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1. INTRODUCTION

Prior to 1991, the domegtic automotive indudtry in Vietnam condsted mainly of Auto
Hoa Binh, a dsate-run manufacturer of military vehicles that firs opened in Hanoi in 1951
during the war with the French. Some parts were supplied by other state-run enterprises,
located mostly in the Hanoi area, and others were imported. The tiny demand for passenger
vehides in Vietnam was met through the import of fully assembled Soviet-built sedans.  Other
sate-run  companies manufactured agriculturd  vehicles, freight trucks, and condruction
vehicles, but these companies struggled to compete with imports from the Soviet Union and
China, and more recently with used trucks from Korea. A number of US military vehicles and
avilian passenger cars confiscated in 1975 ae in use even today, mosly in the south and
central parts of the country.

In 1991 the Vietnamese automotive industry began to change dramaticdly. Auto Hoa
Binh formed a joint-venture patnership, cdled Vietnam Motors Corp. (VMC), with
Colombian Motors (Philippines) and Nichmen Corp. (Japan), two companies with a pre-
exiding joint-venture to assemble passenger vehicle kits in the Philippines under license from
various automakers. Today, VMC assembles passenger vehicle kits supplied by Kia (Kores),
Mazda (Japan), BMW (Germany), and Subaru (Japan). 1n 1992, VMC was joined by Mekong
Corp., another joint-venture—this one backed mostly by financid capitd from Korea—to
assemble sport-utility vehicle kits supplied ky Mitsubishi (Japan), and a few passenger car kits
supplied by Fat (Itay). Although the Vietnamese market for motor vehicles was and is very
amal, these two assemblers—because they manufactured different vehicle types and had little
other competition—were able to remain fairly profitable (eg between 1991 and 1996 VMC
earned about $7MUSD in profits).

In 1995 the Vietnamese government, seeking to both decrease consumer prices and
build up the automotive indudtry, issued three additiond licenses for automotive assembly
joint-ventures. By 1996 Mitsubishi (Japan), Daewoo (Korea), and Daimler Benz (Germany)
had opened joint-venture enterprises in HCMC and Hanoi to assemble passenger vehicles,
light utility trucks, and passenger vans  After thee plants had been established, the
Vietnamese Government shocked the industry by issuing eight more licenses By the end of
1997 lsuzu, Hino, Daihatsu, Toyota (dl from Jgpan and the latter three from the Toyota Group
of companies), and Ford (USA) had plants in operation, bringing the totd number of vehicle
assembly plants in Vietnam to deven. By early 1998, in the face of Hiff competition and
sagging demand, Nissan (Jgpan) put the condruction of its assembly plant in Da Nang on



hold, and Peugeot (France) and Chryder (USA) had chosen not to act on ther license
agreements.

While by any measure this surge of new activity can be seen as a truly remarkable turn
of events, it is less obvious tha a viable automotive indudry is emerging or that the
Vieinamese economy is gaining any subdantia benefit.  This report provides an overview of
the Vietnamese indudry, probes the motivations behind the recent wave of assembly plant
invesments, and offers a critique state policy toward the automotive industry. Where does
Vidgnam fit within the globd automotive industry? How vigble is the automotive industry in
Vietnam and what ae the prospects for future development? Wha seps should the
Vietnamese government teke to spur the indusry’s continued expandon. The paper is
organized as follows. Section Two provides a brief overview of the current state of the
automotive indudtry in Vietnam. Section Three provides a typology of tha reveds the generd
characterigtics of the production locations that automakers must choose among. Section Four
discusses the macro-trends that ae reshaping the world automotive industry, especidly
globdization. Section Five stuaes the Vietnamese automotive indudry within the ASEAN
and world contexts.  Section Six discusses Viethamese government policy toward the
automotive indudtry. Section Seven offers policy recommendations for building a more
competitive Vietnamese automotive indudry.



2. THE CURRENT CONDITION OF THE VIETNAMESE AUTOMOTIVE
INDUSTRY

2.1  Snapshot of the Vietnamese Automotive Industry in 1998

Eleven automobile companies ae currently assembling vehides in Vietnam,
induding firms based in dl four mgor auto-producing locations, Europe, the United
States, Japan, and Koreaw Nine of the firms currently active in Vietnam are what this
report will refer to as “automakers”—firms that design, develop, manufacture, and <l
highway-grade motor vehicles—while the remaining two firms are what will be referred to
as “license assemblers” companies that assemble vehicles from automaker-supplied kits
of pats to sdl locdly under license, sometimes affixing ther own brand names (eg.
Mekong). There are five Jgpanese automakers currently in production (Dahatsu, Hino,
Isuzu, Mitsubishi, and Toyota), one Korean automaker (Daewoo), one Koreanbacked
license assembler (Mekong), one Philippine-backed license assembler (VMC), one
German automaker (Damler-Benz), and one American automeker (Ford). Table 1 lists
the vehicle assemblers in Vietham, showing company type, start date, capacity, and which
metropole of Vietnam the plant is located in. It is important to note that each firm has a
Vietnamese patner, usudly a date enterprise from the motor vehice or agriculturd
implement sector of the Vietnamese economy.

Tablel. Automotive Assembly PlantsIn Vietnam, 1998

Company Home Company Start Date Capacity VN Location
Country Type

Daewoo Korea Automaker 1995 10,500 Hanoi
Daihatsu Japan Automaker 1996 2,000 Hanoi
Daimler Benz Germany Automaker 1996 10,000 HCMC
Ford/Mazda USA Automaker 1997 14,000 Hanoi
Hino Motors Japan Automaker 1997 1,760 Hanoi
Isuzu Japan Automaker 1997 10,000 HCMC
Mekong Korea License Asmblr, 1992 5,000 HCMC
Mitsubishi Japan Automaker 1995 5,000 HCMC
Nissan* Japan Automaker 1998 1,000 Da Nang
Toyota Japan Automaker 1996 5,000 Hanoi
VMC Vietnam License Asmblr, 1991 20,000 Hanoi

* Nissan had only broken ground in April, 1998.

Sources: April 1998 author fieldwork and Vietham Economic Times, October, 1997.

There ae a wide range of vehicle modds being assembled in Vienam, including
four smdl cars three mid-szed cars, two luxury-sports cars, five 15-20 passenger vans,



three four-whed-drive sport-utility vehides sx light- to medium-duty utility trucks, and
two medium-duty freight trucks. The models are listed by assembler in Table 2. The only
gaps in Vienam's current domesticaly-assembled product mix are micro cars, large cars,
amdl vans, and pick-up trucks. Given Vietnam's poor roads and low consumer incomes, it
is undersandable why no automotive company is assembling micro cars or large cars, but
the absence of smal van and pick-up truck models is less understandable, particularly
gnce these are the most popular models in other ASEAN countries, such as Thailand.
However, in can be eadly sad tha Vienam's 26 domedticdly assembled automotive
moddls provide enough variety to keep competition and consumer choice high.

Table2.1. Models Assembled in Vietham, 1998

Company |micro|small |midsize|large |station|luxury | small|large | sport | pkup | utility | freight

car | car car car (wagon| sport [ van | van |utility| truck | truck| truck | total
Daewoo X X X 3
Daihatsu X 1
Daimler Benz X X X 3
Ford/Mazda X X 2
Hino Motors X 1
Isuzu X X X 3
Mekong X X X X 4
Mitsubishi X X 2
Toyota X X X 3
VMC X X X X 4
total 0 4 3 0 1 2 0 5 3 0 6 2 26

Sources: April 1998 author fieldwork and Vietham Economic Times, October, 1997.

Although the assembly plants currently employ less than 1,500 Vietnamese workers,
the recent invesments can be sad to be providing notable benefits to Vietnam.
Automakers are among the leading companies in the world in terms of revenues',
technology, and advanced business practices . One example is work organization. Given
the complexity and labor intendgve nature of automobile find assembly (especidly trim
and finigh), automakers have worked hard to find more efficient ways of using ther line
production workers while driving vehicle defects down. Some of the approaches that have
proved successful are organizing workers into teams that are, a least in pat, sdf-
managed; rotating workers between work dations, seeking regular input from workers on
how to improve production processes, and carefully tracking and reducing defects
according to sophigticated qudity improvement systems. Field research conducted by the

1Thevdue of Ford' svehicle sdesin 1995 was $91B, four and one haf times greater than Vietnam's GDP
inthesameyear.



author in Vietnam in April, 1998, suggested that the mgority of Vietnamese autoworkers
were being exposed to some advanced work organization and quality control practices.

For the companies where data was collected, Table Two lists the number of
employess in Vietnamese automotive assembly plants, the share of workers organized in
teams, the share of workers who rotate jobs, the average hourly assembly worker wage
(and its US purchasing power equivadent). The share of workers organized in teams is
generdly high, dthough job rotation is much less common. The opportunities for workers
to learn in such leading-edge indudtrid settings are extremdy rare in Vietnam.  As foreign
companies increase their presence in Vietnam, having a group of Viethamese workers and
managers experienced in high performance work practices will be essentid, not only to
provide personne for foreign-owned factories, but as entrepreneurs who dart businesses
that conform to world standards of quality and performance.

Table2.2. Employment, Work organization, and Wagesin Viethamese Automotive
Assembly Plants

Company Employees | % of workers % of workers Average US parity
in teams who rotate jobs | hourly wage wage
Daewoo 170 80% 30% $0.37 $6.71
Daihatsu 139 100% 0% $0.51 $9.31
Daimler Benz 230 UA UA $0.84 $15.46
Ford/Mazda 155 100% 0% $3.05 $55.94
Hino Motors 29 100% 0% $0.45 $8.25
Isuzu 37 78% 30% $1.00 $18.32
Mitsubishi 118 35% UA UA UA
Toyota 338 100% 87% $0.59 $10.81
VMC 190 UA UA $0.63 $11.45

April, 1998 figures from author fieldwork.

Vietnamese autoworker wages, while low by ASEAN and world standards, are in
fact very high by Vietnamese standards. Autoworkers are paid, on average, greater than
three times the prevaling indudsrid wage in Vienam. In tems of purchasng power,
Vietnamese autoworker wages on average can be said to be equivalent to $17.03USD per
hour (the average would drop to $11.47 without Ford, which has taken the approach of
hiring its future managers fird and training them on the production line—the assumption
Isthat production workers will be hired when volumes increase, perhaps at lower wages).

Stll, the benefits mentioned here ae, s0 far, accruing to a very smdl group of
workers, and the overdl impact on the Vietnamese economy remans extremedy small.
Moreover, the industry is in very poor condition because of severe overcgpacity and the



andl, volatile Viethamese automotive market. In 1997 approximately 21,000 vehicles
were 0ld in Vietnam.? Of these, only about 25% were locally produced, leaving eleven
manufacturers to battle over a share of about 5,000 unit sales. In 1998, in the midst of a
deepening economic crisis in Ada, the Vietnamese automotive market has dowed more
than 50%, leaving mogt assembly plants in Vietnam with excess inventory. Mogt plants
have temporarily reduced or stopped production. Many workers have been laid off (for
example, VMC laid off 418 (44%) of its 948 workers in early 1998), and those that remain
clean plant and equipment, undergo training, and work to assemble the very few vehicles
in production.

2.2  Underutilization of Plant and Equipment and the Absence of Firm
Profitability

Automobile assembly is both a capitd and a labor intensgve process. In industries
where a great ded of precison is required in the production process to insure qudity, such
as motor vehicles and eectronics, it is impossible to nanufacture modern products without
substantid  capital invesment. Even with the smdles and smplest plants, as are the
automotive assembly plants in Vietnam, a great ded of plant and equipment that must be
built and ingdled before the fird vehide can be manufactured (eg. plant structures,
welding dations, paint shops, €c.). The cash contributions of the foreign firms to their
Viethamee joint-ventures has ranged from $8M-$50M (Vietnamese partners have
typicaly contributed about 30% to the vaue of the joint venture, nearly entirdy in the
form of “lega” capitd, especidly red edate). Because automekers must maintain good
rates of capitd utilizetion to return a profit on their invesments, the profitability for the
automative joint ventures in Vietnam depends on mantaining reasonably high production
volumes.

Table Three shows Vietnam's automotive assembly plant capacity, output, and
utilization in 1998. It is dear that capacity utilization rates in Vietnam are extremdy low.
The automakers vidted in the fidld were manufacturing only a few vehicles each day.
Mog plant and equipment lay idle, many workers had been lad off or had had ther
working hours reduced. As a rule of thumb, it is difficult for an assembly plant to be
profitable when capacity utilization drops very far bdow 70%. With an average utilization
rate of gpproximatey 11%, and a tota country utilization rate of only 8%, assembly plants
in Vietnam can be assumed to be unprofitable at thistime,

2 Thisisabout the number of unitsthat alarge assembly plant would produce in one month, and the number
that General Motors would produce in North Americain asingle day.



Table 3. Automotive Assembly Plant Capacity, Output, and Utilization in Vietham

Company 1998 Capacity Current Output % Utilization
Daewoo 10,500 605 6%
Daihatsu 2,000 556 28%
Daimler Benz 10,000 359 4%
Ford/Mazda 14,000 1,000 7%
Hino Motors 1,760 50 3%
Isuzu 10,000 135 1%
Mekong 5,000 527 11%
Mitsubishi 5,000 688 14%
Nissan 1,000 NA NA
Toyota 5,000 1,400 28%
VMC 20,000 1,347 7%
TOTAL 83,260 6,667 8%
AVERAGE 7,660 667 11%

Sources: April 1998 author fieldwork and Vietham Economic Times, October, 1997.

2.3  TheLack of an Automotive Industry Supply-basein Vietham

Besdes low capacity utilization, automakers in Vietnam are unprofitable because
the automotive supply-base is dmost non-exigent. During the fidd interviews managers
sad tha domedic Vietnamese suppliers were “low qudity, dow, and of minimd
capability,” and that domestic sources could not even be found for smple metd parts such
as fagteners (screws and bolts). In genera, only cardboard packing materia was sourced
locdly. Only three foregn auto pats manufacturers are currently manufacturing in
Vietnam. Because there are s0 few loca suppliers, dl locdly-produced vehicles are
assembled from kits of parts in a process that is referred to in the automotive industry as
“complete knock down” (CKD) assembly. Nearly dl kits come from home country plants,
where the parts are taken off the assembly line and “consolidated” in shipping containers
for trangport to CKD assembly plants, which are quite common in emerging and trangition
economies such as Vietnam, the Philippines, Venezudla, Poland, and Russa. The added
costs of consolidation and shipping are substantia, and are not compensated for by the low
labor costs in most of the countries where CKD production is underway. In Vietnam,
where low capacity utilization is cutting into automaker profitability, the extra codts
associated with CKD kits drive automaker losses—and Vietnamese vehicle prices—even
higher. Table Four shows the share of localy produced vehicles assembled from CKD
kits, and the share of vehicle vaue sourced from automaker home country, ASEAN, and
Vietnam.



Table4. Shareof Locally Produced Vehicle Value Sourced from Automaker Home
Country, Vietnam, and ASEAN, 1998

Company % CKD % Home % ASEAN % Vietnam
Daewoo 100% 100% 0% 0%
Daihatsu 100% 60% 35% 5%
Daimler Benz 100% 100% 0% 0%
Ford/Mazda 100% 80% 20% 0%
Hino Motors 100% 100% 0% 0%
Isuzu 100% 100% 0% 2%
Mitsubishi 100% 80% 20%* 0%
Toyota 100% 98% 0% 2%
VMC 100% 100% 0% 0%

*Japan and ASEAN. Source: April 1998 author fieldwork.

One automaker manager in Vietnam said that the cars assembled in Vietnam cogt the
parent company twice what they cost in the home country (because of low plant and
equipment utilization rates, assembly cods were sad to be five times thet of the home
country).  Although it is clear that some of this cost is beng passed on to Vietnamese
consumers in the form of higher prices (eg. a Toyota Corolla cost about $26,000 in
Vietnam, but only about $14,000 in the United States), it is dso likdy that automaker
parent companies are absorbing some of these operating losses.

The implications of the current lack of profitability in the Vietnamese automotive
industry are serious.  In large multi-national firms, unprofitable operations are extremely
vulnerable to disnvesment, sde, and cosure, especidly during periods of financid
digress  While the loss of a few assembly plants might well be beneficid to the Vietnam
given current market conditions, the loss of too many plants could jeopardize the surviva
of the indugtry. Even if the Stuation remains dable and automobile production remans a
the CKD levd, the Vietnamese economy will continue to derive only modest benefit.
Since fina assembly represents only about 10% of vehicle codt, ietnam can be said to be
currently importing 90% of the vaue of each localy produced vehicle.

Given the current dae of the automotive indugtry in Vietnam, the gods of
government policy should be clear: to increase the market for domedticaly-produced
vehicles and to build up the automotive parts supply-base.  While these gods will likey
prove difficult to reach even in the medium-term, it is important that immediate steps be
taken to improve the current Stuation. Specific policy recommendations are included in
Sections Sx and Seven of the report.  The following sections will help to Stuate the
Vietnamese automotive indudtry in its broader ASEAN and world contexts.



3. BEMS PLEMAS, AND LEMAS: A TYPOLOGY OF PRODUCTION
LOCATIONS

Before the current condition of the world automotive industry is discussed, it is
necessary to develop a typology of production locations as a basis for comparison. There
are too many exiging and planned production locations and too many automakers for any
ample generdizations to be made about the role of new production locations in the world
automotive industry.  Accordingly, | have segmented the types of production locations that
are avalable to automakers into three broad categories. 1) Large Existing Market Areas,
or LEMAS, such as the United States and Canada, Western Europe (excluding the Iberian
Peninsulg), Japan, and Audrdia; 2) Peripheral to Large Existing Market Areas, or
PLEMAS, such as Mexico, Spain, Portugd, and Eastern Europe; and 3) Big Emerging
Markets, or BEMs, such as China, India, Vietnam, Russa, and Brazil.

The reason that this typology helps us to understand the industry is because there are
different drategic goas behind automakers locating production in esch type of market.
New plants in LEMA locations (often referred to as “transplants’) tend to be established
as a way to maintain or increase company market share in large exising markets. Because
of high operating costs, LEMA locations are chosen when automakers are sure of their
market, perhgps because it was previoudy established through successful exporting.

Table 5. The Attributes of Plantsin BEMs, LEMAS, and PLEMAS.

BEM LEMA PLEMA

WAGES LOW HIGH LOW
CAPACITY LOW HIGH HIGH
STRATEGIC INTENT CORPORATE CORPORATE CITIZENSHIP, COST CUTTING

CITIZENSHIP CAPABILITY SEEKING
APPLICATION OF LEAN HIGH LOW (EXCEPT JAPAN AND HIGH
PRINCIPLES KOREA)
DESIGN AND TECHNOLOGY NO YES NO
DEVELOPMENT?

The principa gdrategic role of PLEMA locations such as Mexico, Spain, Portugd,
and East Europe are to provide automakers a proximate low-cogt environment from which
to supply LEMAs.  While such locations do not provide the same politicd or consumer
payoffs that LEMA locations do, they do provide trade benefits because they share, or are
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expected to soon share, common markets with LEMA economies (eg. NAFTA and the
EU).2

BEMs provide automakers with opportunities to participate in growing markets.
Where market penetration is low and populations ae large (eg. China, India, and
Vietnam) the potentiad for growth in BEMs is immense. Table 6 shows that passenger
vehicle sdes growth rates in BEMs, though in many cases sarting from a smdl base, are,
on average, far outpacing growth in established markets (LEMAS). The intent of locating
new plants in BEMs is to establish an early market presence in high-potentid emerging
economies as away to ensure participation in the automotive market asit develops.

Table 6 presents some important industry atributes according to the locationa
typology outlined above. It reveds some sark differences among them. First, market
penetration, caculated by dividing the totd country population by the number of
passenger vehicles in operation, is much lower, on average, in BEMs than in LEMAS or
PLEMAs. Second, automotive sector wages, on average, are very high in LEMAs and
vay low in BEMs, with PLEMA locations providing a middle ground that makes them
attractive for exporting lower-cogt vehicles to LEMAS (dong with their spatid proximity).
Second, as dready mentioned, BEMs are growing much faster than other markets, with
most of the growth coming from localy manufactured vehicles (the average annud rate of
growth in production in BEMs s not far behind average annua saes growth).

Table 6. Passenger Vehicle Production Location Types: Market Penetration, Auto
Sector Wages, Sales Growth, and Production Growth (note: unweighted aver ages
under-represent large markets)

Location People/Car Weekly] Average Annual Sales | Avrg. Ann. Production
Type Wages Growth Growth

1993 1991 AAGR 85 AAGR90-| AAGRS85| AAGR 90-
LEMA 22 552.98 -0.6% -3.1% 0.8% 0.0%
range: 17t02.6| 480.0t0 712.7] -53t03.4%| -10.5t0 1.7% -8.9t03.9%| -9.3t04.1%
PLEMA 5.8 181.0 1.5% -7.7% 5.4% 3.5%
range: 28t011.2] 51.9t0433.6] -7.0t07.2%| -19.6 to -0,4% 1.8 t0 9.6% 3.2 t0 4.0%
BEM 149.4 109.3 16.9% 16.1% 13.8% 15.8%
range: 6.7 10 950.2| 20.5t0384.6 -4.41052.6%)| -9.7 to 42.3%| -5.2to 51.1%| -11.2 to 50.0%

Sources: People/Car: calculated from country statistical yearbooks and Wards PARC; Weekly Wages: OECD (1991) and author

fieldwork (1998); Sales and Production Growth: Wards Decade of Data

3 We have placed the Eastern European countries in the PLEMA caegory even though they do not yet share
a common market agreement with the EU, and contan assembly plants that are currently focused on
supplying locd markets. There is widesporead expectation that the EU will be broadened to include some
Eastern European countries in the near- to mediumterm. When such a pact is made, we bdieve tha many
of the plantsin Eastern Europe will begin to supply Western Europe with finished vehicles.
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Usng the locationd typology of LEMA, PLEMA, BEM dlows us to see the
component parts of the globdization process more clearly, and to meke comparisons
among them. Through the use of this typology foreign direct invesment in BEM locations
such as Vietnam can be placed in the broader context of globdization. The typology
dlows us to separate BEM locations, such as Vietnam, from PLEMA locations, such as
Mexico. While these two locationa types are quite different, as Table 6 reveds, they are
often undifferentiated in discussons of globalization.

The employment impacts of new invesments in BEM, LEMA, and PLEMA
location are varidble.  Plants in LEMA and PLEMA locations are usudly larger, integrated
asembly plants that produce in high volume (eg. 350,000 unitsyear). Integrated
assembly plants rely on a “free-flow” of parts and modules to the plant. Because vehicles
are assembled from individua parts, not kits of pats and pre-assembled modules,
integrated plants employ many more workers than CKD plants. Integrated plants employ
1500 to 2500 workers. Even larger plant complexes, producing 750,000-1,000,000
vehicles each year can employ 5,000 or more workers (e.g. Hyundai’s four-plant complex
in Ulsan, Korea). CKD plants in BEM locations, because the markets they serve are just
beginning to take shape, are generdly much smaller in terms of capacity and employment.

Table 7 shows 1991 automotive sector wages for specific countries in the BEM,
LEMA, and PLEMA categories. Even though BEM wages ($109/week) were lower, on
average, than wages in other types of production locations (LEMASs. $552/week), it is
important to note that BEM investments are not seen by automakers as a way to save on
labor costs. As dready mentioned, the lack of nearby supply and the costs of parts
consolidation and shipping for CKD assembly far outweigh labor cost savings PLEMA
locations ($18L/week), on the other hand, do offer automakers significant cost savings
because they can rdy on locd and nearby LEMA supply bases for integrated
manufacturing in low cogt locations, shipping finished vehides short digances into LEMA
locations, dl within low or non-tariff trade blocs.



Table 7. Automotive Manufacturing Sector Weekly Wages, 1991 (except where
otherwise noted)

Big Emerging Markets 1991|Large Existing Market| 1991 weekly|Peripheral to LEMAs| 1991 weekly
(BEMs) weekly|Areas (LEMAS) wage (USD)|(PLEMAS) wage (USD)
wage (USD)

InAAnacia 2N RENJC WAraa 272 NN|DAlanAx*x%x 21 an
India 34 80jitalv 471 90HIInaAarv*** 7500
Vietham* 41 82 Aiistralia 4280 N0]Mexico* 166 57
Philinnines AR KOfFinland** 512 20]Portiinal 178 10
Caolomhia*** 53 ’01Sweden 522 30ISnain 433 R0
Thailand 76 401l Inited Kinadom 522 50
Malavsia 78 20New 7ealand** 564 40
\/eneziiela 96 R0INetherlands 564 70
Turkev 195 70]1Canada 646 70
Araentina** 384 A0]JUnited States AR2 10

France** 683 30
AQEANI Aviarana EA REjarmany 712 70
RECNA AN/EDACE 1NQ 21| ENAA AN/EDACCE ERE2 aQDI ENAA A\N/EDAEC 191 N2

* 1998 figures from author fieldwork. ** Transport Sector, 1991; *** Transport Sector, 1993; Source: OECD.
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4. THE CURRENT CONDITION OF THE WORLD AUTOMOTIVE INDUSTRY

4.1 TheMacro-trends. Lean Production, I ncreased Outsourcing, Modularization,
and Globalization

Globdization is only one of severd drong trends driving change and adaptation in
the automotive industry. Fird, automekers ae trying to improve ther organizations,
particularly their manufacturing operations, by implementing the tenets of lean production
(Womack, et. d., 1990). Lean production includes lower inventories, just-intime parts
deliveries, high peformance work organization (teamwork, job rotation, etc.), and
continuous improvement programs for quaity and productivity. Following the path of
continuous improvement requires a grest ded of atention and monitoring. Second, the
proliferation of automotive traffic in developed countries has created a host of serious
environmenta qudity problems (eg. ar pollution, congestion, waste recycling). With
issue of the environmenta impact of motorization looming over the industry, automakers
see an imperative to develop vehicles with low- or zero-emissons. Lastly, markets appear
to be further fragmenting, putting additional pressure on automaker's design, didtribution,
and marketing capacities All  of these forces globdization, lean production,
environmental  concerns, and market fragmentation are increasng development, process,
logidtics, and market complexity in the industry. The following sections will focus on the
issue of globdization, one of the primary forces of change in the industry, and one that is
most relevant for BEM locations such as Vietnam.

4.2 Driversof Globalization

Automeakers and their Tier 1 suppliers are aggressvely interndiondizing ther
operations in search of new markets (in BEMs) and lower production costs (in PLEMA
locations). At the same time, the largest automekers are atempting to centraize the
product development and corporate control functions of their organizations in ther home
locations, where they are working more closdly than ever with Tier 1 suppliers. Both the
centrifugd and centripeta  aspects of the "globdization" process are having profound
effects on the character of competition; and the quantity, quality, and location of jobs in
the automotive sector. Moreover, many andysts who waich the automotive industry
cosdly warn tha the aggressve offshore investment that we are seeing today will create
conditions of severe excess cagpacity in the near- and medium-term. With overcapacity
further reducing dready low profitability in sector, some andysts have warned of a mgor
“post-globdization sheke-out” that could permanently dter the competitive landscepe of
the industry and have disastrous consequences for the employees of the firms that lose.
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4.2.1 Market Saturation at Home

New “offshore’ vehicle assembly plant invesments outsde of home markets are
being driven by dow growth and market saturation in the indusry. After growing steedily
during the mid-1980s, world-wide annual sales of new passenger cars were stagnant from
1989 to 1995. According to Wards, worldwide annua sales of passenger cars grew at an
average annud rate of nearly 3.7% from 1983 to 1989, and then turned negative with an
average annud rate of -.4% from 1990 to 1995 (see Table 9). Growth is dow in LEMAS
because market penetration is very high. As a generd rule, we can say that a market with
fewer than three people per car is saturated (see Table 10).

Table 9. Worldwide Passenger Car Production by Automaker Origin, 1983-1995

(‘000 units)
1983 1984 1985 1986 1987 1988 1989
European 10,461 10,062 10,434 11,244 11,880 12,440 12,645
American 10,752 11,905 12,401 12,194 11,222 11,605 11,353
Japanese 7,545 7,595 8,240 8,495 8,784 9,442 10,670
S. Korean 122 159 264 457 793 872 887
Others 172 230 275 362 489 516 558
Total 29,052 29,951 31,614 32,752 33,167 34,876 36,112
% change 9.3% 3.1% 5.6% 3.6% 1.3% 5.2% 3.5%
AAGR 83-'89 3.69%
1990 1991 1992 1993 1994 1995
European 12,357 11,968 11,887 10,597 11,590 11,544
American 10,496 9,909 10,009 10,188 10,656 10,641
Japanese 11,777 11,594 11,409 10,820 10,431 10,474
S. Korean 994 1,186 1,322 1,607 1,806 2,006
Others 638 602 665 511 610 837
Total 36,263 35,260 35,291 33,723 35,094 35,503
% change 0.4% -2.8% 0.1% -4.4% 4.1% 1.2%
AAGR 90-95 -0.42%

Source: Wards Decade of Data

4.2.2 Increased Competition at Home

Besdes dow growth, automaker's home markets have become much more
competitive.  There has been an increase in the number of firms sdling cars in mature
markets such as the United States, Germany, and Japan. Figure 1 presents an andyss of
passenger vehicle sdes in the United States, Japan, and Germany according the Herfindahl
Index of Maket Diversty. The index would be zero if market share was evenly
digtributed among automakers. The index would be one if a sngle company tad 100% of
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nationa market share (monopoly industry dructure). Thus, the lower the index the more
diverse the market. Figure 1 shows an across-the-board decrease in market concentration
in the United States, Jgpan, and Germany, reveding the heightened competitive pressure
that automakers have been experiencing in their home markets. Germany, as with most
European countries, has long had a diverse automotive market due to the interpenetration
of Europe€s car markets by European automekers as well as the active presence of
American firms. However, strong sdes by Jgpanese automakers have brought the index
down further since the late 1980s. In the United States, inroads by Japanese automakers
increased the competitive pressure dramaticaly in the early 1980s. In Japan, increased
market diversty has come dmogst entirdy from the success of gmdler Jgpanese
automakers, and the declining dominance of Toyota and Nissan as they “hollow out”
domegtic production by subdituting exports with loca production in Europe, North
America, and ASEAN.

Figure 1. Passenger Vehicle Salesin the USA, Japan, and Germany: Market
Concentration According the Herfindahl I ndex (1=monopaly)
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Note: the data was not adjusted for new entrants or industry consolidation. Source: calculated from Wards
Decade of Data.

4.2.3 Thelureof Big Emerging Markets

Sow growth, market saturation, and increased competition a home have lead
automakers to the obvious concluson that future growth will occur in BEMs, particularly
in countries with the largest populations, such as China, Brazil, and India Table 10
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presents an international reverse ranking of market penetration, measured as people per car
in each country. The United States, Audtrdia, and countries in Northwest Europe al had
more than one car on the road for every three people in 1993 (representing a saturated
market), while Vietnam, China, Pakigan, the Philippines, and India each had fewer than
one car on the road for every 100 people. Vietnam tops the list with 950 people for every
car in operdion. It is this satiic, more than any other, that explains the recent wave in
vehicle assambly plant investmentsin Vietnam.

Table 10. Market Penetration by Rever se Ranking: People per Car by Country

Rank |Country People/Car Rank Country People/Car
1 Vietham 950.2 21 Portugal 4.4
2 China 487.9 22 Ireland 3.8
3 India 244.9 23 Czech Republic 35
4 Pakistan 154.0 24 Slovak Republic 35
5 Philippines 118.2 25 Japan 2.9
6 Indonesia 107.9 26 Spain 2.8
7 Thailand 54.0 27 Netherlands 2.6
8 Columbia 36.5 28 Belgium 24
9 Turkey 21.2 29 Puerto Rico 2.4
10 Russia 15.9 30 Sweden 2.4
11 Brazil 13.2 31 France 2.3
12 Venezuela 12.6 32 United Kingdom 2.3
13 Mexico 11.2 33 New Zealand 2.2
14 Chile 10.8 34 Australia 2.1
15 Singapore 8.9 35 Austria 2.1
16 Korea 8.4 36 Canada 2.0
17 Argentina 6.7 37 Germany 2.0
18 Poland 5.5 38 Italy 1.9
19 Taiwan 5.3 39 Luxembourg 1.7
20 Hungary 4.9 40 United States 1.7

Source: Calculated from Country Statistical Yearbooks and Wards PARC.

4.2.4 Globalization and Over capacity

Globdization means that automakers are increasingly adopting a “built-where-sold”
gpproach to automobile manufacturing, even in an environment of fdling bariers to trade.
The assumption of the automakers is tha locating production where cars are sold garners
the maximum amount of good will from host governments seeking to reduce trade deficits,
as wdl as from consumers, who tend to buy localy-built vehicles for nationdigic reasons.
Furthermore, local production provides automakers with a naturd hedge against currency
fluctuations (as long as parts can be supplied localy).
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Snce the ealy-1980s the automotive industry has been undergoing an
unprecedented boom in new “offshore’ automobile assembly plant condruction in large
exiging and emerging markets (LEMAs and BEMs). The wave was initidly propagated
by Jgpanese firms investing in the United States but is now being driven in large pat by
American and Korean firms investing in BEMs such as China, India, the ASEAN nations,
Brazil, Argentina, and Russa

The data presented in Table 11 is drawn from the International Motor Vehicle
Program’'s Globad Assembly Plant Database (based on data from Automotive Industries
and other sources), which contains generd information on 521 assembly plants, a very
high percentage of the world's total. Efforts to collect data on the plants is ongoing. At
the time of this writing inception dates have been collected for 37% of the plants in the
database. Since more inception dates have been collected for newer plants, these data are
more complete in the recent time periods (1980s and 1990s). The data on capacity has
been collected for 79% of the plants in the database, but only 62% of the plants for which
inception dates have been collected.

While Table 11 is drawn from an asyet-incomplete data s, it clearly demongtrates
severd points. Fird, as just mentioned, there has been a shift in both the origin and
destination of new assembly plant investments since the 1980s. In the 1980s, the largest
group of new assembly plants were established by Japanese firms in the United States
(12). In the 1990s, the bulk of the new investment activity has come from American (19)
and South Korean (13) firms edablishing plants in big (and some smdl) emerging markets
(BEMs), while the number of plants in PLEMA locations has been growing Steadily.
Second, even when assuming that many of the plants established prior to 1980 are missing
from the table, it is cear that the overal pace of new investment has picked up
dramdticaly in the 1990s. Ladlly, the sze of new plants gopears to have diminished
rapidly, as far as we are able to judge from data on 1996 capacity (obvioudy, some of this
effect could be due to older plants growing in Sze over time).



18

Table 11. New Passenger Vehicle Assembly Plants by Type of Investment L ocation:
Home Country of Investing Automaker and Average 1996 Capacity, 1980-1998.
(draft version: inception dates collected for 193 (37%) of 521 plants)

New Plant Location Type pre-1960 1960-1969 1970-1979 1980-1989 1990s
Home (USA, Europe, Japan, AAAAAAAAA AA A A JJ
Korea) AAA JJJ JJ E K
EEEE EE
J
Large Existing Market Areas (e.g. JAAAAAAAAA| AAAAAAA AA AA AA
USA, Australia, Canada, Western AAA EE J NNNNNNNNNARN) E
Europe) JJ JJ
Peripheries of Large Existing Mkt. A A AA AAA AAAAA
Areas (e.g. Mexico, Spain, Eastern J E JJ E
Eur.)
Big Emerging Markets (China, AA AAAAAAA AAAA AAAAA AAAAAAAAA
India, Brazil, Russia, Thailand, E E E E AAAAAAAAA
Vietnam, Turkey). Note: some J NNNAAN) JJJJ NNANANA) A
small emerging markets, such as EEEEEEEEE
Namibia and Botswana, are NNNNNNNNRAN
included in this data. KKKKKKKKK
KKKK
New Plants per Time Period 35 35 19 33 69
Average Unit Capacity in 1996 267,471 197,577 243,043 210,024 55,061
(earlier plants could have grown)

Key: A: American automaker; E: European automaker; J: Japanese automaker; K: South Korean automaker. Source: Global
Assembly Plant Database, International Motor Vehicle Program, Massachuc etts Institute of Technology (based on data from

Automotive Industries and other sources).

Since the recent and planned assembly plant investments are being made in an
environment of declining cgpadity utilizetion, it likdy thet the indugsry will move into a
period of severe overcapacity in the near future. In a report by AUTOFACTS, the
automotive planning group of Coopers & Lybrand Consulting, it is etimated that excess
capacity will reech 21 million units by 1998, more than one and one hdf times the totd
1996 passenger vehicle output of North Americaa By most estimates capacity utilization
today is about 75%, which is a rdativey low point a which to see a boom in new
invesment (in a “rationa” environment one would predict that new invesment would be
made when capecity utilization is high).

The sheer volume of recent and planned invesment, and the willingness that we
found in recent headquarters interviews for automakers to endure negative returns on new
BEM invesments, a least in the short-term, give the current capacity expangon dl the
earmarks of a classic speculative over-extenson, where supply far outpaces demand as
large groups of investors try to gain an early-mover advantage at the same time.  In recent
headquarters interviews we found a corporate imperative to quickly establish “beach
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heads’ in emerging markets a nearly any cost. Such imperatives are only sharpened when
competitors make sSmilar moves. What should decrease the dttractiveness of a new
market, increased competition, is ingead spurring automakers to redouble ther efforts.
Such is the irony of speculative bubbles, when a “herd mentdity” rules investment
decisions (see Section 4.4 for an extended discussion). |If the threat of severe overcapacity
is red then, the reevant question becomes what are automakers doing to reduce their
exposure to this risk? Since forgoing investments in BEMs is not seen as a viable option
by most automekers, what other measures that are being teken? The following section
provides some answers to this question.

4.3 Measures Taken to Mitigate the Risk of Worldwide Over capacity

Automekers are employing a variety of measures tha may have the effect of
reducing the risk of over-invetment. While some of these measures ae explicitly
intended to hedge againgt excess capacity, others are being pursued for different reasons
but may have the complementary effect of reducing investment risk as well. In the former
caegory are the practices of developing common “globd” platforms, deploying common
processes, and testing new markets with small but expandable plant designs. In the latter
category ae the practices of centrdizing control and development functions in core
locations, amplifying the find assembly process through modularization, and increasing
outsourcing to larger, more globa suppliers. Taken together, these measures have the god
of amplifying the process of developing, manufacturing, and sdling automobiles.

Globdization is creaing an increesngly complex organizationa problem  for
automakers.  As automakers stretch geographically, their organizationd capacity becomes
dretched as wedl. Each new plant that comes ontline must have everything needed to
produce automobiles, including plants buildings, production equipment, personnd,
material and components.  Negotiating with host governments, establishing new plants,
building the loca supply-base, and establishing adequate sdes and service organizations
ae dl difficult and risky activities that can absorb a grest ded of automakers
organizationd and financid resources.

As a reault, automakers that have had operationdly independent internationa
divisons (eg GM’s Opd Divison and Ford Europe) are now atempting to centraizing
corporate governance, purchasing, and product development functions in core locations.
With devdopment and purchasng centrdized, new invetments can be confined to
production, digtribution, and service organizations. Such centralization makes the process
of deveoping common products and processes esser. Paforms designed centrally can
then be deployed on a globa basis, reducing redundant product development steps. One



of the primary gods of centralized purchasing is to make the components, production
equipment, and design tools that a company buys more common.

Automakers are atempting to offset the complexity created by globdization by
pushing for amplification. Automakers are minimizing the sze of ther new invetments,
minimizing the number of unique pats in the automobiles they sdl, smplifying the find
assembly process through modularizetion, minimizing the variety of the desgn and
production tools they use, minimizing the number of components they make in-house, and
minimizing the number of direct suppliersthey use.

While the many of the drategies discussed in this section may have the effect of
reducing the risk of over-invesment, other trends in the industry are having the effect of
increesing such risks.  For example, risng productivity from both lean production and
increased throughput from modularization can increase the effective cgpacity of new and
existing plants, exacerbating problems with excess capacity.

4.3.1 Global Platform Development

All the automakers we interviewed are, to some extent, creating globd platforms to
improve interna (proprietary) product and process standardization. Cars based on global
plaforms will then be talored to fit locd market conditions. Some automekers are
attempting to take the further step of standardizing production fixtures across al samilar-
sgzed passenger vehicle platforms and models. The am is to make assembly plants less
model-specific.  The more “generic’ manufacturing capacity is, the less vulnerdble it is to
overcgpacity problems.  With enough dsandardization better sdling modes could be
subgtituted on the production lines of underutilized plants on short notice.  Standardization
among manufacturing operations would aso make the trandfer of learning across a widdy
dispersad organization more likely.

4.3.2 Outsourcing and Supplier Sharing

An edablished base of internationaly operating suppliers is a welcome thing to
automakers locating production in new markets. Automakers are working with fewer,
larger suppliers, and giving them a greater role in product and process development.
Some component and module design tasks, as wel as Tier 2 and Tier 3 supply-chan
management, are being passed outsde automaker organizations to Tier 1 suppliers. A
recent wave of mergers and acquisitions among Tier 1 suppliers represents a consolidation
and intermingling of the North American, South American, and European supply-bases at
the Tier 1 leve (the top 30 suppliers are liged in Table Al in the gopendix). The Asan
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upply-base remains largely separate for now, dthough large American suppliers such as
Dephi, TRW, and Lear have moved aggressively to st up Adan manufacturing
operations.

Tier 1 suppliers are dso embarking on a wave of new plant congtruction in emerging
markets, and, because they serve a variety of automakers, the largest and most globa have
fecilities located in more places than any one of ther cusomers. Highly capable suppliers
with global operations reduce the sze of the invesments that ther customers need to
make to manufacture in new markets. We cal such suppliers “turnkey suppliers’ because
they provide a wide range of services that dlow automakers to take a “hands-off”
gpproach in the reationship. Besdes design, turnkey suppliers purchase the parts needed
for the modules they assemble. In the context of a plant in a BEM location, where the
supply-base is likely to be poorly developed, turnkey suppliers take on a dgnificant
amount of the respongbility for meeting locd content gods induding the often difficult
tasks of finding and developing Tier 2 and Tier 3 suppliers, and managing the logigtics for
the partsit must import.

Table A2 in the appendix provides a lig of cities in the Internationa Motor Vehicle
Program’'s Globa Assembly Plant Database where three or more assembly plants owned
by different automekers are located. The entire list, except for the PLEMA location of
Setubd, Portugd, condsts of BEM locations, and the average plant output is very smdl
(255K units in 1995). The implication is that the new, smdler plants in BEMs are more
interdependent, and share the supply-base in their immediate surroundings to a degree
unheard of in LEMA locations. For example, not only do Chryder, Ford, Genera Motors,
and Honda have plants in Vdencia, Venezuda, but the suppliers Arvin, Bridgestone,
Bundy, Gates, Goodyear, and PPG have facilities there as wel. Such “piggy-backing” of
new plants on exiging production locations may wel create strong agglomerative effects
in BEMs that will continue to atract new investment, dlowing us to predict where the
future centers of automobile production will be.

4.3.3 Low Volume Production Strategies

Automakers ae trying to amplify the find assembly process by increesng the
number and complexity of module sub-assemblies manufectured off the find assembly
line. With less complexity, line speed can be increased and the number of worker-hours
soent assembling each vehicle can be reduced. On a per-unt-capacity basis,
modularization dlows find assembly lines to become smadler, smpler, and less expensve,
reducing the investments needed to enter new markets. When combined with the concepts
of common platforms and common production fixtures discussed above, the idea of



modularization and line gmplification becomes pat of a powerful globa vison, where
different car modds can be assembled in any plant in any location because the required
production equipment is the same. While modular find assembly can wel be pursued as
an inhouse production drategy, a most automekers the move to modules has been
intimately connected to increased outsourcing.

Other approaches to investment risk reduction and market testing are complete-
knock-down (CKD) kit assembly plants, with kits coming from “consolidetion centers’
that draw on exiding plaits and suppliers condgnment-style contract- and license
manufacturing, where kits are assembled by third party contract and license assemblers
(e.g. the Adra Group in Indonesia and Steyr in Audtria); and jointly operated plants, where
capacity is shared among two or more automakers (eg. Fiat and Peugeot in Argentina and
Ecuador). New CKD plants and consgnment-style contract manufacturing arrangements,
because they draw on exiging facilities can actudly dleviate overcapacity problems at
home.

The lowest risk agpproach to entering new markets is to test them by importing
finished vehicles but besdes increasng prices dramaticaly, this gpproach is too dow
when competing with firms that ae making invesments to “build-where-they-sdl.”.
Some automekers are trying to reduce their investment risk in new markets by building
plants that can manufacture a range of products (to test market acceptance of various
models before increasing model- specific investments), and that can be scaded up from low-
to hign-volume production in the face of increesng demand. This means that initid
investments are for smdler, smpler plants (see Table 11, bottom row). Labor intendty,
and therefore capitd invesment requirements, can initidly be very low (in BEMs low
labor costs make this an even more attractive gpproach); dependence on suppliers and
exiging plants for module subassembly and module kits can be initidly high;, and capitd-
intensive processes (eg. stamping, body welding, and body painting) can initidly be done
a exigting plants and components shipped to new ones.

4.3.4 Globalization Best Practices

How severe future over-cgpacity problems become depends on how effectively
automakers implement and manage the complexity that will arise from pursuing the mix of
drategies liged in Table 12, some of which heghten the risk of over-invesment. But if
implemented well and very, very quickly, some of the drategies outlined in this section
could succeed in reducing the risk of over-investment. It may be that the cgpacity that is
now being deployed in BEMswill be very different from what has come before.
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Table 12. Automobile Production: A Possible Consensus on Globalization Best
Practicesand Other Strong Trendsin the Industry

Globalization Best
Practices?

- Recognize unique market requirements

- Develop vehicles that can be tailored to various markets
- Manufacture locally

- Build smaller plants that are flexible and expandable

- Hire very selectively and build workforce loyalty

- Attract existing suppliers to new plant locations

- Transfer what is learned in one place to others

- Move personnel from location to location

Other Strong Trends

- Modularization of final assembly
- Lean production
- Increased outsourcing

Source: Globalization and Jobs Project Headquarters Interviews.

4.4  Over-invesment and the Asian Financial Crisis: A Discussion of Economic
Cycles and Speculative Bubbles

Standard neoclasscal economic theory podts that capitd automaticaly migrates
toward investments where it can earn the highest return, but in practice, the process does
not aways work so efficiently, sometimes resulting in boombust cycles of under- and
over-investment. As invesment cgpital has become increasingly mobile, and can be more
eadly shifted from one location to ancther, the problem of over-invesment has become
more acute (Storper and Waker, 1989). Over-invesment comes when a group of
investors decide to invest in the same place a the same time. The socid dynamics of such
herd behavior are strong when a relatively smal number of actors base their decisons on
the same information and have good knowledge of what the others are doing. The
automotive indudry provides just such an environment. Capital investment, because it is
long ladting, is particularly prone to over-investment. Seven-to-ten year cycles have been
wel documented in fixed capitd invesments especidly in red edae Speculation
(Abramowitz, 1961, 1964; Kuznets, 1966).

The notion that emerging markets, particularly in Asia, were to be the locus of rapid
economic growth in the medium term has been widespread, driving a huge wave of new
investment into Ada. It is now wel known that this boom ended abruptly in the summer
of 1997, when many of the ASEAN economies, overheated by the ragpid influx of foreign
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capitd without sound invesments, began to implode. It is likdy that the FDI figures for
1998 and 1999 will be much lower than what was estimated by United Nations for 1996;
they will likely have fdlen back to 1991 levels or bdow. This kind of boombust cycle,
lagting about eight years, and dropping suddenly from its pesk, has dl the earmarks of a
gigantic regionwide speculaive cycle of over-investment, where digant investors under
svay of the herd mentdity keep pouring money into a region where opportunities for
profitable ventures have long been taken up by others who invested early on. It is aso
likdy that China's criss has been smdler, even in the face of massve FDI inflows
because its economy is large and dynamic enough to more adequately utilize the incoming
copita.*

Figure 2. FDI Inward Flowsto China, ASEAN, and Other Asian Host Economies,
1987-1996, ($M)
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Source: UN Conference on Trade and Development; Division on Transnational Corporations and
Development; World Investment Report, Annex Table 1: FDI inflows, various years, New York and Geneva.

Other Asia includes India, Korea, Taiwan.
The lesson of the Adan economic crids is that FDI done is not enough to drive
economic  devedopment. To gan dggnificant  economic  benefits from FDI  for
manufacturing, hogst country economies must be dynamic enough to utilize investments in

4 Not dl over-invesment comes in the form of inwad FDI.  While over-investment does hurt host
economies when assats are radicdly devdued during the bust cyde finandd damage is dso dome to
outward invegtors (and sometime their home economies). Unprudent doemgtic invetment too can creste a
boombust cycde  For example, over-investment in Korea (both in the form of domedtic investment and
outward FDI) has come largely from domedtic financid inditutions and industria groups (FDI in Korea hes
been very smdl). Stll, thefinancid crissin Korea has been very severe.
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a way that they become profitable in the short term.  The host economy must rise to meet
the new invesments with a hedthy, literate workforce and a set of “proto-suppliers’
willing to learn from their new cusgomers. Of course, because it is rdativey fixed, a
portion of the devalued capital investments stays in place after the om where it can act
as low cogt “fud” for the next round of growth (Harvey, 1985). However, some of the
most important benefits of capitd investments, especidly in the manufacturing sector, are
the “soft” activities associated with them: advanced management and work organization
practices, technology development and transfer, employee training, linkages with distant
economic entities, etc. The economic benefits associated with these activities are logt to
the host country when foreign partners withdraw from the scene. By itsdf, devaued plant
and equipment for the assembly of automobiles would do the Vietnamese economy little
good if foreign firms were to withdraw from their Vietnamese partnerships.
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5. WHERE THE VIETNAMESE AUTOMOTIVE INDUSTRY FITS

5.1 Vietnam asaBig Emerging Market L ocation

Table 13 shows that the Vietnamese operations of the foreign automakers account
for an extremedy smal pecentage of totd firm production cepacity.  Viethamese
production volumes typicdly account for less than one percent of totd firm output. For
example, except for its luxury and sport car factories in England (Jaguar and Aston
Martin), Ford's plant west of Hanoi is the company’s smdlest capacity plant (then next
gndleg is its van plant in Asambuja, Portugd, that was operating at 36% of its 25,000
unit capacity in 1995). It is clear that most automaekers have invested in Vietnam as part
of along-run Strategy to participate in the growth of BEM and “transition” economies.

Table 13. Viethamese Motor Vehicle Production and Capacity Compared to World

Production and Capacity.
Company Total 1995 VN 1998 Vn Capacity | Current VN | Cur. Vn Output
Production Annual % 1995 Annual % 1995
Capacity Production Output** Production
Daewoo 523,459 10,500 2.0% 605 0.12%
Daihatsu 606,323 2,000 0.3% 556 0.09%
Daimler Benz 3,389,163 10,000 0.3% 359 0.01%
Ford/Mazda 7,520,491 14,000 0.2% 1,000 0.01%
Hino Motors * UA UA 50 UA
Isuzu 458,673 10,000 2.2% 135 0.03%
Mekong 2,024 35,000 1,729.2% 527 26.04%
Mitsubishi 1,536,583 5,000 0.3% 688 0.04%
Nissan 2,843,352 1,000 0.0% UA UA
Toyota 4,464,230 5,000 0.1% 1,400 0.03%
VMC UA 20,000 UA 1,347 UA

* Included in the Toyota figure. **1997 figures or 1998 estimates based on April production rates.
Source: International Motor Vehicle Program’s Global Assembly Plant Database (based on data from Automotive Industries and

other sources) and April 1998 author fieldwork.

5.2 Corporate Citizenship: a Long Term Commitment to L ocal Manufacturing

Most automakers do not expect ther Viethamese investments to be profitable for
some time. For large companies, such as Ford and Toyota, initid investments of $50-
$70M and operating losses of $10M or so each year can be consdered smdl. Recent and
planned invesments for higher volume (about 150K unitslyear) assembly plants in places
such as Brazil, Ching, and the former East Bloc countries are costing automakers about
$500M each. The god of the automakers in Vietnam, as in these other locations, is to
become pat of the economic and socid fabric of the host countriess  Many firms,
epecidly American automakers, have programs in place to pass respongbility to loca
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managers as rapidy as possble.  Lessons from mistakes made in the past, such as
ignorance of locd market conditions, trends, and tastes, are being kept in mind during the
product development processs. Common “globd platforms’ can be used with a wide
vaiety of vehicde modes, and modd characteristics can be modified, or “locdized,” to fit
the requirements of specific markets.

Becoming a “corporate citizen” in a new location takes a long time, especidly in
locations without established automotive markets and low levels of motorization. As a
result, automekers are taking a long view of ther activities in BEMs such as Vietnam.
One “rule of thumb” used by automaeker srategic planners is tha GDP per capita must
reach about $1,000 per year to creste a market large enough to support a profitable
automotive industry, and $4,000 per year for rgpid industry growth. Table 14 shows the
length of time that it will take to reach these milestones from the darting point of Vietnam
current GDP per cepita (about $270 in 1997) and population growth rate.  Assuming
Vietnam's GDP continues to grow at its 1997 rate of about 8% (@n unlikdy prospect in the
face of the current economic criss in Ada), it will take 14 years to reach industry
profitability and 31 years to reach the point of rapid industry growth.

Table 14. Estimated Y earsto Viethamese Automotive Industry Profitability and

Rapid Growth.

GDP/Capita Year when Years to possible Year when Years to possible

Annual Growth >$1,000 industry >$4,000 rapid industry
Rate GDP/capita profitability GDP/capita growth
attained attained

14% 2005 7 2016 18
11% 2008 10 2020 22
8% 2012 14 2029 31
5% 2020 22 2047 49
2% 2051 53 2109 111

5.3 The ASEAN Automative Industry

Until the recent economic crigs in Ada the ASEAN automobile industry was
congdered to be one of the most dynamic in the world.  After a dight dump in 1991, sdes
and production grew srongly from 1992 until the criss began in the summer of 1997.
Edimates were generated a automekers and consulting firms that ASEAN automotive
sdes in ASEAN would soar to severd hillion units each year by the year 2000. For its
part, the Viethamese government estimated the local market to reach 180,000 units by the
turn of the century. (Vietnam Economic Times, October 1997). Investments by American



28

automakers and firgt tier suppliers flooded in as these firms tried to gain a foothold against
the market dominance of Japanese automakers and suppliers, who had been investing in
ASEAN production capacity since the early 1970s, and especidly since 1985 (when the
vauation of the yen caused exports from Jgpan to become extremely expensve), and held
about 90% market share.  Along with other big emerging Asan markets, such as China
and India, automotive sector invesment activity was booming in ASEAN, culminging in
Thaland's highly publicized victory over the Philippines for a new Genera Motors
asembly plant (GM has gnce put plans for this 150,000 unit annua capecity plant on

hold).

Sill, most of what ASEAN had to offer automakers was the promise of future
profits.  As of 1995, the most recent year for which estimates are avalable, vehicle
production in ASEAN accounted for only 4.2% of world production (see Table 15). As
the economic crigs has only deepened over the past year, much of this promise has
evgporated. ASEAN automobile sales have plummeted, coming to a near ganddill in the
hardest hit countries, such as Indonesa. Many plants have been temporarily idled and
workers have been laid off. In July, 1998, Mazda (Japan) permanently closed one of three
assembly plants in Thalland. Some Japanese firms have tied to utilize & least part of ther
ASEAN production capacity by exporting vehicles to Japan, but poor economic conditions
there suggest that this approach will not provide much relief.

Table 15. ASEAN Motor Vehicle Production and Capacity Compared to World

Production and Capacity.
1995 1995 % Utilization % World % ASEAN

Production Capacity Production Production
World Total 48,183,636 64,074,840 75%
ASEAN 1,274,665 2,017,605 63% 4.2%
Indonesia 270,801 442,930 61% 0.9% 21.2%
Malaysia 295,262 449,017 66% 0.9% 23.2%
Philippines 93,525 164,000 57% 0.3% 7.3%
Thailand 604,516 898,102 67% 1.9% 47.4%
Vietnam 3,720 53,556 7% 0.1% 0.3%

Source: International Motor Vehicle Program’s Global Assembly Plant Database (based on data from Automotive Industries
and other sources).

Wha the Adan economic criss means for the Vietnamese automotive industry
remains to be seen, but it is safe to say that, given the radicdly dtered regiond investment
cimate, the next deps that Vietnamese policy-makers need to take—mantaning the
presence of the strongest automakers and attracting first-tier suppliers—will be much more
difficult to accomplish than the initid efforts to attract automakers have been.



5.3.1 The AICO Scheme

There is a long history of forma “complementarity” schemes in ASEAN, including
the ASEAN Indudrid Joint Venture (AIJV) begun in 1983, the Brand-to-Brand
Complementarity (BBC) scheme begun in 1988, and the ASEAN Industrid Cooperation
(AICO) scheme begun in 1996. All of these programs have been based on resource-
pooling and market-sharing among ASEAN member dates as a way to generate and
exploit firm and industry-level economies of scde.  The idea is dmple since each
member country by itsdf has a smal market, complementarity schemes are put in place to
dlow pats manufacturers to supply find assemblers in dl member daes from a sngle
ASEAN location at favorable terms of trade as long as inte-ASEAN trade among
participating companies remains baanced (find assembly has traditiondly been excluded
from complementarity schemes). Toyota's parts complementation scheme in ASEAN, for
example, incdludes the exchange of transmissons from the Philippines for engines
asembled in Thaland and Indonesa.  Under this arangement, Toyotals transmisson
plant in the Philippines can achieve much higher economies of scade than it would if it
were producing for the Philippine market done.  The same is true for the engine plants in
Thalland and Indonesa Pats supplies dso have paticipated in ASEAN
complementarity  schemes. Denso (Jgpan), for example, ships Indonesianbuilt
compressors to Thalland in exchange for daters and dternators. ASEAN
complementarity schemes have gained dgnificant participation, largely from Jgpanese
firms (dthough American firms, such as Ford and Dephi, are now joining in). In 1996,
when BBC gave way to AICO, the program had 70 approved projects supplying parts to
10 automakers.

AICO is diffaeent than previous arangements manly in tha is dlows
complementarity schemes to be st up between separate firms. A minimum of two
companies in two different ASEAN countries are required for paticipation.  Parts
approved under AICO have tariff rates dropped to 0-5% wdl ahead of AFTA
implementation in  2003. Participating companies must dso provide evidence of
cooperdtive activities such as technology trandfer, inter-firm training, or consolidated
purchasng in order to gan project gpprova. The god of AICO is to boost the
competitiveness of the ASEAN region by encouraging firms to establish plants with better
economies of scae, thereby simulating inter-ASEAN trade, FDI, technology transfer, and
the like.

Vietnam should take an active role in ASEAN efforts to pool resources and enhance
the region's compditiveness.  While a nationdigic tendency to creste “complete’
industries in Vietnam is underdandable given the naion's hard-won druggle for



independence, and may have fit wel with the geopalitics of earlier times, it will only be
through international integration and cooperation that economic development will progress
rapidly in Vietnam, especidly given the lack of modern indudrid techniques currently in
use (see Section 7 for related policy recommendations).
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6. VIETNAMESE GOVERNMENT POLICY TOWARD THE AUTOMOTIVE
INDUSTRY

In 1986 the Viethamese date began—with its “doi moi” program of economic
renovation—to experiment with policies intended to begin the process of deregulating and
opening domestic markets to internationa competition.  Liberaization measures have
indluded curbing price controls and date subgdies, officidly dlowing private businesses
to operate, liberdizing trade flows, and reducing foreign exchange controls. This process
of opening the economy to the outsde was accderated in 1988 when the government
began to activdly seek FDI. FDI inflows remained very smdl until 1993, however, when
the United States dropped its objections to loans to Vietnam for infrastructure projects
from multilaterd lending agencies (eg. the Internatiord Monetary Fund and the World
Bank). When the United States officidly dropped its economic embargo againgt Vietnam
in February, 1994, FDI from American companies began to flow in. Vietnam's share of
FDI inflows to Ada remans smdl, manly because of poor infradructure, reatively
unattractive government policies and practices, and a date that is regarded as having a
lingering wariness of free markets and private business (Mason, 1998).

Figure 3. Share of FDI Inward Flows, 1987-1996, Selected Asian Host Economies
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6.1 FDI Rules

The edablishment of 100% foreign-owned busnesses is discouraged in Vietnam,
though not explicitly forbidden; foreign companies are usudly asked to form joint-
ventures (Vs) with Vietnamese firms, usudly dae enterprises, which typicdly own 30%
of the enterprise and have representatives on the JV’s board of directors. In the case of the
automotive industry, only automakers are required to have a locd partner; 100% foreign-
owned investments are alowed for the manufacture of parts and accessories.

Because of ther inexperience in modern commercid production and sdes,
Vignamese partners provide little in terms of technicd or management expertise.  Even
basic business concepts can be lacking. During one fied interview, a foreign manager told
of a board member from the locad partner questioning the need for advertisng, sdes, and
digribution in Vietnam. The expectation was that customers would to come to the factory
to purchase vehicles One advantage cited for having a locd partner was the hep
provided in navigating within, and negotiating with, government bureaucracies. If such
indder datus is required to ded with government agencies, it is likey tha bureaucratic
systems need vast improvement in terms of increesed trangparency and reduced
corruption.

Locd patners have only contributed land, and sometimes buildings, to JVs with
automakers. If the automotive industry is to grow, successful automakers will be required
to invest in additiond plant and equipment. Mogt automotive joint vertures aready have
more than enough land for expanson, 0 the question becomes but wha will locd
partners contribute in future rounds of invesment? Is the locd partner’s share in the JV to
drop when foreign partners incresse ther invesment? If so, what will be the fate of the
joint venture over the long term?

6.2 Localization Policy

The locdizaion policy for the automotive indudtry is less aggressve than in other
ASEAN countries, such as Thalland, Mdaysa, and the Philippines. For find assembly of
vehicdles, current policy in Vietnam cdls for 5% loca content by the fifth year of operation
and 30% locd content by the tenth year of operation. (The rules for motorbike
locdization are more aggressive, cdling for 5%-10% loca content by the second year of
operation and 60% by the sixth year.) By contrast, the locdization policy in Thaland cals
for 60% locd content by the fifth year. While the intent of the current locdization policy,
like the FDI policy, is to encourage the establisment of the automotive supply-base in
Vietnam, policy-mekers a the Ministry of Panning and Investment recognize that



locdization policies are far too generd. Fird, current policy fals to specify wha kind of
parts and accessories should be localized before others, the local content ratios remain
very generdly dated. Second, no attempt is currently being made to coordinae
investments in parts and accessories with those dready made for vehicle assembly. Third,
little progress has been made to design locdizaion policies to fit the regiond perspective
that most automotive parts suppliers view their operationsin ASEAN.

6.3 Tradeand Tax Policy

Vignam's current mix of import taiff's and consumption taxes, summarized in
Table 16, does provide some “protection” to the loca automotive industry.  Until recently,
it has been dgnificantly chegper to buy a domestically produced vehicle than an imported
one. However, a new luxury tax of 100% threstens to decrease that advantage
dgnificantly.  Vice Miniger Chuan (Ministry of Industry) has proposed dropping the new
tax to 30%. Automaker country managers have warned that this new tax threatens the
very exigence of the indudry in Vietnam.

Table 16. Tariff and Tax Ratesin Vietham for Various Levels of Automotive

Integration
Level of Integration Definition Import Luxury Tax Effective
(high to low) Tariff Tax Rate

Completely built up Finished Vehicles 60% 150% 210%
(CBU)
Semi knock down (SKD) All parts imported.

Superficial assembly
Complete knock down All parts imported.
level one (CKD1) Painting done in

Vietnam
Complete knock down All parts imported. 55% 30%-100% 55% - 155%
level two (CKD2) Body welding and (proposed)

painting done in

Vietnam
Incomplete knock down Greater than 10% of
(IKD) parts sourced locally

Source: Vietham Economic Review, 1998;

The current mix of import tariffs and consumption taxes does rase the sde price of
imported vehicles relative to domedtically produced vehicles (compare Table 16 with
Table 17 below). On average, imported vehicles sdl for 289% of USA sde prices, while
domedticaly produced vehicles sdl for 163% of USA prices. As Table 18 suggests,
Vietnamese prices for imported used cars sl for the same premium as imported new cars.
These data suggest that—without the new consumption tax—Ilocally produced vehicles
have a dgnificant advantage in the market over imported vehicles, making an import ban



unnecessary (on the other hand illegdly imported used vehides can sgnificantly undercut
prices). The larger problem that these data point to is the stunting of the locd market by
the high prices of motor vehides in Vietnam in generd. As dready mentioned, the key to
reducing vehicdle prices in Vietnam, and thus increesng the maket, is to foder the
development of aloca supply-base.

Table 16. 1997-1998 New Imported Vehicle Prices, Vietham and the United States

(USdoallars)
Lead firm Model Price in Vietham Price in USA Vn Price % of
USA
Toyota Camry $48,500 $19,000 255%
Mitsubishi Pajaro $59,000 $22,500 262%
Chrysler Jeep Wrangler $55,000 $20,000 275%
Ford Taurus $60,500 $18,000 336%
Toyota Landcruiser $67,000 $45,000 149%
Ford Explorer $83,000 $25,000 332%
Volvo 960 $115,000 $28,000 411%
Average 289%

Sources: Vietnam: Lan, 1997; USA: author estimates based on Boston Globe, July 20, 1998.

Table 17. 1997-1998 New L ocally Produced Vehicle Prices, Vietham and the United
States (US dollars)

Lead firm Model Price in Vietnam Price in USA Vn Price % of

USA
Toyota Corolla $24,000 $13,000 185%
Daimler Benz Mercedes E-series $74,500 $45,000 166%
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%

Sources: Vietnam: Lan, 1997; USA: author estimatesbased on Boston Globe, July 20, 1998.

Table 18. 1997-1998 Price for Used Toyota Camry Imported to Vietham Compared
with USA Prices (USdallars)

Used Toyota Camry Price in Vietham Price in USA Vn Price % of USA

1997 $55,000 $18,000 306%
1995-1996 $44,000 $14,000 314%
1994 $38,500 $10,000 385%
1992-1993 $28,000 $7,500 373%
1987-1991 $17,000 $5,500 309%
Depreciation over 6 years $27,000 $10,500

Sources: Vietnam: Lan, 1997; USA: author estimates based on Boston Globe, July 20, 1998.



7. RECOMMENDATIONSFOR A MORE COMPETITIVE VIETNAMESE
AUTOMOTIVE INDUSTRY

In order for rapid economic development to teke place in Vietnam, the Vietnamese
dae must teke the difficult sep of quickly and aggressvely embracing internationd
indugtrial  cooperation and investment.  There is dmply no other way to upgrade
Vietnam's production base to world standards in terms of price, qudity, and ddivery. The
managerid and technica know-how required exists in companies based in countries
outdde of Vietnam. If the Vietnamese economy is to improve, the lessons learned on the
outsde must quickly be absorbed. One of the most important of these lessons has been the
importance of low prices, high qudity, timedy ddivery, and atentive service. Advanced
production, logigtics, and transportation technologies are deployed specificdly to achieve
such gods. Today, leading manufacturing companies have globa operaions, st low
worldwide prices, measure defects in parts-per-million, guarantee worldwide ddivery in a
matter of days, and stand behind their products for years. Another important lesson is that
globd economic dructures are growing in importance relative to naiond economic
dructures.  International finance, trade, and investment flows are growing far fagter than
nationa economies, indicating that the world is becoming more economicdly
interconnected over time.

But there is a difference between liberdization of rules regarding indudria
cooperation and investment and those regarding trade. In fact, the erection of trade
barriers has long been an effective tool to simulate FDI, as long as an attractive market
exiged. Given Vietham's membership in ASEAN, and by extenson the coming ASEAN
Free Trade Area in 2003, the ability to use of tariff and non-tariff barriers to simulate FDI
will erode quickly, despite the country’s large market. Inter-ASEAN  indudtrid
cooperation and trade will be difficult if Vietnam's indudrid base has little to offer in
terms of expertise or unique products. Vietnam should use trade bariers while it can,
while ds0 aggressvdy moving towad the new regime of internationd indudtrid
cooperation that isarisng in ASEAN and beyond.

There are good examples of indudria upgrading drategies that use borrowed
technology to create a upgrade a protected domestic industry that sdlls locdly a first and
then grows through export. Such an “export-led’” development drategy was successfully
pursued by Japan, Korea, and to a lesser extent, by Tawan. The levd of inward FDI in
these countries has been extremdy low, which is extraordinay given ther large sze and
the high volumes of outward FDI. However, countries tha have grown more recently,
such as Singapore, China, and Thailand have pursued industrial upgrading srategies based



largely on aitracting FDI (in this case exports are driven by foreign investors, a fact thet
mitigates the political risk associated with exporting).

So, such “network-led” drategies have aso been successful.  Which path should
Vietnam take, export- or network-led development? Compared to export-led Strategies,
network-led development carries a greater risk of speculative over-extenson (as pointed
out in Section 4.4). On the other hand, it is likely that network-led strategies can result in
more rapid development than export-led development. A network-led strategy makes
particular sense in a world economy that is increasingly interconnected and hogtile toward
the protection of local markets. Looking to past successes for models for current action,
while a rationd course of action, does not dways result in the best policy given
contemporary circumstances.  Current intelligence on industry and market should be
gathered. Two very different countries which have faired the Asan economic crigs quite
well are Sngapore and China.  Perhgps it is to the policies driving the growth of these
countries, rather than to hose of Jgpan or Korea, that Vietnamese policy-makers should
turn for modds of economic development (on the other hand, it is important to note that
despite the smilarities between China and Vietnam, Chinds vadly larger potentid market
provides a uniquely powerful magnet for FDI).

7.1 TheNeed for Consistent and Transparent Policy

In the course of the fidd interviews, managers a several automakers complained
about the ingability of Vietnamese policy regarding the automotive industry. As one
manager put it “I care less what the policy is than if it is conggent.” Automakers must
plan investments, new mode introductions, capita improvements, and the like over the
long term. A dable and dearly aticulated policy environment is crucid to this planning
process. A shifting policy environment adds uncertainty to an dready volatile business
stting.  Faced with too much uncertainty in Vietnam, companies will choose to locate
new factoriesin other locations.

Smilaly, ASEAN and WTO will cetanly react negatively to uncler and ungable
policies regarding tariff and non-tariff barriers.

7.2 TheNeed for Motorization

If the automotive industry is to develop, the bass for dl aspects of “motorization”
must be vadtly improved. Roads, bridges, highways, petrol digtribution, vehicle sdes and
savice, locad government gpparatus to regulate the use of vehicles (eg. traffic police,
vehicle regidration), and driver training programs mus dl be in place to support the use
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of motor vehicles in Vienam and thus the growth of the domestic automotive indudtry.
Today, such infrastructure is poorly developed and what does &ist does not function very
well. A motorization policy for Vietnam will need to include a broad aray of programs,
laws, government agencies, and commercia enterprises, and overal coordination of the
policy must be undertaken at the top levels of government. The specific recommendations
in this section address some of the most pressng issues, but fal fa short of a
comprehensve motorization policy.

7.2.1 Improved infrastructure

Even with one of the lowest market penetration ratios in the world in terms of people
per car (950, see Table 10), Vietnam's road, street, and highway infrastructure is in such
poor condition that it is dready reaching the limits of its carrying cgpacity. Traffic flow
problems ae dready acute in Hanoi, Ho Chi Minh City, and the roads and highways
connecting the country’s larger citiess The problems sem from a lack of adequate
roadways, traffic control technology, and driver traning.  Vietnam's infrastructure
auffered from lack of investment during wartime and under the US embargo, which
blocked multi-laterd funding for large projects Infrastructure problems, aong with low
incomes, help to explan the popularity of motorbikes in Vietnam, because motorbikes
require lessin the way of roadways, traffic control, and driver traning.

Work should be accelerated on a northrsouth “super-highway” to provide the
transportation backbone for Vietnam. Given the unique shepe of Vietnam (long and
narrow), a centrd transport corridor could quickly solve many long-distance transport
problems. Vietnam's highway sysem could condst of a smple vertebrae desgn, with
branch corridors extending east and west from the centrad atery.  Long-distance
infrastructure projects in other places have succeeded by building two very separated
sections at the outset, then seeking additional funding two connect the two.

The design of such infragtructure is of grest importance for Vietnam. Not only does
such infragtructure Structure the location of future economic activity, but the choices made
a the outset can set the urban character of the country (the urban and suburban sprawl of
Los Angdes is due in large part to the dominance of passenger vehicles as a trangport
mode). Although motor vehicles are by far the most popular modern mode of persond
trangportation—mainly because people want the flexibility that passenger cars provide a
the destinationrend of ther trips, well desgned mass trandt systems, such as busses and
trains, have been used very successfully in many places. It is not too early for Vietnam to
condder and plan for dternatives to automobiles. The most successful urban trangt
gysems are mixed-mode sysems tha creatively blend mass trangt sysems with private



motor vehicles, bicycle paths, and pedestrian wakways. Copenhagen provides a good
example.

7.2.2 Salesand distribution

Although automakers have traditiondly sold vehicdes through exclusve dederships,
there is a trend toward “mega-dederships’ that offer many brands of vehicles. The
edablishment of mega-deders in Vietnam would reduce the cost of and decentrdize
(away from the automakers) the investments needed to establish a dedership network in
Vietnam. As long as there are severd to choose from, mega-deders can increase retall
competition because consumers can compare modes from severa automekers in one
showroom. Thus, consumer decisons can be based on the characteristics of vehicles and
not on the sdestactics of angle-brand dedlers.

Internet shopping is an even more recent trend in automotive digtribution. Web stes
run by mega-dedlers, automakers, or specialized brokers can be created to take customer
orders ontline and transfer them to the locd factory, where the vehicles is “made to orde”
to the exact specification desred by the customer (eg. vehicle color and options). Most
consumers gill want to initidly drive a vehide gmilar to the one they will own, o
Internet shopping cannot wholly take the place of dederships where customers can take
test drives, but computer-based shopping can be an informative fird—or last—step for
consumers.

7.2.3 After-sales service.

Vey little infragtructure currently exists in Vietnam for efter-sales service, such as
repar shops and wholesde and retall parts outlets.  All automakers currently active in
Vietnam, to some degree, are trying to address this problem by establishing service centers
in Vietnam's mgor metropoles and stocking replacement parts at their factories.  For
example, Toyota has edtablished nine “authorized service centers’ in Vietnam, some as
localy-owned franchises that use Toyotatrained technicians and Toyota recommended
equipment, some that are wholly-owned by Toyota, and some that are at dederships. It
would be far more efficient if these functions were taken over by third-party companies
that could repair and sdll parts for a severd automaker’s brands. In other countries, such
third paty “internationd auto repair shops’ and “internationa parts outlets’ are quite
common, dthough exclusve brand dederships usudly do have on-dte repar facilities and
pats sdes as wdl. To improve the infrastructure for repair, shops with the capability
sarvice a range of vehicle brands should be encouraged, perhaps differentiated by type of
vehicle, such as commercia and passenger.



7.3 ThePossbility of Rationalization

It is possble, perhgps even likedy given the Asan economic crisgs tha some
automekers currently operating in Vietnam will withdraw.  All automakers and licence
menufecturers in Vietnam ae committed to daying in Vietnam for the long term.
However, lack of profitadility in Vietnam leaves the exiding plants extremdy vulnerable
to divestment, especidly during a crigs, which can trigger leadership and ownership
changes that can quickly change a company’s plans. The recent announcement that
Damler-Benz intends to acquire Chryder is evidence tha mergers and acquistions can
take place among even the largest firms. In many ways, it would be better if some
automekers did withdraw from Vietnam.  Competition to improve consumer prices and
choice can dways be made by dlowing imports of CBUs. Fewer automakers would mean
better utilization of plat and equipment and more efficient economies of scade for the
remaning firms It is likdy that the Vietnamese government will need to make no efforts
to reduce the number of automakers active in the country. Some attrition will likely occur.
The far greater danger is that too many automakers will withdraw, reducing the attractive
forcefor FDI from firgt tier suppliers.

7.4 TheNext Step: Building the Supply Base

It is imperative that steps be taken—by the automakers and the Vietnamese state—to
increase the market for domesticaly manufactured vehicles and to increase locd parts
supply. It seems that the need to deveop the supply-base is wel understood by
Vietnamese policy-makers. However, the current efforts appear to lack specific plans to
tackle the problem. Because of the smdl sze of the Vietnamese market, only those
suppliers that require labor-intensve assembly and can export to other locations have an
immediate incentive to locate plantsin Vietnam.

Unfortunately, there are few automotive components that gill have a high labor
content. Wire harnesses are the premier remaining labor intensive automotive component.
Because they do not need to be sequenced with vehicle production, wire harness assembly
is usudly consolidated in low labor cogt locations such as Mexico and the Philippines. In
fact, two of the three foreign suppliers active in Vietnam, Yakazi (Jgpan), and Sumitomo
(Japan), are engaged in the assembly of wire harnesses for the loca and export markets
(the third foreign supplier, Takata (Jgpan), is assembling utility truck seets for the loca
market).  Although wire hamnesses are a “naturd” pecidty for Vietnam, competition in
ASEAN is fierce for such facilities from countries such as the Philippines, Indonesa, and
even Myanmar. Seats, which gill do have a rdatively high labor content, sometimes need
to be assembled close to find assembly plants in order to match the sequence of seat



colors with the vehicle body colors in production (this need is less for commercia
vehicles).

One locd content rules are and trade policies are set to provide the maximum
incentive for firms b locate production in Vietnam, a two track strategy should be pursued
to build the supply-base asfollows:

A two-track firm recruitment strategy to build the supply-base:

1) Attract global first tier suppliers
- Conduct market research on the globd industry.
|dentify leading suppliers.
Target specific firms.
Connect target firms with an industry association.
Offer incentivesto target firms.

2) Build the domestic second tier supply-base
Conduct market research on the Vietnamese supply-base.
|dentify leading suppliers.
Target specific firms.
Connect target firms with an industry association.
Offer incentives to target firms.

7.5 The Need for Regional Cooperation

Within five to seven years, the ASEAN Free Trade Association (AFTA), of which
Vignam is a paticipant, will begin the trandtion to 0% taiffs for inter-ASEAN trade.
This should sgnd a two-track policy response from Vietnam. Firdt, loca content rules
amed a building the supply-base should become more aggressive during the pre-AFT A
period. The opportunity to use locdization rules to build the indudtry is short-lived, and
Vietnam should take maximum advantage of that opportunity. At the same time, the
complementarity schemes that will underlie AFTA, such as AICO, should be a centrd
preoccupation for Vietnamese policy-makers.  Vietnam should actively paticipate in
AICO and AFTA negotiations in preparation for the less redrictive trade regime that is
coming. Vietnam should decide on severd gspecidizations with the ASEAN automoative
component supply-base and aggressvely pursue capabilities and FDI in those aress.
Automotive eectronics (which could overlgp with other eectronics sectors), sedts, wire
harnesses, batteries, and fuel tanks are dl reasonable candidates for specidization.
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8. CONCLUDING SUMMARY

Currently, eleven automakers are active assembling passenger cars, sport-utility
vehicles, utility vehicles, passenger vans, and freight trucks in Vietnam. Because of the
gndl sze of the Vienamee maket these assembly plants are operating far below
capacity.  Vietnam lacks of a loca parts supply-base of any kind; dl vehicdes must be
assembled from kits of pats sourced from outsde Vietnam. As a reault, it costs
automakers approximately twice as much to assemble a vehicle in Vietnam than it does in
the automaker's home country, despite far lower labor costs in Vietham.  Automakers
must charge higher prices for finished vehicles absorb the operating losses a the
corporate level, or both. The lack of profitability will likey lead to some Vietnamese
assembly plantsto close.

The centrd recommendations of this report are for the government, in cooperation
with the automakers, to inves in infragructure and other programs to facilitate
motorization, seek invesment from foreign firs tier suppliers, and assg in the creation of
the local second-tier supply-base.  Specific first tier suppliers should be actively recruited
and offered generous incentives to locate production in Vietnam. These firms should be
chosen in cooperation with existing automakers, who should be encouraged to share locd
suppliers to the extent possble to increase supplier scae economies.  Promising loca
firms should be encouraged to become second tier and materia suppliers to the new first
tier suppliers who come in. Requirements for foreign investors to have locd partners
should be dropped, and those foreign firm in exiging joint ventures should be provided
with an exit drategy. In the short window avalable before AFTA implementation, trade
bariers for CBU’s should be st as high as possble given current agreements, and
locdization requirements should be increased. At the same time, import tariffs and
consumption taxes on locally manufactured vehicles should be dropped as near to zero as
possble. Findly, Vietnam should aggressvely pursue regiond cooperation schemes, such
as AICO, to lay the groundwork for AFTA implementation.
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APPENDI X

Table AL Top Thirty Automotive Parts Suppliers, 1995

Home Company World Rank 1995 OEM Sales, $M
Country
USA Delphi Automotive Systems (GM) 1 26,400
Japan Denso 2 15,000
Ger Robert Bosch 3 14,200
Japan Bridgestone/Firestone 4 12,500
Japan Aisin 5 11,587
USA Visteon (Ford) 6 9,200
USA TRW 7 6,100
USA ITT Automotive 8 5,600
USA Delco Electronics (GM) 9 5,400
Japan Yazaki 10 5,000
France Valeo 11 5,000
USA Dana 12 4,966
USA Lear 13 4,707
UK Lucas Automotive 14 4,700
USA Johnson Controls Automotive Group 15 4,420
USA AlliedSignal Automotive 16 4,119
Germany BASF 17 4,000
USA DuPont Automotive 18 3,500
Canada Magna International 19 3,223
USA Rockwell Automotive 20 3,121
USA United Technologies Automotive 21 3,060
USA Chrysler Component Division 22 2,700
USA Inland Steel 23 2,513
UK Benteler Industries 24 2,400
USA PPG Industries 25 2,050
USA Goodyear Tire and Rubber 26 2,000
Ger Siemens Automotive 27 2,000
USA American Axle & Manufacturing 28 1,967
USA The Budd Co. 29 1,800
Japan Takata Corp. 30 1,800

Source: Automotive News: 1996 Market Data Book




Table A2. Geographic Clustering of Passenger Vehicle Assembly Plantsin Big
Emerging Markets.

Firm Country City| 1995 Production
Ford Brazil Sao Bernardo 212,000
General Motors Brazil Sao Bernardo 9,500
Toyota Brazil Sao Bernardo 4,500
General Motors/Suzuki/lsuzu Colombia Bogota 38,000
Hyundai Colombia Bogota 2,000
Mazda Colombia Bogota 25,500
General Motors/Suzuki Ecuador Quito 6,000
Mazda/Mitsubishi Ecuador Quito 5,000
Suzuki Ecuador Quito 8,000
Isuzu /Astra Group Indonesia Jakarta 8,146
Toyota /Astra Group Indonesia Jakarta 75,512
Daewoo Indonesia Jakarta 2,456
Honda/Prospek Indonesia Jakarta 5,400
Mitsubishi/Krama Yudha Indonesia Jakarta 20,908
Nissan Malaysia Kuala Lumpur, 21,430
Proton Malaysia Kuala Lumpur 9,177
Suzuki Malaysia Kuala Lumpur 6,604
Ford Malaysia Kuala Lumpur, 9,414
Ford/Mazda Malaysia Shah Alam 8,079
Proton Malaysia Shah Alam 148,823
Renault Malaysia Shah Alam 0
Toyota Malaysia Shah Alam 24,544
Ford Portugal Setubal 190,000
Renault Portugal Setubal 25,327
Volkswagen Portugal Setubal 41,201
Chrysler Thailand Bangkok 856
Peugeot/BMW Thailand Bangkok 7,500
Volkswagen Thailand Bangkok 300,
Chrysler Venezuela Valencia 4,000
Ford Venezuela Valencia 20,500
General Motors Venezuela Valencia 28,050
Honda Venezuela Valencia 500
BMW Vietnam Hanoi 31
Daihatsu Vietnam Hanoi 0
Mazda/Ford Vietnam Hanoi 1,119
Renault Vietnam Hanoi 148
Toyota Vietham Hanoi 0
Average 1995 Production 25,526

Source: International Motor Vehicle Program’s Global Assembly Plant Database (based on data from Automotive Industries




