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PREFACE

On April 19, 1983, the United States International Trade Commission
instituted investigation No. 332-162 to obtain information on foreign
industrial targeting. The investigation was instituted by the Commission on
its own motion at the request of the Subcommittee on Trade of the House
Committee on Ways and Means, under gsection 332(b) of the Tariff Act of 1930
(19 u.s.Cc. 332(b)) to advise the Subcommittee on the implications of these
practices for U.S. industries. The Commisgion received the requaest on March
25, 1983. On October 7, 1983, the Commission gave the Subcommittee its report
on the first phase of the investigation. That report contained a general
introduction to the issue of .targeting, a discussion of the relationship
between U.S. trade laws and targeting, and a thorough discussion of industrial
targeting in Japan. ("Foreign Industrial Targeting and Its Effects on U.S.
Industries Phase I: Japan,"” USITC Publication 1437). oOn April 23, 1984, the
Commission gave the Subcommittee its report on the second phase of the
investigation ("Foreign Industrial Targeting and 1Its Effects on U.S.
Industries Phase 1II: The European Community and Member States,” USLIC
Publication 1517). .

The Commission subsequently began the third phase of this investigation,
which involves targeting by Brazil, Canada, Korea, Mexico, and Taiwan. Public
notice of the investigation was given by posting a copy of the notice in the
Office of the Secretary, U.S. International Trade Commission, Washington,
D.C., and by publishing the notice in the Federal Register of June 6, 1984

(Volume 49, No. 110, p. 23463). 1/
The information contained in this report is from the Commission's files,

other Government agencies, fieldwork, briefs filed by interested parties and
other sources. ’

1/ A copy of the Commission's notice of investigation and hearing is
presented in app. A.
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Introduction

This report covers the third, and final, phase of the Commission's
investigation of industrial targeting. 1In this phase, the Commission is
examining the policies of Brazil, Canada, the Republic of Korea (Korea),
Mexico, and Taiwan to determine which policies target selected industries. A
report on the first phase, Japanese industrial targeting, was released in
October 1983, and a report on the second phase, the European Community (EC)
and certain member state industrial targeting, was released in April 1984. 1/

Industrial targeting is defined as coordinated government actions that
direct productive resources to give domestic producers in selected non-
agricultural industries a competitive advantage. There are four elements to
this definition: (1) there are coordinated government actions; (2) productive
resources are directed; (3) only selected industries are targeted; and,
(4) domestic producers in these industries are provided with a competitive
advantage. Targeting techniques include the selective use of home-market
protection, tax policies, financial assistance, science and technology
assistance, and exemptions to laws governing cartels and mergers. Different
techniques can have very different effects. For example, whereas financial
assistance may quickly increase an industry's output, science and technology
assistance may not increase output for years, and antitrust exemptions may

reduce an industry's output by enabling it to increase its prices above the
competitive level.

This report begins with a discussion of the definition of targeting and
of targeting's effects on U.S. industries. The report explains that although
targeting can seriously harm the competitiveness of a U.S. industry or group
of industries, it is wunlikely to significantly affect the U.S. long-run
current account balance.

The report then discusses the targeting-related policies of Brazil,
Canada, Korea, Mexico, and Taiwan. Each of these country sections discusses
the historical development of the country's industrial policy and then
discusses five major areas of industrial policy corresponding to the targeting
techniques listed above:. home-market protection, = tax policy, financial
. assistance, science and technology, and cartel and merger policy. The report
also reviews targeting techniques of the countries as the techniques relate to
specific industries, and it presents data profiles for those industries.

1/ Foreign Industrial Targeting and Its Effects on U.S. Industries Phase 1:
Japan: Report to the Subcommittee on Trade, Committee on Ways and Means, U.S.
House of Representatives on Investigation No. 332-162 . . ., USITC Publication
1437, October 1983. Foreign Industrial Targeting and its Effects on_ U.S.

Industries Phase II: The European Community . . ., USITC Publication 1517,
April 1984. ‘







SUMMARY

Assessment of the Effects of'nggggigé;i’
Brazil | |

Many Brazilians in Government and business believe that &ithdutztérgeting
Brazil's economy would be predominately agricultural. 'The  evidence is
persuasive that industrial targeting has caused some local industries to grow
and to become exporters. : N

The principal means of encouraging the massive structural change from
agriculture to industry which occurred in Brazil in the 1950's and 1960's was
import substitution. For example, the automobile, textile, footwear, computer
semi-conductor and steel industries grew up behind walls df\piopeétion against
imports. In the process, these industries  have benefitted from extensive
pPackages of Government aid in the form of ‘subsidized financing, tax benefits,
Government procurement practices, and R&D financing.

Gradually, industries that had become established domestically were
encouraged to export. Fiscal incentives—-direct subsidies and other forms of
encouragement--were given to exporters tO'bodst'theiriexpofts; Partly as a
result of targeting in specific .sectors, manufactures went from 40 percent of
exports in 1972 to 60 percent in .1983. - This shift' in the composition of
exports was roughly parallel to the earlier shift in the sectoral share of GDP
contributed by industry. Between 1946 and 1962, industry's share of GDP
surpassed that of agriculture. B T T

In addition to encouraging the. growth and exports ‘of ‘certain domestic
industries, the Government of Brazil has also used targeting in some sectors
to promote the Brazilian ownership of certain industries. The most: notable of
these has been the policy of reserving certain segments of ‘the computer
industry to Brazilian-owned firms. Using Government procurement as a means,
the Government of Brazil has also' encouraged--national ownership of the
telecommunications industry. e = S '

Canada

Most Canadian industrial programs provide Government ~assistance’ to a
broad spectrum of industries. However{Government‘progfams'to;aid specific
industries are few. More generally, the Canadian Government usually has taken
a more active role in industrial questions than the United States Government;
but Canada tends to be far less .interventionist than the other countries
covered in this report. SN e '

Various Government pPrograms encourage the “growth of’exporting firﬁs‘and
of small businesses. On the Federal level, ‘these programs provide assistance
. to a broad range of industries in manufacturing, mining, construction and
agriculture. On the Provincial level, programs geared to specific industries
are more common. Nevertheless, the level of assistance by both Federal and
Provincial Governments is not large. = -« . e TARNEE



‘ The targeting that takes pPlace is more prevalent in declining
industries. For example, Canada has a program designed to revitalize the
textiles, clothing, and footwear industries. This revitalization program is
supposed to last only from 1981 to 1986, and its overall budget is less than

$350 million. The program is supported by Canadian home-market protection of
textiles and footwear. .

A source of potential targeting is the large number of publicly owned
enterprises and the regulation of foreign investment. Not only does the
Canadian Government own a number of public utilities, but it also owns other
companies in aerospace, petroleum and natural gas, steel, pulp and paper.

Although efforts to monitor and control the flow of capital in Canada
have been considerable in the past, industry-specific criteria have not been a
factor in the review process and this process has recently been liberalized.

Korea

Most Koreans probably support the view that their targeting efforts have
generally reinforced the country's competitive advantage in output that is
relatively labor intensive. Korea possesses a skilled, disciplined, and
low-wage labor force.

Policies of import substitution were used to help to develop selected
Korean domestic industries until the early 1960s. Import substitution
policies such as stringent import controls and high tariffs promoted " the
cement, o0il refining, and electricity production industries and then later
were applied to basic petrochemicals, iron and steel, and transport equipment
industries. ‘

In the mid-1960s, export promotion became the basic industrial strategy
when the Government decided that import substitution alone could no longer
. provide the desired level of support for selected industries. The Government
began agressively to encourage exports through financial, tax, and other
incentives. By the early 1970s, the Government began targeting designated
"strategic"” industries for development. The National Investment Fund was
created specifically to provide financing to promote these industries as well
as to help increase exports. Industries designated as strategic include
automobiles, electronics, shipbuilding, and steel. These ‘industries receive
priority access to Korea's credit facilities and other export incentives,
although most interest rate differentials between preferential loans and
general loans have been eliminated since 1982. Some other industries, such as
machinery and textiles, further benefited from the establishment of special
funds for preferential loans. Tax incentives and other financial inducements
are also used to encourage development in those areas emphasized by the

Government, such as skilled manpower development, .and technological
innovation. ’ ‘

The Korean Government provides considerable guidance for the development
of its industrial sector through the implementation of S-year economic plans.
It also uses import restrictions and high tariffs to protect some of its
domestic industries. For example, the automobile and electronics industries
singled out for rapid development in the 1982-1986 plan will receive financial



and other incentives. Moreover, until recently the Government's control of
the banking sector permitted interest rate differentials and credit
allocations to be used as incentives to encourage export promotion.

Mexico

Since the 1940's, the Mexican Government has been committed to the policy
of import substitution to promote industrial development. The Government
believed that import substitution, rather than export promotion, would lead to
economic  growth, as domestic producers expanded to serve the large internal
market under protection from import competition. At first, the Government
promoted industry generally - and indirectly by investing theavily in
infrastructure and by gradually raising tariffs. In the 1960's, the
Government began to practice direct intervention in the economy, using import

licensing and incentives more systematically. In 1962, the first
industry-specific decree applied both stringent requirments and incentives to
the automotive industry. Import licensing became the mainstay of

import-substitution efforts after the 1970's, and in 1979 the Government

formally designated specific industries to receive priority in the granting of
incentives.

In the postwar period, Mexico's economy experienced high growth rates,
particularly in the manufacturing sector. Though this growth coincided with
the Government's emphasis on import substitution, the role of industrial
policy in promoting the growth is not clear. Infrastructure as well as the
petroleum and iron and steel industries were developed directly by the
Government.

Today, the Mexican Government intervenes heavily in many aspects of
economic activity to achieve industrial goals. This intervention, often
undertaken to target specific industries, also incurs disincentives that
reduce, rather than enhance, the competitiveness of targeted industries.
- Government regulations include import restrictions, price controls, detailed
decrees applied to specific industries, Government-ownership, public control
over the banking system and import licensing. Other measures such as high
tariffs, Government procurement policy and local content requirements
encourage the purchase of Mexican products.

Expansion of industrial production is, however, only one of several
competing objectives of government regulations and has been impeded by
intervention to achieve social and political goals. One prominent goal is to
increase Mexican ownership of industry. Other goals include promoting small
and medium enterprise and balancing uneven regional development. In one
example of targeting a specific industry, the pharmaceutical decree addresses
the social goal of keeping on essential medicines affordable as well as the
goal of increasing domestic production of medicines.

Government regulation has acted as a disincentive to Mexican
manufacturers in a number of ways. For example, low prices set on basic
commodities have contributed to lower profitability in industries selling
these goods and greater inefficiency in industries employing these as inputs.
Patent laws, designed to provide Mexican firms with easier access to foreign



technology, are another example. Limited patent protection has concerned
foreign investors and also inhibited innovation by Mexican firms. Growth in -
manufacturing, particularly of final products and consumer goods, generally
occurred in spite of the burdensome import licensing system and the need to
import large amounts inputs subject to high, protective duties.

In the 1980's, the shortcomings of depending on import restrictions and
import substitution to promote growth have been recognized. Debt repayment
difficulties have lead the Government to encourage industries with high import
bills to earn the foreign exchange they need by increasing exports. The de la
Madrid Administration has begun to move toward the use of free-market
mechanisms to force producers to increase quality and efficiency so that their
products can be internationally competitive. The administration has begun to
limit bureaucratic burdens and reorganize the tarriff and import system. At
the same time, however, new industry-specific regulatory decrees have been
issued for the pharmaceuticals and computer industries, and more are
expected. The Mexican Government would like to engage in industrial targeting
much more effectively than it does at present. The Government has now adopted
a long term goal of increasing export earnings. Targeting to "pick winners"
could become more important as this policy takes shape.

Taiwan

Taiwan's economic performance over the past three decades has been
impressive. High and consistent growth was achieved while maintaining full
employment, stable prices, and‘ even income distribution. Throughout the
period, the Government tried to increase the competitiveness of particular
industries by applying policy tools such as Government ownership and
incentives to firms in the private sector. Perhaps because of these efforts,
Taiwan's computer, electronic, machinery, and chemical industries have reached

a fairly high level of sophistication relative to their developing country
rivals.

The Government has been most actively involved in basic industries, such
as shipbuilding, steelmaking, and petrochemicals. Because the Government
considered these products to be crucial feedstocks for other important
industries, it set up state-run enterprises. to ensure that they were produced
efficiently and allocated in the public interest. 1In 1982, the state-run
firms accounted for one-fifth (19 percent) of industrial output in Taiwan and
in 1983, 7 out of the largest 10 companies in Taiwan were Government-owned.

In other industries, the Government has played a supportive role. For
example, the Government has sought to complement existing comparative
advantages in the production of textiles, electronics, and machinery by
supplying selective tax incentives, a sheltered domestic market, below-market

funding for capital investments, and by sponsoring research and development
efforts. '

Government aid is dwarfed by other factors, however, in explaining the
development of some of Taiwan's most successful industries. For example,
foreign direct investment was the major spur to development of Taiwan's
electronics industry. The electronics industry accounted for more than’



one-fifth of Taiwan's industrial output in 1982 and foreign firms had supplied
more than half of the total direct investment in that industry. Foreign firms -
also play a significant role in the textiles, chemicals, and -machinery
industries in Taiwan. This substantial flow of foreign investment capital
came for many reasons, including labor cost and location, and the relative
openness of Taiwan to foreign direct investment, compared with the very
limited access foreign investors had in its neighboring countries, including
Korea and Japan. These investments do not appear to have been based on
assurances of special incentives by the authorities. The Government has
attempted to shape foreign investments by encouraging local sourcing of
components and requiring specified technology transfer to Taiwan nationals.

Despite industrial policy's possible achievements, many of Taiwan's
important economic goals have not yet been reached: Taiwan's industrial
structure is still fragmented, its value-added ratio in manufacturing is
relatively low, and standards of quality and performance have not reached
adequate levels in some cases. Furthermore, supply shortages of both
materials and labor are putting upward pressure on prices. The Government may
need to loosen existing economic controls if the economy is to reach its
goals. The Government of Taiwan appears to be doing just that, taking steps
in the past few years to reduce administrative burdens, to allow greater
financial freedom, to open its markets more to imports, and to cut back on
overly ambitious capacity-building efforts by Government-run enterprises.
Foreign firms are likely to benefit from this shift, both by being called on
to take a more active role in the development of industries such as cars and

computers, and by being able to compete more freely in Taiwan's markets in the
years ahead. i '

Principal Findings of the Research

Brazil
o The Brazilian Government has used a variety of techniques to target

its favored industries. The principal industries targeted are
aerospace, automobiles, computers, heavy  electrical equipment,
footwear, pharmaceuticals, - semiconductors, steel,
telecommunications, textile and apparel. The main objectives of
targeting have been to develop domestic industries to substitute for
imports and to expand exports. Another major goal of the Brazilian

Government is to promote local ownership in certain industries.

Targeting techniques include. controlling imports and exports, screening
foreign investment, directing loans made by the large state-owned part of the
- banking network, and applying discriminatory tax policies. The particular
mechanisms used have varied depending upon the industries concerned, the
resources available to the Government, and the targeting objective.

o The Brazilian Government has the means to restrict imports, both
selectively and across a wide range of products, without being .
constrained by international or regional agreements.




- The Brazilian Government uses tariffs, import surcharges, - impdrt
licensing and other restrictive mechanisms to cut back on imports when
needed. Selective import controls have been used to shelter targeted
industries at one time or another from the effects of international
competition. 1In a more general application of its import controls, the
Brazilian. Government reduced imports from $23.0 billion in 1980 to $15.4

billion in 1983. This has eliminated all but the most essential imports of
fuel, raw materials, and capital equipment.

o  Through state-owned industries, Government procurement is frequently
used to promote domestic sourcing and domestic ownership in targeted
industries.

With a 1984 budget of about $60 billion for the state—owned industries,
the Brazilian Government has been able to substitute domestic supplies for

imports in several key industries. These procurement policies have been
especially important in the growth of the domestic heavy electrical equipment
and telecommunications industries. In the latter, government procurement

policy has also helped increase Brazilian ownership.

o The principal export targeting program is the Commission for the
Granting of Fiscal Benefits for Special Export Programs (BEFIEX)
under which a company makes a contractual committment to export an
agreed amount in exchange for an incentive package.

Throughout BEFIEX's l4-year history, the automobile industry has been the
main recipient of BEFIEX support. Between 1981 and 1983, the industry
accounted for approximately one-third of all BEFIEX export commitments.

o  Until recently .a major export incentive has been the Credito
Premio. This is scheduled to be phased out in 1985.

The Credito Premio is a cash grént equivalent to a share of the value of
exports. The Credito Premio is being phased out in conformity with Brazil's
comnitment under the Agreement on Subsidies and Countervailing Duties.

o The Brazilian Government is generally open to _foreign direct
investment in industry. However certain sectors are closed and
others are closely regulated. :

Because of Brazil's relatively recéptive attitude to foreign investment,
many sectors of the economy are dominated by foreign companies. Nonetheless,

in some key areas such as in parts of the computer industry, foreign
investment is prohibited. '

o In addition to promoting broad industrial policy objectives, tax
incentives are used to promote specific industries.




An-example is the tax law which permits companies to invest 1 percent of
their main tax liability in Embraer, the Government-controlled airplane
manufacturer, in lieu of paying the taxes.

o Through its system of development banks and especially the principal
development bank (BNDES), Brazil has targeted certain industries by
providing long-term financing at subsidized rates.

In 1983 BNDES provided $3.6 billion in loans. The steel industry,
receiving approximately 20 percent of this money, has especially benefited
from subsidized funding.

o Government _support for export financing provides both working
capital and purchase funding for the major export industries. In
most cases this funding is provided at below-market interest rates.

For example, the textile and apparel and the footwear industries have
benefited from working capital funding provided by the Government for export
industries. Government support has significantly aided manufacturers in these
industries in raising working capital.

o The Brazilian Government has long pursued policies aimed at
advancing domestic science and technology. These policies have been
pursued through direct government funding, strict controls on

technology transfers, and programs to aid firms in their
technological development.

Most funding is provided for training scientists and engineers and is
oriented toward industrial innovation in general. However, some Government
. spending has helped develop capabilities in specific industries. The main

sectors to receive funding are energy, agriculture, basic science, and
environmental and natural resources.

o Brazil has  had antitrust legislation since 1962, but it has only
rarely been used. Price controls have been used frequently. :

Price controls were used from 1967 to 1980 and were reimposed again in
1983. It is alleged that the industries most subject to price controls are
those with substantial forward linkages such as energy, coal, and steel. The

foreign-dominated pharmaceuticals industry has also be the object of strict
price controls.
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Canada

o In the 1950's and 1960's the Canadian Government used industrial
strategy to target certain industries. Among the industries to
receive preferential  treatment were automobiles, aerospace,
telecommunications, and energy. Official programs continue to
support R&D in the aerospace industry, and a National Energy Program
directs povernment policy relating to petroleum and natural gas.
‘However, currently most Canadian _industrial programs _provide
Government assistance to a broad spectrum of industries for such
general purposes as encouraging the growth of exporting firms and
promoting small businesses. "

A frec Lrade area in automotive trade between the United States and
Canada was created in the sixties to bolster an industry viewed as pivotal to
Canada. A more recent interventionist response has been the energy program
which is aimed at increasing Canadian ownership of the oil and gas industry.
Despite occasional initiatives in the industrial policy area, Canada has not
articulated a comprehensive approach to industrial problems with an explicit
set of policy instruments and coherent objectives.

Canadian industry benefits from a number of official programs of
government assistance and support. Most of these programs, however,
are not industry specific. '

Canadian ‘incentive programs usually provide benefits to broad groupings
of industries and are not specifically targeted. For example, financial
incentives (subsidized loans, loan guarantees, and grants) are geared
principally to small- and medium-sized businesses. Other aid goes to
industries in depressed regions and to industries more heavily involved with
research and development (R&D).

o Industrial targeting in Canada is oriented toward declining
industries. Such industries are encouraged to adjust through

.adopting new technology or ‘Mergers.

The targeting that does take place is geared to those industries that
have experienced economic difficulties and problems in adjusting, rather than
to those that are growing and innovative. Examples of such targeting are the
policies of the Canadian Industrial Renewal Board, which are specifically
addressed to the needs of the textile, clothing, and footwear industries.

o The Canadian Government actively supports résea_\rch and development,
but the dollar amount of this support, relative to that of other
 industrial countries, is small.
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The proportion of the Canadian economy (both public and private) devoted .
to R&D has historically been lower than that of other major industrialized
countries. In 1981 national research and development expenditures were 1.22
percent of gross domestic product in Canada; comparable figures for the United
States, Switzerland, Germany, Japan, Sweden, and the Netherlands ranged from

1.88 to 2.52 percent. WNearly 45 percent of all R&D in Canada is funded by the
Federal or Provincial governments.

o Through state-owned enterprises, the Government plays a larger role
~ in_Canadian _industry than does Government in the United States.
Over 300 Crown (i.e. government-owned) corporations received a total

of $5.5 billion in Canadian tax dollars in 1983.

Government ownership occurs in a variety of industries, including
electric wutilities, steel, pulp and paper, petroleum and natural gas,
aerospace, radio, rail, and telephone and telegraph communications.

o Competition or antitrust policy, is weaker in Canada than in the
United States, and is not used as a tool to target particular
industries. ,

In the last 70 years only eight mergers have been challenged in the:
courts. The most celebrated antitrust case in recent Canadian history
involved a uranium cartel, established with the knowledge and consent of the

Government. State-owned corporations are not covered by the current law
governing antitrust policy.

o Regulating foreign direct investment can be a strong tool for
potential targeting. Canada's Foreign Investment Review Agency

(FIRA) reviews all new investment and acquisitions taking place
above specified threshold values.

The FIRA appears to restrict foreign direct investment to all industries
and does not ‘target its efforts at any one in particular. Following a U.S.
complaint to the General Agreement on Tariffs and Trade (GATT) in 1982, the
FIRA has been less restrictive in its operation.

o Only 12 percent of Canadian povernment procurement falls within the
GATT - code on povernment procurement. The remainder is covered by
"Buy Canada" policies, but no specific targeting is pursued.

The purchases of the Provincial governments and local governments in
Canada are not covered by the Agreement on Government Procurement. Only those
government entities specified by the Federal Government must conform their
purchasing to the requirements of the code. The vast majority of Canadian

official purchases, then, are subject,to policies that encourage purchasing
from Canadian sources. :
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o . A single Government financial institution, the Federal Business
Development Bank (FBDB), makes loans to private industry. Its
assets are equal to 1 percent of those of the commercial banking
system.

The FBDB is a Crown corporation that supplies both capital and technical
assistance to innovative firms that can demonstrate a reasonable expectation
for a venture's success while at the same time obtaining some funding from
sources other than the FBDB. The forms of assistance include loans, loan
guarantees, equity financing, leasing, technical services, or combinations of
these. 1In fiscal year 1984 the FBDB authorized loans to Canadian business in
the amount of $321 million.

o The Canadian tax code does not favor specific industries; it does
contain writeoffs for R&D across industrial lines.

A tax credit ranging from 20 to 35 percent for R&D expenditures is
allowed. The portion of R&D expenditure which remains after the tax credit is
fully deductible.

o Canada's National Energy Program, consisting primarily of price
controls on o0il and gas and ownership restrictions, is gradually
being phased out. Consequently, Canada has allowed the domestic
price to become closer to the world price, and has also relaxed its
goal of achieving 50 percent Canadian ownership of the domestic oil
and_gas industry by 1990.

The pegged oil price has been gradually changed since 1980 from 75
percent to 90 percent of the world level. At the same time, the falling world
0oil price has reduced exploration activities. Consequently, the Government
. has encouraged drilling projects by domestic- and foreign-owned companies
providing seed money through the Petroleum Incentives Program (PIP) grants.

Korea

o The Korean Government uses a variety of measures to target selected
industries for growth and development. Industries targeted for
development since the mid-1970's include large-scale heavy and
chemical industries such as steel, petrochemicals, shipbuilding, and
machinery. Automobiles and electronics industries have also been
targeted for development. The main objective of targeting in Korea
is to develop exports. ‘

Targeting techniques in Korea include protecting the home market by
reslricting imports and foreign investment, by using tax incentives to
encourage R&D and investment in selected industries, by directing financial
assistance, and by encouraging mergers to create larger more efficient
industries. The comprehensive 5-year economic development plans provide

guidance for the type and amount of assistance to be provided to each targeted
industry.
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o - Korea maintains an_import licensing system, some import bans, and
tariffs to protect its home market.

Permits to import restricted items typically require the approval of the
relevant trade association and are usually granted only when similar items are
not produced domestically. Automatically approved items are also subject to
certain restrictions that inhibit their import. Import protection is targeted
at primary products, foodstuffs, machinery, and electronics and electrical
equipment.

o In some product categories, the import licensing liberalization
program has been offset by increases in tariff levels that
effectively prohibit imports of newly-liberalized items.

In spite of recent liberalizations, many products are still restricted
from Lhe Korean market. The Korean tariff Plan is flexible, and includes such
measures as emergency tariffs, adjustment tariffs, and tariff quotas. Under
this plan, tariffs for certain products can be quickly reduced or increased
temporarily to stabilize prices in the domestic market, to protect weak
domestic industries, or to curb surges in imported goods. In some product
categories, increased tariff levels have been used to effectively prohibit
imporls of newly liberalized items. The Ministry of Trade and Industry
carefully monitors imports to insure that imports of newly liberalized items
do not reach unacceptably high levels in the domestic market.

o A revised Foreign Capital Inducement Law (FCIL) has been implemented
since July 1984 to liberalize the invest-ent regime in_Korea.
However substantial actual and potential barriers to foreign
investment continue.

) The liberalization affects primarily investment projects of less than

$1 million. 1In 1984, 297 of 957 sectors are closed to foreign participation,
mostly the primary and service industries. The manufacturing sector is open
to foreign investment, but with some restrictions.

o As part of their investment agreements, some foreign investors are
still forced to export a portion of their output.

For example, 100 percent foreign-owned electronics manufacturers must
exporl at least 50 percent of their production. Producers of speaker systems
and home appliances must export 50 and 30 percent, respectively. Most joint
ventures, however, can sell all of their production domestically.

o Although tax incentives to promote the development of specific

industries have been sharply reduced since 1982; incentives remain
for certain industries.
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Industry-specific incentives exist for the naphtha--cracking, steel,
industrial machinery, electronics, shipbuilding, and aviation industries in

the form of accelerated depreciation. The machinery and electronics
industries have the option of tax credits of 3 to 5 percent of the invested
amount or accelerated depreciation. The Korean Government encourages the

development of domestic industries through tax incentives for investments in
small- and medium-sized industries, export activities, technology and manpower
development, and for overseas investment or operations. These incentives
include accelerated depreciation, treatment of reserves for various purposes
- as losses, and/or exemption or reduction of income taxes.

o The'National Investment Fund has played a significant role in the
development of some industries in Korea.

NIF funds were available to all businesses in some selected industries at
preferential interest rates until the 1970°'s. The Fund has provided low-cost

financing for purchases of domestic machinery, construction of domestic heavy
machinery plants, purchases of domestically produced ships, and has provided
additional funds for exports on a deferred payment basis. Currently, NIF
loans go primarily to the heavy machinery, chemical, electronics, and electric
power industries, and to agriculture projects. In 1982, preferential interest

rates were abolished for most major NIF loans, although, some preferential
rates continue to exist.

o The Korean Government has committed substantial resources to science
and technology research and development.

In addition to supporting research institutes directly, tax benefits are
available to them. These include tax credits for technology development
reserve funds and development expenses, tax and tariff exemptions for
experimental machinery and equipment used for technical development, tax
credits for investments to commercialize newly developed technologies, and tax
exemptions for royalties from technology sales. Individuals in R&D are
exempted from military service.

o] Although the Korean Government is trying to eliminate cartel
arrangements and other monopolistic practices, these are permitted
where it is considered necessary or  beneficial to the

rationalization of the industries concerned.

‘The Government has encouraged mergers in several major industries for
reconstruction and rationalization purposes. These industries include the
heavy electrical equipment industry, the auto industry, and pharmaceuticals.
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Mexico

0 The Mexican Government targets some industries using a variety of
~ fiscal, financial and regulatory tools. The > major objective of this
targeting is to substitute domestic products for imports in key
industries. A wide variety of industries are classified for
priority in granting industrial incentives. In_effect, however, a
smaller number of industries  are directly targeted, including
automobiles, pharmaceuticals, iron and steel, petroleum, and

computers.

Among the priority industries listed for priority treatment by the
Government are food processing, agroindustry, mining, petroleum and
petrochemicals, electronics, iron and steel, pharmaceuticals, chemicals,
textiles, many types of machinery and equipment and a variety of basic
consumer goods. The Government 1lists are used as. a guide by agencies
granling industrial incentives. Targeting is achieved.in the iron and steel
industries and the petroleum and petrochemical industries, by means of
extensive government ownership, and in the automobile, pharmaceutical, and
computer industries, by means of detailed industry specific decrees. Other
mechanisms used to promote and regulate priority industries include import
licensing and public expenditure. . :

o The Mexican Government wuses import licensin more than any other
mechanism, to protect the domestic market. Priority industries are
generally given easier access to licenses for the Aimport of their
inputs. -

The licensing system is used to 1limit or prohibit imports .of products
produced in Mexico. As an emergency economic measure, the system was expanded
during the 1982 debt crisis to cover almost all imports. These controls were
eased throughout 1983 and 1984.

o The Government directs some resources of the public sector to
priority industries. Given the dominance of the public sector in
the econom overnment and public enterprise activities contribute

significantly to meeting industrial policy goals.

The public seclor accounted for over one-half of total Mexican imports
and 84 percent of exports in 1983. . Major Government enterprises have been set
up in priority industries such as steel and automobile assembly. Public
seclor inveslment, which is greatest in petroleunm, power, and transport
industries, accounted for about 45 percent of total investment in 1983.

o Although highly regulated and limited, foreign direct investment is
prominent in key industries  such as computers, automobiles, and
pharmaceuticals. Foreign - investment restrictions are designed to
direct investment toward priority industries.
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Mexico's foreign investment laws generally restrict foreign ownership to
a8 49 percent share in a company. Exceptions are made Lo allract investors to
activities that generate employment, contribute to exports, and introduce
important technologies. The de la Madrid administration has indicated that it
will be generally more lenient than previous administrations in granting
foreign-majority ownership, particularly in the areas of heavy machinery,

electronic equipment, transportation equipment, chemicals, high-technology
goods, and in the hotel‘industry.

o  In-bond export processing plants constitute a special class of
foreign investment. . Investments in in-bond processing plants
receive exemptions from many regular foreign investment restrictions.

_ Granling permission for 100 percent foreign ownership of in-bond
pProcessing plants is common. U.S. firms figure prominently in this  type of
investment, which was initially a program for border areas. To promote
regional development goals, the Government is now encouraging establishment of
these plants in priority regions outside border areas. Textiles, electronics
and clectrical machinery, and autoparts are important in-bond products.

o Mexican tax incentives are designed to meet the general development
goals of the national plans as well as the specific goals of
encouraging regional development, expanding small and medium

business, and promoting selected industrial activities.

The major industrial tax incentive program in Mexico is Certificados de
Promocion Fiscal (Ceprofi). From 1979 to 1981, over 70 percent of Ceprofi
benclits went to the minerals, basic metals, and chemical industries. Another
tax incentive program, Certificados de Devolucion de Impuestos (Cedi's), which
was linked to exporl performance, was temporarily suspended .in 1982 and has
. not yet been reactivated. In order to qualify for tax incentives under these
programs, a company often commits itself to production targets, levels of
domestic content, export percentages of production, and other performance
requirements negotiated with the Secretariat of Commerce and Industrial
Development.

0 The overall structure of rates of tax programs such as depreciation
rates and value-added tax rates favors certain industrial
activities.

For example, the annual rates for straight-line tax depreciation for the
costs of computers and construction-related transport equipment are among the
highest at 25 percent per year. Also, for many foods and medicines,
value--added taxes are reduced from the general 15-percent rate and they are
held at zero for sales of agricultural equipment and certain services. ‘
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0 ° The Mexican Government uses the authority of the central bank over
banking syStem reserves as well as the resources of official lending
institutions to encourage commercial bank lending to - economic
activities of priority to the Govermment. - T

One of the mosl important lending programs is arlicle 94 of Lhe banking
law under which 25 percent of commercial bank reserves must be loaned to
specific industrial sectors at rates stipulated by the .central bank. Another
inportant aspect of government control over credit allocation is the magnitude
of lending by official banking institutions, referred to "as development
banks. Development banks accounted for 50 percent of total banking 'system
assets, and for about 45 percent of total bank lending in 1983. Development
banks lend most heavily to the agriculture and insfratructure sectors.

o Government ttqét"fdnds. are direct lines of financing set up to
promote = industrial priorities. These  funds are . offered at
discounted interest rates.

Each trust fund has its own specific objectives. The major ‘trust funds
are Lo promote " small ' and medium business, expand productive ‘capacity,
encourage regional decentralization, and stimulate exports. - The national
development bank, Nacional Financiera, is a major administrator of industrial
trust funds. Tn its total trust fund portfolio, almost 60 percent of lending
goes Lo manufacturing of food products, textiles and apparel, and metal and
electrical products and machinery. : S

Taiwan
o  The Taiwan authorities have used a number of policy tools to enhance

the competitiveness of particular industries and to encourage. them
to export. Government ownership, tax incentives, import protection,
and below-market loans have been used to achieve these industrial
policy goals. Shipbuilding, steel, electronics, textiles, and
machinery, among others, have been targeted for development.

When formal economic planning began in 1953, the government emphasized
imporl subslilution, agricultural reform, and light manufacturing. By the
late-1950's, however, government policy shifted to encouraging export-led
expansion. 1In the 1970's, the government built state-run firms to make heavy
industries and chemicals. Today, the government is seeking to promote high
technology industries, such as computers, semiconductors, -and electronic
machinery, and to integrate more sophisticated manufacturing technology. into
traditional export lines, such as textiles and apparel. -

0 Taiwan's economy and industrial sector have grown rapidly in the
past thirty years. Fxports were criticial to this growth. By 1980,
more than half of Taiwan's GDP _depended on exports, mostly of
industrial -goods. The United States was the largest market for
Taiwan's exports, buying more than four times .as much as Taiwan's
next leading customer, Japan. :
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Taiwan's national income grew on average by more than. 10 percent in
inflalion-adjusted terms from 1961 to 1981 and industry's contribution to
national output -rose from less than one-third to more ‘than half. The
structure of industrial output also changed. Light industry's share of
industrial production declined steadily after 1960, while the contribution of
machinery, electronics, textiles, chemicals, and metal products industries
increased. Manufactured products steadily increased their contribution to
exports. and accounted for 92 percent of the total in 1982. 1In 1983, the
United States bought more than 45 percent of Taiwan's exports. Major exports

to the United States were footwear, textiles and apparel, consumer
electronics, and sporting goods. '

o Throughout the postwar period, Taiwan has regulated trade and
screened foreign investment to protect local industries and to
“broaden its industrial base. Imports of nonessen{iial items like
consumer products have been substantially curbed, and raw materials
and_capital goods could be imported with few restrictionms.

, Discretionary impert licensing, outright bans, and high tariffs restrict
, foreign access to Taiwan's market for textiles, electronics, footwear, toys,
sporting: goods, paper products, farm machinery, motor vehicles, furniture, and
- luxury - goods. Case-by-case licensing is the principal barrier to imported
goods. Licenses for about 80 percent of Taiwan's imports--capital goods and
'raw materials--are granted fairly automatically. Twenty percent of the value

of Taiwans' imports, however, are subject to case-by-case licensing approval
by administering officials.

Tariffs and other measures are less significant barriers to imports.
Although Taiwan's average tariff rate is high--about 30 percent--actual duties
collected as a percentage of total imports are low--just under 8 percent in
1982. This reflects numerous duty-exemptions for exporters and targeted
~ industries,. and temporarily lowered duties on  specific machinery and
equipment. Government procurement in Taiwan also appears to be open to
foreign firms and foreign exchange licensing does not appear to be used to
influence particular trade transactions. " '

0 Foreign investment has been an important component of Taiwan's
~prowth. = As a result, restrictions on_ foreign investment are

generally limited.

The Government does require foreign investors to buy a fixed percentage
of their products from Taiwan sources. But, the Government generally does not
require foreign investors to form joint ventures with Taiwan firms, even in
strategic sectors. Because of the high quality of Taiwan's products and the
small size of the domestic market, local content and export performance
requirements do not seem to inhibit foreign investment.

0 Foreign investment in Taiwan totalled over $3 billion by 1981. The
‘United States is the Jeading source of such investment. This
investment has played a crucial role in the growth of certain
industries, notably electronics.
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Foreign-owned firms dominate the electronics 1ndustry and play a
significant role in the textiles, chemicals, and machinery industries in
Taiwan. Over one-fourth of the some $3 billion in foreign direct investments
‘in 1981 went to Lhe electronics 1ndustry Foreign investment accounts for
over one-half of total investment in that industry, and is also substantial in
the Llextiles and apparel, machinery, and chemicals industries. The United
‘Stales is the leading foreign investor in Taiwan, followed by Japan and
European firms.

o Tax policy has been actively used by the Taiwan Government to target
industries. Tn 1983, tax exemptions were 8 percent of gross
domestic capital formation. Exporters receive the most tax benefits.

‘ The Government currently uses the tax system to encourage strategic
industries, to promote the production of high-value-added goods, and to reward
export-oriented firms. Incentives include up to a 9-year tax holiday, along
with duty rebates, and exemptions from domestic transactions and excise
taxes. Although the Government has attempted to encourage other activities by
the use of tax incentives--such’ as research and development, pollution
prevention, and public stock listings—-it has been largely unsuccessful.
Export tax incentives are the most widely used, but benefits for Largeted
- industries are more concentrated in particular segments of. targeted
industries, such as large-scale steel production and sophisticated machine
tools. ’

o Taiwan's financial system is tightly controlled by the Coverqgent.

‘Alternatives to Government-controlled banks such as the equity and
~venture capital markets are not fully developed. As a ‘result, private
1ndustry relies on loans from Government-controlled banks for between 70 to 80
percent of their capital requirements.

) Public enterprises, which produced one-fifth of Taiwan's industrial
output in 1983, received more than one-fourth of all bank loans.

Government enterprises dominate Taiwan's _steel, petrochemical,
shipbuilding, fertilizer, cement, and aluminum industries. In 1983, 7 out of
the top 10 companies (in terms of gross revenues) in Taiwan were
government-owned. The Government-dominated utility, petrochemical,
communications, and shipping industries took a large share of borrowed funds
in Taiwan.

o Several Government-controlled financial institutions provide credit
- to largeted sectors on concessional terms. These banks had about
$2.5 billion in loans outstanding in 1983. :
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The principal industrial policy bank, the Bank of Communications, had
outstanding loans of $2.2 billion at the end of fiscal year 1983. -More than
one-half of these loans were used to fund infrastructure projects. In the
manufacturing sector, the primary recipients of such loans were the ‘chemicals,
textiles, metals, transportation equipmei;t, ~machinery, and electronics
industries. The Export-Import Bank had outstanding loans of about $187
million in 1983, mainly to the machinery and shipbuilding industries. Nearly
one-third of direct export loans were made by this bank in 1983, while
one-third of total export loans were guaranteed by the Export-Import Bank.
Another $25 million was directly invested on an equity basis in targeted
industries, particularly the electronics and machinery industries.

0  The Government is’ atﬁegt_pting" to raise the level of industrial
technology in Taiwan through Government-sponsored .research and tax
. incentives. ' ' o

Taiwan aims to raise expenditure on R&D by 15 percent each year until
1990." This ‘would increase R&D spending as a share of GDP from 0.6 to
2.0 percent. - The -Government ‘intends to supply. one-half of those funds
directly, “while: indirectly supplying another 20 percent through ~public
enterprises.: R&D 'expendi:tures will be concentrated in computers,
semiconductors, shipbuilding, automation, and industrial materials. . It is
also supplying success-conditional loans for R&D projects--that is, the loans
need not be repaid if the commercial production which follows the R&D project
is not profitable--particularly those for computers, machinery, and
electronics. The government has had a difficult time prompting firms to
increase their expenditures on R&D. ' :

o Taiwan hopes to attract major foreign firms to its science-based
' -industrial park. Wang Laboratories, IBM, -and AT&T are among the
U.S.-based firms already making such investments. ' ‘ ‘

The park brings together Government and private research institutes,
universities, and leading high-technology firms. The Government will provide
firms with substantial tax incentives, concessionmary financing, and low land
costs in return for substantial technology transfer to domestic firms.

Nevertheless, by 1984, occupancy rates in the park were well below projected
levels. . :

.

Targeting Practices in Specific Industries .

o Aerospace

Brazil.--Financial support is provided for - the privately owned but
Government-controlled ci)mp‘anyiairplan‘e manufacturer, Embraer. Tax credits are
also available to purchasers of Embraer stock. . Furthermore, .through its
science and technology spending, the Government has trained aerospace
engineers and has built a research center devoted to areospace.
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Canada.--The Canadian aerospace industry receives official Government
support by three means: (1) research and development, (2) export development
assistance, and (3) Government ownership. The two major Canadian air frame
manufacturers, de Haviland and Canadair, were purchased by the Government in
1974 and 1976 for $40.5 million and $46.6 million, respectively. With this
action and continuing support, direct government ownership and equity
investment constitute the major means of Government support to the industry
today.

o Automobiles

Brazil.--Foreign manufacturers have been encouraged to invest with
special tax, financial, and foreign-exchange incentives. They have also been
encouraged to wuse Brazilian-made auto parts and gradually to export
automobiles. The Commission for the Granting of Fiscal Benefits for Special
Export Programs (BEFIEX), requiring a contractual committment to export in
exchange for an incentive package, has been extensively used with auto exports.

Canada.--Automotive trade between the United States and Canada is
governed by the Automotive Products Trade Agreement (APTA), which established
free trade between the two countries in automobiles and new automotive parts
in 1965. The APTA effectively created a single industry on both sides of the
border. The agreement was implemented differently in Canada than in the
United States, and the Canadians extend the duty-free treatment terms of the
agreement only to bona fide automobile manufacturers.

Korea.--The- automobile industry has been designated a strategic industry
and as such receives priority access to Korea's limited credit facilities and
other export incentives. The Korean domestic auto market is heavily protected
by import restrictions and local-content requirements.

Mexico.-- Since 1962, the Government has issued regulatory decrees to
expand domestic assembly of automobiles for the domestic market and to develop
Mexican autoparts-manufacturing industries. Import barriers, domestic-content
requirements, financial incentives, and tax rebates are a few of the tools
used to implement the auto decrees. Under the 1983 decree, export incentives
figure more prominently than under previous programs.

Taiwan.--The six auto companies in Taiwan are currently protected by high
tariffs and a complete ban on some products. Local-content requirements force
the manufacturers to purchase many relatively expensive parts from domestic
suppliers. The Government plans to offer direct funding and low-cost loans to
car firms for expansion of production capacity. The Government has also
promoted a joint venture between Japan's Hino truck company and domestic firms.
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o Computers

Brazil.--Certain segments of the market for computers and related
equipment are reserved for Brazilian national firms. This market reserve
policy prohibits foreign direct investment and imports in the affected markets

to entice local investors to enter the market. The policy is accompanied by
incentive programs of subsidies and tax relief.

Korea.--Computers and semiconductors were designated strategic industries
in the early 1980's. These industries receive a number of tax and other
financial incentives to promote growth and development and are protected from
imports. The Government is encouraging the telecommunications industry to

develop through joint ventures and technology—sharlng arrangements with
foreign companies. :

Mexico.—- A sectoral plan, adopted in 1981, proposed techniques to reduce
imports of computer and electronics equipment by expanding domestic production
of these products. Under the plan, computer firms receive both export and
production incentives such as financing, tax credits, and tariff rebates. To
increase the wuse of Mexican-made components, the Government negotiates

domestic-content levels with each major manufacturer of computer systems and
~related equipment.

o Eleétronics

Taiwan.—-The Taiwan Government is attempting to encourage the
semiconductor, consumer electronic, computer, and telecommunications segments
of the electronics industry by providing protection from imports and
initiating numerous research and development projects in those fields. The
Government is also seeking to finalize a technology transfer and production
agreement between AT&T and Taiwan firms. Although firms in the industry
received less than 3 percent of development bank loans, they received more
than one-half of the seed money provided by the Government to high-technology
industries in 1982 and nearly one-third of such money in 1983.

o Heavy Electrical Equipment

Brazil.--Establishing the domestic industry and reducing imports have
. been accomplished by Government procurement policies emphasizing a high
national content. In 1983, all but about $150 million of the approximately
$1.2 billion spent on heavy electrical equipment was spent on equipment made

in Brazil. As the planning and coordinating authority for the Brazilian

electrical power projects, ELETROBRAS has promoted the rapid growth of
domestic content in power projects.

 Korea.--As part of its energy plan, the Government has targeted the heavy
electrical equipment industry for promotion and rationalization. To this end,
the Government has encouraged mergers among heavy electrical equipment

producers and allocated funds to help develop a Korean standard nuclear power
plant and equipment. ’
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o Footwear

-Brazil.--Targeting has consisted- of tarlff exemptlons on .imported
" equipment and raw materials and also- ‘other tax and f1nanc1a1 incentives as one
- of the Government-approved industries- throughout most of the 1970's. More
recently, the industry has received preferential worklng cap1ta1 f1nanc1ng for
exports, income tax reductions for its export earnings, and reductions in
»certaln value—added taxes t1ed to the amount of exports. = C

B A

o Machine Tools L
Korea.——The Government offers a varlety of 1ncent1ves to upgrade toollng
. and -to- expand production, including subsidized loans, tax exemptions and
reductions, and import protection. A “series of special ‘purpose Government
funds and loans programs promote demand for machlne tools.ﬂ

Taiwan.--The Government of Taiwidn is trying to steer the domestic machine
tool industry into production of high-technology. goods, such as numerically
.. controlled machine tools - and ' flexkible manufacturlng " systems.
* Government-sponsored research has helped domestlc firms _build flexible
- manufacturing systems, machining centers, and robots. The machlnery lndustry
is also eligible for numerous' tax benefits’ and below-market loans. 1In 1983,
it received about 4- percent of all conce551onal loans, but it recelved nearly
one-fourth of all seed money for h1gh—technology firms.

) Petroleum/gas

Canada.--The ™Canadianization™ initiatives of the early 1980's are an
important part of Canada's industrial policy for petroleum. The National
Energy Program (NEP), established in October 1980, has as- 1ts foremost goal to
increase. Canadian ‘ownership of :the oil ‘and gas 1ndustry to 50 percent by
1990. The Government -has offéred 'a variety of incentives and programs to
benefit Canadian-owned and Canadian-controlled corporatlons and to see that
the obJectlves .of the NEP are accomplished. The National Energy Board imposes
export approval requirements for 0oil, natural gas, ‘and electricity in Canada.
Before such exports can be authorized, the requirements of the Canadian
economy must be anticipated. The Petroleum Incentives Program replaces the
nondiscriminatory depletion allowance with incentives for oil exploration
development. Canada cont1nues to malntaln oil and gas prlce controls.

Hexlco.—- ‘A Government-owned enterprlse,' Petroleos Mexicanos, is. a
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