HRA

R T T L B T T L R A

,u"&.m:';hﬁs:'. 0 T No. 59

“JAPAN INTERNAT TONAL
CGOPF RAT(O\I A(,H\'CY

MINISTRY OF PI ANN[NG AND !NVESTM}' NT
THE SOC]AI !ST RFI‘UBE [C OFR VIET NAM

?THE ECONOMIC DEVEL OPMENT POLICY

IN
THE TRANSITION TOWARD -
A MARKET ORIENTED ECONOMY
CIN

'THE SOCIALIST REPUBLIC OF VIET NAMJ; R

_ FINAL REPORT

SUMMARY

e 1996
. JIU\ LIBRARY :

S PR L
U
. A I L =
ol 5
: ; [ !
o
: S
7

5-1131988

RETER N

WO oy ,-._':_?_‘-1';_ S
"\1 T —:.‘-, B

L f’f_DAlWA ;NSTITU FE OF RFSEARCH L.TD

. THEJAPAN ECONOMIC RESEARCH INSTITUTE "

' PACiFIC CONSUIL TANTS INTERNATIONAL o, LD, ‘ss;: :

5S¢

| ee73|













JAPAN INTERNATIONAL
COOPERATION AGENCY

MINISTRY OF PLANNING AND INVESTMENT
“THE SOCIALIST REPUBLIC OF VIET NAM

THE ECONOMIC DEVELOPMENT POLICY
IN
THE TRANSITION TOWARD
A MARKET-ORIENTED ECONOMY
| IN
THE SOCIALIST REPUBLIC OF VIET NAM

 FINAL REPORT

SUMMARY

June 1996

DAIWA INSTITUTE OF RESEARCH LTD.
~ THE JAPAN ECONOMIC RESEARCH INSTITUTE
~PACIFIC CONSULTANTS INTERNATIONAL CO. LTD.



- IMGARA

113198816

“CURRENCY EQUIVALENTS

March 1996 Currency Equivaleni
11,000VND /-USD {.00
102881 /. UsD 1.00



Preface

In response to a request from the Government of the Socialist Republic of Viet Nam, the
Government of Japan decided to conduct the study of the Economic Developiment Policy in the
Transition Toward a Market-Oriented Fconomy in the Socialist Republic of Viet Nam and
entrusted the study to the Japan Intemational Cooperéllion Agency (JICA) .

JICA senit to the Socialist Republic of Viet Nam a study team headed by Mr. Hirohiko
Sekiya, composed of members of Daiwa Institute of Rescarch Ltd., the Japan Economic
Rescarch Institute and Pacific Consultants International " Co.lad., from December 1995 to
March 1996, |

The team hield discussions with the officials concerned of the Government of Viet Nam
and conducted field surveys in the study area. After the team réturned to Japan, further studies
were made and the present report was prepared.

I hope that this report will contribute to the promotion of socio-economic development of
" 'Viet Nam through the succéssful introduction of market mechanisms and 1o the enhancement of
friendty retations between our two countries.

1 wish to express my sincere appreciation to the officials concerned of the Government of
Viet Nam for their close cooperation extended to the team.

June 1996

Co st
Kimio Fujita

Prestdent

Japan International Cooperation Agency



Letter of Transmittal

June 1996

Mr. Kimio Fujita
President
Japan International Cooperation Agency

Dear Mr. Fujita,

- His my great pleasure (o submit herewith the Final Report for the Development Study on
the Econoniic Development Policy in the Transition Toward a Market-Oriented Economy in the
Socialist Republic of Viet Nam (“the Study™).

The report is the result of studies carried out by Daiwa Institule of Research, -the Japan
Economic Research Institute and Pacific Consultants International as per the contract with the
Japan International Cooperation -Agency (JICA). The Study was conducted between
Decémber 1995 and June 1996.

Based on the actual socio-economic situation in Viet Nam, a comprehensive development
study was implemented covering four areas: the macroeconomy, fiscal and monetary policies,
industrial policy and agricultural and rural development.

On behalf of the study team, let me express my heartfelt thanks to the Government of Viet
Nam especially the Minisiry of Planning and ‘Investment for the gencrous cooperation,
assistance and warm hospitality extended to them during their stay in Viet Nam.

Our thanks are also due to the Japanese Internationat Cooperation Agency, the Ministry of
Foreign Affairs, the Japanese FErbassy in Viet Nam and the JICA Vietnamese Office for their
valuable advice and support during the Study and preparation of this report.

Yours faithfully,
u s
AW
Hirohiko Sekiya
Leader of the Japanese Study Team
(Senior Consultant,

Daiwa Institute of Research Ltd.)
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1.

Introduction

This is a summary of the final report on the study on the Economic Development
Policy in the Transition toward a Market-Oricnted Economy in the Socialist Repubtic of
Viet Nam (hereinafter referred to as the “Study™.)

1-1 Background of the Study

The Victnamese economy has made remarkable progress since the start of the Doi Moi
(renovation) poticy dectared at the Sixth Parly Congress in December 1986. ‘The

" Government of Viet Nam has succéssfully introduced a wide range of market mechanisms

in the context of “4 market economy under State management” in the last ten years.
~In the last five years (1991 to 1995) since the Seventh Party Congress held in June
1991, Viet Nam has been accelerating the pace of socio-economic development, and for the
first lime exceeds many key target figures of the five year plan.
The Vietnamese econoimy, however, is still in a process of transition and has wany
difficulties to overcome in order to promote fusther “industrialization and modernization”
and prepare for long-term sustainable grow(h under the new framework of a global and

regional economy.

1-2 Outline of the Study

(1) Objectives

“The Study intends (o present our research arid recommendations on the main issues
concerned with the Five-year Socio- Economic Development Plan of Viet Nam for 1996.
2000 based on an analysis of the curfént situation and existing developmenl pohc:es in
order to achieve long-term sustainable economic development of the country.

(2) Components and Scope of Work

The Study covers the foltowing four areas:

1) Macro Economy
2) Fiscal and Moncla:y Policies
“3) Industrial Policy
" 4) Agricultural and Rural Development



In cach area, the Study has put special focus on thé key issues-agreed upon in the
December 1, 1995 Mecting on the Rescarch Plan for the Study between Prof. - Shigeru
Ishikawa, Chairman of the Japanese Rescarch Group and Mr. Nguyen Thai Nguyen, Head
of the Vietnamese Delegation for the study.  The agreement is based on the Scope of Work
for the Study signed on August 28, 1995 between Councilor Mr. Hattori of Japan’s
Ministry of Foreign Affairs and Vice Minister Mr. Vo Hong Phuic of Viet Nam’s Ministry
of Plarining and Investment.

(3) Organization of the Study

T order 10 implemeny the Study effe’ctively,féi Japanese Research Group, headed by
Prof. Ishikawa, composed of academicians and experts from the Ministry of Finance, the
Ministry of Trade and Industry and the Japan International Cooperation Association, was
organized in July 1995, _

A Japanese Consultant Gro‘up was nominated in December 1995 as a part of the
Research Group under the program of social development studics of JICA.

At the same time, il was agreed that the Study was (o be conducted as joint research
between Japan and Viet Nam on August 1995. A Viethamese project team, composed of
four study groups, was also foimed headed by Dr. Nguyen Quang Thai, Depuly President
of the Developmient Strategy Institute of Ministry of Planning and Investmient. The
Research Groups of the two sides have been in close communication during the course of
the Study. Meanwhile, workshops were held in Tokyo (January) and Hanoi (March) after
the completion of Interim Report and Draft Final Report of the Study, respectively. | The
workshops provided the opporiunity to exchange opinions among those concerned.

1-3 Viewpoint

Our viewpoint on the Study is mainly based on the preceding JICA research, “Country
Study for Japan's Official Development Assistance 1o the Socialist Republic of Viet Nam.”

Firstly, while Viet Nam is an cconomy in transition, it is also a low-income
developing country with underdeveloped market inechanisins.

Therefore, sccondary, we put emphasis on long-term development including
cultivation of market driven cconomic activity, in addition 1o macroeconomic stabilization
and structural adjustment. '

Thirdly, we enphasize a firm commitment to renovation of the real economiy as well



as the monctary cconomy in connection with long-term devclopment in a low-income
developing economy.  For ¢xample, we attach great importance to agriculural and rural
devclopment because breakthroughs in productivity in the agricultural sector {which
employs 80 per cent of total population) is a pre-condition for sustainable growth of Viet
Nam without relying heavily on external debt.

Fourthly, we attach importance to long-term sustainable growth with proper
consideration of the balance between economic growth and stability or economic
development and social development such as improving cnvironmental problems and

income inequality issues.



2. Conclusions

2-1 Macroeconomy

Viet Nam's recenit macroeconomic pcrfohnance has been impressive.  This is
altributable to appropriate goverriment policies as well as favorable circumstances, A
reasonably successful reduction of the rate of inflation scems to be due largely to a
reduction of the fiscal deficit and the termination of its central bank financing.

Based on our simulations, with the use of data consistent with the proposed five-year
plan, the following can be regarded as important for the balance between growth and
stabilily: the maintenance of high investment efficicncy, a raising of domestic savings,
attraction of direct investment, an appropriaie money supply policy, and a flexible fiscal
policy. .

The foreign exchange rate policy, which is implicitly assumed in the proposed plan, secms
to be generally reasonable. ‘There are views thal the assumed rale of depreciation of the
dong may be too low in view of the still relatively high rate of inflation in Viet Nam.
However, the governiment needs to consider many other factors including money supply
and price stability as well,

As Viet Nam makes the transition to a market economy, its slatistical system is also in
the transition, e.g. National Accounts from MPS to SNA. There remain many problems
in the system, for example: the discontinuity of time series data mainly due to changes i
methodology; insufficient coverage such as non-state sector and underground economy and
incomplete classification of sectors, commodities etc.  The system should be changed in
accordance with international standards.

To maintain stable growth from the long-run point of view, it is important for Viet
Nam to deal with issues related to the environment at an early stage.  The soorier Viet Nam
deats with them, the lower the associated cost is likely to be.,

The poverty situation in Viet Nam is widespread and more serious than in other Asian -
countries.  Higher poverty incidence is recognized particularly in rural areas, ethnic
minorities, and female headed familics, There are _indications that the recenl economic
refornis, while provided vast economic opportunities, had adverse effects on the poor.
The following policy implications are presented for effective poverty alleviation: (1) need
for rapid and broad-based economic growth; (2) need for targeted interveations; and (3)
need for social welfarc programs and provision of a social safety net for the rural poor.



2-2 Fiscal and Monetary Policics

Viet Nam neceds substantial amounts of investment and development funds to
industrialize and modemize its ccononmy.  The capital accumulation mechanism has shifted
from physical planning to fiscal and monclary measures with the adoption of a market
economy mechanism.  The present capital formation is implemented in a two-tier 'system
of public investmient and privale investnent (including comimercially viable investment by
state-owned enterprises).  Public investment funds are expected 10 be raised relatively
smoothly, however the funds systemi for private investment has not developed fully nor
functioned properly.

Tax and fec revenue, the major source of public investment funds, has grown to 24%
‘of GDP in 1994, which is above the target figuce in the 5-year plan for 1996-2000. Thus
the issue now is to stricturally reform the tax system lo sécure fax revenues in the long-
term sather than (o increase the tax amount per se. - Itis imperative to reduce the heavy tax
burderi on the business sector, which is due mainly to turnover tax and has discouraged
business expaﬁsion through investment. Then the government has to develop special
consuniplion tax and personal income tax as new sources. These will be needed to
compensaie the taniff rate reduction that is required for AFTA pariicipation.

As to the refationship between ceniral and local government, both wealthy and poor
districts have little incentive 10 raise taxes because of the current fiscal system in which local
revenue increase is nol tied with local expenditure increase.  Therefore local governments
do not raise the tax revenue that could be raised with proper incentive. [t is important o
give local governments this incentive by clarifying the rules for sharing tax revenue
between the central and local goverinnent,

Medium- to long-term funds are indispensable for developing industries with
international competitive advaniages. - Not only is there a demand for investment funds to
build plants and p'urch'ase machinery bul also for long-term working capital needs in
emerging labor-intensive manufactoring industries such as textiles and footwear.  Foreign
‘companies also have demand for domestic currency funds as a hedge against exchange rate
risk. The ratio of domestic credit outstanding to GDP shows the extremely low level of
financial intermediation in Viet Nam. The need to establish a direct finance market is
‘understandable, but accounting, audil and related  legal 'syslems have just started to be
developed in Viel Nam,  The priority at present must be given to developing the functions
of the indirect finance market, the banking syslem,

Bank deposits ar¢ increasing. ~However depositors: are only those who seck high
interest rates.  Banks are not willing to accept deposits at such high interest rates because



they cannot find enough borrowers to compensate these rates. ~ The majority of the public
still do not trust the banking system.  There is still a large fear of inflation and in 1990
many credit unions went bankrupt. - In order 10 regain the public trust, improved banking
services and macroeconomic stability are indispensable.  Banks: mwst provide basic
services such as the opening of deposit accounts without delay, the withdrawal of deposits
with neither inquiries nor delay and the observance of client privacy.

Bank credits for the private sector are increasing, but they are mosily in the short term
and with high interest rates. Banks must analyze the credit standing of the clients’
busincss instead of relying on collateral lending. Financial institutions for medium- and
long-term funds, needed for industrial growth, have not been developed. Banks must
acquire credit analysis ability in order to provide inedium- and fong-terin funds for
investment projects.  However, it is neither plausible nor economically efficient for every
financial institution to attain this ability. Accordingly a special financial institution for
medium- and long-term funds may need to be established.

Foreign savings complement the scarcity of domesti¢ savings. FDI on a contract
base has grown to the level equivalent with GDP, and FDI is expected to keép growing.
FDI is by nature, cost sensitive and volatile. It must be noted that there would be FDI
flight if domestic reform began to be neglected.

The Vietnamese government is conscious about the  possibilily that the high dong,
caused by the foreign currency inflow accompanying FDI, could hinder export
competitiveness and accordingly enlarge the trade deficit. It is probable that the dong’s
real effective exchange rate, which is the weighted average of currencics of all trading
pariners by trade volume, has not appreciated as much as its exchange rate against the doifar.
Gradual - appreciation of the real effective exchange rate would promote not only
rationalization of export industries but also conversion of domestic doHars into dong.
Doltar purchasing operations to prevent excessive appreciation is proper policy but thé dong
must be sterilized.

2-3 Industrial Policy

Viet Nant’s most promising path toward more developed industrial miix is to fully
pursue the potential of labor intensive industries, both simple and high-tech.  This is based
on the experiences of other Asian countries, current international environment (aifai!abilify
of FDI and high-tech machines), views of forciga investors, and Vietnamese advantage in

- human resources,



Viet Nam will eventually nced domcstic heavy and chemical industries, but the
feasibility and timing of each project must be carefully examined.  1In addition to the
requirement of huge initial capital for investment, the price of their produus fluctuates by
international supply and demand, and can be lower than the production cost. Further,
small difference of production cost can divide the winner and the loser.  There are cases of
trouble in ASEAN countrics.

Foreign Dircct Investment (FDI) is the key to industciatization. Streamtined policies

“and a standard set of procedures on FDI must be established, be administratively
implemented, and be widely known inside and outside (o secure consistency and reliability.
" FDI caii even provide the opportunily to reform state-owned enterprises.

Small and medium énterprises, and rural industries are important for balanced regional
development, but they face various difficulties. ~The first step for the Government is (0
create consensus for their promotion with active policies of assistance and to put some
institution in charge of all the administeative affairs on them to secure an effective
administration. _

Viet Nam should strive to maximize the benefits of participation in AFTA, then in
APEC, and eventually in WTO.  Viet Naw still have some flexibility 'rcgarding the timing,
speed, and content of measures in the arena of trade and investment deregulation. The
prinie expectation by others o Viel Nam is that Viet Nam demonstrates a long-term

commnitment (o the liberalization process.

2.4 Agricultural and Rural Development

Vietnamese agriculture has undergone various changes owing to the evolution of the
political and economic environments. ~ The Doi Moi policy and the subsequent renovation
process aimed at transforming the economic system from a planned to a market-oriented
economy. The econoinic incentives fanmers gained through the renovation process have
entianced agricultural production. - In fact, during the five years from 1991 0 1995, gros.s
domestic product in the agricultural sector achieved average annual growth ol 4.5%.

Rice production in paddy equivalent has increased from 19.2 million tons in 1990 to
24 million tons in 1994. This rapid growth has been achieved by an increase in the sown
areaand a shift in crop scasons from lower yielding winter paddy (o higher yiclding spring
“and autumn paddies, and to a lesser degree, the overall yield increase per unit of sown land.
At the same time this increase should be regarded as the integrated result of the
intensification process to which such factors as introduction of high yielding varieties,
hlgher feitilizer application and more infensive pest/discase control contributed. Above all,



the investnient in irsigation and drainage was most instrumental to the production increase,
since the spring and autumn paddics are grown during the dry scason and thus require
irrigation. _

Equally important was the institutional framework cstablished since the renovation.
At the same time, however, there is a concern that these economic incentives offered to
farmers may not be enduring.

Diversification of agriculture, together with intensification of production, are regarded
as the strategic direction of the clet*elopnmﬁnt of Vietnamese agriculture, since geographicat
expansion of agricultural land is limited. = Agricultural diversification, supported by the
changing pattere of food consumption and the brisk expansion of exports of some
agricultural products, has been taking place both at (he farm and national levels. At the
national level, specified production zones of certain crops and livestock are being created.
This Report reviews the markets of four exporting crops - coffee, rubber, tea and
vegetables - and gives the respective market prospects and required action for promoting
cxports.

Following renovation, few agricultural cooperatives and production groups have
successfully adapted to the new conditions and provided services to individual farm
households.  ‘The roles and advantages of cooperatives in a market-oriented economy, in
spite of the high expeciations, are yet to be fully exploited. '

The rural credit system was restructured and re-established in 1990. The current
system in general is functioning well, and a few financing institntions are complementing
each other.  As a result, short-term foans are meeting a large part of the réquirements, at
least for the relatively better-off farmers.

Iuture sustainable development of Vietnamese agriculture should be achieved through
inlensiﬁcaﬁon, diversification and strengthened economic incentives. - Suslainable
production calls for: (a) increased investment in agriculture centering on infrastructure such
as irrigation, drainage, land consolidation, Tural roads and rural electriﬁéaﬁon; ' (b)
strengthening research and development for continuous technology i:nprovenjenls and
breakthroughs; (c) further streamlining of institutional arrangements including, among
others, extension of improved technologies, accelerated issuing of certificates of tand tenure,
and credit provision. - To this end, discussions should be initiated regarding the extént and
magnitude of investment in agriculture in order o secure a stable su;iply of food for the
changing pattern of consumption and démand. ' |

In view of the continuing importance of rice as a staple food, and in the farm and
national economies, it may be opportune lo review the policies and measures to stabilize
rice prices, with reference to the experiences of other ASEAN countries in this area.



Regarding farmer organizations, the government already recognizes their hmportance
in a market-oricated economy and the need of reconstruction of agricultural cooperatives.
Although public support is necessary, at least at- the inception stage of reconstruction, it
nust be carefully implemented lest it discourage the autonomy and “initiatives of
cooperatives and voluntary participation of fural people.

As the rural_crcdit systein has been re-cstablished, and the curent system is in general
functioning well, the pending tasks are therefore to fill in the existing gdps and to recify
-shortcomings such as the shortage of medium and long-term loans, coordination and
merging between credit cooperatives and the People’s Credit Funds, and improvement of
lending conditions so as (o enhance their accessibility by famiers, while maintaining the
viability and sustaihahility of financing institutions. '

Given that investmeént and other measures are effectively cariied out, it will not be very
difficult to achieve the targets for food production sel in the next phase of five year plan
1996 - 2000, With the continuing fast growth of the economy, Vietnamese agriculiure
will face new issues and challenges and is expected to respond to them. The next five
years will be cruciat to build the base for the sustainable agricultural development beyond
the year 2000. |



3. Macrocconomy

3-1 Growth and Stability
(1) Macroeconomic Conditions

Viet Nam’s recent macrocconomic performance is truly remarkable.  The country’s
economic growth rate has averaged more than 8 percent over the past five years, and is
estimaled to have reached 9.5 percent in 1995, in spite of the diverse difficultics that have
accompanied the transition to a market ¢conomy. . Inflation, which bricfiy reached triple
digits in the latter half of the 1980s, has remained geterally tame since 1992, Viet Nam’s
trade and current account deficits, however, have substantially expanded since 1993, and
Tast year the current account deficit is estimated to have reached 8.0 percent of the country’s
GDP, Nevertheless, the couritry’s net capital inflows are more than adequale to cover this
deficit, and for the past few years the dong’s exchange rate has actually bceﬁ expériencing
upward pressure.  Viet Nam’s foreign exchange reserves have also been growing. In
addition, it appears that U.S. dollars, which have been in plentiful supply and widely
circulating in Viet Nam, are increasingly being converted to dong.

It is largely factors related to the country’s resurgence that have made possible
comparatively high economic growth in spite of low savings and investment rates,
Incentives that had been suppressed under the old economic system were liberalized, use
was made of excess production capacity, and investmeiits were made in more needed areas,
The result of this was greater invesiment efficiency.” The collapse of the CMEA had a
refatively weak impact because Viel Nam had a comparatively small volume of trade with
the other member hations, the Vietnamcse economy is fundamentally an’ agricultuie-
centered one, and Viet Nam' was not highly integrated into its infernational division of
production. -The use of gold and-dollars as mediums of exchanige may have helped to
stabilize the economy during this turbulent period.  Now the countty is about to be tested
as to whether or not it can sustain high growth as it moves from a period of resurgence lo
one of rebuilding.

The most important factor behind the taming of inflation in- Viet Nam was the
termination, beginning in 1992, of the policy of mohetizing the country’s fiscal deficit
(financing the deficit with central bank credit). This is a fundamental difference between
Viel Nam, on the one hand, and Russia and the countries of Latin Americd, where rabid

10



inflation went unchecked, on the other.  The cessation of lending by (he central bank to
state emerpnses also helped to tame inflation, These changes were made possible by the
- country’s suceess in reducing iis budgelt deficit. - The budget deficit fell to 2.4 percent of
“GDP in 1994, in part becausé of increased government revenues from oil. Indeed,
without il revenues the budget deficit would have averaged 8.4 percent of GDP annually
from 1989 to 1994,'. but with these revenues it was only 5.7 percenl.  Govesnment
‘borrowings from abroad averaged 1.6 percent of GDP over this same period, and this-is
thought to have also helped the country circumvent monetization “of its deficit.  These
* circumstances differ from those in Eastern Europe and Russia. Thete is no telling what
the future may hold, however, & it is possible that monetization of the budget could be
reinitiated if, for example, a raise in wages in the public sector were to cause the fiscal
deficit to grow at a time when there were limitations on the issue of government bonds.

The collapse of the CMEA certainly had an impact on Vietnamese trade, but the
country was siccessful in finding new wtrading partners in a short period of time and
mitigating the negative impact. This success can be partly ascribed to the fact that the
majonly of Viet Nam’s principal exporls are pnmary products, such as crude oil, rice, and
manne products, which it was able 1o sell with comparative ease on world markets. In
addition, further progress in liberalization of the country’s - principal export markels,
including Japan, over the same period also helped to boost Viet Nam’s exports.  With the
dong s real exchange rate {the actual exchange rate acljusled for differing rates of infiation)
rising against the dollar, however, attention will now turn 1o whether or not Viet Nam is
* able to mainiain high growth in exports of higher value-added products.

Net capital inflows are rising, and they now surpass the current account deficit {the
deficit on the trade account and the invisible trade account). Inflows in the form of direct
investment arc particularly Iarge “ The-outstanding amount of direct investment in Viet
Nam (on a comract basis) is reported to have reached $20 billion, nearly équivalent in size
to the count:y s GDP. ~ This is partly attributable to Vietnaniese efforls to attract foreign
capital and the Vietramese economy’s excellent performance. It is also aliributable,
moreover, to a booni of investing in developing counlries among industrialized nations and
- some middle-income nations. The reCommériccment of official development assistance (o
Viet Nam by many countries has also contributed 1o the expansion of capilal inflows. - The
rcschedulmg and reduction of past foreign debt, which have already been partially agreed to
by the country’s creditor aatioris, have made it easier for Viet Nam to finance the deficit in -
its mtemauonal balance of payments. - In order 1o achieve siable cconomic performance
from here on, it is |mportanl that Viet Nam promote the moblhmuon of domestic savings

a_nd not rely too heavily on foreign savmgs.

1



A trend in conversion of dollars into dong can be inferred from the fact that dong
currency and dong-based deposits have both been on the rise while dollar-based deposits
have notrisen atall since 1991, The fundamental factors behind this are high interest rates
on dong deposits, real interest rates (nominal inferest rates minus the expected rate of
inflation) that are positive, and the siabilization of the dong’s éxchange raie against the
dollar,  As long as large amounts of gold and dollars are used as stores of value and
mediums of exchange, it will be difficult for the central bank to control domestic tiquidity
and 1o mobilize domestic savings as investment capital.  If the conversion of gold and
dollars into dong is to be promoted, it will be necessary to maintain positive real interest
rates and a stable exchange rate. - Price stability is an important factor in the achievement of
these goals.

(2) Examination of the Draft Five-year Plaa"
1) Econometric Model of Viet Nam

The draft five-year plan covering the years from 1996 to 2000 calls for an average
‘annual growth rate of 9 1o 10 percent and an inflation rate (in consumer prices) of less than
10 percent,  These macrocconomic targets are premised upon a variety of plans and
assumptions.  Seeking high growth through overly ambitious investment plans can send
prices surging upward and adversely “affect a country’s balance of payments, thereby
undermining the foundations for sustainable growth. On the other hand, however,
excessively restrained economic plans can cause a country's economic growth potential to
go unealized.

Assuming thal the plan’s growth and inflation targets are appropriate, what conditions
~musi be met in order to achieve those targets? Aiid what effects would changes in these
conditions have? By analyzing these effects it is possible to determine what is important in
~ the effort to achievé stable growth. * In the consideration of such questions it is ofien
useful to construct an economic model expressed in niathematical formulas and examine the
aptness of the figures in the model. At the same time, it is helpful to examine how a
change in one variable (investment, for example) changes other variables (growth rate,
inflation rate, balance of payments, efc.). Economic variables are inextricably interrelated,
and ani econometric model is useful in consistently assessing the changes variables have on
each other. '

¥ This section is jointly written by Prof. Watanabe, a member of the acad:mlc group zmd Mr Minami, a member of
consultant group.
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* In Viet Nam’s case, however, there are major limitations on the construction of such a
model.  Specifically, Viet Nam’s cconomic system is in the midst of subslantial change,
which presents the following problems: economic dala relevant to a market economy are
lacking; what data arc avaitable are not very reliable because they are changing in both
content and meaning (several different figures often cxist for one variable); and, the
refalionships among cconomic variables are not necessarily stable. For these reasons, we
had 1o be satisfied with constructing a simple model.

" We constructed a simple -macrocconometric model in order o assess’ the
appropnatencss of the goa]s of the new five-year plan, ‘The basic assumptions of this
model were that gross domestic products (GDP) are detérniined . by investment and the
increniental capital oulput fatio, and that investment ot covered by domieslic savings and
foreign direct investment (FDI) or official development assistance (ODA) is borrowed from
other countries. Initially, we considered the balance between economic growth, fiscal
balance, and the international balarice of payments by examining the relationship between - |
investnient and savings using a real model without intreducing monetary sector, a model

assuming the rate of price increase as constant.

We then incorpotated into the model a real import function and a real cursency balance
function derived through an assumption that the imporl volume and the real currency
balance (currency outstanding divided by the price level} are determined by real GDP,  We
further postulated that increases in the monetary base (cureency plus bank reserves) occur in
three ways: increases in foreign exchange reserves, financing of the fiscal deficit by the
central bank (monetization of the deficit), and supply of credit by the central bank to
commercial banks. ~ Also, we assuined a fixed ratio of currency 16 bank reserves.  In this
way, we expanded the model to include the monetary sector,  With this model, which
includes the: monelary sector, it is possxble to observe -what impact changing various
assumpuons has on the rate of inflation.

“Further, in order 'fo mainfain consistency among macroeconomic variables, we
adjusled for the difference between the domestic savings and investment balance (IS gap)
and the (negative) currem account : balance (trade gap) by changing imporis (or, more
accurately, the constant in the import function). With regardcd to the exchange rate, we
considered two cases: oné¢ in which the dong’s exchange rate against the dollar is lowered
from 3 10 4 percent per annum and another in wﬁich the dong’s real exchange rate against
the dollar is maintained. ~(With regard to the structure of the model, see an attached figure

_ “Macroeconometric Model of the Vietnamese Economy.”)
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2) Major Findings of the Simuiation

In our simulations (using our modcel) we adopted the data and structural parameters
(which express the relationships between économic variables) used in the draft five-year
plan. There are some inconsistencies in the economic variables, but these are thought to
be similar in nature to the inconsistencies that frequently appear in the formulation of '
cconomic plans by countries around the world.  Namely, after targets have been sef,
diverse input from variolis quarters causes the tafgels (o be modified, which results in
iniconsistencies in the interim.  In our work, however, these types of inconsistencies were
not regarded as significant problems insofar as our objective was to performi siimulations ©
observe the relationship between high cconomic growth and economic siability. The.
following points outlirie the main findings of our simulation.

A.  Ifinvestment, particularly pr_iva'ie investment, continues to follow the recent high-
growth trend and high investment efficiency is sustained, the economic growth rale may
exceed the !a;geté'd range. - At the same time, however, Viet Nam’s international batance
of payments situation may worsen and foreign debi rise.  That is to say, if the given

- public investment plan is adopted, and privale investment increases more than envisaged

-in the plan, the economic growth rate could exceed 10 percent.  In this case, unless
domestic savings rise considerably or foreign direct investment surpasses the plan’s
forecasts, borrowings from abroad witl increase more than cstimated in the plan and the

- country will take on considerable foreign debt.  This, in turn, could become a constraing
on future stable growth. ' '

In the above case; if Viet Nam were unable to borsow more funds from abroad
than envisaged in the plan, the growth rate could even fall betow 9 percent during the
" five-year period covered by the plan.

It foreign debl mounts substantially or sufficient foreign borrowings cannot be
‘secured,: and private investment expands more than envisaged, measures. might be
needed to reduce fiscal spending, including a dowaward revision of public investnent

plans.

B. If investment of consumption ‘expands more than envisaged in the plan, the
~inflation rate will be more likely to rise. If either investment increases or domestic
" gavings dectine (because of increased consumption), the dorestic savings-investment
_ balance will _déteriorate. ' _And’, as a result, the fiscal deficit may grow. If the fiscal
- deficit is financed by the central bank, the rate of inflation could exceed 10 percent.
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The inflation rate would also rise if foreign exchange reserves grow, for whatever
reason, leading to an increase in the money supply. In this context, it is important
whether or not the central bank intervenes in the foreign exchdnge market and takes
steritization measures (the central bank itself absorbs dong liquidity that had been
supplied through central bank dollar-buying inteivention).

C.  The inflation rate is affected by many variables and economic policies. A high
growlh rate does not necessarily lead 10 a higher rate of inflation.  In our examination,
the factors secn as bringing aboul the highest inflation rate were an expansion” of

- governiment consumption and a consequent ﬁnéncing of the fiscal deficit by the central
bank. These factors were not seen as ' leading to a higher economic gromh rate. In
contrast, an increase in public investment produced a relatively tow inflation rate and a
high growth mate in the simulation.

D.  The above simulation findings have several implications.  The first one is the
importance of sustaining high investment efficiency. To achieve (his, technological
levels must be heightened through direct investient and the introduction into Viet Nam
of technology from abroad, and appropriate investments should be made possible
through deregulation and financial system reform.  The second implication .is the
importance of boosting domestic savings. This has the effect of reducing the country’s
dependence on foreign capital.  The third implication is that although foreign borrowing
is necessary as a last resort, direct investment is obviously more desirable than
botrowing as a source of foreign capital. The fourth implication is that fiscal spending
may need (o be reduced in order o promote stable growth, and to this end it would be
desirable for the government to examine spending priorities in advance. * The fifth
implication is that it is very important to maintain the recent central bank poticy of not
linking increases in the fiscal deficit and foreign exchange reserves with: an excessive
money suppiy. ~ 'The sixth implication is that if fiscal speiiding is increased, gfowlh in
investment is preferable to growth in consumption expenditures in térms of both prices
and economic growth. |

{Box 3-1) What is Yrong with Inflation?

Inflation ¢an produte an unfair distiibution of income and wealth, People anticipate inflation, attempt
to protect themselves from inflation, and Uy to gain from inflation, with the result being the waste of
economic resources (human resources, goods, and capital). An imporant aspect of |n|'lauon is that it robs
people of the hope that their lives will be eariched through steady work.

When the isflation raté is high, Ihe forecastedrange of future Nuctwations in the rate widens, making it
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difficult for people and businesses to make future plans and diminishiag their inclination to save and invest.

Ahlgh rate of inflation implants inflation expectauons in people's minds, and people then try to ddapt
to continved inflation (for examp]e. by raising wages and prices 10 match inflation). Thus, inflationf.
expectations themselves beget inflation.

When inflation forecasts are not towered, there is no decline in the retention of gold and dollars as
mediwns of saving and exchange, making it difficult 10 control domestic liquidity and mobilize invesiment
capital.

" Iuis difficult to lower intesest rates when inflation is high, and high interest rates discourdge investaent,
especially long-term investmient.  Lowering interest rates when mflauon is high causes a decline in savings
and aconscquem decline in investment,

- High infiation in Viet Nam brings withit expectations of adecline in the dong’s exchange rate against
the dollar, which impede the conversion of doltars into dong.

With the dong’s exchangéate against the doMar stable as it has tieen recently, if Viet Nam's inflation
rate were higher than thet of other Asian countries, exporters would lose thelr price competitiveness. With
one or two exceptions, other Asian countries have inflation rates of les than 10 parcent.

(3) Exchange Rate Policy

Of chief importance to the question of whether or not Viet Nam will be able to sustain
stable economic growth from here on is whether the government’s investment plans or,
more broadly speaking, its economic plans are appropriate or not.  Along with this,
monetary and fiscal policy will become increasingly important as the means of
macroeconomic control.  In this report, however, we are not dealing directly with Viet
Nam’s monetary and fiscal policy from that vantage point nor with the prablem of creating
an appropriate environment for formulating monetary and fiscal policy. Instead, we have
taken up the single issue of exchange rate policy, which 1s however, related 1o a wide
range of othér issues, including trade and capital balances, interest and money supply
policies, and the handling of gold and dollar econoinies.

Capital inflows, mainly in the form of direct investment, have been on the rise in
recent years, This, together with a shift from dollar to dong deposits within Viet Nam,
has exerted 'upwa'rd pressure on the exchahge rate. This siluation is not unique to Viet
‘Nam, but is one that has been ckpeﬁenced by many developing countries since the -
| beginning of the decade.

1) Upward Pressure on Exchange Rate and its"POIicy

Reference to responses formu!a_té_d by other Asian and Latin American countries that
confsonted similar upward pressure on their currency suggests that monetary authorities in
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Viet Nam must consider the following factors in their consideration of exchange rate
policy:(1) the size of foreign exchange reserves; (2) the degree of change in the dong’s real,
effective exchange raie; (3) a phasing out of gold and dollars as stores of vatue and
mediums of exchange; (4) the need (o use the exchange rate as a nominal anchér to promote
-price slability; (5) the relationship between exchange rate policy and interest rate policy; (6)
the extent to which central bank intervention in the foreign exchange imarket or steritization
measures (the central bank itself absorbing dong liquidity that had been supplicd through
central bank  dollar-buying intervention) can be implemented without causing difficult
problems; (7) preparcdness for taking stringent fiscal meastires; (8) the feasibility of
(imposing capital inflow restrictions and liberalizing capital outflows; and, (9) the
relationship beiween a fall in the dong’s exchange rate and the country’s foreign debt
burden, '

2) The Size of Foreign Exchange Reserves

‘The exchange rate of the dong comes under upward pressure when nei capital inflows
~and the conversion of dollars into dong inside Viet Nam (both result in net dollar selling,
dong buying) exceed the country’s current account deficit (ned doMar buying, dong selling).
"To suppress this upward pressure, Victnamese monetary authoritics have to infervene in the
foreign exchange market and buy dollars, thereby boosting the couniry’s foreign exchange
reserves.  Viet Nam’s foreign exchange reserves are thought (o be less than the IMF target
of three months” worth of imports, and therefore a further increase in these reserves can be
regarded as necessary and desirable.  Doing so is also desirable as a buffer against a
sudden decline in capital inflows. '

3) The Degree of Change in the Dongs Real, Effective Exchange Rate

The dong’s exchange raie against the dollar has been stable since 1992, but because
inflation is higher in Viet Nam thaii in the United States ils real exchange rate against the
dollar has been rising. ~ Similarly, the real exchange rates of many of Viet Nam’s principal
trading partners’ currencies have also been trending upward against the dollar over the same
period.  Because of this, the dong’s real, effective excharige rate - the weighted average of
its real exchange rate against principal trading partners’ curiencies - has not risen as much
as its real exchange rate has against the dollar.  Still, there is no denying that it has risen,
which brings with it concern of a possible decline in exporters’ pricc competitiveness.
There is no doubt that a rising exchange rale means a country’s businesses ‘face’ stiffer
competition in trade.  Ont the other hand, however, il causes people and businessés 10 step
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up their rationalization efforts, which ultimately boosts productivity, increases real wagces,
and enharnices living standards.

“4) Phasing Out of Gold and Dollars as Stores of Valiie and Mediums of
Exchange

There have been recent signs that the conversion of dollars into dong is accelerating,
which is funidamentally altributable to high interest rates on dong deposits and stabilization
of the dong’s exchange ralé against the dollar. - If a stabte supply of dong liquidity is to be

“achieved and savings held in gold and dollars ar¢ to be used as investment capital, i is
important that stability be maintained in the dong exchange rate.

8) The Need te Use the Exchange Rate as a Nominal Anchar to Promote Price
Stability

When a country has a high inflation rate and its exchange rate falls, exporters in other

* countries try to raise their prices in that country’s currency. This causes the prices of

jmports into that country, along with general price levels, to rise. . This, in tum, causes the

- exchange rale to fail still further. To break this vicious circle, the exchange rate is

sometimes used as an anchor to stabilize prices by pegging it to another currency, for

example, the U.S. dollar.  Because the country’s rale of inflation will not immediately fall

to a level compamble 10 that in the U.S., the real exchange rate against the dollar will rise

during the interim period.  The rise in the real exchange rate can be thought of as the cost
“of stabilizing prices in a country that had a high rate of inflation in the past.

6) The Relationship between Exchange Rale Policy and Interest Rate Policy

Once prices and the exchange rate stabilize, interest rates can be lowered. If the
actual inflation rate declines, the expected inflation rate will also declirie over time. ~ Fence,
fominal interest rates, which are a combination of real interest rates and the expecied
inflation rate, would fall in tandem with a decline in' the expected inflation rate. This

“would stimulate investment, ‘especially long-term investment, . It would also makes il
possible to promote the conversion of savings held in gold and dollars into dong deposits

with lower interest rates.
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7} Cenfral Bank Infervention and Sterilization Measures

The central bank can intervene in the foreign exchange market by buying dollais to the
‘extent that doing so does not create difficult problems. ~When the Vietnamese central bank
buys doltass, it is also supplying an equivalent amount of dong. It appears, however, that
the moncy supply has not been affected by foreign exchange market intervention becanse
the central bank has not altered its credit supply targets, previously deiermined on the basis
of the prospective economic growth rate, the rate of price increases, and other faclors.
Success in this area can also be ascribed to the fact that the scale of intervention has not yet
reached an extreme level.

The Vietnamese central bank has been buying dollars primasily from the Foreign Trade
Bank of Viet Nam, and the central bank’s credit has been supplied primarily through that
bank. To that extent, only a limited amount of central bank credit has been supplied
through other commercial banks.  Recently, however, dong deposits have been
substantially growing, leaving commercial banks with surplus funds, and the central bank
has been selling state bank bills ih order to absorb these surplus funds. Given this

* situgtion, unevenness in diswribution, vis-2-vis cammercial banks, and inistability in the
central bank’s supply of credit may not surface as major problems. If conditionis change,
however, they will likely develop into problems. -Many countries-altempt 0 implement a
policy of full sterilization in order to prevent intervention in foreign exchange markets from
disrupling monéy supply policies. It would probably be advisable for Viet Nam, also, ©
consider- ways of sterilizing the central -bank credit supplied through intervention. It
would be desirable for the central bank (o diversify the parties from which it buys dollars as
much as possible, At the same time, it would be desirable if a short-term money market
were developed so that the central bank could engage in open-market selling operations
whenever necessary, selling short-term sécurities through the market (and thereby
absorbing dong liquidity). * There is a risk, of course, that Sectrrily prices could fall, and
interest rates rise, if (he scale of open-market setling operations were (o grow 100 large.

There is no doubt that recent central bank dollar-buying intervention has served to
expand sales of state bank bills. This is one type of sterilization, but it is a type of
operalion that carries with it a large burden for the central bank.  Given that the dong's
exchange rate is stable against the dollar, even if the central bank deposits overseas the

+ dollars it has purchased, the interest it will receive ont such deposits is signiﬁcamly lower
than the interest paid on state bank bills, * In certain Latin American countries the spread
between this interest received and interest paid has widened to an almost unbcarable degree.
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8) Preparedness for Taking Stringent Fiscal Measures

'Assuming that there are limitations on solely monetary responses (o the problems
related to intervention and sterilization, consideration should perhaps be given to fiscal
responses.  Namely, in the event that the moncy supply were to grow excessively because
dong liquidity supplicd through intervention ‘could not be completety absorbed through
sterilization, cutiing fiscal spending might alleviate upward pressure on prices and interest
rates.

9) The Feasibility of Impesing Capital Inflow Restrictions

Consideration should perhaps be given as well to the possibitity of regulating capital
inflows. In an extreme sifuation, it would be conceivable to control the timing with which
foreign direct investment is implemented and/or set ceilings on foreign borrowings. '

10) The Relationship between the Exchange Rate and the Country’s Foreign
Debt Burden

Viet Nam is a country with considerable foreign debt. A drop in the dong’s
exchange rate increases the country’s debt burden in dong terms.  If the dong’s exchange
rate falls, a borrower with debt denominated in a foreign currency needs additional dong, in
direct proportion 1o the extent of the drop, to repay its debt. Because the borrower’s
income is usually in dong, this means a heavier repayment burden.

There are desirable aspects - or perhaps unavoidable aspects given the present state of
the Vietnamese economy - to a rise in the dong'’s real exchange rate against the dollar, or its
real; effective exchange rate. Even if a rise were permitted, however, there are naturally
limitations on the extent of such a rise.  Assuming an inflation rate of 10 percent in Viet
Nam and 3 percent in the U.S., and assuming for a moment that the real exchange rales
against:ihe dollar of Viet Nam’s principal trading partners’ cuirencics were stable, it would
be desisable for the drop in the dong’s nominal exchange rate against the dollar to be less
than 7 percent.  And if a drop of between 1 and 2 percent were decmed to be appropriate,
it would perhaps be better to keep the dong’s nominal exchange rate against the dollar stable
for the sake of simplicity.  In any case, however, itis possible that rises in the dong’s real

" exchange rate against the doMar and its real, effective exchange rate could accrue over time.
Given these factors, consideration must be given to the necessity of devaluing the dong’s
nominal 'e'xcha'n‘gé rate in response to changing conditions.
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(Box 3-2) The Real, Effective Fxchange Rate

The dong’s real exchange rate {index) against the doflar is the actual exchange rate adJus(cd for diﬂermg
ratés of price increases in Viet Nam and the U.S. Tor example, let us assume prices dre rising at ratés of 10
percént and 3 perceat pér annunt in Viet Nam andthe U.S., respectively. If, over the cowrse of a yeat, the dong's
nominal exchange rate against the dollar were to go imchanged, the reat exchange rate would have risen by 7
percent, and if the dong’s nominat exchange rate against the dotar wers to fall by 3 percent, the real exchange rate
would have risen by 4 percent.

- The doig"s real exchange rate (index) is caleulated not only against the doblar, buf against the currencies of
Viet Namt's principal trading partniers as well.  These various rates are trade weighted 1o produce the dong’s feal,
effective exchange rate (index).

Further, (relative) purchasing power parity (index)is atheoretical exchange rale (index) that eliminaies any
price advantage/disadvantage in a couniry’s trade, even if its rate of price increases is different from that of its
ridiag pariners.  Using the sbove examiple, the dong's purchasing power parity falls 7 percent i’n?ord:r to offset
the di fferent rates of pricé increases. In this sense, the dong’s real exchange rate against the dollarexpresses the
divergence of the actual exchange rate from purchasing power parity. Further, the dong’s real, effective exchange
rate is a weighted average based on this divergence that expresses the extent of Viet Nam's price
advantage/disadvantage in wade.

(4) Present State of Economic Statistics in Viet Nam
1)} The Current Situation of Economic Statistics

Economic statistics are essential for all kinds of macro-economic studies and
management. In Viet Nam, where economic reforms have been undertaken in the p'iSl
decade, its statistical system is in the process of transition. '

A. National Account Statistics

As for National Account Statistics, the General Statistics Office (GSO} is in the
process of inualemcﬁling the UN System of National Accounts {(SNA). GSOstarted 10
consider adopting SNA in 1990, and in 1992 it was decided to replace the Material
Product System (MPS) with SNA,  GDP figures before 1989 or 1990 are not of ficially
available. The capital stock data for SOEs are published by GSO, and capital stock data
excluding SOEs is held by Ministry of Finance, but not published.

B. Price Indices

‘The system of compiling Consumer Price Index (CPI) has becn also changod in
recenl years. Under the new system introduced in 1996, price data for around 300
items are collected by a retail price survey while CPI froit 1990 to 1995 was calculated
with 175 items and fixed weights.  Beiween 1980 to 1988, the Relail Price Index was
compiled in such a way that the General Price Index was calculated as a weighted sum of
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the Official Price Index and the Free Market Price Index.  The Exportfimport price
index is calcutated based on the report on FOB/CIF prices of major ilems from trading
companics through the Ministiy of Trade. The Producer Price Index is compiled from
survey results for around 600 items, which come from different ministries.

C. Monetary and Fiscal Data

" The aggregate amount of cash currency is available from 1986, and the amounts of
demand deposits and bank reserves froni 1989, Attemipts to estimate the amount of US
dollars in circulation are so far not satisfactory, since the governmcnt is equipped with
litle means to gauge ‘the amount remitted by Vietnanicse lwmg abroad and the amount
brought into the country by tourists,  The figures for the rediscount rate are available
froi 1992, and the government deficitis calculated by the Ministry of Finance (MOF) on
the basis of estimation, ' -

D. Balance of Payments
Regarding balance of payments, rade statistics are compited based on the report of
the Ministry of Trade, which combines reporis of companies and local governmens.
Other parts of international balance of payments arc shared by the Ministry of Trade, the
" State Bank of Viet Nam and MOF.

E. Employment Situation

Emgployment and unemployment are surveyed by GSO. Data on working hours
are collected by the Ministry of Labor from enterprises and local governments.  Wages
‘are gauged by GSO with reports from ministries and local governments, ‘The statistical
definition of “wage” corrcsponds to wages and income in the public sector.  For the

private sector, “income” is surveyed.
2) Some Points to Notice Using Fconomic Statistics

Since the statistical system in Viet Nam is in transition, one should be cautious when

using its macro-economic statistics.

A. National Account Statistics

- Asfor Nmonal Account Slaushcs, thice pomls have to be born'in mind.  First, it
is not acceplable to use the series of annual GDP figures as usual titne series data
Although some GDP fi gures were csumated on the baSIS of cxpcnmenlal computation,
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GDP figures are officially not available until 1989 or 1990. Even after 1991, GDP
does not necessary represent the same object because of insufficient coverage and
methodological changes.  Sccondly, there rémain some discrepancies between (he
system of calcutating GDP in Viet Nam and SNA standards. For example, nominal
GDP is not equal to, probably not equivalent to nominal GDE.  The gap between the
figures is substantial.  This is probably because the GDP indicators are contpiled not
from the harmonized system of national accounts, but from the limiled basis of
production accounts without coordination with other accounts, Thirdly, the rcliability
~ of the estimates suffers form insufficient coverage.  ‘The scope of calculation does not
~ yet cover all industrial and economic sectors.  For example, it admitiedly fails to collect
a complete set of ‘data from non-state econiomic seclor activities, export and import
activities through unofficial channels. * The lack of such information may signiﬁcamly
distort the aggregate and lower their reliabilily and validity. Besides thé above points,
there are shortcomings in the breakdown of GDP and in the calcutation of local GDP.
Currently GDP is not broken down by institutional sector, and the breakdown by
industrial sector is not completed.  Every province and Ci(y calculates GDP for its own
locality, which is often invented due 0 melhodologlcai problems and the intention of
proving econoinic achievement,

B. Price Indices

As for the inflation indicator, first, validity of CPI figures are not assured due to
limited coverage and changes of methodology.  Secondly, the economic meaning of
price, not statistical deﬁnitién of the price, comes into question when one sees the series
for the 1980°s. Thirdly, the present CP1 is based on n.ta:l prices which may be
different from actual consumer pnccs in Viet Nam.

C. ‘Trade Stalistics

Regarding trade s!atislics', ﬁgurés for both exporls and imporls are unreliable. It

is difficult for the authority to cover all the dispersed organizations engaged in

international rade. A large amount of goods arc simuggled, but such unofficial
. activities are not reflected in the present statistics.

D. Employinent Situation

With respect to labor statistics, there is a conoern that the unemployment rate does

not necessarily show the real situation of the labor market due to its de_ﬁnit_idn problem.

“Currently, employment is defined as people who have stable jobs for six months or
longer while unemployment as people of working age who have no stable job and want
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10 work. Since there is no unemployment allowance in Viel Nam, everyone has to
make his/her own living by any means, including sharing a portion of work which could
be handled by only one adult.

3} The Iinprovement of Economic Statisties

Considering the present slatus and problems with regard to macro-cconoinic statistics,
the following areas require further efforts for improvement.  There is a need for the total
coordination of government statistics.  Basic classification systems of industry scctors,
commodities, etc. should be immediately set up for common use in governmitent statistics.

~“The managemerit of all statistical activities undertaken by GSO and other governniental
organizations has to be strengthened to avoid overlaps or gaps of surveys and stalistical
reports which are iaecessary' for economic management,

Fundamental statistics such as GDP have to be generated with a firm basis in the scope
“of SNA, An Input-Output table would be helpful 10 summarize the entire economic
activities of the country. * How to deal with the existence of the underground economy is

one of the most difficolt issues.

For acro-economic and cconomelric studies, time series data are essential.  To
make any analysis meaningful, it is necessary to document and publish, if possible, the
transition of concepts and methodology, based on the latest framework.

International comparability should be secured in the process of development of
statistical systems. ~ It would be desirable to arrange within the government a system of
statistical standards according to the recomniendations of international organizations such as

"UN, IME, ILOete. It is also recomniended to fully participate in' international activities
“such as the Interational Comparison Program organized by the UN.
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3-2 Socioeconomic Development with Particular Emphasis on the
Environment

(1) Indusiriatization and Environment in Viet Namn
1) Current Environmental Situation in Viet Nam

Viet’ Nam is presently  faced ' with seriots énvironmental problems such as
deforestation, soil erosion, over-exploitation of natural resourees, threats to ecosystems and
“industrial pollution. Industry, transpostation and domestic wastes are identified as thice
-major sources ‘of pollution. In comparison with other Asian countries, the Vietnamese
industry is stili not developed. Most of the existing industrial plants were constructed
over twenly years ago, and the production technology is backward and productivity is low.,
Besides, most of the existing plants do not have effective pollution control facilities, and
they are located in or nearby residential areas. Thus, industrial pollution in Viet Nam is
serious in some areas,  Similarly, air pollution caused by transportation means in urban
areas is serious because of outdated technologics adopied in the cars and trucks. In
Mckong Delta, the waterway transport is very common.  Ten-thousands engine-boals are
the main oil and grease pollution sources in rivers and canals in the region.  Domestic
wastes are another major potlution source in Viet Nam since there is a shortage of proper
facilities for domestic waste control. '

Air pollution, water poliution and the solid waste treatment and disposal are already
serious in Viet Nam.  Air pollution is particularly serious- in the big cities and industrial
‘zones due to the following cavses: (1) dense population in urban areas; (2) location of
industrial units in or nearby residential arcas; (3) low vegetation coverage in urban areas;
‘and (4) old wansport means. ~ While air pollution mainly occurs in urban areas, water
pollution is observed in almost all regions of the country. The tajor causes of water
pollution is discharge of untreated domestic and industrial water into canals, rivers, ponds
and lakes. Solid waste treatment and disposal is a great problem in Viet Nam, The
capacity of solid waste collection in Hanoi is less than 50% and about 90% in Ho Chi Minh
City. The remaining waste is mainly dumped into canals, rivers or lakes. Collected
solid waste is mainly transported to tandfills, but since the landfills are made without any
sanilalion measures, air, soil and ground water pollution is observed. '

The industry in Viet Nami has rapidly developed in recent years. Currently six
industries are identified as major sources of industrial polluiion in Viet Nam. ‘Thése are
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encrgy industry, mctal industry, mining industry, chemical industry, construction material
industry and light industry. Althongh the way they affect the environment differ from
each other, they face common problem in relation to environmen degradation.  Orte of
these probleins is that the technologics and facilities adopted in those industries ‘are old and
outdated, and therefore, a large amount of industrial waste is gencrated.  Another problem
is that some of them are facing severe conipetition and resource constraints, and thus cannot
afford to adopt appropriate pollution prevention technologies. Consequently, these
industrics have given severe impact on the ecological environment and also on the tiving
conditions of peopte, which require adequale measures in the near future.

2) Efforts to Pr’blecl-_Ehvironmem by Vietnamese Government

Concerned with thé deteriorating situation of the ehvironmeidit, the Government of Viet
‘Nam has made effoits to protect the environment and prevent its further degradation, In
tefms of environmental adminisiration, ‘the ‘Ministry of Science, “Technology and
Environment (MOSTE), which is responsible for environmental management at the central
level, was established in  1992. At provincial level, the Department of Science,
Technology and Environment (DOSTE) in the Provincial People’s  Comumiliee  is

gesponsible for the environment administration,

Various law and regulations were also promulgated. Among them, the Law on
Environmental Protection is most important, which was promulgated in 1993 and enacted
in 1994. The Law comprises of the following seven chapiers: (1) general provision; (2)
preveation and combat against environmental degradation, envirorimental poitution and
environment incidents; (3) remedy of environmental degradation, environmental pollution
and environmental incidents; (4) state management of environmemtal protection; {5)

~international relations with respect lo environmental protection;: (6) rewards and dealing
‘with breaches; and (7) implementation provisions

As for the environmental r’egulations' for the new praject investment, the regulation for
foreign investment, the regulation on industrial zones and the regulation on speciat export
processing zones  are. important. ‘The 'rcgulalion ‘ on fonuation, evaluation and
implenentation of foreign direct investment projécts was promulgau':d' in 1994, which
stipulates the content of the avaluation of invesiment projects. 1t also stales the
fesponsibitity of investors for complying the Law on Environment Protection, and the role
‘of MOSTE in setting standard on environniental prolection, in monitoring and examination
of the said standards and"in'providing guidance and supervision. The regulation on
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industrial zone was also pronulgated in 1994, which stipulates the responsibilities of the
eiterprises i the Industrial Zones for taking measures o ensure labor safety, industrial
hygiene, environmental protection and fire and explosion prevention. Promuigated in
1991, the regulation on special export processing zones includes the requirément for
investment in the zones for not causing pollution to the environment,

In recent years, the Goverament of Viet Nam has also issued a number of guidelines
related to Environment Impact Assessment (ETA). A guideline was issued in 1993 on the
contents of EIA reports, which should include both impact of énvironment of social
activities and measures to miligate the impact and suggestions on the alternatives. The
Law oh Environnient Protection stipulates the procedures for preparation, submission and
follow-up of EIA for the existing and new social activities. Furthermore, 1o strengthen
implementation of the Law on Environment Protection, a Guidance for the Implementation

“of the Law of Environment Protection was issued in 1994, which describes the EIA
procedures in more details. Accordingly, as long as new prajects are concerned, a
detailed feasibility study report and a EIA report are submiitted to the Ministry of Planning
and Investment (MPI), which is responsible for reviewing and providing investment
ticenses.  EIA reports are reviewed and approved by the National Environment Agency of
MOSTE for projects with high invesiment cost or having special problems.  EIA reports
of remaining projects are reviewed by DOSTE. Based on cvaluation of the reviewing
commitiees, which are composed of various experts form different fields, MOSTE and
DOSTE draw conclusions on (he environmental problems of the project and reply to MPI
for project approval,

‘3) Importance of Countermeasure in Early Stage

In spite of the goverment recent efforts for the environment protection, it is expected
that the industrial pollution will be widely prevailing and worsened along with rapid
industrialization unless some effective measures are taken at the early stage. ‘The Japanese
experience in rapid indusiriatization and the consequent industrial poliution indicates the
following lessons: (1) the cost and time for curing the damage or injury due to industrial
pollution is much more than those of the cases when effective meéasures are taken
beforchand to control industrial pollution; and (2) since the pollution impact expands as

~time elapses, short-termy measures must be immediately taken, followed by long-term
programs, -l could be concluded that the earlier the pollution preventative and “control
measures are taken, the less expeénsive to tackle the pfc‘&blcms.’ of industrial pollution. |
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(2) Poverty Alléviation in Viet Nam
1) ‘The Current Situation of Povertly in Viet Name

In Viet Nam, poverty alleviation is high on the dévelopment agenda along with rapid
and sustainable economic growth.  Estimates on both poverty incidence and nutrition data
suggest that the poverty situation in Viet Nam is prevailing and more serious than in other
Asian countries. -~ According to the Viet Nam Living Standard Survey (VNLSS), the
poverty incidence in 1993 was estimated at S1%" . Based on three different estimates,
between 20 to 30 % of the total population are considered to be the food poor, who cannot
meet their daily basic caloric requirement, even if they were to spend all of their income on

" the hasic food baskel.  Nutrition data such as calorie intake and prevalence of malnutrition
among chitdrén under five also indicate the existence of relatively large population who are
facing household food insecurily,

In terms of distribution of poverty, the following fealures are identified: poverty
incidence is much higher in rural areas than in urban areas; the poverty situation is more
widely spread and severe in Northern Mountainous Region,' in North Central Cbasl and
Central Highlands; higher poverty incidence is recognized particularly aniong the rural
population whose income and livelihood totally rely on agriculture, among ethnic minorities
tiving in midlands and hightands, and among those de-facto female headed families which
are composed of only women and children. It is also believed that the poverty situation
becomes acute just before the harvest, when the stock of rice from the previous harvest is
depleted. |

In the past twenty years, Asia has experienced rapid poverty reduction. Recent
studies on such Asian experiences derived the following léssons,  On one hand, high and
broad-based (defined as leading to raising standards of living at all socio-economic levels)
economic groWlh is essential.  On the other hand, some mechanisms, such as provision of
basic social services and targeted interventions for the poor, are necessary o enable more-
broad-based distribution of the benefits of the economic growth.  As for the first lesson,
the Wosld Bank simulations indicate that the higher the econornic growth rate is, the faster
the povérly reduction would be in the case of Viet Nam. Moreover, they show that
poverty reduction will- be quicker if regional growth is more evenly- distributed. The
lesson on the importance of targeted interventions requires identification of problems which

U According to Ihe similar definition of poventy line, the poverty incidence in other East Asian countries in 1990 are
estimated as follows: 9% in China, 15% in Indonesia, 5% in Korea, 2% in the Philippines and 16% in Thailand.
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* the poor houscholds are facing in Viet Nam.  Some of the major problems include (1)
vulnerability to changes in climate and natural conditions; (2) timited asscts and capital, lack
of assets, lack of access to credit at of below markel inferest rate; (3) lack of job
opportunitics; (4) isolation, lack of access to knowledge, skills and market; and (5) low
education level and physical weakness. The poor households -often face multiple
problems mentioned above simultancousty.

Viet Nam is in the process of transition from the centrally planned economy to the
market-oricnted economy. The recent cconomic reformts have provided vasl economic
opportunities.  However, there ar¢ indications that they have adverse effects on the poor,
particufarly on the rural poor in the process of recent decollectivization, which have made
their livelihood more insecure and vulnerable.  For example, the drop-out rates of children
in primary aid lower secondary schools have increased, and there are indications that
utitization of licalth services by the poor has declined.  Ancedotal evidence reckons loss of
asseis of the poor due to indebtedness. It is most likely that so-called poverty ratchet
effects are emerging in certain localities, which tend to further impoverish the poor

households.
2) Policy Implications

Based on the findings discussed above, the following policy implications are
presented for effective poverty alleviation: (1) need for rapid and broad-based ecanomic
grbwm; (2) need for targeted interventions; and (3) nec¢d for re-allocation of resources in
social sector and provision of social safety net (o the rural poor. Poverty is prevailing in
Viet Nam, and thus, rapid cconomic growth is a prerequisite for rapid 'pm.rer(j.r reduction.
Not only rapid but broad-based cconomic growth is esscntial. ~ Regionally, this leads to
the need for special efforts to induce such cconomic growih in the three regions, namely,
the Northern Mountainous Region, the North Central Coast and the Cenlral Highldnds
where the highest poveity incidence and slower economic growth is recognized. * As for
targeted interventions, the following should be considered. Inctuded in the target groups
aié the rural poor, the ethnic minorities in the uplands and those de-facto female headed
families who do not have adult male labor.  Considering the problems of the poor', areas
for interventions include (a) small-scale rural infrastructure buitding, (b} provision of credit
for the poor, (¢) dissemination of knowledge both in production and social sector, and (d)
prox"ision of seasonal employment opporiunities 'lhroilgh' piiblic'WOrkf schemes. ~ To.
prevent further impoverishment of the paor due to emerging poverty raichet effects, a social
safety net has (0 be provided to the poor to assurcrthe stability and a minimum standard of
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living with access to basic social services. Given the government resource conslraints,
how to provide a kind of social safety net especially 1o the rural poor is onec area which
requires urgent mvesugatmns In this connection, some efforis are required for re-
allocation of sesources in social sector which are currently’ not effectively and efiiciently

Pro-poor.
3) Comment on the Poverty Allevialion Program

" Three points were discussed on the new Povecrty Allevnuon Program for Viet-Nam
1996-2000: (1) the need for re-consideration on the operational mode of the Viet Nam Bank
for the Poor; (2) the need for increase in flexibility and improvement of quality of basic
social services: and (3) the need for consideration of provision of seasonal empld'ymem
oppoftunities through public work schemes. Provision of credit to the poor is one of the
niost effective means for alleviating poverty. However, the following points requirc
reconsideration as for the mode of operation of the Bank for the Poor: (a) needs for
provision of careful technical exlension services; (b) needs for efforts to make the Bank
closer to the potential beneficiaries, for examp}e with regular and frequent visits by the field
workers to the poor for collection of payments for the interest and the principle, formation
of small lability groups among homogencous members and introduction of saving
schemes; and (c) needs for further discussion on (he optimal intercst rate © make the
operation sustainable.  The program pays allention to the provision of basic social services
such as health and education.  Availability and accessibitity (cost factor) matters but does
the quality of services in' the decision of the poor on utitization of health care and
educational services. -Some efforts are required to' make the service more accessible and
useful to the poor by improving the quality of services and increasing flexibility in the way -
the services are provided.  As-already discussed, onc of (he biggest problems of the poor
is a'lack of job opporiunities especially in slack seasons. Provision of seasonal job
opportunitics through public work - schemes such as building rural roads and irrigation
could be included as an effective means for alleviation poverty. 'This could increase the
stability in income (hroughout the year and access (o food, particularly when the activities
are carried out theough food for work schemies.  The wage rate could be setlow 50 as to
attract only - the poor, so thé schemes can be self-targeting.  This can avoid (he
complication and difficulties involved in targeting the right beneficiaries.
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4,  Fiscal and Monetary Policies

Enormous investments and development funds are required  for economic
inidustrialization and modernization being promoted by the Vietnamese government, ~The
Fiscal and Monctary Group conducted a study on measures for mobilizing investments and
development funds (mainly savings mobilization).  The results of the study are
sumnmarized in Section 4-2 and Section 4-3 as the flows of public and piivate investments
and funds. Section 4-1 briefly shows that in the transition an economic management
system is transformed from fiscal policy driven one of a planned cconomy to monelary
policy driven of a markel economy, in accorddance with the shift of capital accumulation
mechanism from physical planning to market oriented allocation.

4-1 Role of Fiscal and Moncfary Policies in Economic Development
(1) Investment and Saving Ratios in Viet Nam

‘The domestic savings ratio of Viet Nam increased slightly from 15% in 1990 to 17%
in 1994, However, Viet Nam still has a low domestic savings ratio in comparison with
neighboring ‘countries where the domestic savings ratio exceeds 30%. The low ratio
derives from the fact that the savings surplﬁs in the whole economy is limited because of
the ow 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 contribule to
domestic savings. ‘The peaple have not acquired the habit of bank deposils even now that
a bank system has at least been formally éstablished.  Common people’s access to banks
is extremely low because of the service and credit problem. Worries over inflation are
exérling a major influeince on this trend.  Gold and cash still have a larger share of the
people’s saving assets. |

The income differcrice between the north and the south is another restrictive factor for
investiments and savings in the Vietnamese economy. Rapid economic growth inevitably
brings abowt an income difference among regions. In Viet Nam, the differing initial
conditions between the north and the south have widened the income difference. A policy
giving high priority to corfécting the income difference is often in conflict with the
efficiency oriented mechanism of a markel economy. ~ The absence of self-help efforts
deprives local governments of incentives for mobilizing savings.
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(2) Fiscal and Monetary System under the Planned Economy

The state-owned enterprise (SOE) sector formis the nucleus of a planned-economy
sysiem. * In accordance with the heavy industry promotioi policy under the planned
economy in Viet Nam, capital was accumulated by physicat planning in which SOEs played
a major role, The sole of the fiscal system was to secure a flow of funds without
disturbing the physical planning. National savings required for equipment investments
were concentrated in govemmcnlal'savings, mainly transfers of operating surplus of SOEs.
The savings collected by this method were distributed to SOFs for their equipment
investments through govérniviental budgets. There arose a problem of soft budget
restriction.  As long as SOEs operale according to governnicntal commands and plans, the
govemment 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, which also
functioned then as the only commercial bank, in addition to as a central bank, supplied
operating funds. ~ Both of these banks moved funds according to governmental commands
without playing the role of a financial intermediator.  Also, it should be noted that local
governiments 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 siructure, the main office and local governments. ‘The
latter exericd greater influence.  This minimized the possibility of autonomy in the flow of

bank funds.

3) Fiscal and Monetary System under the Transition to 2 Market-Oriented
Economy

The market oricnied economy mechanism was officially introduced after the adoption
of the Doi 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 1938,
{hie ono-bank system was changed 1o the (wo-tier banking system.  The financial source
of SOEs was changed from fiscal funds to bank loans. The Agricultural Bank and Bank

~for Industry and Comimerce were established by separating the conunercial banking
function from the State Bank. Negative interest rates provided as subsidies were changed
to positive interest rates.  Market oriented restiiclions were thus imposed on bank loans.

Direct financing to SOEs by the Central Bank and fiscal deficit financing were discontinued
because they caused infation. - As aresult of the tax system reformin 1990, the source of
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fiscal revenues was changed from transfer of operating surplus of SOFEs to taxes.  ‘Thus,
Viet Nam roughly completed the formal introchiction of the markel economy system by
1992 - 1993, '

After the introduction of the market econoniy iechanism, capital forniation for
industrialization has been implemented in two sectors, public invesiments and private
investments. It is predicted that funds for public investinents will be secured relatively
smoothly in the future. Tax revenues, which are the source of public investments, are
increasing steadity. The farget of the S-year plan, 21 - 22% of GDP, has atmost been
accomplished.  Since Japan resumed ODA in the forin of yen loans in 1992, the funds will
keep increasing in the immediate future:  The budget fuind distribution function that was '
previously assigned to the BIDV was transfesred to the General Department of Invesiment
and Developiment that was newly established under the Ministry of Finance. Direct
control by the MOF sirenglhens the control of budget funds.  Profitability must be assured
for oblaining loans which are provided on an assumption of repayment.  The issue is how
the governmeiit responsible for éxecuting policies can ensure the profitability.

On the other hand, it cannot be said that the privaté investment system is functioning
properly.  Bank Ioans to the private sector are increasing, but short-term loans acoount for
most of them and lending rates arc high. The problem is that the private sector has few
micdivm and long-term fund sources.  Bank deposits are incieasing, but they are enticed
by high interest rates. Most deposits are short-term. Only speculative business can be
profitable at such high interest rates.  Although the industrial sector has funding needs for
expanding business, high interest rates are suppressing their needs. Banks are unable to
play the role of monetary intermediator because they have few borrowers,  Meanwhile, the
habit of holding bank deposits has not been disseminated widely among common people in

spite of high interest rates,  As aresuli, financial intermediation from the houschold sector
{0 the enterprise and the government sector does not fuiiction well,

(4) Changes in Fund Flow

When the market economy mechanism was introduced, budget subsidies 1o SOFs and
direct financing by the Central Bank were discontinued almost completely.  SOEs had (0
‘obtain deposit-based loans from a commcreial bank. As a result of the tax reform,
transfors of operating surplus to e budget was replaced by taxes based on sales and
profits. Thus, the budget restrictions for SOEs became hard.  In fact; SORs' share in the
GDP is increasing, but bank loans to them show adecreasing trend.  Also, the net transfer
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to the budget is’ increasing rapidly. [t is suspected ‘that SOFs are under severe fund
restrictions.  On the other hand, SOFs® bad debts held by SOBs hinder financial market
mechanisms from functioning well. -

‘Let's look at the progress of the monctary intermediation function in Viet Nam on the
basis ‘of the two-tier banking index (TBI). The TBI (Refer to Box 4-1) was 0.6
imnicdiately after the introduction of the two-tier banking system (in 1989), and rose to 1.1
in 1994.  Although it shows an improving trend, the figure is extremely low and the rate

of increase is slow.  This indicates that it will take considerable time before the commercial
bank can manifest a real intermediation function, * The ratio of domestic credit balance to
GDP was lowest (0.15) in 1992 and shows an improving trenid (0.21 in 1994). However,
progress has been stow. This proves the difficuliy of p'rdmoling monetary system reform
without reforming the productive seclor. | '

BOX 4-1 Two-tier Banking Index (TBI)

TBHis an index comparing adeposit bank’s aniount of credit accommodation with acentral bank's amount of
credit accommodation. Trisdefined as (X/Y) -1, “X" is the total amount ofcredits by the bank sector including
the central bank to the economic worldexcluding the bank secior. Y™ is the total amount of domestic credits by
ihe central bank. The valué of TBI is high in an economic system where deposit banks ase performing an
independent monetary intermediation function (20 in Japan and 18 in the U.S. in 1989). The vatuc of TBIis zero
in ameno-bank systém because the national bank is the oaly i§suing bank and the énly corimercial bank.

4-2 Public Investment and its Funds Flow
(1) Mabilization of Fiscal Kunds
1) Fiscal Issues

‘According to the 5-year plan (1996 - 2000), the level of public investments must be

" increased to 10% of GDP for accomplishing the target economic growth. The level of lax
revenues must be raised to 21 - 22% of GDP for obtaining the funds required for the public

investments.  To “increase public investments required for accomplishing plannéd

“economic growth and for mobilizing the funds needed, Viet Nam has three issues in the
fiscal field, (1) secaring. investment and development funds in the siatc budget, (2) tx

refosm for raising incentives for reinvestment, and (3) efficiency improveient of fiscal

expenditures,
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2} Securing Fiscal Funds for Investment and Development

To secure sufficient publié investments, fiscal funds needed for investments musl be
mobilized by constructing a tax system that can maintain the corrent tax fevenue level (ratio
0 GDP: 20 - 21%). Al the same timie, Viet Nam must adjust the current tax systein that
depends highly on taxation on imposts and exports to change smoothly to an open cconomy
(namely, that of AFTA). By means of the tax reform phase 1l starting in 1995, Viet Nam
must accomplish two tasks, mobilization of fiscal funds and establishment of an efficient -
1ax system. '

The tax reform planned for 1996 - 2000 has the following four difections: (1)
reviewing the current tax ifems for securing stable (ax revenues, (2) conslruc{mg a equitable
tax system, (3) harmonizing with the ASEAN tax system and the international tax system,
and (4) improving the tax collection system. [t is planned to adjust and change many (ax
items in accordance with the basic policy of changing 1o a unified and simple tax system.,

The nucleus of the tax reform are the changes from turnover fax, profit tax, and high
personal income tax 10 VAT, corporate tax, and income lax, respectively.  Generally,” the
laxable base is to be enlarged and tax rates are 10 be lowered. VAT is anticipated 10 be the
main component of future tax revenues, so it is desirable Lo il'ilrodutc it guickly. - However,
since a business accounting system, daily bookkeeping, and invoice exchanges are
prerequisites for introducing VAT, difficuliics are anticipated for its coniplete introduction.
Since it is doubtful whether majority of small and micro businesses such as retatlers will
acquire the business practice easily, the current turnover tax will have to be continued for
small and micro business for the time being. - Mcanwhile, the issu¢ of lowering import and
export tariffs involves the following problems that require cautiousness: (1) problem of
protecling infant domestic industry from intesnational comp'c‘lil'io'n and (2) introduction of
tax items (such as specidl consumption fax) that can substitute import and exporl duties
which are currenlly the greatest source of 1ax revenues.

‘The policy of abolishing the curient incorie tax for high income people and expanding
the (ax base to all income groups will be effective for increasing Lix eevenues in future.
Since direct faxes such as income tax have high income flexibility, ecbnomic‘ growth lénds
to be directly reflected to tax revenues when the ratio of direct taxes (the ratio of dir_ect taxes
to the total tax revenues) is high. The feasibility of strengthening the income tax in Viet
Nam in this stage involves some doubis, bul actions to increase income tax revenues
proved successful in some developing couniries.
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The Social Insurance Fund is a promising source of medium and long-teem funds that
can be used for pubtic investnients,  The insurance premiums that-are (he source of the
Social Insurance Fund consist of (1) employers' burden (35% of the total amount of
wages), (2) employees' burden (5% of wages), (3) governmenlal subsidies, and 4) other.
Goverrimental subsidics are indispensable for paying annuities for the immediate future due
to the shortage of insurance premium income. In view of the large percentage of the
young population and the potential of future ecoromic growth, the fund will play an
‘important sole 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 Reinvestntent

The targeted tax revenues (ratio o GDP) of the 5-year plan was already accomplished
in 1994. Thercfore, it is important to direct efforis to more qualitative tax reform in the
future.  First, the current lax systen that has deprived the industrial sector of motivation
for reinvestment must be reformed to promote investment.  Since (ax revenues will be
increased in the long-term by encouraging expansion in the industrial sector, this refor is
important.  The current tax system is characterized by excessive dependence on sone ax
jtems. - Four tax items consisting of turnover tax, profit tax, importfexport duty, and
Special consumption tax account for 76% of the tax revenucs (as of 1995). Comparing
Viet Nam with the other ASEAN countries in the effective tax rates imposed on eaterprises,
Viet Nam has the highest tax rates, due mainty to the tarnover tax.  This indicates that an
excessive burden is imposed on enterprises. In other words, the current tax systemn
collects a large amount from those which have large funds and are easy {0 impose (axes on,
such as SOEs, foreign investment, and imported goods.  This may be reasonable from the
viéwpoin't of securing tax revenues, but lowers enterprises’ will to reinvest profits. This
is undesirable from a long-term viewpoint because it hinders sound industrial development.
The tax system must be changed 10 a systemn that promotes enterprise activities under open
economy and is suitable for intemational trading.

4) Efficient Disbursement of Fiscal Experditures

For increasing public investments, it is necessary not only to increase fiscal revenue
sources, but also 1o raise the efficiency of fiscal expendituies. ~ This Tequires the
following: (2) Distribute more funds to investment and development by avoiding waste in
current expenditures, (b) limit public investments to projects of high ‘public nature, and (¢)
constrnuct an appropriate audit system for efficient fiscal operation.
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One of the most serious problems refated to budgets is the underdeveloped state of its
operation and managemenl system. The fiscal authorities have ot tracked the state of
~ budget execuhon because Viet Nam has no well-established accounting system or a budget
law. Itis said that an enorinous amount of fiscal disbursemenis has been wasted. To
stricily control budget execution, the government is planning to cstablish a systeéni in which
state organizations such as the central bank andit financial statements and accounting
procedures of budget executing organizations.

For operating public invesiments efficiently, it is desirable to dtécre;tse' the fiscat
“ burden by separating commercially feasible projects from the budget.  For this purpose,
public investments that are funded hy the budget should be classified cIearly ino capital
investments and loans. It is desirable to discontinue financing profitable public
“investments from the budget. At the same time; it is advised (o distribute invesinient and
development funds exclusively to projects of high public rature. One of the ideas for
commercially feasible projects is to eslablish an organization that operates independeitly
from the government and to assign the financing funclion to it.” For example, ‘a public
organization such as a national development bank can be established to finance projects
preferentially for industries and enterprises having strategic importance for the country in
~ both the public and private sectors. For such an organization 1o function " efficiently,
autonomous lilanageillelll without receiving subsidies and a high-level credit examination
ability niust be established.

5) Intergovernmental Fiscal Relations

A centralized tax collection system compared with a de-centralized one is generally a
cost-saving, streamlined, and efficient method for collccting funds and redistributing then,
For such a tax system (o function well, local tax officers nust have high morale. In reality,
the centralized tax collection syslem that the Vietaamese government is trying to establish is
often not functioning efficiently. ~ The central government accuses local governments of
lax income hiding, while local governments are protesting to the central government that
they cannot pay the necessary expenses because Tocal disbursements are controlied by the
center.  ‘The basic problem lies in that local révenues and disbursements are not linked;
disbursements are controlled by the central governiment, but the tax collection system
depends on focal governments' revenues,

At present, the Vietnaniese government is promoting centralized fiscal managenient,
attaching importance to income disiribution among regions.  This deprives both wealthy
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icgions and poor regions of a will to increase tax revenues, They are missing fax
revenues that could have been obtained under a better system.  To get away from the
situation that is undesirable for both the central government and local govcmmenis, it is
necessary to construct a fiscal system that links an increase in local revenues to local
disbursements. ~ For this purpose, it is important to provide local governments with an
‘jncentive to increase revenues by clarifying the revenue allocation rules between the central

government and local governments.
(2) Use of Foreign Savings for Public Investiment

Viet Nam has an extrenmely large demand for public investments for economic
development represented by infrastructure investiments. © The country mwst continue to
mobilize foreign savings for procuring required funds.

Under the current domestic and international economic circiimstanices, only a limited
increase can be expected for grants.  Commercial loans are not realistic in view of the high
cost.  Therefore, ODA loans will continue to be the major fund procurement means.

1) Thorough External Debt Management

Since ODA for the Viet Nam has expanded relatively steadily, ODA loans tend o be
regarded as a convenicat fund procurement method. However, ODA loans accompany
repayment burdens unlike grants and FDI that do not require repayment.  Therefore, ODA
loans and other foreign debis must be managed cautiously bascd on an accurate public
investiment plan and tax revenue outlook. -

~ At present, the Vietnamese government has set a guideline of allocaling 10% of the
state budget and 15% of the exports to the repayment of external debls,  However, critical
assumptions for the guideline, such as estimated amounts and their way of calculation of oif
reserves, oil production, and the investments required for allaining the production have not:
been presented.  Some governmental officials show a desire 1o further increase external
borrowings based on an optimistic forecasts of oil and natural gas income, without an

objective and guantitative fature plan.

ODA funds vary in interest rates, repayment conditions, and risks according to the
'dnfferenl systems and objecuves of donors, * Since financing conditions do not strictly
reflect the proﬁtablmy of individual projects, _projects must be selected prudenﬂy to avoid a
'dlscrepancy belween cost and benefit. © Otherwise, possibilities of bemg unable 10 make
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repayments increase. It is important (o sel guidelines (matching between funds and
usages) for allocating funds to appropriate investments based on their interest rates and
othér conditions.

The Vietnamese government is considering the issue on foreign bonds of a commercial
basis (such as Duro-bonds) because ODA funds are not growing. It is triie that such
foreign bonds can be issued even at present.  However foreign bonds carry high interest
rates at present with unrepaid liabilitics.  Itis advised to issue foreign bonds after lowering
the fund procurement cost by completing the negoliation with London Club Countries.

4-3 Private Investment and its Fund Flow
(1) Mobilization of Private Savings

The issue in the financial field are to strengthen financial intermediation beiween
savings and investment, and to supply funds nccessary for the achievement for the five-
year plan. :

1) Insufficient Function of the Current Financial System

The reform of the Vietnamese financial systein has rapidly progressed since 1988,
However, il is difficult to say the financial system fully meets the demand of the market.
First, kel's take a look at comunercial banks as financial intermediaries. © Their short-term
deposit rates tend to be'set higher than middle and long-term ones, :ﬁaking it hard to cotlect
savings of the latter type, while cominercial banks are mainly engaged in shori-term
financing for fear of economic and political risks. - Furthermore,” they do not make
sufficient financial investigations.  They make little use of an analyzing method to forecast
future proceeds based on financial data.  Most of them seem 1o center on ﬁnanciné-bas@d
on collateral. |

Nexi, we analyze the general public as fund suppliers.  Most of them do not trust
financial institutions parly because many credit unions went bankruptin 1990,  Difficulty
in withdrawing deposils is considered to be another reason for their distrust in banks. In
fact, they fear very much that sources of bank savings may be traced, leading to money -
capture, Instead they are said to save hoardéd cash or gold, a:id‘ the Viet Namy Living
Standard Survey shows they resort to saving in _lhe'f{srm_ of gold, cash or dollars.
According to an ‘issuc of the "Economist”, Viet Na;il's gen'eira:l public “save gold
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corresponding to 10 billion dollars (about 140 dollars per capita) which is a considerably
targe amount of moncy compared with'a $250 per capita GDP.  These days more moncy
has been put on fixed deposits due to higher rates, but gold seems to be more attractive as
medium to long-term saving measures.  They still remember the days when they suffered
from hypér-inflation, and do not belicve that inflation rates will be stabilized for long.

" Therefore, it is necessary to make efforts to shift gold or cash saved by the general public to
bank saving.

Finally, regardmg enlerprises as fund users, private enterprises, many of which run
self-furided businesses, are less favored than SOEs in acquisition of assets, collateral and
aceess to funds. Though promising, enterprises exporting labor-intensive products arc
fot in a position o be financed by banks due (o their insufficient mortgage collateral.

2) Improvement of Fund Flow from the Houschold Sector to the Enterprise
Sector

An important issue to achieve the five-year plan is to Slrengthcn the national financial
system and to mobilize household savings for enterprises’ investment demand. * Banking
‘sector teform is necessary for gaining the people’s confidence in banks. Obviously,
stabilizing Viet: Nam’s economy is prerequisite for the stability and development of the

financial system.

For Vietnamese companies to saise exiernal funds the general practice is bank
borrowing, mostly in the short term,  Companies are nearly unable 10 issue stock 1o raise
funds in the capital market.  Furlhermore, there is no securities market providing
purchases and sales of such debentures and stocks. In this way, the establishment of
middle and tong-term funds is an important issue for Vietnamese enlerprise. They are an
urgently required extension of the function of indirect financing through banks in parall
with enhtancing accountable financial management practices of borrowers.  Also desirable
is the development of a capital market, the establishment of a stock exchange and the raising

of medium to long-term funds.

A. Strengthening of Commercial Banks

Improved bank service is a basic factor to récover bank credibility,  For example,
when customers apply to open savings accounts, it should not take a lcng time before
they are approved and formally issued.  Whei depositors ask (0 withdraw their savmgs,
they must be available immediately.  Information about customers should be kept

- absolutely confidential, Moreover, banks dre expected lo give their customers a saving
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incentive by offering new financial means such as an inflation indexed deposit and a
long-term deposit with large piize money.. It is also desirable for banks to improve their
credit creation function, and to miake banks more accessible for customer wiilization.
One suggestion is to introduce and discount commerciat’ bills allowing customers 1o
convert them into cash easily.

hi 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
Victnamese growth and progress. In promoling national deposits, the goverament sust
guarantee that it will not trace the sources of national deposits for, say, two yecars nor
coifiscate their money, but remuncrate those who have large deposits. At the same
time the government should study the feasibility of introducing a tax inceitive which
could induce the people to make deposils. With this is mind, it is not desirable 0
impose a (ax on interest rates.

B. Mobilization of Medium and Long-Term Funds through Security
Markets

At present an urgent task is 1o expand the function of indirect financing by raising
bank deposits to achieve the five-year plan, but in light of industrialized Viet Nam toward
2000 and thereafter it will be very signi'ﬁcam 1o develop a stock market allowing
investors (o furnish funds for those in nced.  First, to furnish fonds by issuing medium
and long-term bonds it is necessary to develop a distribution market that enables
investors 1o quickly converl securities into cash.

C. Institutionalizing the Informal Sector

The existence of informal financing has been pointed oul in Viet Nam. Its
concrete scale and actual status is ot clear, but it is said that there are two types of
informal financing: (1) private-sector financing, and (2) individual-sector mutual aid
funds known as Ho or Hui. They feature short-term loans, high interest rates, casy
procedures, and high risks. A futare issue will be to introduce theése funds into an
institutionalized financing systen. What can be considered as a new scheme of
institutionalized finance is o build a union composed of ‘only nierchants, and (o establish
a centrally organized body (banks) to operate with surplus funds collected unilaterally
from the union.

“The union's major role witl be mufjual aid by union members. - When siember
merchants are in need of operational funds, the union makes a loan to members who
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have the minimum required deposit balance. The union's surplus f unds go to a
centrally organized body, run by experis in investment and finance. Futthermore the
union collects 'dcposits from its members on a face-to-face mclhOd,_ that is, the union's
staff visit cach meimber cach montl to coltect small amounts of money.  Another idea is

“anew type of installment devised to benefit depositors in the long run. Participants
deposit small amounts of money periodically over the course of, for example, five-years
in an educational toan for children that is available at a low inlerest rate at a maturity date.
The new device can be realizexd on the premise that the existing informal financing should
be matured enough to have a corresponding crganization and that entry into the credit
union should be designed to greatly benefit its members, |

D. Mobllization of Postal Savings Ulilizing the Post Office Netwark

It is desirable 10 study the introduction of a new network of savings mobilization
as a tool 1o furnish medium and long-term funds. Many Asian countries have
introduced postal savings.  They successfully mobitize small amotints of funds from the
general public, thanks to the postal system's state-run feature and the convenience of its
nationwide netweork that cannot be covered by banks. Itis also said that the success of
Japanese postal saving system nccessitates that a refiable p’ersoh in a local area is
appointed as the post master.  Deposits mobitize through the postat office network are
utilized 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, or one utilizing another established system can be developed in Vict Nam.

{(2) Supply of Medium- and Long-Term Funds to Industries

For successful economic developméent in an economic lransition  period, it is
indispensable io foster internationally compelitive industries, particularly manufacturing
industries that require the supply of medium and long-term fu nds.” Long-term funds are
necessary to build plants and purchase machinery. "There is also a great demand for long-
term operating funds in labor-intensive industries: with effective export promotion and
employment. - Foreign enterprises investing in Viet Nam have demand for domestic funds

10 hedge exchange rate risks.

However, Viet Nam today has no financial system organized to supply such medium
and long-term investment funds o industries, and particulasty not to developing private
énle‘r;i‘ris’es. This poses a botlleneck 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 io industries.
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1) Stabilization of the Macvroeconomy

Viewing Viet Nam's actual financial status, interest rates are inversely set lower for the
long-terai and higher for short-term loans, and there still remains strong concern about
inflation, consequently most financing terms are set for as shor{ as three fo six months.

So precious funds tend not be supplied to the export-oriented manufacturing sector that
needs medium and long-term funds, but are supptied to the domestic service sector from
which investment is recoverable in a shorl period, or to short-terin financial investment
such as the purchase of government bonds or is dcpos'il'ed in banks with high interest rates.

Such a lack of medium and long-term financing is mainly duc to the unstable
~macroeconomic circumstances where there is significant risk in lending and obtaining
general credit.  In addition to inflation, there is a vicious circle where high loan default
‘rates cause high interest rates, and high interest rates cause high default rates. This
situation keeps loans short-term, and limited {o close acquaintances, This conspicuous
lack of credit creation is reflected in the spot cash payment policy (lack of a draft payment
system), still prevailing in Viet Nam's industries. |

2) Securing Domestic Medium- and Long-Term Fund Sources

Curcently in Viet Nam most medium and long-term funds come from ODA, FDI and
the budget, Compared with the scale of demand there is scarce supply of medium and
long-termi funds in the form of fixed-term deposilé and stocks purchased by domestic
¢nterprises and people,  The issuance of securities is said to be a suceess, but government
bonds, whose redemption period is one year at the longest, are not effective as mediom and
long-term {und sources, and newly introduced project boinds featuring a maximuni three-
year redemption period  are mainly purchased by SOELs without geiting much fund
mobilization from general public.

Under review is the establishment of a stock market as a decisive factor ‘for the
-mobilization of domeslic savings, but the private enterprise seclor remains underdeveloped
and the reform of state-owned enterprises is still under way. ‘The preparation and
disclosure system, including enterprise accounting information, is not developed yet, and it
will take a long time before effective conditions required by the direct finance monetary
market are ready for enterprises, '

As mentioned above, allocaling part of social insurance funds or ca'su'ai(y insuratce
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companies’ funds to medium and long-term financing may be a solution. A considerable
amount of medium and long-term funds will be secured by having the social insurance fund
invest in long-term bonds such as enterprise bonds and bank bonds.

Significant is maturity transformation to convert short-tern deposits into long-tesm
loans. ‘There is a scheme that deposit banks purchase niedium and long-term bonds issued
by banks engaged in long-term credil. In Japan long-ternt credit banks had used this
scheme for raising funds.

3) Establishment of a Medinm- and Long-Term Fund Supply System

It is as imporiant as to secure fund sources to establish a financial system capable of
stabilized supply of relatively risky medium and long-term finaricing to ceriain industries to
be fostered.

Today in Viet Nam, government agencies (the General Department for Investment and
Development, the Minisiry of Finance, and the National Investment Assistance Fund) and -
the BIDV supply mediuvm and tong-term funds mainly to state-run cnteiprises. As medium
and long-term funds are preferentially allocated to SOLs, particularly lo basic industries,
they are hardly accessible for private companies, particufarly small and medivm enterprises
(SMEs) or non-basic and wnimportant SOEs.  Many private companics depend on private
high-interest financing for their equipment funds. * Furthermore, the overall - financial
industry is not capable of reviewing a project for effective medium and long-term financing

“due to a lack of accurate financial data of conceining enterprises and (o the banks'
underdeveloped audit system.

It should be noted then that agencies supplying medium and long-term funds should
make a credit judgment indepe'ndénl of a policy judgment and have professional credit
analysis ability based on accoutable financial management practices of enterprises.  Direct
financing from government to emerprises' is not desirable when credit judgment and policy

- priority are inconsistent. . The latter is given priority and this leads to a great danger of
accumulated bad debts.

A possible alternative is to change BIDV (o an institution speciatized in medium and
long-term ﬁnancmg with funds supplied by the government for medium and long- term
funds, and seview ability gained through its long experience in medium and long-term
ﬁnancmg credit analysis. In this case BIDY may supply mcdmm and long-term financing
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directly to leading national and private enterprises, and indirectly to private SMEs through
private joint stock banks that receive wholesale banking of medium and long-term (unds,
At the same time itis desirable for BIDV to prevent bad debis by establishing mandgement
autonomy and cultivating credit analysis ability through improved snidy and training {a
change from collateral-oriented to project-analysis-oriented financing).

For immediate effect, a possible measure for long term financing is to further promote
utilization of leases such as those for machinery and cquipment.  State:run banks have
already established leasing joint ventures, and it is desirable to support this trend and
expand ifs scope into other sectors such as SMEs.

(3) Mobilization of Foreign Savings for Private Invesfiment

Privale investment from overseas generally develops in the following order: FDI
(foreign direct investment), financial investment by bond purchase and bank loans, and
eventually through financial investiment by institutional investors.  Viet Nam, on the way
to a market cconomy, has now entered the first stage, and finds FDI a major channel for |
niobilization of foreign savings. '

1) Promotion and Utilization of FDI in the a Long-Term

FDI is very significant in mobilizing foreign savings without accumulating external
debts and in increasing productivity of domestic industries through technology transfer.
On the other hand, FDI is cost-conscious and volatile in itself. Therefore, it is essential to
promote infrastruciure developiment from the medium to-long term viewpoint, Itis also
imperative 1o make efforts (o promolé EDI by immediately improving the acceptance system
and removing impediment to disbursements,

A particular concern is that the gap between FDI commitmeit and actual expenditure
has been increasing recently. Forelgn enterprises which have announced investment in
Viet Nam seem to be deterred by some obstacles or difficulties in implemeiting FDL

It is important to secure funding for FDI projects.  Primarily essential is the
improvement of (he domestic system for supplying long-term funds (o FDI projects in order
to reduce exchange risks and promote investinent.  In this respect further proniotion 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
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desirable to promote closer relations with other Asian monetary rarkets including Hong
Kong and Singapore through cooperation between financial institutions.

2) Side Effects of FDI = Exchiange Rate Management under the Pressure of the
Overvatued Dong

The contract-based total amount of FDI to Viet Nam has now redched the same level as
~GDP, and it is feared that the in-flow of foreign currencies that comes with it will create
upward pressure on the dong, impede export comipetitiveness, and inciease trade deficits.

On the other hand, it is feared that a further depreciation of dong will affect exlernal
debt 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 could cause a vicious cifcle
of increasing trade deficits with rising import prices, sharply dropping foreign currency
reserves, and further exchange rates, threatening major economic confusion.  Therefore, it

is desirable, for the present, to stick to the following forcign exchange rate policy for safety

and stabilization.

A. Real Effective Exchange Rates

Currently the nominal exchange rate of the dong to the dollar is stable, but the real
raté of the dong has been continuously appreciating due to different inflation rates in Viet
Nam and the USA. This threatens to hinder Viet Nam's competitive power in exports. -

However, the dollar tends to depreciate against Asian currencies in general.  The
"real effective exchange rate,’ (0 be computed by taking the weighted average of the
currency rales of all of Viet Nam's trade partners, may not be appreciating so much as
the real exchange rates with the US dollar. -~ The problem is not as sévere as it initially
seems and consequently il is desirable to use real effcctive exchange rates for more

effective foreign exchange rate policy.

B. Acceptance of Dong Appreciation to a Certain Extent

Today's trend of re-evalvating real effeclive exchange rates has resulied from
persisting inflation,  This is the cost of past inflation, and 'in this respect dong
appreciation should be accepted 1o some extent.

‘Re-evaluation on a moderate level of real effective exchange cates could promote
the reform of the domestic econiomic structure, particulardy the rationalization of exports,
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“and this would lead to reinforced international competitive power.  This also promotes
- conversion of the domestic dollar into the dong. The merits of a dong hike need fo be
noted, too. :

C. Doltar Purchase Operations

Ttis a proper measure for the central bank to conduct doHar purchase operations to
cope with the appreciation of the dong.  However, this will cause an excessive flow of
the doinig in Viet Nam, so steéritization is required to absorb it.  This sterilization is
achicved by selling government bonds, central bank bonds, and debentares concurrently.
. In this respect the recent issuance of central bank bonds and study into the establishment
- of a government bond market may be evaluated.

On the other hand, there is a great possibility that such bond sclling operations
would cause a drop in bond prices or high interest rates. Under the. present
circumstances the central bank carries out dodar purchasing operations exclusively for
statc-owned foreign exchange banks and this poses a problem of unevein 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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5.

Industrial Policy

The startling economic growth demonstrated by countries across East Asia in recent
ycars has attracted  worldwide attention to  their indusirialization-oriented ~ policies.
Ambitious initiatives in- industrialization form one cornerstone of Viet Nam's S-year
economic plan, and as such, they call for an appropriate set of industrial policies.
Drawing on the findings of our own rescarch, in this paper we review the structure of
Vietnamese industry and trade as well as the policies that have been integrated into the
country's currént S-year plin,  From that foundation, we then analyze problems facing
new investinents now planned in five capital-isitensive industrial sectors {steel, petroléum
refining, petrochemicals, urea fertitizer, and ceiment), and explore criteria for successful
investment with referenice to examples of both success and failure in other countrics.  In
addition, we discuss bolllenecks to foreign dircct investiient (now an essential ingredient
for industrialization in most ASEAN economies), problems of small and medium
enterprises and rural industries, and the influences that AFTA and APEC membership will
likely have on Viet Nam.

5-1 Structure of Production and Trade and Industrial Policy in Viet

Nam

In the production of Viet Nam, agricultural, industrial and service sectors accounted
for 27.7%, 29.6%, and 42,7% of GDP respeclively in 1994,  Industrial sector in ASEAN
countries in 1994 is in the range of around 40% (Thaitand 39.2%, Indonasia 40.7%) and

'oonsidér’ably higher than that of Viet Nam. Simply judging from the ratio of indusrial -

sector, Viet Nam is currently comparable to Thailand in the early 1980s.

Though indusstrial output in Viet Nam has been climbing strongly for some years now,
about half of the total output is in primary goods, and relatively little in manufactured goods.
For instance, crude oil, coal, and other fuels accout for 16%, and foodstuifs, 34% (1994
figures). On the other hand; expori ofiented products such as lextiles (textile, sewing and
tanning of leathers elc.9.5%) and clectronics (2.1%) have small shares. Furthermiore,
these industries have not increased their shares during this period. This shows that the
growth of industrial output resulted from the expansion of domestic market and the increase

in exporl of primary commoditics.  In other East Asian counltries, the rapid inceease in the

share of ':cxliles in production and employment was widely observed at the initial stage of
econormic development, subsequently replaced by machineries (electronics, transportation,

49



etc.).  From this trend, one can conclade that Viet Nam has not begun ASEAN-style
éxport-led development yet.

‘Regarding ade, Viet Nam's export to CMEA couritries has dropped (o a niegligible
level from 1991, rapidly shifting its destination to the Western markets.  The export grew
rapidly by 92.3% between 1991 and 1994, Primary goods (mosily food and ¢rude oil)
remain the dominant export and accounted for 71.6% of total export in 1994, "Among
industries, light industries accounted for 18.3% of total export, contribiting t0 29.6% of
total export growth.  Almost all of this growth was clothing (weaving and shoes). - The
current export struciure reflects Viet Nam's economy just starting industrialization.  Viet

~ Nam needs to diversify industrial export toward skilled labour intensive producls such as
machinary and electronics, considering the development pattern of other East Asian
countries.

‘In mesuring  comparative advantage, RCA  (Revealed Comparative  Advantage.
Comparison of certain country and world average in the expori share of certain product.) is
widely used.  Trade data of Viet Nam shows that RCA of manufacturing commoditics are
generally very low (Sce the table below).  Among them clothing and accesaries, and
footwear show RCA above 1.0 (in 1994, 3.58 and 3.30), showing advantage in these
industries.  In other East ASian countries, however, these items had shown RCA more
than 10.0 at the peak period and there exists great potential for Viet Nam to expand the
export of these items in the future.

_Table 5-1. RCA of Industdal Goods in Viet Nam -

"~ SITC Commodity 1991 1992 | 1993 | 1994

751 officc nrachines T NA. NA | 0.03 ~0.09 |
76 family cquipment N.A. NA | 000 0.00
785 | bicycle NA. NAT[" 7014 0.10
78 fransportation NA[TTRAD 0.00 0.00
B clothing and accessories 193 24T 22| 358

85 footwear | a9 [7o86 [ 253 330
896 fine arts products | 0.00 0.01 001 | 0.00

Vict Nam's industrial policy also addrésses the inmportance of the efforis to shift the
industrial structure to gain a comparative advantage in the international matket, siice the
industrial sector is expected to be the major driving force for' the economic development,
The growth of industsrial sector is targeted at 14-15% anaually _l(jward the year 2000, with
the share of the sector reaching to 34-35% of GDP in the year 2000.  To accomplish this
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targel, both export-oriented and inmport-substititing industries are expected to be promoted.
Other eleménts such as rural development, pollution control and compatibility with the rules
of AFTA and WTO must be taken into consideration. Under this environment the
government of Viet Nam must chosse the best industrial growth path, which leads to the
sectoral industrial policy of each indusiry.

“Viet Nam's sectoral targets in the five year plan scem broad-ranging and ambitious in
their scope and scale. Morcover, they underscore expectations that the country will be
siriving in parallel to boost export and impoit-substitution industries, as well.  Above all,
the past experiences of othér East Asian ¢ountrics in the cited industrial ficlds will be of
‘value to the search for the growth path that offers Viet Nam the best prospect of exploiting
ils comparative advantages.  With few exceptions, niost Asian countrics to date have opted
for export-oriented models of growth, and on that basis they (ypically started by developing
their textile industries and other simple labor-intensive sectors, thereby effectively putling
their- labor forces to work. Next, they shified their emphasis to more advanced tabor-
intensive industrial pursuits such as the manufacturing of machinery and electronics.
Certain ASEAN member-siates in particular found it relatively casy to get their more-
advanced, labor-intensive operations up and running by capitalizing on 'f()reign direct
investiment and importing sophisticated plant equipment developed in the electronics
revolution. In view of the current international backdrop, it would appear that shiﬂing
from low-tech to high-tech labor-intensive industries, as many ASEAN countries have done,
is the best path of growth that would allow Viet Nam to exploil its comparative advantages
in certain export industries, Many foreign investors share this view. Indeed, it is a

position thal seems all the more persuasive if one bears in mind Viet Nam's competitive
cdge in human resources.” |

‘One factor deserving special altention is the importance allached to capital-intensive
‘industries by the sectoral goals of the current S-ycar plan.  Countries with populations as
large as Viet Nam's will eventually need their owh domestic chemical and heavy industries.
Though industrics in these ficlds can be expected to have a number of favorable spillover
effects on other seclors of the economy, they typically demand enormous initial investments
and on top of that, will not engage a very sizable share of the labor force al the outset.
Unless steps are taken to identify the important features of a given industry and ensure that
investiuents iil it are not wasted, the resulting burden on the economy will probably be
“severe. In the nex! section, we pursue a mullifaceled examination of five industriat sectors
| thought to be targeted for especially heavy levels of investment under Viet Nant's corient 5-
year ptan, and follow up with several recommendations. '
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5-2 Five Capita'l Intensive Industries and Possible Problems for New
Investment

Labor-iniensive pursuits seem to be the most appropriate approach to industriatization
for Viet Nam at present. - However, history shows that capital-intensive projects in the
heavy and chemical industries have played an impartant role in the overall industrialization
process in some Asian countries (see Box 5-1).  In the initial August 1995 draft of its 5-
year plan, the Vicinamese government demonstrated steong interest in a number of capital-
intensive projécts in the heavy and chemical industries that could be expected to effectively
exploit the C(:linlry's'nalu'ral'res’ources.' Fbilowi'ng is a discussion of the features
characterizing five of those sectors--ii steel, peteoleum refining, petrocheniicals, urea
fertilizer, and cement--with attention to international market trends and the possible
problems for new investment.

{Box 5-1) The Korean Experience and the Currend Situation in the ASEAN Economies

In 1973, Korea formulated a master plan forthe heavy and chemical industries and embarked on an ambitious
programcompnsmg extensive investments in the steel and petrochemical sectors. At the outset, its investments
were criticized as being improdent and simply 100 big in their scale.  However, thanks to expanding domestic
demand and heightened éxports, the country sueoeedsd in weathéring the financial bwden. In fact, those
investmeats effectively laid the foundations for much of South Korea's strength in the international market today.
it should be noted, though, that the country put more emphasis on domestic demandthan on exponts. Only in the
1990s have the ASEAN nations reached a stage in their growth at which domestic demand is sufficient to
accommodate investment projects in the steel and petrochemical industries.

All of these industries typically demand enornious capital outlays and have long
payback periods. Moreover, even small differences in unit production cost can be the
dividing line between business -success and failure.  Another problem is that all the
products of these sectors (except cement) are in_tematiohal commodities, and as such, their
prices are subject o steep fluctuations influénced by global cconomic trends and the balance
of inferirational-market supply and demand. Viet Nam can expect a sharp increase in
domestic demand for the products of its héavy and cheiical industriés once it reaches a
further stage in its economic development. - At present, lhbu_gh, that demand falls short of
what should be considered an appropriate scale for capital outlays in these ﬁel._ds. “This
reality demands an in-depth study of such factors as investment timing, trends in
international supply and demand, as well as the feasibility of each project that is planned,

The initial draft of the S-year plan placed stress on exploiting the country’s natural

resources. However, there is one point here - that deserves atlention and that l:as_ been
“cleasly substantialed by the Japanese and Korean expericnces in the field of steel: namely,
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that domestic sources of raw matcrials do not automatically translate into international
compelitivencss.  Crude oil and iron ore can be exported as raw inaterials. However,
Viet Nam could face heavy losses and liabilitics if the huge capital outlays and other costs
associated with transforming those raw materials into finished products are not below the
international average. It should be borne in mind that Vicl Nam's real strength is in its
huiman resources, not its natural resources. It is of critical importance that the country's

industrial policies strive to cffectively harness that strength.

(1) Steel

Steel is a sector that demands - enormous initial invesiments and - that has a strong
influence on other industrial sectors.  Largely for these reasons, steel ventures in other
- Asian nations have typically been started up as state-run, national projects.  The extended
‘Jead-times involved in steel-mill construction usually demand that the capital outlays be
pursued in tine with well-reasoned, long-range master'plmné. Such undertakings have not

always been successful in countries neighboring Viet Nam (sec Box 5-2).

(Box 5-2) The Bright and Dark Sides of Stee]l Mill Investment

High costs have in some instances made steel-mill operations a burdent in cedtain neighbering countries.
To give an example, Country M brought a direct-reduced-iron (DRI} steal mill (with 1.2 million tons annual
capacity) into operation in the early 1990s. However, the initial investment proved abnommally high. In
addition, the vast distance separating the steclmaking and roliing facilities has severcly inflated the trocking
costs. As a resuli, the niill is now mnning a huge deficit, and a3 a state-nun enterprise, it has become an
increasingly heavy burden on the government’s finances. :

- By conltrast, a comparablé DRI plarit brought on-line in Countey 1 has been operating well and is now even
under study for capacily expansion. “Though cconomic growth has stoked intense domestic demand for $teel in
both countrics, 1he lwo projects described above have demonstrated sharply'diver'gent performance in terms of
their profitzbility. The lesson is that even projicts for small-scale, integrated steel plants deserve careful study

regarding their feasibilily.

Forecasts are that Viet Nam will witness a surge in domestic stcel demand during the
early years of the 21sl century: At that time, it may appear feasible to build a 3-million-ton-
class blast-furnace-integrated steel mill. In the event Viet Nam decides to go ahead with
such an undertaking, it will be essential to ensure (i) that the project is internationally
competitive (e. g., by locating it in a Jarge seaside complex aimed at maximizing the beaefits
of scale); and '(i'i) that domeé{ic deniand be able to consume a substantial amount of the
facility’s output. Unless the first of those conditions is met, the country will have to
assume a Signiﬁcén't share of the costs; that could franslate into pressare on the govcmménl
budget or on consumers themselves. - 1f the second condition is not met, the operation will
face h_eiigh_tene'd exposure to risks stemming from international price trends, and hence,

increasingly serious business risk, in turn,
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Though it is anticipated that Korea, Taiwan, and other Asian countrics will pursue
aggressive capacily-expansion programs in the years ahead, infrastructare projects have
been fucling steep growth in demand for steel products.  For that reason, the shortage of
stecl in some ASEAN economies is expected to last beyond the year 2000, Demand in the
marketplace slackens, though, whenever a new, large-scale facility goes into operation;
accordingly, a close cyc should be kept on capital investment trends in Korea and Taiwan,
two countries thai will be positioned to export more of their steel output in coming years,

- One feature of the steel industry in most ASEAN economies, now, is that electric furnaces
and rolling mills produce most of the steel aimed at meeting domestic déiand. Another is
that steel-related capital-spending plans are concentrated in projects to build or expand
medivm-scale electric-furnace stecl mills (up to 1 million tons annual capacily) and hot-
“jolling mills.

Domestic reserves of iron ore do not afford a country’s steel industry a competitive
advanlage in the international market, as can be seen from the success of Japan and Korea,
two countries which lack such reserves. Essentially, stechnakers in those two countries
sought to cut their costs by importing quality iron ore in quantity with special ships, and by
engaging in the mass-production of steel at large seaside complexes.  Their effectiveness
in that undertaking has becn substantiated in the marketplace. By conlrast, an integrated
steed mill built on the assumption that domestic reserves wilt be its source of iron ore faces
the danger of becoming tied 1o a caplive mine anid losing its flexibility. In the end, rising
costs could force its eventual failure.  Accordingly, when planning to build a steet mill that
will do business in the international market, the issuc of feasibility shiould hinge on the
question of whether it will be able to establish a cost structure that allows it to compete on
export prices with counterparis in Japan, Korea or Taiwan.

{(2) Petroleum Refining

Viet Nam hias shown interest in establishing and running export-orientéd petroleum-
refining operations near its oil ficlds.  In East Asia at large, however, it is anticipaled that
such projects will be sited closer to final sources of demarnd than 1o oil fields. There are
several geasons for that cutlook, all having to do with the questionable profitability of
export-oriented refining facitities located near oif ficlds--not just in Viet Nam but in other
countries as well, First of all, new facilities of that kind would 1ot be cosi;cbmpelilive
with Singapore, which is currently the region's principal center for exports of tefined
petroleum products.  Second, patlerns of oil-product consumption and standards of
quality differ by country. ~ And third, such facilities tend to have  dif ficulty in selling the
by-products of their refining processes.
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~Viet Nam also has plans to set up joint-venture refining operations funded with forcign
capital.  Should such venlures eventually materialize, it will be of the utmost importance to
sustain their profitability,  Additionally, Viet Nam will have to clear a number of hurdles
relaled to its’ administrative structures and other issues.  Foreigh investors who have
shown interest in forming joint-venture arrangements may abandon their plans unless Viet
Nam can overcome its hurdles and guarantec that such projects will be satisfactorily

profitable (sec Box 5-3).

(Box 5-3) Is Petroleum-Refining 2 Lucrative Business?

“As an industrial sector, petroleuni refining should be recogeizedas a business that runs on e_klremely thin
margins. Thoigh the situation may have been otherwise during the oil-shock years, refineries over the past decade
have turded an average margin pes barcel of only US$1 orso.  That works out to around US$30 million per annum,
assuming that a refinery processes 100,000 bartels per dny, 300 days out of the year. Refineries still have to
docduct their interest payments anddepreciation costs from that total.  Petfoleum refining is onty one link in the
oil business chain, which comprises the acquisition of éxploration and extraction rights, explofation and
extraction opeiations, oil produclion, refining, petrochemicats, disteibution, and refailing. It is therefore
critical that oil-refining projects properly balance the interests of investors and the recipient country.

In not a few cases, conflicting interests between investors and the recipient country
have stalled progress on projects for refineries funded with foreign capital.  One refinery
project in Country C, for instance, has been put on hold due (o just such conflicting
interests. Basically, what happened is that foreigh investors sought steep payroll cuts as a
measure to improve productivity at the refinéry in question. Country C was opposed to
that, and in reaction demanded a large-scale payroll increase aimed at creating more jobs.

(3) Petrochemicals

‘Burgeoning demand and protective policies ih many Asian countries have helped their
petrochemical industries expand and develop by leaps and bounds in recent years.  Among
ASEAN cconomics, state-run enterprises have been leading a full-scale foray into the
upstream sectors of the petrochemical field since the inid-1980s.

Despite the importance of ethylene centers as crucial foundations for the basic
* piaterials industry, some of their intrinsic features urge caution with respect to the timing of
entry into’ these fields.” First, projects in this field fequire huge investménts, and
petrochemical products are extrenicly sensitive to international price trends. For these
“reasons, upstr‘eam'pctrdchemical ventures tend to carry significant business risk.- Second,
they wilt be of questionable feasibility unless: the domestic market is developed enough to
“absorb a substantial share of their output.  And third, while they are capital-intensive, they
are capablé of employing only a relatively marginal share of the labor force (see Box 5-4).
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(Box 5-4) Troubles for New Ethylene Centers in Neighbering "Countries

Inihe event Viet Nam doécides 1o build an integrated plant ot some point inthe future, it will conceivably be
designedto produce import subslitutes, as has been sceén with similar Facilities in'ncighboring ASEAN member-
eointsics. In that undertaking. though, Viet Nam will find it essential (o dovote enough stidy to the domastic
development pace of phastics processing ahd other downstream petrocheiical sectors.  Pétrochemical products
for export arc pronc to wild price swings. On top of that, they generally face long periods of sluggishness
punctuated by short boonis in business.  {(International prices for most Fast Asian petrochemical products are
influcnced primanily by economic trends in Burope and North America, regions that have excess capacity of theit
own.} Thelast shost-term boom caded about a year ago; prices have since movedinto a weakening teend.

Ceunity T did not condwt thorough cnovgh feasibility studies.  largely for that reason, its upsiream
petrochemical sectors are now heavily dependent 06 the exporl market and consequently have been exposed (o
higher levels of business risk. A 100-perceit forcign-capitalized ethylene center in Cowntry | provides yet
another example. Only a smolt share of its output ‘is destined for the domestic marketplacé, and as a poorly
profitable expori-oricnted venture, it is now in financial trouble.

Indonesia, Thailand, and Malaysia have rich reserves of oil and natural gas.  As their
own track records show, they first cullivated their oil-refining industries and moved to lay
the foundations for their petrochemical sectors while drawing on foreign investment to fund
the developiment of domestic ventures in plastics processing and other downstream sectors.
Once the downstream sectors entered a growih phase, these countries (hen decided it was

time to build cthylene centers and other upstream facilities.

However, it should be realized that Viet Nam cannot usefully apply the lessons of its
neighbors in this area without some adaplali(m to its own set of circumstances. First,
viewing the creation of AFTA, Indonesia, Thailand, and Malaysia have begun moving
steadily to liberalize their oil sectors: .g., by abandoning restrictions on markel entry,
lowering tariff rates, and lift'ing ceilings on forcign invéstment.  As a latecomer to the field,
Viet Nam has found the international community less and less tolerant of the protective
policies it has followed so far,  Sccondly, Singapore and other countries are now pursuing
capacity-expansion plans aimed at expanding their share of the Asian markel. It thus -
stands to reason that cost-competitivencss will become an even more influential factor ihan
ever in determining whether a project is commercially successfut or not.

These factors essentially underscore the importance of devoting ample smdy to the
content and duralion of industrialization. policies that will be within ‘the bouiids of
international tolerance, particularly when a project is carried to the implementation stage.
In addition, they point to the need to carcfully gauge whether a project will be cost-effective
enotigh to compete at the international level.,

56




{4) Urea Fertilizer

Urea -fertitizer plants are highly capital-intensive and, as such, demand appreciable
injections of ODA and other foreign investent for their construction. It is therefore
essential to carefully examinie their feasibility not only in terms of domestic agricultural
policy or the use of natural gas, but also with atention to such factors as the outlook [or
internationat supply and demand, and the question of whether they will be cost-competitive
enough to withstand the ups and downs in international prices.

Annual growth in world demand for urea fertilizer averaged over 5 percent during the
20-year span (o the end of the 1980s. As it happeiis, that period was marked by an
ambitious drive in capacity expansion, with the result that conditions of excess capacity
have predominated since. The 1980s witnessed a global glut of urea fertilizer, together
with a collapse in the price of naphtha. These developments set the stage for a sharp
plunge in the international pfice (per ton) of urea fertilizer, i‘esulling in fluctuations as broad
as $60 per year. During that period, whenever international prices weakened, fertilizer
plants not cost-compelitive with plants in neighboring countries saw their operations slip
below the break-even point and accordingly found themselves threatened with operating
losses (see Box 5-5). '

(Box 5-5) The Hardships Sufferéd by Urea Feslitizer Plants in Nelghboring Countries During
Protracted Slumps

In the mid-1980s, estimates are that the production cost per ton averaged US$180 at a urea fertilizer plant
(with ancuml capacity of approx. 500,000 tons) brought inio operation arourd that time in Couniry M. Had
market conditions forced the plant 16 ship its output at a price 'of US$100/ton, it would have faced lossés totalmg
around $40 mitlion a year.

*" 1n the late 1980s, Country T had plans to buildanew, 670,000-ton-capacity fertilizer plant that woild have
been a statenn ventue. lowever, the entily that would have been responsible for the plaat's operation (the
cotintry's National Fentilizer Corporation) was dissatisfied with the findings of a project: feasibility study
conducted by an international aid organization, and therefore called on a university professor to re-evaluate the
project from an unpamal standpoint. - Though this droused the public’s interest, the project was ultimately catted
off.

_ In Countiy B, thelate 19805 saw completion of work on three fentilizer planis (of comparable scale, each
with annual capacity of around 500,000 toas) thar “eredesagned to utilize natwal gas as their chief raw matérial.
When construction work began, estimates were that the theee plants vmu!d all have production costs of around
US§115/ton. Had they been fosoed 1o sl theiroutput ai under US$100/ton, they would have each been saddled
with losses of over $20 mlllzon per ancum,

An examination of fertilizer-plant earnings structure reveals that essemié]ly three
‘factors influence final produclion cosis; raw-material costs, plant construction costs, and
operating rates, Naphtha and natural gas are the principal ingredients used in the synthesis
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of ammonia, and as such, they are the' main components of variable cost. ‘Procuring raw
materials domestically and sustaining high operating sates will help plants stabilize their
production costs.  Domestic agricultural policies and international price trends will be the
key factors iiftuéncing sales. -

Urca fertilizer is a typical international commodity; its price reflects global treads in
supply and demand and fluctuations in the price of naphtha and natural gas, the wo
principal materials used in its manufacture. The past year or so has witnessed a recovery
in the price of urea fertilizer, and partly for that reason, plans for new urea fertitizer planis
are back in the news. It shoild be noted, however, that in 1994 and {995, the former

~ Soviet republics together had excess capacity in the range of 8 million tons, an amiount
equivalent to over 10 percent of global capacity.  There is-a chance that trends in this arca
of the world will drastically upset the batatice of the global vrea fertitizer market, In fact, it
is strongly likely that the international price of urea fertilizer w:ll remain highly volanle for

~ the next five years,

(5) Cement

The products of the four industrial sectors already discussed--stec), petroleum refining,
petrochemicals, and urea fertilizer--have status as international commodities,  Accordingly,
planis engaged in their manufactore tend to be directly exposed to international price
competition.  Another feature js that such commoditics are usua]ly the object of tariffs,
price controls, or other protective policies that place a burden on the national economy.
Cement, by contrast, is an important basic material used chiefly in infrastructure and-
buildings. Since cement is bulky and would thus impose high Shipping costs, the
industry is fundamentally “indigenous.”  In addition to these factors, though, itshould be
nated that Viet Nam is endowed with extensive limestone réserves, and that the domestic
construction boom has fueled a sharp expansion in “deinand for concrete, presenting

favorable market conditions for the siting of domestic cement plants.

Though cément plants typically require less investment than do 'pl'zmts in the
' petrochemical or steel sectors, they ar¢ machinery-driven undcr[akmgs nonetheless, and
accordingly require lengthy penods before they begin 1o’ show a retura on investment. © At
present, financial difficulties have limited efforts in capacity expanslon by Viet Nam
Cement Corporation. Furthermore, the current dlfﬁcuiues involved in mobihzmg domestic
private-sector capna] essentially mean thal new unde;takmgs in capacity expansion- will
have to depend on dircct investments from forelgn ﬁrms



While foreign investors are altracled by the above-noted factors characterizing Vict
Nam's domestic businéss climate, some have expressed concern about the stability ‘and
transparency of policies influencing cement prices and the outlook for clectric utility rates.
In addition, somec feel thal seaside cement plants in Viet Nam could be cultivated 'into
internationally competitive hubs for cement exports.  However, the influx of forcign direct
investment could end up hampered over the longer termy if foreign companies are saddled
with an excessive share of the cost burden associated with the development of port and
transpoit facilities and other clements of essential infrastructure.

Policics for the cement industry should take into account the indigenous features of the
sector itsell and allow for finely tailored capacity expansion plans shaped by forecasts of
local deiitand. - In view of the high shipping costs, local fluctuations in supply and demand
could undermine the stability of corporate earnings even if the market is batanced at the
national level. In any event, the favorable conditions for the sector suggest Vielnamese
entreprenetirs could enter (he cement business once the domestic private sector accumulates
enough capital.  On-site mixing of cement delivered in dry, bag form by truck is the
standard pattern of cement consumption in Viet Nam. - Accordingly, steps to cultivate the
cement industry could alse be expectled to promole the development of indigenous cement
packing and trucking operations and other downstream processes that would provide more

jobs to engage the labor force.

5-3 Bottlenecks to Foreign Direct Investment

Foreign diréct investment (FDI) has been the indispensable element of economic

growth in ASEAN countries and will be so in the case of Viet Nam, too. In 1995, 394

- projects (excluding Oil and Gas) were licensed for US $ 6.6 billion, which is 62% more

than in 1994,  In contrast to this rapid increase, implementation or actual investment is not

. growing as fast as license approval. The accumulated implementation rate declined to

39% in 1995 from 60% in 1991. This decline is mainly due to the increase of the weight

of manufacturing projects, which require several years to implement, but might partly
reflect desatisfaction of foreign investors with the current situation of Viet Nam,

- Astandard procedure for FDI has not been established and foreign investors have 1o
cope with situations case by case. In order to analyze this "many doors” environment of
FDI, we divided the flow of investment activity into.threc stages. First stage: Gelling
investment license, Second stage: Construction of blam, Third stage: Business operation.
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In the first and second stages, various administrative problems were pointed out.
Among them quite noteworthy is the issue which might relates to the reform of state-oivned
entacrprises (SOEs) in Viet Nam.  In fact, applications for projecis viewed as having the
polential to infringe on the interests of existing statc-owited enterprises (SOE) have in the
past been turied down, or their applicants pressured (o aller proposed equity stakes or
project content (see Box 5-6).

{Box 5-6) The Relationship befween Promotion of Foréign Direct Investiment and Reform
of State-Owned Enterprises

Measures to overhaul Viet Nam's SOFs shoild be pursved within the coritext of the larger, national sirategy
forindustrialization. - Tt should be noted that it will take timé (o establish effeciive systems of social insurance or
franieworks suppoitive of 3 maskei economy.  On that basic understanding, Viet Nam has the option of aiming for
asofi fanding based on the two-irack approach demonstrated by China: namely, by (i) revitalizing its SOFs while
(ii) simultanecusly working to cultivate its non-stale-owned corporate secior. To that énd, efforts would be
¢entered on establishing abusiness environiment that allows staté and nod-staté entérpriseés lo compete fairly with
each other on a "level playing ficld" In acountry with the scarcity of private entrepreneurs Viel Nam currently
suffers, it may be necessary to pursue joint-ventures between SOEs  znd foreign investors, the chief objective
being to énhance the management efficiency of the former.  In certain respects, FIN approval policy in Viet Nam
seems guided by a desire to protect the interests of existing SOEs.  Continued reliance on this sort of protective
policy, however, would not only preserve the entrenchedinefficiencies of SOFs, but wouldalse discourage foreign
investors and hence hinder steady inflows of FDl-now a key ingredient of Viet Nam's strategy for
industriatization.

Our study is mainly focused on the third stage, as inlerviewees were those whose
businesses are already in operation. Most widely observed complaints were; a) it takes
time and effort 1o acquire import licenses of input materials for production from the
Ministry of Commerce and concerned ministries, b) high import tax for parts has created
obslacles for foreign affiliated companies, and ¢) accomulative turnover tax is penalizing the
developmient of domestic production. ‘These factors lead to an increase in the price of
products and reduce their competitivenéss.

' T'hroughou! stages, cach ministry deals with both informal discussion and application
from foreign investors, basically case by case. A yardstick of one ministry sometimes
coniradicts the measure of another. - As a result, foreign investors tend 1o perceive that
there is no one consistent p{)iicy for FDI, reducing the aliractiveness of Viet Nan.

5-4 Problems of Small and Medium Enterprises and Rural Industries

Rural farm households account for the inajority of Viet Nam’s popuolation. - Owing to
the emphasis on regional balance, the country considers rural industrialization and the
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development of small and medinm enterprises (SMEs) to be especially serious - policy
challenges. To be sure, SMEs and raral industries have an important role to play on
several fronts: creating new job opportunities,” developing the supporting industries for
'machin‘éry, clectronics, and other moden scctors, contributing to an improved balaiice of
payments throngh heightened finished-product expotts and the substitution of intermediate
goods produced domestically for imports, in rural modernization and poverty alleviation,
and in alleviating disparities between urban and rural arcas. J apan wid other neighboring
Asian countries valied the role of SMEs in their économic development and, from the
- perspective of enhancing their market economies, they all moved at a comparatively early

slage 1o actively promote SMEs.

Viet Nam’s efforts in this area, however, have only just begun. Small and medinm’
enterprises and rural industries in the country currently face a plethora of difficulties, and
stifl appear unable to fully exercise their latent potential. The findings of this provisional
joint study and of past studics all suggest that rural industries and SMEs in the

manufacturing sector face problems of the following kind.

Firstis the shortage of capital. Though bank loans to the privale sector have recenily
been on an upswing, they seem limited in their scale. Hence, while many SMEs and
independently run businesses have plans to expand, they lack the funding to put those ptahs
into action.  In some cases, il is difficult even to obtain access to bank credit.  Morcover,
since most financing is short-term and carries high interest rates, SMES that do have access
nonetheless find it difficult to obtain medium- and long-term financing.  Viet Nam needs
‘fo devole study to its financing - frameworks for SME operations, including steps lo
‘establish a system of credit guarantees. |

Second is the scarcity of market data. Many SMEs appear to be seriously frustrated
with the lack of information, particularly on domestic market sectors exhibiting growth in
demand. This situation seems 1o urge that consideration be given to mechanisms for the
sharing of information on the Vietnamese and foreign imarkels.

‘Third are’ the difficulties involved in securing sites for industrial operations.  This
problem exists nationwide, not only in and around Hanoi or other large cities, but also in
smaller cities.  In fact, many businesses find it almost impossible to expand their facilities
in order to meet bufgeoning domestic demand or orders from abroad,  For this reason,

thiey are unable to deal with existing noise and air- or water-pollution problems. ~ Viet Nam
should explore the possibility of developing industrial parks not only for foreign companies,
but for its SMEs as well,
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Fourth is the need for management consulting and assistance in produﬂ quality control,
produclivity cnhanceinents, and so foith.  Most SMES in Viet Nam lack management
~experience or expertise, and thus need help with their manageriat affairs when preparing to
expand.  This situation calls for efforts  to - increase the availability of management
‘assistance services, for instance, as offered through focal chambers of commerce and
induslry.

A fifth problem, and on¢ that is related to the scarcily of information on forcign
~“markets, is the difficulty SMEs face in direcily exporting their products. Export licensing
requirements, export quotas, and complicated export procedures all form a bottlencck that
cffeclively forces most SMEs to export their producis through state-run trade cotporations
or SOEs instead. That approach, however; prevents them from gaining direct contact
with foreign buyers, and from enjoying the many benefits such contact could afford,
including information on foreign market conditions and the acquisition of essential expertise,
Small and medium enterprises have also seen their export poteatial inthibited by the lack of
_ anexpon financing system.

Yet another problem, albeit not one faced only by SMES or rural industries, per se, is
the underdeveloped state of Viet Nam’s legal code and other elements of business
infrastructure.  Though cfforts to fay its legal foundations are moving forward at a
feverish pace, the country has yet to put the finishing touches on its commescial code.
Not only that, but some of the newest laws on the books are simply too generalized,
making them virtually impossible to eiforce in practice.  Though the country has sou ghtto
compensate with decrees, ministerial ordinances, and administrative guidance, these efforts
have been widely criticized for the lack of 1rw1Sparen¢y' characterizing their appIicélion.
The tax codé is also a general problem, and one that affects large companies as well. The
high tax rale on corporate profits, along with the sales tax and a host of other taxes as well
as ‘additional fees collected by government agencies, together have a stifting effect on
private-sector business activity. The goveinmient has decided to offer tax breaks for
businesses engaged in priority fields by revising the profit tax and establishing laws on
doncstic investment. Al present, though, many companies are unable to benefit from any
of the incentives ostensibly offered by these legislative changes.

The joint study also found problems with the underdeveloped state of infrastructure
(particularly the road networks utilized by rural in’duslry), cempetition with black-market
goods, the shortage of skilled engincers and other professionals, and the backward siate of
education in rural arcas.
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In view of the importance of the country’s SMEs and raral industrics, the Victnamese
govemmcnlshould first come up wilh active poficics of assistance.  Next, it would seem
essential o put some institution in charge of all the administrative affairs relating to SMEs
and rural industrics, and to strive to establish an effective administrative system. - Once
that framework is in place, it will then be necessary to address the problems cited above in

carnest,

5-5 Participation in AFTA and APEC and the Expected Inipact on
Viet Nam '

In ters of industrial policy, Viet Nam faces unprecedented pressure to pursue its
industrialization within new, unified regional economic frameworks, such as AFTA.
Over the long range, it appear% that the country's deregulation-led participation in
international trade will be an cssential condition for its industrialization-fed economic
advance and eventual transformation into a full-fledged markel economy. As other East
Asian countries have demonstrated from experience, derégulating trade and investment is a
vital part of economic developrent strategy. Viet Nam should view participation in AFTA
and APEC as steps along the pathi (0 trade and investnent deregulation that will be integral
{0 its long-Tange poticies of industrialization.

AFTA has been engineered to foster opportunities for trade particularly within the
ASEAN communily, and to encourage exparnided inflows of foreign direcl investment. To
that end, AFTA member-states will take steps to deregulale intraregional trade and
investment and cut the cost of doing business with each other by standardizing their legal
codes and other msmuuonal frameworks. Pamcnp'mon in the AFTA framework will
afford Viet Nam opportumhes to boost ils expols and lure in more foreign investment,
‘while at the same (ime allowing it to compete with other counteics region- -wide.

AFTA participation can be expected basically to have the following effects. * In their
mtrareglona] trade, AFTA member- coumnes will be able to expand their exports due 10
lower fariff rates; reduce the cost of zmpons of raw materials, parts, and capital goods, and
unprove the efﬁcnency of lhelr domestic manufacturing bases through compétition with

| xmporls Also, measures to deregulate foreagn investment can be expected (o widen the
mﬂux of foreign investment froim counlnes outside the AFTA communily. In addition,
steps o deregulate mlrareglonat trade will llkely have the foilowmg, indircct effects on
fore:gn direct investment; i.e., " boost levels of investment auncd at expandmg expons ©
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AFTA countries; cut back on fevels of investnient for domestic manufacturing projects in
countrics whose markets have 1o date been protected by high tariffs; and cut back on
investments in exports destined for markets owtside the AFTA community.

The strength of these effects will depend on the initial economic conditions and
competitiveness of the AFTA country in question. To be sure, the benefits of trade
liberalization will be limited in countries that do not yet have an adequately funiciioning
market economy of that still suffer boltlenecks in funding, technology, or infrastructure.
Prior to joining AFTA, mosi countrics of the region other than Vict Nam had already
inoved on their own initiative to deregulate rade and investment, and had track records of
rapid economic growth. In that sense,  Viet Nam will be a latecomer to- the fold.
Accordingly, it faces the challenge of exploiting the opportunilies provided by AFTA
participation and surmounting the hurdles to its satisfactory enjoyment of the potential
benefits therefrom.

In effect, Viet Nam differs from other countrics already party to AFTA in that it bears
the fallowing se¢t of initial conditions. (i) Itis still an economy in transition. (i) It is s{ill in
the early stages of its economic development. (iii) AFTA participation wilt demand that it
pursue more extensive, far-reaching measures in structural adjustment (deregu!ation).' Gv) R
is heavily dependent on AFTA countries for trade (20 percent of exports, 30 perccnl of
imports). During the deferment period for implementation of deregulation measu.res, Viet
Nam will face the necessity of 'doing everything within-its power to address the above
shortcomings in its initial conditions, and compete openly with other countrics of the
region.

Hafnessing foreign direct investment will be one of the most effective and important
vehicles Viet Nam can utilize to that end; as the rapid pace of industrialization in other
ASEAN countries has already shown.  Foreign direct investment can pkiy an instrumental
role in offsetting Vietnamese deficiencies in such resources as technology, financial might,
and management expetriise; enabling the country to more quickly draw on its latent
comparalive advantages, e.g., in termis of quality human resources; and fostering domestic
gains in business efﬁcieﬁoy To ensure that foreiga direct investment effectivéiy serves
these ends, however, it is essential that Viet Nam Iake sleps to establish a fundamentally
sound investment climate rather than focusmg its priorities in se!ecled projects alone. That
is to say, the country nceds to develop and improve on its mfrastructural cssenlsals for

“indus(ry, lransporlahon and telecommunicatiois, estabhsh suitable- lega! and tax
frameworks for mvcstmem streamling its administrative proccdures and pursue pohcm in
macroeconomic stabilization.



Esscatially the same arguments' will hold for p:irticipzition in APEC. What is more,
‘the benefits of APEC particip‘ation will be even broader in their scope, including regional
coonomic assistance in hurman fesources devetopment and technical assistance programs;
assistance for the development of a market-oriented infrastructure; and most-favored-nation
treatment from the U.S. and other APEC member-countries. At preseit, the terms for
participation appear less siringent for APEC than for AFTA. For instance, 2010 is the
deadtine for full regional liberalization, and the defennent periods can apply (o a broader set
of conditions. Given these features, it seems advisable that Viet Nam actively explore the
prospect of participating in APEC as welt.

Generally speaking, Viet Nam should strive to maximize the benefits of participation
in APEC and AFTA (and eventually, in the WTO). - To be sure, international confidence in
the future of Viet Naim's economy can be expected (o climb, provided it demonstrates an
enthusiastic attitude toward participation.  While the terms for participation do not appear -
easy to satisfy, Viet Nam will still have some flexibility regarding the timing, speed, and
content of any measures it actually pursues in the arena of deregulation. . The prime
expectation of countries in their eérly'stages of economic development will be that they
demonstrate a medium- or longer-term commilment to the liberalization process.
Multilateral and bitateral negotiations on actual deregulalioh timetables and exemptions
(temporary grace periods, at the very least) will still be possibte.
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6. Agricultural and Rural Development

Vietnamese agriculture ‘has undergone various changes owing o chaiiges in the
potitical and economic ciwironment, The Doi Moi policy and thie subséquent renovation
process aimed at changing the cconomic system from a planned to ‘a market-oriented
economy. Under the reform process, production and marketing mechanisms  were
liberalized and long-term land tenure was secured for individual farm households. The
cconomic incentives *farmers gained thréugh the renovation process have enhanced
agricultural production.  In fact, during the five years from 1991 to 1995, gross doinestic
product in the agricultural sector achieved average annual growth of 4.5%.

6-1 Factor Analysis of Increases in Agricultural Production

" Rice production in paddy equivalent has increased from 19.2 million tons in 1990 to
24 iillion tons in 1995, representing annual growth of 4.6%. This remarkable
achievement has brought an increased and stable supply of food to the pcople as well as
exports of nearly 2 million 16ns of rice every year.

This rapid increase in rice production has been achieved by an increase in the sown
area, a shift in crop seasons from lower yielding winter paddy to higher yielding spring and
autumn paddies, and to a lesser degree, the overall yield increase per unit of sown land,
The Mekong River delta has led these movements with an increased sown area, a shift to
the spring and autumn paddies and a modest yield increase per hectare.  In the Red River
'Del{a, on the other hand, the increase was, {0 a large extent, realized by a unit yield increase
and partially by a shift in paddy cropping scasons. '

This increase should be regarded as (he combiied and integrated outcome of the
intensification process to which various factors such as high yielding varieties, higher
fertilizer application and more intensive pesydisease control contributed, apart from an
intensive input of labour.  Above all, the investment in irrigation and drainage was most
instrumental to the production increase, since (he spring and autumn paddies are grown -

* during the dry season, thus require irrigation. High yielding varieties iﬁclu.cling' hybrid
- rive are available for spring and autumn crops The yields of these varielies increase with
greater intensity of cultivation.”

Equally important was the institutional framework ¢stablished since the renovation,
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Indeed, stipulation of fand use rights has motivaled fanmers to invest in ways to-increase
ptoduction.  Agricultural prices are determined by market forees which have encouraged
farmers to produce crops and livestock of their own choice and giving theim responsibility
for their decisions. The rural credit system was restructured and re- -established through

which funds have lowed into fanin households.

At the same time, as time passes after the start of the renovation process, therc is a
concern that the éconaimic incentives offered (o farmers may not be sufficient o realize the
sustainable development of agriculture. A few worrying signs have slarted 1o appear.
The recent trend of investinent in agriculture, for insfance, is not encouraging. There is a
need therefore to strengthen the confributing factors which brought about the production
increase in the past decade so thai their effects will be lasting and more significant.

Rice prices are subject o government intervention through public agencies and state
companies both in the domestic and export markels. The recent trend, in which farmgate
prices have risen while retait prices have been relatively stable, would suggest a general

- streamtining of the market and a reduction in the margin between farmgate and retailer
prices.  In the export market as well, due mainly (o improvement of quality, exporl prices
of Vietnamese rice have risen and the difference between world prices has narrowed.,
However, there is still room for improvement in the public market intervention so as o
ensure greater stability of consumer prices and, at the same time, to eincourage domesiic

production.

6-2 Diversification of Agriculture

" Diversification of agriculture, together with intensification of production, is regarded
as the strategic direction of the deévelopment of agriculivre in Viet Nam. - Geographical
expansion of agriculturat land is limited and, if possible, difficult and costly. = In fact, as
commercialization of agriculture has been progressing, supported by the changing pattern
of food consumption patticularly in urban areas, diversification of farming in introducing
new crops, animal husbandry and aqua(':ulturé has been taking place.

‘Diversification of agriculture has also been progressing at the national level. “While in
most cases diversification at farm and country levels advances simultaneousty, speciatized
_production zones of certain crops and livesiock are somelimes being created.  For example,
farming systems incorporaling  winter vegetables, flowers, and aquaculture with the
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conventional rice double cropping are spreading in the Red River delta, and zones
speciatizing in rubber and coffee are being formed in the Central Highlands and Northeast
South.

In procceding with diversification at the farin level, the following pose constraints:
poor land and irrigation conditions which prevent a variely of crops from being grown, lack
of effective markeling systems and iransportation facilities, shortage of credit (specifically
medium to long-term loans), and a less than satisfactory level of research and development,

A review of the future market prospects of four export crops - coffee, rubber, tea and
‘vegetables - is found out in the Repoit. These ciops were selected because of iheir
importance in further expanding agricultural diversification. '

While coffee production as well as expoits have been rapidly incréasing and new
- markets are explored the future prospect of the world coffee imarkel appears not wholly
optimistic. The present high prices may not last for long as the market as a whole is
saturated.  Fast growing markets for coffee tike Japan and Republic of Korea prefer the
high quality arabica beans. Quality- control together with an increase in the arabica
production arc crucial to maintain the expdn momenium of Vielnamese coffee,

~The prospécts for rubber are brighter than those for coffec as the demand for natural
rubber from the tire manufacturing industry has been increasing and will further increase.
As Viet Nam is a new entrant to the world rubber market, quality improvement o establish
its reputation is the key for penetration.

Though Viet Nam is a traditional tea exporting country, in view of the saturated world
market, future prospects are nol promising.  Prices are unstable and remadin low.
- Marketing promotion should be vigoricusly pursued for exploring and expanding foreign
markets.  Exports to Japan at the trial stage reimain small in qiantity.

Vegelable exports to Japan, both fresh and semi-processed, are virtually the sole
potential exporting market, but have so far been limited due to the unique nature of the
Japanese market which requires specific quality, shape, coloar, size, tasle and delivery
timing. * Considerable ¢fforts together with cstablishment of information systems and
marketing chanitels are riceded in order to penetfale into the Japanese market,
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6-3 Re-establishment of Farmer Organizations

As a result of the renovation policy, in which individual farm houscholds became the
basic production units with full responsibility for production and marketing, agricultural
cooperatives and production groups were expecied o be the service organizations for
individual farm households. As a matter of fact, however, few cooperatives  and
prodiiction groups succeeded in adapting to these new roles, while many were dissolved or
remain inactive.  Even in surviving and aclive cooperatives, (he activitics are mostly
lirvited to the maintenance and operation of irrigation facilitics.  Some “good" cooperatives,
however, aré providing services like fertilizer supply, plant protecion and veterinary
services in addition 1o irrigation, implying that after marketization, those responding to the
farmers’ needs bést wilt survive and prosper.

" A noticeable phenomienion concerning group activities in rural areas is an increase in
farmiers’ small groups. Although a detailed profile is difficult to draw up duc to their
diversity, these groups, spontancously formed by farmers for mutual help in pursving
mainly the ecqnomic interest of members, should attract attention.

The roles and advantages of cooperatives in a market-oriented economy can not be
over emphasized. ‘These roles and advantages however are yet to be fully exploited.
While the recent move of the government 10 enact the Cooperative Law is a landmark step
to encourage and build effective agricultural cooperalives, furiher steps are needed to give
stimulus - and to facilitate the organization of = agricultural cooperatives in other

circumstances,

" Several issues are raised in order lo promote farmer organizations, especially
agricultoral cooperatives. = They include:
(1) " To éxamine the advantages ‘and disadvantages of multi-purpose cooperatives including
credit services.  Lessons may be drawn from similar cases in Asian counitries; '
(2) To establish regional and national federations -which provide information, guidance,
audits and training to individual cooperatives;
 {3)- To overcome serious obstacles dué to the accumulated debts of old cooperatives to state
© " institutions and the arrears of their meinbers; and
(4) - As small groups of farmers are the strong promoters of the development in rural areas,
" alegal framework and preferential conditions should be pravided in order to encourage
their activities. o
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6-4 Restructuring of the Rural Credit System

The rural credit system in Viet Nam was restructured and re-established in 1990,
The main insiitutions are the Viet Nam Bank for Agriculture anid Poople’s Credit Funds,
together with credit cooperatives, and special credit schenies like the Viet Nam Bank for the
Poor. ‘These institutions are functioning cffectively and complementing each other.  As a
result, short-term loans are niceling ‘a large part of the requirements, at least for the
relatively beiter-off farmers.

As intensification and diversification of agriculture procecds and is promoted, the
provision of medium and long-term loans should be substantially increased.  Thése loans
are, at the same time, to be provided under feasible conditions, in terms of lending
conditions as well as in amount, while (inacing institutions should maintain their viabitity
and sustainability. An emphasis is also placed on lending to emerging subsectors
including the agro-related p‘roécssing indusiry which would lead to increases in added value

*in agricultural production and rueat employment opportunities.

Savings mobilization and mutual lending based on the cooperative principle has great
potential.  In this connection, the People's Credit Funds is expected to play a significant
role, particularly as a pivolal organization to coordinate and combine credit cooperatives -
under the new legal and administrative framework.

Special credit schemes which provide funds to specific groups, often at preferential
conditions, have their own "niche” in serving these targeted clients. - The ‘government
~ should further support these schemes particularly those oriented towards the rural poor.

6-5 Future Policy ~and Strategic D'ircc_ti'ons for Sustainable
Agricultural Development

From the above .observa{ioi}'s about the issues crucial to future development of
Vietnamese agriculiure, the future poficy framework to increase production, improve
farmers' incomes and enhance rural living conditions are derived. ~ Sustainable
development should be achieved through intensification, diversification and strengthéned
economic incentives,

Sustainable production requires: (a) increased investinent in agriculture centering on

70



infrastructure such as irrigation, drainage, land consolidation, raral roads and rural
electrification; (b) strengthening rescarch and development for continvous technotogy
improvements and breakthroughs; and (¢) institutional arrangenents including, among
others, extension of improved technologies, acceleraied issuing of certificates of land tenure,
and credit provision. Public expenditure in these ficlds should be in¢reased. On a
- medium and long term basis, discussions at the national fevel will be initiated regarding the
extent and magnitude of investment in agriculture to secure a stable supply of food for the
changing pattern of consumption and demand.

“tn view of the continuing importance of rice as a staple food, and in the farm and |
national économies, it may be opportune to review the policies and measures 10 stabitize
vice prices. ‘The present incchanism should be scrutinized in respect to effectiveness,
resource allocation, and overall poliéy objectives. 'Experiences of other ASEAN countries
in rice price interventions would provide useful references.

Farmer organizations, specifically agricultural cooperalives, are considered to be
instrumental in realizing the advantages and benefit for farmers from a market-oriented
economy for farmers, The government recognizes the impbnancc and' need of
reconistructing agricultural cooperatives and has been (aking action to this effect.  Although
suppori by the government is necessary, at least at the inception of the reconstruction stage,
it must be carefully implemented, lest it discourages the autonomy and initiatives of
cooperatives and voluntary participation of rural people.  As the rural credit system has
been re-established, the pending tasks ase to {ill in the existing gaps in the system and
further expand those areas in which urgent action is required, as pointed out in earlier
paragraphs. At the same time, in order to ¢nsure the financial viability of the system
including rural savings mobilization, coordination between farmcr organizations and the
credit system should be considered. Given that investment and other mcasures are
“effectively carried out, it will not be very difficult to achicve the targets for food production
set in the next phase of the five year plan 1996 -2000. With the conlinuing fast growth of
the economy, Vietnamese agriculture will face new issues and challenges and is expected to
respond to them. * The next five years will be crucial in building the base for sustainable
agricultoral dévelépmem beyond the year 2000.
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