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Executive Summary

he textiles and clothing sector (T&C) is a major

source of export earnings, government revenue and
employment for most Asian countries. The sector also
contributes significantly to the gross domestic product
(GDP) of their economies. Asian exports alone con-
tribute more than half to the global T&C trade. The
elimination of T&C quotas due to the expiry of the
Agreement on Textiles and Clothing (ATC) beginning 1
January 2005 has, however, had a significant impact on
the countries within the region.

In the post-ATC period, countries like China and India
have captured a major share of benefits. Similarly, some
others have been able to hold on to their past gains, due
to the imposition of temporary safeguards on China by
the two major markets — the European Union (EU)
and the United States (US). However, the landscape of
T&C trade is going to be radically different with the
phasing out of these safeguards from 2009.

Due to their excessive reliance on the quota system and
lack of preparedness to face a fully competitive trading
environment in the post-quota period, some Asian coun-
tries have either significantly lost or are in the process of
losing their shares in the markets of developed coun-
tries. The exceptional growth of T&C exports of
Bangladesh and Cambodia, in the first two years after
the phasing out of quotas, is not likely to be sustainable,
unless these countries undertake corrective measures to
improve their competitiveness. Similatly, better off coun-
tries such as China, India and Pakistan realise the need to
become highly competitive in order to take advantage
of a relatively freer trade in T&C products.

While the private sector has a major role to play in im-
proving the competitiveness of T&C exports, a major-
ity of Asian countries are plagued with several supply-
side constraints, which cannot be overcome by the ef-
forts of the private sector alone. This exigency, coupled
with the contribution of the T&C sector to the national
economy of the Asian countries, has led the govern-
ments in the majority of these countries to provide sup-
port to this sector.

It can be observed that those Asian countries which
pursue an active industrial policy to enhance their ex-
port potential are providing maximum support to this
sector. However, these countries are also constrained by
the multilateral rules on government support, mainly the
World Trade Organisation (WTO) Agreement on Sub-
sidies and Countervailing Measures (ASCM) in terms
of the amount and form of support they can extend to
the T&C sector.

Providing support to the export-oriented sector in gen-
eral and the T&C sector in particular was an accepted
norm in the pre-WTO era as well as in the first five-year
period after the WTO came into being, However, the
support provided to the T&C sector seems to have in-
creased in most Asian countries since 2000. While this
may be considered a 'preparedness strategy' for some
countties, it is merely a 'survival strategy' for others.

The types of support that governments are providing
can be broadly classified as general support, which is
provided to all export-oriented sectors, and specific ones,
which are exclusively provided to the T&C sector.

Some governments provide tax, including income tax,
value added tax (VAT) and customs duty, exemptions
to all export-oriented enterprises, and provide a boost
to their export sector, for instance, by establishing spe-
cial economic zones (SEZs) or export processing zones

(EPZs).

The examples of specific support to the T&C sector
include: support provided for the importation of T&C
machinery to facilitate replacement of old machineries
by new ones; provision of subsidised or reduced inter-
est credit; duty reduction for the import of raw materi-
als and machinery; human resources/skill development
support; support to image-building and quality improve-
ment campaigns; research and development (R&D) sup-
port; and support to strengthen domestic capacity to
supply inputs.

This Discussion Paper presents an account of the type
and amount, as far as possible, of both the general and
specific support being provided by governments of four



South Asian (Bangladesh, India, Pakistan and Sri Lanka)
and three East and South East Asian countries (China,
Indonesia and Vietnam).

Most of the above mentioned support measures — to the
extent they are specifically targeted to the T&C sector —
have the potential to violate the WTO rules set under
ASCM. While the Agreement has shown considerable le-
niency towards general support, provided they are within
a certain limit, it is outrightly hostile to specific support
measures. The Agreement provides unilateral as well as
multilateral remedial measures to discipline these subsi-
dies. However, none of the governmental support dis-
cussed above, except those provided by China, have ever
been challenged by WTO Members.

This is partly due to special and differential (S&D) provi-
sions of ASCM, which recognises that the developing
countries, which are at a low level of economic develop-
ment, encounter certain natural handicaps, and, therefore,
it is necessary to provide some flexibilities to them. One
of the provisions of ASCM exempts two groups of
developing countries from the prohibition of export sub-
sidies. They include: least developed countties (LDCs) des-
ignated as such by the United Nations, which are Mem-
bers of the WTO; and a group of 20 developing coun-
tries until their per capita income reaches US$1,000. Asian
developing countries like India, Indonesia, Pakistan and
Sti Lanka are included in the latter category.

Another reason for the non-challenge of the above-men-
tioned subsidies is the availability of other remedial mea-
sures such as the imposition of quotas in the heyday of
the Multi-Fibre Arrangement (MFA) and even when
ATC was in operation for a 10-year petiod beginning 1
January 1995. However, given the fact that such a cover
is not available anymore for developed countries, some
of the countries being studied in this Paper have become

viii

vulnerable to challenges from the importing countries.

While four of the countries studied, namely Bangladesh
(LDC) and India, Indonesia and Pakistan (developing
countries with per capita income less than US$1,000)
can still make use of S&D provisions, Sri Lanka may
not be able to use it anymore because its per capita in-
come has reached US$1,200. Similarly, China and Viet-
nam, which are not protected by S&D provisions, are
likely to face the wrath of importing countries if cor-
rective measures are not taken to phase out the govern-
ment support provided to the T&C sector.

Given the rather intrusive nature of ASCM, it is advis-
able for these countries to phase out the specific sup-
port provided to the T&C sector and focus more on
general support so that they are able to enhance the com-
petitiveness of the export-oriented sector as a whole.
Such support could be in the form of improved trade
facilitation measures, support to general infrastructure,
skill development training and R&D. Since government
support has budgetary implications, caution should be
exericsed not to crowd out investment in other sectors
with higher human development spin-offs such as agfi-
culture, health and education.

If support becomes inevitable, it is necessary for the
governments to explore three other forms of financing
in order to reduce the burden on budgetary resources,
both due to support provided and revenue forgone.
First, the potential for public-private partnership between
the government and the consortia of exporters should
be utilised to the extent possible to develop this sector.
Second, it may be possible to charge the industry nomi-
nal user fees, and gradually increase the same over time.
Third, governments should try to obtain technical assis-
tance from various multilateral and bilateral donors to
support some of these initiatives.



Chapter 1

Introduction

he Textiles and Clothing (T&C) sec

tor, the second fastest growing sec-
tor! in global merchandise trade, is a ma-
jor source of foreign exchange, govern-
ment revenue and employment for a
number of Asian countries. Some coun-
tries of the region are highly competi-
tive in this sector, which is also evident
from the imposition of trade-restricting
measures on their T&C exports by the
two major markets of the world — the
European Union (EU) and the United
States (US).

In Asia, the T&C sector is important for
four main reasons.

First, since the T&C sector is considered
technologically humble and least skill-in-
tensive, Asian developing countries, par-
ticularly low income ones, have compara-
tive advantage in this sector. However,
such comparative advantage has been
shifting from one country or a group of
countries to others in the region during
the past five decades. Mayer (2005) ar-
gues that the shift of labour-intensive ac-
tivities in T&C away from the first-tier
newly industrialising economies towards
other Asian countries has clearly also re-
flected industrial upgrading associated
with wage increases and a move in pro-
duction and export patterns towards
more technology-intensive goods.

It is, therefore, not surprising to see the
dwindling share of T&C exports of coun-
tries like Korea, Hong Kong, Taiwan and
Malaysia in both the US and the EU mar-
kets, and rising exports of other key play-
ers such as China, India, Indonesia, Paki-
stan and Sri Lanka. Looking at the present
rate of export growth, countries with low

wages such as Bangladesh, Cambodia and
Vietnam are poised to become leading ex-
porters in the low-cost segment of T&C
products in the near future.

Second, since this sector is labour-inten-
sive, it offers tremendous employment-
generating potential to help the absorb
growing number of people who enter
the job market every year in these popu-
lous countries. Among those employed
in this sector, women constitute a signifi-
cant percentage. For example, in
Bangladesh, out of the 2.2 million people
employed in the readymade garment
(RMG) sector, 80 percent are women
(Razzaque 2005). In Cambodia, a total of
337,238 workers are employed in this
sector, out of which 92.1 percent are
women (ILO 2007). In Laos, out of
28,000 workers, 80 percent are women
(NSC 2000). In Sri Lanka, the 350,000
women workers in garment factories ac-
count for 85 percent of the total
workforce in this sector (Global Com-
pact 2007).

Moreover, due to forward and backward
linkages, this sector provides additional
employment opportunities to other sec-
tors of the economy. For example, ac-
cording to IMF (2007), in Bangladesh,
RMG factories and associated businesses
(spinning, dyeing, finishing, etc.) are esti-
mated to provide employment for a to-
tal of between 10 million and 12 million

people.

Third, since most of the newly
industrialised countries have used the T&C
sector to climb up the economic growth
ladder, developing countries aspiring to
export their way out of poverty see great

The TSC sector is a
major source of foreign
excchange, government
revenue and employment,
particularly for women, in

most Asian countries



GOVERNMENT SUPPORT TO

TEXTILES AND CLOTHING SECTOR

W hile price still remains a
major determinant in the
decision-mafking matrix of
the buyers, they now look
Sfor 'complete solution
providers', who can cover
all stages of the value
chain

potential in this sector. This is particularly
so for Asian countries because they saw
significant growth in T&C exports, espe-
cially clothing, as they moved up the lad-
der of industrialisation from largely agri-
cultural economies to modern manufac-
turing- and service-based economies over
a 30—40 year period (ADB 2006).

Since there are natural limits to export-
led growth based on primary products
(agriculture or mineral), as country after
country have discovered, developing
countries exporting manufactured prod-
ucts do not face such limits as long as
they can latch on to new activities, which
face dynamic demand in rich countries’
markets (Rodrik 2007). Therefore, there
is always an incentive for the countries to
switch to manufactured products from
the export of primatry products as well
as move up the value chain ladder within
the manufacturing sector as and when
such opportunities become available. The
past five decades of development of the
T&C sector, particulatly shifting compara-
tive advantage, starting from Japan and
ending in Cambodia, reveal this pattern.

Fourth, the T&C industry is a major
source of export earnings as well as a
major contributor to gross domestic
product (GDP) in most Asian countties.
For example, as documented by Adhikari
and Weeratunge (2007, forthcoming), in
South Asia, the share of the T&C sector
in India’s overall export earnings is ap-
proximately 16 percent and the industry
accounts for 4 percent of GDP. In Sri
Lanka, the sector accounts for 51.87 per-
cent of the country’s export receipts and
contributes 6 percent to the country’s
GDP. In the case of Bangladesh, the sec-
tor contributes 84.5 percent to the over-
all export earnings and acounts for 17
percent of GDP. In Pakistan, T&C ac-
counts for 64 percent of the country’s ex-
ports (Ministry of Commerce 2007).

Looking at the evolution of the T&C
sector over the past five decades, it can be
observed that competitiveness plays a
decisive role in export growth. This is more
so in the post-quota world where the pres-

sure to remain competitive has intensified,
not least due to expanded choices avail-
able to buyers. Due to their growing mar-
ket power, buyers are not only able to
squeeze suppliers on prices but also make
them agree to improve working condi-
tions for workers and adhere to environ-
mental and safety standards.

While price still remains a major deter-
minant in the decision-making matrix of
the buyers, they now look for 'complete
solution providers', who can cover all
stages of the value chain in production,
ranging from product design to input
sourcing, manufacturing, packaging and
shipping of the final product (Adhikari
and Yamamoto 2005) so that buyers can
focus only on the retailing part, which is
the core area of their expertise. The emet-
gence of 'value chain networks' with com-
panies from East Asia (mainly Hong
Kong, Korea and Taiwan) acting as in-
termediaries for global buyers (Tewari
2000), has further hastened this process.

Due to the rapidly changing behaviour
of buyers, coupled with the demand for
low-cost supplies, countries having verti-
cally integrated production structures,
critical mass production apparatus and
low lead-time are among the most-
favoured suppliers. Only those countries
with skilled workers, state-of-the-art ma-
chinery and equipment, ability to source
inputs at global prices at short notice, and
the infrastructure that allows exporters to
process orders at the lowest possible cost
can take advantage of this situation.

While the private sector has a key role to
play in ensuring that it is able to compete
globally in the rapidly evolving landscape
of T&C trade, governments too have a
major role to play. For example, it may
not be possible for the private sector to
source inputs at the lowest possible cost if
tariffs on inputs are very high. Moreover,
investment in public goods such as infra-
structure is generally beyond the capacity
of the private sector. Therefore, there are
both theoretical and practical arguments
for providing targeted government sup-
port to the industrial sector in general.



At the theoretical level, even going by
the conventional Heckscher-Ohlin
Model, economies that are labour-abun-
dant are doomed to choose basic T&C
products as their major exportable items
at least for a few more years and do not
have a choice but to provide support to
the industry. There may be future pros-
pects for graduating from this sector to
higher value T&C items as well as into
other manufacturing sectors such as elec-
tronics.

Another theoretical argument, which pos-
its industrial policy as a tool for economic
growth (Hausmann and Rodrik 2000)
highlights the failure of the market
mechanism to provide for the support
required to ensure that a particular sector
of the industry grows to its desired po-
tential. Involvement of and support from
the government may be necessary at each
and every step in the process of struc-
tural transformation of an economy — a
move from agriculture to manufacturing,
and from manufacturing to services. In
order to make these manufacturing ac-
tivities (particularly exports) viable, the
government needs to provide support to
the growing manufacturing sector.

At the practical level, support for manu-
facturing activities such as T&C is neces-
sary, notleast because of their linkages with
the rest of the economy. For example, as
noted above, a least developed country
(LDC) like Bangladesh would not have
been able to sustain employment oppor-
tunities in associated businesses had it not
provided necessary support to the RMG
sector.

Given the importance of the T&C sec-
tor to the national economy, the govern-
ments of most Asian countries have pro-
vided support to this sector to the best
of their abilities. At the same time, it is
equally true that due to increased political
and economic clout of this sector in some
cases, governments have even been com-
pelled to provide support to this sector,
even if reluctantly. Against this backdrop,
the objective of this Discussion Paper is
to initiate a debate on the desirability and
sustainability of government support to
the T&C sector, based on the structure
of the industry, its importance to the
economies of various Asian countries,
and multilateral disciplines on government
measures to promote and protect any pat-
ticular sector of an economy.

INTRODUCTION

There are both theoretical
and practical arguments
Jfor providing fargeted
government support to the
industrial sector






Chapter 2

Changing Landscape of

T&C Trade

1. General Trends and
Developments

Global T&C trade, worth US$479 bil-
lion in 2005 and occupying a 4.6 percent
share in global merchandise trade, has
been growing at an average rate of 9
percent per year over the past two de-
cades.? In the last two decades, T&C has
been the second fastest growing segment
of world trade, closely following elec-
tronics, despite the presence of the quota
system.” It is more than two years since
the phasing out of the global system of
quota controls, which governed trade in
the T&C industry. Policy developments
in the post-quota world illustrate the highly
selective and targeted nature of produc-
tion and market relations in the industry.
Although 1 January 2005 was supposed
to mark the end of the quota system for
all countries and was expected to unleash
massive adjustment challenges for a num-
ber of countries, quota phase-out due to
the expity of the WTO's Agreement on
Textiles and Clothing (ATC) shows mixed
results. Motreover, countries that have lost
out the most had seen their exports de-
cline earlier, which means that their dis-
mal performance cannot merely be as-
cribed to the quota phase-out.*

In the heyday of the Multi-Fibre Arrange-
ment (MFA), many countries from Asia,
considered highly competitive in the T&C
sector, could not fully exploit their ex-
port potential due to quantitative restric-
tions (quotas) imposed on them by de-
veloped countries. Since the quota-impos-
ing host countries did not have the requi-
site production capacity to meet their do-
mestic demands, in order to clear the mar-
ket, they had to import T&C products

from countries other than those facing
(Adhikari and

quota restrictions
Weeratunge 2007).

This provided an opportunity for the
growth of the T&C industry in several
developing and least developed countries,
though they did not have comparative ad-
vantage in this sector. Countries such as
Bangladesh, the Maldives, Mongolia and
Nepal jumped into the bandwagon to fill
the void. This pattern was later emulated
by South East Asian LDCs such as Cam-
bodia and Laos.

The first move in many of these coun-
tries came from foreign investors from
the nearby developing countries facing
quota restrictions. They chose to locate
part of their T&C operations in smaller
countries not subjected to quota restric-
tions. This 'quota hopping' provided win-
win outcomes for the host as well as home
countries. Examples include Chinese in-
vestors establishing factories in Mongolia;
Korean investors in Bangladesh; Indians
in Nepal and Sri Lankans in the Maldives.
Domestic investors followed suit, either
in partnership with the foreign investors
or on a standalone basis. MFA quotas,
thus, encouraged the geographical disper-
sion of T&C products allowing smaller
countries to take first steps towards ex-
port-oriented industrialisation (Mayer
2005).

It is, however, unfortunate that those
countries that had limited or no capacity
to survive in the quota-free world did not
put in much effort to enhance their com-
petitiveness, though ATC provided them
a 10-year transition period, among oth-
ers, to keep their house in order. These

Ounotas enconraged the
geographical dispersion of
T&C products allowing
smaller countries fo take
[first steps towards export-
oriented industrialisation



GOVERNMENT SUPPORT TO

TEXTILES AND CLOTHING SECTOR

The success of Asia masks
a startling intra-regional
variation, with at least
three countries in the region

facing severe sethacks

countries are precisely the ones facing
major structural and socio-economic dis-
location. Worse still, as the end date for
quota-phase out approached, foreign in-
vestors, seeing greener pastures in their
home turf, withdrew their investments
and moved their factories back to their
respective countties.’

2. China Safeguards

One of the major developments in the
international arena that took place in 2005
was the imposition of safeguards on cer-
tain categories of Chinese T&C products.
When China’s exports increased globally
in the post-quota period, countries re-
acted with a unique type of trade rem-
edy measures — the so-called 'China Safe-
guards' — which was included in the Pro-
tocol of Accession of China to the World
Trade Organisation.

This provision allows any WTO Member
to take safeguards action against China by
imposing quotas at a level of 7.5 percent
above the level of imports during the first
12 months of the recent 14 months pre-
ceding the month of the request for con-
sultations with China on that matter. It is
possible to continue this measure till 31
December 2008. Due to its convenient trig-
ger mechanism, this provision is being used
not only by the US and the EU but also
by Argentina, Brazil, South Africa and
Turkey. China is obliged to sign bilateral
deals with many of these countries to make
an orderly transition towards an eventual
free trade inT&C by 2008. These imposi-
tions, which resulted in reduced exports
from China, have changed the landscape
of the global T&C trade.

3. Performance of Asian

Countries in the post-ATC Period
The data available for the first two years
of the post-ATC period show that Asia
is emerging as a clear winner in the post-
quota world, despite the temporary safe-
guards. Most of the lost share of China
has gone to countries within the region
itself, with Bangladesh, Cambodia, India
and Vietnam capturing the lion’s share
(Tables A1 — A5 in Annex 1). Countries
outside the region, despite having prefer-

ential trading arrangements with the ma-
jor markets of the world, have been able
to take advantage of neither the quota
phase-out nor the imposition of safe-
guards on China.

This is evident from the declining exports
of countries such as Mexico (a benefi-
ciary of North American Free Trade
Agreement-NAFTA), Caribbean coun-
tries (beneficiaries of Caribbean Basin Ini-
tiative-CBI), Sub-Saharan African coun-
tries (beneficiaries of African Growth and
Opportunity Act-AGOA) in the US mar-
ket (Tables A1 — A2). Similarly, Adhikari
and Yamamoto (2007) show that market
shares of countries having preferential
trading arrangements with the EU, such
as Morocco, Romania, Tunisia, and Tur-
key, too have declined, albeit slightly, in
the post-ATC years (Tables A1 — A2).

The success of Asia masks a startling in-
tra-regional variation. While Asia as a whole
has seen a rise in exports in the post-ATC
period, three countries — the Maldives,
Mongolia and Nepal — have witnessed a
sharp decline in their exports. Although, as
noted above, these countries had seen a
decline in their exports to the major mar-
kets, mainly the US, even before the quota
phase-out, the precipitous decline in their
exports in the post-quota era is alarming,
While the Maldives has been completely
wiped off the global T&C map, Nepal
saw its exports to the US decline by 25.8
percent and 9.9 percent in terms of value
in 2005 and 2000, respectively (Table A1).
Similarly, Mongolia’s exports to the US
plunged by 41.2 percent and 22.8 percent,
respectively, in the corresponding period.

Countries with average competitive
strength such as Bangladesh, Cambodia,
Indonesia, Pakistan, the Philippines and
Sti Lanka, had seen a decline in their ex-
ports to the EU in the first year of the
quota phase-out but they were able to re-
vive their exports after the imposition of
safeguards on China (Table A3). This
trend casts a serious doubt on the ability
of these countries to hold on to their past
gains, after the removal of temporary
safeguards on China.



CHANGING LANDSCAPE OF T&C TRADE

Issues for discussion

How have Asian countries been able to capture the benefits in the post-quota world, and is it possible
to sustain this trend in the long run?

Proximity to major markets and preferential market access are cited as two important attributes for
a country to be able to succeed in the post-quota world. However, data for the post-quota period
reveal exactly the opposite. What could be the factors responsible for such results?

How should relatively less competitive countries in Asia devise strategies to survive the onslaught of
competition from China when the temporary safeguards imposed on China expire in 2008?

Is there any prospect for the revival of T&C exports in the Maldives, Mongolia and Nepal?






Chapter 3

Country Information on
Government Support

his Chapter presents country

information on government sup-
port for two regions of Asia — South
Asia (Bangladesh, India, Pakistan and Sti
Lanka), and East and South East Asia
(China, Indonesia and Vietnam). The sup-
port measures in each country are divided
into two categories, i.e., specific support
for T&C exports and general support
for the export-oriented manufacturing
sector as a whole.

The Chapter is based on information col-
lected from various national sources (such
as budget speech, trade policy, industrial
policy, investment policy, textiles policy,
policies on special economic zones-SEZs,
and media reports), international sources
(such as International Labour
Organisation-1LO, the World Bank, the
WTO and T&C journals) and importers’
sources (such as industry groups and gov-
ernment agencies, mainly of the US).

1. Government Support in
South Asia

1.1. Bangladesh
1.1.1. Specific Support

Prior to the phasing out of quotas, the
Ministry of Commerce formulated a
US$40 million Post-MFA Action
Programme (PMAP). This programme
covered activities ranging from technology
and skill development to expanding for-
ward and backward linkages, and explor-
ing new markets. Further, a budget alloca-
tion of Taka (Tk) 200 million (US$3.5
million) was made for PMAP in 2004/05.
Several ministries, led by the Ministry of
Commerce, and leading non-governmental

organisations (NGOs), participate in train-
ing, retraining and rehabilitation of dis-
placed RMG workers (WTO 2006b).

As per the Export Policy, bonded ware-
house facility has been provided for im-
port-dependent export industries. The
RMG industry, particularly firms produc-
ing woven garments, is the prime benefi-
ciary of this facility. It is also available to
'deemed' exporters such as local firms
which sell inputs to export-oriented T&C
enterprises. Similarly, special bonded ware-
houses, which have been a critical factor
in the development of Bangladesh's gat-
ment exports (WTO 2006b), allow 100
percent exporters and 'deemed' export-
ers to import and stock inputs duty-free.
Moreover, the Export Policy of 2003—
2006 proposes to consider the possibility
of installing a central bonded warehouse®
in order to reduce the lead-time for ex-
port processing,

The Policy also proposes to take measures
for setting up garment villages with neces-
sary infrastructure and utility services.” The
Policy permits textile finishing units as well
as export-oriented RMG units to import
all kinds of grey fabrics under the 'bonded
watchouse' system against back-to-back

letter of credit (I./C).?

In order to facilitate technological
upgradation, concessionary duty rates for
the importation of capital machinery and
spare parts (6 percent for industries, and
duty-free for 100 percent export-oriented
industries) are provided (WTO 20006b).
Besides, the import of machinery for the
export-oriented T&C industry is exempt
from value added tax (VAT), Infrastruc-
ture Development Surcharge (ISDC) and

Export Policy of
Bangladesh envisages
providing wide ranging
support to the

T&&C sector
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at reduced/ rebated rates

Advanced Income Tax (AIT). However,
the Budget Speech of 2007/08 has abol-
ished the provision of zero duty on the
import of textiles machinery (Ministry of
Finance 2007a).

Bangladesh has also been providing a 5
percent cash subsidy for the use of local
fabrics as inputs for exporting RMG en-
terprises. Although the government con-
sidered phasing out this subsidy in 2004/
05, it was eventually extended for 2005/
06 as well (WTO 20006b).

1.1.2. General Support

Bangladesh provides several other incen-
tives to export-oriented industries. Under
the income tax law; all the exporting firms
registered in Bangladesh get a 50 percent
exemption in their income taxes.’ Like
other eligible industrial enterprises, export-
oriented firms are accorded a tax holi-
day of five to seven years. All 100 per-
cent export-oriented RMG firms are sub-

ject to a 0.25 percent tax at source if they
do not enjoy a tax holiday (WTO 2006b).

To maintain price competitiveness for
export products, VAT rebates are granted
on a number of export-related services.
For instance, VAT can be refunded on
export support services, i.e., clearing and
forwarding customs brokers' services,
telephone, telex, fax, gas/electricity bills
(80 percent refund), water and sewerage
bills (60 percent refund), insurance pre-
miums, and shipping agents' commis-
sion/bills (WTO 2006b). Similatly, one of
the unique features of Bangladesh’s ex-
port sector is that the government has de-
clared through its Industrial Policy, 2005
that utility services will be provided to
100 percent export-oriented industries at
reduced/rebated rates.!” However, the
magnitude of such rebates is not known.

Bangladesh currently has six EPZs and
one more is under construction. More
than half of these zones continue to pro-
duce RMG or textile items. Apart from
the benefits available to exporters in gen-
eral, enterprises located within EPZs also
enjoy an income tax exemption for 10

years and a 50 percent rebate on export
earnings thereafter (WTO 2006b).

There are three major types of preferen-
tial credit available to exporters. First, a
concessional local currency loan from
Bangladesh Bank is provided at 7 per-
cent interest. Second, an export credit up
to 90 percent of the value of an irrevo-
cable L/C can be obtained by exporters,
with a repayment period of 180 days.
Third, the Export Development Fund
provides pre-shipment financing either in
US dollars or in local currency for a pe-
riod of up to 180 days."

The Export Credit Guarantee Scheme
covering risks on export credits at home,
as well as commercial and political risks
occurring abroad, is administered by a
state-owned general insurance company.
There are four types of guarantee schemes,
out of which the Export Payment Risk
Policy, which offers a comprehensive guar-
antee and is intended to protect exporters
against overseas commercial and political
risks, is the most widely used. This may be
partly because the Policy covers 85 per-
cent of commercial risk losses and 95 pet-
cent of political risk losses, and it can even
be assigned to banks as a collateral against

loans (WTO 2006b).

Finally, the Government of Bangladesh
also has an elaborate scheme of export
promotion and marketing support, which
is coordinated by the Export Promotion
Bureau (EPB) under the Ministry of
Commerce. As per an eatlier survey con-
ducted by the WTO, 52 percent of the
export-oriented enterprises have used the
facilities /services provided by EPB. This
body provides financial aid of up to 50
percent of marketing costs for export
promotion as well as incentives for en-
terprises to find joint venture partners

(WTO 20006b).
1.2. India
1.2.1. Specific Support

The first priority of the government seems
to be the modernisation of the T&C in-



dustry. The government established a Tech-
nology Upgradation Fund (TUF) to sup-
port investment in the upgradation of
T&C machinery. T&C firms can borrow
from commercial banks at lower-than-
market rates,"” the difference being refi-
nanced from the TUF scheme imple-
mented by the Ministry of Textiles. The
loan repayment period is five to seven years
with a moratorium of two years but no
limit on the amount of loan has been fixed.
Initially, the scheme was in operation for
the period of five years from 1 April 1999
to 31 March 2004, and was later extended
till 31 March 2007 (Ministry of Textiles
20006). In 20006, the Ministry of Textiles
turther decided to extend the TUF scheme
until 2009 as EU and US quotas on Chi-
nese textile imports expire in 2008 and
2009, respectively (Ministry of Textiles
20006).

Having recognised and identified the
growth potential of the textile industry,
especially cotton textiles, the government
in the Budget Speech of 2006/07 pro-
posed to enhance the allocation for TUF
from Rs. 4.35 billion to Rs. 5.35 billion
(US$116 million) (Ministry of Finance
20006). Further, the Budget Speech of
2007/08 has confirmed that the TUF
scheme will be continued in the Eleventh
Plan. The Finance Minister has proposed
to provide Rs. 9.11 billion (US$228 mil-
lion) in 2007/08." Similarly, Capital Sub-
sidy Scheme for the textile processing sec-
tor, in addition to the normal benefits
available under the TUF scheme, has been
introduced (Ministry of Finance 2005).

The Ministry of Finance has also an-
nounced a package for the restructuring
of high-cost debt of textile units in the
organised sector. As per this scheme, lo-
cal banks/financial institutions would be
permitted to access external commercial
borrowings, which are required to lend
to the textile units at an interest rate of 8
to 9 percent for a period of at least five
years (Ministry of Textiles, undated).

The government also launched the Tech-
nology Mission for Cotton on 21 Febru-
ary 2000, which involves providing sup-

port for increasing the productivity of cot-
ton, reducing the cost of cultivation, im-
proving fibre attributes, improving infra-
structure of cotton agricultural markets,
and modernising ginning and pressing
factories (Cotton Corporation of India
2000).

Likewise, the Textile Centre Infrastructure
Development Scheme, and the Apparel
Parks for Export Scheme have been
merged into a single scheme, the Scheme
for Integrated Textile Parks (SITP). As per
the Guidelines for SITP prepared by the
Ministry of Textiles, the main purpose of
SITP is to provide the industry with
world-class infrastructure facilities for set-
ting up textiles units through public-pri-
vate partnership. It was decided that an
amount of Rs. 6.25 billion (US$145 mil-
lion) would be provided by the govern-
ment for the development of these parks
between 2005/06 and 2006/07.** So far,
26 parks have been approved out of 30
sanctioned under the scheme. The Finance
Minister proposes to provide Rs. 4.25 bil-
lion (US$105 million) for these patks in
2007/2008 (Ministry of Finance 2007b).

The following extra measures were taken
by the government through the Budget
Speeches of 2005/06 to 2007/08.

Import duty on man-made fibre and fila-
ment yarn has been reduced from 15
percent to 10 percent. This has further
been reduced to 7.5 percent through the
Budget Speech of 2007/08. " Customs
duty has been reduced from 20 percent
to 10 percent for most textile machinery.
Similarly, excise duty on man-made fibre
and filament yarn has been reduced from
16 percent to 8 percent (Ministry of Fi-
nance 2005).

An allocation of Rs. 1.89 bilion (US$42
million) has also been made for SITP.
Similarly, for the development of the
handloom sector, a 'Handloom Mark',
modelled on "Wool Mark', has been in-
troduced, and, as in the past, the TUF
scheme would continue to be extended
to this sector (Ministry of Finance 2007).
The provision for this sector has been en-
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hanced from Rs. 1.95 billion to Rs. 2.41
billion (US$54 million). This has further
been increased to Rs. 3.21 billion (US$79
million) for 2007/08. '¢

Finally, the government announced that
yarn depots would be established to en-
sure an uninterrupted supply of yarn to
weavers (Ministry of Textiles 2006). Ac-
cordingly, 273 new yarn depots have been
established in 2006/07, and the govern-
ment has proposed to take up an addi-
tional 100-150 clusters in 2007/08 (Min-
istry of Finance 2007b).

1.2.2. General Support

There are some general support measures
available to all export-otiented enterprises.
For example, several non-tax incentives
in the form of capital subsidies and
concessional credits are offered by the
central and state governments in the in-
terest of developing backward areas, ex-
ports or some specific industries. No dis-
tinction is made between domestic and
foreign investors. Moreover, certain in-
dustries are eligible for concessional credits
in the form of soft loans. Similarly, ex-
port credits as well as pre-shipment and
post-shipment finance are provided to
several export-oriented industries."”

1.3. Pakistan

1.3.1. Specific Support
Technology upgradation and
modernisation of the T&C sector have
been the major thrust of the government
support programme in Pakistan, as can
be seen from the increased import of
textile machinery — from US$211 million
in 1999/2000 to US$532 million in 2002/
03 (Din 2005). This is the direct result of
reduced tariff on T&C machinery and
equipment. Pakistan spent a total of US§4
billion before quotas were eliminated, in

order to modernise its T&C industry
(EmergingTextiles.com 20006a).

The government has established a Fed-
eral Textile Board to assist the textile in-
dustry in the post-quota period. The

Boatd is responsible for addressing issues
related to clean cotton, labout, social and
environmental laws; modernisation of
ginneries; rationalisation of tariffs; facili-
tation in sales tax issues; and developing a
package to promote the garment sector’s
competitiveness in international markets.'®

The Ministry of Textile Industry imple-
mented a cash
programme in 2005/06 to promote con-
tamination-free cotton. This programme
involves distribution of premium to se-
lect farmers, who are able to supply clean
cotton to the ginners (Ministry of Com-
merce 20006) and imposition of a cess of
Rs. 10 per bale of cotton to promote pro-
duction of standardised cotton (Ministry
of Textile Industry 2006a). To provide a
further boost to this activity, an institute is
being established with funding from the
Export Development Fund for training
farmers and ginners in the production of
contamination-free cotton (Ministry of
Commerce 2007).

incentive-based

After the establishment of a textiles city
in Karachi, garment cities have been es-
tablished in Karachi, Lahore and
Faisalabad. These incorporate a cluster of
sewing and stitching units that focus on
the production of specialised garments
for export. This initiative has helped to
develop the supply chain by providing
opportunities to small and medium en-
trepreneurs to produce value-added
clothing and accessories (Ministry of Tex-
tile Industry 2006b).

Similarly, the Ministry of Commerce has
set up Pakistan School of Fashion De-
sign with the aim of producing designers
and managers capable of catering to the
demands of fashion-conscious buyers. It
commenced fashion design classes in
1995 and fashion merchandising and mar-
keting classes in 2005 in collaboration with
French Fashion Design Institutes (L'ecole
de la chambre syndicale and mode'spe
of Paris). The school, currently based at
Lahore, is preparing the national industry
to compete successfully in the growing
international fashion market. It is expected
that the curriculum being offered at the



school in Lahore is also going to be of-
fered at the Karachi and Islamabad Chap-
ters of the School, to be set up within
2007/08 (Ministry of Commerce 2007).

With the objective of overcoming skill
deficit, the government has established a
Garment Skills Development Board un-
der the Ministry of Textile Industry.
Through a public-private partnership, close
to 30 garment units in Karachi, Lahore and
Sialkot have been declared training insti-
tutes to improve the skills of garment
workers. In addition, it has been proposed
to conduct certification courses in partner-
ship with international organisations. It was
decided that the fund required for foreign
institutional partnerships was to be
provided by the Ministry of Commerce
(Ministry of Commerce 2005a).

Several tax incentives have also been pro-
vided to the textile industry in the form
of reduced import duties of 5 percent
ad valorem on textile machinery and partts
excluding spinning rings, which are taxed
at the rate of 10 percent. Sales tax on the
import and local supply of major inputs/
raw materials used in the entire manufac-
turing process has been eliminated. Simi-
latly, import duty exemption has been pro-
vided for raw materials, sub-components
and components used in the local manu-
facturing of textile plants and machinery
for the export sector (Ministry of Com-
merce 2005).

Other tax incentives include the reduction
in taxes levied on retailers of specified tex-
tile fabrics and articles of apparel, includ-
ing RMG or fashion ware, to 1 percent,
and the lowering of turnover tax and sales
tax to 2 percent. Customs duty, sales tax
and withholding income tax on raw ma-
terials for textile production have been
eliminated (Ministry of Textile Industry
2006a). Apart from the above-mentioned
categorties, dyed/printed fabrics and white
home textiles, both woven as well as knit,
are to be granted compensatory rebate at
the rate of 3 percent. Dyed/printed home
textiles, both woven and knit, are to be
granted rebate at the rate of 5 percent
(Ministry of Commerce 2000).

A compensatory rebate of 6 percent was
granted to RMG and knitwear as research
and development (R&D) support. This
support has been extended till the end of
June 2007 at the same rate and for the
following one year (June 2008) at the rate
of 3 percent. A similar support has been
extended to the home textiles sector in
2006/07. This support will continue in
2007/08 (Ministry of Commerce 2007).

The status of enterprises providing stitch-
ing, dying, printing, embroidery and
washing services to the export industry
has been changed to that of 'deemed
exports', and they have been granted
concessional rates of withholding tax
(Ministry of Commerce 2005a). At the
same time, a Textile Package has been in-
troduced to enhance the competitiveness
of the industry. The package incorporates
a provision of reduced interest rate on
term-financing of export-oriented
projects, reduction in re-financing inter-
est rates, continuation of R&D support
and formation of committees to provide
further tax benefits to the T&C sector
(Ministry of Textile Industry 2006¢).

1.3.2. General Support

Like many other developing country gov-
ernments, Pakistan also provides several
general support and incentives to export-
oriented enterprises. Such measures are
also applicable to the T&C sector. For
example, Pakistan has an elaborate
programme of incentives for enterprises
established in an EPZ. Some of these in-
centives include duty-free import of in-
puts and machinery, sales tax exemption
on inputs as well as utilities, and sales tax
and customs duty exemption on the im-
port of materials for the construction of
factories."”

1.4. Sri Lanka
1.4.1. Specific Support

Like other countries of the region,
modernisation of the T&C industry has
been a major thrust of the support
programme in Sri Lanka. Financial Assis-
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tance for Technology Improvements
Scheme was introduced in the Budget
Speech of 2005 in order to facilitate ac-
cess to finance for small and medium en-
terprises (SMEs) involved in apparel
manufacturing, As per the scheme, a guar-
antee would be provided through the
SME bank to grant a required term loan
to the apparel industry to modernise its
factories. The total sum earmarked for
the issuance of this guarantee is Rs. 600
million (US$6 million), with the expecta-
tion that the industry would be able to
raise a matching fund of Rs. 2 billion
(US$20 million) (Ministry of Finance and
Planning 2004).

In order to help ailing industries restruc-
ture themselves, the government has also
decided to write off the unpaid debt of
local textile manufactures that have regis-
tered for textile industry restructuring, As
per the 2006 budget, an amount of Rs.
350 million (US$3.5 million) was to be
allocated for this programme.

With a view to simplifying the VAT ap-
plication procedures, it was decided that
all apparel manufacturers registered with
the Textile Quota Board would be ex-
empted from the payment of VAT on
the import of textiles and ancillary inputs.
Similarly, in order to help promote the
international competitiveness of garment
buying offices, which act as a link between
the manufacturers and retailers, services
provided by such companies ate zero-
rated for VAT purpose (Ministry of For-
eign Affairs 2004).

The government has also proposed in-
centives for productivity improvement in
the apparel industry through a grant of
Rs. 100 million (US$1 million). As an in-
centive for product design, Rs. 100 mil-
lion (US$1 million) was granted to im-
prove the designer degree programme at
the University of Moratuwa (Ministry of
Finance and Planning 2004).

The above-mentioned schemes have been
implemented through the Joint Apparel
Association Forum (JAAF) and are in
progress (Ministry of Finance and Plan-

ning 2004). As per the Budget Speech of
2000, it was decided to set up a college
of T&C in Thulhiriya with Rs. 250 mil-
lion (US$2.5 million) in 2006 to train pro-
fessional managers, qualified service pro-
viders and skilled workers (Ministry of
Finance and Planning 2005).

Realising the need to promote backward
linkages to enhance competitiveness and
fulfil the stringent rules of origin (ROO)
requirements of some importers, the Sri
Lankan Board of Investment (BOI) has
decided to set up an Industrial Park with
a waste and effluent treatment plant at
Biyagama Zone to facilitate fabric manu-
facturing in Sri Lanka (Ministry of Fi-
nance and Planning 2004). Similarly, dedi-
cated textile zones at Thulhiriya and
Horana to set up large-scale textile facto-
ries with BOI incentives, targeting an in-
vestment of about US$300 million, are
now being developed (Ministry of Fi-
nance and Planning 20006). Itis, however,
not clear whether the government itself
is making this investment.

Further, a Rs. 50 million (US$500,000)
government-funded image-building
programme called 'Garments without
Guilt' has also been launched recently to
position Sti Lanka globally as an ethical
clothing producer (Daily Mirror 2006).
This programme is being jointly imple-
mented by the Ministry of Industry and
JAAE

A unique programme outlined in the Bud-
get Speeches of 2006 and 2007 is to pro-
mote a new mega shopping centre at
Katunayake, an area where an EPZ as well
as an international airport are located, in
order to promote a regional apparel hub
(Ministry of Finance and Planning 2005;
2000).

The government has also made a policy
decision to source school uniform mate-
rials for 4.5 million children studying in
public schools from the local textile in-
dustry. According to the decision, all tex-
tile requirements of the armed forces, the
police, health services, prisons and other
government agencies must also be pro-



cured from local manufacturers (Minis-
try of Finance and Planning 2005).

1.4.2. General Support

In Sti Lanka, there are general support/
incentives available to all enterprises reg-
istered with BOI. Because more than 90
percent of the garment exports are from
enterprises registered with BOI (BOI
2002), these incentives are relevant to al-
most all garment exporters of Sri Lanka.

Incentives to the T&C sector fall under
the category of 'manufacture of non-tra-
ditional goods for exports or deemed
exports', as per which industries making
a minimum export of 80 percent are eli-
gible for a full tax holiday, concessional
tax as well as duty exemption on imports.
While tax holidays are available for a five-
year period,” a concessionary tax at the
rate of 10 percent is available for two
years, following which a concessional tax
of 15 percent is imposed. All the raw ma-
terials and capital goods used by this cat-
egory of industries are exempt from im-
port duty (BOI, undated).

2. Government Support in
East and South East Asia

2.1. China
2.1.1. Specific Support

The major portion of support from the
Chinese government has been channelled
towards the modernisation of the T&C
industry. Massive restructuring of the in-
dustry took place between 1997 and
2000, during which over US$30 billion
worth of state-of-the-art textiles machin-
ery was imported.” The pace of such im-
port slowed down a bit between 2000
and 2003, when China’s imported T&C
machinery was worth US$5 billion.*

The import of these machinery has been
carried out by the private sector as well
as state-owned enterprises (SOEs), and
the government seems to have provided
support to the SOEs. Even for the pri-
vate sector, the government provided

support through the State Textile
Bureau.

As stated by the United States Interna-
tional Trade Commission (USITC), China
committed US$2.4 billion in grants to the
industry’s top 200 firms and US$1.7 bil-
lion in bank loans to finance technologi-
cal upgrades in 2000. Similarly, the gov-
ernment also pledged US$1.8 billion in
support and US$1.2 billion in bank loans
to the industry as a whole (USITC 2004).

In preparation for China’s accession to
the WTO, when the restructuring of the
industry led to huge losses and the clos-
ing down of SOEs, the government
came to their rescue by providing grants
or tax forgiveness totalling Yuan 3.1 bil-
lion in 1997 and 1998 (WTO 2001). Of
late, direct support of this nature seems
to have been discontinued by the gov-
ernment. According to WTO (2006¢), since
2000, there have been no government sub-
sidies to this industry. However, there are
several indirect support measures provided
by China to promote the T&C sector,
some of which are discussed below.

Due to the problems China is experienc-
ing in cotton production, the government
is encouraging the production of other
natural fibres such as ramie, silk and an-
gora rabbit hair (USITC 2004). More re-
cently, China National Technical Import
and Export Corporation implemented a
'Fabrics China' campaign in an effort to
modernise the textile industry (USITC
2004).

Similarly, the government provides export
assistance, among others, to select T&C
exporters through export credit insurance
provided by China Export & Credit In-
surance Corporation (SINOSURE), an
agency supported by the Ministry of Fi-
nance (WTO 2006¢).

In June 20006, the government issued its
new five-year plan for modernising the
T&C industry. The plan includes shifting
to more value-added products, develop-
ing technology, supporting mergers, cre-
ating international brands, using alterna-
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nto certain sectors

tive fibres and reducing energy consump-
tion (EmergingTextiles.com 2006b). No
specific support has, so far, been pledged
by the government to these efforts.

As part of China’s drive towards
internationalisation of its T&C business,
a series of preferential policies have been
implemented to encourage T&C manu-
facturers to invest more in other devel-
oping countries, particularly in LDCs.
China’s overseas investment in T&C is
expected to grow faster in the coming
years as mutually beneficial cooperation
between China and other developing
countries proceeds rapidly (ILO 2005).

Governments at the provincial level are
equally active in promoting the T&C sec-
tor. For example, the Huoshan govern-
ment is planning to establish a new textile
city housing more than 1,000 textile fac-
toties by combining small villages.” Simi-
larly, the Sinkiang government plans to
implement several projects to train textile
players, including 80,000 skilled workers,
in collaboration with textile colleges
spread across the country. **

2.1.2. General Support

An example of general support provided
in preparation for the termination of
ATCis infrastructure support. As reported
by USITC (2004), China invested heavily
in infrastructure throughout the country,
including a major highway system linking
western China with the more developed
eastern part of the country. In terms of
location, industry sources indicate that the
shipping time from China to the West
Coast of the US is relatively short, par-
ticularly compared to many of the Asso-
ciation of South East Asian Nations
(ASEAN) countries or India. China is also
investing in deep water port facilities that
will further shorten shipping time.

Similarly, the government operates six dif-
ferent types of developmental zones, out
of which SEZs are of tremendous sig-
nificance to the T&C sector. Since these
zones were established mainly to attract
foreign investment, several benefits, in-

cluding revenue foregone, have been pro-
vided by the government to enterprises
established within the SEZs (WTO
2006c¢).

Given the tradition of strong govern-
ment, budgetary support to loss-making
SOE:s is still in force. However, both the
magnitude and type of support have
changed. For example, overall budgetary
support for loss-making SOEs was
Yuan 21.8 billion in 2004, compared to
Yuan 30 billion in 2001, when China
joined the WTO. As clarified by the Chi-
nese authorities to the WTQO, subsidies for
'operational losses' had been phased out
by 2001 but losses' due to price controls
and other government policies are com-
pensated by the government (WTO
2006c¢).

All the exporters are entitled to VAT re-
bates, the rates of which differ from sec-
tor to sector. T&C exporters are, for ex-
ample, provided with an 11 percent VAT
rebate (WTO 2006¢). In relation to in-
come tax, only foreign investment entet-
prises seem to be receiving such benefits,
contingent upon their export perfor-
mance. Directed credit used to be the
norm rather than the exception in China.
Although credit policies have been relaxed
over the yeats, they are still 'guided' into
certain sectors (WTO 2006c¢).

2.2. Indonesia
2.2.1. Specific Support

Like other governments, replacement of
machinery and upgradation of technol-
ogy seems to be the foremost priority
of the Indonesian government. Accord-
ing to the Ministry of Industry, half of
the machinery at Indonesia’s textile plants
are more than 15 years old and in need
of repairs and upgrades in order to en-
hance competitiveness.

At the request of the government, a num-
ber of local banks agreed in January 2006
to provide US$100 million in the form
ofloans to companies in the weaving and
spinning industries with a good financial



track record, with another US$250 mil-
lion coming from the World Bank's pri-
vate financing arm, the International Fi-
nance Corporation (The Jakarta Post
2006; US Embassy 20006a).

Similarly, Bank Indonesia agreed to the
government's request to offer enhanced
loans to manufacturers of 2 trillion ru-
piah (US$211 million), which would be
used for replacing aging machinery.

The government has also made an an-
nouncement to cut Terminal Handling
Charges (THCs) for 20-foot containers
in all domestic ports from US$150 to
US$95 (EmergingTexiltes.com 2006c).
The Indonesian textile sector has wel-
comed the government's move to lower
the THC:s at seaports stating that the re-
duction would partially compensate for
the massive increases in production costs
due to recent fuel price increases, and
would save the jobs of 250,000 work-
ers.”” With a view to cutting the cost of
shipping, the government has planned to
scrap the 10 percent VAT currently im-
posed on freight handling,

The Ministry of Finance announced on
17 April 2006 that it plans to abolish im-
port duties on raw materials for textiles,
beverages, footwear and electronics as
part of an effort to boost growth in these
industries. Reportedly, the government is
also considering exempting commodity
goods produced by those four industries
from VAT. The government currently
applies between 5 percent and 15 pet-
cent import duties on raw materials for
these sectors, and a 10 percent VAT on
the goods they produce (US Embassy
20006Db).

2.2.2. General Support

Atthe general level, several incentives have
been granted to exporting manufactured
products. These are: restitution (draw-
back) of import duty on the importation
of goods and materials needed to manu-
facture the exported finished products;
exemption from VAT and sales tax on
luxury goods and materials purchased

domestically, to be used in the manufac-
turing of the exported products, and the
import of raw materials required regard-
less of the availability of comparable
domestic products. *

The industrial firms which are located in
SEZs (called 'bonded areas' in Indone-
sia) are provided with a number of in-
centives, including exemption from im-
port duty, excise, withholding income tax,
and VAT on luxury goods on the impor-
tation of capital goods and equipment
including raw materials for the produc-
tion process.”” With the aim of attracting
more foreign investment, the government
plans to create eight new SEZs. The ma-
jor focus of the proposed SEZ in Java is
on export-oriented industries, including
the T&C industry (US Embassy 2006c).

2.3. Vietnam
2.3.1. Specific Support

Vietnam, being a non-market economy,
has been a major target of attack by the
textile lobby as well as politicians of the
developed countries, particularly the US.
In a press release issued by National
Council of Textile Organisations
(NCTO), Chairman Jim Chesnutt has
been quoted as saying: "Vietnam is cut-
rently subsidising its textile and apparel
sector through preferential interest rates,
wage controls, rent holidays, export sub-
sidies, preferential tax rates and direct in-
vestment from the Vietnamese govern-
ment totalling billions of dollars" (NCTO
20006). On a similar note, in a letter ad-
dressed to the US Trade Representative
dated 13 June 2006, which is signed by
44 Republican and Democrat Congress
members, they labelled Vietnam’s growth
of exports in the US market as massive
and disruptive, "cleatly aided by Vietnam’s
ability to artificially lower prices through
its state sponsored system."

Very limited information on government
support to the T&C sector is available
from country sources. As per the avail-
able information, in 2001, the govern-
ment ratified the development strategy for

COUNTRY INFORMATION
ON GOVERNMENT SUPPORT

Bestides technology

upgradation, reduction in

infrastructure charges and

establishment of SEZs
have been the major

Jfeatures of the government

support programime in
Indonesia
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Vietnan, which provides

support for export

promotion of the T&>C

sector, has made a

commitment to phase them

out during its accession to

the WTO

the T&C industry and initiated several
measures to support the strategy’s imple-
mentation (Decision 55/2001/QD-TTg).
The strategy included financial support for
projects to develop cotton-growing ar-
eas; infrastructure for textile industrial
zones; preferential loans for capital invest-
ment in textile weaving, dyeing and fin-
ishing sectors; subsidies for export pro-
motion and performance incentives; and
lower fees for US-bound garment ex-
ports.”® Under Decision 55, while total
spending reached Viet Nam Dong
(VND) 35 trillion (US$2.19 billion) dur-
ing 2001-2005, for 2006-2010, the tat-
get is VND 30 trillion (US$1.87 billion)
(Vietham Economy 2006a; 2006b).

The number of enterprises relying on sub-
sidies is estimated to be 10—12 percent
of the total (Phuong 20006). Vietnam’s
government decided to end the state’s sup-
port as per a requirement made in bilat-
eral talks during the country’s accession
to the WTO. Decision 126/2006/QD-
TTg, which invalidates Decision 55, was
issued on 30 May 2006 with a view to
implementing the commitment before
Vietnam's WTO accession. The other
T&C-specific support from the govern-
ment is the zero-tariff benefit on the im-
port of textile materials, provided they
are used to produce apparel for export
purpose (EmergingTextiles.com 2002).

2.3.2. General Support

Vietnam provides several general incen-
tives to its export-otiented enterprises. For

example, the government provides tax
holidays of up to eight years for certain
enterprises, reduced corporate income
tax ranging from 5 to 25 percent for more
than 10 years (depending on the nature
of investment, exportability, and the geo-
graphical location of the industry), and
exemption from import duties and VAT
in certain sectors. Moreover, firms estab-
lished in SEZs are entitled to additional
benefits (Fletcher 2002).

According to ASEAN-China Business
Net, ? other preferential taxes and/or
tax reductions or exemptions may be
granted to companies producing ex-
ports and/or export goods. For ex-
ample, export goods are subject to zero
percent VAT. Businesses may defer the
payment of VAT on materials and sup-
plies imported for the production of
export goods within the time limit for
the deferment of import tax payment
prescribed by the Law on Export Tax
and Import Duty.

Companies, including private firms, pro-
ducing exportable items may find it easier
to access land-use rights and may be given
a 50—70 percent reduction in land rent or
an exemption from land rent for three to
six years. Export-oriented companies with
foreign investment may enjoy preferen-
tial corporate income tax rates, which are
as low as 10 percent for the whole life of
investment, plus tax holidays of up to four
years and a 50 percent reduction for an-
other four years or even eight years in
special cases. ™

Issues for discussion
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What is the rationale for most governments to focus excessively on technology upgradation and not
so much on innovation through R&D and skill development of workers?

What could be the possible survival and/or export growth strategy in the post-ATC petiod, other
than government support?

What is the role of public-private partnership and South-South cooperation in helping Asian coun-
tries strengthen their position in the global market in the post-ATC period?

What is the role of SEZs and EPZs in harnessing the potential of the T&C sector?



Chapter 4

Multilateral Discipline on
Government Support

1. Background

Market is a powerful tool for resource al-
location but it has its own limitations,
market failure being one such example.
Therefore, governments all over the world
have made investments in correcting such
failure. Although economic literature sug-
gests that government intervention can dis-
tort the pattern of resource allocation,
thereby causing inefficiency, history is re-
plete with examples of governments pro-
viding support to the economic activities
that contribute to exports, employment,
food security and economic growth. The
EU subsidy on agticulture and aircraft
manufacturing, and US subsidy on cotton
and foreign sales corporations are a few
examples. While some forms of govern-
ment support are politically motivated,
others are targeted to promote the do-
mestic industry or the agricultural sector.

Conventional economic thinking holds
that subsidies are better instruments than
tariffs for the protection or promotion
of local industries as the former, unlike
the latter, do not raise prices, hurt con-
sumers, or raise costs for users (World
Bank 1997, cited in Chang 2005). This ar-
gument has been contested mainly on the
ground that resources required for pro-
viding subsidies is extremely limited in the
developing countries in the first place
(Chang 2005). Likewise, the multilateral
discipline on subsidies tends to clip the
wings of governments trying to provide
such support.

There is, however, always a limit to gov-
ernment support. Although govern-

ments articulate legitimate goals for their
subsidy programmes, critics believe that
government subsidies may give exces-
sive protection to domestic industries.
They fear that subsidies may act as a
barrier to trade, by distorting the com-
petition that they argue develops natu-
rally in a free trading system. Export of
subsidised products may injure the do-
mestic industry producing the same
product in the importing country.
Subsidised products may even gain arti-
ficial advantages in third country mar-
kets and may even impede other coun-
tries’ exports to those markets.

Additionally, governments have been
blamed for trying to protect domestic
industries regardless of their competitive-
ness. They have often been accused of
using subsidies to needlessly prolong the
natural adjustment process. Critics of
government policies on subsidies argue
that in the short term, such subsidies may
place a domestic product in a more com-
petitive position. They may maintain or
increase the profitability of the products
and keep employment in that industry
stable. In the longer term, such subsidies,
because they do not push industries to
compete in world markets, may lead to
inefficient allocation of resources. Thus,
subsides may obstruct an industry's de-
velopment or encourage misallocation
of domestic resources.

In light of the trade-distorting nature of
subsidies, ASCM has been included in the
WTO system to prohibit subsidies that
have a particulatly high trade-distorting
effect.

Althongh economic
literature suggests that
government intervention
can distort the pattern of
resontree allocation, thereby
cansing inefficiency, history
is replete with examples of
governments providing
Sutbsidies
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as well as import
substitution subsidies

2. Multilateral Discipline
2.1. Historical Perspective

Subsidy has been historically considered
a powerful tool for enhancing competi-
tiveness of domestic enterprises vis-a-vis
foreign ones. However, efforts to regu-
late them have not been effective, not least
because of the tussle between the two
powerful economies of the world on
how to discipline the same. According to
United Nations Conference on Trade and
Development (UNCTAD) (2003: 3):
"Notably because of policy differences
between the US and the European Com-
mission (EC), the GATT treatment of
subsidies (Articles VI and XVI) has his-
torically been controversial and the disci-
plines weak."

A Subsidies Code was agreed upon in
the Tokyo Round but it skirted around
important issues. ASCM, agreed during
the Uruguay Round, has generally been
hailed as a major improvement over pre-
vious regimes as it provides for the first
time a definition of 'subsidy', lays down
detailed standards for the conduct of
countervailing duty investigations and
provides a workable multilateral discipline
on subsidies (UNCTAD 2003).

2.2 Olbyjective and Definitional Issues

The primary objective of ASCM is to
define those types of subsidies that dis-
tort trade. The Agreement prohibits two
types of subsidies — export subsidies,
which are provided to make the prod-
ucts competitive than they would other-
wise have been and thereby distort in-
ternational trade; and import-substitu-
tion subsidies, which include subsidies
given for the use of domestic products
in preference to imported products (Das
20006). The second objective is to set out
rules for trade actions that countries may
take to counter such subsidisation by
other countries.

This Chapter focuses only on export sub-
sidy, which is the main focus of this Dis-
cussion Paper. However, import-substitu-

tion subsidies are also important elements
in the multilateral disciplines on subsidies.

In order to understand what constitutes
a subsidy, analysis of Das (1999: 155) is
quite instructive: "If there is a financial con-
tribution by the government [or a public
body], or if there is income or price sup-
port, and if either of these confers a ben-
efit to production or export, a subsidy is
deemed to exist." Even if a private body
is entrusted with the responsibility of pro-
viding such support on behalf of the
government, it will be considered a sub-
sidy.”! Further, it has been clarified by the
Appellate Body of the WTO that it is the
benefit to the recipient that matters, as op-

posed to the cost to the government.”?

Assuming that a measure is a subsidy
within the meaning of ASCM, it, never-
theless, is not subject to ASCM unless it
has been specifically provided to an en-
terprise or an industry or a group of en-
terprises or industries. The basic principle
is that a subsidy that distorts the alloca-
tion of resources within an economy
should be subject to discipline. Where a
subsidy is widely available within an
economy, such a distortion in the alloca-
tion of resources is presumed not to oc-
cut. Thus, only 'specific' subsidies ate sub-
ject to ASCM disciplines” (Box 4.1).

There are four types of 'specificity’ within
the meaning of the ASCM:

Enterprise specificity. A government targets
a particular company or companies for
subsidisation. For example, a subsidy of
US$618 million, alleged to have been pro-
vided by China for the bail-out of its state-
owned enterprise, WorldBest.*

Industry specificity. A government targets a
particular
subsidisation. For example, subsidised and/
or preferential credit provided by several
Asian countries — including Bangladesh,
China, India, Pakistan, Sti L.anka and Viet-
nam — to their T&C exporters.

sector or sectors for

Regional specificity. A government targets
producers in specified parts of its terri-



Source: Das (1999).

Specificity is defined both in positive and negative
terms. A subsidy is specific if access to it is explicitly
limited to specific enterprises or specific industries.
For subsidies to be considered 'general' and not 'spe-
cific', the following conditions have to be fulfilled:

a) Objective criteria or conditions have been o)
established for the eligibility of enterprises
or industries to obtain the subsidy and also
for the quantum of the subsidy;

Definition of Specific Subsidies

b) The criteria ot conditions so established are:
) neutral, i.e., they do not favour certain
enterprises over others;

1i) economic in nature;
iif) horizontal in application, e.g,, number of

employees, size of the enterprise;

Eligibility is thereby made automatic; and

d) The criteria or conditions are clearly laid
down in laws, regulations or other official
instruments and are capable of verification.

tory for subsidisation. For example, De-
velopment Assistance Fund of Vietnam
was established to assist in the implemen-
tation of important economic projects
and the development of disadvantaged
areas, which include: preferential invest-
ment credit for development contingent
upon export criteria; preferential devel-
opment credit for investment contingent
upon localisation ratios; and other pref-
erential investment credit for development

(WTO 2006d).

Probibited subsidies. A government targets
export goods or goods using domestic
inputs for subsidisation.” For example,
as discussed above, the Indian govern-
ment has planned to establish yarn de-
pots for strengthening the supply of yarn
for the use of domestic textile factories.

2.3. Types of Subsidies

Not all subsidies are prohibited by
ASCM. Therefore, they have been
categorised as prohibited subsidies and
actionable subsidies, according to the cut-
rent WTO discipline. It originally con-
tained a third category: non-actionable
subsidies. This category existed for five
years, ending on 31 December 1999.

2.3.1. Probibited Subsidies

Subsidies that require recipients to meet
certain export targets, or to use domestic
goods instead of imported goods are
considered prohibited subsidies. They are

prohibited because they are specifically
designed to distort international trade, and
are, therefore, likely to hurt other coun-
tries” trade. ™ Even if a subsidy is not for-
mally dependent on export performance
but is in fact tied to actual or anticipated
exports or export earnings, it will still fall
under the prohibited export subsidy (Das
1999).

Annex I of ASCM provides an illustra-
tive but not exhaustive list of export sub-
sidies (which are appended on Annex 3),
the major ones of which are: direct pay-
ment of subsidy to a firm or an industry
based on export performance; exemp-
tion, remission or deferral of direct taxes;
exemption or remission of indirect taxes;
provision of export credit guarantees; and
grant of export credit at a relatively lower
rate.

Import substitution subsidies, as defined
by Article 3.1 (b) of ASCM, which too
are prohibited, are subsidies contingent,
whether solely or as one of several other
conditions, upon the use of domestic
over imported goods.

2.3.2. Actionable Subsidies

In this category, the complaining country
has to show that the subsidy has an 'ad-
verse effect’ on its intetests. Otherwise the
subsidy is permitted. According to Das
(1999), the term 'adverse effect' has three
alternative elements, any one of which, if
present, may be enough to get the action

Subsidies that reguire

recipients to meet certain

export targets, or to use

domestic goods instead of

imported goods are
considered prohibited

subsidies
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initiated. These elements are elaborated
below.

Material injury or threat of material injury:
One country’s subsidies can hurt a do-
mestic industry in an importing country.”
It needs to be noted that injury is related
not only to an existing industry but also
to the future establishment of an indus-
try. The determination of injury involves
an objective examination of the volume
of subsidised import; the effects of the
subsidised imports on the prices of like
products in the domestic market; and the
consequent impact of the imports on the
domestic producers of these products

(Das 1999).

Serious prejudice or the threat of serious preju-
dice: One country’s subsidies can hurt rival
exporters from another country when the
two compete in a third market. * There
is a presumption of existence of serious
prejudice if a subsidy on a product ex-
ceeds 5 percent of the value of produc-
tion; the subsidy is given to cover operat-
ing losses of an industry; if the repeating
subsidy covers the operating losses of an
enterprise beyond a one-time subsidy for
this purpose and if there has been direct
forgiveness of debt, including grants to
cover debt repayment (Das 1999).

Nullification or impairment of benefits under
GATT 1994: Domestic subsidies in one
country can hurt exporters trying to com-
pete in the subsidising country’s domestic
market,” thereby 'nullifying and impair-
ing' the market access concession granted
to the exporting country through tariff
binding commitment made as per Article

1T of GATT 1994.

2.4. Special and Differential
Treatment

The Agreement appreciates that develop-
ing countries, which are at a low level of
economic development, encounter cet-
tain natural handicaps. In order to over-
come these hurdles and provide a level
playing field for the enterprises of devel-
oping countries to compete with very
strong trading enterprises having superior

human, financial and technological re-
sources, a certain degree of support from
the government may be necessary. Besides,
developing countries use subsidies as an
important policy instrument for facilitat-
ing export diversification into higher value-
added products so as to achieve struc-
tural transformation. For these reasons, a
special dispensation for developing coun-
tries in general and LDCs in particular has
been considered necessary (Das 1999).
The special and differential treatments
(S&DTs), allowed at present by the
ASCM™, are as follows.

Article 27.2 exempts two groups of de-
veloping countries (provided in Annex VII
of the Agreement) from the prohibition
of export subsidies. These include:

a) LDCs designated as such by the
United Nations which are Members
of the WTO; and

b) Each of the following developing
countries which are Members of the
WTO until their per capita income
reaches US$1,000 per annum*: Bo-
livia, Cameroon, Congo, Cote
d'Ivoire, Dominican Republic,
Egypt, Ghana, Guatemala, Guyana,
India, Indonesia, Kenya, Morocco,
Nicaragua, Nigeria, Pakistan, the
Philippines, Senegal, Sri Lanka and
Zimbabwe.

Articles 27.4 and 27.5 of ASCM, how-
ever, impose restrictions on the use of
export subsidies by the developing coun-
tries. If a country reaches export com-
petitiveness in a certain product, the
Agreement requires that the export sub-
sidy on that product be phased out over
a period of eight years. According to
ASCM, export competitiveness in a prod-
uct exists if a developing Membet's ex-
port of that product has reached a share
of at least 3.25 per cent in world trade
of that product for two consecutive cal-
endar years.

It should be emphasised that even if the
Agreement allows some developing coun-
tries to implement export subsidies, it does



not make the exports from these countries
immune from countervailing duties. If the
conditions for introducing countervailing
measures are met (discussed below in sub-
section 2.5), then other Members can im-
pose countervailing measures on subsidised

imports from the developing countries and
the LDCs.

It should, however, be noted that coun-
tries that are not the founding Members
of the WTO and have become Mem-
bers through accession were largely de-
nied these S&DTs. Among the newly ac-
ceded countries from Asia, while LDCs
such as Cambodia and Nepal were able
to retain the right to provide export sub-
sidy, countries such as China and Vietnam
have been made to abide by the disci-
plines on subsidy from the date of their
accession and have not even been granted
the transitional period. They were asked
to make commitments, among others, to
terminate, phase out, bind or not to in-
troduce prohibited export subsidies
(WTO 2006c¢).

Vietnam’s request to be included in the
Annex VII exemption, based on its low-
income country status (including a per
capita gross national product-GNP of
less than US$1,000), was turned down by
the Working Party on the ground that the
list provided in the Annex is exhaustive
and cannot be expanded to include new
countries. Moreover, as Vietnam was ac-
ceding to the WTO after the expiry of
the phase-out period for export subsi-
dies by developing countries, the Work-
ing Party decided that the country should
phase out its export subsidy schemes upon
accession (WTO 2006d).

2.5. Remedies

Two types of remedies exist under
ASCM: unilateral and multilateral. Certain
disciplines have been imposed based on
the type of damage subsidies cause or
are likely to cause to the industry con-
cerned. ASCM uses the three terms 'ad-
verse effects', 'serious prejudice’ and 'ma-
terial injury' to indicate certain conditions
that must be met for remedies to be ap-

plied, and which track should be followed
for initiating remedial actions (UNCTAD
2003).

In case material injury or its threat exists,
a country may impose countervailing
duties on the subsidised product to com-
pensate for the effect of a subsidy or may
take the dispute settlement route and have
the subsidy removed. Elaborate rules have
been prescribed for determining injury
and the quantum of subsidisation, which
have been the subject of disputes in the
WTO. In the case of the existence of se-
rious prejudice, there is only one route
of relief; a country may resort to the dis-
pute settlement process to have the sub-
sidy removed (Das 2000).

The purpose of the unilateral track is to
re-establish the level playing field for do-
mestic producers, which face competi-
tion from subsidised imports. Thus, the
imposition of a countervailing duty sup-
posedly will offset the unfair advantage
that foreign exporters gained as a result
of subsidisation. As the relevant proce-
dure is 2 domestic one, ASCM contains
various procedural obligations that au-
thorities wishing to investigate injurious
subsidisation must comply with.*

Multilateral disputes relating to subsidies
involve developed as well as developing
countries. So far, the US has been the
major respondent in these cases followed
by Canada. The Asian developing coun-
tries have been respondents in a limited
number of cases, with India, Indonesia
and the Philippines being the respondents
in a few cases. Moreover, government
support provided to the T&C sector had
not been challenged until recently because
of the reasons outlined in Box 4.2.

A recent decision of the US to set up a
dispute settlement panel to remedy the
problem emanating from alleged Chinese
subsidy is probably the first case which
will bring government support provided
to the T&C sector under the close scru-
tiny of the WTO. The US alleges that the
nine Chinese government programmes in
question use a series of tax refunds, re-

MULTILATERAL DISCIPLINE ON
GOVERNMENT SUPPOR'

Even if ASCM allows somze
developing conntries to provide
export subsidies, it does not
matke the exports from these

countries immune from the

countervailing duties
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Most of the subsidies provided to the T&C indus-
tries in the countries reviewed are either prohibited
or actionable. However, such subsidies, as noted
above, had not been challenged until recently. There
are three plausible reasons for this.

First, the availability of other trade remedy measures
had made the initiation of a countervailing or dis-
pute settlement proposition unattractive. Second,
most countries provide subsidies in a discrete man-
ner and do not notify them to the WTO, despite the
obligation to do so under ASCM. Third, three de-
veloping countries, which have been included in the
Annex VIl list of ASCM, namely India, Pakistan and

Reasons for Non-action against T&C Subsidies

Indonesia are yet to cross the threshold of GNP per
capita of US$1,000. This exempts them from the
normal disciplines on export subsidy outlined in ASCM.
Similarly, Bangladesh, being an LDC, is allowed to
continue export subsidy as long as it remains within
this category.

However, the subsidies provided by Sri Lanka can be
challenged at the WTO now that the country has
crossed the threshold. Its GNP per capita now stands
at US$1,200, which makes it vulnerable to challenges
from the developed countries. Since China and Viet-
nam are also not included in the Annex VII list, they
too are in a vulnerable position.

A recent challenge of the
Chinese subsidy by the US
and Mexico at the WTO

is probably the first case

initiated against the Asian
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TC subsidy

ductions and exemptions to subsidise
exportts by foreign investors in China and
their Chinese business partners, and en-
courage the consumption of domestic
equipment and other manufacturing in-
puts over imported equivalents (ICTSD
2007a).

According to the US Trade Representa-
tive (USTR) office, these programmes are
available for all products made in China
but are particularly used for steel, com-
puters, clothing and other manufactured
products. The partly foreign-owned com-
panies that are eligible for these subsidies
account for some 60 percent of Chinese
manufactured exports. Chinese exporters
who meet certain requirements are ex-
empted from sales tax (ibid.). Mexico

filed a similar complaint against China on
28 February 2007 (ICTSD 2007b).

Since consultation with China failed to
yield results, the US officially requested
the WTO on 12 July 2007 to create a dis-
pute settlement panel to examine its claim
that a range of Chinese government tax
policies have been effectively serving as

illegal subsidies. Mexico has not formally
requested for setting up a panel butis likely
to follow suit (ICTSD 2007c).

Although the US textile industry group
NCTO had requested USTR to impose
countervailing duty against Chinese sub-
sidies®, the latter seems to have taken re-
course to a multilateral mechanism for the
settlement of dispute. There may be two
reasons for this.

First, the US Department of Commerce,
which is entrusted with the responsibility
of imposing countervailing measures
against subsidies, feels that it is difficult to
unpeel the subsidies.** Second, the multi-
lateral mechanism too seems to provide a
relatively swift remedy on the issue of sub-
sidy. It is worth noting that ASCM pro-
vides for a rapid dispute settlement mecha-
nism, whereby it is necessary for the panel
to prepare and circulate the report within
90 days of the date of composition and
establishment of the panel’s terms of ref-
erence.”” Under normal circumstances,
panel issues report only after six months
from the date of its composition.



MULTILATERAL DISCIPLINE ON
GOVERNMENT SUPPOR'

Issues for discussion

Why are the maximum number of subsidy-related disputes among developed countries themselves
and not so much with developing countries?

How are SEZs or EPZs regulated under the multilateral discipline?

Are the S&DT provisions included in ASCM sufficient to address the development needs of devel-
oping and least developed countries?

Should the countries acceeding to the WTO be given some flexibilities in the application of ASCM
rules, which are available to existing WTO Members at a comparable level of development?
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Chapter 5

Some Analytical Issues

1. Summary Analysis of
Government Support

The phasing out of T&C quotas on 1
January 2005 represents both opportuni-
ties and threats for Asian countties, de-
pending mainly on the level of competi-
tiveness of each individual country. There-
fore, government support measures pro-
vided, whether before or after the phas-
ing out of quotas, can be broadly con-
sidered a 'survival strategy' for some play-
ers but a 'preparedness strategy' for some
others eager to take advantage of the
potential market access opportunities.

In Asia, some governments have been
highly proactive, while others appear to
be reactive in terms of providing sup-
port to the T&C sector. Governments
tend to keep the support to industry, par-
ticularly for export-oriented sectors, as
discreet as possible, mainly due to the fear
of falling foul of ASCM.

For the T&C sector, the support and in-
centives provided by various governments
can be either general or specific. Some
governments provide tax exemptions to
all export-oriented enterprises while other
incentives or support could be specifi-
cally targeted at the T&C sector. For ex-
ample, the support provided for the im-
portation of T&C machinery to facili-
tate technological upgradation is consid-
ered a specific assistance targeted at the
T&C sector.

While some support has been provided
only by the government, others have been
undertaken through public-private part-
nership or with the private sector react-
ing to incentives provided by the gov-

ernment. For example, the Sri Lankan
government is working together with in-
dustry groups to create a 'brand image'
for Sri Lankan appatels. Another example
could be that the private sector in China
and Pakistan have reacted positively to the
stimulus provided by their governments,
reducing tariffs on the import of T&C
machinery.

Based on the type and magnitude of sup-
port provided by various governments,
one can notice the following patterns:

First, support is the function of the abil-
ity as well as the willingness of govern-
ments to provide assistance. Therefore,
better-resourced countries like China
seem to have provided more assistance
compared to, say, Indonesia. Govern-
ments that pursue active industrial poli-
cies tend to provide higher levels of sup-
port, which can also be seen from the
examples of China and India vis-a-vis
Indonesia and Sri Lanka.

Second, maintaining and improving com-
petitiveness being the key to sutrvival in
the post-quota wotld, investment in tech-
nological upgradation and modernisation
of the T&C sector has been the most
widely utilised form of support in all the
countties reviewed. While some countries
reduced tariffs on import of machinery
and equipment, others provided prefer-
ential credit or cash support to enterprises
to help firms modernise themselves.

Third, two types of support, which are
general and applicable for all exporting
enterprises, are prevalent in all the coun-
tries reviewed. They are, first, operation
of SEZs or EPZs and, second, refund

Governments that pursue
active industrial policies

tend to provide higher levels
of support
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required to establish, if
any, correlation between the
magnitude of government
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sector and excport growth

28

of and reductions in excise duty, sales
tax and VAT for inputs — goods and/or
services — used in export processing.
Similarly, duty reduction in the import
of inputs also figures as a prominent
means for supporting export-oriented in-
dustries.

Fourth, reductions in the prices of infra-
structure such as rebate/reduction in util-
ity charges is found to be the least used
(or least reported) form of government
support. Even in the case of Bangladesh,
where this facility is provided to export-
oriented enterprises, the scheme seems to

have been only recently introduced,
through the Industrial Policy of 2005.

Fifth, income tax exemption for export-
ing sectors, an extensively used form of
government support in the past, is not
the norm anymote as some governments
have recently discontinued such facility.
Others charge income tax at reduced rates
for export-oriented enterprises.

2. Policy Issues

The countries reviewed in this paper hap-
pen to be those that have achieved con-
siderable export gains in the post-quota
period. However, further research is re-
quired to establish, if any, correlation be-
tween the magnitude of government sup-
port and export growth.

For example, it may not be possible to
ascribe the success of Bangladesh in the
post-quota period to government sup-
port because a host of literature (see, for
example, Razzaque and Raihan 2000;
Unnayan Shamannay 2006; Adhikari and
Weeratunge 2007; IMF 2007) as well as
the views of the major stakeholders re-
veal that Bangladesh’s success is due to
the temporary safeguards imposed on
China; higher value addition in knit gar-
ments resulting in the fulfilment of EU
ROO criteria for duty-free access under
the Everything But Arms (EBA) initia-
tive; and a depreciation of Bangladeshi
currency, which has resulted in increased
competitiveness of Bangladeshi exports
in the global market.

Similarly, it may not be possible to as-
cribe Sri Lanka’s success to government
support due to two primary reasons. First,
the government support, in financial
terms, has been minimal. Second, the ef-
forts of the private sector to focus on
product diversification by identifying
niche products and initiating an ethical
clothing campaign, have yielded impres-
sive results, which cannot be discounted
at any cost (Adhikari and Weeratunge,
forthcoming).

While Industrial Policy is necessary to tap
the opportunities available in the post-
ATC period and enable countries to face
competition from countries with high
potential, a continuation of government
support to the T&C sector also raises four
major questions.

First, much of the support seems to have
resulted from 'demonstration effect' with
the countries trying to replicate a success-
ful model of other countries without
conducting a proper cost-benefit analy-
sis. Given the fact that government sup-
port to the industry has severe budgetary
implications and its sustainability can be
questioned, it is vital that the governments
conduct such an analysis before provid-
ing any form of support.

Second, there is a political economy as-
pect intrinsically linked to the support
because the T&C sector, being a major
contributor to the national economy, is a
powerful lobby in most Asian developing
countries. They can exert considerable
pressure on the government to provide
new forms of support or continue exist-
ing measures even when marginal benefits
of such support may not justify the costs.
Some support measures that were
provided during the period of quota re-
striction have outlived their utility in the
present day competitive and relatively freer
trading environment. Such support, which
was never meant to be perpetual, should
have been phased out after the sectors
reached a competitiveness threshold.

Third, given the fact that most of these
governments have limited resources, fi-



BOX:5.1

Rather than providing specific support to the T&C sec-
tor, a government is better off investing resources to
improve trade facilitation measures, which will pro-
duce benefits for the entire trading activities of the
country, both imports and exports, including for the
T&C sector. Let us consider the following case. It takes
57 days to import a consignment into and 35 days to
export a consignment from Bangladesh. The corre-
sponding figures for Sti Lanka are 27 days and 25 days,
respectively.* Given the distance of Bangladesh from
the major markets, it is assumed that Bangladesh will
not be able to bring these times on a par with those of
Sti Lanka at least in the short run. However, even if
Bangladesh halves the differences in the times, it would
be able to reduce the time taken for export by five
days and the time taken for import by 15 days.

Hummels (2001) estimates that each day saved in ship-
ping time is worth 0.8 percent ad valorem duty for
manufactured goods. If Bangladesh can save five days
in its export time, it would be able to make a saving of
4 percent on its export costs. Razzaque (2005) estimates
that for the woven garments, 75 percent of inputs are
sourced from outside. If Bangladesh can reduce the
import time by 15 days as mentioned above, it can

Investing in Trade Facilitation

reduce the cost of its exports by 9 percent (15 days x
0.8 percent saving x 75 percent imported inputs).
Therefore, by investing in trade facilitation measures
and improving the delivery time, Bangladesh’s exports
can become 13 percent more competitive in the glo-
bal market. In the long run, if Bangladesh is able to
match the current level of the efficiency of Sri Lanka,
it would become 26 percent more competitive in the
global market than it currently appears to be.

It is encouraging to note that such efforts are already
under way in Bangladesh. Realising the continued lack
of efficiency in the Chittagong port, a range of re-
form measures have been taken. These have led to a
reduction in the average turnaround of ships from
nine days to four days. The shipping costs of con-
sighments have been reduced by 20 percent. Overall,
the efficiency level of the port has increased by 40
percent and the costs have been reduced by 30 per-
cent (Ministry of Finance 20072). Similarly, efforts are
under way to construct a new terminal with the help
of private management. Likewise, the technical and
financial feasibility studies of the proposals for build-
ing a deep sea port have been completed (Ministry of
Finance 2007a).

nancial support to the T&C sector may
crowd out public investments in other
sectors of the economy such as agricul-
ture, education and health, which have far
greater human development spin-offs. As
described in Box 5.1, investment in im-
proving trade facilitation measures may
have a greater pay-off for the entire trad-
ing sector. Therefore, it is advisable for
governments to conduct a thorough
study on this aspect as well.

Fourth, in providing subsidies for export
development in general and boosting
T&C exports in particular, these Asian
countries may be violating the provisions
of ASCM, thereby making themselves
vulnerable to trade remedy measures by
the importing countries. The fact that such
challenges had not been initiated in the

past provides no reason for complacency.
The recent dispute initiated by the US and
Mexico over the subsidies provided by
China, among others, to the T&C sector
demonstrates such vulnerability. There-
fore, it is advisable for a country to pro-
vide 'general' support rather than 'specific'
support targeted at export-oriented in-
dustries in general and the T&C sector in
particular. As noted above, such general
support could be in the form of creating
infrastructure for the industties, improv-
ing trade facilitation measures, investing
in human capital, which will help coun-
tries increase their productive capacity vis-
a-vis other competing countries. Invest-
ment in human capital, for example, will
help these countries move up the value
chain by producing higher value-added
products.

Financial support to the

T&>C sector may crowd

out public investments in

other sectors, which have
Jar greater buman

development spin offs
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Issues for discussion

o What are the subsidies still provided to the T&C sector though they have outlived their utility?

o Why are the rebates/reductions in utility charges the least used forms of government support despite
their visible impact on the competitiveness of the T&C industry?

o How can improved trade facilitation measures be useful for the Asian governments to enhance their
competitiveness in the T&C industry?

o How valid is the argument that the government support to the T&C sector may crowd out public
investment in other sectors with higher human development spin-offs?

o What is the role of political economy factors in determining the type and magnitude of government
support to the T&C sector?
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Conclusion

Government support to the T&C
sector is widely prevalent in Asia.
The support measures are provided to
the industry to help them enhance their
competitiveness, which is rather limited
due to several demand- and supply-side
factors.

On the demand side, these countries are
at a competitive disadvantage vis-a-vis
Sub-Saharan African, Caribbean, East
European and North African, Latin
American, and Pacific countries, which are
the beneficiaries of preferential market
access schemes in the major markets of
the world.

On the supply side, a low level of human
capital, technological backwardness,
infrastructural handicaps, limited trade
facilitation measures, high costs of pro-
curing inputs and limited access to credit
are stifling competitiveness.

Protagonists of an active industrial policy
are of the opinion that such support mea-
sures are helpful in enhancing competi-
tiveness of most Asian countries, and gov-
ernments should have the right to make
use of them as long as they need them.

The budgetary implications of such sub-
sidies, including their tendency to crowd
out investment in other economic and
social sectors, which may have better hu-
man development spin-offs, are, how-
ever, a cause of concern. This is particu-
larly so due to political economy factors.
Since the T&C industry is a powerful
lobby, it is able to exert considerable
pressure on the government to provide
such support. Sectors like agriculture,
health, education and infrastructure are

too general to be of interest to any
particular lobby, and they tend to be
marginalised in the process of allocation
of public resources.

Policymakers are advised to provide gen-
eral support to the industrial sector as a
whole rather than providing specific sup-
port to export-oriented industries or the
T&C industry in particular. This is more
so for a country like China, Sri Lanka and
Vietnam, which are not exempted from
any discipline of ASCM. However, coun-
tries such as Bangladesh, India, Indonesia
and Pakistan can continue to provide spe-
cific support, if they so desire, as long as
they do not reach the threshold stipulated
in ASCM.

While providing support to the T&C sec-
tor, a gradualist approach is better suited
due to legal (because of ASCM) as well
as economic reasons (in order to reduce
burden on public resources). There should
be a 'sun set' clause with credible mile-
stones and deadlines for the phasing out
of support. Apart from the Indian
government’s policy of discontinuing in-
come tax exemptions to exporters, the
recent decision of Bangladesh to with-
draw zero-duty facility for the import of
textiles machinery is an example worth
highlighting.

If support becomes inevitable, it is nec-
essary for the governments to explore
three other forms of financing in order
to reduce the burden on budgetary re-
sources, both due to support provided
and revenue forgone.

First, as has already been initiated in many
countries, including Sri Lanka, the poten-

The general support not
only provides economy wide
benefits but also are in line
with the requirements of

the WTO
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tial for public-private partnership between
the government and consortia of export-
ers should be utilised to the extent pos-
sible to develop this sector. Cost sharing
should be encouraged in every support
programme.

Second, it may be possible to charge the

industry nominal user fees, and gradually
increase the same over time.

Third, governments should try to obtain
technical assistance from various multi-
lateral and bilateral donors, as has been
done in Bangladesh, to support some of
these initiatives.



Annex 1

Recent Trend in T&C Imports of Two
Major Markets

Table Al: Share in US Imports of T&C Products

86,703,575 100.0 92,595,009 100.0 96,201,234 100.0

China

row

Indonesia

Pakistan

Source: USITC Interactive Tariff and Trade DataWeb.
Note: 137 African countries that are eligible for AGOA benefits.
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Table A2: Share in US Imports of T&C Products

8,379,007 100.0 9,020,184 1000 9,333,506 100.0

China

row

Source: USITC Interactive Tariff and Trade DataWeb.
Note: 137 African countries that are eligible for AGOA benefits.

34



Table A3: Share in EU Imports of T&C Products

EU-Extra Trade

row

China

EU-Extra trade/ 46.4 — 47.8 — 49.7 — — —
Total EU trade

Source: Eurostat.
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Table A4: Share in EU Imports of T&C Products

EU-Extra Trade

row

China

Indonesia

Sri Lanka

Cambodia

EU-Extra trade/ 43.8 = 49.0 55.0 — —
Total EU trade

Source: Eurostat.
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Table A5: US and EU combined T&C imports, 2004-2006.

Value (in 1,000 US$)
Vi
Volume (in 1,000 Kg)

Source: USITC Interactive Tariff and Trade DataWeb; Eunrostat.
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Annex 2

An indicative chart of governments’
support to the T&C Sector in seven
Asian countries

Support measures Countries

BD IN IS SL

Support for technological upgradation

-]
~

Subsidized/preferential credit

Creation/designation of textile/garment cities/village

Special economic/export processing zones

Duty reduction for the import of inputs/machinery

0
z
<
z

Excise, sales tax, VAT refund/reduction

Income tax rebate/reduction

T&C specific infrastructure support

Incentives for use of local inputs/outputs

Reduction in price of infrastructure

Export credit insurance

Subsidies to loss making state owned enterprises

Writing off of upaid debt / debt forgiveness

Human resource/skills development

Image building/quality improvement campaign

R&D support

Strengthening domestic capacity to supply inputs

T&C specific All exports N/A*

Shade signs

Country abbreivations BD: Bangladesh; CN = China; IN = India; IS = Indonesia; PK = Pakistan; SI. = Sri Lanka; VN = Vietnam

*The areas shaded in white do not necessarily mean that the government support is not existing, but that the information is not available.
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Annex 3

Annex | of ASCM - lllustrative
List of Export Subsidies

@

®)

©

Y

©

®

The provision by governments of
direct subsidies to a firm or an in-
dustry contingent upon export pet-
formance.

Currency retention schemes or any
similar practices which involve a
bonus on exports.

Internal transport and freight charges
on export shipments, provided or
mandated by governments, on terms
more favourable than for domestic
shipments.

The provision by governments or
their agencies either directly or in-
directly through government man-
dated schemes, of imported or do-
mestic products or services for use
in the production of exported
goods, on terms or conditions more
favourable than for provision of
like or directly competitive prod-
ucts or services for use in the pro-
duction of goods for domestic
consumption, if (in the case of
products) such terms or conditions
are more favourable than those
commercially available’” on world
markets to their exporters.

The full or partial exemption remis-
sion, or deferral specifically related
to expotts, of direct taxes™ or so-
cial welfare charges paid or payable
by industrial or commercial enter-
prises.”

The allowance of special deductions
directly related to exports or export
performance, over and above those
granted in respect to production for

©

()

®

domestic consumption, in the calcu-
lation of the base on which direct
taxes are charged.

The exemption or remission, in re-
spect of the production and distri-
bution of exported products, of
indirect taxes in excess of those lev-
ied in respect of the production and
distribution of like products when
sold for domestic consumption.

The exemption, remission or defer-
ral of prior stage cumulative indi-
rect taxes on goods or services used
in the production of exported prod-
ucts in excess of the exemption, re-
mission or deferral of like prior
stage cumulative indirect taxes on
goods or services used in the pro-
duction of like products when sold
for domestic consumption; pro-
vided, however, that prior stage cu-
mulative indirect taxes may be ex-
empted, remitted or deferred on
exported products even when not
exempted, remitted or deferred on
like products when sold for domes-
tic consumption, if the prior stage
cumulative indirect taxes are levied
on inputs that are consumed in the
production of the exported prod-
uct (making normal allowance for
waste).”” This item shall be intet-
preted in accordance with the guide-
lines on consumption of inputs in
the production process contained in
Annex 11

The remission or drawback of im-
port charges58 in excess of those
levied on imported inputs that are
consumed in the production of the
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()

exported product (making normal
allowance for waste); provided,
however, that in particular cases a
firm may use a quantity of home
market inputs equal to, and having
the same quality and characteristics
as, the imported inputs as a substi-
tute for them in order to benefit from
this provision if the import and the
corresponding export operations
both occur within a reasonable time
period, not to exceed two years.
This item shall be interpreted in ac-
cordance with the guidelines on con-
sumption of inputs in the produc-
tion process contained in Annex II
and the guidelines in the determina-
tion of substitution drawback sys-
tems as export subsidies contained
in Annex III.

The provision by governments (or
special institutions controlled by gov-
ernments) of export credit guaran-
tee or insurance programmes, of
insurance or guarantee programmes
against increases in the cost of ex-
ported products or of exchange risk
programmes, at premium rates
which are inadequate to cover the
long term operating costs and losses
of the programmes.

The grant by governments (or spe-
cial institutions controlled by and/
or acting under the authority of gov-

@

ernments) of export credits at rates
below those which they actually have
to pay for the funds so employed
(or would have to pay if they bor-
rowed on international capital mar-
kets in order to obtain funds of the
same maturity and other credit terms
and denominated in the same cut-
rency as the export credit), or the
payment by them of all or part of
the costs incurred by exporters or
financial institutions in obtaining
credits, in so far as they are used to
secure a material advantage in the
field of export credit terms.

Provided, however, that if a Mem-
ber is a party to an international un-
dertaking on official export credits
to which at least twelve original
Members to this Agreement ate par-
ties as of 1 January 1979 (or a suc-
cessor undertaking which has been
adopted by those original Members),
or if in practice a Member applies
the interest rates provisions of the
relevant undertaking, an export credit
practice which is in conformity with
those provisions shall not be consid-
ered an export subsidy prohibited by
this Agreement.

Any other charge on the public ac-
count constituting an export subsidy
in the sense of Article XVI of
GATT 1994.



Endnotes

6

Electronics is the fastest growing sector in
terms of merchandise trade. See ADB (2000).
See WTO (20062).

See ADB (2000).

See Adhikari and Yamamoto (2007).
Chinese investors pulling out their invest-
ment from Mongolia and Sri Lankan
investors pulling out their investments from
the Maldives are glaring examples. See
Adhikari and Yamamoto (20006).

A facility to import free of customs duty
and stock up essential inputs based on
potential demand, which is allowed to sell
the inputs to the exporters against produc-
tion of confirmed export order or L/C. See
Ministry of Commerce (2003), paragraph
9.45.1.

See Ministry of Commerce (2003),
paragraph 9.46.1.

See Ministry of Commerce (2003),
paragraph 9.48.1.

See Ministry of Commerce (2003),
paragraph 9.8.1.1.

See Ministry of Industries (2005), paragraph
13.7.

While interest rate for local currency loan is
not available, the financing on dollars is
made at the rate of LIBOR+1. This facility
is being mostly used by the apparel sector.
See WTO (2006b).

The interest rate charged to the textiles
firms was 5 percent lower than the market
rate. Other facilities include 5 percent
exchange fluctuation (interest and repay-
ment) from the base rate on the foreign
currency loan. See Ministry of Textiles
(2006).

See Ministry of Finance (2007b).

See Ministry of Textiles (undated).

See Ministry of Finance (2007b).

See Ministry of Finance (2007b).

See India Finance and Investment Guide,
http://finance.indiamart.com/
exports_imports/incentives/

See Manufacturing, Mining and Investment
Policies, http://www.finance.gov.pk/

[

24

27

29

31

32

33

survey/sut_chap_05-06/03-Manufacturing.
PDF

See Export Processing Zones Authority,
Board of Investment, Government of
Pakistan, http://www.pakboi.gov.pk/
Biz_guide/
export_processing_zones_author.html.

Tax holiday period will be reckoned from
the year of assessment in which the
enterprise begins to make profits or any year
of assessment not later than 2 years
reckoned from the date of commencement
of commercial operation or production
whichever is earlier. See BOI (undated).
See Ministry of Commerce (2005b), cited in
WTO (2006¢).

See World Bank (2006a)

See http://www.fibre2fashion.com/news/
textile-news/ textiles-policy-news/china/
newsdetails.aspxrnews_id=19885

See Sinkiang to conduct projects to train
textile players, June 30, 2006, http://
www.fibre2fashion.com/news/textile-
news/textiles-policy-news/china/
newsdetails.aspxrnews_id=19159

See Indonesian textile association says plan
to cut THC will save 250,000 jobs, http://
www.its-guide.com/news.php

See Indonesia’s Investment Coordinating
Board (20006).

ibid.

As per Congressional Research Service
(2002).

See ASEAN-China Business Net (undated).
ibid.

Article 1.1.a.1 (iv) of ASCM.

Appellate Body Report, Canada — Aircraft
para. 157, cited in UNCTAD (2003).

See WTO (undated).

See NCTO (2005).

See WTO (undated).

ibid.

ibid.

ibid.

ibid.

This is because other S&D measures
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4

46

4

49

provided to developing countries in general
expired in 2003.

The inclusion of developing country
Members in the list in paragraph (b) is based
on the most recent data from the World
Bank on GNP per capita.

See UNCTAD (2003); Das (1999); and
ASCM Articles 11-13 and 17-23 for further
details.

See NCTO (2007).

In its letter to the Department of Com-
merce, NCTO expresses surprise over the
proposition of the Department of Com-
merce that any effort to unpeel subsidies is
technically impossible. See NCTO (2007).
See Article 4.6 of ASCM.

This comparison is not being made with
Hong Kong or Denmark, which have the
most efficient trade facilitation infrastruc-
ture and where it takes five to six days to
cither import or export aconsignment. See
World Bank (2006b); World Bank (2007a;
2007b).

The term 'commercially available' means that
the choice between domestic and imported
products is unrestricted and depends only on
commercial considerations.

'Remission' of taxes includes the refund or
rebate of taxes. '"Remission or drawback'
includes the full or partial exemption or
deferral of import charges.

The Members recognize that deferral need

not amount to an export subsidy where, for
example, appropriate interest charges are
collected. The Members reaffirm the
principle that prices for goods in transac-
tions between exporting enterprises and
foreign buyers under their or under the
same control should for tax purposes be the
prices which would be charged between
independent enterprises acting at arm's
length. Any Member may draw the
attention of another Member to adminis-
trative or other practices which may
contravene this principle and which result
in a significant saving of direct taxes in
export transactions. In such circumstances
the Members shall normally attempt to
resolve their differences using the facilities
of existing bilateral tax treaties or other
specific international mechanisms, without
prejudice to the rights and obligations of
Members under GATT 1994, including the
right of consultation created in the
preceding sentence. Paragraph (e) is not
intended to limit a Member from taking
measures to avoid the double taxation of
foreign source income earned by its
enterprises or the enterprises of another
Member.

Paragraph (h) does not apply to value-
added tax systems and border-tax adjust-
ment in lieu thereof; the problem of the
excessive remission of value-added taxes is
exclusively covered by paragraph (g).
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