* THE ECONOMIC DEVEL.OPMENT POLICY IN THE TRANSITION
TOWARD A MARKET-ORIENTED ECONOMY
N
THE SOCIALIST REPUBLIC OF VIET NAM

PHASE 1
FINAL REPORT

OPINIONS OF THE FIVE-YEAR PLAN FOR SOCIAL AND
' ECONOMIC DEVELOPMENT 1996-2000
IN VIET NAM

VOL..3 FISCAL AND MONETARY POLICY

JELR

T H@\um

7 113077616

AUGUST 1996

‘Ministiy of Planning and Envestment Japan International Cooperation Agency
'I:Hii SOCIALIST REPUBLIC _ '
COFVIET NAM . JAPAN

S8E
S C
96 -071










Overall Contesits

Volume I General Comments

Prefisce tu the Final Repoat, Phase |

Chaplers

1. Summary Repart of Opinions on the “Drafl of Directions, Planning and Tusks of Sociocvonomic Development for
S-year 1996-2000" - i i e - Shigeru lshikawa

Comrvren's by Vietramese Group Leadar

2. Comments on the Draft Final Report and on Profcssor Bshikawa's Posiseripl —-——-——-- Nguyen Quang Thai

3, Commenis oo the Initial Deaft of Vict Nam's Five-ycar Plan - — Shigeru Ishikawa

4. Looking Back on Ten Years of Doi Moi—--———-———— v moo e e oo Tadashi Mio

List of Members of Rescarch Group
List of Members of Editorial Committee
Record of the Viclnamese-Japanese Confercnees in Phase |

Volume I Macrosconomy

Preface to the Final Report, Phase 1
Chaplers
. Summary of the Studics on ‘\1a€r0¢«.0nomy

© Cosmenents by Vietnamese Group Chief

2. Industsinlization, Modermization Policy in Viet Nam : —— Nguyen Quang Thai

Repaits by Japanese Meimbers

A The Resulls of Simulations of a $Simple Macrocconometric Model of the Economy of Viet Nam ————
- Shinichi Watanabe, Takeshi Mmam:'

4. Devetopment and the Environment — The Expetience ol Fapon and Industrializing Asia — Shigeaki Fujisaki

Reports by Vetnamese Member

5. Study on Indostrial Developnent and Environment in Vict Nam : Le Dang Dearh
Menwrandum by Velnamese Membe:s ) . .
6. Soine Comments on Caleulating GDP singe SNA Applicd in Viet Nam lo Date —————————Nguyen Van Minh

7. Acteal Situation of Vict Nam's Macro-ceonontic Statistics and a Number of 1ssues 10 be Noted When Using Them

— — R i s — e oo — - Tran Heang Kint

© Listof Members of Rescarch Gmup

- List of Members of Editorial Committee
‘Rcmrd of the Victnamese- Japwmse Cnnfcrmcc in Phasc N

Voiume il Fiscal and Mone!ary Poticy

Preface to the Fisal Repord, Phase |

Chaplers

1. Summary of the Sludns on Fiscal and Mnm!ary Pnru,y

Comments by VietnaTess Group Chie!

2. Comment on the “Report on Economic Developmcnd Policy in the Transilion toward a Market - orieated Economy
in Viet Nany” Lai Ouang Thue

Repois by Japanese Mermbets

3. General Comments on the Vietnamese Deafts on Financial and hscal Policies for the Five- -year Plan 1996- 2000 :

Soine Lessons from East Asia - Ryokichi Hirono
4. Masketization and Uhilization of Domestic Resources in Viet Nam:Fiscal and Monctary Policy Recommendations

for the New Five-year Plan e Eji Tajika
5. The Transfornsatien of the Banking Scctor in Viet Namy--——- - ———voocm v momvone oo —— — Ghinichi Walanabe

6. Medium-to L(\ng -toem Funds in Viel N so= - - ——- Kazuyuki Mori*
7. Poreign Capital Mobilization - Centering on EBI and Foreign Debi Mamzc MCR] o erm e e
I T~ -——=—-=Tgghihko Kinoshita, Eliie Okada
8. Obstacles to the Fareign Direct lovestment to Viet Nam - Implications lor Resodving Conflict tetween High
conomic Growth and Equality —— --= . Al Ellie Okada
2. Capital Inflow and Exchange Rate Policy in Viet Nam Teizo Taya*

(IR I\lll\!ﬂd‘llﬂ

1130776




Onhier Repaats by Viclnamese Members

10, Introduction to the Vietnamese Tax S)Slcm and the Sccond r‘u Reform in Viet Namy --—————-— Tran Van Ta

11. Thinkiag About Financial and Morctary Policies and Measures in the 1996-2000 Sucio-Evenomic Plan ——--
— - e - Lai Quang Truc

List of Members of Research Group
List of Members of Editorial Comnitee
Record of the Victnamese-kapanese Conference in Phase |

Volume 1V Industrial Policy

Freface to the Final Reporl, Phase 1

Chapters

1. Summary of the Studies on Industrial Policy

Comments by Vietnamess Group Chiet

2. Some Commenis on Deaft Report of Industrial Policy ~—-~ - Pnam Quang Ham

Reports by Japanesa Members :

3. Exploring Leading Industries of the Next Gereration ip Viet Nam ~ In Search of Feasible Indusirialization Strategy
e -— Yasulami Shimomura

4, Five Capital Intensive Industrics and Possible Problems for New Investment —-- —-——————-— Koichiro Fukui*

5. Private Ealerpriscs and Small and Medium Enieprise Policy in Viet Nany——-— . — Masabiko Ebashi

6. Some Comments on the Impact of the Participation in AFTA : Abcut the Effects of Feonomic Integratien on FDI
Inllows : Koichi Ohno

7. Viet Nam's Pasticipation in AFTA, APEC, and WTO : Commitocnt 0 Free Trade vs. the Need to Promote
Indastrics - Kenichi Ohno

Reports by Viztriamese Member .

8. On Some Issues of Industrizl Developient Giientation in Vict Nam - - Pham Quang Ham

Memorandum by Vielnamese Marbors

9. The Development nf Smal and Mcdium Seale Enterprises in the Prowess of industrialization, Modermization in
Viet Nam - — - ~ - ——— Nguyen Dinh Phan, Nguyen Van Fhuc

1. The Rural industry of Viet Nam : Cureent Developmeat, its Problems and Some Solutions
- __ Nguyen Dinh Phan, Nguyen Van Phuc

Japan-Viet Nam Joint Surveys
1. Review of the Trade and Production Structore in Viet Nam -- - e e -
e ——-- Takashi Sasano*, Alsushi Koyama' with Pham Quang Hdm '
12, Prelintinary Fmdmgs on the Problem of Foreign Direct Investment in Vie! Nam ——-~
Toshikazu Uchikoshi*, Daisuke Nishi* with Ma: Thl Dan
13, Prcliminary Hndmgs on the Problem omeall and Mediym Enterprises and Ruzal Indusiries in Viet Nam —ho——
—- Moloyoshi Yamada®, Takashi Sasano® with Nguyen Danh Soat. Mguyen Thi Anh Thy * Le Thanh®, Nguyen Quoc Huet -
List of Members of Research Group
List of Membess of Editorial Commitice
Record of the Victnamese-Japancse Conferenices in Phise 1

Volume V Agricultural and Rural Development
Preface 1o the Final Report, Phase |
Chapters
1. Summary of the Studics on Agricutlural and Rusal Development
Comments by Vietnamése Group Chiel
2. Commenis on Research Results of the 1st Phase and Issues for Further Stedy of the 2nd Phase of the Gmup of

Agriculiueat and Rural Bevelopment - Nguyen Xuan Thao
Reparts by Japenesé Merrbels
3. Vick Nom ~ Agricelturat and Rural Developnient — e YonoSUKe Baia
4. Proposal for Addressing Agriculturat Problem in Five-year Plan (1996-2000) - ————-—-— —— Yuinio Sakurai
5. The Applicability to Viet Namd of Eayt Asian-Style Peasant Organizations and the Thai BAAC with a Focus on
Peasadt Financial Qrganizations —-————— - —— e mv - ee—— Yoichi 1zumida
6. The Perspective of the Development of Food Crop Sub-Scctor Focusing on Rice —————————— Seili Shindo*

Merrorandim by Vietnamese Menbers _
7. Diversification of Agrivalture in Viet Nam - - : e -- Nguyen Xuan Thao




8. Agriculivee Scctor in Viet Nam from 1985 to 1995 ~ - - . Nguyen Sinh Cuc*

- 9. Consumption and Muwrkel of Somc Major Agriculivral Produdts in Viel Nam ——= =~~~ Byi Thi §y*

10, Situation of Rural Credit System of Viet Nam Before the Renavation and in the Prosenl Period—Dang Tho Xuong*
Japan-Viet Nam Joint Surveys
1. Summary of Findings of the Farm Houschold Survey — Seiii Shindo?, Teshdhiko Suda* with Nguyen Xuan Thao
List of Members of Research Group '
List of Members of Editosial Committee
Revord of the Viglnamese-Japanese Conferences in Phase |

‘% 1 Consultant



Contents

Preface to the Final Report, Phase 1

Chapters
1. Summary of the Studies on Fiscal and Monetary Policy e — ——-

Comments by Vielnamese erp Chief
2. Comment on the Repon on Economic Development Policy in the Transition toward a \1arket-
oriented Economy in Viet Nam™™—- ~-—-——-———-—c v e | @i Quang Thuc

Reports by Japanese Members

3. General Comments oh the Vietnamese Drafts on Financial and Fiscal Policies for the 1ive-year Plan
1996-2000 : Some Lessons from Bast Asia — e Ryokichi Hir’OﬂO

4. Markeétization and Utilization of Domestic Resources in Viet NanvFiscal and Monctary Policy

Recommenda[iohs for the New Five-yearPlan — ..« FijiTapka
5. 'The Transformation of the Banking Sector in Viet Nam —-—-—-—.....— —— Shinichi Watanabe
6. Medivm-to Leng-term Funds §n Viet Nam - — Kazuyuki Mori*

7. Foreign Capital Mobilization — Centering on FDI and Foreign Debt Management ——--——-———--
------ Toshihiko Kinoshita, Elie Okada

8. Obstacles to the Foreign Direct Inverstment to Viet Nam — Implications for Resolving Conflict
between High Economic Growth and Equality - Eliie Okada
9. Capital inflow and Exchange Rate Policy in VietNam ————————~ ——--— Tgizo Taya*

Other Reporls by Vaelnamese Members

11. Thinking about Finacial and Mostetary Policies and Measures in the 1096-2000 Secio-Economic
Plan - _ - Lal Quang Thuc

List of Members of Research Group _
List of Members of Editorial Committee -- —--
Record of the Vietnamese-Japanese Conference in Phase | ——

13

25

33
37

45

57
&7

10. Introduction to the Vietnamese Tax Systeni and the Second Tax Reform in Viet Nam -Tran Van Ta ' 77

85

L9
K73
93

% :Conhsultant






Preface to the Final Report, Phase 1

This study was proposed after consultation with Viet Nanm’s Prime Mioister Vo Van Kiet and Vietramese
officials when a high level Mission of the Japanese government on Economic and Technical Cooperation
visited Viet Nani in October 1994. A formal agreement was reached during Party Sccretary-Genéral Do
Muoi’s official visit to Japan in Aprit 1995 to carry out the study as part of Japan's official developnicnt aid
(ODA) to Viet Nan. It was agreed thal the Study would be implemented under the Social Devélopmenf
Studies Program of the Japan International Cooperation Agency (JICA) and a Scope of Work Agreement
defining the details of the Study was officially signed in August 1995 between Vice Minister Mr. Vo Hong
Phuc of Viet Nam's Ministry of Planning and Investment and Councilor Mr. Nerio Hattori of Japan’s
Ministey of Foreign Affairs Economic Cooperahon Bureau.

The project was agreed to be conducted as a joint study between Japan and Viet Nam and the research
groups for that study was organized on both sides with the participation of first rate scholars and experts.
Professor Shigeru Ishikawa headed up the Japanese Reséarch Group, Dr. Nguyen Quang Thai the
Vielnamese project team. Under thé Agreemeat, the project is to be pursued in two phases. During the first
phase, the over-arching goal is to study the Five-year Plan for Social and Economic Development in Viet
Nam (covering the years 1996 to 2000). This phase was planned (o end in June 1996 with the submission of
a Project Report 1o the leadership of Viel Nam via the Muus!ry of Planning and Investment. The research of
the first phase includés, in addition to the study for the gerieral commentary on the draft Five-year Plan, four
specific studies relating to the following four sclected topics respectively which are to be conducted at the
four separate Sub-Research Groups as “in-depth” studies of the draft Five-year Plan.

{1} Macro economic growth and the its cetationship with inflation and stability;

(2) Capital mobilization in the fiscal and monctary domains;

(3} Industrial development and industrialization policies; and

{4} Policies on agriculture and rural development,

During the course of the research, both sides agreed to add the three topics below, though the research on
them has not yet been organized:

(5) Development gaps among domestic regions;

- {6) Unemploymem and underemployment problems; and

{7} Relicving starvation and mitigatintg poverty.

This research project has aitracted the attention and interest of Viet Nam's leaders. Party Secretary-

“General Do Muoi and other senior officials have received reports on on-going research findings from the
scholars involved in the project. Scholnr_s on both sides have revised their reports in light of the leading
opinions provided by Party Secretary-General Do Muoi in September 1995 and March 1996, and at his

_ request they have prepared an Executive Summary Report {March 1996) earlier than the Final Reporl 50 that

vit



their opinions may be incorporated in the document “Orientations and Tasks of the 1996-2000 Five- year
Pian for Secio-Econontic developrment in Viet Nam.”

'The Executive Summary Report was written so]ely, and the Final Report was written mainly, by the
Japanese Research Group but it reflects the findings of joint research conducted by both sides of Japan and
Viet Nam. This joint research was deepened through five seminars of various sizes, two in Hanoi {(the Start-
Up Semiinar in August 1995 and the Seminar to hear opin'ions on the Draft of the Final Report in March
1996) and thre¢ in Tokya in October and November 1995 and January 1996.

The method this research project desired at its planning stage to follow was a “joint study” of the
Vietnamese and Japanese Research Groups by way of identification of research topics and determination of
research methods and data on the basis of joint discussion, proceeding of the joint study with 'frequem
contacts, meetings and ficld surveys, and writing (as miuch as possible jointly) of the research findings and
derived policy options. We are pleased that this desire was achieved at least preliminarily, espécia]ly toward
the end of the ficst phase.

‘The Final Report consists of five parts, and is printed correspondingly in five velumes. Part One is on
general commentary on the draft Five-year Plan*, and the following Parts on in-depth studies of specific
issucs of the draft Five-year Plan conducted by the four Sub-Research Groups. In éach of these Parts {or
Volumes), that summary of the research results either for general conimendary or at each Sub-Reseatch
Group which was writien for the Executive Summary Report, is reproduced (with some revisions) and,
together with the comments on it by the Chief Sub-Research Group of the Vietnamese side, constitute the
Intreductory Chapters. They are followed by papers and notes, ¢ach wrilten by either Japanese or
Vietnamese member, and joint ficld-survey reports.

The research tasks {or lopics and sub-topics) selected for the five Parts are suminarized as follows.

First, the rescarch tasks of the General Comment Part (Volume 1) are the interpretation and evaluation
‘of the contents and outcomes of the Doi Moi policy, the leading strategy principles which was initiated in
1986 and is still effective and governing the new Five-year Plan (draft), and the analyses, from a more
‘operational view-point, of the policy-systems contemplated in the new Five-year Plan (draft). The latter
questions, firstly, from the aspect of-economic system reform, what is the structure of blue-prints of
marketization designed for the Vietnamese economy is, and, secondly, from the aspect of productive force
restructuring, what type of the economic “development model” for industrialization or its variant available
in developmenl cconomics is suitable as a guideline for the Viet Nam econoiy {aking inte consideration
the initial conditions of her economy. The answers (o these qucsuons should bé useful as clues for
exploring the pohcy options for Viet Nam.

* Inthis Final Repord, the 1erm “Drafi Five-year Fian” refers to ¢ither ong of the following documents which were sent o
" the Japancse Academic Group directly from the Ministry of Plansing snd Investment. Specific reference of either of these is
- nuade inpur repoit only when itis necessary. .
() 1996-2000 nen gokivien no keizai shakai kailiotsu keikaku no .ﬂm}'ori naive no skoki soau (This is thé Japanese
translation vcrsio.:i of the o‘riginai in Viet Nam lenguage which was sent to the Japancsé Acadenmic Group at the end of June
1995 so that opinions on it may be presented at the Swnth Seminar in Avgust 1995, In English, this is tnitial Dmfr' of the
Five Year Socio-Economic Development Plan in 1996-2000: Main Contents. Later in August 1995, the document, Some
Issies on Industeiatization and SociovEconomic:Dcvelopmcnl in Viel Nam from Nu_w Upto tha Year 2000 was senl to the
Japanese Academic Group. This appears lobwe a \'ersioﬁ with niinor revisivns of the “Initial Draft.”)
£2)  Socio-Economic Developrient and nvestment Reqairemcnts for the Five Years 19962000, Gaverminei Repon of the
Consultative Group Meeting, Pails, 30 November to 1 Docember 1995, Hanof, October 1995 (This was transmitzed 10 the
Japancse Academic Group on October 3, 1995 so (hal"opirﬂbns on it 'm.:uy he prescm'cd at ihc'Schlinar in Tokyo in January
1996.)

viil



In our carlier gencrai comment on the “Initial Draft” of the Five-year Plan, four items of policy oplions
were suggested, which in fact were made the rosearch topics of the four Sub-Research Groups at its starl. I3
is possible to locate hese four policy opuons within the overall framework we have just shown for the
analysis on the policy-systems of the Five-year Plan (cirafl).

The study task of the Part for Macroeconomy Sub- Research Group (Volume 2) is to attempt a simulation
analysis of the issue in a hypothetical situation where the Viet Nam government wants to atlain the degree of
a high rate of growth of GDP which is enabled only by a considerably high rate of domestic investment,
considering the facl that the present level of domestic saving ratio is still very low, not significantly higher
than zero, and both the debt service payment obliged by the Jarge accumulated external debls and the
minimally required go»emmem social service expenditures amount farge, how strong would be the pressure
for domestic inflation and external balance of paymient deficit. The statistical indicators used for simulation -
are taken from the figures in the Five- year Plau drafi.

To this Past is added & study on the environmental issues: how unponam it is for such a (.OUFH[} as Viet
Nam where industrialization is at its initial siage 10 take measures to minimize the “erivironmental
degradation” and “industrial contamination” as early as possible.

‘The research tasks of the Part for the Fiscal and Monetary Policy Sub-Research Group (Volume 3) are
firsily, a systemic analysis to clarify the transformation of fiscal and monetary mechanisim of the Vietnamese
cconomy accordingly as the economy changes its tesource allocation formula from the one in the planned
cconomy of basing itseH on the centralized material planning and, with it, material allocation to the one in
the lrans:lory econony where the government intervenes partly by material atlocation and partly through the
fiscal and monetary policy instruments that are conventional in the markel economy. The rescarch tasks are,
in addition to it, to investigate the modus-operandi of the present fiscal and monctary systens, from the point
of view of the effectiveness of the domestic saving mobilization and to explore the measures (o improve
them. As priorily items, the issue of how to adjust the fiscal relationship between the cenfral and provincial
govermnents so Lhat the total government revenue could be raised and the regional income disparity be
reduced and the issue of how to raise and enhance the financial system which may facilitate the preservation
of the long-term and niedinm-term investment funds for industry, in particolar, to the private sector are taken
up. ' '

From the point of view of foreign saving mobilization, studies aré made with respect to the sources from
FD1, QDA and others and ilie issues involved in these source. .

The research tasks of the Past for Industrial Policy (Volume 4) are llrslly (0 make suneys iol only on the:
existing production and export-import statistics of industry, but also on the not-yet well covered or organized
statistical information and data on industry on the by firm or by establishment, by ow ners!up by size or by
regional bases, and thereby to clarify the present situation and its characteristics as well as the issues to be

3 I.)irer.'iani‘ Planning Tasks of Socio-Economic Developuens fur 5-Yeur 1996-2006, Report of the C enrm! Frecutive
Coivnitter of (e Pariy, Section VI 1o be Subutitied 10 the Eighths Congress of the Parry, Viel Nam Coninsanist Party Centra
Exceutive Committes, Hanoi, November 14, 1995, (This was sent [0 the Japancse Academic Group in March 1996 50 1ha| :
opisions on it may e presented at the Finad Seminar in Hanod.)

" (4} Political Report of the Ceatrol Committee (Vifth Tennere)} :o the VHith Nationat C(rnerms of the Conmnwirist Party of Viet
Nan (This was published in Vict Nani dated April 10, 1996, Connnents for this was in time oaly for including them in
Postscript 10 the Executive Sumimary Rcmﬂ,)__ The finally adopted version of this d«\umcnl al the Party National Congiess is
the following. Conununist Party of Viet Nam VIIith National Congress, Orientationy aid Fasks of the 1996-2000 Five-year

" " Plan for Secio-Economic Development. Report of the Central Cominittee, the VHth Tenwre, to the VI National Congress.

" Manui, 28th June-1st July, 1996. It was s¢ot o the Japanese Academic Group on July 12, 1995,



solved of the Vietnamese industry. Exploration should be made on that basis, and laking into consideration
the experiences of $ast Asian economies as a predecessors of Vietnamese industrialization, wnh respect to
the order of industry-by-industry development in terms of the dymmic shift of comiparative advantage
position. The use of FDI and the way of participation in the regional integration schemes of AFEA and
APEC are also to be explored. Lessons must be learned also from the experiences in the East Asian
countries with regard to the matter of establishing the oil refining, petro-chemical, iron and steel. cement
and chemical industries, which are capital lumpy and intensive, yet the government was anxious to build
earlier, capturing the advantage in rich resource endowment. :

Finally, the research tasks of the Agriculture and Rural Development Sub- Reseﬂrch Group (Volume 5)
are to 1denhfy the policy instruments for further increase in agricultural production for the sake of
promoting economic developmient, on the basis of the analyses on the chahges in the institutions and
organizations of agricultural production as well as in the production incenlives during the 1980s and in the
first half of the 1990s. Among these research tasks, especially important are the clarification of the roles of
the factors like the potentialily of increasing the area under rice planning, the production incentive effect of
institutional changes and price increases, research and development and icrigation investments.
[nvestigations are also to be made on the way (o improve agricuitural finance and ﬁ:mem organizations in
the way consistent with the market-oriented economic reform.

In pursuance from the Final Repor, the joint research of the second phase will start on the basis of a
new agreethent between the 1wo pasties.

In addition to submitting this Final Report to the 1eadership of Viet Nam, we have sent it to you in
hopes of soliciting your opinions for more effective starl of the second phase joint study.

‘ © July 1996, Hanoi and Tokyo

Nguyen Quang Thai Shigeru fshikawa

Victnamese Cochair of the Research Group Japanese Cochair of the Research Group

Doctor of Ecoromics _ Doctor of Economics
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“Summary of the Studies on Fiscal and Monctary Policy

1. Role of fiscal and monetary policies In economic development

Enormous investments and development funds are required for economic industrialization and
modernization being promoted by the Vietnamese government. The Fiscal and Monetary Sub Research
Group conducted a study on measures for mobilizing investments and development funds (mainly savings
mobilization), The results of the study are sumnyarized in Section I and Section MI as the flows of public and
private investments and funds. Section | briefly shows that the capital accumulation mechanism is shifting -
from physical planning to fiscal and monciary means along with the change to a market oriented economy as
the framework of the curredt state analysis. -

1. Investmen! and saving ratios in Viet Nam

The domestic savings ratio of Viet Nam increased slightly from IO 1% in 1991 to° 17% in 1994,
However, Viet Nam still has a low domestic savings ratio in coniparison with neighboring countries where
the domestic savings ratio exceeds 30%. The low ratio derives from the fact that the savings surplus in the
whole economy is limited because of the low income level. Another factor contributing (o the low savings.
ratio is that Viet Nam is changing to a market oriented economy. Under the planned economy, no bank
system was available for common people. Common people were not expected to contribute to domestic
savings. The people have not acquiréd the habit of bank savings even now that a bank system has at least
been formally established. Common people’s access ta banks is extremely low because of thé service and
credit problem. Worries over inflation are exerting a major influence on this trend. Gold and cash still have a
larger share of the people’s saving assets,

The jncome difference between the north and the south is another reslncuve factor for investments and
savings in the Vietnamese econony. Rapid economie growth inevitably brings about an income difference
among cegions. In Viet Nam, the différing initial conditions belween the north and the south have widened
the inconié¢ difference, ‘A policy giving high priority to correcling the income difference is often in conflict
w:lh the efficiency oricnted mechanism of a market economy. The absence of self-help cfforts deprives local

goverbments of mcenlwes ‘for mobilizing swmgs

'_2 Fiscal and monetary system under the planned economyr

“The state-owned eaterprise (SOE) scctor forins the nucleus of a planned-economy system. In accordance
- with the heavy industry promotion policy under the planned economy in Viet ‘Nain, capital was accumulated
by physicat planning in which SOFs played a niajor role. The role of the fiscal systemy' was (o secure a flow
of funds without disturbing the physical planning. National savings required for equipment invesliments were



concentrated in governmental savings, mainly transfers of operaling surplus of SOLs, Fhe savings collected
by this meihod were distributed o SOEs for their equipment investnients through governmental budgels
‘There arose a problem of soft budget restriction. As long as SOEs operate according to governmental
commands and plans, the government must provide assistance for their deficits.

‘The Bank for Investment and Development in Viet Nam (BIDV) played the role of a fund conduit for
actual distribution of investment funds. The State Bank of Viet Nam (SBV), the central bank, which also
functioned then as the only commercial bank, supplicd operating funds. Both of these banks moved funds
according to governmenial commands without playing the role 'of a financial intermediator. Also, it should
be moted that local governments in Viet Nam exerted major influence on bank’s fund supply operations.
Administrative divisions were the basis for setting up branch offices, Branch offices were placed subjected
to a dual command structure, the main office and local governments. The latter exerted grealér influence.
This minimized the possibility of autonomy in the flow of bank funds.

3. Fiscal and monetary system under the transition to a market-oriented economy

The market oriented econoniy mechanism was officially introduced afier the adoption of the Dot Moi
policy in 1986. Let’s summarize the changes from the viewpoint of the flow of investment funds. As a
result of the financial system reform that started in 1988, the mono-bank system was chaonged to the twao-
tier banking system. The financial source of SOEs was changed from fiscal funds to bank loans. The -
Agricultural Bank and the Bank for lndustiy and Commerce were established by separating the commercial
banking function from the SBV. Negative interest rates provided as subsidies were changed to positive
interest rates. Market otiented restrictions were thus imposed on bank loans. Direct financing to SOEs by

" the SBV and fiscal deficit financing were discontinued because they caused inflation. As a result of the tax
system reform in 1990, the source of fiscal revenues was changed from transfer of operating surplus of
SOE:s to taxes. Thus, Viet Nam roughly completed the formal introduction of the market econoiny system
by 1992 - 1993

After the introduction of the market economy mechanism, capital formation for industrialization has
been implemented in two sectors, public investments and private investments (including profit-making
business invesiments by SOEs). It is predicted that funds for public investments will be secured relatively
-smoothly in the future, The tax revenues, which are the source of public investments, are increasing
steadily. ‘The target of the 3-year plan, 20 - 21% of GDP, has almost been acconiplished. Since Japan
resumed ODA in the form of yen loan in 1992, the funds will keep increasing in the immediate future. The
budget fund distribution fuaction that was previously assigned to the BIDV was transferced to the General
Departinent of Investuient and Development that was newly established under the Ministry of Finance.
Direct control by the MOF strengthens the conirol of budget funds, Profitability must be assured for
obtaining loans which are provided on an assumption of repayment. The issue is how the government
responsible for execuling policies can ensure profitability.

On the other hand, it cannot be said that the private investment system is l‘unclibning properly. Bank
Yoans (o the private sector are increasing, but short-term loans account for mosi of them and the lending
rates are high. The problem is that the private sector has few medium- and long-term fund sources. Bank
deposiis are increasing, but they are enticed by high interest rates. Mosl deposits are shoit-term, Only
speculative business can be profitable at such high interest cates. Allhough the industrial sector has fund |
reeds for expanding business, high intecest rates are suppressing theic needs. Banks are unable to play the
role of monetary intermediator because they have few borrowers. Meanwhile, the habit of holdi'ng bank
deposits has not been disseminated widely among common people in spite of high interest rates. As a

- result, Viet Nam has no fund circulation system that connects the household economy sector, the entérprise
sector, and the go»emment sector, '



Two-tier Banking Index (TBI)

TBI is an index comparing a déposit bank's amount of ¢redin accommadation with a ceatral bank™s avount of credit
accomniodation. Itis defined as X/Y - 1 VX" is the total amount of credits by the bark sector including the central bank to the
ceonomic workd excluding the bank sector, Y is the total amount of domestic cradils by the centsal hank. The value of TBILis
high in an cconemic system where deposit banks are performiing an indepondent monrctary interzuediztion fupction {20in Japen
and 18 inthe US, in 1989), The value of TBI is rerv in a mono-hank system bocause the national baok is the oaly issuing bank
2nd the ondy commnreial bank.

4. Changesinfund flow

When the market economy mechanism was introduced, budget subsidies to SOEs and direct financing by
the SBY were discontinued almost completely. SOFs had fo oblain deposit-based loans from a commerciat
~ bank. As a result of the tax reform, transfecs of operating surplus to the budget was re placed by taxes based
" on sales and profits. Thus, the budgel restrictions for SOLs became hard. In fact, SOEs® share in the GDP is
increasing, but bank loans to them show a decreasing trénd. Also, the net transfer to the budgel is increasing
rapidly. [t is suspected that SOEs are under severe fund restrictions. On the other hand, the fact that
commercial banks have problems of bad loans proves that the market mechanisin is nol functioning propeily
in the bank systen,

Looking at the progress of the monetary interimediation function in Vict Nam on the basis of the Two-tier
Banking Index, it is evident that the TBI (Refer to thé above box.) was 0.6 immediately after the introduction
of the two-tier banking system (in 1989), and rose to 1.1 in 1994, Alitiough it shows an improving trend, the
figure is ¢xtremely low and the rate of increase is slow. This indicates that it will take considerable time
before the commercial bank ean manifest a real intermediation function. The ratio of domestic credit balance
to GDP was lowest (0.15) in 1992 and shows an improving trend (0. 21in 1994). However, progress has been
stow. This proves the difficully of promoting monetary system reform without reforming the real sector
economy.

I1. Public Investment and its funds flow

1. Mobitization of fiscal funds

(1} Fisceal issues

According {o the Five-year Plan (1996 2000), the level of publlc investments must be increased Lo O%
‘of GDP for accomplishing the target economic growth. The level of tax revenues miust be raised to 20 - 21%
of GDP for obtaining the funds required for the public investments, To increase public investments required
for accomplishing planned economic growth and for mobilizing the funds necded Viet Nam has three issues
in the fiscal field, @ securing investment and development funds in the state budget, @ tax reform for raising
incentives for reinvestment, and @ efliciency improvement of fiscal expenditures.

{2) Sccuring fiscal funds for investnient and developinent

To secure sufficient public inveshinents, fiscat funds needed for investments must be mobnhzed by
constructing a tax system that can maintain the current tax revenue level (ratio to GDP: 20 - 2]%) Al the
same time, Viel Nam must adjust the current tax system that depends hlghly on taxation on imponts and
exports to change smoothly to an open economy {namely, that of MTA) By means of the tax reform phase
1l stamng in 1995, Viel Nam must accomphsh two tasks, mobilization of fiscal funds and establishment of
an el‘ucnenl tax system. . : :

The tax refora planned for 1996 - 2000 has the following four directions: @ rev:ewmg the current tax
items for secunng s!able (ax cevemies; @ conslrucung a eqm!able tax system, @ harmonizing with the
ASEAN !ax ‘system and the international tax system, and @ improving the tax colicction system. It is
planned to adjust and change many tax items in accordance wnh the basic policy of changing to a unified
and simple tax syslem



. i
The nucleus of the ax reform are the changes from turnover tax, profit tax, and high pérsonal income

12X to VAT, corporaté tax, and income tax, respectively. Generally, the faxable base is te be enlarged and fax
rates are (o be Jowered. VAT is anticipated to be the main compaonent of future tax revenics, so it is
desirable to introduce it quickly. However, since a business dccounting system, daily bookkeeping. and
invoice exchanges are prerequisites for introducing VAT, difficulties are anticipated for its complete
introduction. Since it is doubtful whether majority of small and micro businésses such as refailers will
acquire the business practice easily, the current tarnover tax will have to be continued for small and micro
business for the time being. Meanwhile, the issue of lowering import and exporst tarifis involves the
following problems that require cavtiousness: @ problem of protecting infant domestic industey from
international competition and @ introduction of tax items {such as special consumpllon tax) that can
substitote lmport and export duties which are curreptly lhe greatest source of lax revisnues.

The policy of abolishing the current income tax for high income people and expanding the tax base to
all income groups will be efféctive for redistributing the national incomes and for increasing tax revenues
in future. Since direct taxes such as inceme tax have high income Bexibility, economic growth tends to be
directly reflected to tax revenues when the ratio of direct taxes (the ratio of direct taxes to the total tax
revenues) is high. The feasibility of strengthening the income tax in Viet Nam in this stage involves some
doubts, but actions to increase income tax revenues proved successful in some developing countries.

‘The Social Insurance Fund is a promising source of mediom- and long-term funds that can be used for
public invesiments. The insurance premiums that are the source of the Social Insurance Fund consist of
Demployers’ burden {(15% of the total amount of wages), @ employees’ burden (5% of wages),
@governmental subsidics, and @ other. Governmental subsidies are mdlspeamble for paying annuities for
the inimediate future due to the shortage of insurance premium income. In view of the large percentage of
the young population and the potential of future economic growth, the fund will play an important role for
the economic development in Viet Nam when it will have surplus funds and use them as medium- and
long-term funds under a strict management policy.

{3) Tax reform for raising incentives for reinvestment _

The targeted tax revenues (ratio to GDP) of the Fiv_c-yéa:: Plan was already accomplished in 1994,
“Therefore, it is important to direct efforts to more qualitative tax reform in the future. First, the current tax
system that has deprived the industrial sector of motivation for reinvestment must be reformed to promote
‘in_véstment. Since tax revenues will be increased in the long-term by encouraging expansion and
reproduction in the industrial sector, this reform is importani. The current tax system is:chamcter_ize’d by
excessive dependence on some tax items. Four tax items conSisling of turnovers tax, profit tax,
import/export duly, and Special consumption tax account for 76% of the tax revenues (as of 1995).
Comparing Viet Nani with the other ASEAN countries in the effective tax rates imposed on enterprises,
Viet Nam has the highest tax rates, due mainly {o the turnover tax. This indicates that an excessive burden
is imposed on enterprises. In other words, the curient tax system collects a large amount from those which
have large funds and are easy to impose taxes on such as SOLS forelgn investinent, and imported goods.
This may be reasonable from the viewpoint of securing tax revenues, but lowers enterprises’ will to
reinvest profits. This is undesirable from a long-term vnewpomt because it hinders sound industrial
development. The tax system must be changed to a system that promotes enlerpnse activities under open
econoniy and is suitable for international trading. _

A centralized tax collection system compared with a de- centralized one is generally a cost- S'wmg,
stteamlined, ang efficient method for collecting funds and redlslrabuung them. For such a tax system to
function well, tocal tax officers must have high imoralé. In featity, the centralized 12x collection system that
the Vietnamese government is (rying to establish is oftéen not functioning éfficiently. The central
government accuses ocal governments of tax income hiding,'\.vhite local governments are protesting (o the
central government that they cannot pay the necessary expenses because bocal disbursemenfs are controtled
by the center. The basic problem lies in that local revenues and disburseménts are not linked; disbursements



are controtled by the central government, but the tax collection system depends on locat governments’
revenues,

At present, the Vietnamese government is promoting centralized fiscal managemeit, attaching
importance to income distribution among regions. This deprives both wealthy regions and poor regions of a
will to increase tax revenues. They are missing tax revenues that could have been obtained under a better
system. ‘To get away from the situation that is undesirable for boih the central government and local
governments, it is necessary to construct a fiscal system that links an increase in local revenues (o local
disburseiments. For this purpose, it is important {0 provide local governments with an incentive to increase
reveriues by clarifying the révenue allocation rules between the eentral gavernment and focal governinents.

(4) Efficient disbuesement of fiscal c\pemldures

For increasing public investments, it is necessary 1ot only to increase fiscal revenue sources, but also to
raise the efficiency of fiscal expenditures. This requires the following: M Distribute more funds (o
investment and development by avoiding waste in cureent expenditures, @ fimit public investments to-
projecis of high public nature, and @ construct an appropriate audit system for efticicnt fiscal operation.

Onc of the mwost serious problems related to budgets is the underdeveloped state of s operation and
management system. The fiscal authorities have not tracked the state of budget execution because Viet Nam
has no well-established accounting system or a budget law. It is said that an enormous amount of fiscal
disbursements has been wasted. To strictly control budget execution, the government is plannmg to establish

“u system in which state organizations such as the central bank audit financial statements and accounting
procedures of budget executing organizations.

For operating public invesiments efficiently, it is desirable to decrease the fiscal burden by separating
commercially feasible projects from the budget. For this purpose, public investments that are funded by the
budget should be classified clearly into capital investments and loans. It is desirable to discontinue financing
profitable public investments from the budget. At the same time, it is advised to distribute investment and
development funds exclusively 1o projects of high public nature. One of the ideas for commercially feasible
projects is to establish an organization that opemles'indepcndgmly from the governmeant and to assign the
financing function to it. For example, a public organization such as a national development bank can be
established to finance projects preférentially for industries and cnterpnsec having strategic importance for
the country in both the public and private sectors. For such an organization (0 function éfficicnily, -
autonomous management withoul receiving subsidies and a high-evel credit examination ability must be
established. :

2. Use of foreign savings for pubhc investment :

Viel Nam has an extremiely large demand for public investments for economic development represented
by infrastructure investments. The country must continue to mobilize foreign savings for procuring required
funds,

Under the current domestic and international economic circumstances, only a limited increase can be
expected for grants, Commercial loans are 1ol realistic in view of the high cost. Thercfore, ODA loaus will
continue to be the major fund procurement means.

1) horough exiernal debt management

Since ODA for the Vict Nar has expanded rehuvely steadily, ODA loans tend (o be regardul as a
convenient fund procurenient method. However, ODA loans-accompany repaymient risks unlike grants and
DI that do not require repayment. Therefore, ODA loans and other foreign debts must be managed
cautiously based on an accurate public investment plan and tax revenue outlook.

At present, the Vietnamese governmem has set a guideline of allocating 10% of the statc budget and
15% of the exports to the repayment of external debts. However, crilical 1ssumpllons for the guideline, such
~ as estimated amounts and their way of calculation of oil reserves, il production, and the investments
requited for atlaining the production have not beén presented. Some governimental officials show a desira 1o



further increase external borrowings based o an oplimistic estimate of oil and natural gas income, without
an objective and quantitative future plan.

(2) Matching the sources {0 the uses of ODA funds

ODA funds vary in interest rates, repayment conditions, and risks according to the different systems
and objectives of donors. Since financing conditions do not strictly reflect the profitability of individual
projects, projects must be selected prudently 'to avoid a discrepancy between cost and benefil. Otherwise,
possibilities of being unable to make repayments increase. It is imporfant to set guidelines {matching
belween funds and usages) for allocating funds to appropriate investments based on their interest rates and
other conditicns,

The Vietiamese government is considering the issue of foreign bonds on a commercial basis (such as
Furo-bonds) because ODA funids are not gmwihg It is true that such foreign bonds can be issued even al
present. However foreign bonds carry high interest rates at present with urirepaid liabilities. 1t is advised to
issue foreign bonds after lowering the fund procurement cost by completing (he negotiation with f.ondon
Club Countries.

1. Private investment and its fund flow

1. Mobilization of private savings

The issue in the financial fietd is 1o foster financiat munultons capable of sufficiently providing
investment and development funds necessary for.the achievement of the Five- year plan, Financial
institutions must create 4 smooth circulation of funds for the areas in need.

(1) Ensufficlent function of the curreat financial system

‘Fhe reform of the Vietnamese financial system has rapidly progressed since 1988, However, il is
'dlfucuh io say the financial system fully meets the demand of the market. First, looking at commercial
banks as financial intermediarics. Their short-term deposu rates tend to be set higher than middle- and
long-tesm ones, making il hard to collect savings of the latter type, while commetcial banks are mainly
engaged in short- term Ninancing for fear of economic and political risks. Furthermore, they do not make
safficient financial investigations, They make fittle vse of an analyzing method to forecast fulure proceeds
based on financial data. Most of them seem to center on financing based on collateral.

Next, the general public is analyzed as fund suppliers. Most of themt do not trusl financial institutions
pfmly bccause many credit unions went bankrupt in 1990. Difficulty in w:thdmwmg deposits is considered
to be another teason for theit distrust in banks. In fact, they Fear very much that sources of bank savings
may be traced, leading to money caplure. Instead they are said to save hoarded cash or gold, and a survey
‘on Viet Nam's living standards shows they resort to saving in the form of gold, cash or dollars. According
to an issue of the “Economist”, Viet Naiw's general public save gold corresponding to 10 billion doblars
{about 140 doltars per capila), which is a considerably large amount of money compared with a $274 per
- capita GDP. These days more money has been put on fixed deposiis ‘due to higher rates, but gold secms to
 be more attractive as medium- to long-term saving measures. They stifl remember the days when they
suffered from hypes inflation, and do not believe that inflation rates will be stabitized for long. Therefore, it
is necessary to make efforts to shift gold or cash saved by the general public 1o bank saving.

Finally, regarding enterprises as fund users, privale enterprises, many of which run self-funded
businesses, are less favored than SOEs in acquisition of assets, collateral and access to furds. Though
promising, enterprises expodting labor-intensive products are not in a position to be f inanced by banks due
to their insufficient mortgage.

(2) Establistiment of furid Mow frem the household seclor to 1he industrial sector

Inflation-free growth s an important issue for Viet Nam to achieve its Five-year plan. What is '
important is how to expand the national financing system and to realize fund provision to satisfy fund
demand. That necessuates the improvement of the financial system and the recovery of the people’s lrust in



banks through their own efforts to improve their service. Ohviously stabilizing Viet Nanv's cconomy is the
most important thing for realizing strong econoimic growth and a sound financial system.

For Vietnamese companies to raise external funds, the general practice is bank borrowing mostly in the
short term. Companies are nearly unable to issue stock to raise funds in the capital market. Furthermore,
there is no securities market providing purchases and sates of such debentures and stocks. In this way, the
establishment of middle- and long-term funds is an important issuc¢ for Vietnamese enterprise. They are an
urgently required extension of the function of indirect financing through banks. Also desirable is the
development of a'¢apital market, the establishment of a stock exchange and the raising of medium- td long-
termi funds,

1) Strengthening of commercial banks

Imiproved bank service is a basic factor {o recover bank credibility. For example, when customers apply
fo open savings accounts, it should not take a long time before they are approved and formally issued. When
depositors ask to withdraw their savings, they must be available immediately. [oformation about customers
should be kept absolutely confidential. Moreover, banks arc expected (o give their customers a saving
incentive by offering new financial means such as an inflation indexed deposit and a long-term deposit with
large prize money. It is also desirable for banks to improve their credit creation function, and to make banks
more accessible for customer utilization, One suggestion is to introduce and discount commercial bills
allowing customers to convest then into cash easily. : .

In line with the above reform, it is important for the government to encourage the people to deposit their
money and push a savings campaign forward under a slogan of Vietnamese growth and progeess. In
promoting national deposits, the government must guarantee that it wifl aiot trace the sources of national

eposils for, say, lwo years nor confiscate their moncy, but remunerate those who have large deposits. At the
saume time the government should study the feasibility of introducing a tax incentive which could induce the
peeple to make deposits. With this is mind, it is not desirable to impose a tax on interest rates.

2) Mobitization of medium- and fong-term funds through security markets

At present an urgent task is to expand the function of indirect financing by raising bank deposits (o
achieve the Five-year plan, but in light of industeialized Viet Nam toward 2000 and theréafter it will be very
significant to develop a stock markel allowing investors to furaish funds for those in need. First, 0 furnish
funds by issuing mediunt- and long-term bonds it is necessary (o develop a distribution market that enables
investors to convert securities into cash before a due date. ' : '

3) lastitutionalizing the informal sector : o T

The existence of informal financing has been pointed out in Viet Nam. lis concrete scale and actual
status is not clear, but it is said that theee are two types of informal financing: private-sector financing and
individual-sector niutual aid funds known as Ho or Hui. They feature short-term loans, high interest rates,
easy procedures, and high risks. A future issue will be to introduce these funds into an institutionalized
financing system, What can be considered as a new scheme of instilutionalized finance is to build a union
composed of anly merchants, and to establish a centrally organized body (banks) to operate with surplus
funds coliected unilaterally from the union, : . : ‘

The union’s major role would be mutual aid by union members. When member merchants are in need of
0pérati0nal funds, the union makes aloan to members who have the minimum required deposit balance. The
union’s. surplus funds go'to a centrally organized body, run by experts in investment and finance.
Furthermore the union coltects deposits from its members on a face-to-face method, that is, the union’s staff
visit each inember each monih to collect small amounts of money. Arother idea is a new type of installment
devised to benefit depositors in the long run. Participanis deposit smail amounts of money petiodically over
" the course of, for example, five-years in an educational loan for children that is available at a low interest
rate at & matarity date, The new device ¢an be realized on the premise that the existing informal financing
should be matured cnough to have a corresponding organization and that entry into the credit union shoutd
be designed to greatly benefit its pembers. ' : '



4) Mobitization of postal savings vitilizing the post office nefwork

It is desirable to study the introduction of a new network of savings mobilization as a 1001 to furnish
medium- and long-term funds. Many Asian countries have introduced postal savings. They successfully
collect small amounts of funds from the general public, thanks to the postal system’s state-run feature and
the convenience of its nationwide nelwork that cannot be covered by baiks. It is also said that success
necessilates that a reliable person in a local area is appointed as the post master. Deposits collecled through
the postal office network are intilized for investment or financing in the centrally organized body, helping to
furnish medium- and long-term funds, It must be studied whether or not a postal savings system, of one
utilizing another established system can be developed in Viét Nam.

2. Supply of medium- and long-term funds to industries

For successful economiic development in an economi¢ transition period, it is indispensable to foster
internationally compelitive industries, particolarly manufacturing indusieics that require the supply of
medivm- and long-term funds. Long-term funds are ridcessary (0 build plants and purchase machinery.
There is also a great demand for tong-term operating funds in labor-intensive industries with effective
export promotion and employment. Foreign enterprises investing in Viet Nam have demand for domestic
funds to hedge exchange rate risks.

However, Viet Nam today has no firancial systemn organized to supply such medium- and long-term
investruent funds to indusltries, and particularly not 1o developing privale enterprises. This poses a
bottlencek to industrial development. Below is an overview of the structure of a financial system that
provides a smooth supply of medium- and long-term funds to industries.

{1} Stabilization of the macrocconomy

Viewing Viet Nam’s actual financial status, interest rates are inversely set lower for the long-term and
higher for short-lerm loans, and there still renwains sirong concern about inflation, consequently most
financing terms are set for as short as three ta six months. So precious funds tend not be supplied to the
export-oriented manufacturing sector that needs medium- and long-term funds, but are supplied to the

© domestic service sector frorm which invéstment is recoverable in a short period, or to short-term financiat

“investment such as the purchase of governinent bonds or is deposited in banks with high interest rates.

: Such a lack of medium- and long-tern: f:nancmg is maioly due to the unstable Macroe¢conomic

‘ circumstances where there is s:gmﬁn_ani risk in lending and obtaining general credit. A vicious circle of

 high interest rates caused by inflation risks and bank default risks increase the risk of un;;fundab]e loans,
which financing to the short term, and 1o close acquainlances. This conspicuous lack of ceedit creation is
refiected in the spot cash payment policy {lack of a draft payment system), still prevailing in Viet Nan's
industries.

(2) Securing domestic medium - and Iong -term fund sources

Currently in Viet Nam most medium- long-term funds come from GDA, ¥D1 and the budget.
‘Compared with the scale of demand there is scarce supply of medium- and long-terriy funds in the form of
fixed-term deposils and stocks purchased by domestic enterprises and people. The issuance of securities is
‘said to be a success, but government bonds, whose redemption period is one year at the longesl, are not’
effective as medium- and long-term fund sources, and newly intfoduced project bonds featuring a
maximum three-year redemption pesiod are mainly purchased by SOLs without getting much fund
mobilization from generai public. - '

Under review is the establishment of a stock market as a dccusne factor for the mobilization of
domestic savings, but the private enterprise sector remains underdeveloped and the reform of state-owned
enterprises is still under way, The preparation and disclosure system, including enterprise accouniing
information, is not developed yet, and it will take a long time b;fon, eftective contditions required by the
direct finance monetary market are ready for enterprises. :

As mentioned 'sbo\a,, allocating part of the social insurance funds or cacmlly insurance companies’



funds to medium- and long-term financing may be a solulion. A considerable aniount of medium- and léng-
termi Tunds will be secured by having the social insurance fund invest in tong-term bonds such as enterprise
bonds and bank bonds.

[t is important to inctease medium- and long-term saviags by the public through the introduction of a
postal deposil as mentioned above, and measures should also be examined for converting shod-term deposits
into medium- and long-term fund sources. For example, major banks engaged in medium- and long-term
financing sell mediwn- and long-term bonds to stock companies. These companies are capable of eollecting
deposits and utilizing them as sources for medium- and long-term financing. In Japan this “Wariko" system,
is the adopted fund raising system of the Industrial Bank of Japan.:

(3) Establishment of a medium - and long-term fund supply system

It is as important as 1o secure fund soufces (o establish a financiﬁl system capable of stabilized supply of
relatively risky medium- and long-term financing to certain industrics to be fostered.

Today in Viet Nam, government agencies (the General Départment for Investment and Development, the
Ministry of Finance, and the National Investment Assistance Fund) and the BIDV supply medium- and long-
term funds mainly to state-run enterprises. As medium- and long-term funds are preferentially allocated to
SOEs, particularly to basic industries, they are hardly accessible for private companies, particularly small
and medium enterprises (SMEs) or non-basic and unimportant SOts. Many private companies depend on
private high-interest financing for their equipment funds. Furthermore, the averall financial industry is not
capable of reviewing a project for effectivé medium- and long-term financing due to a lack of accurate
financial data of concerning enterprises and to the banks’ underdeveloped audit system. '

It shoutd be noted then that agencies supplying medium- and long-term funds should make a credit
judgment independent of a policy judgment and have professional ceedit analysis abitity. Direct financing
from government to enterprises is not desirable when credit judgment and policy priorily are inconsistent.
The latter is given priority and this feads to a great danger of accumulated bad debits.

A possible alternative is to change BIDV to an institution specialized in medium- and long-term
financing wilh government reserves for mediunt- and long-tecm funds, and appropriau, review abilily gained
through its long experience in medium- and long-term financing credit 'ma}ys:s In'this case BIDV may
supply medium- and long-term financing dicectly to Ieadmg national and private enterprises, and indirectly

- to private SMEs through private joint stock banks that receive whotesale banking of medium-‘and long-term

funds. At the same time it is desirable for BIDV to prevent bad debis by establishing management 'iutonomy

and cullivating credit analysis ability through mproved study and training {a change from collateral-oraemed
to project-analysis-oriented financing).

For immediate effect; a possible méasure is to fucther proniote utilization of leases such as those for
machinery and equipment. State-owned bauks have already established leasing joint ventures, and it is
desirable to support this trend and expard its scope into other sectors such as SMis.

3. Mobilization of foreign savings for private investment
Private investment from overseas generally develops in the following order: FDI (forelgu direct
-investment), financial m»esnnenl by bond purchase and bank loans, and eventually through financial
investment by institutional investors. Viel Nam, on the way to'a market economy, has now entered the first
slage, and finds FDI a major channel for mobilization of foreign savings.
- (1) Promotion and utilization of FDI in the a long-term
EDL is very significant in mobilizing foreign savings without accumulating external debts and in
mcreasmg productivity of domestic industries through technology transfer. On the other haid, FDI is cost-
“conscious and volatile in itself. Therefore, it is essential to promote infrastructure development from the
medium-to-long teérm viewpoint. It is also imperative 10 make efforts to promoté FDI by immediately
nnprovmg the acceplance system and remowng impediments to disbursements.
A patticalar concern is-that the gap between TDI comimitment and actual expenditure has been



inceeasing recently. Foreign enterprises which have annonnced investment in Viet Nam seem (o be dnll‘i’ﬂ‘d
by some obstacles or difficulties in imptementing FDI

Financially important is to secure funding for FDI projects. Primarily essential is the improvement of
the domestic system for supplying long-termi funds to FDI projects in order to reduce exchange risks and
promote investment. In this respect fusther promotion of the establishment of joint venture banks and
support for fund raising in Viet Nam should be considered. Fund raising from overseas should also be
promoted, and to that end it is desirable to promote closer relations with other Asian monetary markets
including Hong Kong and Singapore through business cooperation between financial institutions.

(2) Side effccts of FDI = Exchange rate management under the pressure of the overvalued Dong.

The contract-based total amount of FDI to Viet Nam has now reached the same level as GDP, and it is
fearcd that the in-flow of foreign currencies that comes with it will create upward pressure on the Dong,
impede exporl competitiveness, and increase trade deficits.

On the other hand, it is feared that a further depreciation of Dong will aftect euerna! debts problems,
and that an increase in export prices will increase trade deficits and cause inflation. As seen in Mexico, a
slump in the national currency comld cause a vicious circle of increasing trade deficits with rising import
prices, sharply dropping foreign currency reserves, and further falls of exchange rates, threatening major
econemic confusion. Therefore, it is desirable, for the present, to stick to'the I'O]lowing foreigli exchange
rate policy for safely and stabilization.

1) Real effective exchange rates

Currently the nominal exchange rate of the Dong to the doliar is stable, but the real rate of the Dong has
beeri continuously appreciating due to different intlation rates in Viet Nam and the USA. This threatens to
hinder Viet Nam’s competitive power in ¢xports.

However, the dollar tends to depreciate against Asian currencies in general. The ‘real e[fecuve
exchange rate,’ to be computed by taking the weighted average of the cusrency rates of all of Viet Nam’s
trade pariners, may not be appreciating so nych as the real exchange rates with the US dollar. The problem

“is not as severe as it initially seems and consequenily il is desirable to use real effective exchange rates for
more effective foreign exchange rate policy. -

2) Acceptance of Dong appreciation 1o a certain extent

- Today's trend of re-evaluating real effective exch'mgc rates has resultcd from persisting inflation. This
is the cost of past inflation, and in this respect Dong appreciation should be accepied (o sonie extent.
~ Re-evaluation on a moderate level of real effective exchange tates could promote the reform of the
domestic economic structure, particularly the rationalization of exports; and this would lcad to reinforced
international competitive power. This also promotes conversion of the domestic dollar into the Dong. The
meerits of a Dong hike need to be notéd, too.

3) Doltar purchase operations

It is a proper measure for the cenlral bank to conduct dol!ar purchase operations {0 cope with the
appreciation of the Dong. However, this will cause an excessive flow of the Dong in Viet Nam, so
sleritization is required 1o absorb it. This sterilization is achieved by selling government bonds, centrat bank
bonds, and dcbenmres concurrently. In this respect the recent issuance of central bank bonds and study into
the establishment of a government bond market may be evalualed.

On the other hand, there is a great possibility that such bond selling operations would cause a drop in
bond prices or high interest rates. Under the present circumstances the central bank carries out dollar
putchasing operations exclusively for state-owned foreign exchange banks and this poscs a problem of
uneven supply sources of domestic funds. It is accordingly necessary to study the use of other measures
along with dollar purchasing operations.
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Comment on the “Report on Iiconomic Development Policy
in the Transition toward a Market-oricnted lconomy
in Viet Nam’’ (phase 1)

Lai Quang Thuc
Ministry of Planning and avestment

Monetary-financial policy

Fiscal and monetary policy had been reformed togher with the process of economic mechanism
innovation, shifting from the centrally-planad and command economiy to a market-oriented economy. It play
very important role in the process of cconomic ‘stabilization and anti-inflation. ‘The section on ntonetary-
financial policies has presented rather completely monctary-financial issucs related to Development policies
in Viet Nam today in the Report on Opinions on the draft New Five-year Plan for Social and Economic
Dcvelopmcnt in Viet Nam an in Execuliﬁe Summary Report on fconomic Development Policy in the
Transition toward a Market-oriented Economy.

Conteats of sections in the Report, in gcnerai have reflected monetary- fmaucml slatus of Viel Nam at
present. Structiee of the report is relatively completed. In genaral, we agree with the opinions and results of
rescarch prcsented inthe Report,

The issues in point 2.2 are presented rather accurate, excepl thal section on pn\"ite saving moblhmimn
it was stated that people hold gold and dollars because they do not trust banks, which was correct only three
or four years ago. Al present, the situation has been changed, people have actively deposited-into b'mks
However, privale saving mobilization requires Hiat the system of banks must be further genovated not only in
(cchnc!ogy, technique but also in service manner and style.

We agrec with conclusion that the income difference between the norlh ang the sou!h is anolher
restrictive factor for investments and savings in the Vietnamese economy. Moreover, we agree that rapid
cconomic growth incvitably brings about an income difference among regions. However, we should make
priority policy 1o develop economy in the north more rapidly in order to increase income of the people in the
north. Of course._it does not mean that we forged to develop or develop lesser economy in the south. :

“The survey on fiscal and monetary system under the planned economy is correct, In fact, in the Planned
economy, the banks moved funds according to governmental commands without playing the role of a
financial intermediator.

Itis'a fact that in present, the private sector has meet many difficultics to have loans from the banks,
even there are only short-term loans with high interest for the private sector (although the loans are
inceeased). Moreover, the private sector hardly has medivm-and totig-term I"uuds sources. We agree thal the
industrial sector has very high demarnid for fund for expandl g business, but hsgh intercst rates are suppressing

“their needs. Therefore, our policy is that interest rate will be reduced when there are available market
: 1ppronme conditions. Private savings nobilization is wrilten comprehensively in the Report. A savings
mobilization system through posi-office netw ork should be cstablished in Vict Nam' Although Vietnamiese
people have riot been accustonied to deposit through postal savings system al present, bul thése ideas should



be examined to apply and disseminate propec knowledge among people.

The opintons that a centralized tax collection system compared with a decentralized one is generally a
cost-saving, streamtinied, and efficicnt method for collecting funds and redigiributing thiem...and the
centralized tax colleciion that the Vietnamese govemment is trying to establish is often not functioning
efficiently, are correct.

We agree with suggestion that the tax system must be changed to a system that promotes enterprise
activities urider open economy and is suitable for international trading.

li is a fact (hat Viet Nam has no well-established accounting systemy or a budget law. Therefore, It
causes an underdeveloped state of budger’s operation and managemeni systém and a wasted enormous
amount of fiscal disbursemnts.

In fact, the burden of state budget will be redvced if some public investment projects are commercially
undertaken. Therefore, Viet Nam should commercialize some public projects such as some schools,
hospitals and places for tourism, :

Al pre'sem, foreign debt management in Viet Nam is stilt decentralized and lack of common policy and
measures o effectively manage this source of fund, therefore foreign debt management should be
centralized. The fact that Vief Nam is still lack of experience in forcign debt negotiation as said in the

_repott is true. Viet Nam should centrally manage foreign debt as well as implement active measures and
policies in foreign deblt borrowing and repayiment in each period of time.

Exchange rate policy should be examined in complex with other policies. Exchange rate policy alone
cannot solve all the issues, but il is necessary to put it in complex of policies such as policy against
inflation, policy on savings, policy on export policy for inducing FDI...

In fact, financial system in Viet Nam has not been developed yet, and it is very important to push up
formation and development of financial system at present stage, particularly, tax system should be reformed
in order to be step by step in accordance with international practice when Viet Nam joins ASEAN. In which
replacing turnover tax with VAT, profit tax with company income tax reforming individual income tax
import and export taxcs.. are very necessary in the next I-2 years. Experiences in ASEAN counlrics'on'
establishing tax system and requirements on reforming tax system of Viet Nain in accordance with AFTA
are very useful, _

* Vietnamese bank sysleni does not have to pay turnover tax but now the tax systein to the banks should |
be improved in the future, but Viet Nam has own c!nmclensuc features, this issue need< 1o be examined
further.

In ¢onclusion, fiscal mobilization policy, policics on mmnnn budget revenue and expenduurt, are
rather deeply analyzed in the Report,

(,onclusmns on necessily of medium to long- term funds and rccommcnd to undertake an investment
needs survey of business sector are desirable. Furthermore, suggestien that Viet Nam should invest in
exporl-oriented business sector is acciwrate,

Of course, the report would have been more comprehensive if there had been analysis on relationship

- of monetary-financial potlaes to economlc growth and inflation. The report had been completed very welt.

‘1 second phasc (Phase 11), in our view, A compulsory and incentive savings system should be
researched bLC’iUSE they are véry helpful for Viet Nam economy. Morcover, Il may be necessary to carey on
r_es‘eakh work and examine experiences in other countries such as Japan, South Korea, China, Singqpore

- Capital market, securities market are being vital :mpomm issue in Viet Nam. It is quite necesmr) o
promote researching and establishing a securities market in Viet Nam.

Al the issues related to monctary-financial policies should be continued to research and to unprme
more deeply, especiatly the issues related to foreign debt management, deposnls and saving of households
and of banking system, exchange rate promotihg o exp{m. Moreover, we should organize some surveys
and invesiigations on saving of households in three parts of countries (north, midle and south) in order to
estimate capital resource in the people, survey on financial and accounting issue in enterprises (state-owied
and private enterprises) and local budgel accord:ng to the new budgel law and cesearch rehnons bclween
money supply, ecoiomic growth, inflation and investment.

12



| _ . 3
General Cominents on the Vietnamese Drafts on Financial and
Fiscal Policies for the Five-year Plan 1996-2000 :
Some Lessons from East Asia”

Ryokichi Hirono
Seikei University

I. Introduction

Development of any national econoniy involves both social costs and benefits, as perceived in rapidly
industrialising economies of East Asia during the last three decades. We can draw some s:gmﬁcam £s50ns
from their rich experiences for the Socialist Republic of Vict Nam, :

1. Some common features of the East Asian development

There has been a rapid pace of industrialisation and industrial and technological deepening throughowt
the penod up to mid- 1990s, shifting at the redatively carly phase of industrialisation from import-substitution
policies to export-oriented policies and focussing on labour-intensive sectors in the first ten to fifleen years,
while simullaneously exploring into the p0531b11mes for initiating and expanding some capital- and
technology-intensive industries, as shown in'changing proportions of these sectors as percent of GDP,
employment and exports. '

There has also been a rapid development of the modern service sector particularly since mid-1970s,
though dlffermg among East Asian countries in the exact time depending on the initial conditions of
development, as shown in the rise of modern service sector as percent of GDP, empioy ment and cxpons

In pursuing the rapid indusirialisation and economic modernisation programmes, all the Fast Asian
countrics except the Democratic People’s Republic of Korea and for a long time Myanmar have taken an
open-door policy, welcoming foreign direct investment with a view to mobilising necessary financial
resources, foreign exchange, advanced technelogy and management know-how and enhancing their access (o
foreign markets. The open- -door policy has also compelled East Asian countries to liberalise both internal
and external economic relations by utilising market competition at home and abroad, which has made the

1} Based onmy reading of the Socio- Economic Developaxot and Investment Requiceiments for the Five Years 1996- 2006 Goverment Repori
13 the Consubiative Group Meeting in Paris fiom 30 Noveraber 1o 190 Decenber 1995, Dr. ‘Lai Qeang Thoe's paper entitled Financial and
Monctary Policies and Measeres in the 1996-2000 Socio-Economic Plan hat 1mand in the VIET NAM ECONOMIC REVIEW, 28 June,
1995, Dr. Trani Van Ta's oral preseniation on Bedpeting 2nd Taxation Reforms {or (e Years 19962000 21 the Japan-Viet Nam Joint Study
workshap in Tokyo cn 29-30 fanuary 1996 and Dr. Ho Quang Minh's paper entitted Economic Development, Dewelopment Covperation amd
Enumnm-:m Duvelopment of \"wl Nar, pecsemed ot the Tokai Univirsity Syinposians on IN PURSUIT OF COMMON YALUES IN ASIA.
held in Tck)n oo 15-16 February, 1996, 1 have also beoefited a greal deal from, among others, a dralt peepared for JICA on this joint stody

: pmg:ammc  eatitled The Egondmic Déukspm\nl Policy in thé Teansition Tow ard 1 Market-Orierted Econdiny in'the Socialist Republic of Viet
Nani Fiseal atd Monctary Puticies, 15 February, 1996 and a drafl peepared on 3G Janary, 1596 by Dr. Borje Ejungpre, Swedish Ambassador to
Vist Nam. cititied Db Mai in the Year of the St Pasty Conigeoss: Emweging Coatradiclions in the Reform Process?.
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Fast Asian industeialisation really competitive on the world market. {t was fortunate for these Fast Asian
couniries that their indusirialisation programmes also coincided with the on-going liberalisation of the
international trading regime under the Kennedy, the Tokyo and the Urugueay Rounds of multitateral trade
negotiations.

In the rapid process of industrialisation and cconomic modernisation of these East Asian countrics.
however, the positive role of government has always been recognised as vital, not only in laying the
foundations of economic and social infrastructures but also in providing a competitive market framework
under which private sector could operate efficiently and accelerating the de\"elnpmem and expansion of
export-oriented industries (through appropriate macroeconomic policies, fiscal and financial policy
interventions, This development approach adopted by most of the East Asian countries (the only exceplion
was Hong Kong) has been termed as developmental market-economy against the liberal market-economy.

Consequently, most of the East Asian countries have achieved a rapid integration with the rest of the
world economy through expanding intetnational trade and direct investment by multinational cosporations
(MNCs), as shown in the rising share of their trade as percent of world trade in searly all manufactured
goods.

As a result of the rapid industrialisation and economic modernisation, however, sach new critical issues
have emerged in Fast Asian countries, as discussed later, as a result of a rapid pace of urbanisation
in¢cluding the emergence of several megapolis with all its attendant problems, environmental degradation
and rising so¢ial crimes, to name a few.

2. Different patlerns of East Asian development during the postwar period

While there have been common featuses in the economic development of East Asian countries, there
have also been differences in the stage of cconomic development among them, though their degree
differing among them. '

Dynamic economies of Hong Kong, the Republic of Korea, Smg'lpou and Taiwan, having gollen on
the bandwagon of rapid economic growth and world trade expansion during the period 1960s-70s and
forging ahead in the 1980s and 1990s, have now become ready, when and whese approp’riatc; to join OECD

_countries as trading, investinent and aid pwitners, Hong Kong, however, is scheduled to cease as a self-
governing British Crown Colony asd rejoin the People’s Republic of China in 1997.

Countries of the Association of South East Asian Nations (ASE AN) minus Singapore, hwmg tried
:dunng the last three decades (o catch up with lhe d)namlc economies of East Asia, will be ready to join
OECD, lhough at different umlng, either before or in the second decade of the 21si century.

(_ambodla the People’s Republic of China, the People’s Democratic .Republic of Lae, Mongolia,
l'ﬂ)anmar and the Socialist Republic of Viel Nawm, having awaken to ¢ hanging realities at home and abroad,
are now making massive efforts for transition from centrally plan'ncd to opea markel-oriented economy,
though following different models of transition.

- 'The Democratic People’s Republic of Korea, having missed a rapid growth boat of neighbouring East
‘Asian economies, is now pondering on the extent and depth of necessary econoinic and palitical reforms.

Rising domestic constraints and disequilibria in nearly alt Fast Asian economies, are now calling on
governments 1o constantly restructure their economies and carey out those refornis in favour of the poor
and a greater degree of economic and pé[ilical democracy.

3. Some major faclors responsible for the rapid mdustnal:zatron and the successtut economic
and social development in East Asia ¢ :

Among the most important and critical factors has been the political stability for a sustained period of
time. None of the high-performing Last Asian couniries would have been successful in economic
development and resteucturing, had it not been for the sustained period of political stability. In- this
conneclion, the long-drawn war in Cambodia, Laos and Viet Nam had réally affected their economies
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. adversely, slowing down the pace of their economic development and industrializal ton.

A tirm political commitment to development, particularly to high-growth with equity, under monetary
and fiscal discipline has been extremely significant for all East Asian countries. When lacking of this, they
have suffered al times from not only stowdown in econontic growih but also a period of cconomic contusion
and ehaos. The open-door policy of these countries, hawever, has compelied them to reverl Lo the high-
growth path.

In the long run, nothing has been far more important than steady jnereases in human capital and physical
1nfrastruclun, investment, which alone made it possible for these cotintries (o encourage both domestic and
fomgn mvestors ta invest in their development process. In this connection, the provision of basic education
for atl, making their people literate and easier to adjust to the changing internal and exteinal economic
conditions, and the reorientation of their ¢ducational system in favour of a greater emphasis on science and
technology and skill developmient have been vital. In terms of the physical infrastructures, the most critical
have been the efficient network of energy supply, transportation including harbours and airports and
telecommunications.

High rates of domestic savings and entreprencurial spirit have been found equally impoitant, if not more
as the rapid pace of investment in human capilal and physical infrastructures. In fact, East Asian countries
would have found it impossible to achicve such high rates of industrialization and economic development
unless these had been available in their respective countries. In this connection, the presence of ethiic
Chinese business community with its emphasis on competition and innovation has herpu.l the success of Easl
. Asian industrialisation and manufactured export expansion.

Efficient and clean bureaucracy, though varying 1o sonie extent among different countries of East Asm
has also been a cornerstone not only for making appropriate macroecononiic pelicies but, more importantly,
for implementing those policies effectively. The rapid industrialisation and economic modernisation
‘progranunes have required these countries not only to have the technical knowledge and professional
expertise but also apply them with a good sense of judgment, accountability and fairness.

" Fortunately most of the East Asian countries have had a long teadition of effective government and
private sector partnership in policy making and implementation process. There has been a sense of mutual
trust in each other, making an effective use of their respective comparative advantages whether in mobilising
domestic resources to accelerate economic development or developing certain strate gic industries crucial to
their technological i improvement or expori expansion,

As said earlier, it i$ to be noted that there had been o relatively favourable international economic
regimes and environments including trade, investment, technology transfer and aid, particularly during the
period 1960-30 which definitely hetped East-Asian countries to proraote cxport-oriented industrialisation
programmes and thus accelerate their economic deselopmenl Beginning in 1980 the high-interest policies of
Reagan Administration began to emerge to fight against the rampant inflationary pressures around the world,
including the second cnergy crisis of 1979-80, and plunged the world cconomy into a somewhat long period
of economic sfowdown and stagnation in some cases, triggering a serics of protectionist waves in the United
States and elséwhere. '

4. ngh growth policies and measures in East Asia ?
1) Measures encouraging basic education for all and science and lechnology education in particutar
-2) Fiscal, financiat and administrative measures mobnhzmg houschold and public savings, though
differing among countries -
3} Fiscal and financial measures accelerating private investment, both domestic and foreign, i
- productive capacily and technology

7 See PARTIL
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4) Fiscal and fi n'\ncm! measuns onemed toward exporl promeolion and seleum technnlogy amporls
5) Fiscal and financial measures assisting the growth of sunrise industries

6} Measures prompily adjusting the value of respective national currencies to mtematmml market

7} Tiscal, financial and administrative measures in favour of greater equily in income and assets

Social cost of development in East Asia

1) Environmental deterioration including a steady rise of air, water and soil pollution, and poor urban
amenities

2) Relatively widening income and wealth differentials both in the urbai area and between the rural
and urban areas and still inadequate housing for the poor, though the bottom has gone up

3) Poor social security benefils and poor urban amenities relative to incceases.in personal and
corporate incomes and continuing eavironniental degradation

4) Some form of social coercion to foster thé national unity and commitiient to high growth and rapid
industrialization

Major issues facing Easl Asian economies in 1990s and 21sl Century

1} Growing bottlenecks in physical infrastructures, mainly caused by rapid industrialization,
population pressures and urbanization

2) Increasing scarcity of skilted, technical, professiobal and managerial nianpower

3) Adverse environmental impact including air, water and soil pollution and other health hazards,
deforestation, noise and so on

4) More intense pressures for greater social equily and sustainable development

5) Growing pressures for the lberatization of trade and investment regimes

6) Constant search for growth trianglesfquadrangles and enhaucement of subregional economic
cooperation

7} A growing interest in forming some sort of East Asian or Western Pacific economic. grouping to
prevent the European Union and the North American Frée Trade Area from becoming more
inward-looking

Lessons of the East Asian development for Viel Nam?

1} Need for maintaining political stability for a sustained period

2) Need for strengthening political conmmitiment to development and sus!’nnable human dcv..lopmem
policies

3} Need for maintaining monetary and fiscal discipline and improving macroeconomic policy stabitity,
“consistency and flexibility

4) Need for enhancing the quantity and quality of human capital and physical infrastructures
investment

5y Need for increasing domestic saving and improving entreprencurial spirit

6) - Need for reinforcing good governance at all levels of government

7} Need for impmving the institutional mechanism and working of govemmem'and private sector
parinership

8} Need for cunstant upgradmg of technology, productivily and sn!crnatloml compemwcneqs under
dynamic comparative advantages :

9) Need for sustained and greater efforts in narrowing income and asset dispasities -

Y

6
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10}

in
12)
13)
14}

Necd for urgent and accelerated reduction in defense spending and other economically and sociably
unproductive public expenditures -

Need for urgent improvement in social amenities and environment

Need for protecting civil rights, workers’ rights and improving working conditions tor all

Need for ensuring basic human reeds for all, particulariy for women and children

Need for promoting subregional and regional cooperation for peace, security and economic and
social development

8. The rote of Japan in reorienting International development cooperation for Viet Nam in the
1990s and beyond in favour of both sustained growth througn {rade and invesiment expansion
and greater equity, sustainable environment and human development

1)

2)

K}

Need for assisting seif-reliant development of Viet Nam by way of sustaining and improving the
international trading regime in favour of frecr access to product markets and technology of all
countries, particularly industrial countries

Need for improving the international investment regime in favour of freer access to rapidly
expanding international capital market, furiher deregulation in Investment restrictions and installing
a multilateral accord on investment guarantee and dispute settlement applicable to all signatory
countries '

Need for improving the international aid regimes in favour of assisting Viet Nam to improve their
organic and positive linkages with trade and investment, including expansion of their exports and
imprové their national dev elopmenl capacity to deal with mmg domestic and inlernational pressures,

- constraints and disequilibrium

4)

)

7

8}

9)

10)

Need for inceeasing bilateral and multilateral development cooperation for Viet Nam and reorienting
their development cooperalion to facilitate the realisation of all the lessons of development as
mentioned in the above section 7 :

Neoed for improving the quality of bilateral and muliilateral de\elopment cooperation for Viel Nam
by way of enhancing aid efficiency and effectiveness in terms of meeting expected impact

Need for enhancing the efforis of the inl_emalionzil community to assist Viet Nam (o effectively
transform from centrally planned to market economies as soon as possible, with minimum adverse
impact on the population and in particular women, children and the poor

Need for reinforcing the efforts 'of the international community to assist Viel Nam in dc-aluw, with
global issues such as populauon refugees, environment, narcotics and AIDS, if any

Need for assisting Viet Nam to improve aid coordination among bilateral and multilateral donors to
maximise the individual and overall cost-effectivengss of international development cooperation
projects and programmes

Need for vastly improving policy and opemnoml coordination among the United Nations
development organizations, specialised agencies and humanitarian assistance. ort,amzanons operating
in Viet Nam and between them on the one hand and the Bretton Woods institutions and regional
development banks on e other and eventually reshaping the functional and orgamzanoml division
of labour between the two, including ceorganizalion and mlcgrauon of duplicating functions and
organizational setup

Need for encouraging newly mdustnalmng and othcr more advanced de\elopmg econoniies o
enhance their development cooperation to Viet Nam both quantitatively and qualitatively.
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1. Postwar experiences in domestic resource mobilization in East Asian
countries ¥

1. Introduclion

Macroeconomic performance, as nieasured by overall budget deficits, current account imbalances and
consumer price inflation, has been improving over the last two decades in most East Asian countries, with
only a few exceptions such as China, Laos and Mongolia. _

The gap belween gross domestic savings and investment has been found highly variable among Fast
Asian countries, and with few exceptions the proportion of domestic resources set aside for investment has
been rising impressively over the 1ast two decades. These trends represent a remarkable change as the
domestic savings as percent of GDP were cither negative or marginal in the range of 1-8 percent in 1960.

Transition economies of Lao Peoples’ Democratic Republic and Viet Nam have experienced a very
large negative resource gap during their transition. Even with a coasiderable amount of inward private
remittances, national savings financed only a qnarter to a third of GDI in the late 1980s. The relative low
rates of domestic savings in these economies point to the urgent need for a supportive policy framework for
enhanced domestic and external resource mobilization in the coming years.

2. Financial resource mobilization through fiscal measures

‘Though varying among East Asian countries, the bulk of domestic investmient bas come from domestic
savings in whose mobilization the government has consistently played a crucial role through fiscal
managenient on both revenue and expenditure sides.

Also, the government regulation and promotion of financial intermediation have exerted a powerful
"influence ‘on the level and efficienicy of private sector financial mobilization and allocation.

On the average, there has been an increased transfer of financial resources toward the goveriine
" sector, with the fiscal revenue as percent of GDP rising to nearly 30 % in Singapore. In some countries the
rising share of resources obtained by government has not been accompanicd by a comniensurate rise in
domestic savings rates, thus leading to a crowding-out phenomenon and probably lesser efficiency in -
domestic resource ulili?nuon

“Far from bemg a source of goverimen! non-tax income, many of the publl:, sector enterprises have

generated sizable net demands on the government budget to cover persistent operating losses. And they
have also ‘often been provided with a privileged access to domestic capital markets and not infrequently
external borrowings at concesstonal terms mvoivmg an implicit subsidy.

A growing concern for greater operational efiiciency and financial discipline has led in many East
Asian couniries to adopt greater operating autonomy, precise specifications of objectives and performance
criteria, rationalization of pricing policies and the enhancement of financial transparency and
accountability. Also, privatizalion of public enterprises and administrative 'dcregulalion have been resorted
as another instrument.

Privatization of public emerpnses has been rather slow particularly in transition economies of East
Asia, since: a) entrepreneurial and risk-taking capabilities, managerial expertise and venlure capital
resources have been in short supply, b) alternative employment opportunities necessary for the unskilled

4)  This is a tevised version of my papor entithed the samw, preseated at the Japan-Victnam Workshop held 28 JICA headgoasters in Tekyu on
28-23 Janvaty, 1996, This is targely bascd on a survey amd reporis that appeared in the ESCAP, Economiv and Sociat Survey of Asia and twe
Pacific 1992, Asian Development Bark {ADB), Asian Devclopment Outlobk 1992 and ADB, Buonwstic Resoarce Mobilisation through
Finanwial Developricnt, 1991.3)
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workers displaced through privatization have been found tather scarce, particularly on comparable ters and
c) there has been the dack of skilled personnel to evaluate marketable assets of public enterprises along with
the thinness of domestic capita) markets.

While privatization should through enhanced competition theoretically bring about greater efficiency in
resource use, compelition cannot be regarded as a natural consequence of privatisation and deregulation
which, if lefi entirely to markét forces, might: a) impese heavy adjustment costs, b) reduce investments in
essential infrastructure projects and ¢) take an inadequate account of dynamic comparative advantage.

In addition, privatization and deregulation, if not accompanied by complementary regulatory framework,
might result in private monopoly, the lowering of public health and safety and deterioration in cavironment.

In many East Asian countrics government savings have been enhanced through careful control of
spending and securing higher payments [roin recipients of public sector services. A wide range of user fees
and charges and their increases have been instatled though selectively and on a differentiated basis to
ratiorialize demand for public services, raise delivery efficiency and improve equity targetling in government
provision of infrastructure facilities and services. Also, private seclor has been increasingly involved through
BOT (Build, Operate and Transfer) and BOO (Build, Own and Operate} measures in the complementary
provision and management of both economic and social infrastructures. :

There has also been a growing interest in increasing efficiency in the mobilization of public savings
through improvements of the exisling taxation system by means of tax base widening and deepening. Better
designs of fiscal instruments and othér innovations such as value-added taxation have also been introduced
~ in many Fast Asian counlries since the late 1970s in accordance with available administrative capabilitics.
Value-added taxation is considered to help reduce the cascading effects, distortions in resource allocation and
production costs associated with a plurality of levy points and a multitude of indirect taxes which it would
replace. Furthermore, attempts have been made by tax authorities to ensure greater compliance and lessec
avoidance.

3. Financia! intermediation and Izbetahzallon

While private savings have represented a larger share of the domeslic savings in nmﬂy all Hast Asian
countries, the proportion of such resources held in tangible assets, e.g., real estate, precious mehls and .
otnaments, and in highly liquid forms such as currency and demand deposits has been decreasing sharply ﬁ
with the spread of banking and other capital market institutions as well as the increasing varieiy of .ﬁlgaixcia] :
instruments and papers in recenl years. Particularly the stock and bond markets have inc’reasingly become an |
important means for the mobilization of private savmgs not only in advanced developing mun!nes but also
in other developing countries.

in the past the financial sector in many East Asian countries had been dominated by a small number of
conumercial banks which, by and large, were geared mainly to the finance of commerce and short-term
transactions. Their inability and reluctance to fund medium- and long-term industrial and agricultural
development projects was one of the major reasons for bank nationalisation during the 1960s and the eariy
1970s. There was also in one country after another the establishment of stale-ownéd banks and dwelc;pmem
finance institutions for more spec;ahzed purpcses.

There has been an increasing spread of branch banking particularly in rural arcas; which is considered o -
have contributed a great deal to raising the domestic savings rate. As a result, there has been an upward trond
of Mt and M2 as percent of GDP in most East Asian couintries. :

There were in (he 1960s and the early 1970s a number of- constraints o the mobitization of domestic
savings in many cauntries of the region. Prevailing management approaches and practices were not suitable
to local requirements, apart from the ne¢d for mote innovative savings facilitics and lending techniques.
There were also inadequate linkages between banking institutions and nonfornial credit socicties to mecl
small financing needs in both urban and rural ateas. Loans were often extended in favour of large established
enterprises, resulting in financial markel segmeniation and dualism, forcing small private enterprises relying
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on pon-institutional sources of credit.

- Governmient policies of maintaining inferest rates below the Ieve]s consistent wnh underlying market
forces, which now has ceased to exist in most East Asian countries, also resulted in the 1960s and the early
1970s in the high frequency of credit ationing, directed allocation of investible funds to bigh-prionity
sectors sel forth by the governmernit and the entrenchment of infermal or curb markets for the unorganised
private seclor. _

Such policies had becn terminated first in advanced developing countries oI Fast Asia and some
ASEAN countrics so that attractive intefest rates on bank deposits helped to mobilize domestic savings
indispensable to export-oriented industrialization programmes. Singapore saw a sharp rise-in the domestic
savings from nearly 10% of GDP in the mid-1960s to some 42% in the mid-1980s. Taiwan also saw a
fourfold rise in private sector savings from 4.5% of GDP in 1952-53 to 18.5 percent in the early 1960s. Its
domestic savings reached as high as 32% of GDP in the 1970s and 33% in the 1980s. ROX saw a shooling
up of bank deposits from 4% of GDP in 1965 to nearly 21% during the 1970s.

The average ralios of domesti¢ credit extended to the private sector in total bank leading clustered in
the carly days around 40-50%, but have risen to 85-90% in advanced developing countries and around 70-
75% in other East Asian countries excepl transition economies. This has been in the main due to the
dominance of private sector businesses, fiscal concessions such as the exemption of interest payments from
corporate income taxation to offset the burden of high interest rates on loans. Such impiicit subsidies have,
however, contributed to high gearing ratios in ROK, though declining in recent years as capital markels saw
a remarkable development, allowing firms to rely on equity and bosid issue.

There is an increasing evidence of a strong correlation between positive real mteresl rates on the one
hand and domestic savings mwobilisation, credit availability, factor productivily and hence output growth on
the other.

m.On the financial and fiscal reforms conductive to macroeconomic
'stanbilization, non- inflatlonary growth and economic restructuring in Viet
Nam

1. Introduction
In making a critical apalysis of the financial and flscal refornis in Vlci Nam and some tentative policy
recommendations in Jun¢ and November 1995 and in Jamiary 1996 at Japan-Viet Nam Workshops for
creating favourable domestic economtic environiments for enhanced international development cooperation,
an emphasis was made that (here were a few critical tasks to be urgently dealt with by the Government of
“the Socialist Republic of Viet Nam and that these economic environments could not be installed unless
there were A POLITICAL LEADERSHIP AT THE HIGHEST LEVEL COMMITTED TO
DEVELOPMENT AND POLITICAL AND SOCIAS, STABILITY in (ke countey, which itself could be a
“result of sustained economic growth with equity and hunan dey ;topmenr
Since then further studies had been made on the niost recent re forms and dev.elopmems in the financial
and fiscal sector by the academic groups and ¢onsultant groups both in Japin and Viet Nam in consultation
with our Vietnamese counterparts and their associates, and the otteome of these studies was prcsented al
the Masch Workshop in Hanoi this yeas. These sludies reconfirmed that the general direction and thrusts of
the tentative policy recommendations made at the eartier workshops w ere correct and sound and revealed
that the following remarks could be appropriately- introduced at the Japan-Viet Nam Workshop in Mar-.h

5y Thisissa revised vession of my paper cotided the same, presented at L—.p-m Vl ot Nani Workeheip held a1 FICA huadqu'tmﬁ in T(\L)u m.
Novenber, 1995,
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1996. The financial and fiscal group in Japan firmly believes that these findings. though never final, would
be quite useful to the possible successful conclusion of the Phase T of the Jaint Viet Nam-Japan Research
Project on Macroeconomic Policy Reforms to be made by end March this year. :

As chair of the financial and fiscal group P am pleased to see in this final report for Phase | that the entire
range of the financial and fiscal issues that the Japanese and Vietnamese collaborators had agreed upon o
deal with, i.c., domestic and external resources mobilization and the institutional mechanism to facilitate
them including debt management and foréign exchange rate policies have now been covered by the members
of the financial and fiscal group: Professor Watanabe on the banking and financial reforms, Professor Tajika
on fiscal reforms, Mr. Kinoshita on external resource mobilization and debt management inctuding foreign
cxchangc rate policy, Mr. Mori on the mobitization of medium- and long-term financial resources and
Professor Okada on foreign direct investment.

2. Further economic reforms needed for macroeconomic stabilization, non-inftationary growth and
economic restructuring
Three economic environments pomled out at these earlier workshops as requiring the GOV’s urgent
actions and measures were: general environments for macroeconomic stabilization and growth, some
specific measures and arranigements conducive to increased mobilization of official development finance
* {ODF) including official development assistance (ODA) and its eftective ulilization, and those clintates and
conditions favourable to trade and direct investment expansion at home and from abroad. '
(1) General environments for macroeconomic stabilization and non-inflationmy growlh
a) the GOV susi be able successfully (o meet a1l the development necds and requirements as
petceived by the people and the Party, ' :
b) the GOV must constantly adjust their macro- and micro-gconomic policy measures in response
to changing domestic and international economic and polmcal scengs,
¢) the government musl proceed with further deregulation in economic activities and trade and
investment liberalization measures and, if at all, accelerate them not only to enhance ¢fliciency
in resource utilization at home but equally importantly to compete more cffcciiw"ely with the
neighbouring countries in expanding exporis and altracting foreign direct investment (FDI). On
the other hand, the GOV must tighten social regulations and ulfon.cmem thereof, to rcduce
. corruption, urban crimes and environmenta! degradation, and :
d) the government bureaucracy must constantiy be streamlined at the national, provincial and local
* levels with a view to enhancing their administrative efficiency and policy effectiveness and
reducing corruption, |
{2} Spéciﬁc environments for ODF including ODA and other official fiows (GQOF) and external debl
management
a) the Cabinet and the minisiries, government agencies and entities and SO¥s must constantly be
sensitised to the changing priorities and programmes on the part of bilateral and muliilateral
donors as expressed in terms of volume, types, terms and conditions and conditionalities of all
kinds, in order for Viet Nam to be able to obtain ODF and in pasticular ODA from the
international community, as professed in the draft of the Five-Year Plan 1996-2000, for ncarl)
half of their domestic investment requirenents during the Plan penod
b} the GOV muist ceaselessly improve aid elfectiveness by way of both betler underslandmg the
modalities and procedures pertaining to international development cooperation by different
donors and enhancing aid preject/programme identification, formulation, implementation,
monitoring and evaluation capaeity and strengthening the aid coordination mechanism within
governiment and various ministries and the annual consultation machinecy for external aid,
¢) the GOV must constantly improve their external aid and debt management capability by
strengthening the professional competence of those MPI (Ministry of Planning anfd Investmet),
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d}

central bank and MOF (Ministry of Finance) officials concerned and slr'czimlininig their
bureaucratic control over external aid and debt negotiation, disbursement and repayment
schedutes and responsibilities, and

the GOV could cellaborate with other aid recipients at multilateral fora in persuading the
international donor comaninity on the need for expanding both ODA and QOF and improving
aid effectiveness including a greater use of national and internationat non-governmental
organizations (NGQs).

(3) Domestic environments for trade and investment at home and from abroad

[}

a)
b)
c)
Y

e)

o

)

1)

For creating the appropriate nionetary and financial environments,

the GOV miist unequivocally maintain tight money policy, under an otherwise imminent
presence of high inflationary pressures, consistent with their own national goal of higher rates
of economic growt, -

the central bank’s capacity to formulate and effectively implement rhonetary policies and
effectively supervise commercial banking operation must be constantly boilt up to enhance
people’s confidence in commercial banks and their sound banking practices,

the GOV must replace their preferential fow-interest loans currently given to many SOUs and
POLs by better supervised selective credit policies in favour of those strategic industriés and
scctars requiring rapld devetopment and productivily improvement,

a national development bank could be installed for an effective nnplememanon of selective
credit policy tailored to the rapid development of international competitive industries and
enterprises both in the state and private sectors,

the installation of rural savings banks and postal savings system, though difficolt vnder the
current circwmstances, could also be a critical oplion for mobilizing a large amount of domestic
savings now either sleeping under the carpet in individual households or being used in informal
credit markel and for using their savings to finance central and local government investment
projects and programmes,

‘the social securily fund or central prowdent Tund (CPF } should be installed to mobilize
‘domestic savings from all workers, whether employed or seif-employed, with a view (o
providing all its members with social security benefits and residential and/or real asset
‘investment loans, with the possibility of employers' and workers’ premium contributions to the
{CPF varying with increasing income on both sides,

elforts for enacting an ali-embracing commercial banking lw. must be accelerated with a view

o encouraging the strengthening of the functioning of private banking institttions with an
exiensive branch banking neiwork, catering to the need in local conimunities as well as at the
centre for meeting both safe deposit and eflicient lending rcquiremenls including facilities for

“discounting trade bills and other commercial papers,

the GOV could consider introducing at a later appropriate time the conmlercml bank deposit
insurance schemeé as found in developed countries 1o ensure safely up to a cértain amount of
demand, savings and other deposits by domestic and foreign savers,

the development of the capilal market institutions is urgently required for government and
corporate bonds and corporate shares including the smooth functioning of stock exchanges in
Hanoi and Mo Chi Minh City and theif secondary markels with a view to mobilizing and
channeling the existing large amount of domestic savings and forcign savings held by
Victnamese overseas in response to rising and diversified market demand for credit and equity

“Some issues on Tndustriztization and Socio-Economic D\.ulornuit in Vict Mm {rem upto the year 2()00 ‘;laie Planning Cuimmi{u,
Augodd 1995,
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2)
a)

b)

¢}

d)

€)

1

g)

h)

i)

capital, and
more liberal fiscal incentives nust be immediately instalied for mobilizing small savers whether
through contmercial banks, postal savings banks, securitics houses and workmen's infiouse
saving schemies and channeling heir savings for mecting the rising market demand for large-
scale credit by both public and private enterprises.
Yor creating the favourable fiscal environments,
the installation of the development-oriented fiscal pohuex tailored to different stages of national
economic angd sociat development is an urgent task of tie GOV, taking into account all the
market-oriented cconomic variables, e.g., prices, indusirial produchon uncmployment,
budgetary balance and lrade and current acconnt balances,
nothing is more important at this juncture of Viet Nam's national dev c!ﬂpmenl than to formulate
and implement those tax policies with a view to maximising tax revenues and ensuring equity
among  different segments of the tax-paying population, whether individuals and corporations,
having a due consideration to the balance between direct and indirect taxes and between income,
assel and consumplion taxes, e.g. introduction of land lease holding tax and Iand lease
{ransaction tax,

a thought ought to be given to ensuring an appropiiale distribution of taxing authority between
the central, provincial and local governments in terms of the sources and Lypes of taxes to be

- collected, with a view to minimising the dependence of provincial and locat governments on the

centre for tax revenues, paying a due attention to the need for some type of national revenue
sharing plan to redress the problem of regional disparities cequiring progressive narrowing for
ensuring sational unity. In this connection, care must be made in taxation policies for not
dampening the growth of the rapidly growing areas of the country which will have a favourable
spifover effect on the growth of the country as a whole,

strengthening the tax collection and administration machinery all over the country is an urgent
task to be dealt with by the GOV to maximize tax collection and minimize tax evasion,
Ioopholes and corcuption, with an immediate abolishment of the current practice of “penalising”
forcign investors, whether corporations or individuals, by imposing all kinds of 'addmmml :
“nonoflicial” tax burdens,

a need is recognised by all for consmntiy vpgrading the skills, technical and pmfussmml _
competence of the tax officials, : C :
a need is equally recognised for immediate formulation and lmplemenmuon of pubhc '
cxpendlture (recerrent and investment) policies to minimize waste, facilitate market- oriented
economie and administrative reforms and maximize contribution to economic growth and
restrcturing and the development of strategic industries. In so doing, care must be made not o
allow monopolistic practices by SOEs when grouping together those SOEs engaged in lhe
praduction and distribution of similar products and services,

“the GOV must strengthen the budget office authority and capabllny to argue rationally with, and

convince, the ministries, government agencies and entities demanding an ever increasing
hudgetary allocation on the need for both formulating development-orientéd budgeiary
expenditure programmes and implementing them effectively, |

constant pressures of budgetary deficits must be minimized By way of increasing tax revenues,
but more importantly reducing both indiscriminatory budgetary subsidies to SOEs and POEs and
wasteful public expe’nditﬁrcs on arms and entertainnient, and

it is an urgent task for the GOV to establish an independent general accounting or auditing office

© at the national, provingcial and tocal levels and strengthen the technical and professional

conmpeteénce of the accounting and auditing officials to supervise and improve the budgetary and
administrative performance of the ministries, agencies, entities, SOLs and POEs,
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a)
b)

)

d)

g}

h)

For creating the favourable specific environmenis for foreign direct investment FDH,

any !egal administrative and policy impediments to DI must be examined carefully for swift
reduction, il impossible to eliminate immediately,

the GOV must facilitate the entry and successful operation of FDI by providing all the
cconomic and social infrasteuctures considered essential to them,

all FDI1 must be given a national treatment for all their business transactions including
procurement of land lease, finance, plant construction, machinery and equipment, paris and
components, industrial raw materials, domestic distribution and overseas exports and staffing,
asinother ASFAN counmes and, for that matter, in ali countries favouring ¥DI,

the GOV must speedify their accession to all the inlernational agreements and conveations
concerning ¥ DI, including those as agreed by the World ‘Irade Organisation (WTO) and abide
by them in dealing with I'D] applications and operation within Viel Nam,

the GOV could initiate at the earliest convenience their bilateral agreements on investment
guarantee and nonappropriation of FDI with the governments of those countries sourced with
potentiatly large FDI,

through joint ventures with local firms and investors, the GOV could encourage all FDIs to
facilitate their technotogy transfer to Viet Nam whether in general management, prodﬁclion,
marketing and other specific funclional management areqs,

the GOV should install financial, tax and administrative incentives for all FDIs coming into the
strategic industries and regions as desired by the GOV and additional incentives for those FDis
contributing in particular to the Vietnamese export expansion, compelitive import substitution
and R & D for improving the Vietnamese scientific and technological capabitities. In this
connection, one window or one stop approval system as in Singapore and elsewhere can
facilitate the entry and successful operation of FDI, '

the GOV must tighten their confrol over social crimes and corruption and smuggling so that
FDI could come into Viet Nam and operate their business safely and with mirimum irritations,
and

in view of all the above benefits, encouragement and expeclations by the government and
people of Viet Nam, the GOV must encourdge all FDIs to'act as good corporate citizens by
displaying the best business practices in all matters internal and exlernal to corporations and the
best social practices in their communily and government relations.
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Marketization and Utilization of Domestic Resources in Viet Nam:
Fiscal and Monetary Policy Recommendations
for the New Five-year Plan

Eiji Tajika
Hitotsubashi Universily

I. How to read marketization signals

Studies by the World Bank, IMF, and the Overseas Economic Cooper ration Fund (a Japanese
developiient aid institution), as well as our “Japan-Viet Nam Joint Research Project” reveal much about the
process of marketization in Viet Nam and the roles played by fiscat and monetary policy. One of the most
important facts to have been learned is that the country enacted several bold pohcnes in the initial stages of
marketization. _ _

- When Viet Nam etiminated price controls for agricultural products and many other commodities, it
triggered the serious inflation of the late cighties and nineties, and the poticies enacted at that time of gréatly
reducing the anount of fiseal debt underwritten by the central bank and cmbarking on a large-scale
reorganization and consolidation of loss- -producing state emcrpnses produced many of the “pains of
marketization™ bul avoided forcing the public to make deep sacrifices. Though it had a compelling reason
for doing so—-the cut off of funds from the Soviet Union and other socialist countries-—we should
nonetheless praise Viet Nam for mkmg on the b'xulc 1o rectify prices that had become horribly distored
under the socialist system.

As inflation subsided and the Umled States, in 1993, lifted its ban dn 1rade with the coumry, government
aid and privaie-sector direct investments began pouring into Viet Nam as if they had only been waiting for
the proper chance. It appeared to all as if this money would help spur marketization, but sever ral ironic
surprises were in store for the economists who follow the economic reforms of this country.

‘The first was the fact that the reorganized state enterprises had become sironger and actually increased
their share of GDP. Then on the fiscal side was the fact that the tax reforms of the ninclies included increases
in the share of the revenues and expendilures of local goveinments controlled by the central government.
Signals from the monemy side have been mixed as well. In 1988, the early stages of the transition'to a
market economy, Viel Nam separated off four state banks from its mono-banks, where money was merely a
means of exchange, calling the four newv institutions “commercial banks.” Unfortunately there have been no
major reforms since. Indeed, with the rise of “soft budgets™ at state enterprises, the financial position of the

“commwercial banks™ has worsened.

Having survived the cut-off of funding from overseas and triple digit inflation at home, Viet Nam is
lrying to take its own path to the market economy. The question is whether this path is just a detour that will
eventually lead 1o a real market economy, or whether its destination has the state at the center with strong

slate enlerpr:ses close to the core and the econoiic activities of the private sector playing a more peripheral
role. Like the jumbled roads in Ho Chi Minh City, it is an opaque process of trial and error and probably
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closer to the trath to say that no one really knows what path Viel N'lm will take.

But even if that explanation suffices for economic reform, nne must stil) wmlder ‘why this country
continues to send zigzagging signals on the direction of marketization. The purpose of this paper is to shed
light on that mystery. There are several keys fo its solution: the fact that Viet Nam is a ransitional economy
sceking to develop into a market economy, and (no! uarelated to this) the facts that its capital and labor
markets are underdeveloped and that there have been sharp inter-regional gaps ever since the conclusion of
the Viet Nam War in 1975. These three characteristics often lead to conflicting demands along the road to
marketization, which is why Viel Nam is foreed to send mixed signals; as we shall see in discussions of
state enterprise refonm, regibna! allocations of public investmeaats, financial reform, and allocations of tax
revenue between the central and local govemmnients.

The Five-year plan that began in 1996 says little conerete about fiscal and monetary policy, and
because of this several grave issues {discussed below) have shol to center stage without sofficient
preparation, The fact (hat it is forced to grapple with these problems all at once and without being able to
indicate means for their individual resolution says much about how deep the problems that Viet Nam faces
are. This paper would llkc to make two proposals from the fiscal perspective on lapping domestic
TESOUCES.

First, it examines the Budget Law, preparations for which began in 1991 and which will be the most
imporiant piece of legislation the legislature has to deal with in 1996. This paper will show that over-
obsession on the part of the government with reallocation of resoucces between central and local entities
has impoverished both of them. It goes on to argue that future policies should aim al ensuring resources for
central and local governments, defining atlocation rules, and having the center concentrate its encrgies on
the supply of both physiceﬂ and human public goods (roads, school education, health and sanitation, etc.)
while local governmenlts concentrate their energiés on achieving greater prosperily.

The second recommendation concerns a point that has almost never been addressed in previous reports:
the use of funds paid into installment pension plans as a means of better tapping domestic resources.
Singapore and Chile are the two mast important fecent examples of countries that have used peasion funds
o encourage capital accumulation. In Chile’s experience, the pension funds have become the largest
domestic source of investments and have made major contributions to the privatization of state enterprises.
Viet Nam is only now begmnmg to put in place a social security system, which is why such fulure-oriented
discussions need to be taking place. :

Pari 11 of this repoit examines in more detail the diree defining aspects of Vieinamese cconomic reform
discussed above and the difficult choices that reformers will be facing as a result. Part HI points out
problems in fiscal and monetary policy as contained in the new Five-year plan and shows that the
difficulties involved are a reflection of the difficulties in economic reform discussed in Part 11 Tt then goes
on to make 1wo specific recommendations from the fiscal perspective, as outlingd above,

If. Why economic reform is difficult in Viet Nam

- 1. Thrée defining characlenstscs
Oue of the reasons why the process of teansition from a socialist to a market economy is not easy is th'ﬂ
" the functions of the market atrophy under socialism. As touched on in the discussion of Vieinamese
financial reform, nder socialism money was merely a means of ex"changc. Production in socialist systems
involves ailocations of physical quantities and under such conditions the financial mediation functions of
capital markets do not take root; money is just a means of exchanging objects. That is why the imporiant
roles that capital markets play, the roles of mediating between the lenders and borrowers of funds and
providing decentralized and efticient allocation of funds, do noi develop. : _
The same holds true of the labor market. Under socialism, most workers were assigned much i the
same way as other physical quantities. Neither workers nor producers were able to turn lo the markets to
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mediate their search for better opportunities. Leaving aside cases in which the government assigns individual

~work places, most workers, once hired, tie their destinies to thal of their employer, sitting back and cnjoying
the many non-wage benefifs that state enterprises provided. No matter how low benefit levels might be,
everyone else is probably also in the same boat so there is no incentive to work harder in order to achieve
greater prosperity.

In the process of transition to a market economy, Viet Nam, like other socialist countries, was forced to
start off with capital and labor markéts that had spent long years atcophying. Furthermore, it had sharp gaps
in incoine between regions. Compared to the north (Hanoi, Hai Phong) and the center (Da Nang, Hug), the
south (Ho Chi Minh, Dong Nai, Vung Tan, Can Tho) is far more prosperous, ¢njoying a g'remer endowiment
of indusiry, agriculture, and commerce, and also of mineral resources.

According to World Bank documents dealing with the problems of poverty in Viet Nam," per capita
incomes in the poorest regions of the north and center are only about onc-third what they are in the south.
Compounding this is the fact that the history of sociatism in the souih dates back only to 1975 aad political
unrest since (hat time has prevented full-fledged socialist industrialization from taking place. 'The capital and
labor markets might not be all that mature, but neither were they antificially atrophied under socialism. When
rice prices were liberalized under “opening” policies, production surged forward and rice has now become a
major export product. This seems to show that the markets are still able to funciion.

Viet Nam must thus move forward with marketization carrying not only the problem of atrophied
markets that all socialist countties have in conunon, but its own unique regional problems, These three
constraints of being a transitional economy, having atrophied markets, and having sharp regional gaps méan
that Viet Nam has difficult policy choices to make in economic reform.

2. The conflicling signals of ecenomic reform

“The implications of these three consteaints for economic reform are necessarily confl:clmg in many
cases, which is why Vietnamese economic reform ends up sending confusing signals to Viet Nam
watchers—those who are most interested in the country’s future.

The reform of state enterprisés provides the first case sludy in this confusion. If the transilion to a markel
economy is the goal, then what the government oughl (o do is disclose the findnces of sfate enterprises that
have dependa.d solely on the state and lacked the initiative to improve productivity. It should then liguidate:
those that deserve lguidation and take over those debts that deserve to be wiped away. Haviag thus made the
enterprises fransparent, it can begin o lmpm\‘e their profitability, and with these preparations in place, it can .
begin privatization. But with alrophxed markets in general and non-existent copital markets in parllcular ?
privatization not only does not go forward, there is a good possibility that corporate asscls will not be
appropriately valued. Added to this is the potential need to take policies o activate the state enterprises of
particular regions, which is the easiest way to maintain balance between the south and other arcas,

These conflicting policy demands have resulted in the government ostensibly advocating the

- privatizalion of state enterpriscs, while at the same time forming groups among state enferprises in certain
industries and giving pnonly in investment allocations to state enterprises from specific regions. Obviously,

(it is difficult to perceive the ultimate destination towards which Vietnamese economic reform is working
when the signals are this conlradlctory

Another problem intimately related to state’ enterprise reform {s that of regional aliomltons of publsc
investments. }f the prefecence is for a market economy, then allocations should be weighted toward regions
with the highest profitability or the greatest growth potential. Since Viet Nam lacks adequate electrical

1y Would Bark, 1995, Viet Naw: Foverly Assesssént and Sirategy, Tables 7.8, and 5.
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transinission facilities, it should build new power plants next to sites with heaviest demand; for roads and
other infrasteucture items, it ought to begin with those place where externalities can best be taken advaniage
of. But one need not point ot the electric power lings that traverse the country from north to south or the
reliance on BOTS 1o build roads and bridges in the south to see (hat in regional allocations of public-
investment funds Viet Nam's top priority is not marketization.

As a third case of mixed signals in cconomic reform, consider reforms to the financial systém. We have
already noted that lending risks are increasing because reforms (including forgiveness of bad debts) have
failed to make headway at state enterprises. It is often pointed owt that Viet Nam lacks adegquate
domestically-funded savings and investment, but it is close to impossible to tap funds when the financial
sector is unable to provide what should be its most important function, that of mediation, or being able to
objectively assess future risks. Banking reform has not gone forward, so domestic banks continue to be
smothered by the stale commetcial banks, but even the state commercial banks are leery of Iendmg 1o state
enterprises, so they invest their “surplus” funds in real estate instead.

With not even the state commercial banks able to I ully read whete the government intends to go with
corporate reform, they bave been slow to reform themselves and done little to improve either their banking
services or their ability to evaluate project proposals, Part of the reason for this slowness of domestic banks
to reforni may be that Vietnamese banks are small and unable to conipete with foreign banks, but il is
unlikely that the gap between foreign banks and domestic Vicinamese banks will be growing rapidly
smaller in the near future. It is therefore not just a matter of waiting for bank reform to eventually take
place. Rather, it is difficult to know just what, exactly, one should read into the backgeound to reform.

‘The fourth problem in trying to read signals abont marketization from Victnamese economic reforn is
in the arca of allocations of tax revenues between central and local governments. Viet Nam has fifty-three
provincial-level governments, including provinces proper and large cities like Haned, Hai Phong, and Ho
Chi Minh. Provincial fiseal statistics for 1994 show a total of fourteen provinces to be paying taxes to the
central government, three in the north (Hanoi, Hai Phong, and Quan Ninh) and eleven in the south {(Ho Chi
Minh City, Baria-Vung Tau, Long An, Tien Gian, Vinh Long, An Giang, Kicn Ging, Can Tho, Minh Hai,
Dong Nai, and Song Be). Thirly-nine provinces, including all of those in the eenter, were unablé to raise
enough to caver their expenditures even from “provincial tixed revenue” (the main source of tax income at
the p'mvis'ional level) and their share of the “turnover tax” (split with the centeal governmient) and had to
receive subsidies from the central government. )
 Were marketization its highest priority, then Viet Nam, as a'tmnsilibnal economy, should allocate more
resources lo areas of highest economic growth in order to prop up the economy as a whole. But as was thie
case with regional allocations of public investments, marketization is not the primary goal of ecoromic
reform; income redisiribution is given more weight.

In this section we have examined the mixed signals sent by Viet Nam econemic reform in terms of four
specific areas: stale enterprise reform, regional allocations of public investments, financial reform, and
j allocations of fax revenue between government levels. There are some equations that do not have an answer
when cerlain constrainks are imposed. Perhaps Vietnamese cconomic reform is searching for solutions for
problers that bave no answers.

1. Two recommendations for the new Five-year Plan, primarily on fiscal policy

1. Aftitude toward fiscal and monetary policy
The new Five-year Plan says litile concerning fiscal and monetary policy, but thal is not so wuch a
reflection of the relative size and impoctance of the 1<sues involved as it is of the fact thal muddy prior
policies have made it impossible to even define the issues iny ols'ed In other words, neither solulmns nor
answees are in sight. .
As far as our studies show, the new Five-year plan mentions ﬁscal and monetary policy only once, Here
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is what it says: :

“The state budgel is still under pressure, the tax system is not appropriate, the delegation of authority
for state budget allocations is not clearly defined, and there ace still leakages in the management of
public assets and finances. Domestic saving and investment ratios are still (oo low. There are still
many issues to be resobved in order to Jiberalise and make more cffective use of resources from the
different domestic economic sectors. Money and capital markets are still in an embryonic stage. A
securities market has not been established. The seeds of high inflation has [sic] not been completely
dissipated: The management of exchange rates and foreign exchange are [sic} not flexible enough.”

Nowhere in this picture can one see the heroism that liberalized prices, cut subsidies, and fought back
triple-digit inflation, [t is merely a dectaration that the problems are too large and intractable to deal with, an
abandonment cven of the effort 10 search for the rool causes. Regardless of the stage of development of the
capital market, it is self-evident (hat it will be impassible ta float new loans to state enterprises already

" burdened by bad debts: Merely writiog, “Domestic saving and investment ratios are still too low” without
showing an awareness of these sorts of reasons why does not an economic plan make. There is mention of
the seeds of inflation still remaining and foreign exchange controls being too rigid, but in general, the
wriling fails to show an aggressive attitude of “ler’s get these problems solved.”

The 1eason for inadequate coverage of fiscal and monetary policy in the new Five-year plan in spite of
the fact that these areas hold the key to Viet Nam’s marketization is probably that the people drafting the -
plan were just as unable to read a consistent message from prior policies as anyonc clse. It is with this in
mind that this paper offers the following two recommendations.

2. Recommendation 1: Strict rules for inter-governmenta! fiscal adjustments

- My first recommendation concerns fiscal adjusiments between central and local governments as -
described in the Budget Law, preparations for which began in 1991 and which was being considered by the
legislature as of this writing in March 1996. We have already seen how deeply imporlant inter-governmental
fiscal adjustments are to Viet Nam's economic devélopnient. It is against that back drop that, in the course of
deliberations on the bill, the March 14, 1996 Viet Nam News reports Prime Minister Yo Van Kiet as
following up on comments about the fact that only fourteen out of fifty-three provincial-level governments
were paying taxes to the center by saying, “Grealer autonomy at a provincial level would only be the f;rsl
renovating step.” As far-as concrete methods for delegating authority to local governments, he obaer\ed _
“The government requests lo assign specific confribution of revenue for each prownce and uly for a fixed
period ranging from three to five years, instead of two years,” :

Finally an attempt is being made 1o solve the probleins by delegating 'mthomy to {he provinces and
allowing them to find their own solutions. What should be underscored in the following comments are the
problems in the way in which provincihl revenues and expenditures have previously been assessed and tax
payments to or subsidies from the center decided. In the final paragraphs of Part Il we noted that most of
Yiet Nam’s lax revenue came from eleven southern provinces. The biggest source of fiscal funding is Ho Chi
Minh City, which is only allowed two triltion Dong in spending against almast ten trillioni Dong in (ax
revenues, the rest being absorbed by the center. On the opposite side of the coin are several provinee that
receive subsidies almost equivélem to their tax fevenues.

What needs to bé emphasized is that in 4 lopsided fiscal siructure such as this one in which theee is no”
relation belween tax revenues and expenditures, neither affluent provinces nor poor provinces have much
incentive to collect more tax révenues and make their territories more prosperous, Certainly afileent
provinces have no incentive to collect more taxes. If they do, they may get use of the funds the first year, but
then the next year they will be forecast to provide even higher tax revenues to the center. And, interestingly
eiough, as long as there is no clear link between expenditures and reveaues, it will be to the advantage of -
subsidized regions to continue to rely on ihe center rather than making cﬂ'orls on their own (o increase tax
fevenues.
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The result of centralized fiscal management is to rob rich areas, poor areas, and the central governnient
itself of tax revenues hat otherwise could have been tapped. All fose: To escape from this trap of
disincentives requires that there be a linkage between expenditures and revenues, that systems be put in
place in which provinces that are able to secure more 1ax revenue are also able to spend more. In this
respect, the Budget Law now before the legistature is an important first step towards reform, but there are
still problems that remain.

For inslance, the law will allow provinces free use of their increase for three to five years, but does
nothing to alleviate concerns that it will be taken away from them thereafter. All it really docs is delay for
three to five years the argument over whether the monéy should remain with the province of be given'to the
center. As the end of the period in which they are allowed free use of revenues approaches, a sharp drop off
can be expected in provinees’ efforts to secure them,

Therefore, this paper’s recommendation on inter-governmental fiscal adjustments is lha! the rules on
allocalion of resources between central and local governments be made clearer than is al present being
discussed and that there be a “contract” between governments designed to bring out self-help efforis at the
provincial level. In doing this, the central government may continug to have a policy goal of redistributing
incomie between regions, but should try wherever possible not to impede the efforis of provincial-level

" governments while expanding the size of the ecotomy as a whole.

3. Recommendation 2: Use pension funds to lap domeslic resources

The second recommendation of this paper on use of donestic resources is to link Viet Nam's future
growth and youthful labor force to the accumulation of capital. Viet Nam created a new “Vielt Nam Social
Insurance Agency” in 1995, The agency is overseen by the Ministry of Labor, Wounded Warriors and
* Social Affairs, but has an independent budget accounted for scparately from previous peasion and social
insurance systems, which were administered with governiment budget. As of 1996, participating employers
contributed 5% of wages, the employee 15% as preminms. The Viet Nam Social Insurance Ageacy is
currently only for government employees, though it appears to be accepting premium payments from
-employees in other sectors.

There is no information on the p'truc:pams or beneficiaries of the Viet Nam Social Insurance Ageney,
but if mandatory collection of 20% of wages as insurance premiums expands (o non-government
: 'empl()) ecs, it obviously could grow info a very hrge‘scafe program, and this is even more the case because
='V|el Nam can look forward to Wage INcreases as ils economy gro‘.u and is blessed with a young labor force
10 begin with.

We therefore strongly recommend expanding the number of pasticipants in the pension plan, using the
installment method to control premiums, and strictly controlling how funds are invested. Unfortunately, no
information has been disclosed about the operations of the Viet Nam Social Insurance Agency other than
that it has an independent budget. It is unknown whether it employs installment methods or assessment
methods, how much of a balance of assets it has or how that mongy is invested. If it is currently using an
assessment method and the monies paid in are going right back out to cover fiscal deficits, it means the toss
of an extremely important opportunity to tap domestic funds.

© At the beginning of this paper we noted Singapore and Chile as examples of countries (hat had
effectively used funds accumulating in pension plans managed under the instaltment method. Chite has
been particularly swccessful, having privatized it§ pension system and in the process created the country’s
largest institutional investor, an organization that has contributed much 1o the privatization of other state

'2) anuy of Plaaning and lovestnent, Viet ‘um. l‘;% Jamm-Vm Neem Joint Rcte(mh MPI materials.® \*t Regime of Social Insetande in
Vicg Nam™
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enlerpnsce The fact that private-sector investmeat experts are given charge over how funds are used means
ihat investment decisions are rigorous, which has in turn contributed greatly to fmproving the anagerial
discipline of domestic state caterprises. Viet Nam should not just feave the management and investment of
pension funds up (o a single goverament institution, it should took for a system in which inveéstient is more
rigorous and contributes to the development of capital markets rather than just slate enterprises.

1V. Concluding remarks

This paper has examnined three defining characteristics under which economic reform in Viet Nam must
proceed: the ultimate goal of marketization, market fiinctions that have atrophied under socialism, and the
unigue north- south econoiic gaps. It being extremely difficult to discover a path to economic reform that
satisfies all three constraints, the solid, market-oriented reform signals thal were seen from the fate eightics
to about 1991 have become muddled in the course of subsequent reforms, as séen in state enterprise reform
and othér specific examples.

From there the paper recommended that, from the perspeune of fiscal policy, clearer rules were needed
for inter-governmental fiscal adjustments than were being considered in the cuerent deliberations on the
Budget Law. It further cecommended that the establishment of an installment-type pension system with
rigorous fund management would be an important micthod for effectively linking assumed future economic
- growth and an abundant supply of young labor to the accuuttation of capital.’

Tax system reform is another imyportant iten on the fiscal policy agenda. The reason that this paper has
"not commented on it is not because it is a low priority issue, but because we agree with the plan for
introducing a value added tax as the core tax replacing the turnover (ax, even if a bit of trial and error will be
unaveidable in the prdcess.

© Other issues in tax reforim include taxation of high personal incomes, and stronger taxation of foreign
companies making direct investments in the countey. We have our doubts about how desirable it is to
strenglhen taxation of personal incomes at a time when Viet Nam is trying to tap domestic funding, and
about how much value there will be in strengthening taxation of the investment profits of foreigners as the
economy opens to the outside in preparation for ASEAN Free Trade Area (AI'TA) membershap, but these are
issues that all countries must arrive at realistic solutions 1o-through a process of trial and error. Thus for
“Vietnamase Tax Reform Part Two” (the first part having come in 1990), we must voice our support for the
core sire nglhenmg of the vahie added tax but will need to carefully momtor future developsm nts re garding
the other nspects :
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The Transformation of the Banking Sector in Viet Nam

Shinichi Watanabe
International University of Japan

The transformation of the banking sector is crucial in building a new capital formation mechanism,
together with the reform of the fiscal rnechanism. ‘The purpose of ihis paper is to find the main characterislics
of the transformation process of the banking sector in Viet Nam since the introduction of the two-tier
banking system in 1988. The banking sector serves as a mechapism of both settlement and financial
intermediation in a national economy. This paper focuses on its latter function as a financial intermediary
and measures its dévelopment process by two types of quantitative indexes.

One is the ratio of domestic credits eéxtended by the banking sector to GDP, an index of financial
intermediation which measures the importance of the flow of funds channeled through the banking sector to
meet the demand for funds from various seclors of the economy. We compute the ratio for the entire
economy, the gowmmehl nonfinancial public enterprises and the private seclor respectively.” '

. The other index, called two-tier bankmg index (TBI), is defined by X/Y - 1, where X is the total
domeslic credits to nonfinancial gcononiic units extended by the banking sector as a whole; and Y is the total
domeslic credits including the credits to commercial banks extended by the central bank (Snte Rank of Viet
‘Nam, SBVY). It measures the depth of the Lwo-tier banking system. lis value is equat to zéro under the
complete monobank system: the monobank finances its credits entirely by issuing currency or equivalently
the centrat bank refinances 100% of the credits extended by commercial banks. In the economy Wwith active
commercial banks, TBI takes on a much higher value than zero: for example, its values are 20.0 for Japan
and 18.2 for USA at the end of 1985,

The analysis covers the period from 1989 to 1994,

Indexes of financial intermediation

The figures from Figure 1 to Figure 3 show the ch'lraclcrisucs of the development process of the .
financial intermediation function of the banking scctor in Viet Nam.

(1) . Figure } shows the behavior of the ratio of total domestic credils to GDP for the cconomy as a
whole. It shows that the amount of credits (refative to GDP) channcled through the banking sector continued
to deteriorate in Viet Nam until 1992 (when the real interest rate turned positive and the interest rate spread
became positive for the first time since 1989). That is, we observe financial disintermediation before 1992,
rather thian the development of intermediation function.

1 - The ratio for the entire ecorory is appeoximately the sanw as the MGDP ratia,
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Figure 3 The allocation of credits between
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(2) Figure 2 shows, however, that the financial disintermediation before 1992 occurred mostly in Ihe
credits extended to the Government. That is, the firancial disintermediation to the non-government scctor
{primarily the enterprise sector including state as well as private cnterprises) was much smaller than that 1o
the government sector. After 1993, the degree of intermediation began to pick up for the non-government
sector quickly, while that for the government sector stabilized at a low level.™ It is clear that the government
has been restraining its linancial needs severely.

(3) Figure 3 shows that the rapid increase in the intermediation ratio is attribintable to the Mact that more
credits were allocated to the private sector, although its level is still lower than that of state cnlerpriscs.

These observations indicate that the financial intermediation function of the banking sector began to
develop slowly but steadily for the ceonomy as & whole after 1992, and that the development came almost
entirely from ils larger role as & mechanism to chanoe! funds to the private sector. The rapid development of
financial intermediation toward the private sector may be partly attributable to the financial discipline
observed by the government since 1991, Howaver, the level of financial intermediation itself, .21 in 1994, is
still very low, compared (o the leve) of matured market economies. For example, its values are 1.37 in Japan,
1.43 in Germany and 76 in the US,

11. Two-tier banking index

Figure 4 shows the development process of the two-tier banking system in Viel Nam in terms of TBI.
- Alter 1990 it has been increasing steadily.

il Concluding remarks

Fhe observations obtained in Sections I and I} indicate that the government has created a policy
environment which-is amenable (o the development of the banking sector around 1992 and that the
intermediation function of the banking sector has been being strengthencd slowly but steadily. particularly
toward the private sector of the economy.

2y This is rather exceptiona). For exanple, in Poland o Hungary, the govemaient began to absorb 2n incecasingly higher fradion of of credits.
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Medium - to Long - term Funds in Viet Nam |

 Kazuyuki Mori
Japan Economic Research Institute

I. Demand for mediuin - to long - term funds

Dremand for investment and development funds is quite large in Viet Nam, and mobilization of such
funds is the critical issue for the Vietnamese Government. The volume of investment necessary for 1996-
2000 is estimated at US$ 41-42 billion in the next Five-year Plan. Public investirent, FDI and private
investnient are $15.6 billion, $14 billion and $12.4 billion respectively in the plan. The government is also
preparing the Public Tnvestment Program {P1P), which covers all projects expected to be funded by the staie
budget, for 1996-2000. The PIP lists investment projects amounting to USS$ 17 billion. The figure is almost
cquwalem with the pubhc investment in the Five-year Plan (sce Table {,2)

Investment projects can be classified by investor (execuuoner) and by economic nature of investment as
in Table 3. It is essential for the government (o differentiate investment projects into public sector type,
private sector type and mixed (public and private) sector type in order to fund each prDjCCl properly. Social
and economic necessity governs public sector type and profitability governs private sector type. The
description by the government on stat¢ owned enterprises (SOEs) invesimenl is sometinies ambiguous in
terms of economic nature and accordingly the guiding palicy is also ambiguous. Attention must be given to
the ‘confusion of publi¢ uweslment with SOE investment and the probability of crowding out the priv ate
sector investment by SOEs - '

According to a macroeconomic projection of the government, private sector business investent as wetl
as commetcially viable invesiments of SOlis seem to have considerable size of USS 12.8 billion (see Table
2 ). Through our interview with business entitics, we also noticed the funds needed (o make commercially
viable invesiments in SOFs as well as in small and medium private enterprises (SMEs). We recommend that
the government underiake an investment needs survey of the busincss sector by questionnaire (o grasp the
mqgm!ude and contents of commcraally viable investment projects. :

Aside fron uwesunent projects, medium- to long- term funds are also nieded I‘or SOl bad debl
-settlemient as well as for long- term workmg capital. It is imperative to ianage bad debt properly and save
‘scarce funds so as not © jeopqrd:zc new investment opportunities. Working capital needs for medium- 10
long- term are also imporiant in Viet Nam. An emeérging export sector is labor- intensive industries such as
textile and food processing. These industries need more working capital for hbor and material cost rather

: than investment capltal

“In general, long- term investinent in Viet Nam is still regarded as risky by the business sector. Their
concern is uncer(amly about inflation, the foreign exchange rate, economic growlth, pohcy changes and so
on. 'lhus the pnvme sector, mcludmg foreugn investors, tends (o invest in projects with short- term retutns
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such as hotels, restaurants and real estate. In addition, the current bank lending rates arg considerably high
for the industrial séctor, which needs long- term investment by long-term business perspective. As 4 rather
new phenonmenon, the high itterest rates eatice Funds from the private sector into bank deposits rather than
into business investment (see Table 4). Although the industrial sector has fund needs for expanding
business, high interest rates are suppressing their needs.

Autonomous management of SOEs has made progress in terms of pricing, materials purchasing and
personnel management. Investment decision making, however, is still under government control as
deseribed in Government Decree 177. Viewpoints of government and business entities on investnient
projects are and should be different. Poticy priority tends to not go along with profitability. The current
investment decision making system may suppress SOE investmient opporiunilics,

I1. Medium- to long - term fund raising

Availability of medium- to long- term funds s very limited in Viet Nam. In addition in Viet Nam they
are generally shorier than the international standard (medivm- term is 1- 3 years and long term is 1- 5
years). Foreign funds such as ODA and FDIU have becomie important sources of medium- to long- terni
funds and are expected 1o play a major role for 1996-2000 (see Fable 1, 2). A large gap, however, has
already grown belween commitment amount and disbursement amount,

Domestic funds for the medium to long term needs mostly come from the state budget, which is also
heavily constrained. Fiscal savings, defined as fiscal revenue minus cureent expenditure, has been positive
and covering a part of capital expenditure since 1992 (see Table 5). However, the savings is as small as
US$ 0.7 biltion in 1994 and most of the capital expenditures are financed by fiscal borcowings. The main
sources of fiscal deficit finance are ODA and goveriment bonds, which have to be repaid. A major portion
of the government bonds are short term, Treasury bills and Treasury bonds of one year malﬁrily. As a new
* eéndeavor the government has issued a project bond with one, two and three year maturities to specifically
- finance the North-Seuth eleciric line project, to which mostly SOEs subscribed. _

Contradicting official data up to 1994, both the banking sector and the business sector stated that bank
deposits were increasing (1o date we have not been provided even 1995 data). As an example, a joint- stock
bank we visited proves how deposits are growing {sée Table 6). The Government endeavors with high
- interest rates finally succeeded in enlicing domeslic savihgs to the banks. Most of l_he deposits, however,
* are shorl- term. The m:ijotity of term deposits are for 6 months. With the perceived uncertainty, depositors
~ do not want to depasit in the long term. Nor do banks want to receive deposns with such high interest rate

as having no borrowing demands. A major portion of deposﬂs is still from SOEs.

Other than deposits, stale owned commercial banks (SOCBs) issue bank bonds with one year
maturities. The Bank for Investmenl and Development of Viet Nam (BIDV) issues one-, three- and five-

“year bonds. SOCBs also borrow from foreign banks. Some SOEs issued corporate bonds in 1995. The
‘composition of SOCB liabilities varies from institution to institution, reflecting the differences in business,
which in tucn provide the possibility of gaining from other institlutions’ expetience (see Table 7). |

Private companies do not have easy access to bank loans. Funds avatlable for private companies are
mostly short- term (See ‘Table 8, 9). For invesiment funds, peivate companies have o rely on their internal
funds and informal finance as well as short- term revolving funds. lrirorn}al- finance from acquaintances
somelimes provides belter terms (han banks. The financial situation confronting the private sector, however,
generally hindets or postpones the investment opportunity. Furthermore the current tax system featuring
high effective tax rates for business scctor, does not promote internal savings and reinvestment.

‘The Social Insurance Fuad is a possible source of medium- 1o long- term funds. The Social insurance
system, which was supported by the state budget, was reformed in 1995. The fund is now I'LSpOnSIbIB for
the pension payments to those who rétired alter January 1995. For the pension system as a whole, however,
governmental subsidies are indispensable for paying pensions for the immediate future. In view of the large

38



percentage of the young population and the potential of future economic growth, the fund will have surplus
funids play an important role as medium- and long-term funds. The premiums of casually insurance
companies aré another possible source. Though the term of casually insurance is onc year, growing premium
payments would enable long- term investinent. As the cconomy grows, people would need life insurance,
which is a more suilable source of medium- to long- term funds.

Another possibility is to issne medium- (o long- term bonds to savings banks.

111. Financial intermediarles and medium- to long- term funds

The BIDV and the General Department for Invesiment and Developinént (GDID) of the MOF are major
suppliers of meditim- to long- term funds in Viet Nam. GDID provides funds from the state budget to the
government’s publ:c investrnent pro;ecls and to specifically authorized projects of SOLs. BIDV formerly
functioned as the provider of funds froni the state budget, which GDID has taken over since January. 1995.
BIDV is now the niain provider of medium- to long- term funds on a commercial basis.

The National Investment Assistance Fund (NIAF) was established unider the administration of GDID in
December 1995. Though the responsibitity of the NIAF is not completely clear yet, it will provide low or no
interest loans to SOTs with specific investment picjects. We have not yet seen clear demarcation of funds
Row antong these organizations,

It is not efficient for a government section (o provide loans to business entities. Pelicy priority and credit
judgmeni are different and somelimes contradictory. If credil judgment cannot override policy judgment,
repayment of loans wil! be dubious. Projects with the highest policy priority should be financed by the
budget, not by loans. :

The share of medium- to long- (erm credit is increasing, bul the leans are mostly to SOEs (see Table 8).1
is the State Bank of Viet Nam (SBV)'s policy to increase private sector credit by SOCBs, but mostly in the
short term. Private sector banks are more hesitant to provide medium- to long- term funds under uncertain
economic conditions. The main flow of medium- to long- term funds is from SOCBs to SOEs. Conversion of
short- term deposits to medmm- to long- term loans is minimal. According to the SBV, only about 10% of
deposits are Jong- term and 15% of short- term deposits are converted to medium- to long- term loans.

The reverse interest rale siructure, where the long- term rate is lower than the short- term rate, has been a
major deterrent for banks (o lend long term. Vietnamese govenunent has come a fong way to ethzc the
shott- term and long- term lending rates. Invesiment funds were given to SOUs by the gowernmem before the
reform. A 'sense of borcower’s responsibility was and sul! is scarce al SOEs. "Chis leads to confusion on the
part of SOES rcgardmg the dilference belween assets, equity ¢apital and debl. Credil analysis practice seems
to vary from institution to institution, and is inadequate at most financiat institutions. Pinancial data is
inadequate in all sectars, especially in the private sector where tax is routinely evaded. The financial system
does not function properly without appropriate financial data. 1t is not plausible that every financial
institution is capable of credit analysis, especially of long- term investment projects. It is frue even in fight of
exper’ience‘ in banking sectors of some advanced couniries where most banks are incapable of sufficient
project appraisal. This capability, however, is ceitical not only for sound banking but for Viet Nam’s
negoliatian with foreign investors and lenders,

Collateral lending is the general practice, which has limitations and may lead to the situation where the
banks’ checks, if any, on the creditworthiness of their clients are insufficient. Leasing has become active and
applied in various types of business. SOCBs established joint venture leasing companies as well as wholly
- owned subsidiaries. Leasing is promising in terms of not facing the collateral problem. In ASEAN countries,
- leasing has supplemented the inadequate supply of medium- to long term- funds, especially in the

manufacturing sector,
A possﬂ)h, alternative to efficiently utitize scarce medlum Lo long- teem funds is to reorganize BIDY as
" a specializéd institution for medium- to long- term loans. BIDV is financially vi iable with large capital and
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reserves and seems to have siafl with credit analysis expertise. And for small and mediim enterprises,
joint- stock banks can be a good partacr. Small banks ase usvally well versed with the business of their
clients. After checking the credit analysis capability, BIDV makes wholesale loans of medium- to long-
term funds to certain joint- stock banks.

East and South-East Asian countries invariably established policy based finance institutions to utilize
scarce medium- to long- term funds focusing on priority sectors. Commercial banks neglected to finance
medium- and tong-term funds needed for industrial development. The areas in which they are involved and
their performances are varied parlly due to the different levels of governnient intervention in the £conomy.
Howevwer autonomous decision making on foans is a crucial factor in not incurring accumuiated bad debt.
Government should play the role in the policy formutation and should leave the loan decision on individual
projects to financial institutions. _

Foreign banks including joint venture banks now regard only well performing SO¥s as possible clients.
The private sector has not matured yet and thie exercising of collateial rights on SOE assets is difficult in
practice. Thus many foreign banks focus their business in wholesale on SQOCBs. Foreign binks can be vital
for bringing external funds into Viet Nam, but they are currently in tow profile due to sestrictions and a
high tax rate,

40



Table 1 investment figures of the Five-year Plan (1)

1591-1995 1996-2000 (in billions of 1995 US3)
lavestaent 180 {1000 w40 hooo
(Sta1e) an_ o {15.6) (32.1}
(Fb) {49 [(210) (i4.0) {33.)
(Pilvate) (5.4} oo (124} (29.53
Fund Sowrces | 180 1000 41420 |1000 ]
(ODAY 20y finny (89 (19.0)
(FDI) (a8 s (14.9) (W9
[(Domestic) +(11.5) 639} 21.9) 1500}
3 Eugobond 10 s )
#iCOR 12023 3033 Table 2 Invesiment figures of the Five-year Plan (2)
Flan/GDP LA I %0 . (in billions of 1995 US$)
{Goverament Report 10 CG) ——
* based on wough disburcséiment figures Inyestment Sources of Funds —
*+ caleulated for 1991-91 using IMF data Pubtic tnvestment | 15.6  [Budgat | 81
__lona 1.5
(Goveranicnt) (8.7) ] ]
{(SOLs) (6.9
SOE Conunggeial 3.9 Domeslic 5.9
Privale 19.9  [FDI 13.0
Domestic 6.9
Tota 414 [Total 414
{Goversinent PIP repont}
Table 3 Classification of medium lo iong term fund needs
Investmeni enlitics | Nature of invesinient Souices
_Govcmmcn( Public State budgel
| . | ObA
- Public - State budpet
e .. ODA
S0Ls Mixed Statebudget ¢
: o ODA
Commercial Shoit term revolving
3 Retalned earnings
Privatc Commercial Shoit term revolving
Relaired earaings
_ B Infotmal
Bad debis of SOEs Srare budget
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Table 4 Selected manthly interest rates AT
Long term Shocl term Spread G month laflalicn
tending | lendiog Jepositrate ] iate’t
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Ave. 94] 12204 | 200152) 1 04(48) | 1.7004) | 144
Dec. 95| 12204y | 175280y | 0.05(06) | 1.7¢204) | 127

{SBV) tin p:{rcmhcsis'anhual rate caleutated at simple interest

*ipfaticn rates are for calendar yéars 15993, 94 and 95
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Tabls 6 Bank deposiis )

o _(in biltions of VND)
RN [T 2TSNN TU-2 T (C22 W (UL
fotal Deposit [13881 1636t Jison o2
Dong Depasit [§522 Jsys)  l1os6s 14429
fotalGor | 151 50 | 132 4 133
vosgrGoe | 12 ) 16 |78 | B3
SBY) L

19y e qwes | yg.}ﬁ;-__l
[ Total Deposit [1.6 203 1s.1 |aed

" {Annuxl repoit of a Joint Stock Bank in Hanoi)

Table 7 Composition of tiabitities of SOCBs as of Dec. 1994
{Liltions of VND)

- Agii Bk | % | UIDV | % ]I_gcom Bkj % § Viewcom] %%
Deposit 3029|253 hade  fra.2 fsasy stz ofuioay 703
od . b |18 1.7 |a2t7 lwos 67 Qo
Uank brivng ja 4 1160 13.4 {260 24 M2 5
Statebaok [2533  anafors  fresfent oo ss o3
Capid |16t |16 pavs  Poa b fus fs26 o
Others 83) 69 1793 j207 hoor {151 {3643 218 )
lotal - l1ie9s |too Jse62  j1oo osss  Jioo ji612?  |109
(Annual reports) *Prchininary unconfinicd dlassification iucluded
Tabled Shares of long- torm credit (,@
1991 [1992 1993 1Sep.1994 ‘privale
Agri Bk 4.7 53 163 2R 35.2
mov - a1 e ls2s |3l fod
lncomBk__ |4t |66 124 f1zo
Victcom Bk 110.1 12.6 195 352 26
Others 24 1 e s foa
Total |18 168 17 279 10.7
(WD) * piivate share of tolal dong- terni eredil
Table 9 Private seclor shares in credit outstanding
e . (%)
1991 1992 lig9s - - fiogd
Agribk  [118 163 [640 66.6
BIDY 0.3 Jo.g_ 20 1y
trcooi Bk |34 9.2 6.1 282
Vietcom 0k 10.0 0. ¢ N A 10
Ouliers 16 00 266 199
Total 4.8 140 A WO

(WD) *Figuses for 1994 are as of Sep. 1994 except Total
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o
Foreign Capital Mobilization
- Centering on FDI and Foreign Debt Management —

Toshihiko Kinoshita
The Export-Import Bank ol Japan
Eflie Okada
Yokohama National University

I. Foreign capital mobllization or foreign saving in general

Vietnamese government scems (o be planning to grow its economy ab an annual growth rate of 9-
10% during the next five years. Investment made by both domestic investors and foreign investors must
increase accordingly (investment rate should be 27-30% of GDP aanually, in case ICOR be 3).

Through the Doi Moi success, its domestic saving® vis-a-vis GDP have increased from- 0.1% in 1989 to
about 18% in 1994 and 21% in 1995. It was a marvelous achievement. Further efforis to raise its rate is
strongly required, however. No doubt, to realize high domestic saving ratio is a key factor whether Vietnam
can attain its ambitious growth plan without occurring serious debt problems. In the next five years,
however, it is quile likely that the domestic saving will be far in short from the total necessary invesiment
amount, say, around 30% of GDP or more. So, the actual growth rate shall be fargely determined by how
much foreign savings could be raised, and how efficiently those savings will be utilized.

Foreign savings (FS) or necessary external financing comprise foreign official loans, gmnts and prn"m,
financing as well as other private capital inflows, naniely:

FS = Ofticial Development Finance (ODF) + Private Financing (PF)
ODF = ODA? (official development assistance) + OOF (other official ﬂnws)
Pi* = FDI(Foreign Direct lnveslmem) + PEI

{Portlolio Equity Investment) + othér private flows

For Viet Nam, how to procure sizable OD¥ and FDI is vitally ;mporl’mt due to its limited (‘apmly for
repayment and to help constructing socio-economic infrastructure projects mainly by concessional funds and
to increase productive capaéily with techaology transfer through FDI. Other financing is supplemental and
should be minimal'for the some years to come. '

~ Under the next Five-year Plan draft as of November 14 1995 rcle’ased'by Viet Nam Communist Parly’s
Central Executive Commilttee, [-S balance projection in 1996-2000 is as follows {See Table 1) :

Under the above assunption, annual averaged disbursement for ODA will be approximately $1.4 bitlion.

However, accordmg te a statement by the World Bank at Viet Nam Consultative Group Muung on Nov. 30 -

1} However. scouting of these high figures may be nocessary due 1o statistical preblems. L may include &pdsilé of foreign subsidiaric§ in Vict
Nam. And, t00 acute a judgment that Viet Nam can reduce foreign saving considerably in coming years in case Victnam suceedds 10 iinduce
eaovgh foreign capital may tead (o @ misiake.

) ODA: concessional Joans and grants, e g. 1DA, OECF, JICA, ADF

1 OOF: World Bank, ADB, EXIMBANK, et
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Table 1 1-S batance prospects for thg next Five-year Plan (1996-2000) of Viel Nam
Total Fnvestment - $41-42 billion* S
(Public investment 143, Domcstie private investment 143, FDI 143)
= cach abt. $13~ bilion
=Total Savings $41~42 bitlion
(Domestic saving 40%, foreign savings ** 50% or $ 20~22 biltion respectively)

* This total investmend figore is illustrated when the average exchange rate in 1995 is used. In accordance with the exchange
rate of 11,500 Dong peifUSS, tolat investmend will be $58 to $60 billion during the same pedod. See Dr, Lai Quang Thuc's
paper presented at March 2-3, 1996 Hanoi Seminar (No. 3-1, P.2),

** assumiag that 113 of the txal requirement be mobilized by ODF or mostly ODA, and thé st 2/3 by FDI, annual aveeaged
target amount for QDA and FDl witl be abou! $1.4 2nd $2.6 billicn rcquuuly

Table 2 Forelgn rade and FDI

(Mittion US )
o 1990 1991 1992 1993 1w9i |
| Expont 1731 2092 2475 2850 36H0 |
Impoit 1772 2015 2535 3505 4008
FOHApproval) 596 1288 1938 21717 4071
FDH{Reatized) 00 260 538 1001 1500
EDIBOP basis) 120 0220 260 300 435

- Dec. 1, 1995, disbursements of ODA are projected to rise to 3663 miltion in 1996. It is not easy to project
how much disbursement of ODA will come up from 1997 on. It may rise quickly due to many pipeline
projects. [t is sure, however, that utmost efforis should be made to upgrade efficiency on QDA
implementation, while educating people.

IL. Forelgn direct invesiment

According to the above Box, an annual averaged requirement on disbarsement on ¥DI will be $2.6
billion. The targeted amount looks challenging. However, the past performance of incoming FDI is nol that -
bad (Fab!e 2), showing thai FDI disbursements were $1.0 billion in 1993 and $1.5 biltion i in 1994, Looking
at this trend, the targeted amount does not look far from reality. Actm!ly, however, there are lots of
problemns on Viet Nam's investment climates, its FDI licensing process and the implementation. :

" So, I would conclude that the target could be attained under the following conditions :

1) if quicker and more lmnsparem decision-making process for providing licenses 1o foreign investors
be established. :

2) if foreign investors for oil and gas continue to develop oil and gas at a high pace,

-3yif various land problems including prices, lease-hold and mortgage of land-use rights be
. appropriately solved by legalization.

“In China, for instance, tand-use rights could be mongaged to overseas enterpriscs in case land-use nghi
was purchased, and a borrower can only provide itspropetly to an overseas lender as securily for repaymem
on lime.

4} if infrastructure-making be 1mplemcnled continuously and ranomlly including construction and
expansicn of harbours, roads, railroads, power houses and electeicily lransmlsswns tell-communications
and induistrial estates.

5y if intellectual property rights be legaiiz'ed and well observed.

6) Smuggling (o nurture domestic demand-led investment be virtually abolished.

7)if other investment climates be improved (faif treatment lo forcign investors isa must).

Itis good that Vielnamese authorities have made discussions with foreign investors (including potential
ones), cconamic federations®, researchers and various embassies from time to tinie and began to understand
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problems. Improvements are evident. However, further efforts are required pacdticularly to alleviate
burcaucratic process and avoid strong voices of vested interests.

Foreign investors can hardly get long-term local financing in Viet Nam. Even short-time borrowing rate
is prohibitingly high, which makes the cost management exteemely difficull. So they cannot be free from
foreign exchange risk. This ails particolarly small enterprises. Some devices shoutd be developed to reduce
such inconvenignce,

nI.Forelgn debt management

In the above-mentioned Consultative Grdup Meeting the World Bank stated that, first, foreign boirowing
may seem {ike an easy option for financing development, but all too many countries have come to grief with
that strategy; second, a careful managed public investment program must be at the heart of the plan, adding
that “The danger that we se¢ as Vietnam develops its five-year plan is that the Government will try to do too
many things and rely on risky financing for some of item.” {1 concludes that the Victnamese Government
should be very cautious in tapping private commercial borcowing in order to obtain appropriate lending
termis and to ensure its ability (0 service the debt in the future.

Viet Nam curcently owes $4.2 biltion of public and publicly guaranteed debt in convertible currencies
and additional debt in non-convertible cureencies amounting to about 10.5 billion transferable rubles.

Vielnamese government has shown its guideline to make annual repayment be within 10% of the budget
and within 15% of the export by 2015. However, no clear assumplions ar¢ given to ensure this guideline and
it jooks (oo many uncertainties exisl™. Tor instance, there seems nol so definite figures of oil reserves and
concrete development plans of oil and gas by which to estimate accurately how much foreign reserves can be
gained by oil export in coming years. '

Hence, what we can say currently is that Vieinamese government should maintain strong will (o keep
Debt Service Ratio Debt Service / GDP ratio as well as shott-term borrowing out of total borrowing at a
reasonable level by updating all related figures and information from time to time.

Vietnamese Government could learn the lessons of the “lost decade™ of the 1980s for Latin American
countries due 1o the debt overhang®. The failure originated from that the following facts:

1) the increase of prices of primary goods in the 1970s and subsequent international inflation gave the
governments of Latin Ancrica wrong judgments that they ¢ould take advantage of “borrowers advantage”,
in other words, they belicved that infation would virtually write of¥ their obligation toward future,

2) Commercial banks {lenders) also made wrong judgments that * (smere:gn) country™ would be never |
broke even if the situation where the debt be rescheduled may happen. Having so believed, they continued to
lend in the foem of syndicated loans almost limitlessly as far as the borrowers were governments or their
agencies.

3) Their interest rates were on a ﬂoaiing'rale basis. Hence, when the ULS. FED tightencd its belt at the
end of the 1970s, the interest rate soared to an incredibly high level.

Another points which should be noted is that Latin American countries put-more emphasis on cather
inefficient, large scale import substitution industries with high tariff, which made a great contrast with Asian

4) Tuke onc indance. KEJIDANREN offcred a request kefler 10 Victnamese Goverament datd a0 Feb, 10, I9‘)5 Responses were made by
Victnamese government. However, KEIDANREN stit] reguests imgroveinents of licensiag staadards, administrative capacity moking.
measures against smugghing, ofc. Theve are other problemns bike inlelicclual properly rights and land prices. Land prices for forcign fitms are
said 100 costly compared with those in acibering countries. (See altached Ms. Okada’s paper)
Minule ehock of each assumptions and paramclers is a must and 'umu!a[ms wiider difforeal seenarios shnuld 50 be taade ngulariy Ta
incrcase FDU is encouraged slso from this objectve.
6} .. Sev for instance the following paper: Toshibike Kinoshila, Dc\elopnwnls in the intemational debt strategy and Jap:m s response™, EXIM
- REVIEW, fesearch Institute for fatemational lnvestment and Development, The Export-dnpont Bark of Japon, Vel. 10, No I 1991, pp 61-
0.

.5

-
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countries which have encouraged exportable industries mainly by private firms including joint ventures.
Averaged annual growth rates of exports of Latin America in the 1970s and in the first half of the 19505
were 19.0% and 0.1% respectively. By contrast, those of Last and South-east Asia were 26.3% aud 4.4%
respectively. Thus the long-termi debt outstanding of Latin America in 1980 and 85 were 140% and 268%.
Those of Asia were 62% and 102% respectively. So, following cautions will be well paid.

) In making future debt payment schedule, prepare for the worst possible situation, by picking up
minimum expoftable amount {not wishful figures) and use the highest possible paynient amoumt.

2) Try.to make the debt (outstanding) schedule of the private sector in addition to that of the public
sector. Central Bank has to use its foreign reserves even when the former remits foreign currency . for
repayment. It will be exitemely difficult to do so under the cureent foreign exchange system. Therefore,
some workable monitoring systein might be quickly built-up,

3) Risk-management of foreign exchange rate fluctuations should be built-in. -

4) The govemmient should be prudent in foreign borrowing and should reduce foreign borrowing if
dispensable. The annual limit of borcowing is the “limit” or “ceiling” and not a borrowing target.

5) Cautions should be also given 1o prepare for the necessary payment related to FDI or PEI, siich as
remiltance of dividends to foreign sharcholders, rayalty payment and repayment (o parent companies
| QVEerseas.

6) Ordinary debt management indicators such as debt outstanding / GDP ratio and Debi Service Ratio
are carefully observed. No less important are cash flow management. Also prepare for the emergency. For
that object, close contacts with intenational financial institations and other central banks are indispensable
all the time.

~ INOTE} Viet Nam could get good lessons on foreign borrowing from other South-east Asian counlries,
‘successful stories as well as failures. How the Philippines, Indonesia, Thailand, etc. have dealt with external
debt and what were the lessons will be introduced in the phase I of this study.

Appendix
Obstracles to the Foreign Direct Investment to Vlet Nam

1. Requirements by the Japanese federation of economlic organlzatlons

The Fapanese Federation of Beonomic Organizations (KEIDANREN) submitted a document titled
“Requirements by KEIDANREN to the Vietnamese Government for Further Development of Economic
Relationship between Viet Nam and Japan™ dated February 10, 1995, Thé contents can be divided into the
following categories:

1} issues on deficiency of laws and institutions

2} issués on distottion of economy

3) issues on inefficiency derived from burcaucracy

' 4) others

1. Issues on deﬁciency ol laws and institutions

(1 bxporlmg processing zones and industrial zones

KEIDANREN additionally required on October 1995 1o issue detailed regulations on the fnvestment
Act issued on January 1, 1995, o this requiremert, Me. Vo Hong Phue, vice director of SPC, answered at
Keidanren, Tokyo in Janvary 1996 that Vietnamese Government has already issued the Dems:on 192CP on
December 28, 1994 and ordered related ministries to draw detailed regulations.
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-As for Export Processing Zones (EPZs), Viet Nam has licenced six EPZs. One, developed by ‘The Very
Good Company Ltd., formally failed and its licence was withdrawn™. AH but one of the other five are facing
substantial difficulties, though common problems tend to exist in developing countrics which operate IpZs™.
It is mainly caused by insufficient incentives, especially tax incentives *, kack of sufficient infrastructure and
unappropriate localion™.

In order to attract more investment into Viel Nam's special zones, the SCCH issued on 24 October 1995
circular No. 2374/UB/KCX oi the conversion of EPZs to Industrinl Zones (IZs). Under this Circular, both
[iPZs infrastruciure development business and those companies established in £PZs can transform
themsclves into companies developing or operating in 1Zs. In an I7Z, companies can sell goods and services
" directly on the domestic market in addition (o exporting them', ‘Thus, companies engaging in EPZs and EPZ
infrastruciure development business will be able (o get broader range of clients. Furthermore, if more
infrastructure developiment business enter in EPZs, and if their businesses become profitable enough, EPZs
could be better equipped and widened.

EPZ eiteiprises which will change status should note that their tax position will naturally change. Profits
tax on production enterprises in EPZs is levied at the rate of 10 peccent. 3n an 17, the tax rate will be 18
peecent, but will be reduced to 12 percent if the enterprise exports over 80 percent of its products. With
respect to enterprises ini the area of services sector, profit tax which has been levied in an EPZ at 12 percent
will be levied in an 17 at 18 percent™.

In Decisions No. 758/TTg and No. 751/TTg, the Prime Minister reccmly established Management
Coramittees for EPZs’and [Z’s situated in the Hanoi and Song 8¢ provinces, respeclively'™. Since
exceplionally successful EPZ is located in Ho Chi Minh City, this Decision seems (o intend to diversify Fbl
geographeally outside of Ho Chi Minh Cily.

(2) Land :

1) Clarification of criteria for land evaluation

KEIDANREN has requested clarification of evaluation criteria of prices of the land thereby reduce rent
for the land. Responding this request, the Vietnamese Government issued Decision 1417/TC-TCDN dated on
31 December 1994 which prescribed: '

1) Reducing land rent
2} Clarification for concrete cciteria for pricing land rent
3) Special treatments for invesiment to remote areas

" Decision 1417 specifics the hnd rent to be paid by foreign investors in V:et Nam. It specmes dnfferem

rates and coefficients applicable to various types of land using the following formula:
1.and Rent = rental rate * location coefficient * infrastruciure coeflicient * industry coefficient'®

On 6 September 1995, Ho Chi Mirh City’s People’s Committee issued Guidelines No.2510/UB/KT
implementing Decision 1417 with respect to land in the Ho Chi Minh City province™,

‘The Guidelines first modify and clarify which areas of the Ho Chi Minh Cily province belong to which
rental category. It can be highly evaluated that the ‘Guidelines also clarify the rates for certain areas not
mentioned in decision 1417 bul surrounding Ho Chi Minh City™. It is desirable that the Guideline should
expand the area of which it clarify the rates. :

7 Freshficids, tndoching Nete, November 1995, p. 2. .

B} Ibid: Mr. Nguyen Gia Hao, Chamber of Cornmerce and Tndusiry in Vict Nam, personal intervicw. March, 196,
0} Richand Iewin, Price Wateshouse Vit Nam Liniited, pessonal interview; March, §9%.

10y Mr. Rguyen Gia Hao, Chanber of Commerey and Industry in Viek Nanu persenal inteeview, March, 1996

11) - Freshticlds, op. ¢it., p. 2.

12y - 1hid.

33 Froshiields, Indocking Note, Janvasy 1996 p 1.

1) Froshfields, edockinag Note, December 1995, p. 5.

15y ibid. '
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2} Land clearance

KEIDANREN has requestad to sct up a guideline on land clearance. As for Ihm issue, the Vietnamese
Government guides potencial partners of joint ventuies to discuss compensdtion for clearance of Jand
before concluding joint venture contract. In spite of this guidance, KEIDANREN still complains that there
are still troubles, For example, a land has not been cleared for more than six months after a member
company of KEIDANREN got licence of FDIL _

On 15 June 1995 Hanoi People’s Commiltee issued Introduction No. 2HCT/UB on compensation for
clearance of land for foreign investment projects'™.

1) Bisclosure of land information

After various amendment and selting of rules on tand, KB HDANREN still requiests further disclosure on
land information. In addition, KEIDANREN desires simplification of the process of oblaining fand use
right,

4) Foreign organizations and individuals renting land

KEIDANREN also requires clarification of land lease procesure. Fhe General Deparimént of Land
Administration has provided details on and lease procedures with Circutar No. 1124/TT/DC issued on 8
September 1995. The procedure is as follows: _ _

Fiest, an application to lease land must be submitted to the relevant local Land Administeation
Department, then forward to the relevant local People’s Conmittee which will deliver its opinion on the
proposed land lease, This phase is to take approximately two months'*.

The next step is to occur only once an investment leence has been obtained. Depending on the
classification of projects, applications will be examined by the Geieral l)cparllm'ili of Land Administration
or the relevant local People's Commiltee, which then issue a decision to lease land and a land usc right
- cegtificate. ‘This procedure is to take approximately one month™,

5) Poperty cegistration

KEIDANREN complains that there is no registry book in Viet Nam.

‘Notice No. 2314/C1/NgV of the Ho Chi Minh City ‘Faxation Department, issued on 6

July 1995, prescribes the registration of transfers of property™.
‘ Thas, the Vietnamese Government jssued a series of rules, which are appreci able However, there is
Cstill a problcm to be solved. According to member companies of KEHDANREN, Vietnamese side often
- provides fand without infrastnicture. Land without infrastructore canno!t be used as “land" for business use.
_ It is wrue that fand ‘rent is somewhat decreasing due o increase of land supply, however, it still costs much
(o convert land without infrastructure to be usable for business use. For this reason, land rent is regarded to
be still very expensive compared with those in neighbour nations. It is desirable for Victnamese side to get
proper understanding of “land” for business use.

{3) Forcign currency purchase

1} Clarification of criteria for currency purchace and reiittance

fn gencral, under the foreign investment laws and regulations in Viet Nam, foreign investors must
bataice their foreign cusrency requirement with their income in local currency. Under the present system,
member companies of KEIDANREN requested on October 1995, @ clarification of foreign currency
exchange and rémitlance system, @ guarantee of stable foreign currenicy exchange, and @ creation of

16y Ihid.

17y Freshiichds, Indoching Note, October 1995, pp. 5.6,
18) ikd.p. 5.

19} Ibid. )

Xy Freshliclds, adochina Note, August 1995, p. 3.
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financial market for fund raising.

The éxception to the general rule for foreign currency balance exists in favour of businesses which
‘manufacture import substitutes listed by the SPC, or which construct infrastructuse projects. ‘This exception
is prescribed by the official document of the central bank No. 152/CVINHT issued on 5 Aprit 1995, This
documenl is in the form of recommendation to the Governmeat™,

On 9 September 1995, the new list of impost substitutes was issued which has been substantially
expanded and includes 30 goods. Enterprises producing one or more of the 30 products listed may purchase
foreign currency with Vietnamese Dong. The maximum amount of foreign exchange that will be sold to a
forcign-invested emupmz, upon such conversion privilege is the amount that would have been required to
import the goods sold by the foreign-invested enterprise for Dong™.

2) The Establistiment of the Financial Market

<Securities and capital market>

The Prime Minister issued Decision No.- 361/ Tg which decides establishing a preparatory board for he
establishment of the stock exchange™.

<issuance of international bonds>

On 18 May 1995 the State Bank of Viet Nam issued Decision No. 139/QD/NH1 concerping the isstance
of interiational bonds by state-owned commercial banks™".

“<Banking>

In November 1995, the Governinent announced that foreign credit instilutions wishing to get
representative oftice licences should apply to the State Bank of Viet Nam, aot to the Ministry of Trade.
~ Circular No. GU/NHS/TT defines the credit institutions. It specifies that such ecatitics include cominercial

banks, investment banks, financial companies and other organizations operating in the area of finance and
banking. Securities companies do not clearly fall within the definition of Circular 01>,

<Foreign exchange counters>

Many foreign exchange counters which ha\e authority to change foreign currency into Vielnamese Dong

have been engaging in illegal foreign exchange transactions. o put a halt to such practices, the State Bank
of Viet Nam’s Depaitment of Foreign Exchange announced that as from 30 June 1995, all private foreign
cxchange counters are to cease their operation. Only those exchange counters belonging to State- owned
enterprises are atlowed to continue their operations.

<{nsurance companies>

On 18 August 1995, Decision No. 927/FC/QD/TCNH, issued by thL Ministry ofl inance on Augusl 13

1995, indicated that it would punnt insurance companics to set out their own terms, conditions and r.\tcs
* Although foreign insurance companies are not permitted to do business in Viet Nam, the Decision may help
1o encourage them 1o insist on their gelling business ticence™.

<Credit leasing>

Until 27 May 1995, when the State Bank of Viet Nam issued Decision No. 149/QD/NHS, issued by the
State Bank of Viet Nam on May 27, 1995 promulgated regulations on credit leasing. ‘the new law is limited
to Vielnamese Banks and credit institutions. A hundred percent foréign equipment lessors and credit

“institutions will have to await the issuance of the Decree to enter this field of activity™

-31Y  Freshticlds, Frdocking Note, October 1995, . 3.
o Hid '
2y Froshbieh®, fndocking Note, August 1995, p. 2,
34} Freshriclds, fidoching Note, July 1995, p. 4.
35y thid, .S
26)  Freshficlds, indoching Note, Avgust 1995, pp. 6-7.
M Froshfiolds, Indoching Note, Joly 1995, p. 5.
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{4) Infrastructure
KEIDANREN requested the $table supply of electricily and sufncwnl infrastructure cspecn!ly for
foreigners’ living, that is, office buildings, hospitals, houses, hotels which have internationa!
cominunication network, and schoals for Yapanese children. On these requests, Mr. Vo Hong Phuc replied
that hospitals for foreigners, office buildings, and international schools have been already established in
Hanoi, Ho Chi Minh City, and areas where a lot of forcigners reside and that a school for Japanese children
is to be set up in Apri! 1996,
KEIDANREN is still asking for tower rent of housing and sufficient supply of hotels and office
buildings for residents from Japan.
1)} National Road No. 1
Under Official Correspondence No. 700/TC-TCT issued by the Ministry of Finance on 5 May 1995,
organizations, including foreign invested business, carrying out conslruction or renovation work on
National Road No. 1 are qualified to an exemption from turnover tax and a reduction in income tax™. This
prescription is expected lo encourage the entrance of firms to the National Read Ne. | Project.
2) Plan for industrial and infrastructure development
On 10 July 1995 the Government issued Annotncement No. 91/TB setting out the Prime Minister’s
views on industrial and infrastructuce development. According to the Government, Viet Nam should focus
on agriculture, forestry, fishery, industry, energy, power, the production of construction materials, products
for export, products using cheap labour, metallurgy, seafcod processing in cooperation with fcelaid, and
ship building with Finland™. The announcement also states that futere industrial zones are to be situated
outside Hanoi and urban areas generally. In Central Viel Nam, development is to be concentrated in the
Dung Qual, Van Tuong and Van Thanh areas, and alongside the main roads*. The annouacement may have
an effect of decentralizing FDI'. “Too much cencentration of £DI in Ho Chi Minh City and Hanoi tends to
expand unequality of in-come. ‘
{5) Joint venture :
KEIDANREN requires the following matters: _
1) - abolition of the requirement of unanimous voke 1o decide important matters
Though equity share exceeds fifly percent, important issues are often not resolved in absence of
unaninous vote. '
©2) abolition of limitations to choose partrers
©3) disclosure of information on partners
creation of accounting system which meets the requirement of the market cconnmy umf cation of the
format of financial statements promotion of disclosure for the exact feasibility studies
4} disclosrue of information on domestic banks
5) permission for setting more than two bank accounts
it is necessary to have more than (wo baok accounts when sales area expands
© 6} introduction of divect
employment system ciiploying through I OSCO costs very high
~ As for unanimous vote, Mr. Phuc responded that it is important for both pasties of joint ventures to have
equal position and mutual retiance. According to him, it is unfair that a party who possesses more than fily
percent of the shase can solely decide important issues.
As for disclosure requircment, it is difficult for domestic firms and banks 10 provide financial

28} ° Fioshlichds, Iadoching Note, Avgist 1995, p. 4.

29y thid,p. 5.

Wy ihid.

31 As for geographical distibutivn of FDI, se¢ anonynwus report, Foreign nrrm In t‘irHIMf ?n anr:e in Vietaane at of Dec. 31, 1995,
Hanoi, 1596,
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statements which satisfy market economy demands, for the accrual principle has just been stightly
introduced into the accounting rules for domestic enterprises. The journal system for double bookkeeping
has just been created. The accounting principles for foreign invested companies ace subject to internationally
accepted accounting practices, however potencial joint venture firins are stitl domestic firms. Mr. Phue stated
that each firm must prepare financial statements and get them audited, which are offered for public
inspection. It is neccessary that Vietnamesé potencial partners improve accounting ability and, in kecping
pace with the improvemeat, the standard setting body improve the accounting principles themselves,

2. Issues on dislortion of economy

B Smuggling '

KEIDANREN required to sitengthen the Goverament’s control over smuggling. Mr. Phuc deeply agreed
with this opinion, but no additional measures were announced yet.

<Smmugted goods arrived by sea>

As Viet Nam has over 2,000 kilometers of coastline, most smuggled goods come in by sea. At the end of
Octaber 1995, the Government issued Instruction No. 701/TTg. This Instruction lists the fight against
smuggling as one of iis priorities for 1996. It has assigned specific responsibilities to various authorities,
inciuding the Ministries of Defence, Interior, Trade, and Justice, The General Department of Customs and
local People’s Commitiees™.

© <Smuggled goods airived by land>

The Government i$ also attempting to control smuggling of motorbikes overtand through Viet Nam's
western border. Official Correspondence No. 6720/KTTH issued on 22 November 1995 requires owners of
illegally impoiled motorbikes to register them before 31 December 1995. Those not registered before this
date are to be confiscated". Thus the Government tries to control smuggling by land by strengthening
registration system.

2)- Payment of bad debts and the return of requisitioned assets

This is an very important problem, though Vietnamese Government seems to lack proper understanding.
KEIDANREN has required to solve issues on bad debis to foreign private sectors and requisitioned assets, of
which the latter were nol referred to by Mr. Phuc.

Mr. Phu¢ replied that, for Viet Nam, the bad debls issue is qune a hml prob!em to solve. [hd debls to
Japanese private sector ar¢ as follows on Oclober 1996:

Bad debis to Fapanese bfmks

The total principal amount: $310. 6 miltion
Bad debts including interest and penalty: $650 million
Results of the negotiations at London Club are unknown.
Bad debts to Japanese enterprises : $279.6 million
Rescheduling is under negotiation as for farge block debts.
Small amount debts to small and medium sized enterprises are being paid according to the schedule
mutually agreed.

Viet Nam has also been introducing nicasures to assist with lhc rep'lymen! of outstanding forelgn debts
{principally owed to its former COME CON trading pattners) through the provision of Vietnamese goods and
services. In July 1995 (he Government enacted Decree No. 40/CP on Repayment Foreign Debts with Goods
and Services paid for in Foreign Currency™.

30 Freshiields, Insdockina Nete, Fanwary 1996, pp. 1-2.
N dbid.p 2
%4) Pnc\. Warterheuse, Vier Nam: A Guide for the Forﬂgn {avestor, Price Waterhouse, llonn lmng 5996 P %
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Citcular No. 87TC/TCDN issued on 23 November 1995 provides guidance on various matters such as -
the selection of Vietnamese companies to il export orders for such debt-offset deals, and for the seiling of
prices that will be applicable™

3. Issues oninefficiency derived from bureaucracy
KEIDANREN required the following matters to the Vietnamese Government on October 1995
concerning the liceacing process of proposed FDI
Further clarification of criteria on sereening and licencing FIM
Quick notice to foreigners in English when laws and tax codes are amended
‘Consideration for Vietnamese comparative advantage Lo neighbour nations when laws and rules are
amended
Consistent altitude to licenicing 1D projects (alnludL often differs according to stalfs’ position)
Obtaining consistency between former laws and amended laws
{licenced projects are sometimes rejected based on amended laws)
& lmprovement of Ability for Licéncing Practice
Concerning (his requirement, Mr. Vo Hong Phuc, Vice Director of SPC, stated that the Government
issued Decision 191CP ‘on December 28, 1994 which prescribed @ reduction of institutions which are
enrolled in screening proposed projects, @ shortening the screening period, and @ clarification of each role
of the central government and local governments. Furthermore, personnel, especially executive membeis,
-in charge of screening and licencing proposed projects are being trained to improve eflficiency.
As for licencing proposed FIX projects, the Goverment has issucd the following rutes.
(1)} Criteria for amendment of licenced FD1 project
-On 4 May 1995 SCCI issued Circular No. 910/UB/QL. on the amendment of mveslmem licences
(Circular 210}, since many investment licences have had 1o be amended, often because the investor
discovered that further capital was needed. Circular 910 describes the modification procedure in detail,
listing the documents that must be submitted to the SCCI*,
(2) Preparation and implementation of FDI project
‘On § April 1995 Hanoi’s People’s Committee issued Decision No. 727/QD/UB on FDI projects in
‘ Ha:nni {Decision 727), implementing Decree No. 191. Decision 727 specifies various application
* documents which the Hanoi People’s Committee wishes to examine in addition to those submitted to the
'SCCH, including the land allocalion:agreemem, the planning centificate, if property is contribited as capital,
: and a valuation of the property™.
~ KEIDANREN bhighly evaluates the 'adopuon of one- stop shop and expecrs lhe improvement of
efficiency in sceeening and licencing procedure. KEIDANREN stggests that MPI should delegate a part of
screening and licencing jobs to foreign accounting firms until MPI staff are trained enough to respond to
“efficient screening and Jicencing demand by foreign enterprises,

@ Qe

@ @

4. COthers

(1) Automobile and motorbike assembly _

It is desirable for the Vietnamese Government to bring about domestic parts industrics and, at the same
time, introduce foreign core organizations, that is, asserubling entities. Sometimes both requirement conflict
" each other.

Circular 215 states that proposals for automobile and motorbike assembly projects must include a plan

T A5y M, p 80
36y Freshiiclds, fndocking Note, July 1995, p. 1.
N Ibid
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for local production of parts and accessories. However, limiting imports of parts by the Ministry by various
wmpasures including tariffs and quota raises manofacturing cost in Viel Nam™.

The SCCI recently requested that the current quotas on the impoit of spare pasts and components for ¢ar
assembly joint ventures be {ifted, and replaced by appropriate taxation of imposts™.

In response 1o the SCCI request, on 16 September 1995, the Government Oifice has issued Official
Correspondence No. SI68/KTTH addressed to several Ministries and recommended that, for hi-tech spare
parts and components which are not produced in Viet Nam, import quotas should be cancelled. The
Ministries of Finance should study how to adjust import duties so as to ¢ncourage the manufactute of hi-tech
spare parts and componeats in Viet Nam™.

KEISDANREN additionally requires the following matiers:
preventing corruption -
penally against those who are illegal
deligation of decision making right
roaring cosl concious officials
permisston for importing second hand machinary
tariffs system for paris
since tariffs are set individually for parts and kits, it costs much to import individual part more than
to impost by kit '
deregulation of the limitation to loan amount {curzently the amount of 30% of assets is permitled)
clarification of laws and regulations for labour union
reduction and abolishment of export sales lax
keeping peace and order
a bulk application of licence and loyalty
deregulation of conditionalities for loyalty

HODedO

= N S

I1. Requirements by US - and European- based multinational enlerprises to which
KEIDANREN does not refer

1. Intellectual right ‘

‘There has been legisiation protecting most forms of :me!!cclua! nghl property in Viet Nam, mcludmg lhu
Ordmar_lc_e on Trademarks in Viet Nam of December 1982. However, infringements are widespread. It seenss
patlly due to a lack of knowledge of the law and partly due to a lack of knowledge of the concept of
intellectual properiy*. '

The Ordinance on Trademarks in Viet Nam of December. 1982 was widely amended in March 1990.
Under this ordinance, a trademark may be registered with the Nationa! Office of Industrial Praperty (NOIP)
in Hanoi, which is governed by the Ministry of Science, Technology and Environment™,

It is worth 1o note that, since March 1993, Viet Nam has adopted a “first to file” rule. This rule means
that the first company or individuval fo reglsler a trademark with the NOIP is prima facie the owner of the
property, while most other countries adopt a “'first to uce " basis'”. '

In the Civil Code which Is to be in effect in this July, exphcn definition of individual prope rly rights
including the ownership rights for individuals and juridical persons to patents, utility solutions, industrial
designs, trademarks, the right to use an appellation of origin and other objects that may stipulated by

) Froshticlds, Indocking Ame, Seplember 1995, p. 1.
G 1bid.

40 Freshiickds, fndocking Note, Nonember 1995, p. 3,
41y Price Watirhouse, op. cif, p. 79 '
42)  Hhd.
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implementing legislation*, _ o _ :

The Code prescribes that if an enfily wishes 1o obtain a licence to use the property and no agreement
can be reached between the owner aird that entity, or if the State needs the propedy for national defence,
security, health care or other urgent demands of socicty, the owner is forced to sell the industrial property*™.
US- and UK-based iultinationals wish to clarify what kind of cases are assumed under this provision.

2. Dispute resolution

As for dispute resolution, the foreign business could opt for Vietnam courts or acbitration before the
Vietnam International Arbitration Centre, or the Economic Arbileation Centré. However, foreign enterprises
felt to be (reated impartially. Aliernatively they could specily a non-Vieinamese court or arbitration, which
seemed more impartial*®. '

Wilh the exceplion of a féw Eastern European couniries, no teeaties existed for the enforcement of any
- judgement or award received™.

[t can be highly evaluated that, on 28 July 1995, Viel Nam's President issued decision No.
453/GDICTN authorising Viet Nam to join the New York Convention of 1958 on the recognition and
implementation of foreign arbitral awards™,

_ Following to this action, the Qrdinance on the recognition and enforcement of foreign arbitral awards
was signed by the Standing Committee of the National assembly on September 1995. Under the Ordinance,
a defendant can object to recognition and enforcement for such reasons as the law of Viet Nam do¢s not

- permit resolution of the dispuie by arbitration, or recognition and enforcement is inconsistent with

: Vietnamese public policy®. There may be still a room in this prescription that foreign entities feel unfair al
dispute resolulions.

49 Freshiiolds, Iedocking Note, Janvary 1996, p. 3.
45y bd,p 4.
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