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Executive Summary

The rationale for an economic cooperation among countries in Indo- China
arises from two forces. Firstly, while the emerging economies in the area are losing
their comparative advantage in the resource based and labor intensive exports , the
former socialist countries have plentiful natural resouces and abundant labor. This
pattern of complementary production structure will create more trade opportunities
among the cooperating countries and will allow them to enjoy gain from production
specialization. Secondly, since Vietnam and Lao People's Democratic Republic (Lao
P.D.R.) have adopted the ambitious adjustment and policy reform towards market
economies, there are efforts to bring these economies into economic cooperation with
other former socialist countries as well as the emerging economy of Thailand. The
economic cooperation in the Greater Mekong subregion has been hailed as a "virtuous
circle" that will bring sustainable growth, prosperity and peace to this region.
Although the cooperation has moved from the conceptual stage toward the
implementation stage, most of the work deals with infrastructure development.

Potentials for trade and investment cooperation have not been seriously addressed.

At the same time, realizing the economic potentials of the Route 8 Project,
businessmen and government officers in Nakorn Panom, Khammuane and Ha Tinh
have been making serious attempts at establishing concrete trade cooperation.

TDRI and the Office of Industrial Economics realize the importance of such
form of economic cooperation, and thus a study was launched in order to assess the
feasibility of economic cooperation among provinces along road number 8. The study
begins with an investigation of the economic endowments and potentials of those
provinces. After that the potentials for trade and investment linkages as well as
obstacles are analysed. Finally, a practical concept of establishing economic
cooperation is proposed.

The conceptual framework of this study is based on the idea that after the
economies of the three countries are linked by road number 8, trade will result in gain
from exchange and gain from specialization. Moreover, access to the seaport will allow
Thai investors to relocate their labor-intensive industries in Lao and Vietnam.

The study is based on a series of interviews and field surveys during the second
half of 1994. Secondary sources of data and information are also utilized. The
provinces that are covered in this study are Nghe An and Ha Tinh in Vietnam,
Khammuane and Borikhamxay in Lao P.D.R., and Khon Kaen, Kalasin, Udorn Thani,
Sakon Nakorn and Nakorn Phanom in the Upper Northeast of Thailand.
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Investment Potential in the Upper Northeast of Thailand

The main agricultural products in this area are rice, cassava, sugar cane, maize,
tomato, etc. Arable land is abundant in most provinces, especially in Kalasin and
Sakhon Nakorn where large chunk of land is benefiting from the irrigation network.
This leads to the concentration of many types of resource base industries in the area
namely, local whisky and paper mill in Khon Kaen; sugar mill in Udon Thani; tapioca
mill in Kalasin and tomato juice and sauce in Nakhon Phanom. Labour intensive
industries that exist in the area include clothing industry in Udon Thani, Khon Kaen
and Sakhon Nakorn, fishing net factories and agricultural machinery in Khon Kaen.
The largest industrial cities are Khon Khaen and Udon Thani because both provinces
are the commercial and transportation centers of the Upper Northeastern region. Khon
Kaen is also the center of government offices and regional university. Therefore both
provinces have relatively large pools of skilled and unskilled labour supply as well as
sizable consumer markets. This positive agglomeration effect has also been spreading
to Kalasin which is located not very far from Khon Kaen and also having plentiful
labour which attracts labor-intensive industries into the province. Tourism industry of
most provinces in the Northeast also has high potential to expand considerably should
the linkage between all these three countries along route number 8 get full supports
from all parties.

Khon Kaen and Udon Thani are expected to play an active leading role in
industrial development in this region especially in agricultural machinery industry. In
the future, more Vietnamese people are expected to go into the industrial sector while
the need to increase agricultral product becomes even more serious due to the rapidly
increase in population and export demands. Vietnam is also able to use Thailand as the
market for her local production from the upper central part of the country. Finally,
Khon Kaen can be used as the joint training center for high level officials for Lao and
Vietnam as a spring board to tighten their cooperations.

In this study, the economic linkages between Bangkok and Upper Northeast
region of Thailand and also among provinces in the region are investigated. The
information is based on the survey of trade flow conducted by Department of Land
Transportation, Ministry of Transportation and Communication; report on marketing
information  published by Ministry of Commerce and researchers’ interview of
transportation companies. |

We find that , compared to other provinces in the region, Khon Kaen has the
highest trade volume with Bangkok. Its major export to Bangkok are agricultural and

processing products, such as rice, sugar and cassava starch. Principal export of other



provinces to Bangkok also include agricultural and primary products; however, this
share of agricultural products in Khon Kaen’s total export to Bangkok has been
declining while for other provinces these shares are stable or increase. The share of
manufacturing product export from Khon Kaen is increasing due to the soaring
growth rates of investment in manufacturing industry in the province. With regard to
import from Bangkok and Central region to Central Northeast the major products are
construction materials, machinery, intermediates inputs and electrical appliances and
other consumer products.

Among provinces in the Upper Northeast region, Khon Kaen’s major trading
partner is Udon thani, while trade volume with Kalasin is the second highest. Both are
closer to Khon Kaen than other provinces in our study and Udon thani is the large
market in the Northeast because of its high income and large population. With good
Transportation network, Udon thani exports consumer products and raw materials
especially petroleum products to other provinces. Khon Kaen is the location of
products distribution centres for some companies in Bangkok. While Khon Kaen
export consumer good and raw material to other provinces, it imports agricultural
products and construction materials, for example sand and bricks, from other
provinces. Considering linkage in production, some agricultural products are used in
manufacturing factories such as cassava from Kalasin for starch industry in Khon
Kaen, cows skin from Kalasin for tannery industry in Khon Kaen, tomatoes in
Nakhon Phanom for canning industry in Sakon Nakon. However, statistics reveal that
economic linkage among provinces is weak, industries generally use domestically
produced agricultural goods for their production. The economic linkage with Bangkok
is much stronger because Bangkok is the largest market in the country and the major
port also locates in Bangkok. So imports and exports have to go through Bangkok.
The structure of Thai manufacturing in general is quite shallow and import dependency
is high, so it is not surprising that the economic linkages between provinces are weak.
In the future, if the economic and investment growth in Khon Kaen and Udon thani
are continued, it is possible that with the impact of agglomeration economy, these two
provinces can provide machineries and manufacturing products for other provinces in
the area and they can serve as markets for other provinces so the economic linkage can
be strengthened. Then, the dependency on Bangkok will be declined.

The economic linkage between Central Lao and Northeast provinces is also
limited. Only Nakhon Phanom has significant trade volume with Khammuane. Nakhon
Phanom exports various products to Lao, such as construction materials, petroleum
products, electrical appliances and other consumer products. Wood and agricultural
products are only major imports from Khammuane to Nakhon Phanom. Since Nakhon
Phanom is a neighboring province to Khammuane, trade relation has been established



for a long time, and local entrepreneurs are interested to strengthen trade and
investment with Khammuane. Businessmen in Khon Kaen conduct business more in
Vientiane than in Khammuane because the former’s market is larger and the distance
is shorter. Some have invested in Vientiane and Vietnam. It is anticipated that after the
completion of road number 8 in Lao and Vietnam, the economic relations among
Central Northeast provinces of Thailand, Khammuane and Central provinces of
Vietnam will be strengthened with regard to trade, tourism and investment. However,
we need to evaluate their potential of economic development, to investigate their
economic policy measures, and to identify any constraints or obstacles to trade and

investment. These are the topic in the following sections.

Investment Potential in Central Lao P.D.R.

This part of the study attempts to appraise investment opportunities in Central
Lao P.DR.. The construction of transportation network in Khammuane and
Bolikhamxay provinces in the Central region is anticipated to stimulate investment and
enhance linkage between Lao P.D.R. and Northeast provinces of Thailand and
Vietnam. Therefore it is useful for Thai investors and policy makers to investigate the
development in this region.

Lao P.D.R. began policy reforms toward market-oriented economy since 1986.
During 1986-1989 the Lao government liberalized external and domestic trades and
deregulated prices. State-owned enterprises were privatized. During 1990s, while the
liberalization policies were continued, the Lao government focused on tight fiscal and
monetary policies to control an upsurge in inflation. The sectoral reform was also
pursued. The results of the reform were very impressive. The transition from centrally
planned system to a market economy was rather smooth. Inflation rates were brought
down, and GDP growth rates were satisfactory. Trade and foreign investment
expanded and major economic Partners changed from socialist countries to capitalist
ones. However, Lao P.D.R. is still one of the poorest country and many obstacles have
to be overcome to achieve sustained growth and prosperity.

Thailand is Lao' major trading partner and investor. Export from Thailand
increased more than twice from 1,957 million baht to 4,431 million baht from 1991 to
1993. Export from Lao P.D.R. to Thailand was quite stable amounting between 1,200-
1,500 million baht. So Lao, trade deficits have risen. Thai exports include consumer
products, raw materials and capital goods, while Lao P.D.R. exports primary products
basically wood products and minerals to Thailand. Export of electricity to Thailand is



also a major source of income. Because the two countries are in the different stage of
development, the economic relation between them is complementary rather than

competitive.

To determine the investment potential, one can consider the comparative
advantage of the nation. The advantage depends on resource endowment and
supporting infrastructure with regard to resource base, Lao P.D.R. is richly endowed
with natural resources. Forestry area accounts for 47 percent of total area. Although
the government imposes severe restrictions on the logging, the construction of dams
and roads allow further exploitation of forest. The geological data indicate that Lao
P.DR. has reserve of various minerals, and those that have potential to develop
include potash, gypsum, gem stones, zinc, lead, gold, and silver. Among these
resources, hydroelectricity development is the most promising. The estimated potential
capacity is 18,000 MW and only one percent is utilized at the present. The government
plans to develop more than 30 hydroelectricity projects up to year 2010 with thes
investment cost amounting to $US 9,786 million.

While the resource bases are impressive, the other conditions are not as
encouraging. The productivity of agriculture production is very low because of low use
of modern inputs and poor irrigation system. Manufacturing sector is small and
factories are concentrated in Vientiane. Skilled labor are lacking, although cost of labor
is low. Also infrastructure is inadequate. The national road network can provide
connection to all important towns, provincial capital and border crossing, the condition
of most roads is poor and need improvement. Some parts of the network cannot be
used during the rainy reason.

From the existing conditions, the opportunities of the investment in Lao P.D R.
are in the infrastructure projects, especially electricity, wood processing, mining and
some labor-intensive industries.

Khammuane is a province located in the Central of Lao P.D.R. with an area of
16,315 square kilometers and population of 265,000 persons. In the regional
development strategy, the government plans to develop manufacturing sector and
electricity in this province. The strategy is determined by the resource endowment of
the province which is rich in forest, limestone, gypsum and construction materials.
The electricity projects are going to be constructed in Khammuane and its neighbor
Borikhamxay. The central and provincial governments believe that wood processing,
furniture, cement, garment have potential to be developed. Moreover, the upgrading of
route number 8a which connects Tha khek to Vietnam border, will stimulate trade

among three countries. There may be the possibility to export goods from Northeast of



Thailand via Khammuane to the sea port in Vinh, Vietnam's capital city of Nghe An
province.

Although, compared to other provinces in Lao P.D.R., Khammuane has
potential to develop the manufacturing sector, the planned scenario may be too
optimistic. Size of the market is too small for investor to take advantage of domestic
demand. It will be difficult to compete with products from Thailand and Vietnam.
While wood processing is suitable with the endowment, furniture industry need skilled
labor otherwise it cannot be competitive. The labor force of this province is small, so
it is not certain that labor-intensive industry can be developed in the short-run. The
resource-based industry with electricity intensive has an advantage to locate in the
province, therefore investment in cement and construction materials factories can be
materialized. The market of these industries is the regional not the global market since
using the sea port in Vinh is not convenient. It will raise the transaction cost and thus

reduce the international competitiveness.

The improvement of the transportation will stimulate trade and linkage among
three countries. However, using Khammuane as a transit to export via Vietnam is not
cost efficient for Lipper Northeast provinces of Thailand. The tourism industry can
benefit from upgraded road in Khammuane if one can develop package tour along
Nakhon Phanom- Khammuane-Vinh route. This will be more attractive than travel in
only Nakhon Phanom or Khammuane. From our observation, the scenic along the
route 8a is beautiful.

With the construction of hydroelectricity projects and infrastructure, the
prospect is bright. However, a great deal of effort is needed to enhance the investment
opportunities in Khammuane, especially with regard to human resource development
and cooperation among Thailand, Lao P.D.R. and Vietnam.



Economic Potentials in Central Vietnam

There were two critical factors that forced Vietnamese Government to take
radically policy reform in 1986. First, its deteriorating intertnal economy due to
mismanagement and misallocation of resources into unproductive sectors which were
exclusively operated by state enterprises. Second, the collapse of communism in
Eastern Europe and, later, in Soviet Union resulting in major cut off of foreign
assistance to Vietnam. The directions of Vietnam's economic reform have been
concentrated, in the following 6 areas, i.e., macroeconomic management; price and
agricultural land ownership; state enterprise; foreign investment law and policy; basic
infrastructure; and, trade policy.

All of these reforms are the major factors that contributed to recent impressive
success in Vietnam: declining inflation rate, cutting down deficits in government
budget and trade balance, increasing numbers of new foreign direct investments and
etc. Vietnam is likely, in the short run, to further her development process by
exploiting its relatively abundance of cheap labour and diversified natural resources:
forestry, mineral deposits, hydroelectric potential, water resource and marine resource.
For Vietnam to be able to sustain her economic development in the long run, it is
required to overcome those remaining obstacles to trade and investment liberalization,
such as inapproriate tariff structure, the issue of property rights in land ownership and
inadequate basic infrastructure.

Nghe An and Ha Tinh provinces are located in the central of northland of the
country. The provinces are heavily relied on agricultural output which mainly
comprises of paddy, maize, sweet potato, livestock and marine products as their major
source of income. There are a few types of industries which have high potentials in
these two provinces such as frozen seafood, gems cutting, tannery, furniture,
aquaculture, tourism and resort. State Committee for Cooperation and Investment
(SCCI) has been seeking for foreign investment in stell rolling complex and iron ore
mining in Ha Tinh.

Analysis of inter-provincial trade shows that trade is concentrated in 2 regions,
i.e. Red River Delta around Hanoi city and Mekong Delta which is centered at Ho Chi
Minh city. Provinces in the central part of North land have the smallest trade flows as
they are the poorest.



After economic policy reforms, Vietnam has been successful in reducing her
dependence upon the rapidly declining trade with the Soviet Bloc countries. New
major partners are Japan and the Asian NIC's, particularly Taiwan and Singapore.
Exports have quickly surged up, while import restrained measures still remain. As a
consequence, balance of trade has improved favorably.

As regards to trade with Thailand, Vietnam enjoyed the trade surplus in its
early years of economic liberalization, mainly because of Vietnam's abundant natural
resources. However, since 1993, her trade balance against Thailand has become
negative as Thailand is able to penetrate the Vietnamese market through the trading

firms.

Tariff structure in Vietnam is still characterized by widely varying rates,
ranging from 100%, and too many rates. Moreover, there are important NTB's that
aim at restricting imports, namely import permits and import licenses. As a result,
smuggled imports are openly flooding the domestic markets. Many assembly
industries arise because of the highly protective measures. Finally, some commodities
are not allowed to be exported such as timber. In effect, Vietnam's international trade
is highly distorted.

After the failure of heavy industrial development policy, the Doi Moi policy has
shifted its industrialization strategy by relying more on market mechanism. Lack of
financial resources and technology have forced Vietnam to generously invite foreign
investors. After a series of investment law and investment-related law reforms, FDI
has begun to flood Vietnam. If the investment in oil and gas exploration is excluded,
the sectors that receive largest investment are hotel and resort, and labor-intensive
industries. Most of these investments are concentrated in Ho Chi Minh city where
there are a large pool of skilled labor, dynamic enterpreneurs and better infrastructure
facilities. However, due to its complicated procedures of granting investment permits
and non transparent regulations, most investors are small investors from the Asian
NIC's, Australia and Vietnam's former ruler France. A number of Thai investors are
also attracted to Vietnam by her low cost of labor and abundant resources. Their
investment, therefore, are mostly in hotel and resort, frozen seafood, and other labor-
intensive industries.

There are still some major constraints in investing in Vietnam, namely, property
rights problem, employment regulations, problems arising from joint venture business
with state enterprises, import controls, inadequate infrastructure facilities, and non-
transparent regulations. This is why the Japanese investors are still discouraged to
launch their business there.



A study of the endowments of Nghe An and Hatinh -- two provinces at the
West of route 8 in Vietnam -- reveals that there are high potential of trade between
these provinces and the Thai provinces at the other end of the East - West corridor.
While Nghe An and Ha tinh have abundant natural resources, particularly livestock,
fishery, forestry and minerals, Khon Kaen and other provinces in the Northeast of
Thailand are more industrialized. Therefore, the production of these economies are
complementary to each other, meaning that trade creation will arise once the trade gate
is opened. Moreover, provinces on both sides of the corridor have roughly the same
size of markets which are also expanding rapidly. Trade opportunities, therefore, exits.

If the production and trade structure as well as the endowments are analysed,
one will inescapably be led to a conclusion that the Northeast of Thailand will be the
major markets for many products from Vietnam, especially, sea food products,
livestock, some agricultural products, processed woods and iron, etc. Thai tourists
will also be attracted by the rich tropical forest and the unexploited seaside resort
along route 8. On the other hand, Vietnam will import a number of consumer as well
as industrial goods from Thailand via route 8, particularly electrical appliances, sanitary
wares, motor cycles, sugar, etc. In the future, when the agriculture has labor shortage,
Vietnam will definitely have to import small tractors and other agricultural machineries
from Thailand. Finally, if the sea port becomes more fully utilized, farmers in the
Northeast of Thailand may find it cheaper to buy fertilizer through Vinh's seaport.

Abundant natural resources and cheap but highly educated labor in Central
Vietnam can also be very attractive to the Thai investors who would have to relocate
their export production base to the countries with cheaper labor cost. The most
promising investment activities include frozen food processing, hotel and resort
development, tannery, sugar as well as processed meat and possibly gem cutting.

However, currently there still exist some major obstacles to trade and
investment.

The critical obstacle for the successful economic restructuring effort of
Vietnam is her inadequate basic infrastructure and lack of financial capital. The
problems force Vietnam to heavily rely on foreign direct investment and foreign aids.
Most of the foreign investors came to Vietnam to expolit her cheap labor supply and
abundant resources. They are also aimming to produce for exporting markets rather
than for local markets. The Vietnamese government has been giving various forms of
investment incentives to priority industries, which include investment in basic
infrastructure, labor intensive, high value added and technology transferable industries.
Between Vietnam and Thailand, Vietmen has much lower labor cost and more natural

resources while Thailand has more advanced financial and capital market, larger tax
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bases, well defined property rights and highly experienced entrepreneurs, and
experienced managers and technicians. These differences provide opportunity for

mutual benefits from closer economic cooperations.
Prospects of Building Economic Cooperation

In exploring a possibility of establishing economic cooperation among
provinces along route 8, this study analyses three questions.

Firstly, are there any rationale to establish economic cooperation along the East
- West corridor? There are four reasons, namely,(1) large trade creation effect because
markets are large and expanding rapidly at 8% p.a, and inter-country trade is
complementary. (2) The cooperation can help reducing Vietnam's trade deficit with
Thailand. (3) FDI from Thailand can alleviate the problem of low saving rate (about
5%) in Vietnam and Lao. (4) And finally, the kinds of industries and technology
transfered to Vietnam and Lao are more appropriate to their economic development
than those from advanced countries. These reasons substantiates the ADB's feasibility
study which indicates that the IRR of the Route 8 Project (including a Mekong
international bridge) is as high as 14.6%

The second Question is what are the trade and investment potentials of the
provinces along the East-West corridor? The answer has to be based on the
comparative advantage of those agriculturally dominated provinces, which is largely
dependent on natural resources and human capital. The followings summarize their
main advantages. Nghe An's advantages in clude: low labor cost and educated labor,
high potentials in livestock, forestry, fishery and aquaculture, availability of gem stone
seaside resort, and availability of seaport and airport Ha Tinh's advantages are similar
to Nghe An, but the province is smaller and has sizeable iron and eminhit (black sand)
reserves. Infrastructure of both provinces is still rated in the poor condition relative to
Hanoi.

Khammuane and Borikhamxay have potentials in the following resources,
energy power, forestry, limestone and construction minerals, and marginally surplus
rice nd surplus of some agricultural produces. But the provinces are poor , very
small, sparsely populated, and their population have low level of education. This is
why the Laotian government has a plan to industrialize the provinces in Central Lao.

Since the resource endowments and production structure of these provinces are
different from Thailand, there are large trade potentials between these provinces and
the Northeast of Thailand, implying large potential of trade creation. Commodities that

11



have good export prospects from Vietnam to Thailand are frozen seafood, livestock,
raw hides and leather. Import from Lao will consist of electricity, processed woods,
construction minerals and some agricultural products. Tourism in Lao and Vietnam
also has good prospect because there are rich tropical rain forest as well as unexploited
seaside resort along route 8. Moreover, Central Lao is also the home of many ethnic
groups.

There are also good investment potentials for Thai investors. The prospects in
Vietnam include hotel and resort development, frozen and canned seafood,
aquaculture, tannery, furniture factory, agricultural machinery, gem cutting, sugar
factory and construction. The potential investment in Lao is limited in a few activities,

especially furniture and construction materials.

However, these potentials have to be weighed against obstacles which are the
third question to be analysed. There are two major kinds of obstacles. The first one is
inadequate infrastructural facilities that will cause the transportation cost and cost of
doing business to be very high. Besides the problem of poor roads, the problem is
compounded by the high ferry cost, lack of border gate, and bridge bottleneck. The
second obstacles are man-made, ranging from high import tariff, non-transparent non-
tariff barriers, high toll fees charged by local officers and language problems. The
prospect of tourism promotion is also limited by the inadequate but expensive hotel
facilities, lack of border gate and the Laotian government's unwillingness to open the
tourist sector to the Thai tourists. Investment obstacles are even worse. Inadequate
infrastructure will make investment project less competitive. Investment permit, if not
difficult, takes a long time to obtain. Property rights on land forces most foreign
investors to seek the partnership from state enterprises. But then, all business decisions
have to be approved by the minority partner.

Therefore, two major conclusions can be made. Firstly, trade and tourism have
more potentials than investment because the market for trade already exists. It is only a
matter of openning the Vietnamese border gate to the Thai, Lao and Vietnamese
businessmen before goods can flow in both directions. Secondly, investment in export
industry will be more difficult than investment in products that are used and consumed
in this sub-region. There are several reasons to support this conclusion. Exports from
Central Vietnam cannot be competitive in the world market because of infrastructural
problems. Shipping cost from the Vinh seaport is more expensive than using the Hai
Phong port in the North. Secondly, at present most imported raw materials are
transported a long way from Hai Phong. Thirdly, road and communication in Central
Vietnam are still very poor.
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Finally, this study proposes a basic concept for establishing the economic
cooperation among provinces along route 8. There are three major issues that have to
be solved either on the unilateral or multilateral basis. They are (1) reducing or
eliminating obstacles to trade and investment ; (2) introducing measures and
institutions that will facilitate trade and investment ; and last but not least, (3) building
long-lasting friendship. The detailed measures that have to be devised and implemented
both on the unilateral and multilateral basis are given in Table 5.14.

With regards to the economic and industrial development of areas along Road
number 8, this study proposes the immediate strategies of promoting trade and
tourism, followed by a sub-regional industrial development strategy in the long run.
Each country should promote the industries in which it has comparative advantage so
that its production structure is complementary to that of other countries and that a sub-
regional division of labor emerges. Based on such strategies, it is recommended that
the Northeast of Thailand be specializ'ed in downstream finished products, while Lao
P.DR. and Vietnam concentrate on the primary agro-based and labor-intensive and
natural-resource based industries. These industries should serve the local markets in
the sub-region rather than the world market. In Thailand, the government should

concentrate its industrial development in two provinces, namely Khon Khaen and
Udon Thani.

The Ministry of Industry should be both the executing agency and the
coordinator in implementing the policies. Its two major tasks are to propose a plan for
industrial development in the Upper Northeast to the National Industrial Development
Committee and to initiate an establishment of a Joint Committee on Thai-Lao-Vietnam
Economic and Industrial Development. Other important recommendations are a
negotiation on border trade, and border passing regulations, negotiation on trade and
investment, certified investors, pre-feasibility study of potential industries, and dispute
settement mechanism, etc.
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