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Following the process of renavation based upon the Resolution of the 6th Congress of the
Cominunist Party of Viet Nam on shifling the Vieinamese economy from a centrally ptanned one to a
market oriented economy in a socialist mode with State management, the financial and tax systems in
Viet Nam have been' significantly reformed. However, renovation is a process taking place
everywhere, from abstract theory to practice, and having been improved on a step-by-step basis, with
cvery result obiained and every experience learnt taken into account to improve itself to a higher level
for a better appropriateness 10 the current situation, and to respond to requirements of cach stage of
development of the country. According to the results obtained and current status and goals of socio-
economic development deseribed in the Party’s Resolutions, the process of financial and tax reforms
in Viet Nam can be divided into two stages: the starting stage (1986-1995) and the stage of renovation
for modernization and industrialization of the couatry (beginning in 1996).

The starting stage (1986-1995) had as its main task to renew the financial mechanism and tax
system to overcome the crisis and depression period.

Before that slage, the economy had been controlled by a cenirally planned mechanism. The
Government had been conduction socio-economic programs by making administrative ordess. Al
economic activities {including production, distribution, trading and consumplion) were carried out in
accordance with State plans. State Budget revenue came mainly from the public sector in the form of
SOE turnover revenue and profil contributions determined by the Government based on the principle
of enough revenue collection for expenditure. During that time, the role of taxation as a tool for
macroeconomic management was very limited, both in quality and quantity. Budget revenue was
always shorted for current expenditere, and the inflation rate was very high, while the standard of
living was very low.

In accordance with the policy of economic renovation with the development of a nulti-sectoral and
market-ori¢nted economy, the law on Foreign Investment in Viet Nam was passed by the National
Assembly in 1987, The economic structure of the agriculiural sector was reformed; the management
mechanism of SOEs was restructured with more business and financial freedoms given to them.
International trade was also expanded to open up the economy to the world. In the financial and
monelary sector, price controls and subsidies, and the quantitative distribution mechanism were
climinated. Fixed assets of SOEs were reevaluated for deprecation purposes and the salary system was
reformed. Prices of power, fuel, and water supplies were saised to express real value of inputs of
production. Associated with the renovation of SOEs structure, a policy of capital grants was designed
for them, together with a responsibitity for capital preservation. In 1990, the system of 1ax policies
was first reformed with the introduction of laws and ordinances on different taxes vniformly applied
to all sectors of the economy. The 1990 tax system includes the following taxes: turnover tax, profits
lax, excise tax, export-import duties, agricultural land use iax, land and housing tax, royalties,
business licensing tax, slaughter tax, capital user fees, and scveral other charges. The attributable
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feature of 1his stage in financial and tax systeins is the fact that the government management has been
carsicd out by the means of law, creating a legal framework for business aclivilies to be run in an
cquitable market environment. Central planning has been removed, giving SOLs more freedom and
making them more adapiable to a competitive market econoniy and creating favorable conditions for
atl sectors of the economy to develop.

In line with the improvement of the socio-cconomic sitvation in the country, the financial and tax
reforms have made significant contributions to sustainable and stable growth, and to overcoming the
economic crisis. The cconomy has golten aver depression and started to develop at a rapid pace. For
the first time, all ptanned economic indicators had been achieved in the period of 1991-1995.
Economic structures of differcnt sectors and areas have been moved into a belier direction with
cstablishment of a mulli-scctoral economy. International trade has also been expanded, with a broader
international market and increased amount of FDI, Progress has been wade in financial and monetary
sectors as well. Budget revenue has got ils main source from our domeslic market, providing enough
budget for current expenditures, with a certain part of it saved for development investment and debt
payment, The size of development investment has increased and the standard of living has been
improved.

With the achievements made over the last 10 years, Viet Nam is ready to walk inte a new era of
development, focusing on modernization and industrialization of the country. ‘The starting point is the
5-year plan of 1996-2000. The main requirements of this period are sustainable and stable growth rate
and better economic efficiency. Maximum capital mobilization is the key deciding factor for
development. Improving competitiveness of the economy is the key factor for Viet Nam (o integrate
into the region’s and world’s economy.

The above-mentioned socic-economic objectives are requiring further improvement of financial
and tax systems for socio-econromic development,

Following the resolutions of the 8th Congress of the Communist Parly, the National Financial
Policy has been designed to focus on the following 8 arcas:

Capital mobilization and capital market development

State budget

Tax system

Financial policy for enterprises

External finance policy

Policy on economy

Financial audit and control

Improvement of efficiency and capability of personnel in management and operation of the
financial mechanism.

Based on the above-mentioned areas, the followmg works have been carsied out:

- The Law on SOFE was passed not long ago, and the rules on depreciation, and financial
management in SO were promulgated on Jan. 1st, 1997, in accordance with it. The rules on public
enterprises and privale sectors are to be introduced very soon.

- The Budget law was passed last year and has come into effect since 1st Jan 1957,

- The rules on Governmental management and guarantees over foreign loans are being considered
for amendment.

- New regulations on accounting standards were passed to be applied to all accounting companies
and the state audiling authority.

- In order to preparc for establishment of a stock market in Viet Nam, regulations on a financial
mechanism are to be passed {o create a legal framework for establishment and development of
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intermediate financial institutions such as insurance companies, other financial institutions,
investment funds, mutaal funds, pension funds, and social security funds, to expand convertible bonds
and accelerate the process of privalization of SOFs. New forms of overseas capital mobilization are
being developed with a focus on FIJ1 as the maia objective.

- The Government encourages all organizations and individuals to increase their savings for
developing investment. The Crdinance on economization and the Ordinance on capital mobilization
for infrastructure development are being draft for consideration by the Standing Commillee of the
National Assembly.

The following is a briefing on the current 1ax system in Vit Nam and the content of tax reform:

The achievements of the last 10 years in Viet Nam have created conditions for a new era of
development of the country focusing on modernization and industrialization. The starting point is the
Five-year Plan of 1996-2000.

The target of socio-economic development and ¢xpansion if international economic relations
requires the tax system to be reformed in order 1o overcome ils constraints in terms of narrow base,
too many objectives for one tax, non-transparency, complexity, tax regulations stipulated outside of
tax laws, incompatibility with international practice, etc.

Main objectives of tax reform:

- To overcome the constraints of the current tax system, taking advantage of taxation as a tool for
revenue mobilization for the budget, and for the process of economic development and modernization
and industrialization of the country.

- To make the Vielnamese tax system compalible with international practices, and to create more
favorable conditions for international economic cooperation with the region and the world as well,

- To establish a transparent, equitable, stable tax system favorable for economic development.

The 2nd step of tax reform covers:

+ Introduction of VAT to replace the turnover tax (TT)

+ Amending the Law on export-import duties toward elimination of expoit dutics and tariff
reduction,

+ Introduction of Business Income Tax to replace the Profits Tax.

+ Introduction of Personal Income Tax to replace the Income Tax on High Income Earners.

+ Amending the Ordinance on Royalties and introducing a law on Royaltics.

+ Introduction of a Law on Land Use tax to replace the Ordinance on Land and Housing lax and the
Law on Agricultural Land Use tax.

+ Introduction of a Property tax.

+ Introduction of an Ordinance on Charges.

+ Introduction of a Law on Business Licensing tax associated with the regulations on business
registration, :

it takes time to fulfill the designed program of new tax introductions, On the other hand, to avoid
any damage to business activitics and budget revenue, each new tax is to be introduced in accordance
with relevant circumstances and the capacity of the country. In the coming period, it is nccessary to
reform the most troublesome and important taxes.

There also is needed a transitional period from old to new taxes in order not to pul the economy in
any shock.

Upon the request of the Government, the 1996 program included submission of the Bills on VAT to
replace TT, on Business Income tax to replace the Profits tax and Personal Income tax to replace the
income tax on High Income Earners.
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Following the decision, those Bills on VAT, Business Income and Personal Income (ax were
submitted for consideration at the 10tk Scssion of the 9th National Assembly in late 1956.

After receiving suggestions from National Assembly members, the Government decided that the
Bill on Personal Income tax nceded further improvement (o be more compatible with the situation in
Viet Nam. Therefore, for now, only few changes have been made, which are: the thieshold has been
raised to 2 mil/month, and the provision for a tax on gifts in form of cash from overscas has becn
removed. The amendment was passed by the standing Commiltee on Feb. 20th, 1997.

The following is the main content of the Bills on VAT and Business Income tax which will be
consideced at the 11th session of the 9ih National Assembly in April, 1997:

| . Bill on Value Added Tax (VAT)

1. Taxpayers

The VAT is lo be introduced to replace the current Turnover tax; therefore, persons subject to VAT
will be the same as Turnover taxpayers. They include business entities engaged in production of and
trade in goods, provision of services, and importation of goods and services. However, (o make it
more appropriate to the socio-economic situation in Viet Nam, inheriting several provisions of the
current Law on Tumover tax, the VAT is designed to provide temporary exemption to agricultural
activities, production and trade in sall, transfer of Jand use sight, credit activities, financial and
panking services, medical care, movie production, education and professional training, passenger bus
transportation, and irrigation scrvices to farmers.

2. Methods of Tax Computation

As a general principle, VAT is imposed on the valuc added on goods and sefvices during the
process of production, distribution and consumption. According to current practice, the following
methods of tax computation are stiputated in the Bill on VAT: _ _

- Indirect subtraction method is applied to business entities with proper bookkeeping and invoice
issvance. According to this method the tax due = output tax —input tax.

- Direct subtraction method is applicd to other taxpayers. According to this method, the tax due =
tax rate X (Qutput — Inpul)

- Yor impotts, VAT due = taxable price X tax rate.

3. Basis for Tax Computation

The basis for tax computation is taxable price and tax rate.
+ Taxable price: ,
* For domestic goods and services, taxable price is invoice selling price exclusive of VAT,
= For imported goods and services, taxable price is import price plus import duties.
» For processing activities, taxable price is commissions, _
» TFor goods sold on credit, taxable price is not instailments, but the total price of each item at
the time of supply. '
+ Tax rate: .
In addition to the rate of 0% applicd to exported goods and services and processed goods for export,
there are three rates of 5%, 1095 and 20% proposed o replace the 11 rates of the current Turnover tax.
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It is suggesicd that business activitics and essential goods currently subject to lower TF rates will be
taxed at the tate of 5% under the VAT; the rate of 10% will be applicable to activities and goods
subject to middte TT rates or lower rates, but having high potential to develop; high TT rate activities
and goods, or those not encouraged for consumption, will be taxed at the rate of 20%. VAT is paid on
a monthly basis.

4. \nput Tax Credit

Input tax credit is granted to taxpayers subject to indirect method of VAT computation, uader
which VAT due = OQutput Tax—Input tax. Input tax arising in a tax month is immedialely credited
against the output tax of the month. If the result is negative, the excess is carried forward to the next
tax period. Input tax of capital goods is credited along their depreciation period.

Taxpayers buying agricultural, forestry and other products from nontaxpayers are entitled to credit
their input tax cquivalent 1o from 1% to 5% of input value. The Governmenl is responsible to make
detaited provisions on this issue.

5. Tax Refund

The tax paid is refunded by tax authorities in the following cases:

- Entities engaged in export activities and regutarly having their input lax higher than their outpul
tax.

- Pledge, liquidation, or bankrupicy, provided that the finalization statement of tax liability shows
an excess payment.

6. Consideration for Tax Reduction

To make it more fexible in the transitional period from TT to VAT, the Government will consider
to provide tax reductions of uvp to 50% for a period of up to 3 years from the time of VAT
introduction 1o enterprises involved in production, transportation, and conslruction indusiries, and
making losses due to the fact that their VAT payable is higher than their current TT.

The same treatment is granted to enterprises importing materials and making losses due to the new
VAT imposed on imporis.

Il . Bill on Business Income Tax

1. Name of the Law

At the 10th Session of the 9th National Assembly, the Cabinet submitted the Bill on Corporate
Income Tax and the Bill on Personal Income Tax. After considering National Assembly members’
suggestions, the Corporate Income Tax was renamed as Business Income Tax to be more compatible
with the current situation in Viet Nam and to cover all kinds of business institutions established and
operating in Viet Nam. The Law on Business Income Tax will atso include several provisions of the
current Law on Profits Tax o make it clearer, more cquitable, and uniform all over the country, and o
respond 1o the development policy of muiti-sectoral economy in Viet Nam.
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2. Taxpayers

The law on Business Income Tax is introduced to replace the Law on Peofils Tax, and because the
Law on Personal Income Tax has not been approved, in general, business income taxpayers will be
those subject to the curcent Profits tax, including all organizalions and individuals doing business in
production, trade and service provision (hereinafter referred to as business establishment) deriving
income. However, in current circumstances and with consideration of the Profits tax, farmers deriving
income from selling grains of their own production will be exempt from Business Iacome tax. Grains
are rice, maize, potatoes of all kinds, and cassava,

From the time of introduction, the Business Income tax is uniformly applied to all busingss entitics,
inctuding foreign-invested enterprises, but not to those with investment licenses issued before the day
this Law comes into effect. They will pay their Profits tax and Withholding tax stated in their licenses
in accordance with the provisions of the Law on Foreiga Iavestment in Viet Nam.

3. Basis for Tax Computation

Basis for tax computation are total taxable income ang tax rate,
axable income of a business includes income {rom production, trading activities and service
provision {equivalent to the total revenue minus legal expenses) and other incomes, such as interesl,
provisional reserves, dividends, capital gains from securities, and other financial benefits,

- Tax rate: Business income tax rate is 32% applied on {otal taxable income of a business entity.

Inheriting several provisions of the current Law on Profits Tax and the Law on Forcign Investment
in Viet Nam, there are provisions in the Bill on Business Income Tax on different rates, as follows.

+ A higher rate could be applicd to enterprises involved in oif and gas industry and exploitation of
precious natural resources, but not higher than 50%.

+ Preferential rates of 15%, 20%, and 25% are applied to projects newly invested in encouragable
economic argas and sectors for a period of up to 60 months from the time of income derivation. The
standard rate of 32% is applied aficrward.

+ An additional income tax of 25% is applicd to after-tax income of enterprises enjoying
preferential conditions.

4. Tax Payment

'To make it relevant to the current situation in the country, tax payment is stipulated as follows,

- Enterprises with proper bookkeeping and invoice issuance pay the tax on a quarterly basis and
make finalization of their tax liability on a yearly basis al the end of each fiscal year.

+ Each year, based on its business results of the previous and the business plan of the current year,
a business entity declares its revenue, expenses and taxable income, fills in a tax return provided by
its tax authority, and files it with the tax authority not later than Jan. 25th of the year. The tax
authority checks the tax return, estimafes the taxpayer's lax liability of the year and informs the
taxpayer about the amount of its quarterly tax payment. Any change in the business plan is to be
informed to the tax authorily for correction of tax lability of the taxpayer.

- Business individuals and households or other business entilies without proper bookkeeping and
invoice issuance pay the tax upon tax notes issued b:y their tax authorilies on a monthly basis. The tax
due is assessed based on monthly taxable income. Faxable income is determined by using a cerlain
percenlage of the value added subject to VAT. This percentage is determined by tax authorities after
conducling a survey to make it relevant to each industry and sector. This group of taxpayers is not
responsible for making a finalization statcment of tax liability by the cnd of each fiscal year.
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Mobile traders pay their tax on a case-by-case basis at the place of purchase before transportation
of poods.

Viet Nam-sourced income of foreign companies without a permanent establishment in Viet Nam is
taxed at the source, and withheld by income payers at the time of payment, and at a certain rate fixed
by the Ministry of Finance.

5. Tax Reduction and Exemption

Business income (ax is a direct tax imposed on the income of business eatities. Thecefore, certain
provisions on lax reduction and exemption are required.

Inheriting the provisions of the Law on Profits tax, the Law on Iincouragement of Domestic
Investment and the Law on Foreign Investment in Viet Nam, and based on the current situalion in
Viet Nam, the Law on Business Income Tax includes the following provisions on tax reduction and
cxcmption to be more equitable for income redistribution,

- Tax reduction and exemption are granted to newly established enterprises:

+ Newly established production cnterpriscs cnjoy tax exemption for 2 years from the time of
income derivation and 50% tax reduction for the 2 following years. Tax reduction for up to 4 years is
granted to newly established enterprises operating in mountainous and remote arcas.

+ Newly established enterprises of encouragible investment projects enjoy 2 year tax exemption
and S0% reduction for 4 following years. Those operating in mountainous and remote arcas enjoy 4
year tax exemption and 9 year tax reduction.

Trading and service providing companics newly established within the framework of encouragible
investment projects enjoy tax reduction for 1 or 2 years from the time of income derivation. Those
operating in mountainous and remote areas enjoy 1 or 2 year tax exemption and 50% tax reduction for
from 1 to 5 following years.

- Manufacturing, trading, and service-providing cnterprises reinvesting to expand their size,
improve their technology and production capacity, are tax exempt {o the extent of the income received
from new investment.

- Manufacturing, trading, and service-providing enterprises moving to mountainous and remote
areas are tax exempt for 3 years from the year of income derivation in the new place.

Tax exemption is also granted to some other cases, such as:

+ Income derived from scientific research contracts,

+ Income derived from conlracts on providing technical services to agriculture.

+ Income of business entities where disabled people work.

+ Income derived from professional training provided to disabled, motherless children, small ethnic
groups, or disadvantaged people, at tabor centers or training services provided at home.

- The above-mentioned provisions on tax exemplion and reduction are applicd only to enterprises
with proper bookkeeping and invoice issuance, and not to laxpayers subject lo tax paymenl on
presumplive method or withholding method,
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1-H: Current Developments of the Monetary and Payment
System Reform in Viet Nam

Nguyen Toan Thang
State Bank of Viet Nam

Pham Xuan Hoe
State Bank of Viet Nam

As of the ¢nd of 1996, the Vietnamese economy has undergone 11 years of renovation with
prominent achievements: high rate of economic growth-average annual rate in the S-year period
(1991-1995) was 8.2% (compared with the planned rate of 5.5%-6.5% per year). The economic
structure has already shifted: the proportion of industry and construction in GDP was 22.6% in 1991,
up 10 29.1% in 1995; that of service was 38.6% and 41.9% respectively; the average growth rate of
export value was 20% per annum. The economy has just had internal savings; the proporiion of
investment funds for development was 15.8% GDP in 1990, up to 27.4% in 1995(in which domeslic
investment accounlcd for 16.4% GDP). The policy of the Communist Party of Viet Nam was to
conlinue to encourage the development of a mulli-sector economy, and to mobilize atl resources for
economic development, thus liberate a substantial work force, and create much employment,

Inflation was pushed back and controlied at the two digit tevel in 1993, and at the ong-digit level in
1996.

The achievements of cconomic growth and macro-economic environmental stability have affirmed
the very important contributions of the following victeries of the current monetary and payment
system reform course in Vict Nam:

| . Overall Outcomes of the Monetary and Payment System Reform
in Viet Nam

Monelary ;eform course in Viet Nam was considered as the brcakthrough step which paved the way
for the transformation of the economic management mechanism from the centrally planned,
subsidized bureaucsatic mechanism to the socialist-oriented markct economic mechanism with State
management. The start for this course was a shift of some State Bank branches (which used to belong
to the former mono banking system) to business units, then official establishment of two-tier banking
system was defined by 2 Banking Decrec-Laws promulgated in May 1990.

Over 6 years of implementing 2 Banking Decree-Laws, the relatively complete 2-tier banking
system has been established.

- The State Bank has ptayed a role of a central bank, assuming functions of state management on
money, credit, foreign exchange, implementation of monetary policy, and supervision of the
operations of credit institutions.

- The credit institutions have carried out the fuactions of trading on money, giving credit, and
providing banking services in the newly-competitive eavironment.
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It was very fundamental reform which made the banking system adapted to the market cconomic
mechanism, strongly develop trading and banking scrvice types to scrve economic growth, and
simullancously ensure gradual stabilization of macro-cconomic environment theough stability of
intcrral and external value of the domestic currency.

The monetary and payment systeim reform have achieved the following considerable outcomes:

1) Success in formulating and implementing monetary pelicy through implementation of a real
posilive interest rate system, and adjusting the foreign exchange rate relevant to the market price and
making it flexibly managed to ¢reate strong momentum for success in fighting inflation in Viet Nam.

Special emphasis was given to monclary and inflation control by the Government. Besides
implementing a tight monstary policy, the Vicinamese Government has carried out a set of big
intcgrated measures: sciling up and implementing an active, praclical plan of budgel receipts and
expenditures; increasing funds for goods management; applying price stabilization funds; sctting an
overall program of tong-term fighting against inflation. As a result, inflation was reigned at the 2-digit
level and had a gradual decreasing tendency over the past 5 years, from 67.1% in 1991 down (0 14.4%
in 1994; then 12.7% in 1995 and 4.5% in 1996. The State Bank has graduoally become flexible, and
sensifive in using monectary instraments aimed at inflation control,

The next step in the overall strategy of inferest rate reforn was gradually decreasing the interest
rale in conformily with stabilizing and decreasing the inflation rate. Up to now, after several
adjustments, the interest rate went down from 35% per year (in 1991) to 15% per year (in 1996) and
has been consistent with the international practice; medium-, long-lermi interest is higher than short-
teim lending interest; the gap between the domestic currency lending interest rale and foreign
currency lending interest rate has been gradually narrowed.

Despite the interest rate of Viet Nam being higher than that of other countries of the ASLAN gIoup,
it is still noleworthy that reducing the interest rate without reeruption of inflation was the success of
an appropriate, flexible monctary policy. In addition, appropriate sleps in adjusting interest rates
created momentum o help the strategy of funds mobilization achieve encouraging outcomes, the
average growth rate of mobilizing funds by the banking system in the 5-year period (from 1991 to
1995) was 24.3% per year. : :

The above-mentioned decisions and outcomes were all in the framework of the mongiary policy of
the State Bank of Viet Nam, which showed integration and relatively appropriate steps in the process
of shifting to a market mechanism. Thus, monetary reform has reined in and pushed back inflation,
created macroeconomic stability, enhanced public confidence in the banking system, helped
encourage all resources for economic development, and improved incomes of the laborers, and social
life.

2) The legal framework for banking operations has been established and improved step-by-step.
Following the issuance of 2 Banking Decree Laws in May 1990, a number of legal documents and
policy decisions were promulgated by the Central Bank to be applied universally to credit institutions.
In the process of implementation, they have been regularly adjusted and amended to meet
requirements of the real sitvation, which gradually helped make banking operations be in order and
consistent with the principles of the legislation.

3} Monetary markels, in turn, have been set up and come into operation, such as the domeslic
currency and foreign currency interbank markels and the Treasury Bills auctions market. The
operations of monetary markel were at the primary stage, but still helped the Central Bank grasp and
forecast some signals of the economy and set up some rationat monetary solutions aimed at reaching
the objectives of the monctary policy, mecting the requirements for development of credit institutions.

4) Ceasing currency issuance for budget expenditures led to big success with managing monetary
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policy, and facilitated mastery of the Central Bank in supplying money to the economy in conformily
with the objectives of economic growth and reigning inflation at the allowed rate.

5} The policy of foreign exchange management has been made and improved step-by-siep toward
the goals of using Vietnamese dong only in Vict Nam territory; increasing foreign curiency reseves,
and making Vietnamese currency become convertible in the future.

6) A system of monetary policy instruments (interest rates, reserve requirements, credit limtits,
foreign exchange rate, etc.) has been csiablished and used in accordance with the situation in Vict
Nam.

At first, mosily direct instruments were used; but the curzent tendency is towards a gradual shift, to
utilization of indirect instruments. The monetary policy instruments have been used flexibly and
cffectively in conformity with signals from the cconomy, so that its objectives can be achieved.

7) The banks had initiatives in their credit operations, and the collateral forms of real eslate, and
the warehouse of borrowers was legitimated. The banks have shifted considerably to giving credit to
the non-state owned economic sector, which drastically changed the structure of outstanding credit for
investments of the economic sectors. The State funds for aiding development were provided through a
system of the Bank for Invesiment and Development; the Government funds for fighting apainst
famine and poverly, and for job creation projects, were provided through a system of the Bank for the
Poor, and partially through 2 system- of the State Treasury. Mediuvm- and long-term credit has
accounted for an increasing proportion of total outstanding credit to the economy. However, credit has
not met demand for development. In general, credit quality has been still bad, while risks in lending
activities by credit institutions have been at high rate.

8) Over the past 6 years (1991-1996), the banking system structure has drastically changed various
types of banking organization and ownership.

Up to the end of 1996, there have been:

- 4 state-owned commercial banks (Indusiry and Commercial Bank, Bank for Agriculture, Bank for
Investment & Development, Bank for Foreign Trade) and Bank for the Poor

- 23 foreign banks’ branches

- 4 joint-venture banks

- 53 rural and urban joint stock banks

- 2 financial companies

- About 1,000 People Credit Funds in substanhal rural zones throughout the country.

‘The banking neiwork has reached populated areas. The Government has settled the issue of bad
debts of enterprises owed to banks, which helped make the banking systern and enterprises in the
economy be healthy.

The presence of foreign banks’ branches, joinl-venture banks (between Vietnamese and foreign
banks) and some representative offices of foreign banks in Viet Nam reflected the sense of opening
Government policy in the banking field. This has significantly contributed to success in attracting
foreign investment for economic development of the counltry.

Permmmg the foreign banks 10 operate in Viet Nam has created competition and helped local banks
rapidly approach modern technology, and slep-by-step be integrated with financial systems in the
region and in the world.

9) Paved the way and rapidly developed relations with international financial and monelagy
institutions (IMF, WB, ADB), and became a member of the international financial community, thus
Viet Nam could borrow considerable funds for economic development {from ODA, FDI, ete.).

10) The emphasis was given to fairly comprehensive renovalion of the payment system in 4
aspects: legal framework for making payments through the banks; diversifying payment; types,



especially intrabank payment and clearing; the payment technology to gradually modernize and spread
the paymient network has been to populated arcas; the specd of payment transactions have been
considerably expedited.

- Although the F.aw on Cheques has not been promulgated, as international practice, Viet Nam has
a firm lega! framework for this issue by assuming Government Decision 30/CP from on 9 May 1996,
on Cheque payments,

- BBegan to apply electronic payments, completed upgrade of the clearing centers in provinces, citics,
and then expanded to the zones; conducted automalic transactions throngh ATM, a link to the
international payment network (SWIFT); helped expedite paymeént speed in the cconomy, and saved
money.

- Providing cquipment o serve operations of the banking system of Viet Nam has alrcady made
progress in terms of speed. So far, the Vietnamese banking system has had above 9,000 PC, and many
systems have been linked, which helped rapid information processing, reduced payment processing
time, and enhanced the ability to steer savings under the management of the commercial banks.

Besides the payment system through the banks, there has been a rapid payment system of the
corporation of Posts and Telecoms of Viet Nam, which has operated very actively and been a
campetitor to help develop the payment system through the banks.

However, the development of a payment! system in Viel Nam still is lacking. This was obviously
showed by the small volume of non-cash paymealts in comparison with developing countries; cash
based payment is fairly popular {cash accounted for above a third of total liquidity). The number of
selilement accounts and payment transactions among the population through the banks were still small,
and the population was not familiar with opening accounts or making payment transactions.

The interbank payment system has been not firmly developed and has a lot of drawbacks. Thus,
transmitling money {rom one localily to another locality which is not under the same bank, still faces
some difficulties. This requires further development of the aclive interaction between the banks
through the interbank system, and development of clearing system in there areas, then of the
naltonwide clearing system (electronic clearing}, and of a modern and appropriate accounting system.

11) The banking supervision system has been enhanced and its effecliveness has been improved.
Now the banks are under the supervision of the State Bank and Ministry of Finance.

Emphasis has been given (o establishment of the State Bank Supervision Department. Periodically,
{monthly, quarterly, annually) the State Bank Supervision has gathered data, so as to carry out remote
supervision and on-line supervision programs. However, the ¢ffectiveness of the banking supervision
aclivities have been considered low due to the delay in discovering and timely preventing of
violations of regulations on banking operations.

Il . Orientations of Further Development and the Issues of Monetary
and Payment System Reform in Viet Nam

'The outcomes of the monetary and payment system seform have been encouraging, which affirmed
the correciness and appropriateness of the strategy and the steps in the framework of banking system
reform. However, in the next period, the new tasks of the economy and their objective are achieving
high and stable growth with macroeconomic stabilily, 1.e., controlling inflation at the one-digit rate
with a narrow ranging band. Ensuring the rclationship between the objectives of rapid growth and
stability of the economy is placed before the big challenge of the possibility of being far backward in
comparison with other induslrial countries in the region and in the world. Therefore the monetary and
payment system reform course in Viet Nam faces many new chatlenges:
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- It should be rapidly integrated with and be affiliated to the financial community in the region and
in the world, Foreiga economists have commented that there has been a wide gap between the banking
field in Viet Nam and that around the world in terms of qualification.

- With the requirements of rapid development of the economy, the key task of the current period, as
especially defined, is cnhancing the industrialization and modernization course of the country. The
demand for funds for cconomic growth is very big, and it is necessary to have solutions in the
circumstances requiring regular preventing and correct settling of the hidden factors causing inflation.

- The financial markets of Viel Nam have been underdeveloped.

- Domestic savings and investment have not met the requirements of rapid cconomic growth,

Thus, it is noteworthy defining that the monetary and payment system reform course in Viet Nam
has to solve many issues and focus on the foltowing key issues:

- Rapid developing of the financial-monetary cavironment, increasing savings and fnvestments.

- Continuing to formulate and complete appropriate legal structure to mect the requicements of
international cooperation and competition in the finance and banking ficld.

- Defining rational and flexible relationships among the foreign exchange rate, 1ariffs, interest rates
and other monetary variables to ensure a healthy, fair business eavironment for all subjects.

- Ensuring that the monetary seform be integrated with other macropolicies reforms, cspecially
financial and fiscal policies reforms.

- Bnhancing competitiveness of the local banks and financial institutions, and regarding that as
fundamental condition for ensuring equality and mutual benefits in relation with foreign partners.

With regard to key tasks and issues of the monetary and payment system reform course in Viet
Nam to be solved in the next period, some detailed programs to be implemented can be defined as
follows:

First, formulation of an integrated and complete legal system which will be appropriate to the new
stage of the economy-Upgrading 2 Banking Decrce Laws to a set of Banking Laws, improving and
amending the economic laws concerned, such as Law on Trade, Law on Fand, the slipulations on
collateral, morlgages and real estate business.

Second, completing the monetary policy of the State Bank, shifting from mainly utilizaling direct
instrumeats to utilizating indirect instruments to manage monetary policy.

Third, promoting mobilization of both domestic and foreign funds by the banking system, steongly
developing the money markets and the capital market. Encouraging increase in medium-and long-term
credit for investment to serve economic restructuring and investment more, as for all economic
sectors.

Special emphasis is to be given to completing the credit mechanism: credit insurance, deposit
insurance, minimizing risks, improving funds, and system safety.

Fourth, making the foreign exchange management policy consistent with the development lendency
of Vietnamese economy, 1hen consistent with international practice and the stipulations of the
international organizations and groups of which Viet Nam is a member (IMF, ASEAN, ete),
facilitating expansion of international financial relationships and gradually participating in the
international financial market.

Fifth, perfecting the supervision mechanism over the operations of banks and financial institutions
to ensure the system and create fair competition among the banks.

Sixth, gradual standardization of the accounting system of the banks in conformily with
international norms, rapid implementation of banking technology modernization program which has a
core of modernization, automation of payment system based on the projects funded by international
financial organizations, strongly developing the payment system in the populated areas toward
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providing home banking services.

Seventh, continuing 1o perfect the organizational miodel of the banks and financial institutions,
enhancing training and improving the knowledge of qualified staff with good behaviour who have
regularly upgraded their markeling and professional knowledge to be able to fulfil the new tasks of
the banking system at this new stage of country development.
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Economic Reform and Fiscal Management
of Viet Nam

Eiji Tajika

Hitotsubashi University

| . Introduction

Viet Nam started its economic reform toward market in the middle of the 1980s in the midst of
turmoil on both political and cconomic fronts. The war with China, and the succeeding coltapse of the
Soviet Union which terminated the life-support assistance to Viet Nam pushed the country to the
reform, and the severe budget deficits due to heavy price subsidies granted to state owned enterprises
and farmers put the economy under chronic three digit-inflation. Viet Nam officially declared its
serious reform package at its Sixth National Congress in 1986, which was dubbed “Doi Moi” (the
renovation). However, the fact would rather be that the country had no other option but te invite
market mechanisra to get rid of the vicious circle of subsidies and rampant inflation.

The reform scemed to be a success in controlling the inflation and guided the ¢conomy to the
unprecedented growth rates which have never been realized in Vict Nam. However, another side of
this good news would be that it has given the government a leeway to rethink of its reform package,
and the progress toward the market scems to have stalled. The long-awaited financial market has
never come into being and the private sector has not been emerging as an engine for the next stage of
development. The resiriction even toward foreign companies doing business in Viet Nam has not been
much liberalized; much worse, as the recent statistics on the disbursement of the FDI (Foreign Direct
Investment) shows, foreign pariners have been gelling reluctant to investing in Viet Nam.

What has been going on in Viet Nam behind the mist of scemingly good macro-economic
achievemenis? And how has the government been managing its fiscal policies on both revenue and
expenditure sides? The purpose of this paper is to deal with these problems using as much data as
possible, and to draw the course of development that Viet Nam has undergone since it began its multi-
sector and markel-oriented reforms. ‘ : :

The research on Vietnamese fiscal management so far has been almost dominated by the works
done regularly {as in publications of the country report) or with special purposes by foreign
assistance-related organizations, both multilateral and bilateral: the World Bank (1992, 1995a, 1995b,
1995¢, 1996), the IMF, the Asian Development Bank, the United Nations Development Program, The
Japanese Overseas Economic Coopetation Funds (1995). Spoomer (1988) is an exception and
discussed the state finance under Viet Nam'’s socialist period and estimated the magnitude of budget
deficits. However, the research on the fiscal policy in Viet Nam over the reform period has been as
rnuch scarce as the pre-reform ¢ra and may be said {o be long overdue. This paper attempts to examine
this open ficld and seeks to contribute o conceptualizing the nature of the public finance problems in
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Vict Nam in its transition o a markel econonty.,

The paper procceds in the following manner, The sccond section starts with reviewing the Eighth
National Congress in 1996 and locates the way the Communist Party (the Parly, hereinafter) vicws the
role of state scctor for econromic development., The review goes on to show how the Party regards the
problems in fiscal policy. With this as a prelude to understanding the reform strategy of the
government, the Vietnamese economy over the reform period will be overlooked. The third section
traces the development of fiscal management over the reform period: macro-¢conomic review of
revenue collection will be our first agenda; and structural, or more imrinsic, characteristics of
Vietnamesc tax system will follow,

‘The fourth section turns to the intergovernmentat fiscal relations and shows that the country has
been heading more toward centralization than decentralization. While this #tself is a descriptive
statistics on Vietnamese fiscal policy, the paper goes a step further to test how the state investment,
i.c., a ceitical source for devetopment in this capital deficient economy, has been determined over
provinces, The fifth section will do this job, and will show that the investment allocation has been
influenced significantly by regional balances, and thus, being able to grow faster has not guaraniced
more investment in Viet Nam,

The tast scetion concludes the pager by conceptualizing the nature of the government in Viet Nam.
The messages here would be as (ollows: too much emphasis of the government on the state seclor has
ended up with the fragile revenue sources, and too much concern with regional balances has dispersed
invesiment over the country and discouraged the fiscal efforts of local governments. In Viet Nam, to
grow faster and to become bigger is rather difficult; private businesses have 1o be in balance with the
state businesscs, and provinces have to be treated equal in every respect. A question that the
government of Viel Nam will have to answer soon is whether it can proceed the path toward markel
having everything this much in balance.

{|. The Economy of Viet Nam Over the Reform Period

1. How Does the Party View the State Sector?

In its potitical report at the Central Commillee (Communist Party of Viet Nam, 1996), the Party has
defined its multi-sector economy Let us stari this section with receiving the resolution of the Party;
we will go first to the state sector.!

Simply put, the state scctor will be assigned all the power to manage the economy. And it will be
playing a leading role for it. Then, where will be its main playmg fields?’

The playing ficlds naturally are restricted to the “vital branches”. However, the branches that have
been defined by the Parly are very wide and far rcaching, encompassing, in fact, every ficld of
economic aclivities including baking, “important production” and even service sectors. Under the

' To continue renewing and delivering cffectively the State Economy to make it play its leading role well: to
serve as a Jever for rapid economic growth and setilement of social issues; pave the way for, guide and support
other sectors to develop along; serve as the material force for the State to perform its macro-level regulatory and
managerial functions; and lay the foundation for the new socisl regime. (p. 51)

* To concentrale resources on developing the State economy in such vital branches and areas as social and
economic infrastructures, financial system, banking, insurance, important production, trade and service
cstablishments, and a number of enterprises undertaking tasks related to national defense and security. State

enterprises in gencral shall be medium or large sized, equipped with advanced technology, cun with efficiently
and able to gencrate large budget surplus. (p. 51)
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presence of these wide-raging activities of the state sector, how will individoals and small owners be
treated?”

Small playcrs can join the game, bul what the Party is saying to thems amounts io this: When you
grow big, you are a part of us, Granting that political resolutions may not reflect cconomic dynamics,
we still have to note that the Vietnamese multi-sector policy is not enhancing compelition among its
participants, and that the state sector is offered a reseived seat in the process of reform toward market.

With the path toward market thus defined, the Party discusses the 1996-2000 five-ycar plan,
Various weaknesses and shortcomings of the economy are examined, and in a section headed by
“Financial and monctary situalion remains unstable and unhealthy,” the weaknesses of the fiscal
policies are pointed out:*

Candid as they may, self examinations here are rather unorganized, in fact, every aspect of public
finance in Viet Nam looks weak, ranging from the budgel, the tax system, the local finance and the
finacial situation of state enterprises. An important question to be raised here would be whether the
cnumerated difficultics are mutually independeat, or rather they have come from the same source and,
therefore, they are closely interrelated. The rest of the paper will be devoted to answering this
question.

2. Three Characteristics of the Economy Over the Reform Period

Given the strong detecmination of the Party for strengthening the state economy, we would like to
portray the real economy, We will do this from three perspectives: the magnitude and growth rates of
the state sector, the process of capital formation and the macro imbalances sncaking from rising
imports. The picture we draw here is the expanding state secior under the incredibly limited supply of
funds for investment and the important role of the FDI in supplementing the state investment and in
sustaining the growth of the economy.

1y The Expansion of the State Sector

The assistance from the Sowel Union was terminated in 1989, and the bleeding reform that slashed
significantly the number of state enterprises and cut the budgel deficits very deeply was initiated in
1990. The two years, 1989 and 1990 wnnessed the harsh belt- ughtemng adjustmenis. The economy
started to rebound since then, and eight to nine percem real GDP growth rates has continued.

How has the state sector managed to survive during this reform period? Tables 1 and 2 show the
GDP data of the stale sector in comparison with the total and the non-state sector. The state sector’s
shares of GDP of various industries are depicted in Table 1. In total industries the state sector’s share
was aboul a third of the total in 1990 and 1991. But, atong with the accelerated growth thereafter its
share has increased to slightly more than fofty percent. Victnamese agriculture has been
predominantly the non-state secior’s activity, and the state’s coatribution has stayed at about three
percent.

Probably, the most noteworthy development has occurred in the industry. The industry in the

* To guide individuals and small owners, in their own interests and for the sake of production development, to
step by step join in cooperatives voluntarily, or to work as satellites for State enterprises or cooperatives. (p. 54)

* The State budget finds itself in constant tension, laden with large deficits. The tax system is still complicated,
with overlapping and irrationalities, which not only provides litile incentives to production but also is fraught
with loopholes. The deccentralization of budgel management is not yet rational, both scattered and over-
centralized, and inconsistent, leaving room for rampant ncgative practices and constraining dynamism and
creativensss. National asset, public finance and corporate finance of State eaterprises remain poorly administered,
resulting in considerable losses and waste. (pp. 124-25)
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industry total (this should better be calted manufacturing) has been the place for state enterprises in
Viel Nam, and the sixty five percent of the industry’s GDP was produced by stale enterprises in 1990.
This share has riscn since then to reach more than sevenly percent in 1994, Almost the same
observalion applies to the transportation and communications whose scrvices have been
predominantly supplied by the stale sector.

These findings are confirmed in a more straightforward way when the industrial growth sates are
compar¢d between the state and the non-state sectors, Table 2 shows the results. The growth rates of
the GDP of the state sector in total industeics have consistently been twice as high as the non-slate’s.
This difference between the lwo sectors is more striking in the indusiry in the industry total (ie.,
manufacturing industry), and the (wo sectors” growlh rate differentials seem to be significant in some
of other industrics.

The {wo tables, thus, point to the facts that the stale scctor has occupicd sizable shares in certain
industries like manufacturing, transportation and communications, and its shares have indeed been
growing faster than those of the non-state sector. The Party’s commitment to the state sector has really
been materializing through its reform process.

(2) Shortage of Capital for Investment

The second characteristic of the economy of Viet Nam to which we pay our altention is the
extremely severe shortage of capital. And this has resulted in very shallow investment of the state
sector. Investment data of Viet Nam are very difficult to interpret; and it is even more difficult to sont
the state investment out from the gross capital formation. Mere GDP statistics that has beea seported
by the World Bank and the IMF are hardly sufficient to do the job.

Table 3 shows the GDP data reported by the IME with one modification; gross investment is
divided into three categorics. That is, the state investment, foreign direct investment and other
invesiment now construct the total investment. Of the three types of investments the state investment
has been taken from the Statistical Ycarbook of Viet Nam, and the slate investment in parenthesis in
the table is the capital investment taken from the budget, which we understand finances the pubtic
investment.

Now, the numbers in 1995 read this way. The total GDT of the year amounhng to 222, 840 billion
dong consists of domestic demand, 246,966 billion dong, and the trade balance, minus 24,126 biltion
dong. The domestic expenditure is further decomposed into gross capitat formation and consumption,
which are 60,488 and 186,478 billion dong respectively. While these numbers suggest very high
propensity to consume and are imporlant by themselves, the focus of our interest here lics in further
breaking down the contents of gross capital formation.

The gross capital formation of 60,488 billion deng comes fmm the state investment, the FDY and
the residuals, which respectively are 21,500, 19,646 and 19,342 billion dong. Since the capital
investment of the government is 13,306 billion dong in this year, subtracting this from the state
investment should give us the investment by the state enterprises, which turns out to be 8,194 billion
dong.

If we can reach the gross invesiment of the state enterprises in this way, we can claim how small
the invesiment of the state sector has been. In fact, the gross investment of the state sector in 1995
was much smaller than that of the FDI.

Table 4 shows GDP components in proportion {0 GDP. From this table we can find out that the
gross capital investment of the state secior was only one to two percent of GDP during 1990 and 1992,
and three to seven percent of GDP in the succeeding years. Note that these are the gross invesiment
numbers, 50 in some years the net investment could have even be negative. And we can also find out
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that the gross investment of Vicinamess state sector has been more or less the same in magnitude with
the FI, showing the nation’s very high dependence on the FI for its capifal formation, Thus, we can
see clearly from Tables 3 and 4 that Viet Nam has been suffering from the shortage of investment
funds; and morcover, this has not much been changed behind its high growth performance.

(3) Rising imports and Trade Imbalances

The other side of the coin of the ¢xcess of investment over savings is the trade imbalances. In fact,
Table 5 shows this problem has been getting from bad to worse; the proportion of imporis in 199
was 28.5%, bul il went up to a startling 46.8% in 1995, The resulting trade imbalance, too, are
staggering; ten percent of the GDP was in short in Viet Nam to meet s rising imports in 1995, The
bottom two rows of the table are the elasticities of exports and imports lo GDP, and the numbers here
indicate that Viet Nam’s appetite for foreign goods are r¢sponding to its economic growth stronger
than the demand for the Vietnamese goods.

lll. Development of Fiscal Management

1. Improved Budgetary Management

In a country like Viet Nam that has been suffering from severe shortage of capital, savings has to be
supplemented by the government. Thus, it is understandable that tax reform was undertaken at the
very early phase of the reforin period. In 1990 various efforts were paid made to strengthen the
government revenue. First, the iégél' framework of taxes was introduced: the turnover fax and the
profil tax were defined as the Taws, replacing revenue transfers from state enterprises; the taxes on
tobacco, beer and spirits were transformed into the excise tax {the special consumption tax); and the
law of export and import taxes was also introduced. Other legal framework like tax ordinances and
decrees (including capital-user fees for state enterprises) was also aclively employed (o raise (ax
revenue. :

The second institutional reform for increasing revenue was to set up the General Depariment of
Taxation at the Ministry of Finance. Before the reform taxes were collected scparately from the three
organizations: Department of the State Sector, Department for Industrial and Commercial Sector and
Department of Agricultural Sector. In other words, the transfers and lurnover taxes by the state
enterprises were managed by the first two departments, and the agriculfural tax by the third. An
important aspect of this reform is that the General Depariment of Taxation set wp its local
counterparts at provinces (fifty three altogether) and districts {a little less than six hundred over the
couniry), and the administration costs as well as the wages at local offices were paid by the Ministry
of Finance. While the personnel working at local tax departments did not change and only the source
of their remuneration was changed from locat governments to the central ministry, this organizational
reform was an important step toward centralizing the tax administration.

Related to this, another administrative reform that helped strengthen the central government’s tax
collection was made; that is, cerlain taxes were carmarked for the revenue of the center. The export
and import taxes have been reserved fully for the central government, though it is the custom offices
of provinces and the cities that collect them. The special consumption 1ax has also been reserved fully
for the center, These two taxes alone should have a big boost to the tax revenue of the centeal
government. As for the profit tax, the proceeds frem the centrally managed state enterprises like
railways, postal offices and power companies are collected by the central government, and the rest
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shared between the center and the localitics.

‘These efforts for raising tax revenue have tumed out to be effective over the reform period. Table 6
shows (he hudget operation over the period the financial data are available. Of several interesting
budgetary outcomes over the reform period we would like to steess the following two.

The first is the sharp decline of the budget deficits. The last row of the lable gives the fiscal balance
(in cash basis, i.c. the balance that remains after making necessary adjustments for interest payment
and arrcars) in proportion to GDP. As was alluded to at the outset of this section, the fiscal house of
Viet Nam was deep in red before the serious reform took place. ‘The year 1990 was the first year of
such reform, and the years that follow have seen a drastic decline in fiscal deficits. The budget
deficits of this order are really amazing, and the rate of inflation also has subsided significantly along
this tight budget control, i.c., the rate of consumer price increase was above three hundred percent in
1989, whereas the corresponding number in 1995 about tea percent,

The second important fact of the budget management of Vict Nam is the sharp increase in revenue,
The first row of Table 6 reports the proportion of the total revenue and granis 1o GDP. The major tax
reform that took place in 1990 contributed o raising lax revenuc very sizably; the government
revenud in proportion to GDP has increased about ten percent from 1990 to 1995, and it has reached
more than twenty percent along the process of reform. Probably no other transitional economies have
ever achicved this high government revenue over less than a decade of reform.

2. Unstable Revenue Sources

Viet Nam’s reform of budget management has, thus, been a success in mobilizing resources by the
government. However, just as in the outcome of good macro-economic performance, noteworthy
structural problemns have been emerging; that is, behind ‘the soaring revenue the government’s
dependence on a handful of taxes has been increasing significantly and the revenue sources of the
country have become fragite. '

Table 7 shows the structure of revenue wheee major taxes and other revenues are divided by the
total revenue. The first row is the transfer from the SOE’s (State Owned Enterprises). This was the
tax in the socialist era in Viet Nam, but its share in revenue has consistently been declining over the
petiod of reform. However, from practical point of view, it might be better to say that this tax still
occupics about forly percent of the total revenue and by far the targest of the all revenue sources.

The second row of the table is the non-lax revenue, and it essentially comes from the exploitation
of 0il. Grants have two-to-three percentage share of the total revenue, but they are not a major revenue
source. The fourth row is the taxes from imports and exports, and they are increasing very sharply; in
proportion 1o the total revenue they have increased more than triple from 1986 to 1995, and they are
as large as about seventy percent of the transfers from the state enterprises in 1995,

The last three rows of the table show (he characteristics of revenue structure in Viet Nam, That is,
the total of the taxes and other revenues in the table per s¢ sum up to more than eighty percent of the
total revenue. That this ratio was high before the reform period is mothing unusual. However, an
interesting feature of the Victnamese tax system is that the contributions from state enterprises have
been replaced by the taxes on international trade. This fact reveals an important aspect of Viet Nam’s
tax structure: taxcs on market activities by consumers, agricultural households and other non-state
enterprises have not been developed, and the tax system of the country has essentially been
unchanged over the reform period, carrying the archaic features of the socialist regime.

How narrow, then, is the tax base? One index that we can calculate from the limited fiscal data in
Viet Nam would be the tax to GDP ratio of relevant economic sectors. The sectoral GDP may not be a
proper tax base when considering income-base taxes, but this is as much we can do for presenting
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information about the tax base in Viet Nam, given especially the available data.

“Fable & shows our results, Theit implication is very clear; In Viet Nam, taxes have been paid by the
state sector. The sector has contributed about thirty pereent of its value-added to the government,
probably before and throughout the reform period. And the decline of their tax burden in 1995 was
due (o a reform that returned depreciation allowances to the state enterprises. This, howevey, should
not be called a tax cut, for the deprecations are going back to where they should.

The tax to GDP ratios of non-state and agriculiural sectors are very low. While there are many
discussions and anecdotes that these sectors have been charged with various other non-tax and non-
official contributions, the (official) tax they pay is excecdingly small. Making unofficial tax burden
official and achieving belter tax compliance is no doubt one of the top priotily issues in taxation in
Viet Nam, but widening the tax base for more stable revenue would be as much important agenda of
reform for the country.

IV. Intergovernmental Fiscal Relations

1. Strengthened Fiscal Centralization

Integrating a country and achicving the highest growth cate are sometime not a consistent policy
goal, but two confticting ones. This seems to apply to Viet Nam as equally as to any other country, for
the country became one nation only in 1975 and has more than fifty (actually after recent separations,
sixty one as of 1997) provinces. In fact, local problems are everywhere in Viet Nam, ranging from the
nation’s politics, where the General Secrclary of the Party, the Prime Minister and the President arc
skilifully béla’nced in theic affilialidn to local places, to the allocation of budget, where incredibly
many rounds of negotiations have been taking place every year between the center and provinces.

_Probably no policy in Viet Nam hla's been prepared without due concern to provincial balances. And
fiscal relations between the center and provinces are the core of regional problems. We will tuin to
this issue and élaim tliat_ Viet Nam has been strengthening fiscal centralization over the reform period.
This observation will be carried to the ncxt section where we will overlook growth performance over
regions and examine how state iavestment has beeq allocated to various provinces.

‘Table 9 summarizes the overall fiscal retations between the ceater and provinces. The numbers in
1989 were taken from the World Bank (1992) and the rest from Ministry of Finance of Viet Nam, and
some of the critical numbers were not available in 1990. Therefore, the data are not complete in
reading fiscal relations over the entire years from 1989 to 1995. The data are constructed as follows.
The zow (a) is the revenue collected locally, to which two adjustments are made: the transfer to the
center, the row {b), and the receipt from the center, the row (¢). The row (d) (=(a) —{b) + (c)) gives
the net revenue of local governments, and this has been set équal to the local expenditure, for local
governments have to balance their budget in Viet Nam, .

Similar adjustments have been made 1o the budget of the central government. The transfer from the
localities is now the receipt of the central government and is placed again at the row (h), and the
transfer from the center to the localitics is now shown at the row {i). The net revenue of the cenlet is
show at the row () (=(g) + (h)—(i)). The central government’s expenditure is shown at the row ()
which, unlike the counterpart in the localities, has been more than the net revenue. The numbers here
are all aggregates and compatible with the budget data.

Now, we have calculated three indexes. The first one is the local to central nct revenue ratio, which
is the ratio of (d) to (j) and is shown at the third row from the bottom. That this ratio was .06 in 1989
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indicates that the localities reccived more revenuc than the center after adjustments were made about
the transfers between them. The numbers in the succceding years of the reform period are very
striking; that is, the localities have persistently been losing the capacitics to raise revenue on their turf.
Local governments collected as much revenue as the center at the time the economic reform siarted,
but several years of reform enabled the central government to raise twice as much revenue as the local
counterparts.

Although the direction of change has not been as straightforward as in the revenves side, the
proportion of expendilure made available by the localities seems to have declined over the reform
period. The index we have prepared is the ratio of the rows, (€) to (k), and is shown at the row (0).
The qualification on the data of the year 1989 that we mentioned abave applies here, and this year’s
numibers do not scem to fit well with those of the rest of years. However, over the succeeding years of
reform, it scems that the expenditures of localities have been ¢xpanding less than the center.

Local governments have, thus, been giving way to the central government in both revenue and
expenditure management. This has resulted in the decline of the proportion of revenue to expenditure
in focal governments. The last row of Table 9 gives the local revenue to expenditure ratio, and it has
gone down very sharply. That is, the capacity of localities in mobilizing resources has become smaller
aver the reform period.

2. Distribution of GDP, Revenue and Expenditure Over Provinces

Having discovered that the fiscal pendulum has swung toward centralization in Viet Nam, we
would like go on to see how GDP, revenue and expenditure have been distributed over provinees. For
this we have done two scts of calculation: the Gini cocfficients of respeciive variables at the
provincial aggregate leved; and those of the same variables at the per-capila level. Tables IO(a) and (b)
report the results of the calculation.

Table 10{a) shows the degree of concentration of various variables at the provmctal aggregate level.
Three obseryations seem to be worth mentioning here, The first is that the provmcnal GDP has had a
trend of further concentration. However, the second fact is that Gini cocfficients of provincial revenue
are much larger than those of GDP and have a clearer trend of increase. Since the revenue sources are
so narrow in Viet Nam as we have seen at the preceding section, provincial revenue tends to
conceatrate more than their GDP.

The third fact we would like to pay our atteation is that public expendilure has been distributed
more ¢qually than either GDP or the revenue. In facl' the Gini coefficients tel} that the degree of
distribution in expenditure has been very equal in Viet Nam.

Table 10{b) shows the Gini coefficients at the per-capital level. Since the economic and population
sizes of provinces are so wide ranging, discussion at the per-capital level should be more relevant
when we deal with the distributional aspect of fiscal policies. In fact, the Gini coefficients at pes-
capita level turn out to be much smaller than the aggregate level, though the three characteristics
above apply equally here. '

We can also confirm that the differences in the coefficient between revenue and expenditure at the
per-capital level are as large as at the agpregate level, Additional discoveries at the per-capita level are
that there are some differences in the coefficient within the expenditure. That is, the current
expenditure has a smaller coefficient than the capital expenditure, and basic social expenditures like
education and health have even smaller coefficients.

Thus, the picture of provmc;al distribution of revenue and expenditure thal comes out from these
observations is this: the provincial revenue that concentrates most has been split widely over
provinces. And the way the public expenditure has been distributed in Viet Nam appeals to our
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conmunon sense that social expenditure needs to be more equally disteibuted than other expenditures,
V. Determination of Investment Over Provinces

1. Seven Regions in Viel Nam

Distribuling social expenditure over provinces as equally as possible would be a sound policy from
equily as well as growth perspectives, for the society will never be stable unless good social
infrastructure is offered to the pubic. In a sense, a sound economy rests with sound social expeaditure.
However, distributing everything equally would discourage the incentives of the people, enterprises
and local governments to work harder and to take better care of themselves.

Moreover, some of the public expenditures for provinces, most notably the capital expenditure, are
crucial to their growth. Hence, pulling too much cmphasis on distribution and scaltering capital
expenditure about would not be a good policy, either. This should apply the better, the more capital
deficient the economy is. Thetefore, an important inguiry into the distribution of the public
expenditure in Viet Nam is to show to what extent regional balances have maltered againsl growth.

We will deal with this question by classilying provinces into seven regions. This classification is
nothing special and seems to represent the Vietnamese configuration of their country well. The seven
regions are: Norlh Central, Red River Delta, North Central, Central Coast, Central Highland, Sauth
East and Mekong River Delta,

Hanoi and Hai Phong belong to Red River Delta, and this region is the center of the north side of
Viet Nam. Quang Nam-Da Nang (now separated into two) is at the Central Coast and this is a middle
tand of the country. Ho Chi Minh City (HCMC), Song Be (now separated into two), Dong Nai and Ba
Ria-Vun'g Ta_ti are located in the South East: needless to say, the center of the south side of Viet Nam,
Mekong Delta, which consists of severat provinces, is the food basket of Viet Nam and has
contributed to rice exporl. The rest of the regions surround these four, and are economtically more
dependent on the ceater than those we gave a simple profile here.

Tables 11(a) and (b) show the GDP by region: regional shares of the GDP are shown in Fable
11(a); and the GDP growth rates by region in Table 11(b). The tables give us an overview of the
economic landscape of the country. Almost a half of the nation’s gross oulput has been produced in
the two regions in the south, and of the remaining haif, about sixty percent has been coming from the
two regions up north and the rest from the central part.

Table 11(b) shows that growlh rates have been increasing over the years except for a noticeable
decline in Mekong Delta. The reason for this is that ageiculture has not grown as fast as othes
industries. The table also ceports another evidence that the South Bast has been growing much faster
than any other region; and this explains the increasing share of GDP of the region in Table 11(a).

Against this background we go to Table 12 which shows the expenditure lo revenue ratios by
region. We are interested in seeing here how the emphasis on equal distribution of the public
expenditure has found its way into regional discrepancies in expenditure to tevenue ratios. And the
results are very much in line with our observation in the preceding seclion; those regions (refatively)
rich and endowed with good revenue sources have been much taken away of what they have collected.
The South East which is big and has been growing faster can now keep only less than twenty percent
of their revenue for their own expendilure, be it for consamption or for capital investment.
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2. Regional Allocation of Expenditure and Determination of Investment

Given this thorough disteibution of expenditure over provinces, we would like to get into the
detenmination of provincial allocation of investment. Basically, our idea is to identily heuristically the
regional bias toward the investment and te explain it by simple regressions, using provincial
invesiment data and regional dummy variables. Through this analysis we would like to show that the
investment to GDP ratios of the provinces in southern part of Viet Nam, i, the South East and
Mckong River Delta, have been sct significantly lower than elsewhere, Thus, in Viet Nam, being able
to grow faster docs not necessarily imply having easier access to the state investment.

Tables 13(a) through () compare seven regions from several viewpoints, Total expenditure and
revenud in propottion to GDP are shown by region, Tables (a) and (b). The capilal expenditure by the
local budget, and the state investment of both central and tocal provisions are also shown in
proportion to regional GDP, Tables (c) and (d). The shares of expenditures in education and health to
GDP are reported in Tables (¢} and (f).

Tables 13(a) and (b) are somewhat repetitious of our preceding discussion, but the numbers in
proportion to GDP give us more specific ideas about the extent of expenditure distribution and the
differentials in tax burden over regions. Taxes tend to be the heavier, the more industrialized the
region is, i.e., the more state enterprises the region accommodates. Comparison of Tables 13(a) wilh
(¢) and () rcinforces one of our claims that social expenditures are distributed more uniformiy than
total expenditure, although the educational expenditure per GDP in the South Fast scems to be
consistently below average.

Now, what about the regional differentials in investment? Do they point to the dlrecuon of more
growth or more regional balances? Table 13(c) shows the local capital investment to GDP ratios.
Overwhelmingly low levels of investment aside, the investment per GDP can be observed to be
smaller in mote prosperous regions than others. Though slightly higher than the regions in south, the
local investment to GDP ratios in Red River Belia have also stayed smaller than its northern neighbor
and central regions.

The last observation above, however, is corrected by Table 13(d), which shows the state investment
to GDP ratios. 1lere, the state investment includes both center-to-local and tocal-self investment. Mow,
Red River Delia looks different from Southern regions, and it goes along better with northern and
central regions. Thus, it looks as though local investment has been controlled by the two hands: the
one from the center and the other from local governments. :

Tables 13(c) and (d) facilitate our examination on the detcrmination of provincial investment. We
have a data set consisting of fifiy-three provinces’ GDP and the two types of investment, i.e,, the local
capital invesiment and (he state investment. Using this, we have regressed the provincial investment to
GDP ratios to the two dummy variables for cach year: the first dummy variable, Region 2, which
returns unity when the province belongs to Red River Delia, and zero otherwise; and the second
dummy variable, Region 6&7, which is set unity when the pravince belongs either to the South East
or Mekong River Delta, and zero othenwise. Regressions were run with the constant term, which
should (urn out to be the average investment to GDP ratio of the regions other than Red River Delta or
the two southesn regions.

The resulls of our regression are summarized in Table 14, Table 14(a) reports the case where the
provincial capital expenditure is used as the local investment, and Table 14(b) the case where the state
investment is taken, The results support our heuristic observations above. In Table 14(a), the
estimated coefficient of the dummy variable Region 6&7 is significantly different from zero and
negative over the regression period. The other dummy variable for Red River Delta has also been
negative, but is not significant throughout the years of estimation.
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Table 14(b) conveys more straightforward results. The variable Region 6&7 is negative and
significant at the one percent level over the three years of our regression, whercas the other duminy
variable, Region 2, is not significanl {at the five percent level) in any year of our estimation. Thus,
Tables 14(a) and {b) conform to ouvr observation that the provinces in southern regions have been
given less favorable allocation of capital than the rest of regions comprising the noith and central
patis of Viet Nam.

V1. Conclusion

We have started this paper by participating in the Eighth National Congress in 1996, The message
that we have received from this once-every-five-years gathering has been (hat the state scetor will
continue to assume a “leading role” in the path toward a market economy. The multi-sector cconomy
so oft-repeated by the Parly seems to be best conceived as a pyramid-shape one with the stale sector al
the top and the rest of seclors serving as “satellites” for state enterprises.

After a really painful time from 1989 to the beginning of the 1990s, the economy of Viet Nam
seems {0 have been sct on the track laid out by the Party and has been growing at unprecedented high
rates. And behind this rapid growth the state sector has been expanding much faster than other
branches of the economy, and the central government has been strengthening its capacity to manage
fiscal affairs.

The tide seems to be on the side of the government. However, as we have seen at the outset of this
paper, it is also the fact that the government has recognized serious problems have been coming up to
the surface. As such it has referred to problems in the budget, tax policy, inlergovernmentat fiscal
relations and the financial situation of state enterprises. And we agree that these problems are
impottant enough to review the policies so far employed.

However, a more essential question would be whether the difficulties thal the government have
been concerned with are those that can be overcome through the process of growth advocated by the
government, or the very outcome of the policies taken by the government. The government would
quite naturally emphasize the transitory aspects of problems and seek to convince the public that stale
sector will take them oul of the present difficult situation.

‘The paper has dealt with the same problem from a different angle, and has offered different
perspectives about the future course of events, It would rather note that too much emphasis of the
government on the state sector has made the tax base fragile, and too much concern with regional
balances has distributed investment too thinly over the country. The oulcome of these excessive
commitments of the government at ¢very cornet of the economy would discourage the people, private
enterprises and local goveraments to take their own risks to grow bigger. The paper, thus, eavisages
that the government of Viet Nam will have to face more squarely the outcome of their policy.
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Table 1

Shares of GDP by economic seclor (%)

Year 1850 1991 1592 1993 1994 1995
Tolal
State 325 333 36.2 392 40.2 423
Non-State 672.5 66.7 638 608 598 57.7
Apricolture
State 29 29 27 28 2.9 2.8
Non-State 97.1 97.1 973 972 97.1 91.2
Industry-Total
State 628 63.5 64.7 65.7 652 66.1
Non-State 312 36.5 353 34.3 348 339
-Industry
State 65.3 67.2 69.8 71.4 71.9
Non-State 34.7 3238 302 28.6 28.1
-Canstruction
State 51.0 45.3 45.0 49.4 459
Non-State 49.0 54.7 55.0 50.6 54.1
Services-Total
State 44.2 475 455 46.9 48.1 51.0
Non-State 55.8 525 54.5 531 519 49.0
-Fransport and communications
State 60.0 60.5 68.4 68.3 68.3 720
Non-State 40,0 395 1.6 319 31.7 280
-Trade
State 330 280 260 23.2 25.6 262
Non-State 67.0 72.0 74.0 76.8 74.4 738

Source  World Bank (1996), Tablc 2.1A.
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Table 2 Industrial growth rates by economic seclor (1989 constant price) (%)

Year 01990 1991 1992 1993 1994
Fotal 5.96 8.65 3.08 §.84 9.54
State 8.58 12,40 1156 12.81 14.39
Non-State 471 6.79 6.24 6.66 6.3
Agriculture
Total 217 7.08 382 3.92 4.4
State 227 2.22 7.14 6.96 20.05
Non-State 217 7.21 374 3.85 43}
Industry- Total
Toial 9.04 14.03 13.13 14.02 13.95
State 10.38 18.60 1470 14.34 16.03
Non-State 6.57 5.37 9.77 1285 9.24
- Industry
Total 9.85 14,61 12.14 12.94 13.74
State 11.76 19.10 14.71 13.77 16.92
Non-State 6.15 5.44 6.21 10.59 5.60
~Consiruction
Total 5.05 11.05 18.30 19.38 14.95
State 2.74 15.58 14.63 19.37 10.79
Non-State 8.25 5.08 23.61 19.40 20053
Service- Total
Total 8.26 698 9.20 10.19 10.93
State 7.42 749 8.78 11.23 12.45
Non-State 8.97 6.56 9.55 9133 2.66
- Transport and communications
Total 6.45 6.31 6.53 7.02 11.04
State 8.05 7.66 8.27 7.46 12.07
Non-State 4.04 4,21 373 6.29 9.30
~Trade
Total 4.82 6.10 5.98 8.93 11,23
State 4.66 5.91 4.53 5.11 11.93
Non-State 4.89 6.19 6.66 10,76 10.93

World Bank (1996), Table 2.2A,



Table3 Gross domestic product by expendituro
Billions of Vietnamese dong (current prices)

Year 1990 1991 1992 1993 1994 1995
GDP 41955 76707 110,535 136571 170238 222,840
Domesticdemand 41,857 75643 107,725 141,561 183,114 246,966
Gross capital Formation 6,350 11,508 19,408 34,020 43,375 60,488
State Investment - 2,703 4,503 7,566 16,751 21,141 21,500
(from the budgzet) 2,126 2,135 6,450 9,600 9,215 13,306
Foreign Dircet Investment 629 2,023 2,907 8,852 11,505 19,646
Other investment 3,018 4,980 9,025 8,417 10,729 19,342
Consumption 35,507 64,137 88,227 107,541 139,739 186,478
Government current Expenditure 5,469 8,728 15,452 25,760 32,49 38,185
_Others 30,008 _ 55,409 72,775 81841 107248 1487203
Trade balance h 1,064 2,810 -4,900 -12,856 24,126
Exports - 22,915 35,167 319,974 58,590 50,262
Imports - 21,851 32,957 44,965 71,445 104,388

Note State investment is from the Sratistical Yearbook, 1995, and other investment is the residual in the gross
capital formation. The rest of the data are from the IMF statistics.
Source  IMF statistics and General Statistical Office (1996).

Table 4 Gross domestic product by expenditure: in propartion to GOP (%)

Year 1590 1991 1992 1993 1994 1995
6P ______1000 1000 1000 _ 1000 _ 1000 _ 100.0
Domesticdemand _ 998 986 975 1037 1076 1108
Gross capital Formation 15.1 15.0 17.6 24.9 255 27.1
State Investment 6.4 59 6.8 123 12.4 2.6
(from the budget) 5.1 2.8 58 7.0 5.4 6.0
Foreign Direct Investment 1.5 2.6 2.6 6.5 6.8 88
Other investment 72 6.5 8.2 6.2 6.3 8.7
Consumption 846 83.6 79.8 78.1 521 83.7
Government currcnt Expenditure 13.0 114 14.0 18.8 19.1 17.1
_Omhers 706 _ 722 658 _ 599 630 __665
Trade balance 0.2 14 2.5 3.6 -1.6 -10.8
Exports - 29.9 324 293 344 6.0
Imports - 28.5 29.8 329 42.0 46.8

Note State investment is from the Statistical Yearbook, 1995, and Other investment is ihe residueal in the gross
capital formation. The rest of the data are from the IMF statistics.
Source IMF statistics and General Statistical Office (1996).
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Table 5 Export and impori performances (bittion dong)

Year 1991 1992 1993 1994 1995
GDhPp 76707 110535 136571 170258 222840
‘Frade balance 1064 2810 -4991 12855 -24126
Exports 22015 35767 39974 58590  B0262
Imports 21851 32957 44965 71445 104383
GDY ratios:  percent

Trade balance 1.38 2.54 -3.65 755 -10.82
Exports 20.87 3235 29.26 34.41 36.01
Imports 28.48 29.81 32.92 41.96 46.84
Elasticities to GDDP

Exporis -~ 1.27 0.49 1.88 1.19
Impoils - 1.15 1.54 2.38 1.49

Source The IMF statistics.

Table 6 Budget operations: in proportions to GDP (%)

Year 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995
Revenue and Granls 13.9 132 113 139 147 135 190 225 243 239
- Tax revenue 30 2.4 2.9 39 4.0 3.7 5.0 H) 9.0 112
- Transfers from the SOE’s 10.0 9.9 7.2 8.0 86 81 108 112 123 9.9
- Other Non-Tax revenue 08 09 12 2.0 2.0 1.4 2.5 2.2 2.2 2.3
__Grants T T T o 04 08 07 08 08
Expenditurz-Total 200 179 182 212 197 142 198 258 243 231
- Cusrent expenditure 137 137 139 154 147 114 140 188 176 173
_-Capilalexpenditre 6342 44__58_ S| __28__58_ 10 66 51
Budget balances
- Primary Balance 62 46 70 74 51 07 68 33 01 08
- Interest due 02 0.1 0.2 2.9 30 30 29 2.7 26 1.9
- Batance: Accrual basis 63 47 71 10 80 37 37 60 25 -1
- Interest paid -- - - 0.2 0.7 0.8 09 1.3 1.7 1.3
- Interest Arrears 0.2 0.1 02 2.1 2.2 2.2 2.0 1.4 Q.9 0.5
- Balance: Cash basis 62 46 0 75 58 15 1.7 A6 16 D5
Source  World Bank (1995, 1896), Table 5.1.
Table 7 Structure of revenue: in proportions to total revenue (%)
Yoear 1986 1987 1988 1989 1990 1991 1992 1993 1994
{a) Transfers from the SOE's 71.4 75.2 63.8 57.6 588 598 56.7 49.9 41.3
(b) Other Non-Tax revenue 6.0 7.1 10.3 143 13.0 10.4 132 928 95
(c) Grants - - -- — - 26 4.0 33 2.5
(d) lmport and Exporttax _ 71 45 75 93 19 106 104 208 277
Agpgregates
(e) atb 774 823 741 71.8 4 70.2 69.9 508 58.7
{f) a+b+c 714 82.3 141 71.8 724 72.8 73.9 63.1 53.2
() a+biced 84.5 §6.8 81.6 81.1 84.3 334 84.4 83.9 80.9

Source  World Bank (1993, 1996}, Table 5.1 and Table 5.2A.

82



Table 8 Taxto GODP ratios (%)

Year 1990 1991 1992 1993 1994 1995

State sector 200 24.3 208 28.6 30.6 233
Non-state Scctor 34 3.3 4.7 5.7 5.2 6.2
Agriculture 1.8 23 34 3.3 2.3 24

Note Tax paid by each of the above sector is divided by its respective value added.
Seurce  World Bank (1996), Table 2.1A and Table 5.2A.

Table 9 Central and local fiscal relations (billion dong)
1989 1990 1991 1992 1993 1994 1995 1995

{Plan)

Localitics

Total revenue (a) 2836 4146 4116 7189 10169 13110 15934 13450

Transfer to center ) 1066 - 194 955 447 1390 729 0

Reccipt from center (<) 244 - 1023 2170 3619 2900 2500 4255

Net revenue (d) 2014 3435 4945 8404 13341 14620 17705 17705

Expenditure () 2014 3435 4945 8404 13341 14620 17705 17703
Ceater

Total revenue () 1063 2226 6237 13834 20331 29150 36836 39924

Receipt from the localities (h) 1066 - 194 955 447 1390 729 0

Transfer to the localities (i} 244 - 1023 2170 3619 2500 2500 4255

Net Revenue )] 1885 - 5408 12619 17159 27640 35065 35669

Expenditure (k) 4091 5850 7136 15306 23669 30035 38265 38265
Total (National budget)

Revenue {H 3899 6372 10353 21023 30300 42260 52770 53374

Expenditure {m) 6105 9285 12081 23710 37010 44655 55970 55970
Indexes
Local to centrai {0} 1.06 - 0.91 0.66 0.77 0.52 0.50 049
Netveveave: (VG)
Local to central (0) 0.49 0.58 0.69 0.54 0.56 0.48 0.46 0.46
Expenditure: ()AK) _ e
Local revenue to ) 1.46 1.20 0.83 0.85 0.76 0.89 0.89 0.75

Expenditure: (a)/{e)

Note The rows (b) 2nd (h), and (c} and (i) are same.
Source Calculated by the author, using the data provided by the World Bank (92) for 1989 and The Ministry of
Finance, Viet Nam, for the rest of years.

83



Table 10 Gini coefficient over provinces;

{(a) The aggregate level

GDP i Revenue i Expenditure
o . Fotal | Tolal Curgenl Capita) _ T'ducation  Health
1990 0.447i 0.657i 0.324 0.344 0.301 0.320 0.405
1991 0.446I 0.656' 0.352 0.367 0.357 0.350 0.425
1992 0.454! D.'?Oll 0.347 0.359 (.384 0.320 0.409
1993 0'4SSE 0.699| 0.367 0.381 0.378 0.310 0.396
1994 0.47"0i 0.720| 0.336 0.356 0.330 0.325 0.403
1995 i D.?Z9I 0317 0.325 0.378 0322 0.248
1996 i 0.726, 0.310 0.313 0.184 0321 0.359
(b) The per-capita level
GDp I} Revenue i Expenditure
1 Total ; Total Current Capital  Education  Health
1990 o.zmi 0.4ssi 0.277 0.280 0.311 0.236 0.297
1991 0.'2-85| O.4SSI 0.277 0.266 0.357 0.252 0.280
1992 0.307| 0.538| 0.250 0.238 0.346 0.204 0.255
1993 0.315‘ 0.5491 0.244 0222 0.360 0.178 0.195
1994 O.324I 0.5651 0.218 0.200 0327 0.146 0.185
1995 | 0.654| 0.208 0.1 0.328 0.144 0.160
1996 3 0.638 0.224 0.198 0.366 0.163 0.183
Source  Calcutated by the author,
Table 11 (a) Shares of GDF by region (%)
Region 1990 1991 1992 1993 1994
North Upland 11.9 11.7 117 1.6 11.5
Red River Delta 19.1 18.6 i8.9 19.3 19.0
Norsth Central 9.2 838 85 8.6 8.5
Central Caast 84 84 8.1 7.9 7.8
Central Hightand 32 33 3.1 3/6 390
South East 244 254 26.1 26.8 285
Mekong River Delia 23.8 23.9 236 228 21.8
(b) Growth rates of GOP by region (%)
Region 1991 1992 1993 1894
North Upland 43 85 6.8 7.8
Red River Delia 2.9 10.7 10.3 1.0
North Central 16 4.6 9.8 7.2
Ceniral Coast 6.1 1.8 4.7 39
Ceniral Highland 6.5 38 4.7 8.9
South East 103 il8 11.0 155
Mckong River Delta 6.4 7.3 44 4.1

84



Table 12 Expenditure to revenue ratio by region (%)

Regions 1990 1991 1992 1993 1994 1995 19%6
1. North Upland 190.2 162.8 1294 1269 110.9 115.3 100
2. Red River Delia 58.3 503 34.1 38.1 327 a8 37.1
3. Noith Centeal 146.5 127.2 132.1 137.0 1444 120.9 113.5
4, Central Coasl 127.7 99.1 8317 63.6 76.2 699 675
S. Central Highlands 136.7 140.9 158.2 153.7 147.6 126.2 105.3
6. South East 317 328 315 351 251 15.6 14.1
7. Mekong River Della 74.1 81.8 87.7 80.5 79.2 79.9 82.4

Source  Japan International Cooperation Agency (1997)

Table 13 GDP ratios of expenditures, revenue and investmenls by region
{a) Total expenditure (%)

Regions 1990 1991 1992 1993 1994 1995 1996
1. Nosth Upland 11.3 104 11.7 13.5 13.5
2. Red River Delta 1.8 7.2 1.3 100 9.2
3. North Central 8.6 6.9 8.7 114 126
4. Central Coast 13.6 10.6 11.1 12.7 13.0
5. Central Highlands 10.6 9.6 16.4 13.0 15.5
6. South East 55 5.1 6.7 8.8 74
7. Mekong River Delta 7.1 3.9 6.1 7.2 7.4
{b) Totat revenue (%)
Regions 1990 1991 1992 1993 1994 1995 1996
1. Nerth Upland 6.2 6.7 9.6 112 12.7
2. Red River Delta 13.4 144 229 26.2 282
3. North Central 53 49 6.6 83 8.7
4. Central Coast 10.6 10.7 133 185 17.0
5. Central Highlands 7.8 68 6.6 8.4 10.5
6. South East 17.4 154 21.2 250 29.5
7. Mekong River Delta 9.5 7.3 6.9 3.9 9.4
(c) Capital expenditure (Provincial budget} (%)
Regions 1990 - 1991 1992 1993 1994 1995 1996
1. North Uptand 27 2.7 26 2.8 27
2. Red River Delta 19 14 1.5 1.9 1.5
3. Noxth Central 19 1.1 1.9 1.7 1.8
4. Central Coaslt 2.8 24 21 24 2.7
5. Central Highlands 2.7 21 1.9 2.6 2.1
6. South East 1.0 1.0 1.3 1.8 1.3
7. Mckong River Delta 1.6 1.2 i.3 1.5 1.4

(d) Tota! state investment: the aggregate of central and local investment (%)

Regions 1490 1991 1992 1993 1994 1995 1996
1. Nosth Upland 4.8 3.5 63
2. Red River Della 54 50 4.1
3, Nonth Central 6.5 51 49
4. Central Coast 53 44 4.1
5. Central Highlands 47 4.9 57
6. South East 2.0 2.1 24
7. Mekong River Delta 2.5 2.2 2.3
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{e) Expenditure in education (%)

Regions o 1990 1991 1992 1993 1994 1995 1996
1. North Upland 2.0 1.8 2.2 3.0 33
2. Red River Delta 1.3 1.2 1.3 1.7 20
3. North Ceniral 1.7 1.6 1.8 24 3.1
4. Central Coast 2.5 1.8 2.0 2.5 2.6
3. Cenlral Highlands 2.1 1.9 20 2.4 32
6. South East 09 0.7 0.8 1.0 1.2
7. Mekong River Delta i.4 1.1 1.1 1.5 1.8
{f) Expenditure in health {%)
Regions 1990 1991 1992 1093 1994 19935 1996
L. North Upland 038 0.6 0.8 0.9 0.9
2. Red River Delta 035 0.5 05 0.7 0.7
3. North Central 08 0.5 0.6 0.9 1.0
4, Central Coast 1.1 08 1.1 1.0 1.1
5. Central Highlands 0.9 0.9 0.7 0.9 0.8
6. South Eas| 0.7 0.6 0.7 0.7 0.7
7. Mekong River Delta 0.6 0.5 0.5 0.6 0.6

Notc  The total state investment in (d) is available enly up to the year 1992,
Sources  General Statistical Office (1994, 1996), Japan International Cooperation Agency (1996).

Table 14 Regression resuits on provincial allocation of capital investment
(a) Dependent variable: Provincial capital expenditure to GDP

1590 1591 1992 1993 1594
Explanatery Variables
Intercept 0.034*+ 0.028+* 0.031** 0.035** 0.038**
Region2 0.013* -0.013* -0.018* 0018 -0.022
Region6&7 -0.018** -0.016%* -0.017% -0.016* -0.020*
Adjusted R-Square 0218 0.197 0.185 0.074 0.093

(b} Dependent variable: Provincial total {central and local) state investment to GDP

1990 1991 1992
Explanatory variables
Intercept 0.063** 0.059+* 0.069**
Region2 0.013 -0.015 -0.030
Region6 &7 -0.031*% -0.0324* -0.035**
Adjusted R-Square 0.108 0.183 0.115

Notes
1) The variables with ** and * are significant a1 1% and 5 % respectively.
2) Region 2:The dummy variable for the region 2. _

Region 6&7: The dummy variable for the regions 6 and 7.

3) Regressions have been run over provinces for each year, and the provincial total state investments are
available op to 1992,
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| . Introduction

Since the 1986 introduction of the so-called ‘Doi Moi’ reforms, whereby a lransformation of the
Vietnamese cconomy towards a market based system was undertaken in earnest, the Vietnamese
economy has exhibited rapid and sustained growth. For example, while growth slowed somewhat in
1990 and 1991, from 1992 onwards the economic growth rate as measured by that of reat GDP has
exceeded 8 percent per annumt in every year. Morcover, the rate of inflation as seen in the percentage
change in the consumer price index dropped from three figures in the late 1980s to two figures at the
beginning of the 1990s. By 1996 the rate of growth in this index had fallen to only 4 percent.
Regarding the ratic of the government fiscal deficit to GDP, a steady decling in this measure (00 has
been observed (see Table 1). In this way, it can now be said that the Vietnamese market economy
reforms have been successful in achieving the first level of transition. In particular, the fiscal and
monetary systems on which the ceatrally planned economy functioned have been used with a
minimum of modifications to sustain development in this new era.

The next question is whether or not the Vielnamese economy will be able to maintain the sort of
development that has been achieved to date. It is our opinion that the successful completion of the
first stage of the transition will not necessarily transtate into success in overcoming the difficullics
faced in the second stage. Most likely success in this siage will involve a rather more comprehensive
overhaul of the fiscal and monetary systems discussed above. In order to maintain growth of the
Vietnamese economy the creation of a more technically advanced and larges scale production industry
base will be of crucial importance. To this end, there will be a need for reform of the fiscal and
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monetary systems in order to cncourage the efficicnt allocation of funds. Should the authoritics fail to
take appropriate steps to reform the fiscal and monclary systems, there is a danger that the stable
cconomic geowth that we have witnessed will come to a halt,

In Section I below we consider the performance of macroeconomic policy in Viet Nam in the first
half of the 1990s. As has been pointed out by a greal many speciatists in this ficld, the Vietnamese
cconomy has posted very impressive results over the last 10 years, Yhis is a majof achievement of the
policies implemented by the Vietnamese cconomic planners. It is our opinion that the policy successes
of the regime arc closely tied to the pegging of the value of the local currency Lo the US dollar at a
time when the Vietnamese cconomy was highly dollarized. The effcct of the peg was (o impose
discipline on the policies of the Vietnamesc government— making them disinflationary. However, it is
nccessary to bear in mind that the development process of Viet Nam in the coming years will be
heavily influenced by its background as a doltarized economy. This will be onc of the issues that we
deal with in Section Hil.

More generally, in Section Il we will be concerned with analyzing the difficulties and likelihood
of success of the model of development expounded by the Vietramese government in the current
Five-ycar Plan {1996 to 2000). One aspect of the Five-year Plan is an ambitious scheme fo increase
the capital stock. However, a rather questionable assumption upon which the blueprint has been based
is a massive projected inflow of forcign capital. In the highly dollarized economy which Viet Nam is
today, reliance on such a large inflow of capilal may prove to be a destabilizing infiuence upon the
cconomy. I the short run the securing of a steady inflow of foreign investment will indecd be
important, while in the middle to long term it will be necessary for policy makers to turn their
attention to reduction of the trade account deficit and to boosting the amount of savings inade
available by domestic nationals. In particular, we wish to emphasize that in order for stable growth to
be maintained, ensuring that a larger part of capital formalicn taking place is funded by domestic
savings will be of great importance, and, in this connection, reform of the current fiscal and monetary
policy apparatus is vital.

In Section IV our attention will be on clarifying pertinent aspects of the current financial system
and making apparent the fack of sufficient conditions for miobilization of domestic savings. Necessary
policy measures for rectifying this situation will be discussed with particular reference to plans for
systemic reform. Within this area, focus will be concentrated on the banking sector and its ability (or
lack thereof) to mobilize savings and to supply funds to firms. As is well knowa, the’ financial
intermediary mechanism that characterizes the banking sector can come to be a form of hidden fiscal
deficit by allowing for soft budgeling. ‘This is especially the case when banks lack sufficient credit
appraisal abilities, allowing soft budgeting on the pari of the borrower. On the other hand, for the
mobilization of domestic savings there is often little allernative but 1o sely on the functions provided
by the banking system. Indeed, it may be fair to say that the success or failure of the drive for
devetopment in Viet Nam wilt depend on the creation of a more efficient financial intermediary
mechanism and reform of the supporting institutional arrangements. '

Section V will proceed with a detailed discussion of the steps required for reform of the financial
system on the basis of the analysis undertaken in the previous chapter. Many proposals have already
been made as to the need for, and appropriate direclioh of, reform in the financial sector. However, it
is not necessarily the case that reform should be undertaken on all fronts in a parallel manner. On the
contrary, a more rational approach is to comsider the oplimal sequence of reform based upon
recognition of the various different components of the financial system and their interrelationships.
Scction V contains our own proposals for the steps to reform of the financial system and
consideration of the optimal sequence in order that this reform proceed smoothly.
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Table 1 Major Macroeconomic Indices

Year Growth Growth Tiscal Trade Financial Growth
Rate, Rate, Deficit Balance Deepening Rate,
Real GDP CPl to GDP toGhPr M2/GDP N2

1986 774.7 6.81 D.185

1987 3.66 2318 4.4 0.164 3243
1988 5.50 3938 7.62 0.167 4454
1989 853 347 10.26 0.295 2338
1990 5.190 67.5 8.03 06.271 324
1991 5.96 67.5 371 2.9 3.265 78.8
1992 8.635 12.4 3.71 04 0.246 317
1993 3.07 52 6.21 -1.3 0.236 19.0
1994 8.34 14.4 2.601 -11.4 0.253 33.2
1995 9.54 12.7 1.47 -13.4 0.237 22.6
1996 9.34 4.5 -16.6 0.250 22.7

Source International Monelary Fund, Viet Nam: Recent Econamic Developments, November 1996, and Japan
International Cooperation Agency, The Economic Development Policy in the Traasition Toward a Market-
Oriented Economy in the Socialist Republic of Viet Nam: Fiscal and Monetary Policics, June 1996.

However, it is not reafistic to expect the construction of an efficient financial system built around
the banking sector over the short-term. On the contrary, this aim is one that should be pursued with a
time frame of around one decade, In the interim, there is no choice for the Vietnamese authorities but
to implement development strategies within the context of an incomplete financiat system. In Section
5 we take this into consideraiion by offering proposals not only for the long term but also, lo some
extent, for more immediate areas of concern.

i . Management of Monetary Policy in Viet Nam

From the perspective of macrocconomic management, the monetacy policies implemented by the
Vietnamese authorities have been extremely successful. By means of reform of the fiscal system
whereby government assistance to state-owned enterprises (SOEs) has been replaced by funding from
banks (loans from state-owned commercial banks (SOCBs}) in particular), it has been possible both to
decrease the fiscal deficit and, through the imposition of direct upper limits on borrowing, to
drastically reduce the rate of price inflation.

1. Monetary Policy in Viet Nam’s Dollarized Economy

From a macroeconomic perspective, the monetary policy conducted by the Vietnamese authorities
in the first half of the 1990s has earned high marks. It is our opinion thal the policy of dollarizalion
pursued by the government facing a situation of high currency substitutability has been, in effect, a
source of strong discipline for domestic monetary policy. Provided that the strategy has credibility,
pegging the local currency to a relatively stable foreign currency is an effective method of achieving
disinflation. The reason is that domestic inflationary policies do not permit for a rigid stabilization
ratio of units of the local curtency to units of the currency of some more powerful economy. By
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pegging the dong to the US dollar, the Victnamese monetary authorities have been able to ‘import’
relative price stability from America.

The dollar has long played an imporlant role in monctary affairs in Viet Nam, During the time
when triple digit rates of inflation prevailed, it was the natural reaction of money holders (o lose faith
in the dong in its function as a store of value and to switch their monelary assets into such subslitutes
as dollars or, alternatively, dollar denominated bank deposits, Turlhermore, the Vietnamese
government itself has over time allowed the dollar to play an important role in the domesltic system of
payments, the so-called policy of doarization. While the first half of the 1990s—with ils attendant
fall in the rate of inflation—has scen a gencral rise in the level of confidence in the dong, it remains
the case that the dollar plays an exiremely powerful role in the Vietnamese economy. As seen in
Table 2, the share of foreign denominated bank deposits in total deposits of the banking sector {with
the majorily of such foreign deposiis thought to be in US dollars) was over 50% at the start of the
1990s but fell in the following years and by 1996 was just aver 30%. On the other hand, the share of
foreign denominated loaas in total loans supplied by the banking sector has in fact been rising through
the 1990s. While in 1991 the share of foreign in total loans was only 18%, it subscqucﬁlly rose o
around the 40% level in 1996 (see Table 2). The reason that the dong to foreign currency ratio is
growing on the assets side of the batance sheet and falling on the labilities side for the banking sector
is the relative price stability that has been achicved, leading to a rise in the real interest rate of dong
denominated monelary assets compared to those denominated in the alternative currencies and hence
1o banks adopting a short position on the holding of dollar assets.

Table 2 Foreign Currency Denominated Deposits and Loans in Viet Nam
' : (triltions of dong, %)

Ycar Total {Share of Forcign Total (Share of Foreign
Deposils Denominated Deposits) Loans Denominated Loans)
1991 13.6 {61.5) 10.1 (18.6)
1692 16.3 (50.4) 15.1 (26.3)
1993 13.0 (41.2) 232 (32.0)
1994 24.3 (39.2) 30.6 (34.9)
1995 330 (33.5) 43.1 (38.0)
1996 414 (317 50.7 (39.2)

Source  State Bank of Vicl Nam

It is also necessary 1o be aware of the fact that within Viet Nam the supply of dollar denominated
deposits is entirely withoul cesiriction. In such an environment a shift from dong denominated assets
to those denominated in doltars (or vice versa) is not difficull to accomplish. Should holders of the
local currency come to expect a fall in its value vis-2-vis the dollar as a result of a weakening of the
trade or curgent account position, for example, the result will be a portfolio shift towards the dollar,
causing difficulties for the authorities responsible for management of a stable rate of exchange.

fn Figure 1 the official dong to dollar exchange rate (the offer rate for dolars on the part of the
Vietcombank) is given alongside the market rate for comparison. The figure shows that the rate
{VND/doltar) has stabilized around the 11,000 mark in the years following 1993, and, moreover, that
the difference beiween the official and market rates has also subsided. The situation has come about
as a direct result of the peg to the dollar that the Vietnamese monetary authorities have adopted (see
Dodsworth et al.,, 1996). While on one hand this peg has restricted the freedom of these authorities to
carry out discretionary policy, the other side of this situation is that the disinflationary policics of the
government have been lent credibility precisely because domestic monetary policy is forcibly
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subordinated to the demands of external conditions. This credibility, and hence the peg which
sustained it are thus directly responsible for successful disinflation. Although the peg has reduced the
freedom to adjust monelary policy in accordance with domestic conditions, from the perspeciive of
the Vietnamese cconomy at its present stage of development, the peg is indeed the optimal policy
choice.
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Figure 1 The VND/Dollar Exchange Rate for Jan. 1991 to Dec. 1996

‘Fhe pegging of the domestic currency to the dollar has been supported by a strong inflow of foreign
capital and hence dollars. The Vietnamese central bank (the State Bank of Viet Nam, or SBV) has
increased its reserves of foreign cufrency in dramalic fashion from only 27 millian dellars in 1991 to
875 million dollars at the end of 1994 and 1.8 billion dollars at the end of 1996, The economy is now
al a critical stage where a change in the value of the local currency has the potential to cause serious
distocation in Vietnamese financial markets and weaken confidence (especially that of foreiga asset
holders) in the hitherto successful disinflationary policies of the Vietnamese government. For
example, a fall in the value of the dong will not only cause domestic prices to rise but may well also
fead to expectations of further weakening in the rate and hence a shift of asset porifolios away from
dong and into dolars. A portfolio shift puts downward pressure on the exchange rate and the
- expeclations become self-fulfilling, selling in motion a downward spiral in the value of the local
currency. Given this situation and the successful disinflation that has been brought about by
effectively fixing the VND/dollar exchange rate through policies pursued by the monetary authorities,
it is safe to say that the cost of sudden devaluation in terms of the amount of financial dislocation that
would result would potentially be large.
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Box 1
Is an Exchange Rate Peg Effective in Providing Discipline for Monetavy Policy?

The monetary authoritics of many diffcrent countries have had success in restoring discipling to the monelary
affairs of a previously troubled cconomy by pegging the local curiency ta a hard foreign curcency such as the
dollar.

For example, over the 1950s and 1960s the Japanese monclary authoritics maintaincd a fixed exchange rate of
360 yen o the dollar. As a resull, the excessive rate of domestic economi¢ cxpansion fueled a build up in the
trade account deficil, forcing abrupt and severe tightening of menetary policy. While some commentators have
referred to the limiting of rapid economic expansion under fixed exchange rates by increasing discquilibrium in
the foreign accounts as the “forcign accounts ceiling,” it is also apparent that the existence of this ceiling
prevented the prolonged usc of inflationary policies in that country.

In Europe, the Furopean Monetary System, established on the firm foundation of the German mark, was
implemented in 1979, Initial participants in the EMS were France, Genmany, Htaly, Belgium, Deamark,
Luxembourg, Holtand and Ireland, and membership gradually expanded over time. The system was essentially a
fixed exchange rate matkel for the cusrencies of the participating countries, but the essential benefit for those
countries was that the valuc of their own currency was lied to that of the extremely stable German mark, leaving
the monetary authoritics of the couatry in question little room to pursue anything other than anti-inflationary
policics. In fact it was the case that, from ihe end of the 1970s until the beginning of the 1990s, the inflation rates
of (he EMS countries converged on the low rate achieved by Germany.

Attention has widely been paid to currcacy boards which guarantee complete convertibility of a local currency
at a fixed exchange rate and completely back the supply of currency by foreign rescives, This system was once
adopted by British colonics and has beea introduced recently in such countries and economies as Hong Kong in
1983, Argentina in 1991and Eslonia in 1992. Although under this system monetary policics and foreign exchange
policies have to be abandoned, it provides scparation of the central bank from {he fiscal sector, stabitization of
macroccanomy due to the recovery of confidence in currency, and an aulo-recovery mechanism for the balance of
payments. It played an important role in stabilizing the Argentine economy. It is regarded as an effective measure
when the demand for currency is unstable and other policies become dysfunctional due to high inflation. Bulgaria
is the latest couniry to adopt this system. :

For further reference, see Paul R. Krugman and Maurice Obsifeld, International Economics: Theory and
Policy, 31d Edition, Harper Collins, pp. 603~11, and Joha Williamson, What Rele for Currency Boards?, Institute
for Inlcrnational Economics, 1996.

2. Tools for Monetary Management

The lending restrictions implemented in the years following 1994 (which are simitar fo the
restrictions imposed through the administrative guidance measures carried out by the Bank of _Japaii)
have been criticized even by domestic commentators (see, for example, Hung, 1996). However, given
the almost nonexistent state of the money market in Viet Nam, there is little alternative to pursuing
such means of governance. In the present situation of strict control of financial matters by the central
bank, to abandon such restrictions is not a realistic policy strategy. On the other hand, it must also be
said that as the lending restrictions were not implemented in carnest until 1995, by which time the rate
of inflation had already subsided, it is clearly not the case that these restrictions made any
conltribution to the disinflation of the carly 1990s.

It is often pointed out that by use of the lever provided by reserve requirements it should be
possible to control the supply of high powered money and hence the monetary environment. However,
in order that such an indirect means of exercising control be effective it is nccessary that the reserve
holding behavior of commercial banks with respect to deposit liabilities be sufficiently stable. In
reality, as will be shown in Table 7, the rescrve holding behavior of Vietnamese commercial banks is
subject (o large fluctuations and a high degree of uncertainty. As such it is difficult to believe that
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adjustment of reserve requirements is likely to serve as a powerful tool of monctary policy in the
Vielnamese context.

However, while continuation of the lending restrictions system is to be recommended, the same
cannot be said for the system whereby the central bank makes specific lending instructions concerning
individual borrowers, for to do so is to prevent a strengthening of the financial intermediary role of
the banking sector. Indecd there is little hope for an improvement in the ability of banks to play this
intermediary cole while the conditions for banks to make lending decisions in an autonomous manncr
are not met, The lending restrictions should be cencemed only with limiting the total leading of
institutions or the rate of growth thereof,

White domestic inter-bank markeis in the local and foreign currencies were established in 1992 and
1993 respectively, it remains the case that the functionality of these markets is completely insufficient.
For the time being it is inadvisable to design monetary policy under the assumption that the economy
possesses a flexible inter-bank market. On the other hand, all efforls should be made to establish an
inter-bank money markel as soon as possible. The short-term interest rate that regulates such a money
market when it is operating in a flexible manner plays a vital role in signaling the relative strengths of
fund supply and fund demand. As a result of the lack of an adequate inter-bank monecy market, the
Vietnamese economy is missing an important indicator for compiehending the situation in the entire
financial sector,

As has been pointed out by Professor Vu Vaa Hoa (1997), in developing an inter-bank money
market it would be useful to create a market in commercial bills. Funding carried out by commercial
banks through the discounting of commercial bills is one means of providing a relatively stable flow
of shorl-term funds in an economy where the screening ability of banks is yet to become well
developed. The creation of an inter-bank rediscounting market for commercial bills is perhaps not
such a difficult task. In addition, by introducing a means of rediscounting of sound commercial bills at
a given requirement, the central bank sets in motion a new tool of monetary policy in the rediscount
rate. The rediscount rate (the official discount rate) determined by the central bank should come to
serve as the basis for the interest rate that holds in the inter-bank money market.

3. Macroeconomic Performance: Causes for Concern

As has been discussed above, the performance of the Vietnamese economy in the first haif of the
1990s has been extremely encouraging. Howcver, it is necessary at this point to note a number of
causes for concern in view of the desire for sustained development of that economy.

(1) Stagnant Savings _ _

The first point is that the domeslic saviags rate has failed to rise despite the relatively favorable
macroeconomic environment that has been created. According to IMF statistics, the rale of domestic
savings (i.e. the ratio to GDP) fell from over 20% in 1992~93 to 17.9% and then 16.3% in 1994 and
1995 respectively. It goes without saying, of course, that the rate of savings is a critical Jimiting factor
in domestic capilal formation. That the economic development plan leading up to the year 2000 relies
on a huge inflow of foreign capital is also a result of the low domestic savings sate.

However, it is necessary to note at this point that the figures for the rate of savings are ambiguous
in a number of respects. The statistics on the rate of domestic savings given by the Vietnamese
General Stalistics Office (GSO) are not consistent with those provided by the IMF, indicating that the
ratio to GDP has grown steadily through the first half of the 1990s to reach a level of around 20% in
1996. If the GSO statistics are taken {0 be correct then a rather more optimistic picture of economic
development in Viet Nam over the next few years than the one painted below would be appropriate.
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For example, the current position under the Five-year Plan to the year 2000 is that one half of the 30%
of GDP to be invested annually, that is 15% of GDP, will have to be financed from foreign sources.
However, if domestic savings were to hold at around 20% of GDP only 10% would have to be raised
through overseas credit.

(2} Rapid Expansion in the Trade Account Deficit

The second cause for concern that will be mentioned here is, in fact, the other side of the coin from
the first, namely the rapid expaasion in the trade account deficit. As can readily be observed from
inspection of Table 1, since 1993 the size of the Vielnamese current account deficit (as a ratio to
GDP) has increased rapidly. This situation is a reflection of the fact that investment is running far
ahead of domestic savings in that country. Of course it is not unnatural for a developing counicy to be
exhibiting a deficit in this account, but it is also true that there is a limit beyond which this situation
cannot be sustained. aced with a large deficit the Vielnamese government is placed under pressure to
ensure a steady flow of foreign investment to finance the deficit, or, allcrnalively, to devalue the local
currency with a view to reducing the size of the deficit. The latter means a shift from the dollar peg
policy which imposed discipline on the policies of the Vielnamese government —making them
disinflationary policies. These concerns will be central to the success or failure of current
development plans over the coming years.

{3) Inefficiencies in the Banking Sector

A third concern that should be mentioned is that the banking sector does not appear to have
improved its ability to carry out iis various functions sufficiently. It is useful at this point to turn again
to Table 1 which gives the ratio of broadly defined money (i.e., M2) to GDP, an index which is
referred to as the degree of financial de¢pening. We can view this index as measuring the relative
imporlance of the role played by the banking sector in the economy. It is seen that the index has
almost not risen at ali in the 1990s. In contrast it is an almost universal case in developing countries
that financial deepening proceeds in step with economic growth, with differences a matter of degree
rather than absence or presence. The implication is that the intermediary role of banks is crucial to the
economic development process, and hence that the future development of the Vietnamese economy
will be heavily influenced by the relative improvement in or development of this intermediary role
played by the banking seclor. In order to boost domestic savings over the long-term establishment of a
financial system built around the foundation of an efficient banking sector will be necessary.

In the third section our purpose will be to evaluate the financial aspects of the economic
development plan leading up to the year 2000 and its feasibility in particular. Central to this
discussion will be the three concerns that we have raised above.
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Box 2
The Relationship Between Financial Decpening and Economic Development

At lhis stage it should be mentioned that there is room for debate as o whether or not financial deepening as
measured by the ratio of M2 to GDP is actually a good indicator of the degrec of malurily of the banking sector,
Of coutse it is not the case that this variable alone is sufficient to assess the workings of the banking and financial
systems. Vowever, the index is driven by the aggregate money demand function for the economy as a whole as
well as the demand function far bank deposits, and as such ¢an be thought of as a good indicator of the cfficiency
of Ihe banking systeny.

The demand for bank deposits on the part of cconomic agents increases with their evaluation of the relative
merit of those deposits 3s a store of value and as a means of settlement for transactions. If we assume that the
central bank carcfully regulates the total nominal value of bank deposits (M), thea regardless of how much the
demand for such deposits increases it is not possible (by assumption) for their holdings to cxceed the total supply,
(M). However, it is possible for the total holdings of bank deposits to change in real termss. This is because the
reverse side of accumulation of bank deposits is a reduction in outlays on goods and services, The implication is
that a high level of demand for bank deposits results in a decling in the price level {P) of goods and scrvices, and
hence a rise in the real value of deposit holdings (M/P). In addition, if we assume that real GDP (Y) is nol
directly affected by the money demand-related behavior of ageats, then it is clear that the ratio of real deposit
ho'dings (or real money batances) 1o real GDP (M/PY) will also rise. But this is essentially the same as the ratio
of nominal moncy to nominal GDP (the latter being approximately equal to the product of P and Y). Therefore it
is the case Ihat, all other things being equal, in economics where the bank system delivers a well functioning
deposit service the ratio of M2 to GDP will be higher.

On the other hand, it is of intercst to ask whether the central bank is able to increase the ratio of nominal
money balances (M2} to GDP by loosening monelary policy and increasing the rate of growth of M2. The answer
is in fact negative, The reason is that, over the long term, growth in M2 due to a refaxed monetary policy stance
will Iead 1o a rise in the price fevel {os a rise in the rate of inflation}) and hence expectation of furthes price rises
(expectation of further inflation), increasing the opportunity cost of holding cash and bank deposits. In particular,
the equitibrium nominal interest rate in financial markets will have risen 1o accommodate inftationary
expectations.

Holders of deposits at banks must bear in mind that they will face a depreciation in the real value of these
assets when the price level riscs. As a resull, a rapid increase in the money supply and hence in the price fevel will
have the effect of shifting down economic agents’ demand for monetary balaaces, resulting in a movement of
demand away from bank deposits and towards real goods and services. The shift adds to inflationary pressuee,
The overall result is that the ratio of nominal tmonzy balances (M2) to nominal GDP will decline despite the rapid
increase in M2 itself.

lli. Regarding the Feasibility of the Five-year Plan

According o the cusrent Five-year Plan that ends in the year 2000, the Vicinamese authorities are
forecasting a rise in the domestic capital stock in the order of 41~2 billion dollars over the years 1996
to 2000. This sum implies an annual rate of investment equal to a not inconsiderabte 30% of GDP
over those years, and when one considers that the comparable figure for the first haif of the 1990s was
19.1% (see Table 3}, the plan appears to be all the more ambitious.
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Table 3 Iavestment and Fundraising under the Vietnamese Five-year Plan for Economic Development

1991~1995 1996~2000

{Realized) {Plannad)
State o X 1556
Dircel Investment 4.9 14
Private Corporation 34 124
ODA 2.0* 8
Dircet Investment 4.5 14
Domestic Saviogs 11.5* 21

Investoent/GDP (%) 19.1%* 30

* Realized  ** Calculated using IMF statistics

Soutce  Japan Internationsl Cooperation Agency, The iconomic Development Policy in the Transition toward a
Moarket-Oricnted Fconomy in the Socialist Republic of Viet Nam: Fiscal and Monclary Policies, June 1996,

Under the 42 billion dollar capitat formation assumption of the government’s Iive-year Plan, over
22 billion or over 50% (15% of GDP on an annual basis) of the funding will come from foreign
sources, It is perhaps possible o argue that such a policy of capital inflow dependence is the obvious
course of action when faced with a savings rate thal is proving to be unresponsive to high growth rates
(in this case the rate is in fact weakening despite high growth). However, we are forced to consider,
then, whether a plan based on such large capital inflow forecasts is in fact realistic. Let us now carry
out an item-by-item feasibility study of the plan.

We consider the feasibility of the development plan from the following two perspectives.

(1} Whether or nol foreign capital inflow is likely to be sufficient to cover the anticipated gap
between domestic capital formation and domestic savings.

(2) Whether or not the current account deficit (or trade deficit, of which it is primarily comprised)
implied by the anticipated savingsfinvestment gap—in fact equal to the savings/investment gap—is
realistic.

It goes without saying that these two lines of inquiry are prompted by simple identitics based on the
accounting relationships that underpin alt of macroeconomic analysis.

96



Box 3

The Relationship between (i) the Savings/Investment Gap and (ii) Capital Inflow and the Trade Account
Deficit

In the following let K denote domestic capital formation, § denote domestic savings, C denote domestic
consumption, F denole ret capital inflow, Af denote imposis, X denote exports and 7D denote the trade account
deficit. Clearly it must be the case that demestic capital formation is cqual to the sum of domestic savings and the
net inflow of forcign capital. That is,

(1) K-S=F

On the other hand, it is also the case that domestic capital formation plus domestic consumption (absorption)
must be cqual to the sum of gross domestic product and imports minus exporis (actually we are simplifying the

analysis somewhat by ignoring paymeats to and from foreigners other than those accruing from the purchase or
sale of goods and services). Hence we have,

K+C=GDP+ M X

Using the fact that domestic savings is equal to GDP minus domestic consumption we armive al
K— §S=—(X—M}

{2) =TD

Table 3 indicates by which form of foreign investment the Vietnamese authorities anticipate covering the
difference between domestic capital formation and domestic savings. This is the relationship given in Equation 1.
However, as is demonsicated by Fquation 2, at the same time it will also be necessary to consider whether or not

the projected shortfall of domestic savings over domestic capilal formation fits with the projected (rade account
deficit.

1. Funds from ODA

As can be seen from Table 3, under the Five-year Plan a net capital inflow from ODA in the region
of $8 billion is projected. When repayment of interest and principal due is taken into consideration it
is seen that the projection requires an inflow of ODA amounting to $11 billion over the five years of
the plan, implying a $2.2 billion dollar annual inflow. We now consider whether or not this target is
likely fo be achieved or not, At present Japan and most of the other developed nations are beginning
the process of reviewing their ODA programs, and as such thece is little room for optimism as to the
size of future outlays, Nevertheless we are not of the opinion that the ODA target will be impossible
to reach. ‘ ‘

In the period from 1993 to 1995 the Vietnamese government received pledges in the region of $6.2
billion in ODA from donor nations. At the end of 1995 some $1.7 billion (i.e., 27.4%) had actually
been delivered. In addition, another $2.4 billion in aid was pledged as a result of the international
conference of donor nations held in December of 1996. As a consequence, even in the case where no
other aid were ta be forthcoming, the Vietnamese authorities would still be in the position of having
pledges worth some $6.9 billion (= 6.2— 1.7 + 2.4 billion) in aid, which we can safely assume will be
disbursed by the year 2000.
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As can be deduced from the preceding discussion, an ODA inflow of $4.1 billion {the difference
between $11 billion and $6.9 billion) in the period 1997 to 2000 would be sufficient to meet the ODA
projection contained in the Pive-ycar Plan. Suppose for a minute that the Victnamese government
receives in cach of these years pledges equal to the $2.4 billion sum for 1996. The total for the four
years would be $9.6 billion. With a realization rate of a little over 40% the remaining $4.1 billion in
ODA inflow would be achieved by the year 2000. However, if the ratio fails to ¢limb above the recent
level of around 30% then funds raised by ODA under this scenario witl be only in the region of $2.8
billion. Thus one important point over the coming years is the necessity of boosting the ratio of actual
receipts (disbursement) to pledges.

2. Fund Raising through Direct Investment

Under the Five-year Plan an inflow of some $13 to $15 billion in direct investment on the part of
foreigners {foreign direct investment, or FD1) is predicted, implying an annual inflow of $2.6 10 $3
biltion over the five years from 1996 to 2000 inclusive. In fact the Vietnamese authorities project an
inflow of $2.8 billion in 1996, $3 billion in 1997 and $3.5 billion in 1998, so thal in order to achicve
the highest inflow of $15 billion it would be necessary to realize a combined inflow of $5.7 billion for
1999 and 2000-—an average of $2.85 billion in each year. We now consider whether this projection
for FD1 inflow is realistic or otherwise.

Let us approach this problem by means of a simple simulation based on a number of assumptions
which we shall now make explicit. In reality, the figures for FDI given by calculation of government
authorized projects includes both investment contributed by Vietnamese partners and planned
investment that is not actually carried out. In the light of these discrepancies we will assume that one
half of direct investment as measured in these figures is actually realized as capital inftow in the
foreign accounts, and that the investment is disbursed over a period of 5 years, (Although we can
¢laimn no firm justification for making these lwo assumptions, they are in fact the assumptions used by
the Indonesian Central Bank when calculating the contribution of FDI to ret foreign currency inflow.
It is instructive to calculate past net direct investment inflows using these assumptions and compare
the results 1o the actual figures for those years and we do so in Table 4. The actual and estimated

figures prove o be quite close, suggesting that the method of calculation adopted is not excessively
flawed.)

Table 4 Actual and Estimated Net Inflow of Direct Investment

($ million)
1993 1994 1995
Actual Net Inflow 830 1,656 1,780
Inflaw as Estimated by Above Method 660 990 1,550

Regarding the prospects for FDI as seen in the authorized investment slatistics for the years
following 1997, there are arguments o supporl the taking of either an optimistic or a pessimistic
stance. FDI for 1996 as measured by authorized projects up until December of that year was $5.0
billion, a figure which falls far below actual direct investment in 1995, Thus pessimists are able to
claim that the environmeni for direct investment in Viet Nam may not in fact be particularly favorable,
and, moreover, that those foreign firms interested in investing in Viet Nam have already done so by
now. Therefore, they argue, direct investment may continue to stagnate, as was indicated by the
invesiment figures up until December of 1996. Optimists, on the other hand, point out that the
weakaess in these particutar figures are simply a result of slow processing of applications over that
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vear as a result of government preoccupation with the holding of the Communist Pardy National
Congress—an cevent held once every five years—and the concurrent opening of the National
Assembly. The underlying rate of ¥DI is said to be as yet positive.

As matter of fact, the Vietnamese authorities rushed through the approval of two large direct
investment projects worth a tolal of $3.1 billion on the 31st of December, 1996. As a result of this
action the sum of EDI in that ycar as measured by government authorization was actuaily higher than
similar figures for the previous year. Realistically speaking, it is not yet possible to decide between
the {wo views presented above. Therefore our approach in making an estimation is (o use the
pessimistic forecast as a lower bound and the optimistic forecast as an upper bound.

The lower bound: The eslimate we give for this case is $5.3 billion per year in direct investment
over the years 1997 to 2000 as measured by government aulhorized projects. This is simply an
extrapolation from the $5.3 billion achicved in the period from the Ist of January 1996 to the 30th of
Deceinber of that same year, with the two projects valued at $3.1 billion approved on the last day of
1996 treated as exceptional. :

‘The upper bound:  The 1996 total of $8.4 billion will be repeated in cach year of the 1997 to 2000
period.

Making usc of the above two calculations, and assuming that there are no major changes to the
presenl macroeconomic environment and the cconomic policies pursued by the Viclnamese
authorities, we estimate that total nat inflow of FDI over the 1996 to 2000 period will come to
between $13.9 billion and $17.0 biltion.

3. Feasibility of the Capital Inflow Projections: A Summary

As we have already seen, by means of conservalive estimation it is found to be possible to expect
an ODA capital inflow of $9.7 billion (= $6.9 + $2.8 billion) over the period up uatil the year 2000. In
addition, net inflow of capital to Viet Nam by means of direct investment is estimated to be between
$13.9 billion and $17.0 billion. The sum of these two suggesls a capital inflow somewhat larges than
the projection of $22 billion made in the Five-year Plan. In this sease the capital inflow projection
used in the plan is found to be feasible.

Nevertheless, in order to ensure that capital inflow, and that from direct investment in particular,
conlinues smoothly it will be necessary to make changes 1o the conditions thal investors face in Viet
Nam. Here the points raised by Kinoshita (1996) regarding the nced for change in some of the
conditions facing investors are of considerable importance. We now list the most pertinent of these.

(1) The licensing procedure for foreign investors should be made faster and more transparent.

(2) Regarding the price of land and rights of land usage it is necessary to make adjustments to the
legal system concerning the right to rent fand and to use il as collateral in a way that is beneficial to
potential direct investors.

(3) Progiess will have to be made on infrastructure improvements such as those concesning ports,
roads, electricily generalion and transmission and industrial-use land.

(#) It is crucial that Vietnamese banks raising funds in international fund markets follow the
relevant behavioral norms and procedures. The Vietnamese government and central bank will have to
recognize that inappropriate behavior will, in this conlex!, lead to a weakening of international
confidence in Viet Nam’s entire banking system, in other words that such behavior involves a
negative external economy.
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4, Predictions Regarding the Trade Account

In the preecding discussion it was found thal the Five-year Plan funding requirements for domestic
capital formation as descrbed in Vable 3, and pardicularly those from overscas, are nol without
foundation in reality. However, this is not sufficicnt cavse to become overly optimistic as to the likely
success of the development plan, The reason is that there are serious problems concerniag the
projected trade balance, and more specifically projected imports, under the Five-year Plan.

As was shown in Table 3, under the Five-year Plan for the period up until the year 2000 a rate of
domestic capital formation reaching 30% of GDP will be 50% financed by capital import. The
implication is that for the length of this period the Vietnamese economy will run a trade deficit
amounting to some 15% of GDP. As observation of the trends in exporis and impoits over the first
half of the 1990s will suggest, shere is some room for doubt as to the feasibility of such a progran.

In Table 5 a simple simulation is carried out with the aim of analyzing whether or not the
assumplions rcgarding the trade account used by the development plan are realistic. For the purposes
of the estimation it will be convenicnt to make the following assumptions regarding the Vietnamese
cconomy over the years 1996 to 2000.

1) Nominal GDP will grow at an annual rate of 15%. (The Five-year Plan estimates that real GDP
will grow at 9~10% per anoum. If we assume that the GDP deflator will grow at the rather modest
rate of 5~6% per annum during this period then the nominal rate will be as given above.)

2} ‘Ihe real exchange rate will remain unchanged and exports will grow at an annual rate of 28%.
In the five years from 1991 to 1994, the rate of export growth was on average 24.8%, and in this light
the projection appears to be rather ‘optimistic.” However, it is pertinent that the preliminary growth
rate for exporis was 36.6% in 1996.

Table 5 Trade and the Five-year Plan

($ million)
Nominal Exports Impoits Trade

GDP Deficit to

' GDP (%)
1991 3,671 (82.8) 2,042 (18.0) 2,105 (18.8) 0.7
1992 9,872 (44.1) 2,475 (21.2) 2,535 (20.4) 0.6
1993 12,820 (23.6} 2,985 (20.6) 3,532 {32.3) 43
1994 15,512 {(24.7) 4,054 {35.8) 5,245 (48.9) 1.7

%95 M,178 __(309) 5198 _(82) 7543 (438) 116

1996 23,433 (16.1) 7,100 (366) 11,100 (41.2) 17.
1997 27,036 {15.0) 9,088 (28.0) 13,144 {18.4) 15.0
1993 29470 {15.0) 11,633 (280} 16,053 221 i50
1999 32,122 (15.0) 14,890 - (28.0) 19,708 {22.8) 150
2000 35,013 {15.0) 19,059 (28.0) 24311 {23.4) 15.0

Note Nominal GDP in each year up until (and inctuding) 1996 is converted into dollars using the average
exchange rate for that year. From 1997 onwards the calculation is done at a rate of 11,000 dong to the dollar. The
figures in parenthescs give the rate of change on the previous year.

Source  GSO

3) “The trade account deficil will be 15% of GDP through the 1997-2000 period. Here we are just
following the assumption in the plan of financing 50% of capital formation cqual to 30% of GDP
through the import of foreign capital.

Al this stage it is necessary to mention the fact that we have as yet paid no aitention to other items
in the foreign accounts apart from teade of goods and services. Profits on investments and other asset

160



services certainly do play an important role in the Vietnanmese economy, I particular, Vict Nam
receives large private transfers from abroad (o the extent that the otherwisc strict external
disequilibrium constraint has been mitigated. Therefore it can be argued that a consideration of these
non-lrade itemns leads to a rather less pessimistic picture than the one that we have painted.

Nevertheless, the case for greater oplimism disintegrates when we take into account the fact that
the current Five-year Plan for economic development is dependent on further large inflows of forcign
capital. The reason is that an ongoing and sizable inflow of capital will cventually lead o an increase
in the amount of interest and dividends that must be paid out to foreign investors. The conclusion,
then, is that even if we do include the non- trade aspects of the foreign accounts, there will in fact be
littte change to the underlying message regatding the feasibitity of the cureent developrent plan.

On the basis of the above simulation we conclude that the projections for the trade account under
the Five-year Flan are supponed by overly optimistic assumptions. If the ratio of the trade deficit to
GDP does niot in fact exceed the 153% estimate, then, as we have seen, it is not uprealistic to expeel
sufficient capital inflow to finance this shortfall, However, this scenario requires that either the rate of
growth in imporls slows dramatically relative to the last few years or that the rate af export growth
continues 0 accelerate rapidly. In summary, in order for the current Five-year Plan to be feasible it
will be necessary to achieve outstanding success either with export promotion policies or with import
substitution policies (or a combination of the two). Without the success of such measurcs the plan will
be marked by expanding trade account deficits that may eventually exceed the limits of foreign
funding.

In fact, we have already pointed out that the rapid economic growth of the first half of the 1990s
was accompanied by a surge in the size of the trade deficit (see either Table 1 or Table 5). It is
desirable to achieve a policy framework whereby economic growth does not translate directly in an
cxpanswn of the deficit posilion. Given such a situation the Vielnamese authorities essentially have
two policy ¢ altematwes (1) they can effect a real devaluation of the local currency, or (2) they can
aveid pushmg the trade deficit out by reducing the target for domestic capital formation. The latter
option relates dlreclly to the question of how to raise domestic savings and as such will be discussed
in the next section. In the remainder of this section our concern will be with the former, that is, with
the relationship between the feasibility of the Five-year Plan and adjustment of the foreign exchange
rate.
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Figure 2 Growth Rate of Imports and Exports (realized and forecast values)

Figure 2 is a graph of the values given by the simulation conducted in this chapler. In addition 1o the realized
values for imporl and export growth up until 1996, the graph also gives the projected values found by the
simulation for the years 1997~2000. As is made clear from the graph, in erder to bring the trade account deficit
under control along the lines of the plan a very sharp drop in the rate of import growth is necessary.
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5. Economic Development and Exchange Rate Management

Barring exceptionally favorable foreign invesiment flows, difficulties can be anticipated when
attempling to stabilize the exchange rate of an economy which exhibits a long-tesm increase in current
account {or frade account) deficit. In fact it may be argued that some delicale problems with exchange
rate management have already become visible in Viet Nam over the 1996~7 period. As we have
already scen, Viel Nam’s trade deficit has ballooned over the last few years. This increase in relative
disequilibrium is exerting steong downward pressure on the value of the local currency. In fact the
Vietnamese central bank (the SBV) has increased the size of the band in which the inter-bank foreign
exchange lransaciion rale is allowed to fluctuate around the reference rate: from 0.5% to 1% in April
of 1996, and to 5% in February of 1997. Thus it appears that the SBV is effectively responding to the
expanded trade deficit by permilting a controlled decline in the value of the dong.

In fact the rate of exchange in terms of VND per US dollar depreciated, albeit gradually, from
11,155 in December of 1996 to 11,650 in March of the following year. This is evidence that the
Victnamese authorities have indeed reacted to the expansion in the size of the trade account deficit by
permitting a controlled dong depreciation. In addition, the government has launched a campaign
aimed at repressing imports, with the main thrust being a direct ban on the import of consumption
goods. Also, in order 1o cul back the increase in imports stemming from tetters of credit, as of June
1996, the central bank has required that for each issuc on the part of commercial banks the company
in question must have deposits equivalent in value to 80% of the letter of ccedil. These dircct import
controls have had some success in reducing imports, with the trade deficit in the first five months of
1997 coming to $11 billion as compared to the $40 billion trade deficit registered in 1996 (Vu Van
Hoa). o

However, it is important to note that these imporl controls amount to a policy of fostering the
growth of import-substituting industries. By directly resiri'ci_ing consumer access to imports the net
effect will be (o distort the allocation of scarce resources and encourage a shift from export-oriented
industries to import-substituting industrics. Prolecting import-substituting industrics allows them to
enjoy monopolies in domestic markels, thereby weakening management discipline in domeslic
industrial sectors. On the other hand, export-oriented industries must compete with foreign firms in
foreign markets and this competition is instrumental in disciplining management of individuat firms,
This disciplinary effect accounts for why those countries which have promoted export-oriented
industries rather than import-substituting ones have achieved relatively good performance in terms of
economic development. Thus, in the long term a policy measure of directly restricting imports is
bound to affect negatively the international competitiveness of the Vicinamese economy.

In order to treat the rapid expansion of the trade account deficit, the more desirable approach would
be to allow the value of the dong to depreciale in a controlled mannes. The reason is that such a
devaluation would reduce the relative size of the nontradables sector by boosting activity in tradables,
patticularly exports. Thus it may be argued that for the Vietnaméese authorities to expand the band of
permissible fluctuation and in this way gradually allow the exchange rate to fall is a realistic response
to the increase in the trade account deficit. However, it is advisable for the monelary authorities to
ensure thal a sudden drop in the value of the dong is avoided, and as a basic policy stance to permit
the nominal rate to change only to the extent that the real rate remains unaltered. Certainty a policy of
attempting to treat the external disequilibrium by means of major devaluation is unlikely to be
beneficial for the Viclnamese economy, The Vietnamese economy is thought to stilt be facing the
problem of currency substitulion. See John R. Dodsworth et al, “Viet Nam: Transition to a Market
Fconomy,” IMF Occasional Paper 135, March 1996.

In summary, the Five-year Plan leading up to the year 2000 is based on rather optimistic
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assumplions regarding the trade account projection, and should the forecasts prove to be unrcalistic
the domgestic currency will then fall under the influence of downward pressures. However, given that
the Vietnamese cconomy currently exhibits a high degrec of currency substitutability, it is likely that
any devaluation would lead to nontrivial dislocation in local financial mackets. In this light we ate
forced to conclude that the current Five-year Plan in fact rests on highly unstabte foundations.

Bven if it is thought that the essence of the current Five-year Plan should remain unaltered, there is
a need for immediate review of the plan with a view to adjusting policies that have bearing on the real
rate of growth, on the real exchange rate and on imporis and exports (long-teom trade account deficil
reduction policies) in a mutually complementary manner. In addition it is hoped that Vielnamese
banks will conform to the international norms of behavior when engaging in transactions concerning
foreign loans. According (o recent reports (see the Asian Wall Strect Journal, 8th of May, 1997) some
Vietnamese banks have been less than diligent in repayment of boarrowings from foreign banks. These
kind of actions, which fail to meet the accepted standards of conduct in international dealings, entail a
real danger of damaging international confidence in the entire Vietnamese banking systen. In order to
avoid such negative externalities it is necessary that the Vicinamese monetary authorities intervene
actively in such matiers.

Box 4
The Baht Crls:5 in 1997

The Thai baht was depreciated about 20% against the U.S. dolar on July 2, 1997 when the Thai authorities
chose a policy of managed float based on currency basket. This move was a consequence of the speculative altack
against the baht which started around the beginning of this year. The Thai authorities had intensively intervened
in the foreign exchange market to keep the de facto peg to the U.S. doltar, but had not succeed in fending off the
speculative atlack, and they had exhausted 3 substantial amount of foreign exchange reserves. As will be shown
betaw, Thailand’s macrocconomic fundamentals are rather weak. Thus, although the IMF has alieady approved
stand-by credit and some Asian countries including Japan have agrecd to pledge al leasl a US$16 billion in
financial package to Thaitand, there remains serious concern about the financial stability of the ‘Thai economy.
The Thai authorities have reportedly tried to counterattack the speculative moves by applying direct control over
foreign exchange transactions. However, direct control in the foreign exchange market will exacerbate investors'
distrust of ¢fficicncy in Thai finaricial markets and will both hinder capital inflows from abroad and motivate
capital flight from Thailand in the fulure. Thus, from the long-term perspaclive, it is doubiful whether these
measures are construciive for economic development in Thailand.

The direct cause for the speculative attack against the baht was reportedly the deterioration in the Thai trade
deficit produced by the doltar appreciation. Since the baht was rather closely pegged to the U.S. dotlar, the
appreciation of the dollar automatically appreciated the bahl, deteriorating the trade batance deiicit.

However, we should note that structural problems related to the Thai financial system have something to do
with the baht crisis. Just tike Viet Nam, Thailand has depended heavily on capital import in its development
process. According to IMF statistics, the curcent accoont deficit was on average 7% of GDP during the seven
years from 1990 to 1996, Of course, this stalistic implies a huge amount of capital import. It is noteworthy that
foreign direct investment has nol been as large as bank loans. Actually, the amount of direct investment from
abroad has been slightly decreasing since 1990 (s¢e the attached table). In contrast, the relative imporiance of
forcign lending through Bangkok International Banking Facility {BIBF) has grown since 1993, Thus, the major
components of imported capital have taken the form of liquid investment and lending. This feature makes the
Thai financial system vulnerable to speculative attack in the foreign exchange market.

In contrast to the case of Thailand, the foreign direct invesiment into Viet Nam has taken a relatively h:gher
share of the total capital inflows, In this sense, the Vietnamese financial system secnis less vulnerable to foreign
exchange speculztion.

The fragility of the banking system is making the Thai situation worse, In our uaderstanding, a substantial
amount of imported capital has been poured into property development through banks and finance companics.
Due to a surge in bank laans in this sector, Bangkok housing was reportedly 200% over capacity in 1926 (TIME,
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