reaches US$1,000) the Vietnamese automobile industry would be profitable and
in 2029 (when GDP per capita reaches US$4,000) the rapid industry growth would be
observed.

The low sdes of domesticadly produced cars has been blamed to government
policy that dlows the importation of a substantial number of cars, new and old, in addition to
a number of illegdly imported cars, as shown in the table 4.3. The table 4.4 shows the
evidence of the role of government policy in enhancing the development of the indudtry is a
sudden increase of the sales of locally produced vehicles in year 2000. Some experts sad
that it was thanks to changes in government policies which include the introduction in

January 2000 of the Enterprise Law which has created a surge in the number of private

number that General Motors would producein North Americain asingle day.
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business regigtrations'®, the abolishment of sub-licenses for tour operators, the ban on the
use of the commercid trangport vehicles of a certain age from next year and the import of
the pre-1996 vehicles.

It is said to cost the same to assemble a car in Jgpan, as it is to package and ship
those same parts to Vietham. One automaker manager in Vietnam sad tha the cars
assembled in Vietnam cost the parent company twice what they cost in the home country
because of low plant and equipment utilization rates. Consequently, it would be unredidtic to
expect Vietnam to be able to export carsin the near future, with the car indudtry asit is.

Price of the domestically produced carsis 1.5 times higher than imported if import
tax is excluded, and about 30 percent higher than imported ars. On everage, imported
vehicles sl for 289 percent of USA sde prices, while domesticaly produced vehicles sl
for 163 percent of USA prices. Thus, only afew Vietnamese people can afford to buy cars.
It is obvious that, while some dlite groups of people in society gain from protective policy

over automobile industry, customers are losing because of the cars' high price.

Table4.5 1997-98 New L ocally Produced Vehicle Prices, Vietham and
the United States (US dollars)

Lead firm M odel Pricein  Pricein Vietham
Vietnam USA Price % of
USA
Toyota Corolla 24,000 23,000 185%
Damler Benz  Mercedes E- 74,500 45,000 166%
series
Mazda 626 31,330 20,500 153%
BMW 3-series 49,000 35,000 140%
BMW 5-series 78,000 45,000 173%
Average 163%

Source: Vietnam: Lan,1997; USA: Estimates based on Boston Globe, July 20,1998.

18 According to MPI, Hanoi, the total of new companies registering in the period from January to June



Lack of an automotive industry supply-base. As far as locd content
requirement, the result has been far below the expectation. According to gatistics from the
Minigry of Industry, the Toyota V currently, the industry’ s leader in carrying out the
process, manufactures just 12 percent of its components localy™. Only three or four foreign
auto parts manufacturers are currently manufacturing in Vietnam. Because there are so few
loca suppliers, dl localy-produced vehicles are assembled as “ complete knock down”
(CKD) assembly. The main reason behind thisis that domestic businesses are now unable to
manufacture products that meet the required standards, while even the indigenous bicycle
industry has difficulty surviving with outmoded technology. The other main reason is that the
low sdes potentid has kept auto V from investing in loca production. Even if the Stuation
remains stable and automobile production remans a the CKD levd, the Viethamese
economy will continue to derive only modest benefit. Since find assembly represents only
about 10 percent of vehicle codt, Vietnam can be said to be currently importing 90 percent
of the vaue of each locdly produced vehicle. In redity, the redization of mass-production
merits is an important factor in terms of raisng locd content ratios. In case of commercid
vehicle production in Thalland, for example, loca content ratios rose sgnificantly after tota
nationa production of automobiles exceeded 300,000 units ayear.

There are some clams by the Vietnamese authorities on foreign automakers
producing vehicles in Vietnam such as, the price of imported components kits for vehicle
assembly is set too high, the roydty of technology tansfer is too expensive, the wages
earned by foreigners in auto JV are set unreasonably too high.. And dl of these factors are

consdered attributing to the bad financid Stuation of auto joint ventures.

2000 was around 6,000, 2.5 times the number for the same period in the previous year.



In short, Vietnamese automobile industry is currently in the grips of avicous cirde.
The industry, being even highly protected by host government, has very poor performance.
Small sze of the market prevents assemblers from regping the mass- production merits, with
the result that market growth is hindered by high production costs. This situation discourages
assemblers from investing and may reduce their efforts in such areas as technology transfers,
human resource development and the incubation of local companies. Viethamese customers
are losing because of car’ s excessve high price, foreign investors are losing, loca content
ratios are low, lack of auto parts supply-base in the country.. According to one recent study,
the Vietnamese government has to spend US$66,000 per job in automobile industry while
received only US$25,000. This means that Vietnamese automobile industry is inefficient,

and the government protects this industry with high cost imposed on the economy.

V. Conditions Facing Vietham’ s Automobile Industry

Today Vietnamese automobile industry is facing unfavorable conditions for its development.
These are more fierce competition in the regiond market, the changing context of world
economy toward globaization and internationdization and quickly changing technology of

car' sproduction. Let us review some of these conditions.

Trade and Investment Liberalization Issues

Dueitsincluson in ASEAN in 1995, Vietnam automaticaly became a member of AFTA in
January 1996, it must be abide with the terms of CEPT (Common Effective Preferentia
Taiff), in freeing up the mutud trade with other AFTA nations of dl products with an

ASEAN content of 40 percent or greater, by January 2006 (January 2002 for other

® Toyota JV haslocalized small items such as seats, harnesses, tools, side glass, radio, exhaust pipe,




member countries). This freeing up of trade is to take the form of the remova of non-tariff
trade barriers and reduction of import dutiesto 0-5 percent.

At the same time, Vietnam gpplied for WTO membership in December 1994, and
in July 1998 a WTO working group commenced negotiations and evauation of Vietnam' s
goplication for incdluson. GATT (the Generd Agreement on Taiff and Trade) - a pivotd
tool for WTO activities - is founded around the principles of liberdization, non
discrimination, and mutud benefit. It can be athorn in the Sde of developing countries such
as Vienam in its requirements for non-discrimination of domestic and foreign products
(GATT aticle 3) and the dimination of quantitave restrictions (GATT article 11). WTO' s
TRIM (Trade-Rdated Investment Measures) agreement exemplifies loca content and
foreign currency procurenment requirements as forms of non-tariff trade barriers, and
developing countries must remove dl non-tariff barriers, including loca content requirements.
As areault, there is a strong possibility that it will be unable to employ the gpproaches used
by other ASEAN countries, such as nationa car concepts and loca content regulations. In
short, Vietnam will probably be unable to benefit from the Strategies used by other ASEAN
governments in the past, which curbed externd pressure for liberdization while imposing

locd content requirements on foreign companies that moved into their territories.

The AICO Scheme

There is a long higory of forma “complementarity” schemes in ASEAN Indudtrid Joint
Venture (Al1JV) begun in 1983, the Brand-to-Brand Complementary (BBC) scheme begun
in 1988, and the ASEAN Industrid Coorperation (AICO) scheme begun in 1996. All of

these programs have been based on resource-pooling and market-sharing among ASEAN

antenna, quarter trim, separator bar, spare wheel carrier, package tray trim and spare wheel cover.




members as a way to generate and exploit firm+ and industry -level economies of scale.
AICO is preferentid tariff scheme amed a promoting mutua complementation between
companies based in the ASEAN forum by preemting the redization of AFTA by enforcing
find CEPT import duty rates (0-5 percent). The tota number of aitomohbile-related items to
which AICO was agpplied in the two years from AICO’ s inception in November 1996 was
mearly 10, risng to 32 by April 2000. Jgpanese car manufacturers in particular have put
AICO to good effect in reinforcing and expanding the scope of part complementation within
the ASEAN region. By the end of 1999, for example, Toyota received AlCO accreditation

for 9 car partstypes used in its core Corolla, Camry, Hilux, and TUV modds.

Changing Trends in the World’s Automobile Industry

Changing trends in the world’ s automobile industry are likely to have a mgor impact on
Vietnam' s automobile industry policy. First, mgor assemblers and parts manufacturers are
increesingly establishing divisons of labor on a globd scde. The direction in which the
automobile industry evolvesin a particularly country will depend to alarge extent on whether
or not that indudry is incdluded in such divison of labor. Indusion in or excluson from
division of labor established in the ASEAN region by foreign vehicle assemblers will have a
paticularly crucid significance for Vietnam. Second, growing concern about environmenta
problems and safety has brought a ragpid rise in the investment burden on manufacturers.
Unless production volumes are extremey high, this investment cost cannot be recovered.
Third, production methods of cars are changing, and the pace of technologica innovation is

rapid. It will be difficult for developing countries to catch up with the developed countriesin

this area.

V. Recommendations
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Based on the profile of Vietnam' s automobile industry and changes in internationd trade and
economic environment as wel as changes in specific auttomaobile industry, we have some of

the following arguments on the development of automobile industry in Vietnam:

(2) To Abolish Current Protection on Automobile Industry

Vietnam began to develop its automobile industry some 30 years later than other ASEAN
countries, and the industry has been in very difficult stage of development. On one hand,
encouraged by the success of automobile industry in other country, Vietnamese government
wants to develop this industry by employing protective policies. On the other hand, as
lacking experiences, Vietnam does not have clear and comprehensve master plan on the
industry” s development, that can help to formulate appropriate policies to effectively protect
the industry. The other weaknesses are dso clear. Low income per capita which hinders the
rise in the demand for automobiles. Vietnam' s ability to earn foreign currency, which is a
vital prerequisite for the development of automobile industry. The export capecity of the
automobile industry is dmost zero, and it will be necessary to offset the trade deficit in the
automobile sector by exporting other items. Agriculturd goods exports are not so big and
uncertain, oil exports have been less successful than expected, sharp decline in the pace of
FDI inflow, which have supplemented Vietnam’ s foreign currency income. The trade deficit
of the country is chronicd (it was US$1.32 hillion in 1997, US$980 million in 1998). In
addition to smdl domestic market, dowing down of economic growth, the result of the
government’ s protection of inefficient capital-intensive industry. One current study
concludes that the “free movement of capitd is likely to become dlocatively efficient only
after trade barriers have come down substantidly, particularly barriers on capitd-intensve

activitiesin labor-rich countries’ (Cooper 1998, p.13).



If the protection helps to enhance the Vietnam' s automobile industry and it can
become competitive by the year 2006, when, by AFTA regulations, member countries
should subgstantidly reduce their tariffs (low to 0 — 5 percent), it isworth to protect this infant
indugtry. Thisimpliesthat Vietnam has the difficult task of building a competitive automobile
industry in the brief time remaning before liberdization. Could Vietnam' s automobile
industry be strong enough by that time? It is unlikely possble. If not, the government should
abolish protection program on the automobile industry today, if wish to utilize FDI resources
in a more efficient way. Even the chances of the Viethamese automobile indudtry ataning

international competitiveness within the next 10-15 years are dim.

(2) To Enhance Domestic Automobile Industry

In the long run, Vietnamese government must remove dl kinds of policies protecting the
automobile industry, but for the medium term (3 to 5 years), Vietham could have measures
to enhance this industry. As the market Sze is extremely small, the restriction of imports of
both secondhand and new carsis vitd to facilitate growth in domestic production levels.
Loca car production should be promoted over the long term, based around future
expenson in the domestic market. The Vietnamese government must provide assstance for
the production of acar modd targeted at the overall ASEAN market, and development of a
locd mother plant therefor. The next sep should be the maintenance of a viable tariff
gructure (with progressively lower tariffs for completely assembled cars, KD parts, and KD
part components).
The car parts promotion should go in hand with policy to atract FDI. Thet is,
Vietnam should put itself in a podtion of exporting sought-after parts within the ASEAN

region, and use this place of privilege to atract parts makers from advanced parts



manufacturing countries. Vietnam should take an active role in ASEAN efforts to pool
resources and enhance the region’ s competitiveness by participating in AICO scheme.
Another priority for Vietham is to become part of brand-to-brand complementation (BBC)
networks established by Japanese assemblers within the ASEAN region. Even in BBC or
AICO scheme, Vietnam will have to compete with other countries.

Other measures Vietnam should pay atertion ae to amplify and unify its
automobile regigtration procedures and documentation requirements. If the government does
introduce loca content requirements, it should provide incentives, such as extraloca content
points or tax benefits, to companies that meet local content targets ahead of deadlines.
There is a need for continued efforts to improve infrastructure, including road devel opment
and the egtablishment of parking facilities. It is obvious that a country with such a big
population base demands its own vehicle industry, but without committed long term

investment it will remain just adream for Vietnam.



Chapter 5

CONCLUSIONS

I. Key Findings

Vietnam is a the very early stage of development and in the process of economic renovation.
The world economy is in the process of internationdization and globaization, which offers
opportunities as wel as chdlenges for economic growth of Vietnam. During the past fifteen

years of renovation, Vietham’ s economy has gained remarkable achievements, however this
economy contains in it many factors obstructing the country’ s development.

Beside the existing weak fundamenta background of Vietnam’ s economy, the ot
going reforms are very dow, and some of them are unexpected successful. Market
mechaniam is not fully formulated in the country. Socidist components of the economy are
gill dominated. State administrative management at both centrd and loca level is weak and
inefficient. Bureaucracy and corruption are the pervasve phenomena. Some macro-
economic polices, conducted by Vietnamese government, are the reasons for misallocation
of economic resources, namely import subditution policy, capitd intensve industry
furtherance, picking winner, infant industry protection. The key indudtries have developed
through very high levels of import protection in recent years and remain extremely inefficient:
Motor vehicles, Motor cycles, Bicycles, Cement and Sted, Fertilizers, Sugar.

Protecting ineffective indudtry, the Vietnamese government spent money in
ineffectively way and imposed costs on other sectors. In the result, many Viethamese
products are non-competitive in the international market. For example, there is a cost of

industria protection to the agriculture sector in Vietnam. The current quota systems affecting
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imports of fertilizer has dlowed domestic prices to be 70 percent higher than the price of
imports from Indonesa, and 40 percent higher than the price of imports from Eastern
Europe. Thisisto imposed direct costs of around US$38 million (Goletti, 1998) on farmers.
Recent study (Van, 1999) showed that in comparison, remova of direct trade restrictions
affecting agriculture (primarily rice export quotas) could lead to an increase in red fam
incomes of around 5 percent. If industrid protection were removed, the total GDP would be
higher by around 2.5 percent.

In sugar indudry, import redriction is resulting in over-supply of sugarcane.
Medwhile the wholesde price of sugar is about 25 percent higher than the import price, and
the effective rate of protection is around 90 percent. The latest analysis (1999) showed that
trade liberdization would make sugar available a a 22 percent chegper price, increase the
real income by US$92 miillion.

The current macro and micro economic environment in Vietnam is not favourable for
domedtic productive activities as well as FDI activities. The decline of FDI inflow and low
rate of FDI implementation in recent years are clear evidences. The Vietnamese government
has not made use of dl opportunities and postive effects that FDI can offer. Besides the
positive contribution of FDI to Vietnamese economy, FDI activities even have negative
impact on the economic development, such as externd |oan burden, trade deficit, high-price
products are of the customers choice.

Vietnam is a poor country, the domestic saving rate is smdl. The country’ s
development is heavily relied on more domestic capita accumulation and externa resources.
Therefore, the efficient use of rare source of capitd is very important for Vietnam. Any

economic resource has its opportunity cost. Opportunity cost of an item is what you give up
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to get that item. If the capitd is invested in effective indudtry (e.g. the industry that Vietnam
has comparative advantage), it will result in profit earnings, extra money wille be earned,
saving capita will be avalabe for next invetment and other economic socid expenses.
Consequently, the country will get high economic growth. If capitd is put in nonprofit
activities (for example, in capitd-intensve industry in the short run), there will be no profit
earnings, no extra cepitd needed for paying back invesment capitd, or for loan' s
repayment and especidly for successve investment required for development. In the result,
economic growth will not be observed, and new investment has to be based on more foreign
loan. Inturn, it will be more repayment burden on the economy |atter.

In the context of the globaization, liberdization, and the world competition, by many
economigt, achieving high growth rate is much more important than the compogtion of
growth. The Sze of a particular industry says little about its importance to the economy, and
smdl sectors can be important for the growth of other sectors in the economy. A vitd part
of the new context is the need to improve competitiveness. Growth can be sustained only if

countries can cregte new, higher vaue-added activities that hold their own in open markets.

I1. Policy and Management I mplications

There is an important role for government policies, but not in the earlier mould of
widespread intervention behind high protected barriers. If TNCs were to operate in well-
functioning markets and were to act as rationd profit maximizing agents, there would be no
need for policy intervention”. Rather, in a globdizing world economy, governments

increasingly need to address the chdlenge of development in an open environment. While

% There may still be acasefir policy intervention if TNCs, because of their sheer size or market power,
distort markets.



waliting for entering WTO, Vietnam can reduce gradually degree of protection. Protection
policies should be phase out according to free market economy theory. Or more practicdly,
in the short run, Vietnam may continue protect those only efficient sectors, which would
grow hedthy in the near future. But in the long run, Vietnam should follow “market
principle’, it means that Government should abolish dl kinds of protection. While a
nationdigtic tendency to create “ complete’ indudtries in Vietnam is understandable, it will

only be through internationa integration and cooperation that economic development will

progress rgpidly in Vietnam, especidly given the lack of modern indudtrid techniques
currently in use. However, that any form of industry furtherance must conform to the rules of
ingtitutions such as AFTA and the WTO.

The big policy questions are concerned with fostering an environment in which rapid
accumulaion — and efficient deployment — of human and physica capitd can occur, and in
which enterprises are encouraged to experiment with ways to improve factor productivity. A
gable palitica environment and a sound macro-economic policy involving solid government
finances, rationd growth in money and credit, a manageable debt, rdatively low inflation,
and openness to internationa markets promotes growth. Ingtitutions and infrastructure can
positively congtitute the business environment in which the enterprises compete.

To alarge extent, an invesment-friendly policy framework is dso a development-
friendly policy framework. On the question of how to improve the investment environment,
the beneficid effects of domestic and direct invesment and the efficiency of resource
utilization can be raised, but this would hinge criticaly on improvements in the severd aress.
Improve the micro and macro-economic functioning of the country’ s economy and

drengthening commercid and judicid inditutions that provide stability and dependability to



al domedtic as well as foreign investors. Priority in project licenang should therefore be
placed on labor-intensve export-oriented projects, avay from investment in capita-
intendve import-subdtitution and domestic consumption industries. On the other hand,
careful condderation must be made of the timing of investment, the Sate of internaiond
product supply and demand, and the feasbility of each individud project, and if need be,
some form of furtherance provisons may need to be adopted over a fixed period. Such
furtherance provisons can act not only to protect local interests, but dso to entice foreign
invesment.

The role of FDI has become more and more important today, especidly for
developing countries, even for Japan and South Korea that did not pay much attention to
FDI in the past. Vietnam faces fierce competition with other ASEAN nations to attract FDI
flow. Since the Asan economic crigs, the neighboring countries have even accelerated the
liberdization of FDI-related policies. Take Thaland for example, among the efforts to
improve the FDI environment, Board of Investment (BOI) has tried to attract FDI by
establishing themsdves as a “one-stop shop for services’. As a result, FDI inflow to
Thailand increased from US$2,405 million (1997) and US$3,732 million (1998) to
US$7,449 million (1999) (UNCTAD, 2000b, p.286). At the same time, FDI inflow to
Vietnam continuoudy decreased from 1997 through 2000. Therefore foreign policy reform
should be part of more generd reform of investment policy directed at liberdization and
rationdization. Vietnam has to investigate how the neighboring countries treat incoming FDI.
With consdering the forthcoming obligation for the WTO and AFTA, Vietnam need to
make a dragtic decison for hosting FDI. Many observations suggest that investment

incentives or preferentia arrangements are not necessarily the key, the improvements of



favourable investment conditions are more important. Foreign firms think more of the
trangparency, fairness, and predictability of FDI-related policies and adminigtration.

Freer trade attracts FDI, and aso the presence of foreign affiliates accelerates
trade liberdization. Export-oriented foreign effiliates aggressively utilize the sysem of tariff
exemption or reduction on imported parts and components for export products. FDI has
effectively catayzed freer trade. FDI flows, especidly those directed to manufacturing
sectors, promote spill-over effects, which are essentid for foreign invested enterprises to
contribute to the long-term productivity gains, leading to sustained growth in a host country.
Cross-countries experiences suggest that a strong foundation for human resources (backed
by sound education programs) tend to facilitate transfers of technology and management
skills, and that more open trade and competition policies lead to greater technological and
productivity gains from FDI.

Within the course of a decade, Viethan's economy has made a decisve
turnaround to demondrate sustained growth in recent years. This has formed the basis for
the country’ s greater engagement with the world community, and has paved the way for it
to embark on a new program of indudtridization and modernization. However, Vietnam
enters this new phase in an extremely wesak competitive podtion with many weeknesses. To
ensure further development, it is crucid for Vietnam to implement a dragtic reform, an

another Doimoi program.
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