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This memorandum contains some preliminary ideas that might be considered in drafting the master plan for the development of supporting industries.

1. Definition and Concept

“Supporting industries” (SI) is a term referring to a group of industrial activities that supply intermediate inputs (neither raw materials nor finished products) to industries in the downstream. In other words, SI is situated in the middle of the vertical production flow from upstream to downstream. Although it is called industry, it is not an industrial classification like electronics, automobile, garment, etc.

The scope of SI depends on the downstream industries to which it is expected to supply. The term SI was initially used by Japanese firms and officials to indicate the lack of such industries in developing countries, especially ASEAN4. Their main concern was that without strong SI, downstream industries could not achieve growth and competitiveness.

The definition of SI does not specify firm size or ownership. It can include foreign and joint-venture firms, local SOEs, large private firms, and local SMEs. Since the purpose of SI is to enhance industrial competitiveness, it normally includes only those firms that can satisfy high standards in quality, cost and delivery (QCD).
Supporting Industries by Size and Ownership
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Supporting Industries Classified by Downstream Industries
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2. Objectives/benefits of SI promotion

(i) Competitiveness of domestic industries (through competitive inputs)

(ii) Exports of intermediate inputs

(iii) Job creation
(iv) Broadening industrial base for future growth (while products and industries shift, SI’s general activities can continue to support new industries) 
3. Narrow definition (Japanese perspective)
Japanese MNCs are greatly interested in the development of SI in electronics, motorbikes and automobiles in ASEAN4 and Vietnam. More concretely, they want the following parts and processes with international capability in QCD (chap.4, VDF 2005).

	Parts
	Rubber parts, plastic parts, electric parts, screw, nut, spring and other metal parts

	Processes
	Pressing, casting, forging, molding, machining, plating, heat treatment


These choices reflect the concern of Japanese firms to strengthen the competitiveness of their factories operating in ASEAN. More recently, as trade and investment barriers are lifted, Japanese MNCs are also interested in producing parts for export in an effort to reorganize regional production structure for a greater division of labor within East Asia.

4. Choice between domestic SI and imported inputs

Under regional and global integration, some parts should be produced domestically and others should be imported. The choice between domestic supply and import is crucial and must be made by the criteria of international competitiveness. Whether domestic or imported, inputs must attain the highest standard in QCD. This means that each country should concentrate only on those SIs that can achieve competitiveness and import other parts which are more competitively supplied by foreign countries. Generally speaking, parts that are (i) heavy and bulky, (ii) specific, (iii) produced efficiently even in small scale, and (iv) subject to frequent adjustment should be locally produced. Meanwhile, light, common, and unchanging parts that exhibit economy of scale in production should be globally supplied (chap.5, VDF 2005).
There is also a time element to this. When a new industry is established in a developing country, most parts have to be imported or internally produced within assembling factories. If initial production is successful, local and FDI parts makers will emerge over time. After a few decades, the country should achieve the optimal local procurement ratio given its domestic capability. Even in the long run, however, some parts should be imported to achieve international competitiveness as explained above. 

5. Development of SI: international experience
Among latecomer countries, Japan has had a long history of SI development. Its modern industries began to take root in the late 19th century. Machinery and its parts were initially imported from Europe and America, but SI firms began to form in Tokyo and Osaka in the early 20th century. During the 1920s and 30s, the number of SMEs increased greatly. After WW2, Japan continued to develop a very strong base of SIs with high technology which supported its electronics, machinery and automobile industries.

Taiwan also has had a relatively thick layer of dynamic SMEs which absorbed technology and provided employment. Many Taiwanese firms achieved competitiveness without large size.

Korea on the other hand relied heavily on giant corporate groups (chaebols) such as Daewoo, Samsung and LG with relatively weak SI base. Korea excels in large-scale capital-intensive industries such as steel, semi-conductors and automobiles while many of the industrial equipment and parts are imported from Japan.

China has developed a broad base of material and parts industries under socialist planning. It can supply a wide variety and a large amount of intermediate inputs at low cost. However, while there are some bright spots, the quality of Chinese inputs needs to improve greatly in order to compete effectively in an integrated world and graduate from simple assembly into innovative design and manufacturing.

ASEAN4 are generally known to have weak SI base (chap.6, VDF 2005). Thailand, which has the largest SI base in motorbike and automobile within ASEAN, still suffers from the shortage of engineers and the low level of local technology. Even after four decades of FDI-led industrialization, Thailand still imports virtually all raw materials used in parts production and relies heavily on foreign (especially Japanese) technology and management. The situation is much worse in other ASEAN countries.
6. Obstacles to SI promotion (ASEAN4 and Vietnam)

There are three main factors that are crucial in SI promotion: policy, enterprise effort, and labor quality.

Policy is very important in setting the right direction, time scope and incentives for SI promotion. Policy makers must understand global and domestic situations, implement the most appropriate positioning strategy, and work effectively with private firms (both domestic and foreign).

Entrepreneurship at the level of top management is also essential. The right policy cannot induce proper response if enterprise managers are economically illiterate or not dynamic.
Another important factor is labor quality which depends on inherited national characteristics as well as the quality of education. It is undeniable that some nations are more suitable for modern manufacturing than others.
7. Measures to link assemblers and suppliers

The master plan must propose a set of measures to link assemblers (users of inputs) with suppliers (producers of inputs), especially foreign assemblers with local suppliers. At present, FDI firms complain about low local capability while local producers complain about lack of information, capital and human resources to fulfill the high demand of FDI firms. Policy makers and business associations must fill this gap.

Match-making measures can include trade fairs, industrial database, business support centers, enterprise advisors/doctors, etc. However, these measures have been adopted in many countries but often without success. These measures, if they are to be used, must be carefully re-designed to:

  --learn from past failures

  --understand the problems and requirements of targeted firms

  --install proper incentives for targeted firms to use such measures

  --create reasonable procedure, timetable and review mechanism

  --secure budget and staff for long-term sustainability
8. Need for cooperation and networking
There are many government, business and research organizations that are working to analyze or promote SI in Vietnam. MOI should work closely with them to avoid overlapping and enhance complementarity. The Japanese government is also willing to support this effort as one of the top priority issues in Vietnam.
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