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EXECUTIVE SUMMARY

This report is a contribution to the second phase of the UNIDO-DS Medium Term
Industry Strategy project, which commenced in late 1995. It builds on the first phase
output (UNIDO-DS, 1997) by examining in more detall one of the key manufacturing
indugtries in Vietnam, textiles and garments. This report complements that of Ms Orla
Thornton (Thornton, 1998). The mgor thrust of the report is on measures designed to
promote the growth and internationa competitiveness of the indudtry, thereby expanding
employment opportunities and raisng living sandards in Vietnam.

The firg section of the report introduces the topic, emphasizing the importance of
the textile and gament indudry in the context of ealy dage, export-oriented
indudridization in developing countries, and especidly for a late-comer to this process
like Vietnam.

The second section of the report identifies some of the key features of the textile
and gament industry in deveoping countries, including sdes orientation and factor
proportions. It dso draws atention to the diversity within the industry according to these
main features.

The third section, by way of andyticad framework, outlines some of the mgor
factors behind East Adan export success over recent decades, including the
macroeconomic framework, exchange rate policy, and the microeconomic, busness
environment. Importantly, it argues that these generd factors are the key to success in dl
industries. Specidized industry circumstances of course need to be taken into account in
any indusry sudy, but if the overdl policy environment does not support firm-leve
efficiency and competitiveness, indudiry-specific promotion measures ae mos  unlikely
to succeed.

The fourth section of the report provides a descriptive overview of sdient features
and trends in the industry. Drawing attention to the most inadequate data base available
to policy-makers, it investigates mgor trends in output and internationa trade, including
the dructure of ownership, mgor export makets and implicit export unit values.
Wherever possble, these trends are placed in comparative international context, by
including data for other developing Asan countries.



The fifth section addresses some pertinent policy and anaytical issues which arose
in discussions during the misson or which seem paticulaly rlevant to the indudry.
These include drategies to cope with the highly competitive Chinese industry, access to
the crucid US maket, the role of the MFA and the dlocation of quotas, the generd
question of drengthening Vietnam's internationd connections, the issue of inter-sectord
(and inter-firm) linkages, approaches to enterprise reform, the case for a more effective
industrid association, and the need for better industrid Statistics.

The fina section concludes the report by highlighting some key policy and research
recommendetions.



1. INTRODUCTION

The textile and gamert indudtry is centrd to Vietnam's trandtion from a centrdly
planned to a market economy, from an economic system built predominantly around state
enterprises to one which treats al enterprises equaly regardiess of ownership, and to the
success of the doi_ moi process. The indudry is dso a criticad dement in the country's
export drive, and more generdly its efforts to integrae itsdf into the internationd
economy. Textiles and garments are invarigbly one of the mgor industries in countries
ealy-dage manufactured exports. Export success in this indudry is usudly the
forerunner to the emergence of a broad-based export-oriented development dSrategy.
Falure to achieve export success in this indudry is invarisbly symptomatic of deep-
seated domestic obstacles and an inability to build on drong potentid comparative
advantage. Thus the indudtry is important not jus as a mgor source of exports and
employment, but dso for what its growth indicates more generdly about economic
performance.

The industry has achieved notable success to date. Export growth from a low base
has been dramatic: from less than $100 million in 1989 to more than $1.3 hillion in 1997.
The industry now generates about 20% of Vietnam's totd merchandise exports, second
only to ail, and some 41% of manufactured exports. It employs gpproximady hdf a
million workers (80% of them women), or about one-fifth of the country’'s manufacturing
workforce. This recent export growth has been accomplished in the intensdy competitive
export environment with which late-comer exporters have had to contend in the 1990s. It
took place initidly with limited export quota entittement, and throughout this period
without access to the US market - typicdly the dominant destination for early-stage East
Asan textile and garment exports.

Having completed the fird phase of internationd market penetration, the chalenge
for Vienam's textile and garment indudtry is to develop a broad-based export drive,
including a <hift to higher qudity products ad greaster product range, against the
backdrop of the Asan economic criss. The current crisis has highlighted the importance
of reform: Vietnan has to compete with neighbouring countries whose currencies are
substantidly devalued, and perhaps more than any other mgor East Asan economy, its
trade and investment patterns are dominated by economies now in trouble, or a least
experiencing subdued economic growth. There are frequent reports of orders being
cancelled, especidly from Korea and Japan, and of buyers demanding price cuts of up to
20% for subcontracted orders in which imported inputs (principaly fabric) are provided



to exporters. In 1998 Vietnam may do wdl just to maintain its 1997 export vaues, owing
to the decline in East Asan (non-quota) export demand.

But reform would have been pressng even if there were no Adan criss. Domestic
obstacles hold back Vietham's enterprises, both sate and private, and constrain their
capacity to compete in internationd markets. These obstacles mean that Vietnamese
workers are not able to obtain the better paid jobs which would result if efficiency could
be increased. The mgor issues gppear to be a the microeconomic level, and relate to
enterprise reform, the markets for credit and land, and the adminigtrative and regulatory
framework. Issues of macroeconomic management - paticularly the exchange rate, fiscd
policy, and the current account deficit - are also important eements of the reform agenda

This report focuses on these issues, with specid reference to the textile and garment
industry. It is organized as follows. Section 2 briefly reviews the importance of the
indugry in the indudridization process Section 3 examines the underpinnings of East
Asian export success, and provides an andyticd framework for the case study materid
which follows Section 4 invedtigates Vietnam's textile and garment indudtry, identifying
mgor dructurd festures together with trends in output and exports. Section 5 andyzes
some pertinent policy issues which are likey to shape the future growth of the industry,
while section 6 summarizes the mgor findings and offers some recommendations aimed
a susaining the growth momentum.



2. TEXTILES-GARMENTSAND THE INDUSTRIALIZATION PROCESS

By way of background, severa features of the textile and garment industry deserve
emphasis1

Fird, it is a crucid ealy-gage indudrid activity. In most deveoping
countries, it is second only to food processing indudries in its contribution
to menufacturing output and employment. Since it is generdly one of the
fird indudrid activities to mechanize, the indusry plays an important role
a a 'gearhead of indudridization, in the devdopment of a modern
indudrid  skills base. For the gaments and weaving sub-sectors in
paticular, the technology is generdly 'mature, widdy accessble, and
labour-intensve.

Secondly, it provides a basc commodity, and thus the efficient
devdopment of the indudry is linked to improved materiad human wefare.
Textiles and gaments typically absorb 15-20% of nonfood household
budgets in low-income countries. The provison of low priced products can
contribute sgnificantly to community welfare.

Thirdly, textiles and garments are usudly prominent in most developing
countries  early-stage export-oriented indudridization. As countries shift
from resource and agriculturd commodity exports, textiles and garments
are invariably the mogt important manufactured export during the stage of
labour-intensve indudridization.

Findly, the industry is unusud for its intense internationa regulation. Trade
in these products occurs within the framework of the Multi-fibre
Arrangement (MFA), one of the most pernicious restraints on developing
country exports. In the words of Cline (1987), it is "... the mogt trade-
resraning international agreement for manufactured products in exigence!
Under the MFA, exports to signatory countries are governed by quantitative
redrictions which have increased in intendgty and scope over the past

1 There isalargeinternational literature on the industry. A good general analysis, combining both technical
and economic analysis is provided by Pack (1987). International dimensions, including the regulation of
international trade in textile and garment products, are examined in Anderson (ed, 1992). East Asian
country studies include Yang (1997) on China, Suphat (1994, 1997) on Thailand, Paz-Kraft (1996) on The
Philippines, and Pangestu (1997) and Hill (1992) on Indonesia.



quarter century. In the coming decade, the MFA s likely to be phased out,
but regulation of the internationd trade of textiles and garments products
will continue to be a phenomenon which dl exporting countries need to
come to grips with.

It dso needs to be emphasized tha there is considerable diversty within the textiles
and garments indudry. This diversty is of grest importance because the industry is
commonly assumed to be a homogeneous entity. In redity, the differences within the
industry are such that a country is mog unlikely, Smultaneoudy, to have a comparative
advantage in_dl its mgor sub-sectors. Thus, dthough the indudry is obvioudy closdy
linked in an input-output sense, it is important to appreciate that the presence of linkages
per se does not judify the esablishment of a fully integrated indudtry. That is, indudtries
which ae linked in an input-output (production) sense may not necessaily share many
common features in a comparative advantage sense, and it is the latter which will guide
policy-makers in judging whether an indudry is likdy to be vidble a a particular dage in
acountry's economic development.

To illudrate this point, Table 1 summarizes the key features of the textile and
garment indudry in Vietnam; apart from some country-specific dements such as location
and ownership, these festures are common to countries a Vietnam's leve of
indudridization. The indudry is generdly divided into three main components, pinning
and fibres, weaving, and garments. A more daborate dassfication might diginguish
between spinning and fibres and include separatdy smdler or ancillary activities such as
knitting and dyeing, but the essential story remains basicdly the same.



Table 1: Key Features Of The Textile And Garment Industry In Vietham

Feature Spinning-Fibre Weaving Garments
History very recent mostly recent very recent (as factorie
Factor capitalkintensive quite labour- very labour-intensive
Intensity (especially fibres) intensive
Scale significant moderate less important (except
Economies in internat. marketing)
Owners (*) mainly G, some F mainly G, some mainly G and P

FandP
Vertical common in spinning-fibre (especially) present but less

and weaving common
Integration
Size large firms large-medium medium-small firms
dominate

Distribution firms dominate
Market 95+% domestic mainly domestic mainly export

very small export

Location: national distribution, but heavy concentration in the south

(*) G, F, P refer to government, foreign, and domestic private firms respectively.

It is readily gpparent that there are mgjor differences within the industry. In section
3, below, some of these differences will be demongtrated empiricaly. In most respects,
spinning (especidly fibre) and garments are a opposite ends of the spectrum defined in
terms of various indudrid organization and nationd policy aitributes. For example, the
sinning indudry is very capitd intendve, scde economies are dgnificant, sdes ae
predominantly domedtic, firms ae lage, veticd integraion among spinning and
weaving units is quite common, and government and foreign owned firms dominate. In
virtudly dl these respects the garment indudtry is quite different. While spinning is
above the manufacturing average for Vietnam in most of these atributes, garments is
usudly wel below these averages. In most cases, the weaving industry adopts an
intermediate position dong this spectrum.

Owing to these intrarindudtry differences, it is important to andyze the various sub-
sectors separately to the extent permitted by the industria data base and the policy
regime. It is immediately obvious, for example, that Vietnam possesses a compaaive
advantage - actud or latent - in garments and (probably) weaving manufacturing. But it is



not so obvious that such a comparative advantage is present in the case of spinning and
fibre production.



3. WHAT DRIVES EXPORT SUCCESSIN EAST ASIA?

Success in internationd markets - as indicated by unsubsidized exports or
production for the locad market without protection - is the sngle most useful meesure of
an indugry's (and firm's) internationd competitiveness. What therefore determines export
success? This section briefly discusses this issue to provide a framework for the anayss
which folows The discusson is with paticular reference to Eagt Adan
industridization,2 although of course the lessons are generdizable.

The fird and most important factor is trends in the red effective exchange rate
(REER), as compared to a country's competitors. The REER is defined as the ratio of the
price of tradables goods to that of non-tradables. Because international data on these are
not eadly obtainable, a crude proxy is the nomind effective exchange rate (ie, the
weighted average of dl of a country's bilatera exchange raes, with weights being the
countries/currencies shares in its tota trade), adjusted for reative inflaion rates. The
International Monetary Fund collects such data on a globa basis, dthough it is not
commonly published.

The REER thus has two components - a st of nomina exchange rates (in which
the dolar and yen (and presumably shortly the Euro) typicdly dominae), and
comparative inflation rates, which are the outcome of domedtic fiscd and monetary
policies. REER data for Vietnam are reported in Table 2. It is important to note that the
Vietnamese dong has been appreciaing in REER terms since the beginning of 1997,
essentidly because, although the dong has been dedining againg the dollar, it has been
drengthening againg the currencies of many of its mgor trading patners. The dong's
appreciation is an especidly serious chalenge given the sharp devauation of most East
Asan currencies dnce mid-1997. Although these devaudions have not yet trandated
into a dgnificant increese in export growth for these countries, owing to financid
difficulties and other supply disruptions, exports (paticulaly of manufactures) are
known to be exchange rate eastic, and s0 a strong export supply response is only a matter
of time. These exchange rae movements must surdly be one of the mgor chdlenges
facing the Viegnamese authorities. Figure 1 highlights that the issue of competitiveness
has been of some concern throughout the 1990s, as indicated by the steadily appreciating
dong in red terms. However, gpart from a sharp fal in competitiveness in 1991-92 in the

2 There is a very large literature on this subject. A useful recent example, available in UNIDO's Hanoi
office, is Masuyama, Vandenbrink, and Chia (eds, 1997).
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aftermath of edtablishing a unified exchange rate, this loss has been very gradud until
mid 1997 when East Asian currencies began to depreciate sharply.3

Table 2 : Real Effective Exchange Rates

Month1l Month2 Month3 Month4 Month5 Month6 Month7 Month8 Month9 Month10 Month11Month12
1993 100.00 101.57 99.90 97.69 9852 9853 97.96 9755 96.15 95.66 95.54  96.08
1994 98.04 99.75 98.05 97.43 96.93 96.69 94.77 94.78 9547 95.74 96.58 97.84
1995 100.58 103.64 100.85 99.06 101.00 101.24 101.72 104.43 106.51 105.96 106.16 106.58
1996 108.59 110.68 111.16 111.24 110.65 110.63 109.84 108.47 109.24 109.58 109.68 110.73
1997 112.79 116.43 11291 111.38 109.43 108.55 110.07 112.66 114.86 115.44 11592 123.90
1998 131.53 123.31 119.35

Source: IMF

Secondly, it is imperative that, consgent with exchange rate policy, a country's
locd cogt dructure be internationaly competitive. Such a drategy has two magor
components. One involves trade reform to ensure that tradable inputs are avalable at
internationaly prices. East Adan governments have achieved this by open trade policies
(as in the city dtates, Hong Kong and Singapore) or by, as in Vietnam, a least putting
exporters on a free trade footing through export processng zones or import duty
drawback schemes,

The later schemes can work successfully, as illugtrated in economies such as
Maaysa and Tawan. However, they do have disadvantages. They introduce digtortions
into an economy, especidly if import protection is very high, and they act to discourage
the development of upstream domedtic linkages. Moreover, and most important, their
successful  operation depends criticdly on a high-qudity, incorruptible implementing
bureaucracy.

The second component of competitiveness refers to domestic costs of 'non-tradable
inputs, such as utilities, and <killed and unskilled labour. Also rdevant here is the
government's regulatory and tax regime - if these are any more onerous than those of a
country's competitors, then obvioudy firms in that country are a a competitive
disadvantage in internationa markets.

3 Note that the REER is calculated as the nominal exchange rate adjusted for relative inflation rates.
Ideally, the REER should be calculated as the ratio of the price of traded to non-traded goods, but these
data are not available for Vietnam. It is possible that the latter series would show an even greater real
appreciation, given that the price of some important non-tradables - for example, modern sector urban
accommodation - hasrisen rapidly in Vietnam during the 1990s.
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Some of these codts can be measured relaively easly. Labour costs and utilities are
two such examples. Tax and regulaory regimes are often more difficult to measure, if
only because much depends on the qudity of bureaucraic implementation. In such cases,
a useful reference point might be some form of ‘internationd benchmarking, such as tha
contained in the annua Globa Compstitiveness Report (GCR), which included Vietham
for the fird time in 1997. These results of the GCR are subject to numerous (vaid)
critiisms# but in the absence of anything better, they at least provide a rough guide for
policy makers. The REER and the GCR are arguably the two most important indicators
of acountry's international competitiveness.

A third key dement underpinning export success is a country's policies towards
international economic integration. This is a vast topic embracing many factors, but two
in paticular might be highlighted. One, probably the most important, is foreign direct
invesment (FDI) policy. FDI makes two criticad contributions to a country's export-
oriented indudridization - the transfer of production and management technology, and
knowledge of internationd markets. The mix of these factors varies across indudtries. For
heavy, domedtic-market oriented indudries, the former will be most important. For
labour-intensive, export-oriented indudries such as garments, the main contribution will
be the latter. Over time, the advantages introduced by foreign firms may be expected to
sill over to domedtic firms through a variety of mechanisms. The FDI policy regime
needs to be aggressve, clear and clean, while ensuring that no speciad benefits accrue to
foreign firms at the expense of their domestic counterparts®

Much foreign technology expertise enters a country via FDI, but it is important to
recognize that it is not the only channd. In indudries like textiles and garments,
international  buying groups are extremey important, probably more so than FDI.
Movements of skilled labour, such as machinery and equipment suppliers and financid
andyds, dso often occur independently of FDI. As important as an open FDI policy,
therefore, is an openness to the movement of skilled labour more generdly, so that
domegtic firms may fredy access such experttise. This requires a domedic living and

4 These include: () the rankings are subjective, and based on limited sample surveys of business opinion;
(b) anumber of the key variables are not amenable to quantification; (c) the GCRs do not have agood track
record of predicting economic performance, and in particular they did not anticipate the current Asian
economic crisis; and (d) country rankings often vary significantly among the various international surveys
which are currently on offer.

S Vietnam has the benefit of bei ng able to choose from a number of effective FDI policy regimes in East
Asia, ranging from laissezfaire Hong Kong to activist Singapore. The latter's approach to FDI is well
documented in Low et al, 1993.



regulatory environment which is dtractive to such personnd, embracing issues ranging
from visa and resdency requirements to the supply of facilities and life-style amenities. It
is no coincidence that internationd cities such as Hong Kong and Singapore attract such
high-kill labour, in spite of their extremely high internationd living costs.6

Fourth, there needs to be an efficiently functioning financid system. Borrowers
with viable invetment projects need to be able to secure credit a internationdly
competitive, and unsubsidized, (red) interest rates. Financid markets need to operate
efficiently, in the sense that <soreads between depost and lending raes should
goproximate international standards. A range of finandd indruments in addition to
commercid credit need to be avalable the most important of these in the case of
Vignam is obvioudy an efficently functioning sock market. The domedic financid
sysem over time can be expected to integrate more fully with internaiond financid
markets, but as recent Southeast Asian experience clearly indicates, and the internationd
literature on sequencing has argued, domedtic inditutionad and policy reform needs to be
in place prior to thisfina stage.

The issue of financid devdopment is highly rdevant to the deveopment of
Vietnam's textile and garment indudries. Vietnam's savings rate will need to increase to
support the recent growth momentum, and this will take place in the context of a decline
in the country's unsugtainably high current account deficit. It will be argued below that
financid development is one of the most important condraints on the expanson of the

indudtry.

FHndly, a citicd undepinning of effident indudrid growth is a conducive
busness environment in  which enterprisss operate. This in  tun involves the
establishment of clear, clean and predictable government policies: property rights need to
be clearly specified and guaranteed, government regulaions need to be carefully defined,
the scope for abitrary bureaucratic intervention needs to be minimized, the taxation
sysem needs to be smple and incorruptible, and lega processes should be far and
efficient. Vietnam is in the process of evolving from a command to a market economy,

6 Vietnam might be expected to rank highly in expatriate 'international liveability' comparisons given its
many attractions. But, rightly or wrongly, it is generally seen as a difficult location for foreigners. (For
example, according to a recent survey of expatriate preferences conducted annually by the Hong Kong-
based Political and Economic Risk Consultancy, as cited in Vietnam Investment Review, 11-17 May 1998,
Vietnam ranked as the 10th most difficult country in which to live out of the 11 East Asian countries and
territories surveyed.) Of course, what matters most of all is the living standards of domestic residents, but
given the importance of international connections for export growth, these sorts of rankings cannot be
dismissed easily .
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and thexe inditutiond reforms will obvioudy take time to be fully implemented. The
government has announced its intention to ensure that private and state-owned firms are
treated equaly, and the challenge now appears to be to ensure that this philosophy is fully
absorbed by dl tiers of the bureaucracy, especialy at regional and more junior levels.”

7 For a very clear statement of the importance of administrative reform, based on several country case
studies, see Pfeffermann, 1997.
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4. VIETNAM'STEXTILE AND GARMENT INDUSTRY

This section provides a descriptive-andytic overview of Vietnam's textile and
garment indudtry. It focuses on the dructure of the industry, and trends in production and
exports. Owing to serious data congraints, this andyss can provide only an gpproximate
picture, and more detailed research and an improved data base is required to obtain a
more comprehensive picture.

The textile and garment industry has been present in Vietnam for at least a century,
while traditiona handicraft activities such as embroidery have exised for much longer
dill. Some accounts date the formd development of the industry from the establishment
of the Nam Dinh textile complex in 1889. The industry grew more quickly in the post
WW 1l era, epecidly in the south, where firms employing modern European machinery
were edtablished. In the northern regions, date enterprises usng equipment from Ching,
the former USSR and Eastern Europe were dso established over this period. Although
exports commenced in the 1970s, the mgor phase of export-oriented development dates
from the early 1990s following the enactment of doi moi reforms.

(a) Output

Trends: As noted above, the qudity of production data are very poor, and this
makes it extremdy difficult for officds to monitor accurady trends in the indudry.
Tables 3 and 4 present some estimates provided to the mission. It & difficult to interpret
these figures. Firdt, they are rather dated; some series stop a 1994, and most do not go
beyond 1996. Secondly, there are subgtantid discrepancies between sources -
sgnificantly different estimates are provided for purportedly the same variable (see the
note to Table 3 for an illudraion), while cosdy rdated variables (eg, physca output
and gross vadue of output) sometimes move in different directions. Thirdly, the series
seem to be subject to large, periodic movements, suggesting that year-to-year movements
may be rather mideading, as compared to longer-term trends.
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Table 3: Textile Production In Vietham

Item 1985 1990 1991 1992 1993 1994 1995 1996
Fibre ('000 tons) 51.3 58 40 44 38 44.4 50 56.9
Fabric (mil. m.) 374 318 180 272 215 228 221 281
Canvas (mil. m.) 4.5 3.3 1.9 2.1 2.4 2.0

Hosiery (mil. pieces) 19 29 26 18 31 28 28 29
Carpets (‘000 sg. m.) 343 213 270 285 206 524

Towels, etc (mil. pieces) 53 109 109 209 153 179

Socks (‘000 pairs) 5297 2574 2,726 2,698 2,307

Clothing (mil. pieces) 74 125 106 104 91 121 127 200

Source: Ministry of Industry.

Note: These figures differ from those presented in the Statistical Yearbook 1996 (Statistical Publishing House, Hanoi, 1997). For
example, the latter source states the following physical outputs for 1995 (the latest year for which complete data are
presented; same units as above): fibre - 59.2; fabric - 263.2; carpets (1994) - 540; towels, etc (1994) - 186.5; clothing - 172.2.

Table 4: Trends In Vietnam's Textile And Garment Industry, 1991-97

Textiles Garments

VA (1) VA (2) GO VA (1) VA (2) GO EMP
1991 2,133 703 2,859 367 144 585 85.5
1992 2,329 927 3,800 430 262 700 89.8
1993 2,343 1,288 5,278 598 505 1,350 100.0
1994 2,582 1,672 6,853 713 877 2,345 118.0
1995 2,819 2,275 9,361 829 1,272 3,411 119.4
1996 2,556 10,518 1,593 4,270 120.1
1997 2,765 11,377 1,912 5,125 121.5

Notes:

VA (1) value added in bilion dong at constant 1994 prices.

VA (2) value added in billion dong at current prices (no explanation is provided for why the two series differ in 1994).
GO gross output in billion dong at current prices
EMP employment in thousands

Source: General Statistical Office, as provided by the Ministry of Industry.

For what they are worth, the physicad production data (Table 3) suggest that fibre
production is increesing dowly (though the figure recorded for 1996 is ill below that of
1990). Fabric production displays little clear trend, and he apparent increases since 1993
dill result in recorded production in 1996 being just 75% of that in 1985. The trend in
garments production is at least somewhat more plausble, dthough the figures fluctuate
consderably, and the gpparent increases fdl much below the growth rates suggested by
the export data, even dlowing for the fact that the laiter are gross vaues in which the
share of domestic value added is quite smdll.
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The vadue data provided in Table 4 are somewhat more plausible, but the crucial
constant price series stop at 1995, and no employment data are provided for textile
employment. Between 1991 and 1995, red vaue added apparently increased by about
one-third in textiles and by 125% in garments. Between 1991 and 1997, employment in
garments increased by 40% to 121,500 persons. The employment data suggest very little
employment growth from 1994 onwards, which is hardly consgtent with a doubling of
exports over this period.

In sum, it is impossble to obtain an accurate picture of deveopments in the
industry, except through the UN trade data system, which verify Vietnam's trade through
partner reporting. The production data do at least conform that sick state of much of the
textile indudry, and raise the extraordinary possbility that physicad output may have
even declined in that industry during the 1990s. It is probable that the process of doi moi
has led to a 'shake-out' in the indudtry, with some of the older state-owned enterprises
unable to compete as subsdies are withdrawn, while more dynamic new foreign and
private entrants, together with some of the SOEs adle to adjust, providing the mgor
source of growth. Moreover, a mgor disruption occurred in the industry in 1990
following the collapse of Russan and Eastern European markets, trade with which had
been organized on a barter trade bagis. It is possble dso to at least partialy reconcile the
conflicting physcad output and value series with the propogtion that the older SOEs
producing low qudity textiles have been replaced with newer entrants with higher qudity
products8 But in the absence of better data, such a concluson remains a best a
hypothesis.

Ownership: Accurate ownership data are aso not available, but some rough
esimates are presented in Table 5. The misson was unable to obtain ownership shares
esimated on the basis of vaue added or employment. And it needs to be emphasized that
the ownership cdasdfications are empiricdly dippery. It is not dways cdear where the
boundaries of dtate ownership lie, as between, for example, the enterprises owned by
local committees, cooperatives, the armed forces, and families who have close ties to the
bureaucracy. Foreign ownership shares are dso ambiguous. some are joint ventures with
SOEs, there is no systematic treatment of Viet Kieu invesments, and closdy reated
foreign buying and trading relationships present measurement difficulties,

8 Another possible explanation for puzzling trends - in this case the dip in garments output in 1993 - is
offered by Luong (forthcoming, p. 4), namely that household garments production was reclassified from the
manufacturing to the services sector in that year.
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Table 5: Estimates Of Ownership Shares (% Of Total)

(A) 1996 Statistical Yearbook
(based on physical output)

'Domestic’ ‘Joint Venture'
Textile fibres, 1995 87 13
Fabric, 1995 84 16
Knitting wool, 1995 86 14
Towels, etc, 1995 96 4
Garments, 1995 84 16

(B) World Bank, 1997
(based on gross value of output, citing the Government Statistics Office)

‘State' 'Non-State' 'Foreign-invested'
Manufacturing - 1995 55 30 15
- 1996 54 30 17
Textiles - 1995 59 26 15
- 1996 58 26 17
Garments - 1995 37 50 13
- 1996 36 49 15

(C) Export Shares
(FDI projects as percentage of total, 1995)

textiles 29.5
garments 10.4

For what the data are worth, it gppears that ownership patterns in the industry are
broadly smilar to that of manufacturing as a whole (see panel B in Table 5). About 55%
of gross manufacturing output is generated by SOES, 30% by domestic private firms, and
15% by foreign firms (the latter gpparently including joint ventures, mainly with SOES).
For textiles (and within textiles, spinning in particular), the SOE dhare is dightly higher,
the domedtic private share correspondingly lower, and the foreign share amilar to the
indugtry-wide average. In the case of garments, the foreign share is sSmilar, domegtic
private firms are reativedy more important (about haf of output), while the SOE role is
smdler. No accurate data on trends in these shares is gpparently available. The ownership
shares based on physical production data (pand A) are broadly consstent with these
figures. In the case of exports, the foreign share may be higher than the output share
(pand C), while surprisngly the reverse gppears to be the case for garments. In the latter
case, however, it is invariably buying groups rather than FDI which provide the crucid
foreign marketing connections.
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The obvioudy unusud festure of these ownership shares is the smdl domestic
private sector, which in most market economies dominate both textiles and garments. It is
uncommon to find such a large SOE presence, which in Vietnam's case reflects the
legacy of its higory as a state-dominated command economy, and its trangtional nature
during the doi_moi reform process. The foreign shares broadly accord with internationd
norms, dthough if anything the garments figure is on the high side. A picture therefore
emerges of a extremey high date share, a moderatdy high foreign presence, and a most
under-developed domestic private sector. As is argued below, enterprise reform which
enables the later firms to expand efficiently is one of the principa chalenges facing the
indudtry.

Foreign investment: It was not possible to obtain data on the aggregate importance
of textiles and garments in tota foreign invesment, but it is reasonable to assume that it
is the largest component in ‘light industry’, which neverthdess a 11.5% is a surprisngly
smdl percentage of the tota approved foreign investment over the period 1988-97 (Table
6).

Table 6: Approved Foreign Investment By Sector, 1988-97 (% Of Total)

Construction 32.2
Heavy industry 19.9
Light industry 11.5
Tourism & hotels 11.3
Communications 8.3
Services 4.8
Oil & gas 4.3
Agriculture 4.1
Export/industrial zones 1.6
Culture & education 1.3
Finance 0.6

Source: Ministry of Planning and Investment

Foreign investment gpprovas jumped sharply in 1988 following the initid FDI
policy liberdization (that is, the promulgation of the Law on Foreign Invesment in
1987), but then languished until 1993 when they totdled over $500 million in one year
(Table 7). Since 1993, they have exceeded $100 million annualy, dthough in 1998 they
are expected to decline dgnificantly. Investors display a very strong preference for 100%
ownership (80% of totd agpprovals), which in Vietnam is permitted for export-oriented
ventures. No breskdown of the data are available within the sub-sectors, but it is thought
that fibre, spinning, and fabric manufacture are the maor sub-sector recipients. East
Adan countries are the mgor approved investors, dominated by South Korea (47%) and
Maaysa (33%), which together conditute over 80% of the totd. The mgor export
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detinations for garments, Japan and Europe, are indgnificant investors, as would be
expected. Neither has been a mgor exporter in developing country garment industries.
Buyers from these markets, and East Adan intermediaries who know them well, are the
magor actors in the garment export trade. Within Vietnam, foreign investors in textile and
gaments - as in most other footloose indudtries - display a clear preference for Ho Chi
Minh City, which accounts for half of approved FDI in the industry.

Table 7: Foreign Investment In Textiles And Garments, 1988-97
(Total = $1,431.1 million; % of cumulative approved total unless otherwise indicated)

(A) Major Foreign Investors

SOURCE
South Korea
Malaysia
Taiwan
Canada
Hong Kong
Russia
Others

Total

(B) Forms Of Foreign Investment

100% foreign-owned
joint venture
contract

(C) Annual Investment, 1988-97

($ million)
1988 1989 1990 1991 1992 1993
170 55 10 27.6 27.2 518.9

(D) Major Locations

Province

HCM City

Dong Nai

Vinh Phu

Long An

Tay Ninh

Song Be

Bar Rai - Vung Tau
Others

Total

47.3
33.3
9.6
3.3
3.0
15
2.0

100.0

80.1
8.0
12.0

1994

120

50.6
26.3
6.5
6.0
3.5
3.1
2.4
1.6

100.0

1995 1996 1997

299.1 138.9 114.3

Source: Vietnam Economic News, No. 8, 1998, p. 8, citing Ministry of Planning and Investment data.

Factor proportions: Since Vienam has never hdd an internationdly comparable
industrial census, and accurate output and employment data are not collected, it is not




20

possible to compute standard factor intengity ratios for the industry, and to place these in
some sort of comparative internationa framework .9

The best that can be done is to compare the reaults of the UNIDO industria
datigtics project, which has thus &r generated data only for the grester Hanoi region (see
UNIDO, 1996), with some international bench marks, as provided in UNIDO (1997). For
illugtrative purposes, we choose vaue added per worker, which is the most commonly
accepted measure of capita intengty, and wages per worker, which is a proxy for skill
levels. Both measures are at best proxies, and are based on a number of assumptions,
including the exisgence of competitive product and factor markets. Obvioudy, the
induson of jusg Hanoi in the comparison digtorts the picture - this region would be
expected to exhibit above average capital and skill intensity, as compared to the rest of
the country, while the private sector is probably under-represented. For illudtrative
purposes, we include the US, South Korea and Indonesia, and present the dtatistics for
textiles (ISIC 321) and garments (ISIC 322). Note that the data refer to the ratios for each
country relaive to the nationd industry-wide ratio for that country. That is, a figure of
200 for a certan country and indudry indicates that the indudtry is twice as capitd- or
ill-intengve as the industry-wide average in that country. The data are thus focusing on
international comparisons of within-country rankings.

The daa indicate that factor proportions in Vietnam's textile and garment industry
are broadly smilar to those in the three other countries (Table 8). That is, the indudtries in
Vietnam are less cgpitd and sKill-intensve than manufacturing industry as a whole. As in
the other countries, this applies particularly to garments, dthough the precise ratios are of
less dgnificance than the broad industry rankings. Vietnam's ratios are somewhat higher
in the case of wage levels, which could ether reflect rigidities in the country’'s wage
dructure - especidly in foreign and SOE firms - or the biased sample sdection (Hanoi
firms only). But, in sum, the industry's relative factor proportions are generdly
consistent with international norms.

9 It is notable for example that a country of Vietnam's size and importance is not included among the 102
countries and territories for which data are presented in the latest UNIDO, International Yearbook of
Industrial Statistics, 1997, Vienna.
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Table 8: Comparative Factor Proportions In Textiles And Garments

Textiles Garments
VA/L W/L VA/L W/L
Vietnam (Hanoi), 1995 66 96 40 89
Indonesia, 1994 84 87 41 88
South Korea, 1994 61 82 48 72
USA, 1994 55 69 42 50

Note: Data refer to value added per worker (VA/L) and wages per worker (W/L) for each country, as a percentage of the
relevant ratios for the manufacturing sector of each country. Data for Vietham refer to the UNIDO 1995 Survey; for the other
countries, national data are used.

Sources: UNIDO (1996) Vietham and UNIDO (1997) for the other countries.

Other structural features. Data are not avalable on the sze didribution and
geographic location of the industry. The UNIDO Hanoi survey found that, as would be
expected, most of the gament firms were smdl-medium in sze 33 of the 53 firms
employed fewer than 100 workers, athough sx were quite large, with more than 500
workers (Table 9). Also, as would be expected, textile firms were somewhat more located
in the medium-large groupings, dthough more than one-third employed fewer than 50
workers, which by internationd dandards is a very andl textile factory. The sze
digribution of textile and gament firms was found to be broadly smilar to that of
manufecturing as a whole, which is dso somewhat surprisng (these firms are generdly
disproportionately located in smdler sze groupings), but presumably reflects industrid
infancy. The misson was unable to obtan any data on geographic location. It is well
known that the industry developed higoricdly mainly in the south, and as Table 7 shows,
foreign investors have a clear preference for locating there. There are, nevertheess, a
number of mgjor SOEs located in the northern provinces.

Table 9: Size Distribution Of Industry In Hanoi, 1995 (number of establishments)

Number Of Employees
10-19 20-49 50-99 100-499 500+ Total

Manufacturing 121 189 131 183 54 678
Textiles 7 8 4 6 7 32
Garments 5 15 13 14 6 53

Source: UNIDO, 1996

Capital _equipment: There are ds0 no rdiadle information on the Sate of the
industry's machinery, dthough press reports and informd information provided to the
misson suggest that much of this equipment is antiquated, especidly in textiles. Among




SOE weaving producers, the Ministry of Industry estimates that about 15% of machinery
is adequate, 45% is in need of repair, while the remaining 40% should be scrapped. Most
of the country's 8,000 weaving looms are narrow shuttle, and can only produce a limited
range of low qudity cloth. About hdf ae a least 25 years old. There are frequent
breakdowns, maintenance costs are high, and some firms are usng Russan and Eagern
European equipment which is no longer manufactured, and for which, in consequence,
the lack of spare parts is a congtant problem. As a result, many firms are operating at less
than 50% capacity. The problem is just as serious in the predominantly State-owned
$inning sector, which in the main produces low quality threads, 50% of the country's
spindles were estimated to have been purchased before 1979.

Equipment in the garment industry is thought to be more modern, and it is in any
cae a vey labour-intendve activity. Export orientation has conferred sgnificant
advantages, as garment producers have the foreign currency to purchase better
equipment. In some cases, foreign buyers have provided such equipment dso. But the
backward state of mogst of the textile industry has meant that the garment industry is
highly import-intendve, as we shdl see shortly. Fortunady, the government has
insulated these exporters from the upstream producers by introducing a moderately
effective drawback scheme. Nevertheless, many opportunities for economic import
subgtitution in the labour-intensve components of the textile industry have gone missing,
for reasons to be discussed shortly.

Wages. Accurate time series and disaggregated cross sectionad wage data are not
avalable for Vietnam, but it is well known that the country has one of the lowest red
wage levels in Asa Approximate pre-criss wage daa for textiles suggest that unskilled
wage rates in the textile industry are a kast 20% below those in such mgor low-income
exporters as China, India, and Indonesia, and about one-third those of Thaland (Table
10). Owing to high literacy rates and business surveys which report high levels of worker
productivity, these differentids probably trandae into lower efficiency wages too. The
recent currency depreciations in Southeast Asa would have pushed Indonesan wages
beow those in Vietnam, a least temporarily, but in mid-1998 the country's wage rates
ae dmog cetanly 4ill anong the lowest in Ada Clearly unskilled wage rates are not
an obdade to Vietnam's internaiona competitiveness _in_textiles and garments.
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Table 10: Comparative Labour Costs In Textiles, 1994 ($/hour)

Vietnam 0.4
China 0.5
Indonesia 0.5
India 0.6
The Philippines 1.0
Thailand 14
South Korea 4.0
Hong Kong 4.4
USA 11.9
Japan 25.6

Source: Werner International Inc, as cited in Suphat, 1997.

(b) Exports

Major trends. Since the doi_moi process got underway, and notwithstanding the
collgpse of the USSR market in 1990, textile and garment exports have grown srongly,
illugtrating once again the powerful connection between reform - even of the very partid
vaiety which has occurred in Vienam - and export performance. Exports have risen
from $43 million in 1988 to over $13 bhillion in 1996 (Table 11)10 11 They
approximately doubled (in nomind US$ terms) in 1989, 1989-91, 1991-92, 1992-94, and
1994-96. Even dlowing for the smdl initid base, by any standard this is an impressve
record. Garments have been by far the most important, its exports in the 1990s generdly
exceeding those of textiles by a factor of sx. Nevertheless, textile exports have grown
quite drongly, especidly snce 1991. Textiles and gaments ae Vietnam's largest
manufacturing export by a large margin, in the early stage of the export drive generating
more than 60% of the total value. As would be expected, this percentage is declining as
the process of export diversfication gathers momentum. The industry aso ranks
dgnificantly in totd exports, in 1996 accounting for one-fifth of the totd. This share
doubled 1991-96 as the country's export composition began to shift from commodities to
manufactures.

10 Note that the data used in this paper are from the UN trade data system, and that they generally exceed
those reported in Vietnamese statistics. For example, Vietnamese statistics record textile and garment
exports (also in US$ million) as follows: 1991 - 116, 1992 - 180, 1993 - 350, 1994 - 550, 1995 - 750, 1996
- 1,150, 1997 - 1,300. It was not possible during the mission to obtain an explanation for this discrepancy.

11 1t was estimated that Vietnam exported about 30,000 tons of textile and garment products annually
under barter arrangements to Comecon countries, mainly the former USSR, in the late 1980s, just prior to
the collapse. Estimates of the value of these exports in convertible currencies are not available, but it is
probable that these exports were not recorded in the data presented in Table 10. Thus, to some extent the
export growth rates from the late 1980s to the early 1990s recorded in Table 10 may have been overstated,
but such an overstatement would not apply to the growth rates subsequently.
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Table 11: Vietnam's Textile And Garment Exports, 1985-96 ($ million)

Year Textiles (T) Garments (G) T+G T+G As % Of:
Total Total Man.

1985 6.5 21.1 275 7.9 55.0
1986 111 36.0 47.1 11.9 54.4
1987 13.3 27.4 40.6 9.1 57.1
1988 15.8 27.0 42.8 7.9 53.5
1989 25.1 68.1 93.1 8.4 56.1
1990 27.8 90.7 118.5 7.9 56.4
1991 29.4 142.9 172.3 9.9 61.8
1992 39.6 357.2 396.8 15.6 62.2
1993 61.7 521.0 582.7 17.8 52.9
1994 107.8 691.6 799.4 17.8 49.3
1995 147.8 878.8 1,026.6 18.2 455
1996 175.5 1,162.7 1,338.2 19.8 41.3

Note: Textiles and Garments refer to SITC 65 and 84 respectively. The final two columns refer to these exports as a percentage
of Vietnam's total and manufactured e xports respectively.
Source: United Nations trade data tapes. Unless otherwise indicated, this is the source of all international trade statistics used in

the report.

The achievement is aso noteworthy in view of the fact that Vietnam had to quickly
dhift its commercid orientation away from the Comecon block in the early 1990s. This is
a paticulaly important condderation in the textile and garment industry, given the
intense internationd regulation which is present. Vietnam negotiated its firg textile trade
agreement in the post-Comecon era when it signed a textile trede facility with the EU in
December 1992, which for the first time gave it access to MFA quotas. However, it ill
does not have access to the large US market, and for an early-stage exporter it has been
forced to be unusudly rdiant on the tough, highly competitive nonquota markets,
principaly in East Asa We return to this point below.

Almogt dl garment exports occur as internaionad subcontracting arrangements,
where buyers seek out domestic suppliers, and generdly provide them with imported
fabrics. This is known in the trade as CMT (cut, make and trim). On occasion, machinery
and finance are ds0 provided. Such an arangement initidly proved to be beneficid to
Vietnamese producers, who dmost uniformly lack internationd marketing knowledge.
However, the benefits of this passve gpproach to exporting are now questionable.
Exporters are trapped in very low vadue added production, especidly during the current
Asan criss, when buyers have squeezed contract prices by as much as 20% in the past
12 months. Almost dl producers - even the very large ones - lack the experience and
resources to embark on energetic marketing programs. Some foreign and private firms
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ae now beginning to explore new markets. But the huge state-owned conglomerate
VINATEX, which accounts for about hdf of the industry's exports, gppears ill-equipped
for this new chdlenge.

Net trade: Another perspective on Vietham's export performance is provided by an
examination of net trade aggregates and ratios, ie, net exports and net exports as a
proportion of totd trade (see Table 12). Vietnam is a large net importer of textiles. Its net
trade ratio (NTR) has been high and broadly consstent throughout this period,
underlining the fact tha garments has been, and continues to be, a highly import-
intensve activity. The fact that the ratio for textiles has not declined might be construed
postively to suggest that a least import supplies to garment exporters have not been
interrupted, thus assding internationa competitiveness. However, it is surprisng that the
process of import subditution in  textiles, especidly its more labour-intensve
components, has not proceeded further. The absence of this process is presumptive
evidence of deep-seated ingfficienciesin the indudtry.

Table 12: Vietnam's Textile And Garment Trade ($ million, or ratio)

Year Textiles Garments T+G

NET X NTR NET X NTR NET X NTR
1985 -80.5 -0.86 20.3 0.93 -60.2 -0.52
1986 -58.9 -0.73 35.4 0.97 -23.5 -0.2
1987 -43.9 -0.62 26.8 0.96 -17.2 -0.17
1988 -47.6 -0.60 26.0 0.93 -21.6 -0.2
1989 -35.6 -0.42 66.0 0.96 30.4 0.2
1990 -107.4 -0.66 84.9 0.88 -22.5 -0.09
1991 -154.2 -0.72 136.3 0.89 -17.9 -0.05
1992 -292.3 -0.79 334.8 0.88 42.5 0.06
1993 -491.1 -0.80 491 0.89 -0.1 0
1994 -599.9 -0.74 649.7 0.89 49.8 0.03
1995 -843.4 -0.74 828.1 0.89 -15.3 -0.01
1996 -1007.4 -0.74 1104.1 0.90 96.7 0.04

Note: 'NET X' refers to exports minus imports (ie, X-M). ‘NTR' refers to net exports as a proportion of total trade in each case
(ie, [X-M]/[X+M]).

In gaments, by comparison, the industry's strong export orientation has been
maintained, and the NTR has been virtudly congtant throughout the 1990s. In part, of
course, this reflects the country's redrictive trade regime, apat from the duty-free
provisons for garment exporters. It should be noted that, obvioudy, these figures do not
indude the unknown but very sgnificant volume of garments smuggled in from China
Combining these two series, Vietnam emerges as a marginad net exporter of textiles and
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gaments. Such a concluson - that net garment exports only just exceed net textile
imports - issurprising, aswill be underlined shortly in some international comparisons.

Comparative perspectives: How does Vietham's export performance compare with
those of other Adan devedoping economies? We choose here China, which the
Vietnamese authorities and firms appear to regard as a competitive benchmark, two more
indudtridly advanced (at least pre-criss) Southeast Asian economies, and another two
low-income recent exporters, Bangladesh and Sri Lanka.

In this comparative picture, Vietnam is clearly alate-comer, and its export record is
satisfactory but not outstanding. Its exports are dwarfed by China; even on a per capita
basis, they are little more than one-half (in 1996, the comparative figures were $16.7 and
$31; Table 13). Vietnam's exports are also well below those of the other two low-income
comparators, Bangladesh (especidly) and Sri Lanka. In its aggregates, Vietnam is now
closeto Indonesain the late 1980s and Thailand in the mid 1980s. In fairess to
Vietnam, dl these countries began their export drive earlier - in al cases, their exportsin
1985 were sgnificantly higher than those of Vietnam in 1990. The latter's growth rates
are comparable, but its lower levels underline the cogts of delaying the process of
sgnificant policy reform until the 1990s.
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Table 13: Vietnam's Comparative Export Performance ($ million, or %)

Vietnam:

Textile exports (T)

Garment exports (G)

Textile & Garment exports (T+G)
T+G as % of total exports

T+G as % of manufactured exports

China:

Textile exports (T)

Garment exports (G)

Textile & Garment exports (T+G)
T+G as % of total exports

T+G as % of manufactured exports

Indonesia:

Textile exports (T)

Garment exports (G)

Textile & Garment exports (T+G)
T+G as % of total exports

T+G as % of manufactured exports

Thailand:

Textile exports (T)

Garment exports (G)

Textile & Garment exports (T+G)
T+G as % of total exports

T+G as % of manufactured exports

Bangladesh:

Textile exports (T)

Garment exports (G)

Textile & Garment exports (T+G)
T+G as % of total exports

T+G as % of manufactured exports

Sri Lanka:

Textile exports (T)

Garment exports (G)

Textile & Garment exports (T+G)
T+G as % of total exports

T+G as % of manufactured exports

1985

6.5
21.1
27.5
7.9
55.0

,654.8
,729.8
,384.6
6.4
2.6

239.3
339.7
579
3.1
19.8

415.6
572.6
988.3
14.0
33.8

366.7
167.5
534.2
54.9
83.4

11.3
284.8
296.1
23.8
72.9

1990

27.8
90.7
118.5
7.9
56.4

,201.6
9,610.1
16,811.8
7.1

7.3

1,256.2
16711
2,927.3
115
30.8

917.9
2,825.7
3,743.6
16.3
25.6

342.8
643.1
985.8
63.3
81.7

24
643.7
667.6
35.3
65.9

1996

175.5
1,162.7
1.338.2
19.8
41.3

12,155.0
5,000.4
7,155.4
4.6

8.8

2,830
3,674
6,504
131
24.8

1,419.7
2,958.5
4,378.2
8.2
11.2

247.1
2,711.9
2,959
80.2
90.6

163.5
1,886.6
2,050.1
59.3
71.3

Two other points emerge from the comparison in Table 13. One, noted above, is
how reaively underdeveloped Vietnam's textile indudtry is, as indicated by its low share
of totd textile and garment exports. It shares this feature with Bangladesh and S Lanka,
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and contrasts with the export patterns of the more industridized economies of China,
Indonesa and Thaland. There is nothing inherently dedrable in having a ‘baanced
export sructure. Indeed, as argued below, it would be dangerous to promote the textile
indusgtry if it was achieved via protection which pendized the efficient garment indudtry.
But the fact that these more indudridly advanced countries do have a Szedble textile
export industry suggests that, in the right policy environment, Vietnam could dso am in
this direction. A second, more postive, observation is that Vietham appears dready to
have a more diversfied export sructure than ether Bangladesh or Sri Lanka. The latter
two, and especidly Bangladesh, exhibit an extreme - unhedthy in fact - reliance on
textiles and garment exports. Vietnam is somewhere between these two countries, and the
more balanced structures of its three more industridized neighbours.

Vietnam is clearly unusud in the comparison of net trade ratios (Table 14). Like
the two low-income recent exporters, it is a net importer of textiles By comparison,
China, Indonesa and Thailand are dl net exporters. All Sx countries exhibit very high
NTRs for garments, of a least 0.9, reflecting the interplay of comparative advantage and
import redrictions. But the redly surprisng feature of Vietnam is that its net textile and
garment exports are so low - virtudly zero, compared to ratios in the range 0.34-0.67 for
the other five countries in the comparison. To repedt, there is nothing inherently desirable
in high NTRs, but where they are not found in such labour-intengve adtivities in which
low-income countries might be expected to have a strong compardtive advantage, serious
domestic supply-side obstacles must be presumed to be present. In Vietham's case, this
amog certanly points towards the textile indusry, and again underlines the need for
dructural_adjustment based on the kinds of enterprise reform discussed in the next
section.
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Table 14: Vietnam's Trade In Comparative Asian Perspective ($ million, or ratio)

Vietnam: 1985 1990 1996
Textiles -NET X -80.5 -107.4 -1,007.4
- NTR -0.86 -0.66 -0.74
Garments -NET X 20.3 84.9 1,104.1
- NTR 0.93 0.88 0.90
T+G - NET X -60.2 -225 96.7
- NTR -0.52 -0.09 0.04
China:
Textiles - NET X 1,526 1,925.1 191.3
- NTR 0.26 0.15 0.01
Garments - NET X 3,628.1 9,547.2 23,967.5
- NTR 0.95 0.99 0.92
T+G - NET X 5,154.1 11,472.3 24,158.8
- NTR 0.54 0.52 0.48
Indonesia:
Textiles - NET X 113.8 471.1 1,565
- NTR 0.31 0.23 0.38
Garments - NET X 336.8 1,658.5 3,651
- NTR 0.98 0.99 0.99
T+G - NET X 450.6 2,129.6 5,216
- NTR 0.64 0.57 0.67
Thailand:
Textiles - NET X 187.3 21 179.2
- NTR 0.29 0.01 0.07
Garments - NET X 568.2 2,799.1 2,810.4
- NTR 0.98 0.98 0.9
T+G - NET X 755.5 2,820.1 2,989.6
- NTR 0.62 0.49 0.52
Bangladesh:
Textiles - NET X 224.9 -108.1 -902.7
- NTR 0.44 -0.14 -0.65
Garments - NET X 166.8 628.7 2,678.5
- NTR 0.99 0.96 0.98
T+G - NET X 391.7 520.6 1,775.8
- NTR 0.58 0.36 0.43
Sri Lanka:
Textiles - NET X -161.9 -388 -795.4
- NTR -0.88 -0.89 -0.71
Garments - NET X 282.1 635.2 1,840.4
- NTR 0.98 0.97 0.95
T+G - NET X 120.2 247.2 1,045

- NTR 0.25 0.23 0.34




Unit values: Daa on unit vaues (value divided by quantity) are an gpproximate
compardive indicator of qudity, and the extent to which countries are moving up the
'value added' ladder. There is a clear correlation between unit value data and indudrid
sophigtication across countries. The data are of course crude - they depend crucidly on
export quantities being accurately recorded, and the comparisons need to be undertaken
for findy disaggregated categories. Even here, for such a heterogeneous industry as
garments, the data are at best indicative.

Table 15 reports some comparisons for widely exported garment products a 4 digit
SITC codes for Vietnam and, by comparison, two more established exporters, Indonesia
and Thaland. The data are normdized for Vietnam's ratios, with the latter equa to 100.
Import data (for Japan and the US) are employed since quantities are recorded more
accurately. Clearly, Vietnam's raios are much less than those of Indonesia and Thailand
for dmost adl comparisons. These data corroborate field surveys, in which it was widely
reported to the misson that Viethamese exporters rey very heavily on low vaue added
segments of export markets. Such a podtion for an early-stage exporter like Vietnam is
not surprisng. It illustrates the scope for shifting up to higher qudity products, even in
quota-congtrained markets. It is important to emphasize that such a trangtion does not
necessily imply a mgor transformation in product range and compostion. More often it
entaills modifications such as improved qudity control, relidble ddivery, and attention to
fashion trends, for dl of which overseas buyers are prepared to pay a premium. Experts
in the indudry edimate that productivity gains from a vaiety of these smple, low-cost
measures would be at least 25% and in many cases considerably more (see Thornton
(1998) for further discussion of these points).
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Table 15: Unit Values Of Selected Garment Exports (Vietham =100)

SITC Item Vietnam Indonesia Thailand

8412 - clothing accessories, not

knitted
1995 100 191 471
1996 100 128 218

8413 - leather clothing
1995 100 185 176
1996 100 259 243

8414 - clothing accessories,

knitted
1995 100 105 120
1996 100 100 119

8415 - headgear
1995 100 148 144
1996 100 157 144

Note: The data refer to unit values (price/quantity) of each countries' exports to the USA and Japan (owing to data limitations,
to Japan only in the case of SITC 8413), as recorded in the USA and Japan.

Source: Calculated from United Nations trade data tapes

Major export markets As noted ealier, Vietnam's garment exports rely very
heavily on Europe and Japan, which in 1996 absorbed 43% and 42% respectively of the
totd. That this is an unusud patern of exports is illudrated in Table 16. The digtinctive
feature of early-dage East Adan garment exports has been the dominance of the US
market, and the unimportance of Japan. For example, the US dominated Indonesian and
Tha exports in the mid 1980s (58% and 41% respectively), while Jgpan was just 1%.
(China was somewhat different owing to the prominence of Hong Kong as an entrepot,
explaning the higher percentage going to - and through - East Asa) There are good
reasons for these export shares. The US is a large market catering to virtudly al market
segments (in terms of quality, price, fashion), and once a quota has been secured, it is a
relatively open and uncomplicated market. Although not quota constrained, Japan by
contrast is regarded as a much tougher market to penetrate, in terms of standards of
quality and complex marketing channels.
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Table 16: Major Garment Export Markets For Selected East Asian Countries
(% Of Total)

USA EU Japan East Asia Other Total

Vietnam 1996 2.2 433 42.2 8.8 35 100
China 1985 28.2 12.6 12.3 36.8 10.1 100
1990 11.3 10.9 48.6 49.2 14.6 100

1996 12.7 10.7 32.9 30.5 13.3 100

Indonesia 1985 57.7 12.7 0.5 10.0 19.0 100
1990 38.1 35.6 6.5 6.4 135 100

1996 34.1 32.0 8.4 5.2 20.4 100

Thailand 1985 41.1 27.3 12 5.3 26.9 100
1990 19.3 34.1 7.9 5.9 32.7 100

1996 44.1 29.9 16.9 4.5 4.7 100

Note: East Asia refers to all countries in East Asia except Japan.

These differences among markets are narrowing, but the fact remans that
Vietnam's export patterns are quite different from its neighbours. Vietnamese exporters
have in effect been excluded from the US market, initidly owing to the absence of
diplomatic reations and more recently because it gill does not enjoy MFN datus in that
market. Hence the US is a tiny market, and buys just 2% of Vietnam's exports. By
comparison, Jgpan has been a large market from the very beginning of the country's
export drive. Seen in this light, Vietnam's export prformance in the 1990s is al the more
impressve. While recaiving rdatively generous quota trestment from the EU, in the man
its firms have had to compete in the tough East Asan market, agang more established
exporters, and without the benefit of initia quota advantages.

These export share data aso highlight the importance of Vietnam securing MFN
datus in the US maket as quickly as possble, a point to which we return in the next
section.



5. DEVELOPMENT POLICY ISSUESAND CHALLENGES

The purpose of this section is to highlight some of the mgor chalenges which the
industry is currently facing, and to argue the case that reform is required to sustain the
recent growth momentum. The andytical framework introduced in section 3 above
guides the discussion in this section. Eight issues are addressed here. No doubt the list
could be extended, but these issues do seem to be among the most important. It needs to
be emphasized that most of these issues are economy-wide in nature, and generaly do
not relate just to the textile and garment industry.

(a) The China Factor

The clear impresson obtaned during interviews with both government officids
and a the enterprise leve is that Chinas textile and garment industry poses the mgor
compdtitive chdlenge for Vietnamese firms. It is goparent from the trade datigtics
presented above (Table 16) tha China is the dominant East Adan textile and garment
exporter. Its exports dwarf those of Vietham on an absolute basis, and even in per capita
terms they are larger. Smuggling of Chinese textile products in to Vietnam is reportedly
widespread, and has been the subject of severa (unsuccessful campaigns to eradicate it -
se Luong, forthcoming), while in direct competition in third country markets
Vietnamese forms are said to be uncompstitive.

It needs to be emphasized that concern about competitiveness vis-a-vis China is a
podtive factor, to the extent that it spurs on Vietnam's efforts to develop an
internationdly efficent indudtry. The practice is undedrable in that it results in logt
government revenue, dthough it should not be forgotten that consumers benefit through
access to chegper products. It aso needs to be stressed that it is dmogt certainly futile for
the government to atempt to prohibit it, given Vietnam's long internationd coadtline and
its adminigrativdly week customs service The chalenge of China should rather be
gpproached postively, and employed as a means of discovering why and how its firms
ae 0 competitive. Direct cost and efficiency comparisons between Chinese and
Vietnamese enterprises are not available, and at some future stage such an exercise would
prove to be illuminating.

Severa points need to conddered in the China-Vietnam comparison (see Yang
(1997) for adetailed study of Chindsindugtry):



Fird, China has a much longer indudtrid higory than Vietnam, and it commenced
the process of export-oriented indudtridization a least a decade earlier. To the extent that
successful indudridization is in pat an exercise in learning by doing, China obvioudy
has a head Start.

Secondly, export quota arrangements have worked in Chinas favour. Following its
normdization of rdaions with the US and given the internationd commercid-
diplometic influence which flows from its immense sze, China was &ble to negotiate a
more ggnificant increase in export quotas during the 1980s than any other developing
East Asian exporter (Cline, 1987).

Thirdly, China enjoys specid advantages which flow from the presence of Hong
Kong and, to a lessyr extent, Tawan. As they lost comparaive advantage in these
indudtries, China was the mgor beneficiary of the relocation effects Moreover, firms
based in these two territories have unpardlded knowledge of the international market for
textie and garment products, including retall outlets in mgor markets, export-import
procedures, and fashion requirements. They ae able to trangmit this knowhow
immediatdly to highly compditive firms in China, especidly those located in the
southern coastd region.

Of course, Vietnam can never duplicate a 'Hong Kong' of its own. But there are
lessons for its own export drategy. One is that Vietnam enjoys close proximity to both
Hong Kong and Tawan, and thus it should be better placed than most countries to
capitdize on its geographic location. Another, and probably the key lesson, is that
Vietnam has the capacity over time to atract the same international expertise as is present
in these territories by providing a conducive commercid environment. This in turn entails
reform to achieve higher levels of efficiency, and an aitractive busness infrasructure
with competitively-priced facilities (infradructure, etc) and a smple, clean regulatory
policy framework.

Fourthly, China enjoys a compstitive advantage over Vietham owing to its mgor
devdudion in 1994 which, combined with modest inflation, sgnificantly reduced its
domestic cogts in internationa prices.

Fndly, it is probably the case that business cogs are lower in China while red
wages are thought to be amilar, utilities and tax rates are dmost certainly lower in China
Moreover, Chinese enterprises (especiadly the Township and Village Enterprises) are able



to operae in a freer, less redrictive busness environment than is possible in Vietnam.
More detailed research isrequired here.

It is sometimes argued that China enjoys a competitive advantage in garments
owing to the fact that it has a fully integrated textile industry, and thus garment exporters
are able to source their cloth bealy. While there is no doubt grester convenience from a
wider domestic supply base, which dso reduces working capitd requirements (in the
form of imported cloth), it is not clear how important this factor is. Indeed, recent
research on Chinds industry suggedts that something of the problem found in Vietnam - a
competitive garment industry dongsde a less efficient textile sector - is probably aso
present to some degree in China (see Yang, 1997). If this is the case, then the mgor focus
in the comparison ought to be the comparative cost dructures, rather than a drategy
designed to encourage vertica integration within the industry.

(b) USMarket and MFEN Status

As was shown above (Table 16), the US has been the mgor export market for East
Adan textile and garment exporters. Vietnam has suffered through its ingbility to secure
effective access to this market. This is egpecidly the case given the ggnificant
Vignamese community residing in that country who, in a more favourable environment,
could make a mgor contribution to the development of strong trade links between the
two countries.

It is impossble to overstate the importance of securing US market access on an
MFN bass, a point which is of course clearly understood by the Vietnamese authorities.
Not only is the US market the largest in the world, but it is a reatively open one, and it
caters to a large range of qudlities, thus enabling exporters to develop market niches (both
geographic and quaity-based) which suit ther circumstances. Obtaining MFN datus is
clearly a complicated negotiating process, and in an ea of intrusve, hard-nosed US
commercid-diplomatic policy it will involve the Vidnamese authorities making
economic and politicdl concessons which may appear unreasonable. However, the
benefits will dmogt certainly outweigh the codts, and thus there is a strong case for
assigning the highest priority to this objective.

(c) The MFA and Export Quotas

As agued ealier, textiles and gaments are the modly intensdy regulaied of any
mgor internaiondly traded manufacture. The impostion of export quotas is obvioudy
commercidly unreasonable and harmful, and Vietnam has been disadvantaged as a very



late quota entrant. But it is a fact of life in the internationa market place, it is not without
its advantages once quota access is secured, and there is a prospect that the regulatory
environment (ie, the MFA) will be gradudly dismantled in the coming decade. Moreover,
it dways needs to be emphasized that, even in the presence of quotas, the fundamentd
determinant of export performance is domedtic efficiency. That is, securing a quota does
not guarantee access - price and qudity requirements aso have to be met. In addition,
there is aways scope for export growth even in a quota-condrained environment: firms
can shift to non-quota items (dthough the number of such items is now much reduced),
they can move to higher vaue items (Snce quotas are generdly quantity-defined), and
they can seek out non-quota (non-MFA) markets. Thus countries can achieve solid export
growth even in the presence of seemingly very redrictive quotas, as Indonesa and
Thaland did before exchange rate movements in the early 1990s eroded their
compstitiveness in labour-intensve manufactures (see Hill and Suphat, 1992). It is
therefore important not to overstate the disadvantages of export quota redtrictions.

With the mgor exception of the US, Vietnam has done reasonably well out of
guota growth in recent years, especidly to the EU, dbet from a low darting point.
Negotiating continued quota expanson must adways be a high priority for the
governmen.

There is in addition the question of how export quotas should be alocated. The
most important requirement in quota alocations is that the process be efficient, clean, and
trangparent. This is to ensure that the country's quota dlocation is fully utilized, and that
the quota-destination markets are sdtisfied with domedtic dlocation procedures. A
subsdiary issue concerns the mechanics and criteria of the alocation process, in
particular whether quotas should be awarded on the basis of past performance, or whether
some form of auction system should be indtituted. The latter issue arises because quota
redrictions imply ‘rents, or additional profits crested by supply limitations, and these
accrue directly to the quota-holder.

It was not posshle for the misson to obtan a clear and unambiguous Statement
concerning the government's dlocation criteria, nor are data readily available on quota
utlization rates by maor products and markets over time. It appears that quotas are
awarded manly on the bads of past export performance. A clear preference exists for
guotas to be awarded to state owned companies over foreign or domestic private firms.
Such a policy represents a sgnificant implicit subsidy to these date enterprises. It is dso
reported that, on occason, smal-medium firms and those from more remote regions are
given some preference.
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Private firms may apply for export quotas, but the gpplication procedures are
reportedly extremely tedious and protracted, and generaly result in - at best - only very
smdl quotas. The resdle of export quotas is officadly illegd, but it is widdy known in the
industry to occur. The usua practice is for a state enterprise to in effect 'subcontract’ the
production of quota items to a private firm, even though the output will Hill be officidly
recorded as having originated from the date firm. It is impossble to quantify the
significance of this practice12

It is not possble to obtain an accurate picture of how quickly export quotas are
dlocated. Some enterprises report that quotas may arrive quite late in the quota year, thus
resulting in under-utilizetion of quotas. But aggregate information on this phenomenon is
not available.

Authorities in the mgor quota markets are reportedly unhappy with these quota
dlocation procedures, especidly ther lack of trangparency and the agpparent
discrimination againg foreign and domedtic private firms (see for example a long and
detailed letter to the editor of the Viet Nam News, May 11, 1998). These problems amost
discourage the entrance of muchtneeded private capitd into the industry, they appear to
be a factor in the decison of some foreign firms to locate in other countries, and they
could even jeopardize Vietnam's existing and future export quota entitlements.

There is a strong case for the introduction of an auction sysem to alocate quotas.
As noted above, the current sysem involves the granting of sgnificant implicit subsdies
to quota recipients, and it is not obvious tha this is conggent with the authorities
professed desire to treat al firms equdly. A quota sysem has two advantages. Fird, it
would ensure that the most efficient firms obtain the quotas, since only those firms able
to pay for them would bid. Secondly, it would be a farer syssem of dlocating the quota
rents - these could be returned to the government's consolidated revenue or ploughed
back to the indugtry in the form of much-needed enterprise support facilities such as
training and marketing assstance. Some of the funds could be used for the government's
indugtrid equity objectives (eg, SME development and rurd indudtridization).

12 |n addition to our field interviews, severa reports have documented this practice. Schwarz (1996)
reports that the large domestic conglomerate, Huy Hoang, exported about one-quarter of its $28 million
total in 1995 through SOE quotas, for which it usually paid a 'quota fee' of 5% of the value. Luong
(forthcoming, p. 12) also reports that the practice of quota salesis widespread.



The introduction of an auction system is obvioudy predicated on the existence of
an dficient adminidrative agency with highly transparent and predictable procedures. If
such an arrangement cannot be established, the case for auctions is greatly diminished, as
thereisared danger of supply disruption and quota under-utilization.

(d) Strengthening | nter national Connections

Vignam has made a remakable trandtion from a centrdly planned economy
whose economic reations were dmost wholly with the Comecon block of nations and in
the direction of a mixed market economy increasngly integrated into the world economy.
A key dement of this trangtion is underganding the way international markets for goods,
savices and invesment operate. This issue is of prime importance in the textile and,
especidly, gament indudsry. As emphaszed in this report, garments is a consumer-
oriented industry employing sandard, 'maure technology. Significant capitd investment
is not required;, what is highly important is knowledge of internationa marketing
channels, attention to quadity control, management of stocks, and a capacity to deliver
reliable supply.

The misson formed the view that key officids in the indusry tend to adhere to a
‘production/engineering approach’ rather than a 'market/efficiency approach’. Both
gpproaches of course are needed, but in such labour-intensve consumer-oriented
indudries, the later is arguably more important. The overwheming impresson of the
misson is that Vietnam's indudry is dmog entirdy passve in its marketing approach -
firms are adept a producing products efficiently and religbly for buyers, but the initictive
to seek out new buyers, understand and engage internationd marketing networks, and
experiment with new designs and products is rarely taken. There is concern that firms are
producing low value added products, and that they are to some extent a the mercy of
internationd  buyers, particulaly a present following the shap devduations in some
competitor countries. As long as this passve approach persists, Vietnam's firms are likely
to be locked into alow vaue added production cycle, with little scope to upgrade.

How might Vietnamese firms overcome this problem? There is no smple solution,
but the key generd point to emphasize is tha the country will need to drengthen its
internationa connections in a variety of ways. To illustrate how this process may work, it
isuseful to congder a number of examples.

Firg, 'country reputation' is important. As Wdls (1993) and others have
demondtrated, East Adan business is characterized by great mobility of both investors
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and buying agents. Perceptions in this community about countries as places to inves,
trade with, and live in are highly sgnificant, and in a very competitive environment these
agents can quickly relocate dsawhere. Vietnam is in the early dtages of cregting such a
reputation, but its reputation is gill very much that of a late-comer, and much needs to be
done to cement its place as an important 'fourth tier' economy in the long sweep of East
Asian development.

Secondly, it needs to be emphaszed that the establishment and Strengthening of
internationa linkages is not a large-scale, one-off process. The channels consst of many,
often smdl-scae, commercid agents, involving repeat transactions. The importance of
Hong Kong as a key source of marketing, financid and technicd expertise was
emphasized above. It is indructive dso to recognize that these internationd linkages are
often informd and smdl-scde. The success of Bdi's garment export boom, which
developed quickly and unexpectedly, isacase in point (see Box 1).



Box 1: Bali - Simple Networks Can Deliver Big Dividends

Bali has long been known as one of Southeast Asia's premier tourist resorts. What is less well known is that,
accompanying the tourist boom which gathered momentum in the early 1970s, has been extremely rapid
growth in garment exports from the early 1980s. Precise estimates of these exports are not available, since
much is exported indirectly through tourist sales and there are some exports through other ports. But rough
figures suggest garment exports from this province of 3 million people grew from about $10 million to around
$180 milion over the period 1980-95. Export unit values have approximately trebled in the past decade,

indicative of the much improved quality and the shift to a more fashion-oriented industry.

The growth was quite unexpected and unplanned, and took the Indonesian government by surprise. Bali
had long had a handicraft garment industry and local artisans possessed great design talent, but there was
almost no experience in large-scale manufacturing for export prior to the boom. The key factor linking these
local producers to world markets were long-term recreational tourists, mostly American and Australian, who
wish to reside on the island and who had some knowledge of fashion trends and retail outlets abroad. They
were able to act as the crucial initial intermediaries, linking Balinese producers to international outlets. Their
frequent contact with both parties enabled them to transmit fashion and quality requirements immediately to
market outlets. They also assisted in ensuring that production schedules were met, and some facilitated access
to financial markets. As the process gathered momentum, the Balinese firms increasingly developed an
independent marketing capacity, and foreign buyers sort them out; fashion shops proliferated around the
capital city, Denpasar, and in major tourist areas. Most garment exporters were small-medium operations
(those with a workforce of more than 200 were unusual), sub-contracting arrangements were common, and

the employment and income spinoffs to the local community were very significant.

The government played almost no role in the process, apart from general economic reforms which
commenced in the early 1980s and the devaluations of 1983 and 1986 which boosted international
competitiveness. The local government eased immigration and export procedures, although these remained
somewhat unpredictable. This was a case of 'accidental industrialization', which illustrates the essential role of
forging international networks, which are informal and small-scale. Bali is of course a special case given its
tourism industry. But there is no reason why the same formula cannot work in Vietnam, given the country's
tourism potential and the strong local skills base in sewing and embroidery. Opening up to the world will help

realize these great local potentials.

Source: Cole, 1998

Thirdly, governments can asigt the process of shifting to bedt-practice, higher
vaue added activities by overcoming problems of market falures in the provison of key
inputs. These initiatives need to be linked to - and indeed will only work if accompanied
by - enterprise and inditutional reforms of the type discussed below. The issue is not so
much the government itsef undertaking a mgor modernization and re-equipment of the
indugtry, but rather in cregting a commercd environment in which firms have the
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incentive and capacity to undertake this themsdves In such an environment, the
government could make a great contribution through faclitating the establishment of
industry-driven research inditutes which quickly disseminate the latest information on
globa trends in markets, fashion, and desgn, together with more technical production
knowhow. Over time, these sorts of activiies ae best left to the industry, but
governments can credtively initigte the process and provide 'seed’ funding. Vietnam's
embassies abroad can asss in the provison of commercid information flows, thus far, it
isthe misson'simpression that these embasses are not very active in thisfield.

Fourthly, it makes sense for a country to exploit whatever internationa connections
it posseses to facilitate commercia success. Vietham's international exposure is il
quite limited, but it is not entirdly absent. It has historical links to Eastern Europe and the
former USSR. As these economies recover from the traumas of trangtion, they could be
become ggnificat markets for Vietnamese firms. There is a dSzesble Vietnamese
population resding abroad (Viet Kieu), principdly in the US, France, and Audrdia
Notwithganding the politicd sengtivities involved, this community could become an
important source of finance and market intelligence for Vietnamese industry. Already
there are reports of Vieat Kieu investment in the garment indudry, dthough the amounts
are gpparently small concerned to those in red edtate, restaurants, and hotels. One of the
lessons from Asan economic development is that countries with large communities
abroad - China, India, Korea, The Philippines are obvious examples - can benefit
immensaly from these connections if the commercid/legd climate & home is supportive.

More generdly, the establishment of strong international connections requires that
the internationd movement of people and goods be as smple as possble. This means that
redrictions on the entry of foreigners need to be the minimum possble conssent with
national security requirements, and likewise Vietnamese busness people need to be able
to travel abroad without hindrance. Deservedly or not, Vietnam has a reputation as a
'difficult’ place for foreigners to live (see footnote 5). As long as this reputation persds,
the country will have difficulty dtracting the agents of the internationdization process
which are s0 vita to export success.

(e) Linkages: How | mportant?

Devdopment planners have long employed 'linkage andyss, in the form of input-
output tables, to measure the extent to which various activities are connected through
their purchase of inputs (ie, upstream linkages) or sde of outputs (ie, downstream
linkages). Textiles and garments are an illudration of the presence of such linkages
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cotton and petrochemicas ae the magor inputs into naturd and synthetic yarns
respectively, which are in turn the mgor inputs into the weaving process, which supplies
cloth to the garment indusry. Other linkages in this chan ae machinery and parts
manufacturers, together with smdler items such as buttons, labels and padding in the case
of garments manufactures.

It needs to be emphasized that linkages are primarily an engineering, not an
economic, concept. High levels of linkages are not necessxily desrable. Given the
diverse array of factor proportions in an indudry, it is unlikely thet a country will have a
compardive advantage across the chain of linkages. For example, Tawan may ill have
a comparative advantage in fibre manufacture but it no longer occupies such a postion in
gaments13 In low-wage economies such as Vietnam, the reverse can be expected to

oply.

Much linkage andyss has taken place in a closed-economy framework which
ignores the most important linkage of dl, which is to the internatioral economy. To see
that linkages and efficiency are quite unrelated, one only has to compare the economy of
the former USSR, which was characterized by high linkages (in an input-output sense)
and high ineffidency, and Singgpore, which dislays low linkage coefficients and high
efficency. It is of course technicdly possble for a country to produce virtudly anything
- the red issue is is it internationdly competitive? The experience of successful Asan
developing countries dealy illusrates tha export-oriented activities with limited
domedtic linkages can contribute sgnificantly to development. Indeed, high linkages may
more often be associated with lower employment and export growth to the extent that
they involve the promoation of inefficient, upstream, capita-intensive indugtridization 14

13 However, it would be a mistake to assume that garments is associated only with low-income countries.
In certain high-fashion locations, such as Milan, it has evolved into adynamic, high-wage activity (seethe
Economist, April 11, 1998).

14 For an Indonesian case study which demonstrates this proposition empirically, see Athukorala and
Santosa (1997).



In the case of Vienam's textile and garment indusry, the most competitive
component is clearly garments. This is as would be expected since it is the mogt labour-
intensve sector. It is imperative that, if garments competitiveness is to be preserved and
developed, firms are able to secure inputs a internationaly competitive prices. As noted
in the previous section, there is every reason to beieve that Vietnam could develop a
competitive weaving indudry, dthough it is doubtful if the process of backward
integration could efficiently proceed much beyond this sSage a present. Thus the
relevant question concerning the dedirability of developing the weaving indudry is, 'is it
(or can it be) internationally competitive?, rather than 'how drong are its inter-industry
linkages?

Box 2: 'Enclaves' And Exports: A Malaysian Success Story

It is sometimes argued that 'enclave' export-oriented manufacturing - that which is highly import-
intensive - is undesirable on account of its low linkages. This is particularly so if, in addition, firms are located in a

geographic enclave such as an export processing zone (EPZ).

To see why this view is mistaken, consider the successful Malaysian experience. Malaysia commenced
its export-oriented industrialization in the late 1960s, and introduced a number of EPZs (termed free trade zones
in that country) to attract foreign and domestic investment. These zones successfully attracted much foreign
investment to the country and by the mid 1980s the country had become one of the world's largest exporters of
semi-conductor components. Employment in manufacturing increased rapidly, and by the early 1990s labour
shortages were becoming widespread, resulting in rising real wages, and substantial labour in-migration from
neighbouring countries. Firms, both foreign and domestic, began to shed labour-intensive activities and shift up
to 'middle technology' products, although skilled labour shortages had become a significant obstacle. The

zones were managed efficiently, and generally did not entail public subsidies to firms.

It needs to be recognized that Malaysia succeeded in part because of its efficient and good quality
infrastructure, its fundamentally open economy, the careful siting of its zones, and smooth
administrative/regulatory procedures. But there is no reason why other countries cannot emulate its experience
providing these prerequisites are met. These lessons from Malaysia are especially relevant for industries like

textiles and garments, whose products are intensely traded.

It also needs to be emphasized that EPZs are transitional devices which do not work in highly distorted
domestic policy environments. For example, where there is a very large difference between domestic and
international prices for products imported through EPZs, the temptation for smuggling will be correspondingly
large. Over time, as industrial competence increases, the case for a 'dual’ trade regime - which isimplicitin the

concept of EPZs - diminishes, and unilateral trade lib eralization becomes politically impossible.

Sources: Athukorala and Menon (1997), Hobday (forthcoming), and Warr (1989).




(f) Enterprise and Administr ative Reform

For firms to be internationdly competitive, they require not only supportive
macroeconomic and exchange rate policies, as argued above, but they dso need a
conducive microeconomic environment. Wherever there are obdtacles to efficient
busness practice, which prevent firms from achieving best-practice standards of
management and production, commercid opportunities will be missed, production will be
less than it otherwise could have been, internationad competitiveness will be harmed, and
Vietnam's capacity to ddiver productive employment will be diminished.

These are economy-wide issues which affect dl indudtries. The purpose of this sub-
section is to draw attention to them, since they condrain the growth of the textile and
gament indudry, like al other activities Where rdevant, any specid implications for
textiles and garments are highlighted. The discusson focuses separately on state-owned
enterprises (SOESs), private firms, and administrative-regulatory reform in general. 19

Sate-owned enterprises. No accurate data on the financiad performance of SOEs in
the textile and garment industry are available. Nor have any of these firms been equitized
as yet, and 0 it is not possble to reach any conclusons concerning the impact of these
reforms on the indudry. Financia data would in any case need to be interpreted with
great caution, as these SOEs receve many implicit subgdies incduding preferentid
access to credit from state banks, direct capitd injections (even during the current era of
so-cdled 'hard budget congraints), export quotas (which as noted above are frequently
resold), access to land (which is dso commonly re-leased to private firms), and essier
access to the bureaucracy. Moreover, there has been a tendency to group together a
number of SOEs in a single corporaion, and to require that loss-meking enterprises
within a group are subsdized by the more profitable ones. This further complicates any
dtempts to edimae financid peformance, in addition to generding a net loss in
efficiency as once-profitable enterprises are overwhelmed by the problems of the less
efficient units with which they are now merged.

The most widely publicized case of SOE performance is of course the Nam Dinh
textile complex. Its detalls are wel-known in Vietnam, and need not be repeated in any

15 There is a substantial literature on the general issue of enterprise reform in Vietnam. In addition to
UNIDO-DSI (1997), recent analyses include CIE (1998), Mallon (1998), MPDF (1998), and Riedel (1997).



detal in this report.16 It is worth mentioning the case, however, because it is one of the
few documented examples of SOE performance. The corporation, located 90 km south of
Hanoi, once employed some 18,000 workers, and was a mgor nationa textile producer.
It is gpparent that mismanagement, poor investment decisons, and corruption occurred
on a grand scde. These problems first surfaced in 1995, when some senior officids were
arrested. In October of that year, the State Bank rescheduled its short term debt of 130
billion dong, and the Ministry of Industry and a company provided additiond loans of
19.5 hillion dong. Sx months later the State Bank provided another loan, of 50 hillion
dong, while in January 1997 a further 172 hillion dong loan was extended. Additiona
assistance of 59 hillion dong over this period was aso granted, as well as various other
subsidies. If, as gppears to be the case, a substantid proportion of the corporation's debt
cannot be repaid, the cogt to the state banking system and the state budget could be 500
billion dong (about $ 40 million), equivaent to more than 10% of the total industry's
value added in 1997.

The date budget has not been the only casudty of the Nam Dinh case Its
workforce has been more than haved, to aout 7,000, and its workers have a reduced
working week, reaulting in monthly sdaries of one-third to one-quarter the industry
average.

The precise causes of these unfortunate developments are not known to the
misson, but it is worth undelining the dangers inherent in a heavily regulated, Sate-
controlled economy. In a predominantly market-oriented, private sector economy, these
losses would be incurred by the agents directly involved (banks, owners, managers,
share-holders, etc) and not, as seems likely to be the case here, the state and by extension
Vietnamese tax- payers.

As noted above, most textile and garment SOEs are grouped under the VINATEX
umbrella, but in addition a number operate independently, reporting to centrd
government minigries or locd committees There is a condderable range of firms in
terms of Sze, number of years of operation, sdes orientation, and age of equipment. The
misson formed the impresson that the SOEs in Ho Chi Minh City are run on somewhat
more commercid lines and have grester manageriad autonomy than those in Hanoi, but
the sample of firms visted was too smdl to reach definitive conclusions on this point.

161n addition to freguent press reports, see Luong (forthcoming, pp. 18-23).



The mission formed the strong impresson that the senior management of SOEs
lack ggnificant autonomy, and that the link between commercid performance and
compensation is very weak. These firms seem to operate as little more than ‘production
units, with most mgor commercid decisons being taken by management boards without
the commercid experience which is a cusomay prerequdte for running a lage
corporation. Managers operate under anumber of fairly obvious congraints.

There seems to be subgtantial over-gaffing, as these SOEs have to comply
with government employment regulaions. One senior  executive, for
example, reported that the labour force could be pruned by up to 40%
without affecting production. Dismissd of employess is a very difficult
process.

The management of SOEs seem to lack any red internationd marketing
expertise, and appear content to wait for overseas buyers to approach them
with orders. Exposure to and knowledge of international market trends is
very rudimentary. Internationd marketing managers seem rarely to be fluent
in the English languege.

The stock of equipment in many cases appears to be antiquated. Moreover,
most firms seem to have an unusudly wide range of mechinery, some of
which has reportedly been delivered on an ad hoc basis to firms as part of
ad programs, and without any integrated production operating plan.

Some SOEs operate joint ventures with foreign firms, with mixed results. The
misson formed the impresson that SOEs see these joint ventures as a means of covering
their basic operating cods, rather than as a dynamic business cdculation in which locd
partners can absorb, emulate and then ultimady innovate on the bass of the foreign
firm's superior technologicd, managerid and marketing skills. The literature on foreign
invetment and 'spillovers suggests that this is the mgor potentid benefit for locd
partners, and that in the right environment these dynamic benefits can be subgtantid. It
was not possble for the misson to vidt any foreign joint venture firms, and so the
magnitude of these spillovers cannot be assessed. Surprisingly, the SOEs interviewed did
not appear to attach much importance to the possbility that joint ventures could provide a
means of increasing their own levels of efficiency and productivity.

Owing to data limitations, it is not possble to edimate the likdy ‘reform dividend
which might accrue in the textile and garment industry. Since SOEs form such a large
part of the industry (at least 50% of gross output - see Table 5), and many of them appear
to be very inefficient, the benefits of reform are likely to be sgnificant. As noted, the
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process of equitization has not yet begun in the industry. As a prerequisite for reform, it
will obvioudy be important to ensure that these firms operate in a compditive
environment, that the myriad implicit subsdies they now receive be recorded as
transparently as possble, that in the trangtiond period the process of managerid
autonomy be expedited, and that, if disposa occurs, the return to the centrd government
be maximized and the funds be used primarily to retire public sector debt.

The govenment has announced that, notwithstanding apparent resistance from
some SOE senior management in the industry, about 18 textile and garment SOEs are to
commence the equitization process in 1998, dthough a clear timetable for the industry
has yet to be announced, and it was not possble for the misson to obtain a list of the
firms s0 designated. It has been suggested in some quarters that this equitization would
be only patid, in the foom of joint ventures in which the SOE would continue to
mantan mgority ownership. Such an approach would be unlikely to deliver the potentid
gans of eguitization dnce it would not fadlitate the much-needed injections of
managerid expertise if the new private owners were unable to assume full control.

Private firms As noted above, textiles and garments are usualy dominated by
andl-medium private firms, especidly in the labour-intensve weaving and garments
sectors. As the government continues to implement its ‘everrhanded' gpproach to dl firms
regardless of ownership, such an ownership pettern is dso likdy to emerge in Vietnam.
Here, too, this is an economy-wide issue, and not just confined to the textiles and
garments indudtry.

The misson formed the drong impresson that, notwithsanding the reforms under
doi_moi, private textile and garment firms operate in a difficult business environment, and
a a diginct disadvantage as compared to SOEs, and that these factors hamper ther
ability to compete internationally. Three obstacles gppear to be important:

It is difficult for these firms to acquire land for indudtrid dtes. The process
of land acquidtion gppears to take severd years of complex negotiation.
And even when they obtain access to land, ther title is based on very
insecure access. Buildings are erected on the bass of this limited security,
which involves firms having to meke dgnificat fixed investments without
guaranteed title. The misson understands that a mgor report on the land
market is in preparation as part of a World Bank project. The findings of
this report will be highly relevant to the textile and garment industry.



The problem of obtaining secure land titles contributes to a second mgor
difficulty for private firms - access to the financid sector. It is well known
that smdl-medium enterprises rdy heavily on land as collaerd in loan
gpplications. If, owing to imperfections in the land market, they are not able
to use land as collaterd, they are forced into the informa financia market,
where interest rates are typicaly 3-4 times higher.1’ This appears to be the
caxe dw in Vienam. Private firms report great difficulty in obtaining
finance for both fixed and working capitd. Indeed, the misson encountered
private firms with a workforce of 400 or more who had never borrowed
from aformd finandd inditution.

The problem of access to finance involves much more than reform of the
land market, of course. Vietnam's financid system is ill under-developed,
the dominant date banks gppear unwilling to lend to private firms while
mogt private firms do not have the resources to borrow from foreign banks
with branches in the country (see Leung and Doanh, 1998). It is quite
extreordinary that virtudly dl of Vienam's large private garment firms
devel oped without any access to the country's formd financid sector.

Findly, private firms complan about the unpredictable commercid
regulatory environment in Vietnam. This issue, to be discussed shortly, in
principle affects al firms, but it appears to bear more heavily on privae
firms

Administrative and regulatory reform: The misson formed the strong impression
that Vietham's commercid regulatory environment is not business-friendly. While it is
difficult to document - much less quantify - these regulatory impediments, they ae
emphaszed in dl mgor Sudies of busnes devdopment in Vietnam, and the firms
interviewed by the misson highlighted this issue. As in dl countries, there is obvioudy
great variation in bureaucratic efficiency among government agencies and regions. It was
reported to the misson, for example, that export processng zones generdly work quite
wel.

To give some illudrations of the problems alegedly faced by firms, particularly
those outside the SOE sector:

17 A major study demonstrating the link between the operation of the land market, access to finance, and
small enterprise productivity isthat of Feder, et al (1988) on Thailand.
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Regulations are not clear; frequently they are not published, and so firms
are not aware of the prevailing legd Stuation.

Taxation gppears to be somewhat arbitrarily, and variable, across ownership
groups and regions.

Freqguent bureaucratic  harassment, often reaed to trivid legd
infringements, is alleged to occur.

Bureaucratic complexities seem to be a mgor obstacle to business
devedlopment. Firms gppear to require specidist daff just to manage
government relations. Those firms with a direct entree to senior echelons in
the bureaucracy (for example, a family member in current or recent
government employment) appear to be at a consderable advantage.

Regulations gppear to be implemented unevenly across different regions,
firms outsde Hanoi complain about the necessty of frequent trips to the
capital for often minor and routine metters.

Import-export procedures are often complex and time-consuming, a factor
of great importance for a highly trade intensve activity such as garments.

It is cusomary for firms to complain about the government's operaions, and of
course not dl these complaints will be judified. However, it is the misson's impresson
that the migrust of the bureaucracy among Vietnam's privaie firms is much higher than
that prevaling in neighbouring Southeest ASan countries. Since the private sector could
become a mgor engine of growth in Vietnam, this issue is one of the mgor chalenges
for the government. The misson was frequently informed tha, while atitudes among
senior officids were conagent with the spirit of doi moi, a lower echelons and outside
magor urban centres the changes had proceeded much more dowly.

Trade policy: The current structure of import duties is complex, arbitrary, and
discriminates between different sectors of the industry.18 The general structure of duties
isasfollows

0% cotton, synthetic fibre, filament, dyestuff, machinery
10-20% cotton and mixed yarn

40% woven fabric

50% garments

Severd points need to be made about this structure:

18seeCIE (1997) and Kokko (1997) for comprehensive studies of Vietnam's trade policy regime.



Fird, it was not possble to obtain a smple printed lising of these rates,
which would desrably be avalable to any investor - domestic or foreign -
interested in entering the indudtry.

Secondly, there seems little case for variadle rates within the industry - in
an undigtorted economy, a dollar of vaue added and an additiona unit of
employment are desrable, regardless of which sector generates them. The
principle would appear to be that the government wishes to confer the most
protection to the downstream textile and garment producers. But such an
approach is open to question since (&) widespread smuggling of these
products dilutes this protection - in practice these firms might be receving
negative protection snce the smuggling is concentrated manly on the
downstream sector; (b) the labour-intensve sectors of textiles and garments
accord with Vietnam's compardive advantage, and therefore should not
redly require specid protection; and (C) most garments are destined for
export markets, and so the notion of protection istherefore irrelevant.

Thirdly, there is no documentation available concerning non-tariff barriers
(NTBs). These formdly do not exist, but in practice they apply for firms
without access to foreign exchange, who must fird obtan a foreign
exchange dlocation. The issue of NTBs will become increasingly important
as Vietnam's membership of the ASEAN Free Trade Agreement begins to
take effect. These bariers will have to be explicitly announced and defined,
and if they are to be maintained the products will need to be placed on the
excluson lig¢ of products outsde the AFTA framework, which would
certainly be to the country's disadvantage in its commercid and diplomatic-
negotiating reaionships with the region.

Fourthly, it appears that a good ded of firmspecific and ad hoc
modification of tariff rates does occur, with the primary beneficiary being
the SOE sector, especidly when these firms can demondrate that they may
beinfinandd difficuty.

Ffthly, there can often be large differences in rates for quite Smilar
products, which result in much discretionary authority being placed in the
hands of customs officids. One example which came to the atention of the
misson concerns textile and garment machinery, which enters a 0% if it is
for indudtrid use, but 50% for used sawing machines which are regarded as
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being for household use Since irregular sewing activities during dack
agriculturd periods are a common feature of households in rurd aress in
Vietnam, as dsewhere, in effect this provison discriminates againgt poor
rurd households.

There is a grong case for a smple, uniform, and low tariff rate across the indudtry,
with no exemptions and no resort to NTBs. If the government believes that certain sectors
or firms in the industry deserve specid support, then the most effective drategy is a
transparent and time-bound subsidy clearly specified in the state budget. It is the view of
this misson that there is no case for such assstance, dthough there may be an argument
for trandtional assstance for certain SOE firms in the process of equitization, and for
industry support in the form of seed money for the establishment of dynamic, industry-
driven inditutes such as an indudry association, and technica, research, and design
ingtitutes (see below).

While import-export procedures are now thought to operate more effectively than
in the past, severd problems remain. One provison, reportedly in the process of being
reformed, is that exporters are generdly only alowed a period of 90 days in which to re-
export imported inputs which enter duty free. In the norma cycle of production and sdes,
this period is generaly too short, and imposes an unnecessary complication on stock
management, especidly in view of the fact that import-export procedures are
cumbersome and complex. It dso biases firms location decisons snce, given the
country's severe infragructure bottlenecks, firms in more remote locations - which the
government is keen to promote - are serioudy disadvantaged. Firms generaly report that
the country's export processng zones (EPZs) operate quite effectively, especidly in the
case of those located in close proximity to international harbours and ports. This fact,
adongsde the patidly reformed main economy, probably biases the location decison of
some firms , especidly those which are export-oriented and foreign-owned. The outcome
is therefore contrary to the government's professed desire to achieve more baanced
spatid development and to stimulate indudtridization in poor remote regions.

Firms dso complain that Cusoms daff often meke arbitrary caculations of what is
a reasonably required import volume for a given export volume, and that such
cdculations may vary among ports, saff, and even orders. Here, too, illegd payments are
reported to be widespread. As noted above, smuggling of Chinese textile and garment
products reportedly occurs on avery large scale.
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Labour market reform is not generally a mgor issue of concern for firms. As noted
above, Vietnam's wages are very low by international norms. There are however some
rigidities in the labour market. The principd one concans dismissal  regulations,
especidly in SOEs. Overgaffing in SOEs is a universd phenomenon, and it gppears dso
to be quite seious in Vietnam. One firm informed the misson that it could operate
effectivdy with 40% fewer daff, but that it was unable to shed redundant employees.
This will become an issue in the indudry as equitization proceeds buyers will be
reluctant to purchase firms if such socid obligations are to be transferred to the new
ownes. In effect, gate finances will suffer, to the extent that digposd price will be
discounted.

One other minor issue concerns the practice of denominating the wages of
employees in foreign firms in US dollars. This introduces a form of a dua labour market
for which there is no judification. As the dong is now likely to depreciate quite quickly
againg the US$, the government has announced that it intends to review this practice.

Other regulatory issues. May other examples of regulatory obstacles and
ambiguity were provided to the misson. Mogt of these are generd in naure and not
confined to the textile and garment industry, but they are mentioned here as impediments
to the growth of the indudtry.

One example concerns the import of second-hand equipment. As noted above,
much of the indudry's equipment is quite antiquated, and in many cases it makes sense
for firms to purchase second-hand equipment from firms in countries which have logt
comparative advantage in labour-intensve activities. Whether to buy new or second-hand
equipment is a commercid decison best left to firms. However, the authorities gppear to
regard second-hand machinery imports unfavourably, and have dipulated that such
equipment shoud be at least '80% equivdent to origind vauge. It is obvioudy impossble
for Cugoms daff to make an informed judgement on this question, and thus arbitrary
judgements - often facilitated by illegd payments - have to be made.

As in some other countries, sdes tax provisons implicitly favour integrated textile
mills. This arises because the yan and fabric which trandfers to the next stage of
processng within an integrated mill is not taxed, whereas independent single-stage
entities who purchase these inputs through arms-length arrangements are require to pay
saes tax. Clearly, there needs to be even-handed treatment, which would apply if some
form of value added tax were in place.




(q) Industry Associations

The literature on economic developmert increasingly emphasizes the importance of
inditutions as a key factor contributing to good policies. Much of this literature is,
appropriately, generd in nature, focusng on issues such as the legd sysem and the
judiciary. Where indiitutions are not well developed, markets and governments both often
fal', in the economics sense that efficient solutions are not adopted by economic agents
because of deficiencies in information and price Sgnds.

The devdopment of inditutions a the micro, industry levd is just as important as
a the macro level, and a case in point in Vietnam's textile and garment industry concerns
the absence of an effective industry association. Such an association is vital to the
development of the industry for at least two reasons.

Firg, an association can overcome problems of 'market falure€, which arise when
certan measures ae dedrable on an indusry-level bass but are unatractive or
unprofitable for private firms. Numerous examples in support of this propostion were
provided during firm-leve interviews. Firms are reluctant to provide advanced training to
daff for fear that other firms would 'poach’ them, and they would thus not regp the
benefits of thar traning. Timdy and sophidicated internationd marketing knowledge is
gengdly very expendgve for firms to obtain, especidly in a country such as Vietham
which is just re-engaging with world markets, and yet such informetion is criticd to the
government's oft-stated objective of promoting the indusiry beyond its current ‘passive
gpproach to internationd marketing. In both these examples, it is profitable for the
industry to train its workers and acquire such information, but the cdculus a the firm
level is quite different. This is egpecidly 0 in the garments sector, where mogt firms are
amdl-medium in size, and hence do not have the resources to employ specidist saff.

The second judification is that governments need an effective voice to pass on
industry concerns to it on a wide range of domestic and internationa issues. Senior policy
makers charged with respongbility for the development of the textile and garment
industry need to be attuned to its mgor chadlenges and obstacles, and yet they can hardly
be expected to be fully acquainted with these issues, especidly as the indugtry is
competing in afadt-changing internationa market place.

The impresson ganed during the misson was tha, while senior government
officids have great background knowledge of the industry and its historica development,



there seem to be dgnificant information gaps, especidly concerning the private sector. In
most countries, garments and weaving are predominantly privately owned activities. Now
that the government has announced that it will adopt an even-handed approach to dl
firms regardless of ownership, and plans to equitize sate-owned firms proceed, it is
likdy that private firms will become the mgor engine of growth in Vietnam dso. As
noted above, rightly or wrongly private firms apparently fed that the government knows
little about this sector, is not interested in their problems, and presides over an unfriendly
regulaiory environment. A wel run indusry association could transmit these grievances
to senior government officids, and assg them in devisng policies to promote the
indugtry's growth.

Currently, there gppear to be two industry associations representing textile and
gament firms, one manly for date enterprises, and the other for private firms. There
does not appear to be much contact between them, nor do the bodies appear to be
functioning in a manner desgned to peform the tasks usudly expected of them.
Channds of communication between the industry and the government do not appear to be
well developed. The key to success here is the establishment of a sngle, demand-driven,
industry-responsive association. Such a body might be asssted in its early stages by some
initid government funding, but it is important that firms in the industry quickly acquire
‘'ownership’ of it. Its activities could be financed by a smple and transgparent levy on dl
firms in the indudtry, proportiond to turnover or exports. Such a mode dready exigts in
the form of the highly impressve Tawan Textile Federation. It is recommended that,
providing firms in the industry express a dedre to develop such an inditution, the
government or an interndtiond agency fund a sudy to examine the feashility of
establishing asimilar body in Vietnam.

(h) Data Base

The devdopment of a comprehensve, accurate, timely, and internationdly
comparable data base is a citicd ingredient in the formulation of good policy. As
Vietnam's economy internationaizes rapidly, and the country joins such bodies as
ASEAN (1995), APEC (late 1998), and WTO (in prospect), and acquires MFN gatus
with the USA, senior officids more than ever will need to have a comprehensive picture
of recent indudrid trends. The current ASan economic criss is a good example of the
importance of such a data base, to ensure that the government and the industry have a
clear picture of the impact of the criss on the real economy.



Although generd trends in the textile and garment industry are known, a clear
impresson formed during the misson is that senior officads do not currently have the
data resources they need to make informed decisons. The information gap seems
especidly serious as it affects the private sector. Inditutional wesknesses referred to in
the previous sub-section compound the problem.

Mogt of the datidicd information sought during the misson was ether unavallable
or avalable only as incomplete series. Very little data for 1997 were avalable.
Unfortunately, the author seemed to have access to more complete trade data on Vietnam
in Canberra than did officids in Hanol. A data request comprisng some 13 standard
items was furnished a the commencement of the misson, but in no cases were complete
and up-to-date datigtics available. (A copy of the data list is gppears as Appendix 1 in
this report.)

To support the efficient development of the indusiry, and provide a basis for
informed policy-making, an upgraded datistica series would seem to be a very high
priority. At the very least, quick-rdease, disaggregated data should be available for
output (both physica and value added) and internationa trade. An indugtria census, on a
regular decennid basis, is dso a high priority. The current UNIDO project has begun to
improve the country's indudtria data base, but thus far its coverage is limited to the
greater Hanoi area.



6. CONCLUSION AND RECOMMENDATIONS

To conclude, Vietnam's textile and garment industry haes regisered impressve
achievements over the past decade. It has managed to make the trangtion from a
command economy oriented heavily towards the former Comecon block to an outward
looking economy dgrongly integrated within the East Asan region. The chalenge now is
for the doi_moi reform process to be implemented with renewed vigour, so that the
industry may survive the current East Adan economic crigs and achieve higher leves of
growth, employment and efficiency.

The most important elements in such a drategy, as emphasized in this report, are
gengd policies amed a macroeconomic dtabilization, exchange rate management, and
microeconomic  (enterprise reform). In  this context, the observations and
recommendations below, mosly generd in naure but some gpecific to the textile and
garment industry, appear relevant.

It needs to be emphasized again that there is an obvious sructurd imbaance as
between garments and textiles. Garments has developed into a reasonably efficient and
compstitive export-oriented activity, dbet producing a the low end of the market. It has
progressed on the bass of chegp and efficient labour, a broadly redistic exchange
(notwithstanding reservations expressed in this report), moderately efficient  export-
import procedures for exporting firms, and a reasonably open policy towards foreign
invesment. The gament indusry now faces the chdlenge of mantaning its
compstitiveness in the current environment, of diversfying its product range and
markets, and of shifting out of its CMT focus and into higher vaue added activities.

However, this 'CMT modd" will not work in the textile sector, where the
production requirements of more subgtantid domestic transformation expose the industry
to weaknessss in the generd regulatory and enterprise environment. It is clear that the
industry needs maor injections of capita, and that weaving in particular could quickly
become interndtiondly efficient. However, there is little point in making these new
invesments without enterprise reform, since the factors which have crested the past
inefficiencies will frudrate the achievement of higher productivity even with improved
meachinery. The following recommendations are made in this context:

() The government's announced drategy of treating dl firms equdly 4ill
apparently needs to be implemented more vigoroudy in the textile and garment industry.
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(2) Private firms continue to face mgor obstacles to growth. These obstacles appear
to be concentrated in the areas of access to land and credit, but in addition bureaucratic
complexities and harassment retard their expandgon. Without further reform in these
aress, it isdifficult to envisage how the industry can progress significantly.

(3) Sate firms dso operae in a difficult environment owing to the very limited
autonomy accorded to senior management. Reform of this sector would appear to require
at leadt the following dements

increased managerid autonomy;

remova of specid subsidies currently received, incduding in the interim a
clear estimate of the vaue of these (explicit and implicit) subsidies;

equitizetion of as many firms as is adminidratively and politicaly possble,
with the possbility that a portion of the funds so obtained be earmarked for
dructural  adjusment asssance, incduding loans (a commercid rates of
interest) for re-equipment.

(4) Linkage andyss should be avoided as a basis for industry promotion. All
sectors and firms within would desrably be treated equaly. Where the government
believes that certain sectors may not develop in such a policy environment, owing to
market falures or cost obstacles, the government might consder some industry-wide
assstance, such as that indicated beow. It is important, however, that such assstance be:
available to dl firms, not granted on a firm-specific basis, granted in a trangparent fashion
through the state budget, time-bound, and that it not jeopardize any of Vietnam's current
or likdy future internationa commercid tregties.

(5) Import protection for the industry should teke the form of a uniform and low
tariff rate, consgent with Vietnam's economy-wide obligations to AFTA, APEC and (in
prospect) the WTO.

(6) Import-export procedures appear to be unnecessarily complex, especidly for
firms located outsde the EPZs, and these need to be reformed so as to match
internationd sandards in terms of sImplicity and trangparency. (It might be useful for
Vietnam to target the standards applying in economies such as Tawan or Mdayda, for
example))



(7) 1t might be usgful to employ China as a compditive yardgick in the
devdopment of the industry, snce that country is a mgor competitor in internationa
markets, as well as a dgnificant source of illegd imports to Vietnam. Any atempts to
gadicae smuggling by adminidraive decree will dmog cetanly be futile The
chdlenge of China is to mach - and not ignore - its competitiveness. Detaled
comparisons of cost sructures, a the enterprise level, would be useful to uncover the
sources of Chinas presumed competitive edge.

(8) Vietnamese firms have suffered gredtly from ther inability to penerae the
huge US market. Obtaining MFN satus would be the single most important contribution
the government could make to fostering its firms international market access.

(9) Vietnam's export drive would be greatly asssted by measures which make it
easer for foreigners of whatever nationdity to resde and do businessin the country.

(10) The process of dlocating export quotas needs to be reformed to ensure that
they are ddivered in a quick, equitable and transparent manner. It would be desirable to
introduce an auction system, with the funds so obtained being employed to finance
generd industry promotion and restructuring programs.

(11) The mog effective means of efficiently promoting the indudtry, aongsde the
macro and microeconomic messures dluded to above, would be the establishment of
demand-driven support inditutions which endble firms to increase thar productivity.
These indtitutes would cover areas such as technicad training and innovetion, fashion and
design, managerid training, and internationa marketing. The nucleus of such inditutes
exiss dready, but the current agencies appear unable to provide the services which are
redly demanded by firms. Some phased-in recovery mechanisms should be in place to
ensure that costs are contained and that the services delivered meet market requirements.

The productivity dividends from the establishment of efficient support inditutes are
likdly to be dgnificant. Much of ther work would focus on rddively smple activities -
improving qudity control, increesng awareness of interngtiond fashion trends and
marketing channgds, and more generdly increesng firms awareness of  export
opportunities. A ‘high-tech’ gpproach is not needed, and would prove to be unnecessarily
codtly.

(12) While incrementa reform is needed in gaments, clearly the chdlenges are
much more serious in weaving, where mgor injections of cgpital and technology are
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required, in the context of sweeping inditutiond and enterprise reform. Dedrably, this
reform would take the form of a mgor Sructurd adjusment package in conjunction with
funding from an internationd development agency (eg, ADB, World Bank). It is crucidly
important that these two dements go hand-inthand - amply injecting funds into the
industry without far-reaching reforms will not produce the desired results. A proposa for
something like a 'Weaving Industry Rehabilitation Project’ should be prepared as a matter
of priority. The involvement of foreign firms in such a program should be explicitly
targeted, on the assumption that ther skills and technology will quickly diffuse to
domesdtic firms.

(13) Related to (11), industry policy and support measures would be more effective
if a sngle, powerful, industry-wide association could be established. This would need to
be a demand-driven organization, which might be organized dong the lines of the Tawan
Textile Federation. A crediive and imaginative government could foster the development
of such abody, but to be effective the real impetus must come from the industry.

(14) An upgraded datistical series would seem to be a very high priority. At the
very least, quick-release, disaggregated data should be available for output (both physica
and vadue added) and internationd trade. An indudtriad census, on a regular decennid
bass, is dso a high priority. The current UNIDO project to srengthen Vietham's
industrid  dtatistics base should be extended beyond Hanoi to the rest of the nation as
quickly as possible.



