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Note 1 — 1

“The Intema‘tlonal Workshop on Vietnamese Economic Development
Introductory Remarks -

Shigeru Ishikawa

1. : ‘Welcome all the partlmpants commg from the World Bank IMF,
UNDP, ADB, both 31des of the VIS Team and also from various Japanese
orgamzatlons K C

2. ‘Asan orgamzer of th1s Workshop, a few remarks are in order about
'~ the fact that’ ‘the idea of" holding this Workshop was initially proposed
durmg our meeting with the representative of the World'Bank in Hanoi
early last year, but actual holding, has" been delayed until today It was
thought useful at that time that ‘in this workshop each’ suie ‘would present
ifse majn * methodologles for, and the results of, the. analyses on the
economlc and ﬁnanclal issues ‘of the Vietnamese economy and main policy
. suggestlons derived. from these studies.  In the’ discussions: that would
follow, we’ thought it fortunate 1f each side could: 1dent1fy in other side’s
study those complementary areas and aspects which were not empha31zed
in its own studies.. "(As all the groups agreed on the desirable goal of
Vietnamese economic reform which are market1zat10n and liberalization of
the economy and trade focusmg the = discussion too much on the
dlfferences in pohcy suggestlons among them would not be produotwe and
even not useful. )

Meanwhlle IMF in Hanm agreed on the desuabxhty of holdmg

“such workshop MPI also jOlan thls agreement and prormsed to send
:the delegatlon ' : . - .

Assi ned task-of the Vietnameée—.la at_lese Study Project- -

3l | Now the task aSS1gned to me here is to present a summary of what
[we, the Japanese s1de of the VIS Team d1d in-this pI‘O_]eCt in'terms of the

- f"methodologles and the results of the studies and pohcy suggestlons With

| regard to the’ hlstory of the VIS pI‘O_]eG't ‘I'surmise all partunpants are aware
:j‘of 1t Preface to the Executlve Summary Report (Phase 2) descnbed it, in



~any -case, With regald to the organizational aspect 1 mentlon herew1th

two points only:

ol

@

The pro;ect started in August 1995 w1th the a531gned task of
presenting our opinions on the draft Five-Year Plan of Viet Nam

- (1996-2000) in the project’s first year (Phase 1). It proceeded in'the

succeeding years - G’hase 2) with the new ; ‘task of. watchmg the

- implementation of the plan and mekmg _ advlses on any new

economic issue the Vietnamese economy would face. . Phase 2
ended formally in February this year. The VIS Team continues

, -mformally to exist and sometimes organize ad hoc study pmJects on’
: :specxﬁc topic (e g. an East Asian’ ﬁnanmal turmoxl pI'O_]BCt currently
. in'progress). S e S ‘
~The studies for ‘meeting these aSSIgned tasks are conducted as -a
--prmmple jomtly by the VIS Team . This Team' con31sts of the:

research. groups on both- 51des On the Japanese side; some twenty.
academics constltute the group, each belongmg 1o one of the four

sub: -groups. on’ (I) agnculture and rural development (11) forelgn
- - trade and industrial policies, (iii) pubhc finance; money and bankmg, o
. and (1v) SOE reforms. - .On the: Viet Nam 31de there are counterpart_

-members. and groups Members are from the MPI staff. -We. have
had contlnuous exchange of views with the Viet, Nam 31de on the

-:1nd1v1dua1 sub-group.and ali—member workshop bases -

Research st’ance an'd' Our devel'opment e’x’pe_riences :

4

Turmng to- the contents of ’ihe studles, I w1sh to refer to the basm

stance of our studxes on. Vietnamese ‘economic development “and its -
policies. In the JICA’s report C’ounﬁy Study for Japans ODA 10 Vie
Nam (March 1995) which is the de facr predecessor of this VJ S ploject it
was descrlbed explicitly. -

(1)

Viet Nam is not only a- tran51tory economy thh the task of-' '

- transforming the planned soc1ahst systern into the market economyj

system, . but -also ‘a- “developing: ‘economy” - with_ the ‘task. of

' ._transfonnmg the underdeveloped market economy system into the - -
- fuller developed one. - In this sense, Vlet Nam is snmlar to Chma o



3)

~and differs from the Fastern European countries.

JOR

Official goal of Vie Nam’s economic reform is announced as
malket economy undel the state. control, which is similar to China’s

: goal of “market economy under socialism.”  In our study, we do not

concern. about: the word “state control ot “socialism” consrdelmg

. that its addmon is made with political cons1deratlon no signtficance
-in economlc analysis.

As a. pohcy prescrlptlon for reallzmg the tasks of economic

- development the specific measures for raising and fostering market
. economy-—type orgamzanons 1institutions, technologxes productive
facilities and even 1deolog1es should be.worked out. ' Issuance of
“orders - ehmmatmg socialist - systems - and introducing -market
economy ‘tules would' not by themselves automatically create the

- workable system of. the market economy. . Bconomic development

also - requires. . productrve force: development starting ' from a

B 31gn1ﬁcant product1v1ty increase m agriculture,. if the country is in

‘the early industrialization- stage. - And this also would not be

. rbrought about sunply with the market force

s

If n thls stance there is somethmg speclal and un1que, that is due to

‘the prlorlty of the empmcal studies on the developmg economies which
our development expetiences on. both prewar and post-war Japan and
: contemporary East Asian couniries indice us to place.-. These experiences
are:indicated below ‘and, in sum, charactenzed as those of the * late-comer
. countries or “late late-comer” couniries which: accomphshed “take off”
- after WW}. or WW2 Their experiences should be different from those of
“the’ countnes m Europe and ‘America which completed industrialization
‘before WW1; in that the:market economy framework was underdeveloped
' -'and the capltal accumulatron for 1ndustr1ahzat1on lagging.

6.

-(Short note) In terms of the relevance to the contemporary developmg

- countries probably most popular Japanese experience is . the government -
* industrial policy of a prckmg the winners” style and with the use of “directed
credit.”; “This’ was the expenence of the lmmedlate post WW2 perrod and in the
-19603 ‘where economic recovery from the war damage and the technology
__catchmg up were the ma_]or challenge Equal}y rmportant ‘but nof publicized is
'-the govemment Ineasures to facﬂltate the’ afﬁhatton wrth the - international

_ econormc orgamzatlons (mcludmg promot:on of the status in 1t) in the way that



was not harmful to_'it's own industrial progress;_‘e;g. inthe efﬁlietion to GATT
* and in the promotion to the article 8 country stafus'in the IMF. ~About these
:experience there are a large nmnl:)er of referehces  (In conuection. with this
' plojcct Ishikawa’s paper presented at Tokyo Woxkshop, March 22 1997 may be.
.'referred) Next for the large number of the earhe1 stage developmg countnes,
the experiences of the préwar Japan are more useful “Two points’ may be
‘mentioned: One, growth of product1v1ty in agnculture supported by both |
~‘teehnology mnovatlon and rural community solidarity played a fundamental role
in enablmg mdustmahzatlon Second; the: pattem of product ‘and. technology .
“choice-in the modern manufacturmg sector was qu1te often charactenzed by -
' "preference for the products of a lower quahty but w1th cheaper costs ‘and pnces
._'than the ‘standard 1rnportables of for simply natlve consumer goods S}nelded _
e by such strategles (not by the’ protectwe tanff) J apanese manufactunng acquired.
“atime span in whrch technology and capital ac:;umulatton was rnade possible.
As for the apphcatlon of the lessons of these expenences to the contemporary
'econormc development and the combmation of these and East Asian experiences,
- references are ‘made for my three works 108 Economzc Development in Asian
 Perspective, Kl_nokumya Co., 1960, (1_1)___Labo: .Abs_o_rptzon.m_ Asian &grz_culture,
* An Issues Paper, ILO-ARTEP, June 1978, and (iii) “Apprdj)ﬁété Technologies:
- Some Aspect"sof- Japanese Experience,” i Austin Robinson (ed) Appropr:ate
’Iechnologzes for Third World Development Macrmllan, _1979

On the other ‘hand, the -above stance requlres us to study the
écoriomic issues of 1nd1v1dual developmg countries 1nduct1ve1y and usmg .
the experrences ot intensive- survey methods mostly. on the m1c:roscop1c. _
basis. “This is. somewhat different from the" research ‘method Whlch 8
oﬁen used in the * ‘early comer” countnes, and: whlch tends to rely upon the
_apphcation ‘of the theorles developed there and taken for granted the
matured market economy i Co SN

| Comment on the eerly:draft FYP i

7. Upon reﬂectlon this stance and our charactenstlc approach seems
' ~ well reflected on our opinions onthe arly draft Five: Year Plan

(1996-2000) which were shown to Us in'the surnmer of. 1995 They
- areon fourpornts e e, :



(1) Domestic eavmgs tatio shown in the Plan is only a little above the

© 10% line during 1990:1993. "When the fixed capital depreciation

ratio is deducted, the net ratio was probably close to zero. To raise

this ratio substantially should be the first priority goal of the FYP,

o outwerghmg anyt_hmg else. - This is especially so, as there is a huge
'-ar'houﬁt of extemal debt.. -

(2): -'_In the hght of thls the planned rate of growth of GDP is deemed too
ambitious. The desire to achieve high growth should be refrained
for the time bemg '

3y | The startmg pomt of long—term development is the ¢ breakthrough in
3 agrrcultural productivity and the resulting considerable increase in
per capita farm income. : The road to rural 1ndustrlahzat1on is

‘thereby opened. . Even in Southem Viet Nam Whlch was a major .

“rice producmg region . for ‘exports in prewar years, population
pressure is so large: that the above is the only way for agricultural
| Progress. S : | -

4 Industnahzatlon nught rely at- least for the time belng on the
o :-recogmtlon of small-and-medium-sized enterprises with intermediate
- ot native technologies, rather than on. the large-scale enterp1 ises with

: state of the art technologles and equrpment

8. The emplrlcal studles of 'various - economic - issues. of FYP
formulation were done, together with the. policy suggestions, mainly in the
four- sub -groups. - In Phase 2, the sub-group studies continued smnlarly
These are; however, to be taken up ior summary and discussions in the
sess;ons that foliow - ' '

: Issuee of tradeiliberalizetion =

9 However thls mtroduetlon should deal w1th the lssue of trade
lrberalmatron, which has arisen by Viet- Nams parhmpatmn in ASEAN 1
Free Trade Area (AF TA)in December 1995; but which was made a central

* “concern: of the government only from the early 1997. - Since the request to

us to take up the study on the AFTA mles and the effects of Viet Nam’s



: adhelenee to it upon the Vletnamese foreign trade and 1ndustry came after
the pencd when the Phase 2 research stet-up had been established and well
under way, the study.was conducted on the ad hoc basis by the overall
research leader.: Slmrlarly, when the currency ‘and financial crises of -
Thailand arose in Aprll 1997 and spread in a number of other countries in
East Asia, the Viet nam government required us to do a study with the
partlcular reference to its possrble lmpact upon Vretnamese economy.
We have accepted the request and organized an’ ad hoc study team to deal
~with it. - - S -

10. Wrth regard to the financial turmoil issue, we shall have a chance to
- discuss it by devoting a special session. Regarding the. ﬁnancral crises
issue, the results of our study were rncorporated in ESR, usmg large space
. of Part 1 Mam pomts are as follows : :

D '3"The basm prmcrple of the AFTA agreement is to. achleve nearly '
' completé trade’ hberallzatron among the member countries by the
early 21% century (2003; for Viet Nam 2006) Tariff reduction in
principle started from the first year of AFTA. As for those

" products which are temporarlly exempted from tarlffs ‘they “are

L 1ncorporated into the tariff reduction scheme. between 1999 and 2003 ,
in five equal installments. - Viet Nam’s 1mport trade was protected
mainly by the state monopcly trade and ‘other NTBs, Whlle the tariff

rates, drspersmg between 0 and 60% (on average 17%), were
determined with the aim- of i increasing’ tarrff revenue. There were |
" no motives of “infant ‘industry protection.” . In. the :list"of tariff
reduction which the government of Viet: Nam presented to AFTA
secretariat ‘at the end of 1995, the average tariff rate-of total 357
product lines in 1996 was mdlcated as 0.88%. This rate: remamed

unchanged by 2003. This was a reflection of the above tariff pohcy o

In other words, for Viet Nam where 1ndustr1ahzatron was, yetin'a

very early stage, no industry had yet emerged as one to be protected -

Therefore, the issue the AFTA partrclpatlon is offermg to V1et Nam

-~ is whether or: how the AFTA participation will affect the- attempt of
- Viet Nam to start up her rndustnallzatlon ' :

(2) Prrorly o' consrciermg thls problem, thele are’ a few pomts to be_
0 clarified. As one of them we have to. predrct how the present |



- proportions of total import trade which were occupied by the AFTA
‘countries and industrial countries, respectively, as import sources
“(presently the” proportion .of the AFTA ‘countries: being 26%) will
“change. Investigation of this question requires knowledge of the

present state of comparative production costs of imports from the
AFTA ceuntries_ against imports from industrial countries; and the
direction of their possible changes by the early 21% century.
Moreover, we have to know various conditions of Vietnamese trade
with non-AFTA countries in the forthcoming years. This will be

_detelmmed 51gn1ficantly by ‘the ‘results of negotlatlon with WTO

relatlng to Viet Nam’s apphcatlen for affiliation to it. Probably,

gven- with. regard: to the trade ‘with. non—AFTA countries, the trend

a toward trade liber ahzatron would be strengthened as compared tothe
o present ' ' ' '

Assummg that the eonstramts ﬁ‘om AFTA w111 prevall over- all the -

foreign trade of Viet Nam, we have to remember that the effects of
AFTA parnmpatmn upon Viethiamese: trade are double -edged; both

L ‘ifavora_ble .and_unfaverable_ Favorable effects will come from the

®

- possibilities ‘in ‘which trade hberal__lzatlon ‘would bring competition

and disciplines to domestic industry. and thereby select inefficient
industries  and enterprises.. Unfavorable effects will be the

-~ abandomng of’ the pohcy option to take 1nfant industry protection”

~ for ‘the - startlng up ' of Vretnamese industrialization, the protection
which many late-comer- 1ndustr1a1 countries, * like Malaysra -and
- Thailand, en]oyed until recently By the year 2006, however, Viet

Nam ¢ possesses a short time perlod_,to exercise this option.

'Pollcy 1mphcat10ns F‘i'r'fsﬂy, “the - ge':vernment 'I'nay make a
: -'cemprehenswe survey on the present and prospec’nve industries and

classrfy them into: three categones (a) those industries which

SRR possess mternatlonal competltlveness even at present (b) those -

industries whrch could acquire it if infant rndustry protection - is

) provrded before 2006, and (c) those. industries which could not

: '*'become self-sustamable by 2006 even with - such protection,

Avallable resources for- mdustrlahzatlon should be allocated

.concentratlng to the 1ndustr1es (a)'and (b) Utmost efforts’ should
“be paid for .con_ducting these surveys. Secondly, there may be an



option to initiate - international negotiation in pursurt of the
postponement of the target yeat 2006. However, in order for the
.negotiauon to - become effective, Viet ‘Nam shouid draw up
~ convincing scenarios of raising the self—sustamable industries until
the postponed target year : '

| Challenge of inter'natio.nali.'zation '

11, In the past two and a haif years, Vlet Nam was able to de31gn her
medlum- ~and long-term development plan on. the basis “of the
accomphshment of economic restoration from the war-time. destructlon and
dislocation. - But soon’ ‘after the ‘passing through of the new. Five-Year
_ Plan (1996- 2000) at the Elghth Party Congress Viet Nam had to face a set

“of new challenges of opemng up the so far closed natronal economy
toward the “world economy.  The first set. came as an - international
obligation for trade [iberalization i in the form committed i in AFTA. - The
successive sets for trade. hberallzatmn would: -emerge . in- connectron with
the. APEC and WTO to whlch Viet Nam has. already apphed for affiliation.
“The next step may come in the form of the external pressure for capttal—
account llberahzatron 'sooner or later: - -

One has to remember that it is for the ﬁrst ttme in recent economre'
-hlstory that the - country. ‘which has not yet’ completed ¢ven the. startmg' '
-phase of 1ndustr1alrzat10n nor - the- ﬁnanetal sector modermzatlon in the
'elementary sense, are- eneountermg exogenous pressures for trade and even
“capital hberahzatlon o '

- Moreover, for. Viet. Nam- these chailenges have emerged amldst the_ ;
perrod in ‘which, due to the currerit financial turmoil in: East Asia, the
structure of mternatlonal competrtrveness in trade and- investment among
the neighbonng eountrres has been changmg dramatlcally and the future
- prospects are by no means certain, L 3

These are very 1mp0rtant iong—term issues whleh thls workshop' |
f-may be able to take’ up very trmely =



Future cooperation among the patticipating organizations

12.  Final remarks on the desirability to continue this kind of
international cooperation about the Viet Nam study.

--end --






Note 1

NEW ECONOMIC POLICIES AND ISSUES RAISED FOR
. FURTHER STUDY

NEW MEASURES SEARCHED UNDER THE CONDITIO\IS OF LURRENCY
CRISIS IN EAST ASIA -

- Ph.D. Nguyen Quang Thai
Research Team Leader

1. Paralleled W1th 1ts known achlevements, Vietnam is: also facing new challenges.
Further pursumg its Tenovation under the conditions of halmomzatlon into the world

economy, Vxetnam has to be consistent with its seIected path and promote more strongly

its renewal.

Based on studymg pohcles formulated by mternal and extemal consultants the
leadershlp of Victnam has come-up with new economiic policies which. are reflected in
the Resolution of the 4™ Conference of Central Party Executmg Committee (the §™
Congress) '

2; The most lughhghtmg features of this. Resolutmns are: e
To -be consmtent with: renovanon path bring mto Aul] ‘play mternal resources, use
efﬁmently 1ntemat1onaliy assisted ‘tesources, ‘improve. the competmveness of the
economy under the new condltlons, malntaln and improve MACTO ECONOMIC stability in a
bid to successfully the: plan_ned developrnent objectives. Some key adv_ocacy in macro
econommareaareasfol]ows T
‘ Cas Adjustment of economlc and mvestment structure in order to improve
' efﬁmency and competltweness of the economy: the adjustment must be done
.in both sectoral and reglonai master plan and investment structure for better
efﬁmency '

“b. Ad}ustment of agncultural and rural development structure; poverty
allematxon '

g Adjustment of ﬁnancxal and bankmg rela‘tlons for mamtammg macro

economlc stdblhty

d. 'St'até owned eﬁtexprise reform.

~ 2
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Based on this Resolution, the Governiment has taken a series of new measures and
policies in order to translate the Resolution into practice, and has strongly reformed its
steering activities for organizing the implementation of the Resolution.

Some new advocacy and policies can be summarized as follows:

a Concernmg investment structural adjustmem the Government has prov1ded
gmdance for reviewing master pians and implementation progress, of
investment projects at all levels. At the central level, efforts are made for

“speeding up 1mp1ementat10n progress of some large scale investment projects
- especially loan funded projects - in order to ensure: their, completlon on’
“schedule. - “At ‘the same time, some other large investment- pro;ects like -
| North—South hlghway project. are ad_}usted halted, delayed or rescheduled
In addition, favorable ‘conditions are created for complete mvestment in small
and-medium’ prOJects, transferring advanced technology whlch can be applled
quickly to productlon thus contrlbutmg to improvement of competltlveness of
‘Vietnam’s goods and services in domestic and international markets.’
'The governmont also 1ssued new decrees on foreign mvestment '
reorgamzatlon of ODA management system for higher efficxency and has
been submitting the law (amended) on encouraging domest:c mvestment to
National Assembly for consideration with an aim of creatlng new investment
op‘portun’ities for all domestic and fdreign economic sectors.

b. In the area of agnculture and rural development the- Govemment has taken
measures on mechanism,- pollcy and  investment - for faclhtatmg more -
comprehenswe and efﬁcxent agricultural development in a close relatlon with :
raral éredit: programs, poverty ailevxatton afforestation..; - The Government-

~also took new ' measures -on  procurement ‘and import and- export “thus'
facilitating agncultural products sold at reasonable pnce

c. .In the area: of budget revenies and expendltures, the Government has
prepa:red for the exped1t1on of inew laws in a more equltable marme1 and has
 also taken various measures for encouragmg export (tax reductlou perxmttmg
domestic' and fore1gn private sectors fo’ take: patt ‘in: export) and reducmg
import {especially through commercial credit system)



d. In the area of state owned enterprise- referm, the Government has been
applying measutes for improving SOE’s performance efficiency by equitizing
a part of SOEs, thus - enabhng economic activities more efficient and
consistent with international commitments.

Under the conimon difficult conditions, the new Government of Vietnam has been very
active in mstructmg concerned agencles and localities to have measures taken in a good
manner for further economlc -development with efﬁmency and sustamablhty, ¢reating a
springboard for more rapid development in the coming years. In 1997, the economy
recorded. a growth tate of about 9% (the non-cross-check figure is 8.8%), of which
growth rate in agriculture, iridlist_ry and service is 4.7%, 13.7% and 8.7% respectively,
which shows the economy still - continuies growing relatively well despite certain
'dif_ﬁculties. B '

Although in 1998, there are snIl more difficulties, espeelal}y under the 1mpacts of the

regional currency. crisis, Vietnam’s econorty still has potentlal for fairy good growth
rate.

Some irnplieatiens by the financial crisis in the region to Vietnam and current measures
taken can be summarized as follows:

a, Wzth regards to import and export: - o

W - export value declined by 5%, equwalept to over US$400 of whlch
‘export value . of rice dee_reased by US$100, although the volume of
rubber, ceffe_e, crude oil...export is greéter (US$40/ton)

B Although ir‘np'orts price has "been declined afier exchange rate was
adjusted, difficulties have been arisen:

In order to overcome these difficulties, the Government has taken urgent

meas_u:es for encouraging export and fighting against commercial frauds and

'sfnuggling. ' '

b Fmanc:al situation and exchange rate have had nnpacts on the overall
baiance of the economy. _ ' '

B Pressure for adjustmg exchange rate closer to. purchasmg power and

fore1gn exchange rate supply and demand has resulted in two times

 adjustment of transaction andoﬁicml exchange rate range to 10% and

6% respeef_iVely. To date, the éxchange rate is VND 13,000 against
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- USD 1, closgly following conditions in the malket
' Budget revenues meet ‘with difficulties with - a. decline in 1mp0rt and
export eammgs ~Exchange the adjustment m-some other countries, like
South Korea, has also resulted ina decline i m tevenues flom ODA. The
Government has taken some measures on expendlture reduction in order
to ensure budget deficit of more or less 4% of.G_DP.

¢. Some dlfﬁcultles arisen in investment. _ .

B lavestment from state budget: due to a decline in domestic revenues, the
Government has to control more stnctly capltal allocation for focusmg
on 1mp011ant projects with p0351b1hty of qmck investment returns

* ODA investment is promoted for bettér’ fulfilling commitments.
W - FDI investment has been threatened ‘to a decline, and therefore it has
been encouraged by new and more flexible policies.

d. Reform of SOEs will be proceeded ina quicker manner because nﬁmber of
loss making entérprises have been increasing due to widespiéad difficulties
including exchange rate adjuStméﬁt which results in difficulties in debt |
service and an mcrease in 1nput price leadmg to difficulties i in seilmg

products.

The Government and National Assembly have also further promoted administrative
reform with the promulgation of regulations on state servants.and anti corruption...

We hope to have your constructive comments,



Note |

STRUCTURAL CHALLENGES FACING VIETNAM":

~ Andrew Steer
- - Director; World Banl( in -Viétnam

This note briefly summarizes recent developments and current clnlienges and
suggests broad areas to reform. Itis based upon the findings of an economic team,
comprising economlsts for the World Bank ofﬁces in Hano; and Washington.

L Recent Macroeconom:c and Structural Developments

While data on economlc performance suaoest that mﬂation has re:mamed 1ow in
‘recent months, and that agricultural and industrial production has been quite robust,
there are significant external and mtemal risk factors that could lead toa swmﬁcant
slowdown in economic growth and disrupt Vietnam's hard-won gains on
macroeconomic stability. The main factors threatening Vietnam'’s growth
performance and macroeconomic stab1l1ty are: -

. Impacr of the f' mmcml crisis in Sourheast Asm thlc Vletnam to- date has
remained somewhat msulated from the. mltlal 1mpact of the crisis, the s]owdown in
econormc growth in the region and the 1mproved competitiveness of nelchborm '

_economies is 11kely to pui pressures on the Viemamese economy

— Both export prices ana’ export demaml are ltke!y to weaken Prehmmary

estimates suggest that the decline in the prices of Vietnam’ s major export
COI‘I].HIOditiCS ‘during 1997 would have had a significant impact on export
revenues. (Some indication of the impact-of price changes can be gained
by valuing Vietnam's 1997 export volumes by 1996 prices, which yields a
total revenue some $250 rmlhon below the actual 1997 figures.) While
pnces ‘of some pnmary commod1t1es have revived somewhat recently,
prices are hkely torernain weak.- Recent gains in the price of rice, for -

“instance; will hke}y be more than offset by declines in crude oil prices. .
Prices’of imported textiles and garments from ‘Asiz into Europe, Japan and
the Umted States have also declined 1 in recent months.” Import demand in
Asia, economies i§ also declining as their adjustment procrams are

_ begmmng to 1mpact on thelr growth rates. — '

= F oreign dtrect znvestment mﬂaws into V:etnam are. also lzkely to: slow
While 1mplomentat10n of FDI projects. was hloher in 1997 than 1996, FDI
approvals were lower,’ - With th e'xceptlon of a major tourism project
recently. approved in Daiat ¥FDI approvals were also very’ limited-i in "
Jariuary and February 1998. And in the first two ‘months of 1998, FDI
1mplementatlon was only US$ 1.5 bxllion on an anrualized basis--a sharp -
) drop from US§2.  billion in 1997

_ " This informal papef was bfepéred_fdr the intematfon-af Workshog on Vielnam Economic
. Development, Tokyo, 22-23 March 1988, T

-3
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= Declines in international competitiveness are likely to erode performarnce

of export and import substituting activities. While the real effective
exchange rates (REER) for some of Vietnam's main regional compeétitors
have fallen conmderably, Vietnam’s REER has appreciated. As at'the
beginning of 1998 The REERs for Indonesia, Malaysia Thailand and the
Philippines had depreciated by 40%, 22%, 26% and 18% respectively
compared with the average for the past five years, while -\{ietno_m's_ REER
appreciated by around 10%. In addition to this movement in REER,

“transactions in the foreign exchange interbank market have been extremely
thin. Importers have suffered from a lack of availability of foreign
exchange. The recently introduced foreign exchange surrender
requirement (Decree 37) is ‘likely to-exacerbate the already stressed foreign :
exchange market, and as a result, the enviroiunent for foreign investment.
Vietnam, whose success will rely on high growth of expoits and mﬂows of
foreign mvestment needs a ‘competitive exchange rate and a properfy
functlomng foreign exchange market

e The performance of the SOE sector. : The lack of efficiency dnd competitiveness
" in the SOEs is beginning to act as a drag on ecoriomic growth and. threaten
financial stability. From the limited data received for 1996, it appears that the

. financial performa.nee of the SOE sector has been ma_rcrma! at best Anecdotal -
evidence suggests that it has senousiy detenorated in 1997 ' :

= The proﬂtabihty and ratio of return on assets were both e\tremely Iow in
spite of tax privileges for import substitution industries, tanff protection
and-access to subsidized credit. For the SOE sector i aggregate, ‘the ratio
of profits (before taxes) to sales was below 4 percent in 1996, and the ratio
of proﬂt (before taxes) to assets was beiow 9 percent. . '

= Industnal producnon n 100 per cent state owned enterprlses is. 0rowmcr '
‘much' more slowly than in joint ventures, de3p1te enjoying. cons1derable
privileges:and preferential access to resources. SOE 1ndustrial produotlon
grew at around 6 percent in the year ending Ja.nuary 1998, compared to
more than 10 pereent for the mdustrlal sector as a whoie and- 23 percent
for the joint ventures. : : :

=> The SOE sector is respon51ble for most of the laroe aceumulat1on of
overdue loans in the commercial bankmcr system and is the main threat to
the svstem s solvency

= 'In summary, the swmﬁcant resources Uomo mto SOEs--they account for
‘roughly half of total credit i in the economy-—are not generating sufﬁcxent .
returns in terms of growth in' employment productwny, and | mcome orin -
_terrns of poverty reductlon



e The performance of the banking system. The financial position of the banking
system is very fragile.

=> Qverdues have risen, and banks have high indirect exposure to foreign
currency and liquidity risk. One third of all loans are denominated in
foreign currency and over half of the loans in the joint stock banks are in
foreign currency.

= At present rapid deposxt growth is masking the hquldlty ‘problems of the
banking system : _ :

= These factors make the bankmo system e&tremely vulnerable toa slowmo
economy, a depreciation of the dong, or substantial deposit withdrawals.

Il Basic Objectives and Broad Thrust of The Government's Policy

Given these risk factors, the Government has clearly recognized the urgent need to
deepen economic reforms, and take appropriate action to address the growing .
problems in the banking and SOE sectors and to introduce more competltlon into the
economy : ' :

The Workd bank believes that the broad pdlicy_'th_rust of the government is sound, and
is willing to support its implementation with a Second Structural Adjustment Credit.
The primary thrust of SAC II'would be to support three key elements of the new:-
Governments’ six-point reform prooram as outlined in the resolution of the recent -
Fourth Plenum of the Central Committee of the Comrunist Party of Vietnam.

The three clements of reform_t_o be supponed under SAC I are:’

1. ‘Ralsmc economic efﬁcxency and competmveness th.rouch pnvate sector
‘development and trade llberahzatmn

h2i Accelerating the reform-of state enterpnses

(OS]

-Strenothemnu and ratlonahzmcr the bankmo system

The actxon prooram ofi’ these eiements measures: supported under SACIT would assist
Vlemam in moving from an inward- oriented, state enterprise- -dominated. -
industrialization strategy towards.one that focuses on international competltlveness _
- and economic: efficiency by achieving a moré neutral incentive régime and allowmo B
' mcreased rooIm for pnvate 1nvestment and entrepren\,urshlp

17
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lll. implementation of the Government's Program

Private sector development and trade reform

Trade policy:

The g government has recently announced nnport'tnt steps to further lmprove the
international trade regime, including:

° removmg quantztatwe restrictions on imports of consumer goods whlch will now

be regulated by tariffs; and
» 'allowmg private sector pammpation in the lmport of fertlltzer and the export of

-Tice,
Officials have also foreshadowed replacing the system of licensing enterprisee to
engage in interational trade witha sunp[e registration process open to all leoaliy

established enterprises. This action is'a critical part of the reform aaenda and thts
needs to be implemented as soon as possﬂ)le :

We also note that: R

. .The max1mum tarlff rate IS now 60 per cent; and the maximium rate is expected to _

be reduced to SO per cent in the new [mport/Export tax law.
¢ The government plans to umfy treatment of 1mported and Iocally produced coods :
underthe Spemal sales tax.
 The goverhment plans to simplify and rattonaltze the tanff structure by reducmo .
* the number of tariff rates significantly. S -

+ A starthas been made on implementation of the GATT valuatlon code by
reducing the number of items for Whlch the minimum price hst wrll be tsed.

These are ail very 1mportant steps  but care must be taken that addtttonal distottions
do not creep into the system. In particular, we are concerned that that the proposed
maximum tariff W111 not apply to all goods, and that will be an‘exception list. We are
also concerned that the process of managing consumer goods imports by, tariffs may
involve a significant increase in the average and. dlspersmn of tariff rates and provide |
high levels of protection for Iocai productton of. these ooods

In addition, desptte the chanoes in the treatment of consunier, ooods quanntatwe

restrictions remain on a number of major mdustrtal ‘products. The coverage of these
restrictions increased conmderabf '
markets for key. products pmvnded hlgh protectlon for local producers mamly SOES i

~and reduce the competitiveness of industries using the. products. Thesa restrictions

need to be removed under: V1etnam S obhgatlons under AFTA andas a prerequlstte

- for joining the WTO. We note that Decision 11/ 1998/QD -TTg mdtcates an intention
to control imports to ensure that the trade deficit does not exceed 20 per cent of the

value of exports. We would advise that Government not pian to impose additional

_mo 1997.. These restrtcttons have destab111zed



administrative restrictions -- either directly or through controls on access to foreign
exchange -- to meet this target or to limit consumer good imports.

Business licensing and registration:

The current procedures for formation and registration of new enterprises are widely
recognized to be cumbersome and non-transparent, and open to considerable

discretion which can be used to limit COl‘l’ipetithH in pamcular sectors ‘of the economy.

The Prime Minister has called for streamlining of the business reﬂlstration process 1o
- facilitate the growth of new. enterprtses particularly private sector enterprises, and for

actions to remove barriers that private enterprises face in geiting access to credit and

land. We dre studying the recently issued Decree No 7/1998/ND-CP, but remain
unsure as to the steps and ttmetab!e for addressing some of the key actions. These
are: :

« the centralization of the business fégistrati01t process (adoption of the “one-stop
shop™ concept). In particular, thé logic for requiring a firm'to obtainan -
establtshment license, a business registration and an 1nvestment license is uriclear.
In addition; the rationale fora pnvate enterpnse to prepare and present to the

. Government a business plan prior to obtaining an establishment license is unclear,

o the creation of registries for non-moveable-and moveable property for use as

collateral, and
» changes in the reculattons surrounclmcr transfer of land and the use of land as

collateral
State- owned Enterpnse Reform

The reccnt porformance of the SOE sector hlchhohts three 1mportant problems

+ the vulnerablhty of the SOE sector to small downward pnce pressures and
increases in the cost-of inputs; .

~» the high opportunity cost to the economy of the scarca resources currontly being

. allocated by the banking system and the budget to the SOE sector; and

o the risk being posed to the viability of the bankmv system and to macro- economtc

-stablhty

The Govemment has recogmzed these problems and an.nounced a procram 10 improve
the’ perforrnance of the enterprises in the sector, including through: (i) an accelerated -
‘equitization program; and (ii) reforms of the enterprises that, for the time being, will
remain state owned. : :

Equzt:zafton

DlSCUSSlOﬂS held w1th ofﬁcxals of the Mmlstry of F indnce, Ofﬁce of Govemment and
the General Department for Manaaement of State Capttal and Assets in. Enterprises
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indicate that the Government is commltted toa swmﬂcant acceleration and deepemno
of its divestiture program.-The followmﬂ are particularly noteworth}

* the announcement of a pronram of 150 eqmtlzations in 1998 300 to 400 in 1999
and a toml of 1 OOO by year 2000; and

e the deve[opmem ofa wxde consensus that the e\tstmﬂ procedures of EC]LI]UZEIUOI]
need to be areatly samphfed to reach the equ:ttzatlon program’s targets.

As outlmed m the recent resolutlon of the 4th Party Plenum the Governinent plans to
use altematwe methods of divestiture for small, and poss1bly medium-scale, state-
owned enterpnses We agree-that equmzation is not appropnate for these enterprises.
International experience suggests that simpler methods (such as the sale through .
auctions and tender and/or the transfer for free or for a minimum price to the -
workforce) are the best way to deal with the large number of small state enterprlses
and the only approach to achieve the Govemment s divestiture targets. There is
ample evidence from the Vxetnamese experience, as well as from other transition
countries, that the rapid transfer of very small firmsto prwate owners oenerally results
in significant unprovements in efficiency, proﬂtablhty and employment We would .
advise the Government to introduce these methods in the proposed revision of the
Eemslanon on dwest;ture _ : -

The Mlmstry of Fma.nce has’ requested World Bank assmtance in the development of
an appropriate legal framework and in the design of the detailed procedmes and
mechanisms along the lines suggested at the recent Equ:ttzatton Seminar. The Bank :
is currently mobilizing experts with relevant international experience to work on these
issues within the timeframe proposed by the Steering Committee on Equitization and
the General Department for Management of State Capital'and Assets in Enterprises -
and will firm up a concrete prop'osal for assistance in the next few days. '

The Govemment is aware that because the equlttzatton prooram would remain-.
limited to relatively small: enterprises; it will not quickly result in a drarhatic. change in
the overall performance of the state-owned enterprise sector and recognizes the need
to significantly i improve the performance of the remaining state-owned enterpnses :
Timely collection and analysis of mformatwn on the evolution of the. performance of
the largest SOEs is essential for decision-makers in Government to identify
enterprises at risk and develop strategies to deal with the medium and large non- -
performing SOES as a matter. of prlority o ' : :

Weaknesses in State enterprise monitoring capacity -

We share the views of the Minister of Finance that the information base ‘on the state-
owned enterprise sector must be significantly 1mproved Currently, mformatton flows -
to policyniakers does not ailow them to identify. those state enterprises whose * -
financial performance could pose a risk to the. banking sector and the economy, or to .
take timely action to remedy problems. Better understanding of the characteristics and



financial situation of the state-owned enterprise sector will be essential for the
Government’s reform program.

Nee-dfor ]ryvprO\ieci_ Efficiency and Accozm!ab:‘_lt')y of State Enterprises

There is overwhelming evidence fro'm-deve_loping and transition economies alike that
state-owned enterprises do not sustainably improve their efficiency and financial
performance - a priority objective of the Government of Vietnam - if they do not face
hard budget constraints. In this regard, we concerned by soime recent
decisions/instructicns/circulars that send the wrong message about the strengthening
of financial discipline in the state-owned enterprise and banking sector. -

The Government has announced its intention to cut strongly to address this problem.
- This will require decisive measures to stop the dram on budnetary resources through
~subsidized loans, tax incentives, budgetary injéction, and on. banl\mo resaurces -

which is reaching serious proportions - caused by non-performing state-owned

enterprises. Care will also needed to ensure that the Public Investment Program not
inchide large investments in sectors which will requlre protection and special
budgetary and credit treatment. = :

Strencthemna and r‘xtnon‘xhzmo the b‘mkmcr system

The mcreasma vulnerabllltles of the bankmo sector reqmre uroent actlon They also
hlohhoht deficiencies i in four .mportant areas: - :

. existino accouminu framework and auditino procedures do not adequately reflect
changes in the ﬁnanmal capac1ty of bank borrowers and they allow financial
) 1nst1tut10ns to mask existing problems ThlS poor dlsclosure precludes the
Government and the banks themselves from obtaining accurate mfomlatlon on the .
true financial condition of the banks;

° the Central Bank has madequate legal and operatlonal resolution mechamsms for
mtervenmo in troubled banks and for closmo and lxqmdatmw msolvent banks;

. the ex1stmo lax entry requlrements reoardmo the level and quality of cap1tal and -

- “quality of management’ have led to the entry of very weak and msufﬁmently‘
capitalized banks; moreover, the regulatory framework does not adequately guard
against 'Shareholder_s u_Sing banks to do connected and insider lending; and

. fmanc;al institutions have madequate rlsk assessment momtonncr and :
_management capac1ty :
Recémevef}?nﬁeﬁt A‘cm’ms -

The: Government has announced its intention to firmly address these problems We
would agree that ‘actions to date have been insufficient to address the problem and in
some instances, they have served to mask existing problems.” Some recent prominent
examples are: :
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. Instrucuon #9 on the extension of the maturity’ ofloans at risk; -

« Instruction # 417 on the elimination of collateral réquirements.for loans to SOEs

» Circular #3 on the write-off, reschedulmﬂ of non-performing loans to SOEs and
transfer of budgetary vesources into the SOCBs; : '

e the recent transfer of budgetary resources totaling VND 300 brlllon to Anncultural
Bank for the write-off of non- performing loans; and,

+ attempts to deal with problems.in the joint stock banks have meluded mergers
wh1ch did not create stronger banks but rather weaker ones.

On the positive side, the People s Comrmttee in HCM C;tv and SBV have setupa’

task force to assess the vulnerability of and propose restructuring solutions for 19 joint .
stock banks. This process needs to be strengthened and expanded towards the
develoPment and implementation ofa comprehenswe solution to the growing
-problems’ of the _]omt stock banks.

Srrengthening the Ins'.rimlional_ F mmewor"k j

‘There is a need to implement international accounting standards and prudential - -
regulations to ensure that financial statements present a true and accurate picture of -
banks’ financial condition. Current accounting standards: hide the extent of problems
that banks are experiencing in their loan portfolios and allow insolvent institutions to -
continue to report profits. Banks are not required to take pre-tax provisicns for loan
losses and despite growing overdue profits coiitinue to be reported.- Adoption and
implementation of international accounting standards would altow for greater.
transparency in ‘banks’ financial statements. This’ would, in turn, enable banks and
government officials to assess the true extent of i emerging and esrstmg weaknesses
and enable them to take more raprd proactrve measures to address and resolve the
issues.

A comprehensrve prudentral framework is necessary to assure orderly and drscrphned
entry and exit into the banking sector as well as to assure that the appropriate .

incentive stricture exists for prudent behavior on the part ¢ of bankeis. Sufﬁcrently
high minimum capital for entry needs to be set forth and consrstently applied.. Insmler :
and related party transactions as well as. loan concentration lrmrtauons need to be -
clearly set forth. Appmpnate enforcement mechamsms need to be put in place to -
assure adherence. :

International experience su gests that the risk of a systemrc bankmo crisis can_be
minimized if the government adheres to the followmo three prmcrpies {1) take early.'

and prompt action; (ii) take a. comprehensrve approach; and (iii) do not extend an i

extensive government guarantee as it raises moral hazard “Thus, to stem a potentral .
systemic bankmo crisis, the government should take pro-active approach and develop
a_strategy to manage financial system drstress through defining a transparent and
consistent resolutron mechamsm to rehablhtate ‘viable mstrtutrons and to close
.insolvent. 0nes



Note 1

(Wnrking Paperin Progress)

WorkshOp on Viet Nam s Economic Development
HC‘A Headquarters, Shinjuku, ‘I'okyo, Japan
- 22-23 March 1998

— 5

The Role of the Sfatc in Suqtamabla l)evelopment Lcssamfor Viet Nam
T om the East Asian Miracle and the Crisis

by

B : FDOUARD A WATTEZ
UN RLSIDLN l COORDINA YOR AND UNDP RESIDENT REPRY SLN TATIVE

Please ajlow me to f'rst thank JICA and Professor Ishikawa and his
tcam, for inviting UNDP to participate in this workshop. This Workshop 5.
not only timely but also urgently needed so that Viet Nam’s major
dcchopment qupporters and advisors can together take stock, share ideas,
and better advise and support Viet Nam to successfully meet the many
development challen ges ahead : : :

- Viet Nam 5 development str ategy n. recent years has been increasingly
influenced by the East Asian experience. This is of course fully
‘understandable and Justified in Jight of the j impressive. record of
| exceptlonaily h}gh rates. of growth and development in a signifi cant number
of the Fast Asian ‘economies over the past foity years. At Uae same tfinie, the
heavy Jole played by the state in directmg developmcnt 1n-some of these
- countries may seem appealmg ) many officials in a country, which is in

. cautious (and perhaps at lees reluctant) transition ﬁom centrai plannmg to
& more market based economy. S

_ Slmll arly, med1a coverage in zecent months on thc role of market fatlm e
in confr 1butmg tothe .ongoing. rcgional crisis may seem to justify .
: tempta‘nons for re- regulahon as well as reduced | iberalization and reduced
‘openness to the global economy. Understandably, ofﬁc:als opposed to
change in gnneral or lhose interested in preserving the status quo and the
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existing distribution of benefits, might find such temptations difficult to
resist, -

Therefore, a clear understanding of the role ﬁl_a)}_ed by the state in the
successes and failures of these countries, and the felal_ed Jessons, both
positive and negative, is particularly important to guiding Viet Nam’s
sustainable development. While there are many such Jessons that might be
presented here, my paper attempts o ocus only on the most important
lessons learned for Viet Nam at this juncture in the country’s development
process. Finally, in order to be useful to Vietnamese policy makers, my. .
paper focuses particularly on related implications for the role of the state in
successful and sustainable development. Inso doing, my paper will briefly
- touch upon many of the main subjects in each of the sessions of thig
workshop. | | -

~ My presentation is organized as follows:

First,1 would like to bricfly review some of the positive Jessons from
the Asian development experience. 1 think it is importantto
remember that despite the ongoing crisis, there have been many,
development achievements in East Asia, and many of these =~ -
aChievements remain very much in_tact: (We should avoid “throwing
the baby out with.the bath water”) : o '

Second, I would like to briefly review some of the negative lessons.
we have learned from the ongoing crisis, including the respective .
roles of governpent failure and markel failure; Here ] would also Tike

to highlight some formerly ambiguous lessons in the Asian Miracle.

- that now appear much clearer in light of the crisis; -

Third, I sha]l'a.rgue that the current crisis i fe’af!f'imibh more a result
of government fajlure rather than market failure.. The cusrent crisis

certainly has elements of market fai Jure, an dlherc is noquesucm théﬁt o
all countries need a minimum level of prudential government banking
supervision and regulation: Nevertheless, much of what may appear

at first glance Lo have been-market fajlure was on'closer examination .

- created by government failure: Therefore, while there is case for
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- more effective regulation in certain areas, such as financial markets
many other lessons from the ongoing crisis itply a need for far less
- povernment-in directing resource allocation and investinents. "1 shall
also briefly touch upon the I‘C]atlQHShlp between the openness of an
- econoimy and the likelihood of such crisis.

Finally, ] shall highlight some of the more important lessons and
policy implications for Viet Nam today from the broader East Asian
experience as well as from the more recent crisis.

Within individual country experiences there have been periods of
success, prowdmg positive Jessons, as well as peuods offaliurc providing
negative lessons. The current crisis has helped clear up somie former
ambiguities in the East A51an Miracle experience, and enables a clearer

distinction between the p051t1ve and negative lessons from the various
country expenences -

Be‘foré o'u‘t'lini'ng some of the positive lessons, 1 would wish to remind
“that, desplte the'ongoing financial crisis, there have been many impressive
development achlevemcms in Edst Asia which remain Iargc]y intact and
which will be further bu:Itupon following a perlod of restructuring. Real
incomes-per capita have grown tremendously and poverty has been reduced
substantlaliy over the past forty years, partlcu]ar]y in Japan, South Korea,
‘Taiwan, Smgapore and Hong Kong, but alsoin Malaysia and to a lesser
degree in Thailand. With the possible exception of Indonesia, where
ﬁnanma] ‘structural, social and political challenges appear greatest, most of
~ these countnes are hkely to sustain most of their past achievements and
* further bu1ld upon these following a period ofsufﬁcxent restructuring. Yes,
there will und oubt@_d_ly be some temporary losses in real incomes over the

Tof course thc state in all coumr:es must caiefully ])lﬂn and dnect pubhc sec!or mvestmcnts in busic ;

mfrastruclu:c, basic social services, environmental jienagement end other areas where the invixible hand of

the inarket tends to fail because the rate of r eturn on such public goods ond services cannol be casily
captm ed by: puvate mvcsmn or where over explmldtmn resulls becuuse p1 ivate investors are able to avoxd

the qu wsts
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coming two or three years in number ofthese countries, but there is scope to
absorb these in most countries conccmcd In short; while most countries
will undoubtedly continue for a while 1o be adversely affected by the
downturn inthe region and/or internal imbalances, only a few of these
countrics are facing severe crisis, and most will probably eventuaily emerge
even stronger than before foI]owmg appropuaie rLstructurmg '

E ::_;A. ::  :

Some of the'most'important of these posiﬂve'lessons from both the -
broader Fast Asian expenence as we}] as ‘d)e recent crisis include the
'folkowmg ' .

l.- The 1mporfance of relymg mamly on domeshc savings for
- development, and the state’s role in creatmg an
environment that encourages high savings rafcs, ‘This is an
" old lesson which deserves renewed. prominerice in light of the
ongoing c_r;m_s Notably, the countries least affected by the
crisis are the ones that have avoided excessive reliance on net -
- foreign savings, particularly in the form of debt, especially
Japan, Taiwan, Hong Kong, Singapore and to a'lesser degree,
Malaysia. On the other hand Thailand and pa:rucularly _
Indonesia have been carrying hea,vy foreign debt levels relative”
1o GNP and Exports. The Philippines, despite restruéluring and
~ progress inrecent years, is still carrying significant debts from
the Marcos years. In the case of South Korea, total debt is
significant buf more manageable as a share of GNP and .
- exports. The debt 'problem_' in So_ufh Korea has as much to do -

(‘onvcriing income per CRpl[& f'gures explessed n US dolldss dl the subslanudﬂy devalued exchangc
rates obviously maggcrales 1hc dcc]mc in real incomes durmg 1997 98. s

*hnpr mc:ple the source off'nanung,, dmnestlc or forclf,n, r.hould nol mmicr g5 ]ong as tho nvcmlf
incéntive system, relative prices and investment environment ate rational. However, in our-Jess than
~ perfect world, foroign financiers’ have proven to be Jess demandnu, on nanspnrcncy, information
availability ond accounlahllily until crisis strikes (whlch is too late!). ‘This is particulerly the case in less:
developed countries where foreigners, oftcn provide fi uancm;_., on the bdsn of state guarantees, exphc:t or
implicit understandings, and “relationships”, and have proven fo be more willing to compromise on pure -
commureind criteria. - Many of these same conditions also seem to apply to ODA leans and w:llmgness to -
compromise on information availability und- raliong) pohcy (agnm until erisis strikest). S



with its term and liquidity structure as it has to do with the
quality of related investments financed by the debt; Notably,
. Taiwan, wh)ch followed apolicy of pay as you go to higher
- levels of' development based on sizeable trade surpluses and
_domestic savings, accumulated nearly $100 billion of foreign
exchange: reserves, and is now in the enviable position to
capitalize on the many bargam opportunities in the region.

| Export led development based omn. compardnvc advantage,
‘which was oflen in the form of labour intensive manufactures,
“was the basis for success in most of the “miracle” countries,
 particularly those with small domestic markets as measured by
income per.capita, purchasing power or population size; (The
scope for protected import substitution is considered in the
~ pext section.) Developmg countries with small domestic
- markets have found it much easier 1o sell higher value added

products to richer export markets in or der 16 earn their way to
E '.hlgher levels of development. Therefore, a considerable
degree of openness to international trade and finance is
essential for the rapid development of]ow income countries.

=Heavy mvestment in Human Resource Development
pamcularly education and training, has beer the foundation

“in most of the more sueeessful East Asian economies for
graduating to increasingly higher levels of development.
‘Moreover, such broad-based human 3 resource development
better enables broad- based participation’ in the fruits of

: development sustainable poverty reduction and- sustainable
_social stability. (Inadequate initial investments in education

and vocational training jnl ndonesm and Thailand appear to

' undellle some of these countrles current difficulties. )

- State. leadersh;p 1n promotmg the development of the
: prlvate sector- and pnvate sector-lcd growth is ‘essential to
B fsuccessful development ind sustamable poverty reduction;
- This lesson is extremely. lmportant (but it is too often taken for:
= granted) ln all successful developed and developmg eoumneq



both inside and outside the region, the private sector has been
the main engine of sustainable growth and development.*

'Notably, rio country has successfully deve]oped with an SOE-
led development strategy, although many countries have tried
and failed (eg. former Soviet Union, former Eastern European
countries, North Korea, and others. In the case of China, the
‘country is hardly Lo be yet considered a success story given its:
continuéd very low income per capita and widespread poverty,
and even there the SOE sector is being rationalized precisely 1o
better ensure fnanmal sustamablhty.),

5. ]Zspecnally {for 1ow income countues, an mdustnal sector

" based on small and mcdxum—sued enterprises betfer enables
flexibility, adaptabllity, risk diversification, sustainability and
stability. This has been most clearly demonsu atcd by the

- dramatic success of Taiwan over the past 35 years;  Low
income countries can least afford and manage the high costs
and risks attached to developm g industrial sectors narrowly -
based on larpe specialized capital intensive industries;

6.  Maintaining a competitive exchange rate is essential to
promote exports, discourage excessive reliance on imports, as
well as to ensure rational financial planning and discourage

" excessive foreign borrowing of urider-valued foreign currencies
(which later become difficult to repay at more lealsstlc
exchangc rates) ' '

7. Allof fhe other well known ]cssone mc]udmg sound and
stable macroeconomic polxmes (low budgét deficits, rational
~ growth of money and credit, Tow inflation, etc.)

' This hes been. the case in !apan Taaw.m Hong Konp,, Smgdpme Somh Kcu e, Mulays:a ']hailand and-
Indoncsia, ‘Notably, while the siate p]ayed a significant rolesin dnecnng deveiopmcn( in Japan, production:
was by the private scctor, -Similarly; the infamous. Chucbo] in %u(h Koroa Wwere not staie- ~owned, hut
rather privately owned. Most remarkable was the 1ransformatmn in Ialwan in pronwtmg private sector
production from only 47% of real value added in the mdmtrml sector in 1955 to 95% today, ‘which in turn
contribfed to growth in real incanics of around 9% per anhoin on average over most of the past 40 yenr':

rapidly expanding employment, &s well as dramatic and sustained poverty rcducuon
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ngghﬁgaxmlmmns

Please allow me to now turn to some of the more negatwe lessons
from the East: Asian expenence partlcu]arly from the ongomg financial

CIISIS

Since the outbreak of the crisis in July 1997, the media has paid
considerable attention to the role of market failure in contributing to the
current reglonal Crisis. One of the conclusions of'my paper is that, while
market failure had a role {o play in the crisis, it was in fact Government
failure that set up the market failure in-most of the cr151s countries.’

'In'a'dditibn thé ongoing rcgional ci'isis has thpéd to clarify a number
of formerly ambiguous Jessons related o the role of the state in the East
Asian Miracle, pamculan ly state dxrected l]ldUSh’lEﬂlZ&UOll and state directed

lendmg

_ Moreover, it is also worth. notmg that many. of the negatwe ]essons
learned from the ongoing: reglona] crisis, are in fact-old lessons hcmg re-
learned from past: regional debt crises, particularly in Latin America’
(Those who zgnore history, are destined to repear ir.)

Agam the followmg fOCUﬁeS only on those lessons that are most
relevant at thzs cum,nt juncture. of Vlet Nam 8 development '

: I.:ngh economlc growth ratcs, even in the prescnee of rclatlvely
_'healihy macroeconomic policy indicators, do not necessarily lmply
'_sustamable deve]opment ‘As the ongoing crisis has c]early
- denionstrated, an array of other types-of policies w]uch impact on the
overall mcentlve framcwork and the quahty resource allocations and
investments, or affect the ability of markets to function’ eff"cxent]y, have
_an equally crltlcal role to p!ay in sustamable development In the years

_ Howcvu m cnmrasr lo I}w I:ast ASIan cnxxs wunmcs 1hc undcrlymg causes of lhc iasl rcglonal dcb[ '
erisis’in Latin Americd involved ‘much less rational inacroeconoiitic policies. (including huge budget -~
deficits, rampantgrowth in moncy and net domestic credit, triple digit plus inflation, rigid exchange rates,
cand unsusmmabie current atcauni defi cnls financed lm[,ely by foreign commercisl debt.)
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before. the crisis broke, most of the East Asian countries concerned were
quymg relatively high rates of economic ‘growth and. 1easonab]e

macroeconomic indicators (low budget deficits or even surpluses in some.

cases, low inflation rates, reasonable growth in the money supply) In
sonie cases current account deficits had become significant in recent
years, although this Jatter factor, by itself, was not cause for great
concern, since most countries pass through periods of deficit and surplus

“on their way to higher development. However, the role played by the

state in directing or heavily influencing the allocation of f'nammg, as
well asin depriving markets of needed information on which to base
rational decisions, resulted in a large number of unsustainable

_mve_stments financed by debt, both domest&c and foreign.

- State-directed lendmg for industrialization eventually has heavy

inefficiency costs coniributing to the build up of :['nancxa] and

structural 1mba]ances, financial mstablllty and crisis; Thls has :

parircularly proven to be the case in South Korea, through Joans to the
Chaebol from state-owned mvestment banks, as well as in Indones;a
through state- directed lendmg to the ruling famlly s interests; Stalc
directed lending appears to have been least damaging, and in some cases
even helpful, when it was broadly directed in a neutr al manner towards
developing and promoting cxports (eg. Qouth Korea duzmg the 1960s and
early 19705)

. Qimilm'ly, state influenced lendin:g', eithcr‘ fhrio-ugh‘éﬁ;pliuéit'(')r'iinp:licif

guaranfces on loans to the corporate sector, also eventually has heavy.
costs which contribute to financial fmd structural lmbalanccs Again,

South Korea and Indonesia are cases in pomt In some cases; the

puarantees were not written into contraets, but rather were unwritten tacit
unde:standmgs (or misunderstandings!). For example recaII that -
Peregrine’s bankruptcy was a resultof a $250 million-Joan toan .
Indonesian‘taxi company, based purely on ihe 1elatlonsh1p between t]]lS o
comnpany and President. Suharto’s daughter.- (Why in the world would a
laxi company ever need $250 mill 1011‘?!?) State influence in' the case of
Theiland was somewhat different, but agam an example of govemment
failure. The Thai government’s. long-held pollcy of ﬁxmg the exchange
rate despite a burgeomng external currcnt account dehclt in recent years -



~ encouraged a build-up of speculative short-lerm borrowing which became
unmanageable once the exchange rate was unavoidably devalued.

. Government failure in either withholding essential and reliable
information from the market orin failure to enforce legal
requirements related to transparency, accountability and financial
reporting of corporate finance set up the market failure and ongoing
financial crisis; One of the single most important ingredients to well--
functioning and efficient markets is. cagsy access to reliable information on
which ranona] decisions can be based. Lack of reliable information
mcreaqet: ‘the risk of over-investiment in-some areas and under- investment
in others, and.can contribute to' dangerous specuiat:on and investor “herd
mentality”’. Again, little was known about.the real financial health of the
corporate and bankmg sectors in Indonesia, South K01 ea, and Thailand
due to the lack of published audits on which prwate domestic and foreign
" investors’ (mcludmg depositors and foreign lenders) could make informed
and rational decisions.

.-Corruphon whlch was fac:lxtated by the gcncra] lack: oftransparency
combined with state directed or state influenced investment in the puvate
sector, contributed to the development of high cost and ﬁnanclally
unsustainable investments; (While difficultto quantify due to the lack of
- information, this appears to have been particularly the case in Indonesia,
the Phlllppmes (undcr Ma; cos) Thalland and South Korea )

-.:Lack ofa mmlmum of state prudcnhal quperwsxon of the banking
- sector, whlch is needed in all cointries, both: developed and less
developed, contributed 10 markez‘ fazlure inthe banking sectorsina -
‘number of these countries. This isone area where imore effective
govemment rcgu]a’non and supcrwswn appears justified to minimize the
“risk.of marker farlure, since unr cgulated banking by nature is prone to
high risks of moral hazard and market failure. This lesson was
-pamculaily hlghhghted in the case of Thailand.. In the case of South
Korea, the lxbmahzat]on of cross-border capltal ﬂows inrecent years
appears to have resultcd in state- owncd mvestment banks ‘taking _
.advantage of the gr eater freedom to dramatxcal y increase short-term -
borrowmg in orde1 to on ]end to Chaebol akl ofwhlch left the counUy
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highly vulne1 able to both 1qu1d1ty and solvency problems once the
reg,lonal contagion and herd mcntahty began to lurn adverse]y

7. Adequate information on formgn debts needs to be collected and.
monitored in order to enable adequaic debt management and avoxd
balance of payments financial crisis; (Th;s is a very old lesson that seems
to be re-learned with increasing {requency-in this century.) Not only
must the total amount of foreign debt-be monitored, but-also:its terms
structure, as well as any contmgent obligations in the form of state -
guarantees.- South Korea would have f ared much better in the’ cuarem
crisis if the country had borrowed at lengthicr terms (which would have

~ been quite feasible in the years prior to the outbreak of the crisis), -
enabling greater time for a more orderly restructuring of the corporate
sector without outside pressures and reducing the likelihood that some

: hqmdlty problems may well deterioraté into solvency problems because

- of lack of working capital avallabmty from more cautious and demandmg.
financial markets. : -

8. Protectionist trade polxcnes aimed at-developing rmport subshtutmn
industries tended to quickly lead. to balance of payments pr oblems and:
lack of financial sustainability, particularly where the domesllc markets |

- were small (again as measured.in terms of income per capita and
-purchasing power) Almostall countries in East Asia have at one tlme or
another attemptcd protected nnport substitution, mcludmg South Korea,
Taiwan, Singapore and others. However, the smaller the domestic
marke(s purchasing power, the. more qmckiy balance of payments..
financial difficulties, or even crisis; was experienced. Oniy Tapan appeals
to have been able to absorb the related: meff’c1enc1e9 and enjoy- some of -
the possible poqmve exLernahtles that might come from protected nnpoﬁ
SUbStltut]Oﬂ due o its preater domestic purchaqm g power even as far back
as 1955.7 1n a,ny_ case, the developed countries were _more sy_mpathetlc to

" A clear dlslmct:on needs‘ tn bﬂ rmdc between e/jacwn! :mpnrt cuhmlumm whlch should bc vncourﬂ;,ed
and which eventually comes ahout nalura!ly for many products and countrics where the incentive o
framework and investment environment is rational; and profected i iniport ted substitistion, Which oﬂen X
results in nmmmcnc-y due to msufﬁclcm compcunon with mmc er f' cient forclgn ploducels

" ven s early as 1940, Japan ah eady had &n imprcsswe mdus:nal compicx and nclwork ofm(crnahoual
undmg comp'ﬂn-\ and offices abroad. Moasurcd in rodny s values, lapen's avcmgc mcomc per Cﬂpllﬂ in



- protectionist policies of less developed countrics during the 1950s- 70s,
partly due to the Cold War agenda. Today, richer countries are much
“more demanding on trade liberalization as a basis for admitting exports
from less developed countries, and hence the scope for protected import

substitution is very Jimited. |

9. An mequztablc dlsirlbuhon of the bcnei"ts zmd costs of development

~ can eventually compromisc social stability. Thisi is a very old Jesson. If
the gencral population tends to receive a dlsplopomonately small share of
the growing benefits ofdeve]opment in good times, but is expected to

- bare a disproportionately large share of the adjustment costs in bad times,
preservin g social stability becomes more tenuous.

Insum; thc negatwe lessons and undexlymg causes of the ongoing
regional financial.crisis relate mainly to government failure and imply a
'nbed for much less government in dlrccim g investments and resource
allocations, and a-much greater ro]e for Government in creating an enabling
environment that stron g]y encourages domest:c savings, and the conditions
for markcts to function effectively and efﬁmently In some cases, there is a
need for more effecttve government supervision and regulation of domestic

: ﬁnanma} sectors.

Vit Nam isin 1the vely fortunate posmon to bencfit from allof these
. icssons n mder to avert crisis and instability, while achieving prosperity
- and s_ustamab]e povcrty 1educt10n.

‘In fact wel] befOre the ongomg rcgional crisis. began to emerge in lu]y
| 1997 the: Unjted Nations released in 1996 a study entitled Catching Up,
. .whlch attempted to aIerl V]El Nam that it was headmg towards 1ts own

1955y was a!rcady in ﬂle nrdor nf&éOOﬂ p r CE]’JII’H per anuum, 1eﬂccnng s:gni{'cam domcsllc purchasing
powr;: as well as a considerably higher level of development and official technocracy than maosl South East
Asian cconomies ioday. For oxample, Viet Nam’s incoime per capita today isin the order of $320 per
unnum orat bcst an osumalcd &1, 100 on & pur chasing powar pamy basis. -
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major financial crisis within five years for many of the same reasons that a
number of ¢ountries in Fast A51a are now suffermg crisis.t In: particular, the
analysis in Catching Up concluded that while many of the traditional
macrocconomic indicators looked very impressive in Viet Nem (eg. gnp’
growth, inflation, the budget deficit, etc.), a deeper analysis strongly
concluded that the existing framework of incentives and direct government
interventions influencing the allocation of investments and other resources
in Viet Nam was financially unsustainable. There was clearly a need for a
more rational balance between the pace of financing and the pace of reform.

F Ortuhat'ely, Viet Nam is oW able to'beneﬁt_.-from the I_e_s'sons'lcarne'd---in
the region (which in fact validated the analysis and policy recommendations
in Catching Up) and to adjust its policies so as to avert:s'u_ch_a crisis.”

The most mlporcant ]essons that Vlet Nam can capjtahze on include the
fo ]}owmg o :

1. Therc is an nrgcnt need for- much ‘greater 1ransparcncy and rehablc
~ information, particuiar]y on Viet ‘Nam’s bankmg and - corporate
sectors, -in order fo”lower the risk of serious governmcnt failure “and:"
market failure, Viet Nam’s ‘economy -is oné of the ‘most: information- -
starved in the -world.'® Broad- based urgent action''is needed in-
undertaking reliable and independent audits of SOEs and banks so that
that the state has reliable information ‘on which fo base its reform
decmons and development strategy, and so that dorestic and.| iforeign -
investors can make informed decisions. and serious market failure is
avmded Wlthout reliable. information on the rea] financial health of QOE _

e a!rhmg Up: Capacity Devcfopim'n! S l‘aveﬂy L‘I:m!nauon UNDP and U\!ICI‘F Ocmhur 1996

? for exaniple, pnor 1o the cris:s mzemmnun lo convince ccrlam pohcy makers In: Vzet Nam. aboul lhe
dangers of stafe-directed invesintonts in the corpmate sector was more diffi cu]t in light of thic npparcn( e
success of the Cimebot in South Kon,d : : : :

As a rcﬂulmn of this fact, V!C‘.l Num is ono of the few comm jes in 1}16 wurld lhal docs nm prov!dc buslc .
tconamic statistics for publication in the IMF’s momhly International Financial Stalistics (H‘ $). In:
comtrast, more than 160 olher counmes, many-of which arc far less developed than Viet Nam, reg,ulariy
publish basic economic statistics in [he IFS. Formare oi the Informauon crisis in Vlel Nan, see Caiching -
Upy pp. 32-34, :



sector and on the related quality of banking sector loans, there is a serious
risk of over-investment in financially- -unviable ventures, eventual
financial crisis and instability. In general, reliable infor mation is urgcntly
needed in many other areas critical to rational decision making by both
the state and the. private sectors in Viet Nam.'' In short, - while Viet Nam
is not yet in financial crisis, it is in the midst of an information crisis
Whlch needs to be urgently redressed to avert financial crisis.

2.Asa n'ext‘s_tep_in'the SOE reform proc’essf, sta_todirccted new lending to
- state-owned enterprises in commercial sectors needs to be sharply
~curtailed and carcfully rationed, based on reliable audits, and only to
- such SOBEs. where genuinc profitability and. v;abihty are proven; Based on
lessons learned in the region and elsewhere, urgent action is needed here
to avoid the: growmg risk of ‘government failure through- excessive
,lendmg and investment in Viet Nam’s SOE corporate. sector. There is”
clearly -a high risk -that the related debis: may eventually reach
unmanageable and dangerous proportions, eventually setting. back the
“country’s dcvc]opment process below its already gcneral]y 1mpoverxshed
level. As recommended -below, all ~such SOEs in commercial. scctors
should cventually be privatized while they are still profitable or before
they bccome' more of a bur_dén on the _coun'try-; '

B.Snmlarly, stafe—guaranteed lendmg nccds to bc mmumzed and
‘carefully monitored. A recent banking decree onablmg SOLs to. borrow
from banks on the basis of state guarantees (from ministries, people’s
committees, etc. ) and without need to ‘pledge collater al should be

. rescinded in light of the lessons from the current regional crisis (as well
as past regional: debt crises). -Similarly, in order to avoid any-

+ ;mzsuna’erva‘andmgs with the market.about the degree of state pr otectjon of

. private investments, forelgn funded or otherwise, the Vietnamese Statc

~should openly dcclarc a c]car policy on sovereign guarantees. Othelw15e
~ thereisa dangei of eAcesqwe debt related forclgn mve‘,tments with SOE

" ln thc case 0!' Vlet Nam, even thc buatc docs not appeat to have 1e]:abie or useiul ﬂnanclaf mfarmalmn
“oit SOTs and banks because of past incomplete and highly questionnble accounting p:act:ces which
- evolved unger the former central planning modol regarding issues of depreciation of “free” capital
provided by the Slate, reporting of intcrest on a pnymentsuathet than on an acer ual basis, cte.
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joint ventures based on misunderstandings about the state’s WJIlmgness
or ablhty Lo back such mvesLments in a financial crunch

- Moving towards a mors co‘mpetitive 'do'ng' 'en(':h'ange rate will be

unavoidable and inevitable in‘order (o promote exports; discourage a

- flood of cheap imports, encourage ra’uonai financial planning of any new

foreign borrowing, and avoid'a general drying up of foreign currency.

The question is how much to depreciate and at what pace in light of the
financial volatility and instability in the region, and the desire to avoid
importing financial instability. ‘Fortunately Viet Nam’s very Jow inflation
rate provides plenty of scope forabsorbing a significant depreciation of

' the dong, while maintaining low inflation through tight monetary and
“credit growth. Moreover, since Viet Nam’s currency. is not yet ﬁeely
“convertible (which has heavy meff‘cxency costs in itself), managing this
~ particular adjustment should be relatively easy. The dong already. '
~appeared significantly overvalued before the regional crisis erupted mn -

July 1997.2 With the substantial depreciation‘of many competitor:
counny currencies in the region; Viet Nam will increasingly eXperlencc
great difficulty in competmg in‘export markets as well as with imports -

'-(smuggled or otherwise) in the domestic market. True, a ‘devaluation will

increase the dong cost of servicing existing foreign debt: ohlxgatlons but
it will also fortuitously improve exports, restrain imports, increase
foreign investor confidence, encourage more rational valuation of new

- foreign borrowing, and generally increase foreign exchange avaﬂablhty

and ]1qu1d1ty for ser vmmg eXJStmg, forexgn debt

. C}eally Vlet Nam’s low domcstic savmgs rate of 16% of GNP (albelt :

more than double the rate of 1990) will need to increase substantnally to
over 30% (as was the case in other suc.ccssfu! Bast Asian‘countries during

their early stages of developmerit) 1o ‘avoid. excessive’ rehancc on foréign - B
- savings, particularly forcign debt.: Achieving this hlgh&l savmg‘; rate will

require an improvement ‘in the ovcwll cnablmg environment - and
meentive ﬁamework and as was the case in most other successful Bast
Asian * countries at eazly stages of deve]opmem an  export- led
development strategy necded to achlevc h:gher levels of 1ncorne

" See Cutching Up, pp. 27-28. L



6. In hght of]eqqonq learned in the region, an export-led development
strategy based on Jabour- intensive manufactured exports would still
appear by far the best strategy for Viet Nam in light of the very low

- purchasing power of the domestic marlket (reflected by an average income
per capita of only $320 per annum); the’ counlry’s comparative
advantages in the region, and the much more demanding international
trading environment in recent years (which rules out significant scope for

~protectionism if access Lo export markets is t6 be maintained and
deve10ped )"’ ‘Ther efore, a much inore apgressive shift towards export-
led dcve]opment and away from profected import substitution, in both
policy and concrete action, would appear pruderit (and urgent!)in order

“to further lower the high financial risks attached to- protected import
subsumtxon in costly capital intensive industries; Morcover, increased
openness to‘international trade and finance will be essential to ensuring
producer access to cheap raw rnaterials and intermediate products as well
as for mamtammg and dcvc] opmg access to export mar. kets

7T Dnsurmg Stablllty w:th Openness Judgmg from al} of these
experiences and lessons learned, fi nancial and socio-economic stability is
best preserved by: sound economic and financial management,
mcludmg regular orderly ndjustmcnfs of financial variables in Jine
“with evolving conditions; diversification of development in general, but
i pal“ucularly with réspect to exports minimal reliance on short-term
" debt (and potentlally short-term portfolio investment) to minimize the
: I‘ISk ofhamdlty prob]ems or. spccu]atlvc capital flows resulting from
exogenous faclors; and an cquxtnbic sharing of both the benefits and
costs: durmg the devclopment process, mcludmg during periods of
'; -f'nancld} and adjustments No’ country can (,omp]ctcly avoid some de:gree

" VIC[ Nam s groalcs! compuratwc ndvaniuge is its po.remmfbi low cosl litcraio and rcla(wuly disciplined
‘abour fo 'hculd![y realizing Whis potenfial comparatlvclcompculwc advantage would require greatly
simplifying range of m;,u]auons nnpedmg nvestors { eg. Jand regulations, foreign exchange regulations,
business liccice approvals, trndmg quotas and licences. etc. ete.) all ofwhtch add fo tlie cost of doing
‘business in"Viet Nain; as well 85 more Tealistic. employmem taxes and fees. Jior cxmnp]c a Vielnamese
worker earning 1akc fionc puy o' $1,000° acluafly costs an cmploycr in the order of $5,000 ducto =

' cmployment relafed faxes and fecs paid to,tho Stalo' (and this does not inclide tho cost of the employer's

" jnvestment in Jocal statf training). Al of this would appese 1o mors than wipo out Viet Nari's most.
mumrt:\nlcc-mpetmve advamagc and discourape labour intensive industry and related job croation,
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of financial volatility in an ever-changing world, although the risk of
crisis can be minimized by capitalizing on past lessons learned. - Most
successful developing countries, both inside and outside the region, have
enjoyed long-periods of stability with openness and rapidly. growing -
‘prosperity, despite occasional short periods of correction and adjustment
to redress immbalances. Even a relatively closed economy as was the case
of Vict Nam in the mid-1980s, can experience fi fnanmal and cconomic
crisis. (North Korea is the most closed economy in the world, IJuf _
exper:encmg one of the most protracted economic and fi nanczal crms )A

~ frequent source of instability is state avoidance of sinall ordcr]y
adjustments of financial variables (cg Lhc cxchange rate mteresllates
prices, etc.) in the short-term resu]tmg in the build-up of large - _
imbalances and unavmdab]e substantial. adjustments over the' medium- to

, longer-term risking serious mstabdlty and crisis. Past stale:impediments

. to.smooth financial, market adjustments- (eg: Thaxland S ]ong held fixed
exchangc rate despite a qxgmf‘cam and w:demng current account deficit

- in recent years).underlies much of the current i‘nancla] mqtablhty in East
Asia. This was also the casc of many other countries in Latin America,
Africa, Fastern, Europe and the former Sovrcl Umon durmg the latter half _
of the 1970's and early 1980s. -

8. Much more pro actwc statc promonon of thc non-staic secter W1]} be
essential to Viet Nam’s’ successful. development in hght of lessons
learned both inside and outs:de the region: As prewousiy emphasmed no
country -in the. wor]d has successfully developed with an :SOE-led -
dcvelopment strategy, a]though many countries have tried and: fa:led (eg, '
former Soviet Union, former Eastemn Iluropean countries, North Korea,
and othe]s )} In this rcga.rd the Party. Icadershlp and policy makers will
need to be convmccd of the wisdom of notjuc:t toleratmg, but proactwely .
promotmg, the pnvate sector. H - "

* rhe run up 10 lhe Nuuonal Party Congress in June 1996 the desue was ex ed m the Pmry s Dmﬂ
Political Report lh;ﬂ 1Iu. Sta{c ‘would account for 60% of GNP by the year 2020, up, from sround 40%in . -
1098, While this quanmalwe ub_;ucuvc Wwas conspmuously absenl in lhc Parly's f’nal Pohlacal chorl
insny ohscrve;s felt that it remained {hc unwnllcn desire of many scmor officiels in the Party Morcovcr
the country’s official Publlc Invesiment Prngmm (P[P) document covering tho f’ ve years from 1996-2000, -
implics that up 1o 80% of totl planngd investment spendmg will be state-related, lncludmg amund naifof

“the planned $7.5 billion of OIJA fai the five ycars which was earmarked for !he developmem of SOEs vig

state credits. Sec C alchmg Up, pp. 19-23..



9. Conecrete reform of state owned enjerpnses (SOES) will be essentla! (o
developing an export-led development strategy, financial scctor reform,
development of the non- state seci.or and cven rmal development and
sustainable pover‘cy reduction.”® Serious reform would involve equitizing
many more than the p!dnned 150-200 SOEs currenﬂy being registered,

- which represent only a few percem of the. existing 6,000 SOEs. In
addition, as rocommcnded earlier, a genuine hmdenmg of the state budget
wnstmmt on SOES is needed. While it is true that the Government has
ceased direct state ‘budget subsidies to QOE.& the same is not true of state
directed credits to ?OES As we have Jea ned earlier this ycar, yesterday's
cmdtts have become today's subsidies as they are written off as non-
repayable by SOES - Similarly, today's credits will become tomorrow's
subsidies. Therefore, a genuine hard budget constralm would also include
state.dlrected credlts. :

10. Greater Uansparc11cy and accountabihty {0 the pCOp]C by the State and
an equltable distribution of both the beneﬂts and costs of
© development; wﬂ] be Important to mmnmzmg the risks of social
_instability in times of econoinic downturn This can be achieved thlough
more bal anced geocraphtcal devcl opment (pamcu}all y. through a further
“shiftin the public investinent plogram fo basnc infrastructure in rural
areas) and mcreased investments in human resource development
(eqpecxally educatlon and vocational training), and more cfficient and
targeted poverty reductlon supp_ort_.

F or example developmg an. cxport orlcnled g.rowlh strmcgy, eSSemmI to thc I" nancml suslmnablhly of
Viet Nam's economic growih ‘implies trade. liberalization, including import hberahznllon Powever,
without prior reform of SOEs. such impért liberalization would likely result.in an import boom, 2

_ s:g,mﬁcant widening of the. ik udc deficit-and an unsusiatnablo accumuilation of foroign dobt and finsncial
erists.  Simflarly, bnnkmg and fmanc.lal secto: ref orm are also dependent on ‘SOE reform, singe the
quah{y of bank pmlfoltqs f:V:cE Nam ramain lieavily detarmmed by the quality of SOE investments,
becsuse, as-you know; SOEs remain heavily” d0pcndcnl on stafo-direcied banking credits. Aswe learned in
recent yuars, well before the break out of the recent regional fi finaricial crisis, (he qualily ¢ of SOL
nvesinienis has beedine mnrcnsmg]y doubtful, Furthermore, the development of tho nion-siaio seclor,
essential to the succcssful dcvclopmcnt ‘of iny country, {s being “qowded out” by SOF's preferred access
{o land, credit, busmc:: licenises, quotas, and other monopo]y privileges. Even rural development and
poverty redncuon is being held back by the low prices received by rice fermers, which in o results from
nce exporl quotas bcmg nliocated ]argely to imonopoly state trading compnmcs :
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There have been many-impressive developnient achievements in Bast
Asia over the past 40 years that remain largely in-tact in most of the
countries concerned despite the ongomg fibancial crisis. Thcomes have
grown dramatlcally and poverty has been substannally reduced. These

‘achievements have been built on sound macro-economic and f’nancml

policics; hlgh savings rates state- leadershlp in pro- actwely promotmg

:]:znvatc sector development; expor‘c ~led devc)opment in most cases; heavy

investments in human resource dcvc]opmcnt and others. Moreover, these
achievements w11] be further built upon followmg a perlod ofsufﬂcsent
restructurmg : _ o

A careful cxammann of factors Ieadmg up to the current rc,glonal CI'IS]S
mdxcates that the main source of today’s regional difficulties was poor”

~Governance (mc]udmg government fazlw e), which contributed cither-

directly to the build-up of shuctural and ﬁnanma} mlbdlanccs in a number of

the crisis countrics concernéd; or indirectly; by unpedmg the’ ablhty of -

markets to f unction effectlveiy and efficiently. Attempts’ by the state (oz
state-owned’ bodies) to dircct and/or influence lending and mve%men{s for
industrialization in a non-neutral manner ‘have failed. Government | _
wathholdmg of essential information needed for markets to functlon o
efficiently and/or failure to enforce legal requrrements for transparency and
reliable financial Jcportlng setup marketfmlw ¢ in'a number of cases. This
general lack of transparency also facilitated corruption and the development
of a large number of high-cost and ﬁnancraliy unsustainable investments in
both the state and corporate sectors. In some cases, lack of minimum
government supervision and regulatlon of the bankm g sector contrlbuted to
the iimbalances. Tn at least one case (Thzﬁland) government attempts to ﬁx _
the exchange rate despite a per51stent and sizeable current account: def' c;t
contributed to the: bmldup of serious financial nnbalanccs Slmllarly, o
government or state-owned bodies contributcd to an unmanagcablc build-up -
of short-term debt'i in some ofthe countries.: Govemmenl fallure to carefully
monitor and manage thé ovérall external debt situation in a number ofthe _
c,ountrles concerned aiso grcaﬂy contnbuted [o the ba]ance of paymems
cr1ses '



" Yortunately Viet Nam isina position to capitalize on both the positive
and negative lessons learned in the region over the past forty years. In Jight
of the current stage of the country’s development and the international
trading environment, an export-led development strategy still appears to be
by far the best option for sustaining successful development. (Viet Nam’s
gencrally poor domestic market implics that protected import substitution
would be financially unviable.) Inorder to be sustainable, pro-active state
promotion of the private sector as the rmain engine of export-led growth will
be essential in Jight of lessons learned in the region and elsewhere. This
will fequire coricrete reform of state-owned enterprises in order to free up

resources for the non-state sector and increase general efficiency. In'the
regard, the State in Viet Nam has a11_i1npdrtant role in improving the

~ enabling environment for markets to function much more effectively and
~ efficiently, and in minimizing the risks of both government failure and

~ market failure. Much greater transparency and useful and reliable
information will be heeded so that markets can function efficiently, and
TESOUICES are allocéfe_d more realistically. In sum, less goVermﬁcnt mn

directing the allocation of resources and more government in improvin g the

enabling éﬁviromhent‘for'_fh_e non-state sector and the Vietnamese people

would appear to offer thefm_o'st potential for Viet Nam’s successful
- development and sustainable poverty reduction.
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Table 4 Long-Term TP Growth Rates by Sector

TEP growth rate

' Kéréa Japan Taiwan, China

Sector . - - - 1966-85 - 1960-79 1966-86
Food 7.30 - 1.76 - 2.0a
Beverages 7.90 0.0 —_
Tobacco' _ 13.40 = —
Apparel - - 1.98 105
Textiles : 10.70 0.47 7.6
Leather . 12.60 o 103 -
Shoes _ — 1.05 T —
Wood . | 9.40 28 0.3b
Fumiture : 1210 1.74 o
Paper - | 820 1.44 2.3¢
Printing " - 1070 - - 0.18 —
Chermicals o ©13.10 336 33
Petroleum - ' : - 030 - 3.55d 0.0b
Rubber =~ - 11.40 1.02 : - 6.3b
Nonmcta__ilit:_ minerals 280 - 2.4
Basic-'mc:'talls'f' L - = ' 7.2
ronandstel - 370 134
Metal products . 7.60 3.41 44
Nonelectrical machinery - 800 2.30 6.7¢
' Electrical machinery 10.70 537 —
Electrical equipment = = 7.1
" Transport equipment -11.20 432 2.7
Precision instruments .. - S S N 11.0
Plastic'p'rddﬁcts L — o 092f 0.0
Other manufaclunno ' 750 . -176 —

Average .~ .88 ; 12 a8

Not available:. 7

‘a. Food and'beverages =

- b. Rubber, petroleum, cﬂd wood products
c. Papér and paper products

d. petrolcum ref. and. coal

e. All" machmery o

f. Plastic = - .

Source World Bank (1993) Thc East Asmn Maracle Economnc Growth and Publrc Policy.
p- 304 : .
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Note 2 ~ 1

Participation in AFTA/APEC/WTO and Industrial Policy
In Vietnam

= An Overview =

Paper presented at WB,IMF and
Vietnamese-Japanese Joint Study

' Team Workshop held on March 22-23,
1998 at Tokyo

- Hideki  IMADKA-
( University of Tsukuba Japan)

© Kouichi OHNO
~( Institute of Developing Economies Japan }
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Introduction .

Vietnam ﬁas started massivé iﬁdustrialiéation in these ten years
of economic reform.aﬁd renovation under thé Doi HMoi. It should be pbinted out,
however, that even the minimum basis of industry complex remain unestablished.
'When taking into con;ideraticn the current Iéyel of deficit in current acqount,

£

it is almost mandatory to emphasize the importance of the eiéort-oriented
industrialization in Vietnam. It can be forecasf » however, that more'imﬁopt
than export may be induced: Sééause -of_.the limited'basis.of indutryHCthléx.
Therefore, it éhould be emphasized.that th§ priﬁéry ﬁhase ofimport substitution
is also an essehtiai.part of industrialization strategy for ViétnamSThis is the

reason why impori substitution = cum = export-oriented industrialization is

advocated as a strategy for indutrialization in this paper.

{( 1) The Initial Conditions for The Export-Oriented Industrialization
1) The Industrial Structure
Table(1) shows that import ratio -is' very high among  the
manufacturing subsectors; construction. materials, steel, chemical
industry including - fertilizer, rubber, and —plastic , electric " and

electronics, and textiles , in particular.

Reflecting suph_.high' impori ratio, import inducement
coefficients are more than one among many manufacturing sub-sectors;
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stesl, electric and electronic indusiry, and pharmaceutical industry

in particular. Furthermore, import inducement coefficients are

more

than 0.8 amonz the chemical, construction materials, textile industries.

Table{ 1 ). Vietnam. Import Ratio, Impori Inducement Coefficient.

Import Impbft
" - Ratio Taducement Export
(M/X:M) Coefficient- Ratio

Electricity®Gas 0.0 0.246256 0.00
Water Supply 0.0 . 0.157554 - 0.00
Mining o 0.001370 0.164369 0.4513

" Construction Materials = . 0.511645 0.867312 0.0505-
Steel - - 0:872278 1.391505 0.0044

* Chemicals - 0.607913 0.937204 . 0.0401."
Pharmaceuticals 1 0.651136 1.165780 0.0068
Food Processing 0.251447 . 0.499252 0.3295
Leather&Foot Wear 0.190556 0.434825 0.3710
Textiles _ 0. 447500 0870200 10.5363
Electric & Elecronic 0.728442 1.250256 - 0.0031
Other Manufacturing 0.399519 0.580020 0.0291

- Crop Cultivation 0.063213 0.244863 0.2345
Animal Husbandry - 0.013365 0.127625 0.0425
Forestry 0.355338 0.424242 0.2689

- Fishery 0.162506 0.384634 0.4626
Construction 0.00 0.607471 0.00
Transportation . 0.167475 0.547475 0.0643

~ Postal-& Telecom: " 0.008257. 0.110727 0.0293
"Wholesale & Retail 0.045832 0.164418 0.2032
Finance & Jnsurance’ -0.:00 0.078182 . 0.00 -
Public: Administration 0,00 0.171309 0.00
Hotel & Restaurant -~ . 0.086107 - 0.237556 0.3662
Culture,Education; Sanitation - 0.039945 ~ 0.230183 0.0082
Othet's- T 0.068388 0.151471 ©0.0160
Total 0.196626 0.1554

- Source: Vietnam=lnput*0utbu

table 1989-1395.
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2) Deficit in Trade Balance
Table( 2 ) shows the current trends in trade balance -as a ratio
to GDP:

Table( 2 ). Trade Balance as Ratio to GDP

1991 - 2.99
1992 0.4
1993 = 7.3
1994 ~ -11.4
‘1995 o -13.4
8

1996 -16.

3) The Level and Sructure of Protection : _
N Table( 3 ) shows the effective rates of protection in i989 and

1985. We can find- rather = the moderate ievel of protection,: with:

no significant negative protectihn rate against several sub-sectos-.
except exceptionally high protéction rate for several subsectors, It

be said that Vietnam ‘has started the initial phase . of

1ndustr1allzat10n under -the relatively more freer trdde fegime than
the neighboring ASEAN countries started. By Joining w1th AFTA APEC
and . ¥TO, ~Vietnam ®ill face with much more severe 1nternat10na1

competition. . ' o

{ 2 ) Alternative Strategies : Export-Led and.Imbért Substit&fidn

Contrary fﬁ'the'foreruéne£s.of Eé#t Asia, Vjefqam ﬁas.nﬁt-yet.
attained even the'minimum_ievélfof indﬁsfry gompleg.gnd technqloéicéiiéapabiiitieg  _
even thogh thefe exists rafher_we?i-édUcated.péople. In tHaF éense,.ﬁﬁé}élseemszﬁq
be reason for Vietnam' s conéidefiﬁé to fééﬁefﬂthe m;himﬁm base of'iﬁaﬁ;tr}'complés

and technology capability as well; while export promotion is»unddub%edly'neﬁeséary
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for economic development in the process of trade and invesiment liberalization.

This suggests it will Qe'nedessary for Vietnam to proceed not only export promotion,
but also impdrt éubstifufioﬂ with c;reful pclicy implementation, simultaneously.
Téble( 4 } shows the péttern;lof tﬁtal factor productivity growth in Korea, Taiwan
and Japan in thé early stage ef indﬁstriéi developmeﬁt. Here 1t is observabfe that
not only lépor—intenSiée maﬁufatturing sﬁb—sectors but ‘also capital-intensive sub-
sectofé which were_heavily proféctea in the period, préseﬁt high growth rate of

total factor productivity.

( 3 Prombtion of Exports
1) Promotion of Traditional Exports

Table{ 5 ) shows traditional export products with comparative
advantage. It must be emphasized that import inducement coefficients of
_these'pfoducts are guessed to be rather low. The medium-and-small scale
-industry. is-expected to-play an important role in promoting exports of
these products. -

- 2) Promotion of New Hanufacturihg Products for Exports

The'eléctrical and electronics products, textile products, and

:_parts of automoblle 1ndustry are examined later as p0351b1e new products.
AL the latter ‘stage of development in. . the electrical and electronics
-1ndustry, metal mold 1ndustry will be induced to gain a'footho[d_as a
posslble supportlncr industry.- Promotlng new export'-products,_ hb#ever,
should be very care;ully pursued by paying attention to the existing and
future international division of labour under AFTA which is expected to
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establish by foreign direct investment.

( 4 ) Prospects for Import.Substitution

Bg taking account of the necessity to eétabiish the minimum base
of industry comple;, five induétries; cement,.urga ferfilizer, pefroche@ical, iren
and steel,.ahd oil refinery, are"éarefﬁlly ex§minedp

Fach ‘industry above are diﬁid?d intd'three'ﬁtages: _ ddgn sfreaﬁ;
middle.sﬁfeam,.and dpper stream. Each stage is céﬁefulié examinéd in selectipg the
specifiﬁ ;tage of indusiry with respect t§ thé amount éf backward:liﬁkaéé Qgﬁaﬁa for
each stage of industry té realize economies of scalg, the muitinatigﬁal
enterprise's interest to invest in each stage and incentives given to foreign direct
investment, and the required aqunt of investment. Our examinétiﬁﬁs indicate that
protective measures are rgquired at the early stage of developméné térsuccéssfgily
implement impoft substiiution. However it should be remafkea fhat séhédule, of
protectibe measures for these industrieé'will..bé consffained 'by. that stipulated

undér AFTA.

{ 5) Foreign Pirect Investment and Natioﬁal Competition

Many developing countries, inc[uding ‘the ASEAN countries, are
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becoming more and more outward-oriented --- more open to irade and investmenf. ¥hile
thé.g[obél bandwagon toward the integrated world economy has gathered momentum siace
the 1980s, anothef began rolling in the obposite direction. There has been a
flowering bf attempts to.put issues of ' national competitiveness ' centrally on
domestic policf agendas not only in these developing countries but also in developed
countries. There has Been serious palcﬁlations of the EOSSible sources of national
advantagé to atfract foreign ldirect investment. The East Asian couniries,
,.pérticuianly the ASEAN cpuntries) hﬁﬁe éeéigned the wsolidarity pact among
_ POliticai, business anﬁ'ﬁnion interests to -increase the éttractiveness of a unified
individuél country as”frésh.place for botﬁ domestic énd:fofeign investment.

Even formaiion of AFTA.can be undefstood to be a "Cﬂﬁpetitive
Cb}laboration ' among the.ASEAﬁ countries to attract foreign direct investment Into
the regign. Such a rgéiﬁn of countries 'ﬁith diversified coméarati#e.advantage under
free'trng system :Qould stimulate the multinafional enterpriges to operaté the
-intefﬁational division gf lﬁbqr in the region as a part of their woridwide networks.
I£ can be pointed éut _ﬁﬁat concerns about shifting foreign direct investment

away to China is another motivation for formulation of AFTA ( Table(6) ).

:Fbr Vietnam, Howeﬁer; only affiliéting to AFTA is not:a”sufficient

strategy to attract fdreign'difect invaétment and to foster the base of industry.
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While participation in AFTA will be possibly a good oppertunity for being integrated
into the globglization process, Vietnam will face with the competition fn ' location
advaﬁtage of investment ' among AFTA couhtries. It will depend_upoﬁ the domesiic
cunditioﬁs for trade and investment, ' national competifiveness n, which is quite

closedly related to the extept tﬁat Vietnam Qill'be ablé to 'realiie and enjoy _

gains from AFTA.

( 6 ) Affiliation to AFTA and WTO

As has alread§ pointe & out, théfé gxiéts énphgh inceii&e fﬁr
Vietnam to pafticipate in the iﬁternationai divisiqn of labofzﬁitﬁin the .f}ameWOrk
of AFTA which.is. expected to be intensified  and “spréad by thejﬁultinatibnal
.enterprises;.Vietn;m'é-éffiiiation:to WTO_shoﬁid Bercénéiééfé& in ﬁéfailél w:th ﬂef
participétion in AFTA in timing; however here ;in'ofdér'io direcfiy éxpand:exports
of.mainly fradgtianal exporté to the vast marketé O%IdBVeloped_couﬂtries_fhrougH:HﬁE

treatment and GSP schemes.

54



Note 2 ~ 2

Industrlal Policy Opt:ons for the Development of Export
| Industrles in Viet Nam

Seiichi Masuyama

-In the executlve summary, we dealt: \mth four export- onented industries:  electric ‘and
electronics, metal mold manufacturing, garment and textile, and ship repair. Because: of the
time constraint, my presentation today will be limited to two industries: electric and electronics
and garment and textile. As the regional environment surrounding Viet Nam has changed
drastically since the time of writing, 1 would like to structure my presentation in two parts.
First, | would like to review the content of our summary report, and second, I would like to
discuss the 1rnphcat10ns of the Asian currency cnsm for a possﬂ)le change- in our v1ews on the
-+ development of export mdustnes in V1et Nam. -

1. Electrlc and Electromcs Industry _

We beheve that “Viet: Nam has a Teasonable chance to- develop an mtematlonally_
competitive elecmcal and electromcs mdustry in the long ‘run, bécause of: its favorable
- endowment of quality labor relative to cother ASEAN countriés and because of the'size of its
~ latent market and its Jocation in the ASEAN regaon where the electmc and electromes mdustry
- is gro\mng rapldly ' : :

However, as Vlet Nam is ‘a late-comer. by a wide margm to the very 1ntemat10nahzed
s 'mdustry and-its’ domestic market is- still small due to low income lévels, it will be able to
~ “develop the’ mdustry only by attractmg FDI in the export-or:ented sector. In the long run, a
" “more broadly ‘based - eléctric and ‘electronics industry should be established with the
'development of domesucally owned firms and research and development functions. Apart

“from the’ export—onentatxon, major issues for the development of the electnc and electronics

o mdustry in Vlet ‘\Tam are as follows

@ Maxumzmg utilization of the capttal and techno]ogy of MNCS
@ Securmg international compentlveness by developmg supportmg mdustnes
@ Promotmg technology transfer and development :

o @ Planmng and unplementmg a consxstent industrial development pohcy

Fu‘st, Vlet Nam should make maxmmm use of FDI to develop the electnc and electromcs

~ industry. The changmg inivestment behavior of MNCs offeis a great’ opportumty for Viet Nam .
‘_':'to develop its electric and electromcs mdustry from a very backward state. MNCsin the
B 4 w'hlch havé invested in ASEAN countries to develop strategic export. facilities, are
' '-now m,the midst of relocatmg productlon famhtles in'the area to cope thh the formiation of
‘econormc blocks such as the EU and’ NAFT A, the eéxpansion of emerging ‘markets with
7 mcreasxng internal productlon such as Chma and Eastern Europe and the rapld growth of
' ASEAN markets and the formation. of AFTA: Facmg worsening labor shortage and rising
wages Smgapore Malaysm and Thaﬂand where they have built major production centers,
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MNCs are- betng forced to relocate labor-intensive opetattons to low-income countnes in-the
region such as Viet Nam, Indonesia, and the Philippines and to upgrade their operations at
existing facilities to the production of more technology-intensive products.

Moreover, the purpose of strategic export facilities is now changing to include sales to .
local markets, as the global export capacity in the electronic and electronics industry has
outgrown demand and the potential of the local market has become an important criterion for
investment. Viet Nam may need to pursue 2 two-pronged strategy of import substitution and

export promotion. Therefore, excessive requirements for export volume and local content w111

be cmmterproductwe to attract I‘DI in the mdustry

In order to attract FDI Vret Nam should 1mprove its mvestrnent envrronment srgmficantly

and offer bétter mcentwes for investment. Viet Nam’s investment envrronment is often said to

have such problems: as inadequate infrastructure, long.delays to obtam necessary’ pemnts for
mvestment and operatton hrgh income taxes, difficulty in obtaining visas, inadequate housing,
and inequality in the pricing of public utilities, such as electricity, for foreign fesidents:
Moreover, Viet Nam’s lack of intra- and inter-ministry coordination of policy measures
relating to FDI is an even more serious problem than these speclﬁc problems in order to offer
attractive incentives to potential investors, such pollcy measures as a vanet) of incentives
including the exemption or reduction of income taxes and nnport duties, the improvement of .
infrastructure  of . ‘industrial . parks, including ' the . supply of . electncrty ‘and  water,
telecommumcatton and Uansportatton and the one—stop handlmg of permrt appltcatlons
overseas. remittance, royalty ‘payments, local content requu‘ements customs duties, equity.
ownership _restrictions, envrronmental restrictions and export reqturements, need to be
carefully coordinated. :

Thll'd in order to develop an 1nternationally competrtwe electnc and etectronrcs mdustry
wrth long-term viability, the development of efficient parts mdustnes Wlll be cracial. Since
Viet Nam’s local suppliers. are limited and - there are virtually no mtematlonally cornpetltrve
tnachmmg firms, which form the foundation for the electric and electronics mdustry, Viet Nam

should invite foreign direct investment in order to develop supportlng mdustnes Since they

are mostly medium- and small-sized firms that lack capabilities in negotlatmg joint ventures
w1th state-owned enterpnses spec1al support by the Vremamese government is requtfed

There is a need to promote technology transfer Although export actrvmes by forergn
enterprises based in export processing zones WlIl generate. foreign eurrency employment n
the short’ run, the transfer of technology will be limited largely to.simple assembly'
technologtes Therefore, itis necessary to take pohcy measures to facxhtate technology transfer

to ‘domestic firms through technology cooperation agreements or joint ventures tnvolvmg

E relatronshrps-

domestic- firrns partrcularly in supportmg industries. In' ordérto operate eﬁ’eotwely n such -
;- domestic firms should be reformed to ‘make their business practrces conform to
international __tandards __ Although one ' means of technology transfer is human resource

. development programs. supported by ODA technology transfer through busmess expenences |
_ mcludmg mvolvement wﬁh foretgn enterprlses is most effectrve v
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_ " the export'activities of local manufactures, which are expected to grow from around the year
-2000. Policy measures in this area are similar to those for promoting SMEs,

. And finally, there is a need for government to implement consistent industrial development
policies, Government’s role is vital for the effective utilization of FDI as we discussed before.
Government should not become directly invoived in industrial affairs and the government’s

role should beto develop an overall master plan for the electric and electronics industry in Viet
Nam, to lay the general legal framework, and fo prepare adequate infrastructure. Moreover,
Viet Nam: should tailor-its policies to be compatible with the rules of AFTA, APEC, and

WTO. It should avoid protectionist policies as much as possible.

L - Taking such fé_ctdré into-account, it 1s our idea that Viet Narn should déVelop its e_léc_tric and
electronics industry by pursuing a phased. development strategy, shifting from an export-
oriented and FDI dependent one to a more broadly based development strategy centered as

“supporting industries develop and technology iransfer occurs

2. Garment and Textile lndust'ry'

. Viet Nam’s garment and textile industry is biased: toward the. garment sector. ‘This is
‘because Viet Nam has a comparative advantage in the very labor-intensive garment sector with'
 her industrious and competent bt still low-wage workers. Due to the participation of foreign
enterprises and the private sector and to trade liberalization, Viet Nam’s garment export-
increased very tapidly in the 1990s by successfully shifting markets from traditional CMEA
‘countries to western markets. including the EU and Japan. : Export to the potentially huge
- American market is insig:ﬁﬁcan‘ng'ecause'Vi‘et' Nam lacks most-favored-nation (MFN) status.
Moreover, foreign - direct investment in this: sector particulasly - through subcontracting
arrangements provided -necessary - design, raw. materials supply and overseas marketing
capabilities. ' S - : T AR

- ‘However, Viet Nam is not yet competitive in the up-siream fiber and mid-stream fabric
sectors, which are more capital intensive. Viet Nam does not hold comparative advantage in
these ! séctdr’sﬁé_nd_ state - owned - enterprises. dominating - these sectors - lack ., managerial,
- techriological, marketing, and financial capabilities necessary to be internationally competitive.

Although Vlet N_am’rs bi'a.é. toward fherrgal_'_ment- 'se_sctor' is. very much in li;t.le_:”w'ith the
- development pattern of the garment and textile industry throughout East Asia, the lack of
“industrial inter-linkages poses a problem for the ‘establishment of a.full-fledged garment and

textile- indusiry ‘in’ Viet Nam to compete with countriessuch as Thailand ‘and Indonesia.
- Compared with competing neighboring’ countries, Viet Nam’s. supply of fabrics has limited
variety: Local production of polyester mixed fabric, synthetic fiber, and manmade knit fabric is
 desirable to enhance industrial inter-linkages in Viet Nam’s garment and textile industry.

" We think that the garment scctor should be the basis on which Viet Nam’s textile sector
* will develop by enhancing backward integration. In addition to encouraging subcontracting

activities, it is necessary to take measures to develop the transportation infrastructure and to
speed up customs clearance, to support overseas marketing, 1o establish and support design
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‘sectors, to liberalize and modernize’ the domestic dlsmbunon system,’ and to hberahze the

private sector. Design information centers should be established to disseminate the mfonnatlon
about overseas markets to the small and medmm 51zed enterpnses in Viet Ndm

As Vlet Narn is startmg ﬁ‘om a very weak competltwe pOSltIOIl in the up-stream and mid-
stream sectors of the garment: and-textile industry; i increasing inter-linkages in the industry is
genera]ly believed to” be achievable only by active utilization of FDI.- A ‘similar ‘situation to
what we described for the electric and electronics industry at the regional level exists in the.
garment and textile industry. Rlsmg wage levels in the more advanced: ASEAN countnes such
as Maiays;a and Thailand mean that comparative advantage in labor-mtenswe sectors of the )
garment and textile industry in East Asia has shifted to latecomer countries such as Viet Nam.

- Following . investments in the. garment sector, the’ relatlvely labor-intensive fabnc production

and dyeing processes are likely to move from countries such as. 'I“halland to couintries such as
Viet Nam. On the other hand, capital-intensive productlon of ﬂber is likely to concentrate in

‘existing production bases in Taiwan and Korea in East Asia and in Indonesia and Thailand in

ASEAN under the liberalized trade regime. Liberalization under the AFTA/CEPT will
accelerate the | process of concentration in ASEAN.

The smgle :nost nnportant phenomenon in the East Asmn textlle scene at the sta.rt of the'
next century is thie ernergence of China as the major producer’ and consumer of garment and

textile products. The potential of an East Asian garment-and’ textile producer country w111 be
: deternnned by how it posmons 1tself as an exporter to the Chmeqe market b

Thus, t‘ne pnormes of Vlet Nam S garment and textﬂe mdustry are to strengthen lmkages '
with other’ ASEAN countries in the medium term- and to position. itself to supply the Chinese
market in the long term. It may be advisable, at least in the initial stage before local supply of

|  synthetic fibers and fabrics becomes available, to encourage the Japanese MNCs to enhance

their intra-ASEAN industrial linkages between garment producuon in Viet Nam and fiber -
production in Thailand and Indonesxa, in order to complement the lack of looal supphes

“As’ state entexprlses in the mid-stream’ and up-stream - sectors - lack international
competxtweness they should be consolidated into a limited number of promising enterprises,

‘which should be modemized. Their obsolete: machmery should ‘be replaced,. but more

importantly, their marketmg and management have to be slxengthened w1th the help of forelgn "
enterpnses : :

Human resource development along mth enhancmg mtegratlon from the up—stream to the

-down-stream sector ‘is the key to upgradmg Viet Nam’s garment and textile. industry. It ‘is

necessary to increase training in state’ institutions and: opportunities should be pursued:to’

~utilize foreign aid for this purpose However, the: really meamngful training and technology

8

transfer will have to’ come on the job from - MNCs.- Proﬁt-onented MNCs are ‘obviously
reluctant to provide tralmng and technology transfer unless they Teceive sufficient economic
1ncentwes -



3. Modification of Our Analysis in Response to the Asian Currency Crisis

Below are our initial, tentative thoughts, without any formal review, on how the Asian
eurrency crisis r_'night modify our reco_mendations. :

The drasuc devaluatlon of the currencies of the Southeast Asmn couniries has dramatlcaliy
strengthcned their export competttweness in labor-mtensave industries against such countries
~ as China and Viet Nam and it has substantiaily improved the availability of human resources.
:Therefore the incentive to shift labor-intensive production from countries such as Malaysia
and Thailand to countnes such as Viet Nam has substantially weakened. This means that
investment by MNCs in Viet Nam’s labor-intensive export sectors, such as garment and fabtic
productlon and electrical and elevnomcs industry assembly plants is much lower than had
been -expected before the currency crisis. Since Viet Nam’s compet:tlveness against other

ASEAN countries has substantlaﬂy eroded, the increased risk of devaluation of the dong will
: make forelgn mvestors extremely cautlous about mvestmg in Vlet Narn

On the other hand, the domestic consumer markets of the Southeast Asian countries have
shrunk dramatically, as have the AFTA consumer markets. The incentives for domestic and
AFTA consumer market-oriented investment have weakened accordingly, while import
competmon from AF TA member states may be stronger because of over-supply.

We expect that Southeast countries will resume their growth sooner or later because of
their increased competitiveness and hence the conditions on which we based our study will re-
emerge. This means that our analysm is still valid for the long run, but our recommendation for
an export-oriented FDI-based dévelopment strategy for the two industries needs to be
postponed by three to five years. In the meantime, Viet Nam may need to undertake
development of its export industries without major contributions from FDI. Apart from a
possible adjustment of the exchange rate, the export potential of SMEs peeds to be utilized
fully. Since the competmon to attract FDI has become much keener, Viet Nam must earnestly
carry out improvements in regulation and infrastructure in order to capture precmus FDI
- opportunities as well as to prepare for the next wave of FDI when the pre-crisis conditions

return. :

, _Spéciﬁc poihts concerning-th_e electriéal_and electronics industry are as follows:

a, Japanese mvestment in the consumer electronics sector will shift substanhally in
favor of existing bases such as Malaysia and Thailand but Japanese investment in the
_mformatmn equipment sector will not affected very much. This is because investment
in this sector is more recent, ‘and" Japanese corporanons will explore investments in
new areds such as Viet Nam wﬁh the expectation of the resumption of labor shortagcs _

- in countries whiere they have ex1st1ng bases. _ '

b. Compared with the ‘garment and textile ‘industry, investment in the eEectnc and

electronics mdustry is carried out with more long-term outlook irrespective of short- -
~term compet;twe posmon The interest in investing in Vlet Nam will still be
mamtamed
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With regard to the garment and textlie 1ndustry, the speclﬁe features of the 1mpact of the
~Asian cutrency crisis are as follows

a.

. Sinee the garment'and textile industry in Southeast Asia is highly export oriented, the

effect of the currency cCrisis was very favorable, greatly strengthening the industry’s

export competitiveness, Japanese COI‘pOl‘atIOl‘lS have increased their share over local
firms which are pldgued with ‘severe ﬁnancmg problems “Therefore, the Japanese
corporatlons interest in expa.ndmg existing. productmn bases ‘has increased strongly
with a correspondlng decline in interest in new areas such as Viet Nam. Even cash- -
rich Taiwanese enterprlses which are expected to have 1nc;eased intérest in investing

*in the region because of their weakened competitive posmon w111 be attracted to the

. bargalns in'the countries with drastically devalued currencies.

. It will take much- longer for Vxet Nam to upgrade.its textile mdustry by mvmng FDL
“Viet Nam needs to improve its mfrastructure with a Jong-term perspective. On the

other hand, if a country such as Indone31a expenences severe social tutmoil, Viet

- Nam’s relative posmon will § improve, .



Note 2 — 3

Policy Alternatixres and Their Implications
for Capital Intensive and Infant Industries

. Koichiro Fukui

The importance of export-oriented industries has been emphasized in
'analyzi'no- the economic development of ASEAN counties' On the other
hand, capltal mtensne and infant industries have also played an important
lrole 1n mdustrlahz.atlon hlstoncally in some countries. In the executive
summal y we have e\ammed sm capltal intensive and 1nfant industries, in
whlch Vretnamese e‘overnment has strong 1nte1est _ They include
automobﬂe & parts 11011 & steel petloleum 1eﬁmng, petrochemlcal urea
-fEltlhzel and cement We beheve our analy51s 1ema1ns vahd desplte the
‘recent economlc uncertamty in East Asra caused by ﬁnanc1al and culrency
turmorl Hele we present several extr acts fr om ‘our executive summary and
add one new 1mportant issue of the automob]le mdustry m Viet Nam

1. _Automoblle mdustry, because of 1ts vast value added substantlal }ob
'c1eat1nd effect hlc"h backward hnkage effect of demand, and
cons1de1able technolovreal sp]ll over effect, has attracted the specw.l
'attentlon of pohcv makers. In ASEAN' too, the govemments of
'_Thalland Indone51a Malaysia, and the Ph]]lppmes have been working
in earnest to nurture automob]le 1ndustne_s of their own.

’ 'If Vlet Nam begms to worL in earnest to nurture automoblle & parts
"g“:mdustry now ‘the followmg three basm approaches (not excluswe each
other) can be con31dered The first approach Would be to promote
" _expansron of the market for the domestrc product Expansmn of the
.--market f01 a domestlc product usua]ly leads to the reductlon of
| fmanufactunng costs and ‘a further growth in demand The second
"possrble approach is promotmg local productlon in order to retam the

added value generated in the mdustry w1thm the country “and also

stmcturrng a networl. of parts manufacturels However this would
need to be a long ranve program because 1t is normale 1mp1actlcal to'
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greatly increase the ratio of local production when the domestic market is
still small. The third approach is to aim to part101pate in - the
international spec1ahzat10n within the ASEAN area in line with the MNC
(Multi-National  Corporation) strategy Since “export of completed
vehicle is difficult for the time being, Viet Nam should work to foster
export items in the parts sector by utilizing foreign divect investment.

(One pew imboi‘tant is's'ue)._

Vletnamese government 1ecent1y proposed 1o the automoblle mdustry to '
1mpose sp ecial consumptlon tax (SCT) ot only to 1mported vehlcles but
-~ also to domestlc vehlcles One theoretlcal bacl«.crround of this ploposal'
.seems to the equal tleatment to both 1mp01ted and domestlc ve}ncles-
‘We have also pomted out that SCT only for 1mp01ted ve}ncles would
) -'c1eate problems in participating WTO and that the plotectmn tarJ_'Ef to
| domesnc vehicles should be Slmply lestored to so:ne 200% (effectwe tanﬁf
with current SCT), Wthh had been in pr actlce in Vlet Nam until a Few
years: ago This hlgh 1mport tan_Ef could be fully }usnﬁable fxom the
_examples of neighboring countries. If thls new policy would be
unplemented domest1c vehicles would become much more costly, Wthh is
'.completely a different enwronment for all emstmg auto manufacturers in
Viet Nam This policy also works in. opposate dlrectlon to our three
' p0551b1e approaches

2. Iron & steel petroleum reﬁmng, petrochenncal and urea: fertﬂ.lzer
require huge amount of 1nvestment with long pay-b ack penod and small
. -dlﬁerence of productlon cost per umt could d1v1de the wmner and the 7
1oser They are mtemanona} commochtles and the pn e of products _
ﬂuctuates accmd_mg to the global econormc 51tuatlon and supply &‘
demand For these reasons, the tmung of 1nvestment the trend of

mtematlonal cupply & demand and the fea51b111ty of each pro;ect must' B

Vbe carefully exammed even though the country mth 31zable pOpulatzon _
like Viet Nam wﬂl eventually need alI these mductnes domestlca]ly

One common aspect of these 1ndustr1es 18 that natura_l resoulces
3 necessary fm these mdustnes exist in Viet Nam and there may emst a



natural tendency to take advantage of this fact by éidding more values to
these materials. However, like in iron & steel industry, the experiences
in Japan and Korea have proven that the existence of raw ‘materials does
not add any competitive edge. Raw materials can be sold as they arve,
although too much attention to them could bring another danger of so-
called ‘Dutch disease’.

The experience in NIEs and ASEAN countries shows that the cement
business is lucrative in the early stages of industr ialization. In the case
of Viet Nam the demand for cement has been rising shalply and joint
venture compames with FDI will increase cement producing capacity in
line with the demand growth in the coming years. On the other hand,
VNCC must moder nize its old facilities to enhance ccmpetltweness One
possﬂale alternative is to separate it from the governments’ or gamzatlon as
a ploﬁt-pulsulng entity having the right to 0pe1 ate the cement distribution
and retail business. As is eloquently shown from the experience of
T_hailand and I'ndbhesia, the cément_industry is a suitable industry to
nurture the domestic industrialists.
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Note 2 — 4

Develo'i)merit Policy on SMEs and Supporting
Industries in Vietnam

Prof. Masahike Ebashi
Meiji Gakuin University

We have made a research on the private sectorin Vletnam especrally on
1ts small and medium enterprlses(SMEs) which are envaged in manufactunng
' Recogmzmg the fact that SMES have an 1mportant role to play in modermzmg
Vletnamese manufacturmg and strengthemng its 1nternatrona1 comp etitiveness,
we Have. made a recommendatron on the development pohcy on SMEs and

_"supportmg 1ndustr1es for Vretnam

1. Stagnatmn of Prlvate Sector Development in Vretnam
' S1nce the “start of Doi Moi,. the private sector of Vietnam has made a

81gmﬁcant contrrbutlon to vrtahze its economy. Especmlly, the private sector-

defended "1ts economy from the crisis. when the ‘state sector was serlously
damaged by the sudden abolltlon of state subsrdres and. wrtual termmahon of

' economlc ald from the. former Soviet Umon durmg 1989- 1991

However the pnvate sector in Vietnam is st111 weak and the pace of its -

development has been relatlvely slow. Thouvh ‘the number of formally
reglstered enterpnses in prlvatc sector whrch mciude all type of enterpnses of
private ownersh1p and cooperatlves has been mcreasmg by about 6, 000 in every
year, the size of the enterprlses is generally small and vulnerable in its
-manaﬂement base. . | :

. Table 3 3. shows a resuit of a census of all types of estabhshments in

.Vletnam as. of July 1995, The census fmds thatthere were. 23,708 enterpnses in

V1etnam on July l 1990 brol.en down as follows 5, 873 state enterprises
(24. 8%) 17,433 non state enterprlses (1nclud1ng cooperatrves 72, 3%) and 692
~ foreign- -capital enterprises (9 9%). The: breakdown by mdustly reveals that

about 40% were in commerce and repalrs, followed by 36% in manufacturmv '

Though the number of enterprrses in prlvate sector shared about 9% of

the total its share of total sales was only about 16% and 1ts share of total

employment was about 21% -

( Comparrson w1th Chma)

Table 2-4 traces changes in the share of mdustrlal productlon (by Value) _
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in C_hina and Vietnam accounted for by the state enterprise sector, the non-state
enterprise sector, and the foreign-capital 'enterprise sector. Note that the state
enterprise sector's (e‘(cludmg Jomt ventures w1th foreign capltal) share of
industrial production in Vletnam declmed from 60. 5% in 1990 to 50. 8% in 1995 '
This was the result of sharp e*{panswns in the productmn of forelgn -capital
enterprises, which saw their share of total industrial production rise from 11.0%
to 25.1% over the same period, On the other hand, the share of industrial

"production by non-state enteronses in Vietnam has been dechmng year by year,

going from 32.4% in 1990 to 24.2% in 1995.
In China; the state enterprise sectors share of 1ndustr1a1 productlon

declined mueh more qurckly than it has in Vletnam Over a ten -year period, the i

state enterpnse sector shed about 31 percentage pomts gorng from 64:9% of:
total 1ndustr1a1 production in 1985 to only 34. 0% in 199o Productwn growth for
the Chinese collectives sector, non -state enterpnse sector, and forelgn capltal‘
enterpnse sector was in all cases hrgher than for the state enterprise sector.
During the 1990-1995 period, 1ndustr1al-product1on-by non-state enterprises in
China grew by an average of 55.7% peér year_ (no'mi_nal':rate'_)", ‘Whi_le fox_‘:eign- '
capital enterprises poeted average grthh rates of‘?D 8%. Comp ared to. Vief.nam :
the non -state enterprise sector in China’ (1ncludmg townshlp and v1llage
enterpnses) has’ been stronver inits development The collectwes eector and the
non-state enterprise sector combmed accounted for ‘about’ 50% - of Chinese
industrial production in 1995. The non- state sector has,- therefore ‘been
troublingly slow to develop in V1etnam ‘at least in companson to China. '
The bachground reason of slow development of prlvate mdustrlal sector

in Vietnam could be explamed by the followrng factors; B
1) relatlvely short h1story of ECODOmIC reform toward market economy
2) severe busmess environment for private sector enterpnses
3) lack of government support on fmance, technology and market 1nformat10n‘

etc. : ' ' - '
4) the virtual collapse of mdustrral cooperatwes whmh could not respond to the

new busmess envrronment such as the economlc “shift to a ‘market economy,

large soale of inflow of Chinese goods and the collapse of CO\/IECON

On the other hand, the successful development of Chmese mdustrlal '

cooperatwes could partly be explamed by the followmg factors, S '
1) e:ustence of long experlence for mdustnal management by communes
2) exrstence of managers and leaders who can manage cooperatwes and’ have_,

enough entrepreneur spirits

3) existence of the opportumt} for small enterprlses to survive locally resultmg'
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the difficulties of transportatlon and d1str1butlon of therr products



2. Current Sltuatwn of SMEs in Manufacturing .

On July 1, 1995, there were 8,577 enterprises in Vietnam that were engaged
in" manufacturmg Of this number, 2,122 (24.7%) were state enterprises
(ev:cludmg joint ventures with foreign capltal), 6,073. ('f'O 8%) non-state
enterprises  (collectives, prwate enterprises, joint. stock companies, hmlted
'compames) and 382 (4.5%) foreign- capital enterprises. The absolute number of
enterprises in manufacturmg of Vietnam is so small when compared with other
ASEAN countnes(_see Table 3-9). Besides, when the small rice mills and brick
makers are excluded, Vietnam’s total number of manufacturing enterprises is

_ estimated only around 4;300- 4, 500.

: The average number of worLers for state enterpnses was 394 followed by.

193 for foreign-capital enterprlses and 39 for non-state enterpnses "State
enterprlses account for 58 5% of total capital, foreign- cap1tal enterprlses 30.7%,
and nop- state enterprlses 10.7%. Average total capltal per enterprise was about
41.0 bllllon dong: for foreign-capital enterpnses 14 billion dong for state
enterprises, and 900 million dong for ‘non-state enterprises. Non-state
enterpnses average only 1/16 the capltal of state enterprises. However, the
difference between state and non-state enterprises shrmks to just 2:1 when total
capital per worker is considered. State enterpnses carry far more workers per
unit oapltal than do non- state and forezgn capital enterpnses

- Labor productivity; as measured by sales per worker, is hlghest at the
foreign-capital ,enterprlses, a _reﬂectlo_n_ of their high c_ap1tahzatlon. They are
followed by s.tete eﬁferprise's and'non-state enterprises.in that order. However,
non-state enterprises -h'ave_ the highest capital productivity, with a capital
turn-.over' rate of 1.84, compared. to 1.63 for state enterprises and 0.45 for

foreign-ca’pital ent‘e_rpj'rises. ( See Table 2- 17 (H))

¢ Proﬁle of SME)
' There is noe clear defm1t10n of what const1tutes a small ‘and medium

enterpnse” (SME) in Vletnam If we' follow the defmltmn " less than 10.0 billion
: dong of. total capital or ~not more than 500 employee in the case of SME in |
manufacturmg which 15 used by Dr. Ngyuyen Hai Huu MOLISA and an expert.

oI SME 96 % of: Vletnamese manufacturmg enterprises are SMEs. As seen. in
" Table 3:2, some 196.7% of the country s enterpnses have no more than 500
employees and 91:3% have less than 10 billion dong in total capital.

““When SMES are broken down by number of employees about T1% of all

.SMES have no more than 50 employees. About 32% of the total are micro- .

enterpmses with 1:10 employee*s 39% have 11- 50 employees
In addxtlon +to enterprxses proper V1etnam also has about 530 000

household enterprlses enf-rac'ed in manufacturmg, whmh provide a total of 1.23
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million jobe This household enterpriSes produced: 91%. of Vietnam's total
industrial productmn ( 7% of prwate sector industrial productwn} in 1994,
Household enterprlses tend to be found in industries hke foodatuffs food
processing, and beverages aoparel lumber . and woodworking, non-metal
products metal products, and furniture. They empley, on average, 2.3 people
hut there are 161 household enterprises with 51 or more employees 1nclud1ng_
some with more.than 500. These enterprises do not register for several reasons,
among them the complexity of the permit process and ‘taxation. We consider it
tmportant that the government include ‘these household enterprlses ~with their
latent capacity, among the enterprises eligible for' SME programs, providing
them with encouragement to formally ofg'anize and assistance in future growth.

3 The business environment for SMEe in Vxetnam ‘ :
Vietnam is in the transition from a centrally planned to'a market economy,
and its busmess environment is therefore, on the whole, at a’ dlsadvantage to
those of other. ASEAN countrles Among the major. problems facing enterpnses _
in _Vletnam aré a plethora of restrictions and regulat_lons, govern_ment meddling,

an- inefficient financial system; a complex and heavy tax ‘system, and-a: -

b-ackwar'ds business s'up'po-rt system. These are ‘p'x.'oble‘ms'that' Vietnam’s state
enterprises also face to one degree or ancther, ‘but the business environment is

far more ‘severe for non-state enterpnses and partlcularly for SMES and

'household enterprises. Among the spec1f1c problems confrontmg SMEs and -

household enterpnses are: B .

1) the’ admmlstratwe procedures’ for enterprlse estabhshment permlts
enterprise registration, land acqul_sﬂ:;on, and’ bu11d1ng.perm1ts, 2)_ _ban_k_le_ndlng,
3) procurement of 'capital goods and raw materials; 4) obtaining exportlicenses; -
5) transportation; 6) customs clearance procedures T obtammg technology and
market mformatlon 8) obtaining management expertise; and 9) taxatlon

Flgure 1'illustrates the problems in the Vietnamese business env1ronment in
terms of ‘the degree of” sericusness for dlfferent Groups of enterpnses state
enterprises, large non- state enterprises, small ‘and medlum ‘non-state
enterpmses rural enterprises, household enterpnsee and general non state
enterprises in the north and in the south. The degree of sermusness reﬂects the -
authors perceptions formed from.- 1ntervxews in V1etnam with enterpmses'
government officials, ‘and researchers Thny may ‘not always be accurate, but
they do capture general trends. ' ' ' '

It should be clear from thlS that non- -state enterprlses face more problems

than do stete enterprlses, and th_at the busm_ess ‘environment i§ ‘much more

‘severe for- SMEs and hous_e'h’o'ldf'ente'rpriSes'.'-'The::'main-.-_'_-reetnictions and .

regulatiéns that are in place raise transaction costs-to a point that makes it~



difficult for enterprises to develop. SMEs in particular do not enjoy the breadth
of options that larger enterprises do in bringing down their transaction costs,

which makes the problems more serious for them.

4, Increased Role of SMEe in Vietnam Under the New Economic Environment
in Eaet Asia
{ New economlc envn'onment for Vletnam)
stagnatlon of FDI inflow
+ devalued.currencies of East Asian countries and its economic turmoil
stagna_tlon of_domestlc saving '
- stagnation of production by major SOEs
* slow down of domestic priv-ate investment
( Possible result of new economic env1ronment for Vietnam)
: decreased level of both domestic and forewn savings and slower export
' crrowth - lower mvestment ratio—lower economm growth
| { New dlrectxon of development strategy for Vietnam)
. export promotlon which include currency adjustment

. drastm measures for attractmn of FDI

* measures to raise produot1v1ty of capltal and labor Wthh include SOE
reform, development of pnvate sector SVIF‘s(mcludlng rural:

industries) and the diversification of acrrmulture

5. Recommendations for Vietnam
(Principles of SME Development}
1) Improve business env1ronment for SMEs:
"Correct the dlfference between SOEs and SMEs in terms of their business
environment in-order to- help stablllze SME busmess operations © and to
enhance their potent1a11t1es .
'2) Implement multl staged SME development pohc1es based on the phases of
economiie development of Vletnam and the ASEAN countries.
3) Prepare a comprehe‘qswe development pohcy for SMEs which properly l1nks

with other economlc pohmes

( Recommended SME Development Pohcxes by Different Staces)
SME development measures in Vletnam could be developed on the basis of the
followmg three core areas o o

1)Bu11dmg up foundations for S‘VIEs busmess actnrltles as so0n as pOSSlble The
foundatlons are to be laid- through ‘the esfabllshment of an SME Basic Law.

This lncludes ‘the SME development pohcy, the’ mgamzatmn of a f1nanc1al_ _

a551stance system and the formation of SMEs' commercial and mdustrlal
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associations which will be the major recipients of SME assistance service.
2)Foster supporting industries in coordination with developed foreign countries
and foreign companies operated in Vietram by utilizing local SMEs associations
and industrial organizations. _ :
S)Promoi:ing exports by . utilizing SMZEs' . associations - and industrial
01ganlzat10ns : | S
In these three pﬂiars there are many lmportant points. Reg'arding the
estabhshment of SME Basic Law, we pointed out the conerete idea in this report.
Regarding the organization of financial assistance system we indicated the
detail scheme in this report, too. The orlgmal source of funds for the SME

f1nanc1al assistance systern may partly be raised by forewn official fmanc1a1

assnstance

* Figure: Staoes to promote SMES e

- 1. (1997~~2005) e (2005~2010) - M (2010~2015)
Building vp |- E_stablish an SMEs : Prov_lde information and|- Promote modernization
foundations| Basic Law C foster expert_s through of SME facilities and '
for SMEs - |- SMEs Credit SME Industrial equlpment :
Deregulatio | Supplementation “Associations:
o and system |+ Promote Venture
lxberahzatlo - Establish for- . Capitals System
n of "Financial Institutions '
business for SMEs .
environmen |- Formation of SME
t Industrial

Associations
- Promote investment of
SME using by leasing
. companies’ : . - S
Fostering' |+ Establish Technical : : 'Sg}x‘eéd tecnﬂologie's’ by |:Promote Database
supporting. | Training Centers and estabhshmﬂ Reglonal System for supportmg
industries foster traimers Technology Developm ent 'mdustrles ’

« Promote . Centers s . Promote modermzatlon
establishmentof -"Supporting Industry ‘of supportmo o
metal and machinery Development Program Andustries’ facxhties '
.industries _ . L ) and equlpment :

Promote - Promote Export Credit|+ Establish Export. .. | Enact fmancxal laws to :

export System Promotion Cénter and promote famhty '

activities |- Improve export provide market and modernization of

of SMEs permission system techi;lold'gj'r information | exporting 1ndustrxes

. ) Co - Spread- technologles by « Further promotmn of :
1 estabhs]:mr:x'r Rewu)nal wor}d network for

Technology E\port Promonon
Development Centers ‘Center .

Source: Complied by NRI




(Lessons from Taiwan) _
Vietnamese econom;c situation has some snmlamty with Taman The

O'evemment of Taiwan nationalized the Japanese enterprises just after the war
“and newly created S0Es controlled its domestlc market. In 1952, the state sector
share of the total manufacturing productlon was 56.2% and the share of private
sector was 43.8%. 1n 1963, this share changed to 40.6% and 59.4% accordlngly
Talwanese private sector SMEs were obliged to find their market abroad
because the 50Es were so dommant in the domestic market, espectally in the
market of basic industries. Thanks to the development of SMEs mainly for
export manufacturing, the number of manufacturing enterprises in Taiwan
increaged from:27,709in 1966 to 69,517 in 1976, then, 113,639 in 198'6 And the
exports by SMEs shared two thirds of Ta1wan s total exports in average of 1981-
1985. . -
' 'Succe'séful de'vel.opment of exports' by Tai{van SMEs could partly be
explained by the followmv TEASONS;
1) taking advantage of its comparative adva'ltage in labor mtenswe products
2) efforts to produce dlver51ﬁed export items with small quantlty in which the-
economy of scale s 1s not such an, 1mportant factor for compet1t1veness
3) active part1c1pat1on into the 1nternat10nal arrangement w1th foreign
compames such as the utilization of foreign trade compames ‘OEM (original
equ1pment manufacturmg) arrangements ‘and 1nternationa1 sub contracting
"I} being involved i in the severe compet1t10n both in domestic and forelcrn market
Besides, the government of Taiwan supported this 'move with reform on. ferewn
e).change rate and mver,tment mcentlves which eéncouraged investment, saving
‘and export by means of tax deduction and snnphﬁcatmn of procedure for factory
land acqulsltlon .

As we have discussed in our ﬁnal report there are many other area for
Vletnam to’ support SMES in. order to e'cpand its ewzports to generate more
employment and to bmld supportlng 1ndustr1es .

Howevet, Vxetnamese leaders still seems to be reluctant to develop big
private enterprlses because of 1deolog1cal or p011t1ca1 reasons. Thls seems to be

the core of the problem of’ weak puwrte sector in Vletnam
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Note 2 — 5

HARVARD INSTI'I UTE FOR INTERNATIONAL DEVELOPMENT
One Eliot Street, Cambridge, Massachusetts 62138

DAVID O. DAPICE
VIETNAM PROGRAM -

BRIEF COMMENTS ON VIETNA‘VI’S TRADE AND INDUSTRISL POLICIES (SESSION THREE)"
10 MARCH 1998

Striictural Differences between Japan and Vietnam...

How 'sho'uld'Viet'narﬁ industiialize, ‘and what part should foreio"rr markeéts and capital
play 1 in that process"f’ Orie Oeneral approach is to follow as much as possible, the general
strateoy which Japan followed in the decades leading up to the 1970’s oil shocks. This
mvolves oovernment selectlon of prormsmo “heavy industries and various kinds of suppart -
to promote them sually some mix of protectlon soft loans; and tax breaks. This allows
individual ﬂrms to expand more qulckly with more debt than they would under pure “open
market” Condmons In the case of Japan most of the actua[ investment and productron was
-camed out by competltwe prwate “firms, which were broadly coordmated by MITI. The
penod of 1 maxrmum coordmatron in 1950-73 was marked by capltal controls and a relatively
“closed” 'e:conomy, 50 far as 1mports were concerned. These aspects, while not-entirely gone, -
were progressweiy rela'«:ed as Japan mef international commitments under the GATT and -

other treaues Savmos rates were hmh and trade surpluses were typical.

In Vletnam most mdustnal productron is by rnonopohstrc state entezpnses or their
joint ventures with forelon firms.. The comparative size of the two econofmies 1s very
dxfferent Vretnam is: 3% to 4% of Japan s GDP in 1960 (m today s dollars and prices).. The
openness of the economles is also drfferent Vletnam s trade ratio, the e*{ports and 1mports
over GDP is about 80% 1f smu imo is included. Japan in 1960 had a tradé ratio of one-
51xth The rates of savmgs are also far apart ‘with Japan's rate double that of Vietnam.-

_ 'Thoucrh harcler to measure the ab1hty of the respectwe bureaucrames to resist political
pressures 1s also l1kely to be drstmctly different. The mtemauonal environment is also -
| d1fferent Japan was. not v1ewed as a serious competmve threat until after 1970, and was able
to hcense many technolocles very cheaply Vletnam is competmo with many other As,lan

A paper prepared for the Workshop on Vremamese Ecunomic Development sponsored by HCA and held .
March 22 and 23,1998 in Tokyo, Japan.
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and some other, nations but is expected to participate in market openmg moves which others

have also agreed to. Licensing is no longer so cheap or easy.

.. And Recent Economic Troubles ...

Smce 1995, Vietnam has been runmng and seems 11ke1y to run current account
deficits on the order of 10% to 15% of GDP, if itis assumed that overseas grﬁs cancel net
smuggling. This rate of debt accumulation i is probably too tugh to sustain, especially given
the more difficult environment for attracting caprtal in all of Asia. There are also signs that
the transition of exrstmo heavy industries to competrtwe status W1ll take much longer than the

few years typical of J apan. Thrs creates a potential contradrctron in the drive to push these

__mdustrres as, fast and as, far-as envisioned in the 1996 Pubhc Investment Program Another

likely drfﬁculty cornes from the antlcrpated mtegratton of Vi 1etnam in the ASEAN free trade
area (AFTA) If inefficient heavy 1ndustry absorbs most of the 1nvestment resources and

 takes years to become competitive, it 15 not clear that mteoratlon with ASEAN is feasrble

except over the very long term, Thisi 1s because the hlgh cost of 1nputs from mefﬁcrent

import. substltutmg industries ‘would make it hard for. Vietnam to compete in export markets

“and tend to drive away the export—onented forergn investments that 1t- needs to create _]ObS

- and generate foreign exchange The purely | domestrc rnarket for mdustrral goods in Vletna_m

is small and glutted. It is not clear how ‘much more grow’fh can come from restrtctmg
industrial growth to that market, ev en wrthout the addltrona] competltron from ASEAN s
more advanced | economres.r Thelr fecent devaluanon_s, debt restructuring, and €XCess capac1ty

will make them fierce competitors i_n all m‘arkets.

...Make Imporr Substztunon Within ASEAN Rarher Than Vzernam "4 Posszble Chorce

The “ASEAN Fwe” had a rmd 1990’3 GDP of over SSOO blthon about twenty tlmes
that of Vietnam’s 1996 GDP. Their poputatron was. over four tlmes Vletnam s. It may be o
wiser for Vietnam to industrialize w1th1n AFTA 1f itis fe331ble rather than rely on its own
small, glutted and not easﬂy protected markets This argument gams force ﬁom the hkely .
reliance on foreign: mvestment for much of the industrial growth. Unhke Japan technolo
(not now so easrly hcensed) and capltat and marketmg/manaﬂernent wrll be needed frorn _
abroad. How many compa_mes will wrsh to commit major talent and funds toa small poor
country in an unstable region with a cunency that cannot easﬂy be converted when profits
need to be repatnated" If they do not, will domestic savmgs and forelgn a1d be sufﬁcrent to -
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propel growth forward rapidly over several years?. It seems likely that as the ASEAN
economies recover and confidence again is-built up, Vietnam'’s best hope for rapid industrial
growth (in addition to labor-intensive manufactured exports to the EU, Japan, and America)
is import substitution within ASEAN.

In any trade rrroupm there is a question of whether-or not trade creation (which adds -
to national'wealth) is larger than trade diversion. With trade diversion, a nation ends up
buying from a nexghbor within the trade grouping because of lowered 1ntra—0roup tariffs,
even though a lower cost before-tariff 5uppher outside the group exists and was bemg used.
Since tariffs goto the natlon they are only a financial and not a true economic cost. Trade

“diversion destroys wealth. For Vietnam, the potentially trade e\ipandmo part of this
mtegrauon may ‘be larger thar the trade dwersmn though that needs to be checked. (The role

of smugghnﬂ makes analysrs difficult.- The more smuggling, the more irrelevant any changes
in trade restrictions are likely to be.) Vietnam’s labor 1s productwe for its cost and highly
educated, and could ea51ly link up with foreign capital and technology. The fact that

' Vietnam is starting late means less than: it might in other cases: (Vietnam in AFTA isnot

: equlvalem to Bolivia i in LAFTA the forrner Latin American customs union. - Boizwa was a
late starter but could not mdustnallze 50 dropped out of that customs union.) My simple.

suacreshon is that JICA or some joint ASEAN group should look at 1mport substitution in a
“normal” ASEAN market, abstracting from the immediate crisis. If Thalland and Malaysia

oet over their ﬁnanczal crises (as seems hkely) a “normal” economy: might come as early as

| later 1999. The. case of IndoneSIa is harder because it is more political and involves the
treatment of the Indoneszans of Chinese descent, but if Indonesm Were unable to settle down,
it would be more nnportant than ever for the rest of ASEAN to cooperate “The calculus of

1mport substltutlon would be changed, with a smaller effective market but also less low-wage
competmon. -On ba_l_ance, ASEAN w1tho_ut-a _functlomng Indonesia is still favorable

"eo'm;‘)'ared to Vietnam going it alone.

Buta Sfudv Is Needed to Hzghhohr the Opportumnes and Dangers

Thls study should survey actual and potentlal 1nvest0rs and major- ﬁrms not just be a
' desk study ‘Given ‘the overwhelmmo strength of Chmese and even South Korean industry, it
' may well be: that ASEAN s best hope is to cooperate on area-w1de import substltutlon This
1S, however hkely o be espemally true for Vietnam, Wlthout the beneﬁcml competltlon and
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market potential of its neighbors, it is unlikely to be able to mobilize adequate forelgn private
capital or technology to mdustnahze suceessfully

It is true that over $30 billion of FDI has been hcensed but only $8.3 billion (throu011
1996) was in industry, and only a fraction of that has been reahzed and 1s likely to be
realized. From1988 to 1996, Only $2.4 billion-was invested i in all FDI/ JV industry,
including the 30% share of the Vietnamese partner which is mostly land, was 28% of the -
licensed amount. (Even these amounts may be inflated for various reasons having to do with
JV reporting.) Many of the as yet unrealized investments are hkely to be delayed or -

cancelled in the less prormsmo economic environment,

Wit rising debt, scarcer eapital, small and glutted markets, and modes't: prespecfcis for
FDI led heavy industrial growth, it is likely that area wide .i'ath'er than nation wide import
substitution is Vietnam’s best strategy.: Of course, it should also pursue manufactured export
growth If the government’ follows recent plans and uses ODA for heavy industry, it is likely
to short- change the cntlcaliy necessary rural mfrastructure This would hm’t demand from
rurdl aréas; poverty alleviation, exports, and equity across the various reglons of Vle’cnam
On balance; it does niot appear to be a close call. If import substitution is gomg to be a major
mdustrlal growth strategy, it is better foilowed ‘with ASEAN than natronally If import -
substitutlon within ASEAN is viewed as t00 rlsky or dlfﬁcult to arrange then a dlfferent '
approach altovether may be needed. ' '

If Not Import Substitution Withih ASEAN. 4 Drfﬁsr‘éné Srraregv' Would Be Pr'eféréble.' |

There are no’c many models for rapld long—term economrc growth w1thout some form
of1i 1mport substltuuon However, several Asian economies. have managed to engage in only
limited amounts of forced or subsidized IS, while emphas1zmg proﬁtabie manufactured .
exports. The types of import substitution that qulckly become competltwe will occur many .
case, or with only moderate protection. Those products requmng hlgh levels of proteetlon
not only conflict with commitrments made under AFTA but also tend to faﬂ to brmg down
their production costs to compehtwe levels very qulckly Dunno the early phases of growth
until about 1970, Malay51a had rela‘uveiy lltt]e heavy industry, for example It should be -
possrble if IS within ASEAN proves too dlfﬁcult to combine profitable IS wn‘h relatlvely

. modest protectlon with manufactured exports further processmg of raw materials, and some -
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destination, this overall process could proceed quickly, with a lot of technology and skill

transfer within a few years,

There should be no illusions about the dlfﬁculty in switching from a state led, fore1gn
| ﬁnanced national IS strategy to one inore feasible. Decisions regardmo infrastructure, the
excharnge rate, the financial system, and the trade and reoulatory system w111 all rieed to be
revisited. However, with even China moving decisively away from state led
industrialization, although still toying with the idea of. chaebol-like national champion firms,
it seems likely that Vietnam w111 eventually have to give a no greater role than China to state
led industrialization. Current pohmes will probably not attract adequate FDI, so the
“alternative to some revised: stratec'y is almost certainty failure. Neither Gomestic savings nor
firm level efﬁc;ency is high enough to be regmnally compentwe The major question is what

industrial strategy is promlsmf»T in reahty but also acceptab}e to the leadershlp in Vietnam.
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APPENDIX

1. Foreign Exchange Dally Tradrng Value at Interbank Market Acllvrty Stalls
First half, 1996: $8 million

First half, 1997: 53 milion N

First 5 weeks, 1998: $0.2 millon 1

Source p. B0, Far Eastern Economrc Review, February 26, 1998

2. Recent r'e-gulatiogne of the State Bank altow companies to keep only “needed”
amounts of foreagn exchange in their own bank accounts. The surp[Us" foreign-exchange is

'conver‘(ed into dong and is avarlable only when a requrrement is demonstrated Only one

fore:gn currency account perfirm is allowed: These reguiat!ons are meant’ to reduce
speculatron agamst the dong. (From Decrsron No 37-QD- TTg, Decision on A Number of
Measures on Foreign Exchange Control inthe Current Crrcumstance issued 14 February
1998; and Official Letter on Implementation of Article 5 of Decision 37-1998-QD-TTg, dated
23 February 1998.) -

3. Approved foreign in\reetment in '1998 as of February 19, 1998 was.$9_26.5, million, a

54% decline in value compared to the same period in 1987. How'e_\rér,' over $700 million of

this wae in a single tourist resort prcjeci which is of doubtful 'proﬁt'ability in the near future
due to over—capacrty and reduced regional tourism caused by the economic crisis. If this
smg!e pl’O]ECt is removed, the remaining amount of 1|censed investment is about 90% Iess
than the same period in 1997.

These trends in foreign exchange and investment suggest that the economic

troubles in Asia are reducing the amount of serious investor interest in Vietnam, and

creating a situation in which foreign exchange islle'se available than previously. This will
make investing in caprta! and foreign exchange mtensrve heavy 1ndustry more drﬁ" cult fo.
sustain. It also makes the effectwe reliance of Vietnam on FDI for its rndustrlai deveIOpment
less certain of success. Trac_le data do not yet allow c_onf ident analysis of the :mpact of '
devaluation in neighboring countries on the abilit'yr of Vietnam'ese fi rm-s to compete, though
the trade gap is running at about $200 mrl!ron a month. Thrs is a Iarge amount, strll roughly "
equa! to 10% of GDP. '



Note 2 ~ 7

ENHANCING EFFICIENCY AND COMPEITTIVENESS OF
VIETNAM’S INDUSTRIAL SECTOR

Pham Quang Ham.
Director,

Department of Industry, Trade and Services
Development Sirategy Institute (DSI), MPL,

Vietnam.

1. Over the last year's industrial growth rate of Vietnam reached over 13% per annum,

however, there is a big challenge for further development of the mdustrnl sector is-how to
: enhance its efﬁmency and competltweness to cope with the situation in the reglon and the
world. - This is the very weakness of Vietnam's industrial- sector in the process of

* integrating into the economy of the region as well as the worl_d.

The financial crisis with its complicated developments also have certain affects
on export situation of V:i_etnaim making the country to face with more and severe

competition which vary by specific oomm_odity items.

Therefore;’ enhancement'of efﬁciency and cohnpe’titiveness of the economy is
-regarded as the ﬁrst priority task in- the annual action programme of the present

_ Govemment of Vietnam.

2. For long—term and suxtable development readjustment of mdusmal structure is needed
to basically’ overcome potentlal danger. of a crisis. Renovatlon of industrial structure
should be based on the pnn(:lples aiming at enhancmg production and business efficiency

as well as competitiveness of the mciustna_! sector which is still very weak now.

The extremely unportant task of the economy in the years to come is to create a

. profound deve]opment step in- the. mdustnal structure shiﬁmo with.a dynarmc productlon

and investment structure capable of brmgmg info full play comparattve advantaoes of the

__country, enhancing product1v1ty, quahty, efﬁcmncy of the sector to be compeutlve both in
the d_omestic and international markets. __,The directions of industrial stx_"uctur_e_sh_l_ft_mg are E

as foll"ows: :
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+ The textile and garment industry should be ‘pushed stronger to export
orientation aiming to create more . eroployment and eamn fo_reign cu:renc.ies making
contributions to bolanoe of payment. Creating favourable environmeht for foreign
investment promotlon should be implemented in a close oombmatlon with encouragmg

all economic sectors to partlmpate in productlon and cxport actwmes

+ Frocessing industfy, especially _agi‘icultufal— forestry—ﬁshery products
processing in areas where there are large-scale sources of raw material should be
accelerated for export Strong development of this industry will have effect on rural and
agricultural mdustrlahzatlon based on exploltatlon of labour and land potenuahtles of the
agricultural sector. ' This helps to create the movement -of lobour from agnculture to

industry ‘through whjch a new labour. distribution i 1s to be formed, and at the same time, -

':posmve effects on renovatlon and enhanced efﬁc:lency of agnculmral productlon would

be _created aiming to provide markets for indusirial products -and ensure inputs for
industrial sector. This industry is suitable to development of smail and medium

enterprises which the Government has policy to promote.

+'Forming"fourl;d'otion to fo'st'er‘ and develop important industi‘ies_ that Vietnam

‘has dynamic compara_tiVe advantages (such as human resources) w_iﬂi a view to turn these

iodusﬁ'ie's' into competitive ones in- the future, beyond the year 2000" In long-term

‘mdustnahzatlon and modermzatxon sfrategy of the country, electromcs mechanical- '

engineering and information technology are seen as important industries (which a¥so

coulld be referred to as leading industries) because of the following reasor_ls.

® These"ioduéuies ¢apable of creating technology capacity as well as industrial linkages
" which have spill-over effccts’on technology lével improvement of other industrial and

_econonnc'se'ctors :

 ® Viemam has comparatwe advantages in weli-educated and- dynamlc human

' resources; and a prospectlve domestic market whlch for the time being. still lmuted_
but with a good potential beyond the year 2000 when the natlonal income will
increase, a big demand will bé resuited in, _ .

® They constltute nnportant components ‘of an- mdustrlal sector servmg for a country

with over 100 million populatlon beyond the year 2000



‘Tt is necessary to” encourage foreign investors to invest in these industries,
especially in supporting industries producing parts and-components with a view to create

~ conditions for taking part in the international labour assignment. -

- It is important to accelerate development of selected natural rcsom'ces-based
industries’ such as 01]-1eﬁnery, petroohenucal metallurgy and so on. These industries are
mainly to ensure supply of material inputs to other industries so they are mamly import-
substl_tuted- ones. However; these mdostncs_ are very. capital-intensive, requiring big
inveéstment: émd }n'gh technology level, they 'should be carefully selected - taking into
account well-estimated domestic needs and appropnate steps and timing. Establishing
joint-ventures thh forelgn mvcstors is possubly a good way to make use of foreign
- investment capltal and technology. In.the forthcommg years, pnonty should be given to
i .prolecfs ‘which - have- advantages in -oil and gas resources such as ‘blast-furnace steel-
'makmg pl’Q]CCt with capac:l’fy of 5 million tons/year should be delayed as the demand is
not so big for such a b1g capamty, and at the same time, the project requires a too large

amount of mvestment

3. Ad_]ustmg nonnnal exchange rate in'a more flexible manner to- avold both trends of
' rigidity anchonng the exchange rate. or over-ad_mstment aimmg to promote export while

‘not to cause big changes for import of industrial production inputs.

In parallel"'Wi'th'- exchange rate measure, - it-is nece'ssary to implement other
measures t0 encourage export activities. The existing export promotion policies should
‘be checked and supplemented with export promot:on urgent policy measures thus to

enhancing competltweness of Vietnam’s mdustnal goods

“n. Iine With export promotioﬁ---import should be s'trictly'controlied within the
acceptable Tinits - accorchng 10 pnnmples and commltments made with AFTA.
Constralmng Jmport of 1nessent1al consumer goods that could be met by domestically

o _p;fodu_ced goods. lemg_pnonty_ to 1mpor_t of material and mpots,for export processing.

| In the long run, - export-pushed pohcy should be kept ﬁrmly to reduce trade deﬁczt '

Allowmg ail economw sectors state-owned. and non-state enterprises to parttmpate in
L 1mport-export act1v1t1es streamhmng custom procedures, introducing the mechamsm of

quota blddmg and so on. e
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- To establish free-trade zones; where special'regu_lations are provided in a more |
open and easy manner for accelefation of industrial and trade development. Approval on

establishment of Mong Cai Border-Gate Flee~Trade Zone is an important 1n1t1at10n for the

" development of this model.

4, Creatmg attractive environment for promotlon of forelgn mvestment Aﬂracting'

foteign direct investment plays an very 1rnp0rtant role in the cause of mdusmahzatlon and

-modernization of the country. ‘Foreign investment promotlon activities in Vietnam are

faced with both favourable opportunities and severe challenges, the latter are mamly

" because-o_f- the weakngss of Vietnam’ s mvestment environment itself on one hand, and

' ‘inere'asingly fierce co_nipetition in this ﬁeld, on the other..

In January 1998 Decision No. 10/ I998/ND cP on some measures {0 encourage

- and guarantee foreign direct investment (FDI) activities in Vietnam was promulgated by

the Government.

This Decision is aimed at improving the investment environment of the country,

‘comtmmng to guarantee interests of foreign lnvestors domg business in Vietnam and

dlrectmg investments to prlonty pro_jects, areas and territorial regmns of the country.

To ensure stablhty and consmtency of: Vlemam s forelgn mvesunent pohcy, the -
Deczsxon affirms: In case new reguiahons of the Government have negatwe effects on
mterests of enterprises with foreign investments then: the new changes are not apphed to -
those enterpnses which have given mvestment hcense before the effectwe date of the

Decision, while they have nght to enjoy new, more preferent1a1 pr0v1310ns stlpulated by

the Decision.

Administrative management -at sectoral and-local lev_e'l's, 'especial'ly,” after license

administrative procedures also have to be recognized and consolidated. . -

5. Further 'a‘ccelerating‘ 'impllementzilti0'n'.()fj guideline on’ St'afe—omed: Enter;irises '(SOFs) _

. _Reform ‘This . is a b1g guxdehne pohcy covermg a number of pollcy contents,__

' 1mp1ementatzon of which is very comphcated “What's 1mportant to emphas1ze here is

SOE Reform w1th concrete measures such -as equxtlzatmn nwnersh1p divermﬁcatlon

- leasing practice, management contract and so on will be the means of great 1mportance in

strengthening investment env1ronment thus contnbutmg to enhancmg the - market

competitiveness.



Note 3 — 1

A Short Note on SOE Reform — Mainly Summarizing Chapter4, ESR

Shigeru [shikawa

1. Charactetistics of this study

In putsult of the asswned task of th:s studv on the Vietnamese SOE reform, we

took two sets of special approach and methodologies:

"(1) Approaohes’"
a) A’gap approach
b) At approach to market economy promotlon
(2) Methodologles - ' '
a) A comparatwe Viet Nam- Chlna Study method
-- This is mainly for overcommg the severe shortage of statistical and other
information on the SOE topic on the Vietnamese side. :
b) Integration of two contemporary survey results on the Vietnamese SOEs
‘1 A Jomt OECF-CIEM(MPI) pmJect on the questlonnaire study of some 200
samp]e SOEs
(i) A joint JICA-CIEM(MP]) pro;ect ‘on the in- depth study of 13 selected
SOEs z

There may be some dlfferences in these approaches to the studies on SOE
: reform from those taken b} the World Bank and IMF.

‘ '(1) The approach to mstltutlonal aspect of the reform: ‘the: approach within the given
framework of SOE vs. the approach in wider perspectlves including the poss1b1htles
~of dlvestlture and prwatlzatlon B : : :

(2) Probable dlfferences in-the welghtmg of the s1gn1ﬁcance of the actual facts of the
market economy underdevelopment and the remalnmg customary elements in the

_ eoonomy '7 :

3) The empha51s of the research method elther on the macroeconomic and }egal—'

1nst1tutlona1 aspects or on the mlcroeconomlc aspects ' '
Desplte these- dlfferences however these two approaches, and hence the study

- results; are complementary
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2. The framework of the studv

()

(2)

3)

For the purpose of deriving policy options for the SOE reforrﬁ,- the overall

performances of the SOE activities are analyzed in terms of |

a) statistical indicators showing productivity and financial performances, and

b) institutional stability of the SOE system and maturity of the conditions for
advancing the stage of SOE development. :

The above SOE performances should be explained largely by (1) spec1ﬁe

determinants of the SOE performances: and (ii) mechamsm in which these

determinants work together to vield the overall performances ‘

In Table 1 of the background paper, this framework is shown io terms, of the

- research 1tems of the whole study. In the attached Table 1, the framework is

summarized in three columns. The items surrounded by broken lines are those
directly relating to the institutional aspect and ‘what we are seno_usly._-concemed
about, - ' . '

3.A Stage-making" for SOE development

M)

ey

A standard model of SOE development stages in Viet Nam (commonly to Chma)
i) Patnmomal stage 7
- ii) The stage of factory under complete planning
iii) The stage of enhanced autonomy
iv) The.corpofatization stage
) - The privatization stage P : : :
The present stage in Viet Nam is on (111) In 1991 1994 a’ re-:egistratxon of SOEs
movement” fesulted in a divestitire of a large number of SOEs under local-
government jurisdiction. - But they were m_ostly small-sized. Presently only seven

+ SOEs were corporatized (as of carly 1998). - In China, as of the end of 1995, about

2400 enterprises were incorporated in the form of jomt-stock company, hd. and

- about 17,500 enterpnscs in the form of lumted company.

4. Results of the study on the present eonditions

- A, Performances "

(1) Produotivity and finance: - As'coﬂipared to- China, the performance were Iess

serious.. (In China, while the performanees i in TFP were fan‘ly good those m- |
the profit and loss account serious.) o -
(2) Institutional dimension: Instltutlonal stabxhty of SOES in the autonomy



enhahci'ng stage is generally weak due to excessive “insider control”, although
the degree of autonomy achieved in Viet Nam appears much larger than in China.

- (See Tdble 2) The condmons for shifting to the next stage of corporatlzatlon

are poor.

B. Determmmg factors of the performance

(1)

Tnitial conditions of the economy — A low, net domestic savmg ratlo a very early
industrialization stage, a low level of ﬁnanolal development (such as expressed
by the low % of M2/GDP -and the low ratio. of the bank .credit extended to

' SOEs), the ‘labor surplus conditions seem less serious in Viet Nam, as drastic

' 'employment reductions were made two times in 1989-90 (total number reduced

@

amounted to 518 thousand persons 25% of those employed in the state sector)
and in 1991-94. . o S
Product and factor market env1ronments - In general poorly developed In

* the financial domam a'gold and dollar economy plays a significant role. State

commercial banks’ role of financial intérmediary is weak. - Hence a large stock

.- of bad credlt

Factors relating to the SOE development stages

'a) ‘The "léngth -of stage (i) in.Viet Nam: was very short (1975-1985)  as

compa:ed to China (1949 -1978).  This brought about a few effects on the
later development of economic systems and mdustna] structure in Viet Nam.

'_b)' 'Progress of stage (111) ‘which in fact was in the early 1980s, was not

. neeessa.nly dehberately de51gned . A series .of economic and ﬁnanci'al
: cnses which- started: at‘the end of 1980s (the end of Russian aid, collapse of
- the COMMECON trade and involvement into Cambodian Civil War) forced
the govemment to abandon any systematw attempt of promotmg and

"fostermg the. state enterprises expect’ for a small number of large ones.

R Laissez falre pohcy was the result.. : This compares {0 China’s policy to

~ developthe state entelprlses under the dehberate govermnent control.,

c) .Re51duals from the past stages R

L 'Due to- the mcomplete fulfillment of the tasks for each SOE develoPment
stage in the past, these residuals remain even at the present stage though
Wlth lesser force than in China. Afew pieces of available ev;dence
- - i) - Absolute: controls of the. SOE by the state — as reflected in the fact of
' '--“forced donation” bemg practlced |
i) Soft budget constramts

o) ‘The power of managers outwetghs the state as. superv1sors

_ iv) ‘Lack of adherence of contracts and propert} right

= d) Govemment policies

o1
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Esp. mattor of oorporatlratron and prwatization :
&) Management - and technological reform, which plays decisive roles
| ~indepenidently from the exogenous,-_detcrnnmng factors in the above. -
. (T omatsu & Co. will make a presentation about this itern.)'
C. Mechanism combmmg these factors together '

1) Informatlon about. the modus operandz of these combmatlon is serlously
© lacking. '
(2)  Some of the revealed ones are as follows _ : _
1)  Many" SOLs con51dered ‘the Cabmet Declslon about SOE autonomy
E enhanomg (1989) as provrdlng them with in uncondmonal autonomy in
productlon and: asset dlsposmon hence refusmg to accept: govcmment
_ supervision and 1ntervenuon
ii) SOEs did hot fulfill ob]lgatlons to repay bank loans .
iii) SOEs were not seriously- concerned. about the obhgatlon 10 rnamtaln and
increase the value of capital assets invested by the stato G
On. the basis of the'urrofﬁcial infotmation on the SOE rofomi proposal, we
consider that the modus oper andi of the vatious détérrninants working together in.
- China were in operation in Viet Nam,: though to the lesser extent |

"D. Qverall obsarvations - : ‘ : : :
(1) was due to the fact that recurrent reshufﬂes of bad SOEs and perrodrcal Short term

indicators of the SOE performances exlubtted farrly good results. But this
~elimination of work spots (redundant workers) ‘brought about a temporanly good '
'outlook Since this was not accompamed by the ‘structural- improvement, the
condition’ tended to deteriorate agam (Such as ‘the ratlo of loss-matmg SOEs to
totai SOEs decreased from 35% in 1990 to 8% in 1993 ‘but it started to increase
- from that year steadliy to 20% in'1996. In- 1997 itis cstunated 30%)
2) SOES autonomous dec151on-makmg power may appoar much stronger than that in . -
China. However, this is due to results of the government measures ‘to throw. out,
and abandon the dehberate protectlon and ralsmg ‘of, most- SOEs m the years of
economic and fiscal crises tOWard the end of the 19803 In Chma, the govemment
1measures to- protect and raise SOEs persrsted L B
(3) Therefore, for most SOEs in ‘Viet: Nam there is' not yet orgamzatlonal and

R operatlonal capability accumulated tror-_ralse its legal-institutional st_at_u_s_ to modern

oo_rporations_.: ‘In a\_dd_itiou, producf_iou facilities - and technologies “are poor.
* Product and factor market environments are also very weakly developed. Hence,
the conditions for shifting the present SOE stage upward are not yet prepared.”



5. Policy suggestions

(1)

_(2)

)

4

“In light ‘of the above observation of the present conditions of SOEs, but taking into

consideration the current debate-\}_vi'th the international agencies, it seems pragmatic
for Viet Nam to consider the adoption of the GAP approach in dealing with to SOE

“reform. - In order to make the negotiation successful, the Vietnamese government
might formulate detailed scenarios of SOE reformm which specify target dates and |

target numbers of tfansformation, s0 that she may convince others of the necessity
to take a gradual approach. - _

In any case, the classxﬁed approach to SOE reform is advisable. First, between
SOEs of the commercial nature and SOEs of public goods nature; second, between
SOBs in the industries with petentially competitive power in foreign trade and

:SOEs in the industries without such power. o
-Agdinst those SOEs which are 013351ﬁed as: those to be retamed it is desirable for

the Vietnamese. government to take a deliberate policy of raising. the
capability in the organizational, business managerial, technological, productivity

raising, and man-power - training aspects, as well as legal-institutional -reforms. -
Meastires should also be taken to promote the market economy environments of the

SOEs. In partieu}ar,' the banking sector reform should come as the first priority
matter, . - :
International donors might devise innovative measures to promote the Vietnamese
gowmment to redirect her SOE reform in the above ways. One of such innovative
measures is suggested in the World Bank loaned project of technical innovation of
Shenyang Machine Tool Plant Co. Lid, corribined with its institutional and
organizational reform. It started in 1995 w1t11 the agreement of providing loans of
US$ 121 million.

'We have not dealt with the aspects of General Corporations and of private

sector enterprises, as our study project did not cover them.
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Table 1. Causality Map of the SOE Performances

A, Determin_a_ntslof the " B.Mechanism  ~ C.Performances.
- performances | S '
" Initial conditions * Integration of determinants  Aspects of production forces
_Resource endowments - through: _ - -Productivity.
~ .Domestic savings ratio’ ~-Production functions ~ -Finance
-Industrialization stage Incentive mechanism .
o -Ownership and
mahagenieht telations- :
.Market env1ronments Institutional stabxhty-and ' .Aspects of i 1nst1tut10ns
: - -Labor mafkets - shift in the stages ' ~Stability and shift
L Fiscal system and ' capablhty

| SOE devélbpméntl'and factofs -
relatlng to the SOE stages

GoVernnient economic policies
Organizational, technological
reforms done inside SOEs -

'-Financial:inarkets" - ........ cedeene e ......... :
-Product markets

- Institutions of present SOES
~Residual elements of the
past SOE development
stages

-Gap with the required
elements of the unposed
SOE stage

L

Space surrounded by broken lines mdlcates the area where the analysm in the stage-wise
SOE development matters.



Table 2. Percentage of Surveyed SOEs which has not yet acquired

managerial autonomy

 Viet Nam 1996

Product mix, output 9.5%
Input purchase, sales 28.0%
Employment 11.0%
Exports and imports 10.5%
Profit disposition 34.5%
Investment - 21.5%
Asset disposition 40.0%

China 1995
Production and sales
Price determination
Hiring
Dismissal
Exports
Imports

Investment less than
2 years of maturity
Investment more than
2 years of maturity

Asset.purchase
Asset disposition

13.7%
21.9%
37.6%
48.5%
74.4%
78.4%

73.4%
76.1%

68.3%
75.6%

Sources: OECF-CIEM project 'a.ﬁd OECF-CASS (Chinese Academy of Social Sciences)

project, both arranged by Yoshio Wada.
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Note 3 — 2

Result of OECF-CIEM Study
Yoshioc Wada
Overseas Economic Cocperation'Fund of Japan

1. Framework of the Angalysis

Table 1 Incentive Structure, Property Rights Structure

Incentive Structure _Ownershap(Property Rights)

Structure

‘Internal Managér"ial autonomy, Performance | Corporate Governance strb.ctur_e,
(Micro) | Contract, Labor Indentive ete. such as the role of managemeht
' board, appointment of Executive

-Ditrectors, etc. .

External _Conﬁpetitiv_e Environment (product | Legal St_rticture(Company Laxt;,
(Macro) markets,:féxctor markets), Financial | Commercial ~ Law, Accounting

discipline(hard budget constraint) | Principle)  and ‘their applications

(asset evaluation etc.)

. 2. Character of Sample SOEs

Table 2

Stmcture of the surveyed SOEs as classxﬁed by mdustry and geogmphxc areas
(Umt # of Enterpnse}

Industry Hanoi | Héu' . HCMC | Dong Nai Quang 1 Total %
S Phong : - ‘ Nam - Da_
. : ! : Nang
Food processing T8 -5 12 2 .9 36 | -18
| carment - and [ . 9 5 12 3 12 47 23.5
I Textile- ' _ g :
Elect:omcs Capd{ 09 .1 g | 2 1 22 | 1
electric equlpme.nt i EEE : : - S —_—
‘Buﬂdmg materials ST 5 31 155
'-chemca_l b T 9 6 35 17.5
Machinery Co 10 5 ‘8 29 14.5
manufacturing o . o
" Total | .53 28 64 15 - 40 . 200 100
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Table 3

Origin of Vietnam’s SOEs

(Unit: No. of SOEs, %]

Central

North South “Total
Established by the state  71(87.7) 3_1('}7.5; 40(50.6) - 142(71.0)
Nat_iona]i'ze'd(Fo.reigni 7 3[ 3.7 0{0.0} 7{8.9) 1.0[ 5.0).
Nationalized(Private)  5(6.2) 61500 30{38.0) 41{20.5)
Natjo.na.lized{Colle'c.tive) _ | 2(2.5) . 2( 5\.0;' '1_(1._3)" *5(2.5)
Others  00.0) 1(2.5) S 1(1.3) 2(1.0)
Total 81(100) 40(100) 79(100) ' 200(100)

Source: Based on the survey results

Table 4: Structure of enterprises as classified by year of incorporation

Criteria Inall three | Northern Region | Central Region | Southern Regiori |
regions o _ 7 I ‘
_ #ofSOE| % I ofSOE| -% |[#ofSOEj % . |#ofSOE} %
|Before 1975 o 64] 32.00% 51| 62.96% 1| 2.50%| 12 15.19%
From . 1975 to|  104| 52.00% 18] 22:22% 32] 80.00%| . 54| 68.35%
before 1988 . S B e BN . _
From -~ 1988 1o 221 11.00% o 11.11% 5] 12.50% 8 10.13%
belore 1992 . . : . B g B
From 1992  to 16" 5.00% 3] 3.70% 2| 5.00%| 5| 633%)|
inow - - ) R : o ' - : ' ‘ D 4:_
Total - 200[ 100.00% 81} 100.00% 30[ 100.00%| 79] 100.00%




3. Productivity and Financial Performance

Table 5: Labor Productivity and Capital-Labor Ratio of SOEs

(Unit : 100Million Dong /Worker)

# of ] Real Labor Productivity Real Capital/Labor Rauo
Sam [1991 1993 1995 | 1991 1993 1995
ples | . .. . o
All SOEs 154 [13.2 19.4 20.6 10.2 - 10.9 14.6
North = . 73 | 8.9 12.7 15.7 6.8 9.2 15.3
Central . 37 | 12.7 18.4 - 24.1 8.3 8.2 89.
South : 44 | 26.7 36.5 245 220 17.1 16.0
Central Government 68 | 14.0 22.8 257 |123 12.9 . 16.8
Local Government 86 §12.0 14.7 13.1 7.3 . 8.0 L1135
With Foreign Collaboration 46 | 14.8 16.5 21.7 -1 10.7 8.6 17.6
Without 108 [ 12.7 20.5 20.2 1100 11.7 133
| Established by Gov. 116 | 128 21.4 - 21.0. 10.4 11.0 14.6
| Nationalized 38 |.14.7 9.3 19.6 = | 93 10.0 14.8
Food Processing 27 {131 14.2. 16.6 10.6 10.1 7.7
Garment & Texules @ 37 | 9.0 12.1 17.0 7.9 .8.0 i6.1
Electric, Electronics . 15 [36.4 37.2° 8.8 26.2 202 87
Construction matérials 24 |11.7 25.8 £ 35.1 11.0 © 116~ 25.5
Chemicals o 29 |13.9 282 12.1 10.1 12:6 . 18.1
Machmerv manufactunng © 22 1. 84 7.4 26.3 5.2 . 7.8 14.3

Li ‘Labor Productivity= =Vialue added/Worhcr (Million Dong/Worker)
- Capital- Labor Ratio=Value of Fixed Ass‘ts/ Worker (Million Dong/Worker)

Values of 1993 1995 are converfed to real terms by GDP deﬂator(lndustn)

Fxgure. Fmancxal Performance by Reg:on

Fmanmal per‘ormance of Vletnams SOEs

AT ia

005\ B

-005}

Lo e
91,

o5

ave rage

Hanoi

" Hai Phong -
~Dong Nai

Ouang Nam—DaN ang
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Table 6: Cost Structure of SOEs (Unit : % of total cost)

Material | Labor cost | Social . | Depreciation | Others -

| cost Securitv | cost. : :
1991 70.6 5.4 0.6 55 17.8
1993 69.5 7.4 0.9 4.3 18.0
1995 61.7 9.0 0.6] - 47| 240

By region : :

North * ' SRS IR
1991 68. 4 7.3 1.3 4.8 18.2
1993 . : S 70.2 91| . 14y 4.6 14.8

1995 _ 68.0 1027 1.0 . 54| . 150

Central . ' . :
1991 S U3 Y- T 2 BN ¢ I X R 5.9 17,8

1993 69.4 6.8 0.7 © 4.3 18.9
1995 . s8.2|° 84| 05 45] © 28.4

South A S e

1991 . 70,21 B84 2l 3.4 16.8
1993 682 7.5 1.1 e 3.4 19.8
1995 : | .'69.5 8.5 0.9 o34l 176

By industry Co - o)

Food Processing - ) . : L R
1991 846} - 2.5 0.2 S 3t 9sf
1993 7521 3.1 0.4 DR %3 EERS b0 ERE
1995 43.9 © 4.0 0.4 : 4.8| .. 468

Garment & Textile o o PO S S
1991 ‘ - 48.5 0.9 6.3 34,6
1993 45.3 7| 50| 318
1995 58.2 1.3 7.0 15.0

Electronics : _ o
1991 74.8 7.0F0 0.8 46 127
1993 8161 5.8 0.8 S 200 9.8
1995 81.9 7.7 0.3 2.2 7.9

Construction o _ S _

Material 64.4 3.4 06| 1421 . 16.8
1991 _ 73.9 5.0 06f . - 6.5 14,0
1993 68. 6 71 0:5 : 6.1 - 178

- 1995 B I _ '

Chemical : 79.8 . 43f 06| - = 22 13.1 1
1991 75.4 6.9 ol LOf 3.5 13.2
1993 . 686 7.9 0] 3.0 - 137
1995 Y o U e |

Machinery 64.0 11.3 | 41 189
1991 ' 585 . 137 3.5 224
1993 56.0 142 2.9 26.0 |
1995 ' E L
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Table 7. : Average Wage of SOE$

Unit : Thousand Dong
1991 19923 1995
all 192.7 - 332.3 7120
North 1079 . 289, 3 595.7
Central 121.4 204.9 393.7
South 334.0 647.6 862.9
Central Government 228.2 490.0 832.3
Local Govenment 115.9 319.1 500.0
Food Processing 194.4 375.7 686.8
Textile & garment {91.9 353.2 571.8
Electronics _ 227.3 595.3 1,103.2
Construction Material 193.3 113.5 914. 5
Chemical S 19506 5105 856.4
Machinery 382.8 679.1

4. Incentiv-es of SOEs

“ 12401

Table 8: Ma;or Competltors of the Surveyed SOEs

None . Private . SOE . . . _
Small_ - Large S coops. foreign JV . * Imports
. : : Smaggling . -
Al 3.5 {13865 ¢ 36,0 (690180 . 245 305 64.0  30.0
North 6.2 | 444 37.0 |753 }11.1 1356 -259 32,1 321
Central 25 40.0 35.0 625 1125 17.5  20.0 275 . 7.5
Seuth 1.3° 266 35.4 658 | 2.5 39.2 40.5 39.2 - 39.2
Central Government . 40 | 333 28.3 [75.81.51 = 242 343 44.4 384
Local Govenment 3.00 1 396 43.6  |[62.4-110.9 248 267 23.8  21.8
Food Processing 3.6 A7.2 41.7 66.7 1 0.0 22,2 3056 8.3 139
Textile & garment “Gig ] 29:8 36.2- | 67.2.1 6.4 404 255 340 2938
Electronics 0.0 27.3 27.3 |63.6 | 9.1 27.3  59.1 45.5 59.1
Construction material 0.0 |.45.2 2900 1774|129 7194 355 387 16.1°7
Chemical 0.0 | 429 457 |829 |114 229 17.1 42.9  40.0
Machinery _ 6.9 24:1 31.0 {759 |103 69 276 41.4 31.0
Table 9: Fmancml Source ofSOE Investment (1995} : {Unit : %, Million Dong)
- Fiscal funds Bank - -Own funds Average Investment
- borrowmg -
Al '-19.8 51.8 28.3 3,252
North - 18.4 62.4 19.2 2,465
Cenitral 1.5 87. 4 11.1 1,979
South , 24,5 38.6 36.9. 4,704
Central Government 22:1 44.6 33.3 4,416
'| Local Government 15:1 - B6.T - 18.2 2,112
established by state 21.4 53.0 1 25.5 3,086
nationalized . 16.6 49.4 341 3,658
Food processing: 26.9 267 46.4 4,011
Garment &;Texule 12.9 " 76.0 11.1 3,231
| Electronics 22.2 55.8 22.0 2,298
= | Construction mateﬂal- 11.9 36.3 31.8 3,796
. | Chemical - 15.4 60.7 239 2,955
Machinery 35.7 31.2 33.0 2,845
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Structure of Debt of SOEs(1996)
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Table 10: (Unit : %)
' Bank Interenterprisé Deferred tax Deferred wage
‘borrowing ‘debt .

All 48.4 34.9 9.6 7.1
North 36.5 31.1 7.9 4.5
Ceritral 60.0 26.4 5.3 8.3
South 33.5 43.6 13.8 9.2
Central Government |  44.9 40.5 6.8 - 79
Local Governpient 51.5 29.9 12.1 6.4
'est_abi_ishe.d by state ' 50_.'1 - 34.2 B 9.7 , 60 :
nationaliied 44.0 '.'36.9' 9.4 . '9.9_'.

- Table 11: - Timing of écquiring 'managéx’ial autonomy(answers from maﬁagers)

Asset disposition

S2.00

27.0

(Unit:%)
7579 80-85 86-90 9194 9596 Notyet

Production 55 80 555 190 25 95

' lmport/Export 7.0 85 445 265 3.0 105
Employment 70 80 445 265 30 110
Input/sales | 30 65 380 225 20 280
Distcibution of profits 5.0 6.0 3155 200 3.0 345
Investment 20 25 345 335 60 215

2.0 - 26.0 3.0

400

Source: Based on the survey results




Table 12: Frequency of contact between SOEs and Governments

Total

41

(# of SOEs)
All regions North Central - South
# of { ratic | # of | ratio # of | ratio # of | ratio
SOE - .} SOBs ' SOEs-. : SOEs
No contact 0 0.0% 0 0.0% 0 0.0% 0 0.0%
very limited 4 2.0% 2 2.5% 1 2.5% 1 1.3%
Case to case 1371 68.5% 59 72.8% 26 65.0% 52 65.8%
every week 14 7.0% ) 6.2% 2 5.0% 7 8.9%
every month 45 22.5% 15 18.5% 11 27.5% 19 24.1%
{ total 200 100.0% 81| 100.0% 40| 100.0% 79§ 100.0%
Table 13: _
Forms of cooperation between Vietnam's SOEs and fo;eign companies {Unit: No. of
SOEs, %)
North Central South Total
Cooperation with foreign partners
No 60(74.1) 33(82.5) 38{48.1) 131(65.5)
Yes 21(25.9) - 7(17.5) 41(51.9) 69(34.5)
Total 81 40 ' 79 200
Form of cooperation _
~ Joint venture  8(50.7) 4(57.1) 23(56.1) 35(50.7)
Subcontract 1(4.8) 1(14.3) 0{0) 2{2.9)
Prbcessi.ng'cont. 12(54.1} 2{28.6) 18(43.9) 18(43.9)
3 ©o21 7 69

Source: Based on the sﬁrvey results.’

5. Corporate Governance

- SOE Law(1995)

* General Cprporations

- Equitization

- Company Law?
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Note 3 — 3

Study of Currcnt-Conditions in Production Management and Finance
at State Owned Enterprises in Viet Nam

Tohmatsu & Co.

" 1. Puipose and course of the study

This study cmpha51scs analysis of some Vletnamcsc cntcrpmscs on an ad hoc basis and
includes statistical data provided by an Interim Report on a SOE Qucstlonnalrc Survey
conducted by CIEM &OECF. Imphcat;ons from macro data ie., percentage of loss
‘making enterprises, is imp‘ort_arﬁ but h_ot' p‘fécise enough to'draw any concrete policy. To
argue on ccohomic reform policy, it is particularly important to know the actual facts on
pc'rformancé'-of the_cntc_rpi'i‘sc and to ahalysc how these factors affect them and in what
After rewewmg collected questionnaires from 17 State Owned Enterprises (SOE) the
'studv team’ mtcnucwcd directors, vice-directors (and) or the chief accountants of 11
SOE’s ‘and 3 Gcneral Corporations (GC). The team - also analysed the “status of
pcrformance from financial data obtained during the survey period (Tab]c 1). Although
this was insufficient to- analyse and provide consulting on all ‘aspects of SOE’s the team
attcmpted fo undcrstand both the actual status and individual characteristics of each
SOE: ' ' ‘ B '

2 Pcrformance and factors Icadmg to thx .
Although thcre is much vanation i the ﬁgurcs shown in Table 1 & 2, the team observed,

“on an averagc a rcmarkablc unprovcment of pcrformancc in sales growth (12%) and

5;proﬁt (1 1%) over-thé last scvcral ycars (1990 - 1995).

* The main factors for this good pcrformancc are as follows :

o ‘While sub31dlcs from thc govemmcnt (hard - budgct) were abohshcd on a rather

L w1dc scalc weak and’ unproﬁtable SOE’s- were either closcd or merged in
accordancc with the 1986 SOE reform pohcy As a rcsult only the relatively
strongcr and more hcalthy SOE s remained. ' '

® Managcmcnt autonomy on “internal control was given to the dlrectors of SOE’s to

- a considerable extent (It may be interpreted that the SOE’s threw out restrictions
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imposed by the controlled economy rather than the govemment _intentionally
giving autonomy) paving the roed for their capabilities to directly inﬂuence'
performance of SOE’s. (Most directors mterwewed seemed o possess good

business ablhty and sense)

Although there still remains a ‘big surplus of tmskjlled labour, this number has
comparatively reduced due to the effort of the enterprises, i.e., an increase in
production capacity and developing of new business, while mamtalmng social
insurance costs of the enterpmse at a low level { in comparison to SOE’s in

~ China).

Hoﬁfever, the debt ratio- which reflects the well being of the enterprise was high in

_several SOE’s with competltweness bemg rather weak from a long term point’ of view.

The foilownlg reasons were sited :

While cap1tal expendlture demands remamed very strong, most SOE’s suffered as

a result of difficulty in making timely investments due to a lack ‘of funds and
: appralsal know-how by financial institutions. '

Internal reservation is also dlfﬁcult due to high mterest rates (average monthly

- short term rate is 1.2%) even. in cases where the enterprise could obtain loan
' _in‘ck of expe_ig*'ience_i_n operating businesses u_nder_'the, market eeonoﬁiy-alsoj posed
as a factor. 'Preparetion of management plans, . integrating sales, purchase

production and financing were not adequate and in particular marketing _stfategies

| were very pOOl‘

A lack of skilled labour seemed ev1dent in most SOE S, espe(:lally in marketing,

high operatlonal technology and product. development administration staff are -
--also limited.- A very small number of busmesses provide the reqmred education
- and are involved in training co operation programs w1th colleges, -

Employee incentives based on plecework payment or job contracts for the leasing
of production or sales tools was. popular. This system seemed. productive for

product enlargement on a-short term basis, ‘however. "systems and po'libeie's relating.

to a qualitative level up in the irprovement of- quahty, product development
marketmg promouon and the like seemed insufficient.



3. lssues and recommendations

_Based on the results of the survey with ciie consideration, there still lic several issues

-and- problem_s-'which-require improvement by the persons concerned. The following are

comments on high priority issues which should be realised and implemented as Soon as

possible regardless.of any macro econontic policies set up.

3-1 Internal (managerial) issues and recommendations

Innovating the consciousness of the management and employees of enterprises in
order to grow out from a production‘ (factory) oriented to a market (corporation)
oriented system. ' ' B

~ Establishment of core business  functions .such as. marketmg, research and

development, busmess plannmg within the enterprises orgamsatlon

. ‘Long and middle range management plans- should be prepared using the ‘plan’,

‘do’, ‘see’ management cycle.-

Vertical organisational “activities, “such as . the estabhshrnent of management

‘boards consisting of the top level dlrectors from key departments, quality control
. (QC) circles, pro;ect teams for product deveiopment and the like should be
_innplernented ' : ' : '

Human resource development for producnon engineering, product developrnent
and marketmg are essential. . , _

Capital investment plans should be prepared in a tunely manner wrth financial
control, including accounts receivable and accounts ‘payable always being
marntamed g ’

A corporate aecmmtrng system should be mstrtuted and efforts should be made 1o

unplement it using suitable information technology/eqmpment

S 342, External (Env:ronmenfal) issues and recommendatzons

- Besides fiscal and. financial policies, mdustnal and legal reformation, government

ofﬁcrals should consider and introduce: the followmg policies in order to achieve SOE

reform :

Momtermg and evaluatmn of SOE’s as the owner

- 'promoting the unplementatton of new aceountmg standards and audltlng system

by independent accounting firms: .

e preparatron ef evaluatlon standards for SOE reform. and eversee its
-unplementation ' e
- preparatron of: gutdelmes for evaiuatmg, assrgmng and drsmissal of drreetors '
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and incorporate related incentive programs 1nclud1ng the management contraotlng
method : .
© - assist in developmg a management model for SOE 1eform _
® Implementing poheles in order to develop -and - accumulate management
techniques and know how: - S
. - by acquiring management skills and productton techmques tlnough plomotmg
Joint Ventures with foreign compames :
- establishment of a management :and technical institute (as in the Japan -
'Produetmty Centre) ‘ey CIEM, colleges GC’s ete. .
@ Measures o counter the surplus number of labourers and poheles to raise the skill -
Jevel of workers: S :
- strenigthening facilities for voeatlonal trammg and placement gmdance
- promotion of a flexible Jabour market : ,
'@ The role of General Corporatmns and Precautmns to be taken Prec1se evaluation'
of GC’s is difficult as this system was only mtroduced recently However,
. - GC’s should play the tole of co-ordination so as to enable the SOE’s o operate
“on a more free and flexible base sharmg resources ( labour, money, ‘equipment
ete.)and information among them, - S I '
- Attention is necessary howeyer, to ensure that the autonomy of the SOE’S does
- not become restricted nor the enlargement of. pnvxleges ef the GC’s or setting of
monopoly prices.

4. Egultlsatlon ancl Joint Ventures with Forexan Direct Investment ( FDI)
Additional surveys were conducted by the study team oni equltlsed to be equ1tlsed firms

and a few Joint Ventures. The following isa: summary of these surveys.
4-1 Equitisation .. :
® The number of equmsed SOE’s as. of June 1997 ‘was -about 10 and there has
seareely been any increase since then. The reasons for the: delay seem to as follows:
(). resistance ﬁ'om concerned persons agamst uncertamty
(b) difficulty in evaluatmg the enterpnse to determine share pncmg
(c) Incomplete legal pro cedures with respect to: eqmtlsatton . ., _
I order: to ‘promote’ equ;tlsatmn concrete countermeasures for the’ ahove réasons as’
well as the follomng issues should be considered : . Sy
() Equal treatment of all économie sectors and abolition of pnwleges for SOE’
(b) Settmg up a stock market -
{c) Implementatlon of an external audit and disclosus:e system



4 2 Jomt Ventures wzth F ‘DI

In order to strengthen competltweness between SOE’s in a positive manner, it is
important to utilise both finance and management know-how. However, the
probability of fozelgn firms investing in SOE’s is still low due to several restrictions
imposed. The followmg are policy proposals that should be considered :

(a) Settle on a strategy plan to strengthen SOYE’s utilising JV’s

(b) Release and/or reduce restrlcnons in order to promote incentives for foreign
firms

{cY Improvement of the law on forexgn invesiment and other legal issu¢cs

(d) Promoting competitive circumstances between domestic SOE’s and FDI firms
as well as among FDI firms. '
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‘Note 3~ 5

HARVARD INSTITUTE FOR INTERNATIONAL DEVELOPMENT
- One Eliot Stieet, Cambrrdge Massachusetts 02138

DAVID 0. DAPICE
- VIETNAM PROGRAM

BRIEF COMMENTS ON STATE ENTERPRISE RESTRUCTURING IN VIETNAM (SESSION FIVE)*

The basic idea in Vietnam is that state-owned enterprises {(SOE) and their joint

ventures with foreign investors should have a leading role in industrialization. This means a

major 1ole, since state enterprises have been growing at least as fast as private firms in recent

years, while joint ventures have been growing twice as fast. Together the state enterprises -
*and the joint ventures account for about three-quarters of industrial output, up over 10% from

just five years ago.- This i isin sharp contrast to China where the share of pure state .

enterpnses in total gross industrial output has been falling for 20 years from about 80% n
197810 28%in'1996.

The view taken of state 'enterpri'ses Or 'any' enterprises in this paper s not ideological.
There is no a priori assumption that state is better than private or private better than state.
The problem is to devise an mdustna] structure that can compete in domestic-and world
markets, make profits at prices simnilar to those in unprotected markets; and generally repay
their loans and hire more workers at reasonable wages. A short period of protection is one

way to ge_t started, bnt_not_ a prolonged period of “infancy”™.

There is- not in general, good ﬁnanmal data available on‘the performance of state :
ﬁrms Itis reasonable to assume that they are perforrnmg as well or as poorly as'in Chma
unless reliable m_formatron shows otherwise. (China has had extensive expenence 1n
| R _-managmo state enterpnses mcludrng incentive contracts) In Chma the state enterpnses n
industry, as a ‘group, lost mhoney: in 1996 Smce the industrial state enterpnses in Vietnam
account for-about 90% of all eaprtal a low or negative rate of return means that unless loans

or forergn mvestment supplv funds; there will not be. much 1o rnvest

It is argued in m} prevrous paper that there is a sharp falhng off in forergn mvestor
“interest in Vletnam As Lee Kuan Yew observed SR orergn mvestors come to mal\e money,

~ A paper prepared for the Workshop on Vletnamese Economrc Development sponsored by JICA and heid
March 27'"‘ and 23", 1998 in Tokyo, Japan
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not to help reconstruct Vietnam.” There has been a ot of trouble making profits and with
changing rules, forced conversion of foreign currency accounts in banks, and a difficult -
situation with overall demand, it seéms likely that addmonal foreign investment will. be very
difficult to attract under the c_urrent rules. Foreign commercial banks will not make many
loans for projects that have little ability to export, or cost as much in foreigo exchange for

~ imported 1nputs and debt as the lmports they dxsplace In short, the strategy of relymg on

state enterprises or their joint ventures cannot be adequately financed, unIess aid (ODA) is
used. Itis assumed that the domestic bankmg syst_em will not be able to mobilize much long-

term capital in the near future due to a lack of confidence in the value of the dong, and the

tendency of banks to keep foreign exchange even when a saver wants to withdraw his own

money.

Where does this leave the 6000 state enterpnses of which 2777 are Industnai state ﬂrms? If
they cannot earn money, cannot attract forelgn investors, and cannot borrow much they
cannot grow much. Either they must improve thelr operations so as to generate more funds
from internal expansion, or find ways to attract commercial cred_xt. Altématively, they may
tap ODA funds. However, this woi_lld pu_t'the state enterprises in direct competition with

- roads, irigation, water supply, sewers, and other social investment that is normally the

primary destination of ODA. The proposed Son La hydroelectrie project, with'ah-estimated
cost of $3.5 billion not including interest, would itself use several years worth of ODA at

current or likely dlsbursement rates.

There seem to be a variety of views about the present state and future of the SOE
The Resolution of the Fourth Plenum of the Commumst Party of Vietnam separates public
service enterpnses from business enterprises. For the latter 1t is necessary to set up plans to
introduce the share-holding system to these enterprlses to improve their operatlons We must
revise and supplement regulatlons and strengthen management orgamcatlons to introduce the
share~holdmg system to state’ ‘enterprises at all levels. The sale of sha:es to forelgners should
be done on a trial basis....We wxll transform state enterpnses into lumted compames or ]OII]t
stock cornpames * This suggests a group of enterpnses with some strong and weak poinits-
that can be improved. On the other hand General Tran Do sa1d m a recent wide ranging
letter to the Communist Party, “Everyone knows the kmd of losses the state- owned
enterprlses generate; the size of the government subszdy for them every year; and how
horrible a source of corruption and waste they have become.” This view suggests more deep-
seated and systemic problems that need more than incremental measures. '
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Many of the smaller state enterprises will equitize, and perhaps this will help them.
Changing the ownershtp alone without other changes may not make a major difference, but
~aligning the 1nterests of manacernent with owners is unlikely to do damage. However if the
ownership is'split among the Mmlstry of Finance, other state enterprises, the top
management anda little for workers it is not clear if operations will be much different. It
depends on the shares of ownershlp and the vigor. and skill which the various owners show in
superv1smg management If a “main bank” system were developed, as in Japan, the banks
could grow into a superwsory role over time. However, if the accounting remains murky,

* owner supervision lax, and the banks s;mply interested in collateral, it is not likely that

equ1t12at1on w1ll by 1tse1f create major changes in management behavior.

It tnav be that many of the sr'nailest state enterprises can be giVen to the workers and
manaoerb 1f they assume hab1hty for the loans, pension benefits, and agree to. certain -
employment targets “This would obhterate the superwsmn problem, and many firms may not

be worth much:more than theu' hablhttes

Itis hkely that the 1arcer state’ enterpnses will need real restructunno Thist means
some analysis, a business plan, and real supervision. They may be equ1t12ed but in this case -
it will have to be mean1ngﬁ11 A small number of large firrus, no more than a few hundred,

' rmght be superv1sed by the Ministry of Finance and other shareholders In some of these
ﬁrms ‘ODA should be used as part of a package to improve | their operations. If some part of
the work force needs fo be retired, ODA should be used to compensate the retiring workers.

| These firms may “also benefit from protection, but as the Resolution of the Fourth Plenum
said, “The state will contmue to follow. a reasonable protection policy to help domestm

"productlon, but protection will be selective, condttlonal and temporary.”

_ _ However, the future success of the economy and of mdustnahzatlon will ultimately
not depend on reformmg the state enterprises or on equttmng them. It wzll require the
growth of the pnvate sector on an equal basis, with a revitalized ba.nkmg system. There is no

“example ofa successful nation that has used a state owned and managed sector as its main

o ‘plllar Th.lS development should be the real goal ofa contraet between the donor community

'and the Vletnamese leadershlp not the oblxteratlon ‘of all state enterprises, but a pohcy
_' envu'onment in Wh.lCh efficient pnvate and pubhc firms can ﬂounsh The recap1tahzat10n of
' the bankmcr system with ODA is as’ 1mportant no more important, than the restructurmg of
N _most of the state enterpnses (Helplng the workers displaced is very unportant and must be
" ‘done with the ﬁnancml restructuring. ) If the bankmg system begins to operate : ina normal
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way, it will make the capital allocation decisions. It will demand decent financial accounts.
It will monitor mfmagement performance It will force corrupt or 'incompete'n't managenrent
1o léave or change its ways. This is why the question of industrial and financial restructuring
must be jointly analyzed and determined. Without the right incentives and supervision, no
amount of money will be well used.  Without money, even smart and honest management

will have trouble turnjng a firm around.

The fact is that Vietnam is attemptmg to mdustnahze ina fundamentally more
d1fﬁcult environment than any other Asian economy has faced in some time. It needs to find
a method of OWDE:I‘Shlp and control for its state firms, and to promote the develoPment of
private firms, if it 1s to begm ‘catching up” to some of i its neighbors. ‘Ironically, the very
things that act as drawbacks weak financial and industrial sectors — also may help it
overcome its problems more easrly The ratio of bank credit to GDP is only about 20%,
compared to about 100% or more for China, Thailand, or Malaysza Its share of state .
enterprise to total employment 1 is only 5%. This makes the problems in these sectors, '
however severe, soluble with ODA. Vietnam can use its low income and development as an
advantage to reform its major banks and firms, avoiding the mlstakes that many of the other

Asian nations made.

A serious negona’uon is needed about what is: needed what is acceptable and what is
expected If the major donors and the Vletnamese leadershrp can agree ona plan of act1on _
then additional aid can be released when specific m1lestones are reached. It makes no sense
to be “generous” in the sense of lending for badly run companies or overpriced factorjes that
cannot compete or for poorly chosen prOJects Vietnam; does not need to accumulate debt for
these purposes, and would be better offif it did not. On the other hand, the donors should be
interested in warrnly supporting real reform ASEAN could use a strong Vietnam, and the
region would be better off 1f it began to grow ina sohd and sustamable way. '

This is a time of ﬁmdamental reassessment in ‘ooth Asra and V1etnam Lessons will
be drawn from the crisis for some years to come. However, the basic lesson of the past year

and more is clear: borrowing can be a curse 1f it is done carelessly or poorly, just asitcanbe

a blessing if it is used well. The challenge for Vretnam is to find an accepta‘ole polrcy X |

whichwill diréct the money it does borrow into productrve uses and profitable firms. It .
needs to identify- the steps it wants to take to achieve this, and then persuade the donors that
these are senous steps that will in fact be taken. The donors need. to agree to the package and

then support it as the milestones previously aoreed 10 are reached. The United States is nota
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major donor, but should begin to play a more constructive role. If it does not, at least,
provide MFN to Vietnam, it will be hard to make the overall package work, since
manufactured exports will need to be part of any overall restructuring. If all the pieces fall

into place, the rate of progress in Vietnam could be very rapid.
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Note 4 — 2

Economic Reform and Fiscal Management of Viet Nam
Eiji Tajika
March 1998
* Department of Economics

Hitotsubashi Universitv
Naka, Kunitachi, Tokye 186

1. Reviéw of fis_ca! mﬁnagém’eﬁt of Viet Nam

Quote from our E\ecutwe Summarv

C 2

22

41 Refon'nmg ﬁscal management

2. \’Ifqor ch‘lracterlstlcs of pubhc finance of Viet Nam
21 Improvmg revenue-raising capacny of the govcmment
Structural proolem too much dependence on the SOE’s for raising revenues

3. Central—lucal ﬁscal relatmns

3.1
3.2

Strengthened ﬁscal centrahzanon
‘Allocation of capital among provmces

3.3 Evaluation of the Budget Law: 15 the law a major step toward decentralization?

CS Prospect of pubhc ﬁnance in Viet Nam

41 Successﬁ)l mtroduct:on and implementatlon of the Value —\dded Ta*c is a kev for stable

- budget.

4.2 Reforming ' the current Pav-As—You Go “social secunw s»stem mto a funded one will

‘contributé to- Increasing savings and to’ developing financial markets.

' 43 Strcnglhenmg fiscal incentives of local: governments will be conductive 1o better allocation

“of resources and, therefore, faster growth.

4.4 Public: expendmure ‘especially capital e*(pendlture zmd basic social expenditure, . needs

. fundamentai FEVIEW.

Attached tables and ﬁoures _ ,

"5y 1 Reforming fiscal manaaement

“Table 6 “Budget Opérations.

" Table 7 * Stractore of Revenue

“Table 8 Tax to GDP Ratios -

~Table 9" Central and Local Fiscal Relatlons L
Table 13 = GDP Ratios of Expenditures Revenueand lnvestment by Province
“Table 14 Regressmn Results : '
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Attachment

4.1 Reforming fiscal management

Viet Nam embarked on a major tax reform in 1991 and introduced the laws on such
essential taxes as the export-import tax, the wmover tax and the profit tax. Though not in the
form of laws, vanous other tax ordinances and the government decrses were introduced in this
first-stage reform process to frame tax admmlstratkon into the more transparent form.

_These series of effor'ts that have been put 'toward modernizing tax system and
strengthening tax collection have led to the increase in tax revenue. 'In fact, the progress has been
significant enough to push the revénue to the GDP. ratio up above twenty percent. Together with -
banning financing the fiscal deficits by means of money issuance by the State Bank, the efforts
paid on the fiscal management comnbuted to stablhzmg the economy in V[et \iam

Good: achievements on the macro'economiofront, ‘however, have left sor'ne"s,tmctu'ral
problems in fiscal policies. In a sense, one may say that the fiscal issues of Viet Nam are getting -
to be more. intrinsic; that is; the tax reform calls for more structural changes than mere frame-
constructions. So far the bulk of Vietnamese taxes have been coming from the SOE's in either
profit or turnover taxes, or export-import taxes or non- -tax revenues from the oil. .. The versatile
market economy that Viet Nam has been intending to-stride into will find this excessive
dependence on a handfui of taxes mefﬁcwnt for moblhzmo resources. in the country

“In this regard the second- phase tax reform has been over due and the recent effons
toward this direction is a welCome sign. The Value- Added Tax (the VAT, hereaﬁer) and the
Business Income Tax (the BIT, hereafter) are the focal issues of this process The. reform in the
individual income tax would also be necessary, but raising personal income tax along with the
introduction of the VAT would be n both administrative and tax-burden perspectn es 0o much at
a tume.

Our djagnosis of the comihg tax reform has beeﬁ prepared in.a Sepérate paper entitled
“A Note on Major Issues of the 1997 Tax Reform in Viet Nam: the Value-Added Tax and the

' ‘Business Income Tax” (preparad under the request bv Dr Lai Quang Thuc at. the MPI} Qur

messages in the note are the fo]lowmg

In the VAT, signals should be sent more: clcarlv about [he bas:c mture of the tax; that 1s,
the VAT is the tax on consumptnon therefore Lntermedxate costs. including capltal investment must
be fully deducted, and the zero rate must be fully apphed to exports. -When implementing the.
VAT, these issues are as important in Viet Nam as e!sewhere however they are especially so to
Viet Nam. : '

The reason of this stems from the tax enwronment m Viet N'un in wiuch ta.\es have been
collested by local governments, and some of the provinces have been endowed with the eritire

collection and have been. allowed to use the tax proceeds: for " themselves _ Under this

cnrcumstance there can be a case where the VAT collected -at an mtermecharv staoe may be
retained and used by the place the tax is collected. - That means that the sources of tax rebates
{i.e., the input tates) are taken away at preceding stages and that they are gone when thev are -
supposed to be paid out to succeeding stagc producers. -



This problem would be most important for export. rebates.  Since the zero rate is
apphed to their products, GXpOIters can recoup all the taxes paid to their inputs at preceding stages.
These rebates can be verv big, since the exports are the final stage of production and the VAT
paid up to their productlon would be well plled up. “And yet, one of the most important features
of the VAT is that unlike the furnover tax it is the tax on domestic consumption. The export
rebates dre, ‘therefore, the thing that must be strictly guaranteed by the government to every
exporter, no matter the producer 15 meamese or forewners

The proﬁt tax 1s replaced by the Busmess Income Tax and a umform {ax rate \wll be
'\ppl:ed to every firm. In view of the present highly distortionary profit tax structure, setting the

tax rate at a uniform level is a major step forward to the transition to market economy.  However, -

because of the very wide range of the profit-tax rates, it is understandable that those enterprises
that have been granted the lowest tax rate are hurt, and therefore, very reluctant to the reform.
Thus, gradual transition to the uniform profit-tax regime would be unavoidable for successful
implementation of the BIT.

Surpnsmg features of the proposed law 1s that the supplementary ta\ On excess proﬁts s
still in place.  This seems to be only rationalized under the constraint that the high income made
~ possible by the “excess” profits cannot be properly taxed. However, 1t is also the fact that the
- costs of this tax are very high. since the profits, if left to producers, could have been put o
investment. This would apply both to the SOEs and private enterprises that have suffered from
the limited access to financial markets. -

_ As for the tax treatment of the FDI we have emphasized the importance of receiving
more FDI and suggested the risk of pushing it to other countries if Viet Nam starts raising the tax

“onit. Our suggestion seems to have been well taken by the legislators, and at the final draft of

the BIT the rate of profit tax to the FDI has been set at the rate that has been spec:ﬁed under the
Foreign Investment Law. This seerns to us an inevitable choice for Viet Nam; moreover, more
simplification like the elimination of foreign remittance tax would be the next step that deserves
serious attention.

Finally, and not the lea*t important at all there are a couplc of fiscal areas that need
more reform and e\ammanon for achieving better resource allocancn and hlgher economlc growth.
The\, are. : veen t V] and the

The Budget Law enacted in 1996 is the ﬁrst legal arrangement that has outlined the
scope of revenue and expenditure of the four levels of governmient:.the center, provinces, districts
and communes. The year-by-ygar budget negotiation at the Ministry of Finance in Hanoi has
consumed cnormous time and efforts of both central and local key people in financial affairs.
The new Budget Law has settled the dust of the long hours that have been put o the budget
baroammo by termnporarily stabilizing the ﬁscai arrangement from three to five years. Given the
_prewous situation this looks like a progress however it would go without saying that more

" commitment on the part of the govemment 15 needed 10 make the fiscal arrangement between the -

~ center and localities transparent. Thus, the’ Budget Law should most properly not be viewed as
some achievement, but a call for the beginning of setting up rules among various levels. of
governments.

. The importance of the funded pension s'ystem c_ann_dt be e;'ﬁphasized enough in Viet Nam
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‘that has been suffering the sever shortage of savings. Presently the Vietnamese social security

system s the Pay-As-You-Go type transfer system from the voung to the old. One of the most
important resources in Viet Nam is the young people; and the funded pension will help increase
saving and mobilizing it by shifng part of income mandatorly from the young to capital

" investment. The financial market that has been so much belated in coming into being will also be

very much stimulated by the development of the funded social security system. “The experiences
of Sigapore’s Central Provident Funds are just one example of this sort of pension’ svstéms.
More recent pension reform in Chile and Mexico might apply better to Viet Nam. [n-any event,
the focus 6f_ -discussion should be not to spend away the penston contributions by buying the state
bonds for financing the budget deficits, and to connect this important scarce resource to more
productive ventures. ' ' ' s



Note 4 — 3

Summary : Reexamination of financial policies in
view of the observation in Savings and
lnvestment Survey of Households - 1997

W at_anabe Shiuiehi_

International Universit.v of Japan
Tatsuya Ono
Mitsubishi Research Institute

_' Thzs pape1 presents gome of the ﬁndmgs of the Savmgs and Investment Survey of
.Households 1mplemented from April to May in 1997 (SISH97) and examines their
1mphcat1on for the 1ssues of ﬁnanmal pohcles in Vietnam. The SISH971s distinct from
all other surveys conducted in Vietnam in its focus on sav111gs and investment behavior
of the household sector. Iti 18 much more explicit in the institutional environment in

which’ savings and mvestment dec1smns are made by md1v1dua1 households.

The sample size of the SISH9 718 1788 households which are chosen randomly from
the entire nation to sat1sfy two chfferent objectives: (1) to find the changes of household
behaviox between 1993 and 1997 by including the same panel households surveyed in
“the 1993 V1etnam meg Standard Survev (VLSS) and (2) to obtain the estimates of the
behavior of households Whlch best reflect the current conditions for the 7 regions and
:the whole natlon 771 households out of 1788 households are chosen from' the VLSS
' households and the remammg 1017 households are chosen from the sample households

of the Multlpurpose Survey Households Survey
'. Followiug' ohservstions are derived from the Survey data.

(1) Froru the long-term point’ v1ew the most slgmﬁcant ev1dence seems to be the rapxd _
progress of monetlzatzon “of the economy. The fractxon of households with positive
.' 'stock of cmrency (dong) doubled from 44. 9% in 1993 to 89 6% in 1997 ‘Furthermore
" “the : a\ erage amount of cunency “held by households mcreased almost 10 folds from
VND307,000 ‘to’ VND2 958,000 between VI.S893 ‘and 'SISHYT after ‘adjusting for
ﬁ"mflatlon These ﬁgures imply ‘that the" government eamed selgnorage revenue ‘as’
much as 4% of GDP each year from 1993 to 1997. However the fact that almost 90%

of the households now have posmve dong stoch indicates that the rapid monetization
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process driven by & higher demand for real cunency' balance is now. close to compietion
and the mouetary deepenmg will take place through different channels, such as banks
or other ﬁnanclal institutions.  One 1mportant pohcy 1mphcat10n of thls obselvatlon
is that the room to finance government budget by selgnorage revenue is now much
raore limited than it was four years ago. In this sense, the economy is more prone to

inflation if the central bank prints more money to finance government budget deficits.

(2) In spite of the extensive and intensive monetization '(dongizat.ion),' the fraction of
households with positiue stock of gold remains almost the same for the nation as a

whole, a couple of pomts higher than 30%. HoWevei a substantial_change has taken

_ place in the composn:mu of households with pos1t1ve stock of gold In. Ulban Area the
-fractlon of households with posmve stock of gold has dechned from 63. 0% to 28 7%

whlle it has increased ﬁ'om 20.7% to 52.4% i in Rural Areas

It is curious to know Why eueh asymmetnc changes have occurred in Urban and

Rural Aveas. One possible reason is the difference between the two areas in the

, access1b111ty to deposit facilities. - Wealthy households in Urban Area are found to have

bank deposits substantxa]ly hlgher than those in Rural Area

Wh]le the average amount of gold held by household has mereased from
VND784 300 to VND 1, 853 400 over the four years and this i mcrease is eqmvalent to the
imports of gold worth $375million each yea1 the 1mportance of gold m the portfoho of
money and ﬁnanc1a1 assets has dechned from 62 9% to 29. 6% because, of the mcrease in
the fraction of the dong currency among the monetary assets from 14 4% to 41 4% :
The posﬂ;lon of the US doliar in the portfoho of household assets is negl1g1ble

What do such observations impljr for ‘gold policy? Given .ﬁhat nionetization :
(dongization) is close to completion, demand for quael-money (that is, savmgs '
mstruments eas11y convertible to currency) wﬂl grow faster than demand for currency

with income growth Wh:]e it zs clear that gold 1mport is not an efﬁcxent mechamsm to

-meet such demand for safe savmgs metruments from the v1ewpomt of the economy asa

whole, the prohﬂntlon of gold 11nports may stmply end up w1th hlgher smugghng The
real gold pohcy must be sought in the pohcy of creatmg attractlve eavmga mstrumente '

easily accessible by households.



| (8) The ﬁac’tion of househoids with deposits in banks and other financial institutions
 yemained aliost the same, 5.1% in VLSS93 and 4.9% in SISH97 respectively among
the households panel Given the signiﬁcant nationwide progress in monetization
(donglzatlon) and the substantlal dlshoaldmg of gold in Urban area, it is puzzling to

find such a result _

It is found however that deposﬂ: facilities of banks are available or useful only to
those houscholds which are rlch enough to deposit a large amount of money in banks.
In effect there is a minimum deposﬂ; size that is bmdmg in the portfoho decision of a
household

The policy implication of “this observation for financial deepening is rather
. .strajghtforwafd.. We need to eliminate the minimum s_ize constraint of (i.leposits'. The
banking policy must be designed in such a way that banks benefit from attracting small
“depositors and that households benefit from denositing even a small amount of money
in banko.- Obvionslj the regulation on the interest sp'rca_d'has been deterring the

necessary contradicts with such requirement.

- For the household sector as a whole; the supply of funds collected through deposits

is VND11.7 trillion and the fund offered to .the households sector through banks is
VND10.6 trillion. In met,; about VND1.1trillion is channelcd to the non—honsehold
sector th_nongh ‘banks and other financial institutions. Since GDP is VND258.6trillicn
in 1996, VND11.7 trillion is about 4.5% of 1996 GDP and VND1.1 trillion is 0.4%.

NG The average savmg rate of individual- household is EIthEr 28.6% or 17.1%,
: dependmg on how we treat the purchase of durable consumption goods These values
.themselves do not seem to be very low. But households invest most of these savmgs
_ mto accumulatmg real assets, mostly to purchase or repau houses and land. Asa
consequence accumulatlon of monetary assets which are used as vehicles to transfer
resources from the household sector to the busmess and government sectors becomes
extremely small only 0. 6% of current income. At present the financial surplus of the

' household sector as a whole isonly ofa neghglble size.

One :interesting factrabout the savings rate is that its value is lower for households
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in higher Quintiles in Current_ExpenditL:u‘e when we include the purchase of durable

goods as a part of consumption: it takes on 25to 27% for Quintile 1 and 2, but only

13.5% for households in Quintile 5. This implies that households in higher Clil'rent

Expenditure Quintiles spend a larger plOpOl‘tIOﬂ of their income to purchase dur able

' consumptlon goods in comparison with households in lower Qumtﬂes

'(5) When a household has a ﬁnan(:lal surplus, 11; sphts the surplus mostly o increases
its cash (76 0%) and gold (10 8%) and partly to reduce-its debts (9.9%). . When it has

deficits; it finances the deficits mostly by 1educmg its cash (78.9%) or gold (5 7%) and
1nc1easmg its debts to relatives or friends (4.8%) or banks and . other’ financial
institutions (2.8%) or sellers (2.8%). Again the contact of households w1th formal

financial institutions is mostly limited to small amount of borrowings.

Vietnamn seems to have enteied the stage of development where estabhshmg effectwe
ﬁnanmal 1ntermedlanes are crucial for further development.- Monetary deep_emng
with currency-seems to be coming to an end. Monetary deepenmg ,w_ith gold imports
worsens the trade 'imbzﬂahce which could destabilize the development process itself. .

The demand for higher real money balances must be met with deposﬁ: fa(:1ht1es of

financial intermediaries. Tt is lmportant to ellmmate the de- facto minimum deposit

constraint in the use of deposﬂ: famht:es " For this purpose a . proper incentive

' structure must be in place which enharices the development of the bankmg sector. .
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A. Introduction

1. ‘The crisis in Asia has occurred after several decades of outstanding economic
performance, During the thirty years preceding the crisis, per capita income levels had
increased tenfold in Korea, fivefold in Thailand, and fourfold in Malaysia. Moreover, per
capita income levels in Hong Kong and Smgapore now exceed those in some industrialised
countries. Until the current crisis, Asia attracted almost half of capital inflows to
developing countries — nearly $100 bllhon in 1996. In the last decade, the share of
developing and emerging market economies of Asia in world exports has nearly doubled to
almost one fifth of the total. This record growth and strong trade performance is
unprecedented, a remarkable histoﬁcal achievement. So what went wrong?

B. Origins of the Crisis

2. . The key domestic factor that led to the present difficulties appear to have be_en:
first, the failure to dampen the overheating pressures that had become increasingly evident
in Thailand and many other countries in the region and were ma.mfested in large external .
deficits and property and stock market bubbles second the mamtenance of* pegged
exchange rate regimes for too long, whlch encouraged external borrowmg and led to
excessive exposure to forelgn exchange risk in  both the financial and corporate sector; and
third, lax prudential rules and financial oversight, which ledtoa sharp deterioration in the
quality of the banks’ loan portfohos As the crisis unfolded, pohhcal uncerta.mtxes and
doubts.about the authorities’ commitment and ability to unplernent the necessary
adjustment and reforms exacerbated pressures on currencies and stock markets. -
Reluctance to tighten monetary. conchtlons and to close msolvent ﬁnancwl mstxtuuons has
clearly added to the turbulence in the ﬁnanclal markets Although the problems in these
countries were mostly homegrown, developments in advanced econormes and glcbal
financial markets contributed sxgmﬁcantly to the buﬂdup of financial unbalances that
eventually led to the crisis. :

3. In many respects, Thaﬂand Indonesxa, anci Korea the countnes most aff‘ected by

the crisis ~ do face similar problems. They have all suffered a loss of conﬁdence and their

currencies are deeply deprec:ated Moreover in each country, weak ﬁnancxal systems
excessive unhedged foreign borrowing by the domestic pmvate sector, and a lack of
transparency about the ties between government, business, and banks have both
contributed to the crisis and ccmphcated eﬁ'orts to dl&'use it.

4, Butthe situation in these countries a.lso differ in Kimpcrtant wcys One notable

_dtﬁ‘erence is that Thailand was runmng an excepnona]ly large (8 percent of GDP) current

account deficit, whlle Korca § Was’ on a downward path, and Indonesia’s was: a.lrcady at a



more manageable level (3.25 percent of GDP). These counties also called on the IMT at
different stages of their crisis. Thailand called on the IMF when the central bank had
nearly run out of usable reserves. Korea came still closer to a catastrophe, a situation
which has imported following the election of Kim Dae-jung, the forceful implementation of
the IMF- -supported program even before he takes office, and the start of discussions with
commercial bank_s.on the roll over of Korea’s short-term debt.

5. = Indonesia, on the other hand, requested IMF assistance at an earlier stage, and at
the start - in early November — the reform program seemed to be workmg well. But
questions about the implementation of the program and the President’s health, as well as
contagion ﬁom Korea, ali to_ok their toll. |

C. Deveiopments in Asran financial markets

6. Aga.mst the U.s. dollar ‘the currencies of Korea1 Thailand, Malays:a, the -
Phﬂllppmes and Indonesia have deprecrated (ona cumu!atwe basis since the start of the
crisis) by 35-70 percent, and the currencies of Japan, Singapore and Taiwan Province of
China with about 15-20 percent (Chart Al). Inreal effective terms, the Vietnam dong has
therefore appreciated substannally during 1997, notwithstanding the effects of the
widening of the tradmg band in mid- October 1997, and’ the 56 percent devaluation in mid-

Februa.ry, 1998.

7. In addrtlon, there have been sharp declmes in stock market mdrces in all the

_ aﬂ‘ected countries with attendant losses in private wealth (the cumulative declines were
around 40 percent in Indonesia, Korea, Malaysia; and Thailand; around 35 percent in
Smgapore and the Phshppmes, and 20-25 percent in Ia_pan and Tarwan)

8. The comblnatlon of these factors a sudden Ioss of conﬁdence declme or reversal
of capltal flows, and tightening of financial pohmes have all resulted in sharply lower:

. 'expeetatlons for growth in the South-East ‘Asian region. -In the World Economlc Qutlook
' (WEO) pu‘ohshed in May, 1997 ‘average GDP: growth for 1998 in the region was
pro_;ected at 6.6 percent -- in successive downward revisions this. has been lowered to 3.5
percent (The pro_tectlons referred to in this table are from November 1997 and are
_ therefore somewhat outdated further downward re\nsmns are likely).

D, The Ynlnerability ofVietnarn in. 1993 |

'-'9. Inasmuch as there are nnportant dtﬁ'erences between the countnes most aﬁ"ected by

the costs it is not dtﬂicult to 1dent1fy key differences between Vietnam and the rest of the
regxon Two 1mportant ddferences are, ﬁrst, that Vletnam $ ﬁnanmal markets are less
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integr'ated with international markets, and second, that the structure of its capital inflows--
largely _for‘eign direct investment and concessional ODAuis also somewhat dl&'erent. :

10. Nevertheless there are also some tmportant sum]antles between Vretnam and the

crisis-ridden economies in the region. First, the external current account deficit, estimated
at about 9 percent of GDP in 1997, is by far the largest of the major- ASEAN economies;
such large deficits; whwh appear readily financeable in good times, can become a critical
source of vulnerability if confidence wanes. Second, the exchange rate has appreciated in
real effective terms and there e.re evident and growing pressures in the foreign exchange
markets. Third, there are clear Sig’ns of stress in Vietnam’s- banlcmg system have been

- growing over the past year. Fourth, there are signs that many enterprises have *
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experxenced a weakening financial perfonnanoe and have SIgmﬁcant borrowing in dollar
terms;  These similarities indicate that Vietnam is vulnerable to some of the difficulties
encountered elsewhere in the region, and the two primary channels where Vletnam will
feel these difficulties will be exports and foreign investment.

11 Export growth, which averaged more than 30 percent annually between 1992 and
1996, slowed to about 20 percent' in '1997 and will lilc’ely decline sigrﬁﬁcantly'ﬁirther in
1998. There are two reasons to expect such a decline; the real appreciation of the dong
vis-a-vis regxonal currencies, which implies a loss of competttxveness bothin regronal and
in third-country markets, and the downward re\nsron of regtonal growth rates, which
unphes less demand gr owth for Vletnamese exports

12, The mag;mtude of Vietnam's vulnerabthty on the export srde follows f.rom Table A2
and A3, About 66-68 percent of Vietnam’s expoit have been destmed to the region in '
1996 and 1997. In particulat; about 26 percent of Vxetnam s exports were “non-
traditional™ and highly price-sensitive commodmes such as textiles, marine products
vegetables and cashewnuts.! These commodities are predormnantly destined for thJs
region (textiles 57 percent, marine products 81 percent, vegetables 79 percent,- and
cashewnuts 71 percent) and’ would be among the first to be aﬁ‘ected ‘In addition to this,
however, there will a]so be an 1mpact on “tradmonal” commodlues such as rice, coffee, -
and crude oil, which make up 31 percent of total exports. Although these commodities are
pnced in 'US dollar in world markets, Vietnam - fogether with Thailand and Indonesra -
are among the world’s largest exporters of rice and coffee which could result in: some
downward pressure on prices. Moreover crude oil prices have declined sharply in world
markets during the second half of 1997, partly as'a result of expected lower energy -
demand in the Asian region in 1998, and partly as a result of mcreased productlon quotas

! This refers to 1997, Tt should also be kept in mmd that almost ’70 percent of
“other goods”,  many which are atso likely to be quite price sensrttve go to the reglon



13. Vietnam is: however, also vulnerable with regard to disbursement of FDI and thus
balance of payments financing. In part, this follows from the decline in commitments in

- 1997, which, other thmgs equal, would result in a decline in disbursements in 1998. In
- addition to thls comes the effects of the crisis. - About 62 percent of undisbursed FDI
commitments are froin the region; given the deep financial problems facing enterprises
from’ this region; one would expect a tendency toward postponing projects for some time
(Table Ad4). -Contributing to this is the fact that more than 50 percent of undisbursed
cominitments are essentially in property development (hotel and tourism, buildings, New
Cities, and construction) (Table AS). These are markets that are’ already showing clear
signs of saturation — mdependently of the crisis ~ thus addmg toa pressure for project

| postponement.

E. Some Important Policy Lessons

14. To maintai_n me:croe_conom-ic"s't'abil'ity and sustained high growth, I see five critical
~ lessons as critical for Vietnam. These lessons can be expressed as the need for:

an early and comprehenswe pohcy response;:

° - ‘more, rather than less, integration into the world economy;
e greater ﬂex:bxhty in éxchange rate management
a - decisive action to correct banking sector weaknesses

s - more transparency and a clearer regulatory framework

An early and co'mprehem'z'ye policy re.sponse is needed

5. A ﬁrst Iesson rs sunply that a graduahst and piecemeal approach to stmctural
reform- and macroecononuc management is no Ionger appropnate — an early and
_' comprehenswe pohcy response is needed 3

16, The fast pace of developments in T haxla.nd Indonesxa, and Korea last year, but also

“the Mexican crisis in 1994 and other crises before that all underscore one simple. pomt

_ early pohcy actionis 1o ‘address. emerging financial sector weaknesses and external -
"unba.lances are hkely to be much less costly, in terms of their unpact on employment

mcomes and growth, than if the: proble'ns are allowed to fester Delaymg a necessary .

pohcy adjustment not ‘only deepens a crisis but a.lso creates a confidence problem SO, that ;
the ad_;ustment—-when itis. eventually nnplemented-—may need to be even greater to stem

 the’ crisis. To take one example, foreign mvestment inflows will be more difficult to
: maintain xf pohc1es only begin to adjust once a crisis hits, so that the reduction in the -
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external current account deﬁcar will have to be larger than if policies responded in a more

timely marnner.

~17. Moreover, the policy response has to be comprehensive, with a number of rnutually

supportive elements, in order to maintain confidence. In'the case of Vietnan, this implies -
- in addition to contmumg prudent fiscal and monetary policies — structural reforms ina
number of areas, most notably: '

L reform of state-owned enterprise, with rapid progress onfequitization of small and
medium-sized firms, and restructuring or closure of significant loss-makers;

, trade liberalization, with removal of non-tariff barriers to trade and significant
simplification of the tariff schedule;

. financial sector reform; and |

'+ . greater exchange rate ﬂexibi]ity;

The latter two will be discussed in more detail below. .

More infegration is necessary . .

18.  Asecond lesson is not Ito slow down Vietnern’s integl'aﬁori iﬁto the world
economy In a very narrow sense, it is. true that existing foreign exchange restrictions, the
absence of a stock market, and the lumted integration of Vietnam into regional financial
markets have helped protecting the country from the immediate effects of the current
financial crisis. Nevertheless, Vietnam cannot insulate rtselffrom regional developments -

without an adequate policy response there will be a contagxon effect, as argued in
paragraphs 11-12 above

19, One should keep in rrund that the comerstones of the success-stones of the
ASEAN countries over the recent decades a,ua@_u_aﬁ the i impressive growth of the
Vietnamese economy in recent years are precisely market-oriented reforms, pamcrpatron in
international trade, and access to foreign capital Contmued reform in this. dlrectson would
assist in developing more flexible tools of macroecononnc ma.nagement that can be used to
shield Vietnam ﬁom external shocks and turbulence Eb,llg__auhe_same_mﬂ_e ensurmg that
V:etna.m can continue 6 reap the beneﬁts of an open and mtegrated economy. and thus

promote the development of the country.’ Thrs point has been put qurte succrnctly by Mr

- Gubriel Singson, Govemor of the Central Ba.nk of the Phrhppmes “Volatale caprtal ﬂows
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will contmue tobea chaﬂenge But the answers' are not in a return to control, but in:
managirig the flows better.” - Indeed, the challenge in respondmg t0. potentxal voianlrty of
capital flows lies in improving pohcy ﬂmnework, not by i unposmg more administrative .



controls, which limit enormous potential benefits of inflows and are likely to be of limited
effectiveness, and possibly counterproductive. .

Greater flexibility in exchange rate management

20.  An uh_avoidable lesson for Vietnam is that greater flexibility in exchange rate
management is necessary. I will offer three reasons why this is so:

. A (trade-weighted) measure of the real effective eﬁcchange rate of the dong has
: appreciated significantly as illustrated in paragraph 6.
. The persistence of the dong at the top of the interbank trading band, both before
and after exchange rates measures in 1997 and in February of this year (Chart -1).
s . The low, and declining, volume of trading in the interbank market, and the
_ apparent emergernce of a large inter-enterprise ma.rket for fore1g11 exchange (Chart

21. T}tere is no doubt that judgements on when to shift in the direction of greater
flexibility involve difficult decisions. In Vietnam, one such judgt'ement"obvicmsl}r pertains to
the exposure of the enterprise sector to large liabilities in foreign currencies. Clearly, a
51gmﬁcant deprec:atlon of the dong would increase the debt-servicing burden for many .
‘enterprises, especially those in tmport-substitutmg activities, and exacerbate an already
difficult situation. This difficulty is, however, an argument in favor of early action rather
' than the opposite: the financial situation of the enterprise sector is not going to get better
-just by itself, and a comprehensive policy package of the type suggested earlier would go a
long way toward Iimit'utg any depreciation of the dong under a more flexible exchange rate

-arrangernent.

22.  For many 6f the countries affected by the crisis, an earlier shift to a more flexible
exchange rate regime could have he!ped to prompt the needed policy adjustments ina
Thore tunely manner, as-well as conveying a better perception of exchange rate nsks to
investors and domestlc borrowers. Certamly, the eﬁblts by the Thai authorities to mamtam
for too Iong the exchange rate peg for the baht without sufficiently supportive domestic
pohmes greatly contributed to the ultunate cost of the crisis:

| Bénk sot:nd:ze&.s

.23'. | The expenence of many other countnes—-m South East Asna and elsewhere-—has
- shown that a ﬁnancxally weak and madequately superwsed bankmg system can be very
costly both in terms of iower econormc growth, (by lowenng conﬁdenc wlderung interest
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rate spreads, and undermining the efficiency of investment) and the diréct burden on public
funds. For example, th_ere have been at least a dozen cases in the developing world where
estimated losses or resolution costs have exceeded 10 percent of GDP, including the
recent cases of Venezuela, Bulgaria, Mexico, and Hungary.? The magazine “The :
Economist” recently published ﬁgurcs that suggest that overdues, or nnri—'perf'bmﬁng :
loans, in Thailand, Indonesia, Korea, Malaysia, and the Phillippines average about 15
percent of total loans, and that the cost of resolving this problem would amount to about

13 percent of GDP. And I am sure that for those of you that are familiar with the details of |
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Vietnam, 'non—perfomli'ng loans in the order of 15 percent of total o'utstarldmg credit must
be a painfully familiar figure. - ' '

24.  Therefore, a comprchenswe strategy is needed to deal with problerns at an early
stage and shuuld mclude the foHowmg key elements :

25, Eg ly closure Qi 1 solvent msx:mngns 'I‘he ﬁrst pnonty should be to 1dent1fy and

close promptly institutions that cannot be kept open without major central bank support.
In Vietnam, a' s1gm.ﬁcant number of joint stock banks are probably insolvent and need to be

suspended qu:ckly

26. mmmmmmkmmmmmnmmm Some of the state’

banks have siibstantial nonperforming loans and will require major restructuring. Progress :
in refom‘ung the broader state-owned enterprise (SOE) sector will obvxously bc cntlcal 1o
these efforts. o

27 mnﬂmmmmw As bankmg crises dcvelop, “ﬂzght to
quality” often' develops as creditors attempt to reduce their exposure to weaker’ - -
institutions. It is important that the authorities; mcludmg the state banks, avoid grantmg ad
hoc guarantees to these i institutions, since such actions will greatly increase the exposurc |

of the pubhc sector in the event of a wxdespread crisis. -

28, &M@immmw Vietnam ssystems are

inadequate for the effective monitoring of banks so as to detect, and correct, emergmg
problems at an early stage. ' e

2 See for example Banluug Crxses m Emerg:ng Economiesh Ongms and

| Pohcy Optums by Morris Goldstem and P}uhp Tumer Bank for ]Lntematmnal o o

Settlements October 1996



Transparency

29.  The final lesson I would like to emphasize concerns the availability and
transparency of information that markets need to assess economic policies and financial
sector developments. As events in Thailand again illustrate, when complete and timely data
are not available, the risk is magnified that initial problems will develop into full-blown
crises. This is true in all areas of data disclosure, but especially in exchange markets.
Information is the lubricant of efficient market decisions, both in government and in the
business commumty I'should point out, however, that in Vietnam the issue of
transparency goes ‘well beyond data disclosure; it also apphes to licencing and approval
procedures, and consistent and fair enforcement of rules and regulations that treat all
market participants on the same footing.

F. Concluding Remarks

30, - Itis now apparent that the events of recent months in Asian financial markets may
well have a severe adverse impact on the economy of Vietnam in 1998 and beyond. This
reflects the contag;on eﬁ'eets beyond the ASEAN countries, ‘most importantly to Korea,
and the. de!ays by the Vletnamese authorities in introducing greater exchange rate
'ﬂexxb:hty, tightening fiscal and monetary policies, and implementing structural reforms in -
the bankmg sector, state-owned enterpnses and the international trade system.

31.  These developments have created the risk for Vietnam of a loss of macroeconomic
stability and a balance of payments crisis, in the absence of prompt and decisive policy
actions. The expans:onaxy financial policies that are now in place are hkely to cause Iugher
inflation. The contmued shortage of foreign exchange will result in severe import
compression. These trends could lead to increased pressures for administrative controls
that would contribute to rmsallocatmn of resources lower economic growth and greater
smugglmg and corrupnon For all of these reasons, there would be potential for social

unrest.
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Chart Al. Exchange Rate and Stock Market Indices, Sep 1997-Jan 1998

Cumulative percent change relative to pre-crisis peak
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ndices, Sep 1997-Jan 1958
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Table Al. Selected Asian Coﬁntries: Rcvisidns to GDP Growth Forecasts,
(In percent) -

WEO Forecast _fbr 1998

May-97 Oct-97 November -97, IMF Cumulative

Published =~ Published staff projection Revision
Thailand | 7.0 3.5 00 . -7.0
Indonesia 7.4 62 2.0 : -5.4
Malaysia " 7.9 6.5 25 -5.4
Korea 6.3 6.0 25 -3.8
Phitippines : 6.4 50 S 38 -2.6
Gona - I 9.0 15 -15
%’I‘aiwanPOC 6.3 64 438 -1.5
Singapore 6.1 55 4.7 _ -1.4
Hongkong SAR s .50 4.1 ' . 09
Unweighted average 6.6 5.9 3.5 o -3.1
!

Source: World Economic Cutiook: and staff estimates.

-
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Table A2: Export as percent of Total Export by Country

Destnation Rice . Rubber Coifcz Crude Oif  Coal- ~ Textile  Marine  Venetable Cashewnut = Tea Other - Tawd

Expon of 1296 _

Japan 04 . 52 4, 1.8 316 16 9.1 85 83 17 54 12.9
Korea 5.1 1.6 0.4 181 2.9 2.9 2.1 43 0.0 . 92 16
Rest of Asia 5.6 2137 365 70.8 8.0 152 314 64.4 246 107 482 4§23
Other counwies 589 676 552 14 5150 603 175 223 672 815 372 312

Total 1000 1000 1000 100.0 1000 1000 100.0 100.0 1000 100.0 100.0 100.0

Exnon of the first 10 months of 1997
Japan - 62 38 70 215 483 7.1 47, 123 06 - 157 192
Korza T30 13 07 - - 00 6.3 2.5 25 02 - 73 44
Rest of Asia 287 - 244 312 - 643 9.1 B4 263 26% 5.4 - 332 36.1
Owereounmies 681 704 611 122 425 432 3.4 584 93.8 1000 38.9 302
“ptal 100 1000 100.0 1000 100.0 100.0 100.0 100.0 100.0 1000 100.0 100.0

Table A3: Export as percent of Total Expori by Commodity
Destination Rice Rubber Cofiez  Crude Ot Coal Textile Marine Verciable Cashewnut  Tea QOther  Toul

Export of 1995

Japan 04 09 17 167 45 262 337 0.6 05 0l 146 100.0
Korea 7.8 1.0 02 55.8 0.6 6.1 24 06 0.0 - - 424 100.0
Rest of Asia 9.3 1.2 4.0 307 03 56 6.6 1 0.5 0.1 39.8 100.0
Other countrics 18.4 40 7.2 0.7 2 254 42 0.6 15 6.9 349 1000

Total 116 22 26 183 1.6 15.7 8.9 09 0.9 04 349 1000

:mort of the first 10 months of 1997
Japan 01 04 18 188 32 207 17 05 00 - 38 1000

Korca. 72 0.6 0.8 - 00 210 52 05 0.1 . 647 1000
Rest of Asia 83 14 A4 27.4 03 9.9 6.6 06 0z - 412 1000 -
Other countrics - 177 3.5 7.7 4.7 13 15.8 53 12 37 - 378 0.0
Torl 105 20 50 154 13 142 9.3 0.9 16 05 390 1000
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Table A4, Cumulative Commitments and Disbursement of Foreign Direct Investment by Investor, 1988.97
Investor © Total Total” Undisbursed bBisbursement
Commitments | Disbursements | Commitments - Rate (%),
{in mitlion U/S$)
Japan 3,066 1,224 1,842 40
Korea 30237 1,227 1,896 39
Restof Asia {*) 14,882 5,895 8947 40
Other 10233 3,019 7213 30
TOTAL 31,304 11,365 15,939 36
{perceniuge share)
~ Japan 9.8 10.8 9.2
Korea 100 10.8 . Y5
Rest of Asia 4715 519 451
Other 26.6 36.2

"327

Note (*)- including Singapoﬁ:, Taiwan, Malaysia, Hong Kong, Thailand, Indonesia, and the Philippines
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Tyble A5. Cumulative Disbursements of Foreign Divect Investment in Yietnam by Sector, 1938-97

Disbursement

Sector Total Totul Undisbursed
Commitments | Disbursements | Commitments rate (%)
{in million S§)
Heavy Industry 5311 1.874 3437 35
Petroleum and Gas 1.316 2,018 -0z 153
Infrastructure of IP and EPZ 330 314 516 38
Light Indusuy 2,995 1,247 1,748 42
Food Industry 1,966 779 1,187 40
Agriculture and Forestry 4 458 690 768 47
Hotel and Tourism 3,058 1,459 1,599 43
Services 131 52 129 29
Building of Apanments and Officetel 4,337 879 3.4538 20
New Cities - : _ 3,344 0 3.344 0
“Teansport and Telecommunication/Post 2,710 598 2,112 22
_onstruction - 2,946 799 2,147 27
Culture-Health Care-Education 413 069 344 17
Fisheries . . 135 47 &8 35
Banking and Finance 304 542 -238 179
[}

TOTAL 31,304 11,365 19,938 36
. . {percentuge share)

Heavy Industry 17.0 16.5 17.2

Petroleur: and Gas 4.2 17.8 -3.5

Infrastructure of [P and EPZ 217 28 26 .

Light Industry 9.6 11.0 &8

Food Industry 6.3 6.9 6.0

Agricultite and Forestry 4.7 6.1 3.9

Hotel and Tonrism ' 9.8 128 8.0

Services 0.6 0.5 0.6

Building of Apaﬂmcnrs and Officetel 13.9 1.7 173

New Cities 10.7 0.0 16.8

nsport and Telecommumcauonl?osl 8.7 53 10.6 .

Construction- 9.4 7.0 10.8

Cullure-Heallh Care Educatlcm 1.3 0.6 1.7

Fisheries 0.4 0.4 0.4
_Banking and Flnance 1.0 438 -12
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Chart 3. Exchange Rate Developments, 1996.9%
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Chart 4. Foreign Transactions Volume 1996-33
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Note 6 — 1

SUMMARY OF. FINDINGS AND SUGGESTIONS OF THE REPORT:
AGRICULTURE AND RURAL DEVFLOPMENT

 Yonosuke Hara
Seiji Shindo

1. Agncultme of Viet' Nam has shown an impressive growth pe1f01man

ce since the stalt of - the Doi Moi pohcy The reform of managing agric
ultural production and malketmg by giving a freedom of decision- maki
ng- to- farmers and", melchants has: contributed ‘to the growth. Yet farme
1S are’ facmg under developed  market institutions and suffermg from th
e "market failures” caused by 1mperfect markets especially of products
and credits. They also face the small-sized markets mainly resulted fro
m the shortage of’ phyelcal ‘infrastructure such as roads. and communica
tions.’ Underdevelopment of market mstltutlons is the major reason of t
- he’ pove_rty 1n_ rural _V_1et Nam

2. ‘Apart from the aspects related to-transition to a marketed oriented
sconomy, development of the V1etnamese agriculture represents a case
of “agricultural and- rural development in a country densely populated w
- ithe hmlted land resources Provision of economic- jncentives to farmers

‘through the 1mp1ementat1on ‘of the Doi Mo1- pohcy 1s thus considered to
" be not enough, if 1nd1spensable, to ach1eve a sustamable development
of agriculture. ‘The studies of agrloulture and rural development intend

to’ analyze changes taken place in: related areas and topics to the agn
cultural and 1ural development meunly since the late 803 and to deriv
e pohcy optlons and possﬂ)le actions towaxda its further development

3. Dlvermﬁcatlon of agnculture is. one . of the ‘means, Or even the sole o
‘nes to earn: 1ncreased cash 1ncome from agnculture in most parts. of th
‘e country where farmels are-in subsistence: conditions Wlule non- agncul
“,tural employment opportumtles are limited. It -also represents a respon
ge’ to the growmg and changing demand for agricultural products in do
'mestlc and ‘overseas” malkets ' ' '
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4. Expleitation' of overseas market of agricultural and rural products, a
long with that of domesti_'e market, is crucial for promoting agricultural
diversification. It also ensures for predu_cers to receive a proper share
of benefits. Marketing strategies of several agricultural 'products héving
a potential of future expansion in overseas markets ‘are analyzed. It i
s suggested that efforts of the government in this area are focused on
the provision of assistance in increasing the access of farmers to marke
ts, including provision of- market-related mformatlon and improvement
of market 1e1ated physical mflasmucture such as roads; stoxage and ot
her facilities. On' the. other hand, in view of smallness of md1v1dua1 far
ms, -such act1v1t1es as pmmotmn of- pmducts and negotiations with the
pmchasmg compaiies, Processors, and tradels are. effectively canled ou

t by farmels gloups '

5. Agncultural cooperatives’ bemg estabhshed under the new - Cooperatlv
e Law:ceould play a role in this. respect. It is proposed that upon the i
n1t1at1_ves _of and needs for concerned cooperat_lves, _cooperatlve.__umons o

- r federations” would be established in selective areas, each including se

veral umt coopelatwes and covering one admlmstratwe district. These
coopemtlve umons would assume the . functmns of coordmatmg producti
on and marketing of products in the area. The government encourages
and facilitates farmers and unit cooperatives to organize and palt1c1pat
e in unions in. d;awmg the gu1dehnes and guaranteemg loans. Provisio - '
n of market information, paltlculaﬂy of the overseas market would be |
handled by estabhshmg an- "agrlcultulal mformatlon' center". U_nder,__the
cun_ent circumstances, th_ls may take a form of semi-governmental org
anization such as an export*promotion'agen'cy. Lo '

6. In a 51m1lal context to take the advantage of scale economy w1th th
e participation of small farmers, a ‘greater involvement of agricultural ¢
ooperatWee into the rural ﬁnance system provides an option in strengt

-henmg the system Rural financing system in _Vlet Nam was 1est1uctur :

ed at the beglnnmg of the 90's and its performance so far can be lega
rded as a success: Wh.lle the reform has been instituted- under many €o
nstraints. Yet this option is worth to ‘be con51dered m search for. the fu ,
ture pattem of development 1esp0nd1ng to an mmeasmg demand for cr



edit along with savmgs mobilization. This would also mitigate the nega
‘tive effects caused by the dominant position that the Viet Nam Bank
or Agriculture and Rural Development occupies in the current system

7. The creation of rural non- falm employment oppmtumtles 18 anothe1
crucial ‘element to improve rural economy and alleviate rural poverty.
Nearly 70% of the total labor f01ce engage in agriculture, and the sect

or has absorbed more than 70% of the annual increment of labor force

in past few years, while no significant rural to urban m1g1at10n as ob

served in many other East Asian countries appear to take place At pr
esent a variety of rural traditional industries apart from some SOEs a
" nd labor- intensive small scale manufacturing enterprises serve as sourc
es of non-farm employment in rural areas. Findings based on the obser
vations of several cases suggest that to create and promote 1u1al non-f
arm employment physmal infrastructure development, p10v131ons of cre
dit, and st1engthenmg marketing activities are most important. Due to
specific reglc_mal nature of rural employment, they should be incorpora
ted into the socio-economic development programs of respective areas.

8. In congnizance that 'develepment of rural infrastructure is a key for

improving rural economy as well as market functlonlng, one of the stu
dies analyzes the situation-and indicates policy options for developing r
ural mfrastmcture 1nclud1ng irrigation, dramage flood control, yural ro
ads and electmﬁcatlon, ‘centering 1n the Red River Delta region. It is r
‘evealed that as the state money" plays the ma301 role in rural infrastru
cture investment, a contmmng and increasing allocatlon of the state bu
- dget is needed for maintaining the production increase at the recent pa
ce. Spemﬁcally an integrated approach encompassing mam and tert1a1y
_ 1rr1gat10n/dra1nage ‘facilities, ‘together with consolidation of scattered fa

rmland plots and constructmn of on-farm roads is recommended. For th

e purpose of market strengthenmg and’ employment generation, rural r
oads spec1ftca11y at- commumty level and bulldmg loeal and urban mark
et facilities are cons1de1'ed m:lportant '

: 9, Smce the poverty in Vlet Nam is la1gely a rural phenomenon, pover
"ty issues are effectively tackled in' the context of rural develepment Th
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ﬁs"poverty can be reduced in the process of yural developi’nent starting

from increasoed rural income in agncultme and through an expansion
of employment oppmtunltles in- mban and 1ulal areas which then brin
gs out increased income for the ‘urban sector and the economy as a wh
ole. Experience in Kast Asia countries presents that both economic gro
wth and income equlty have been attained led- by 1ab01 intensive and
small-scale industries. As a labor abundant country, Vlet Nam may be
able to follow this process. ' o



Note 6 ~ 2

Rural Finance in Viet Nam

Yoichi lzumida
March 1998 -

Department of Agricultural and Resource Economics -
' Thé University of Tokyo

1. Introduction

When Plof Ishlkawa had a meeting with The Genel al Seeretary Do Muoi in
June 1997 ‘Do Muoi 1efened to the vesult of our research on agucultmal ad
rural development.

“Agricultural Bank could not meet the demand from fa1 mers. The amount of
unpaid loans of farmers is just 4-5 percent, much better than the repayment
pelfm mance of State Owned Enterprises”.

11. Major Players in _Rﬁral Financial Markets in Viet Nam

1. Formal lenders
(1) The Viet Nam Bank for Agriculture (VBA)
82% in formal loans for ru'rél sector
2) The Viet Nam Bank for the Poor (V BP)
_ 11% _
(3) People 8 Credit Funds (PCFS)
™%
(4) Othels
NA
" 2. Informal lenders.
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I1I. The Development of Rural Finance in Viet Nam

1 The expansion of credit and the level of outl each

2. Mobilization of savings _

3. Loan Recovery Performance :
VBA’s Annual Repmt 1994: oveldue ratio of ploductmn units 2. 1%
VBA's Annual Report 1995: ratio of bad debt 3.4%

Ratio of frozen debts (SBV has guar anteed to repay. the principal) to total

outstandlng loans: 1993 1. 1%, 1994 8.7%, 1995 7.3%

4, Efficiency of financial 1nte1medlat10n | |
In 1995: o
Interest earned as % of avelage amount of outstandlng loans 18 9%
Interest pald as % of average amount of outstanding loans: 13.1%
Operating costs as % of avelage amount of outstandmg loans: 4.9%

5. From our field surveys - _ '

1) contrlbutlon to agrlcultural diver mﬁcatmn
2) contrlbutmn to alleviate the bur den of debts
3) contubutlon to income genel ation '

The development of rural finance in Viet Nam can be evaluated as a

“Success”.

IV. Major Probléms

1 Smallness of loan size
2. Limited investment opportunity.
3. Shor tage of medlumllong term Ioans
4, Insufﬁczency of efforts of deposns collectlon
5. Obsewatmn from field: studles - '
(1) Regmnal le&lSlty :
@) Insufﬁmency of saving mobilization
_ (3) Distributional bias of credit allocation



6. Coo_peratiVe finance in rural Viet Nam
Is it possible to construct cooperative finance in Rural Viet Nam?

V. Factors for the Development of Rural Finance in Viet Nam

1. Strong demand for loans in Vietnamese rural villages
2. Finance supported by local _administra_tivé organizations and indigenous
groups |
3. Successful macroeconomic policy |
4. International environment

VI. Fu’t_ure possibility of Agricultural Cdoperative in Viet Nam

1 Tradition’ of mutual help and autonomy in 1ural Viet Nam
2. Existence of economy of cooperation
3. Negative effects of VBA’s monopolistic position on the pe1fo1mance of rural
finance

Major Constramts

1. Debts problems of previous agrlcultural cooperatives

2. Ne_gatwe image of previous agricultural cooperatives

3. Existence of PCFs as cooperative type financial ingtitution
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Table 8

with Institutional Loans

Households of Responsible Positions (HRP) and Their Relationship

: (nlimber of household)

'Ninh Binh Quang Ngai An Giang
(nnrth; _ (ce;ﬁ’ltr-ali}‘ {south}
Total numbe 100 - 100 100
. F . . : o .
surveyed HRP | NonHR | HRP | Non-HR | HRP | Non-HRP
9 (P |z e 30 | 70
o1 | | ‘ss
Number of . o 23 .2 - 65
household |- - e
with VBA HRP | Non:HR | HRP |'Non-HR | HRP | Non-HRP
loan s P | 2 | a2s | a0
. 18 - : B '0 e
Numberof | R - ' 9
household  |—-= e — '
withVBP | HRP | Won-HR | HRP | Non-HR | HRF | Non-HRP
loan .. . 1 |r 8 P  3. 6
7 31 |
thes

“1) Data from survey questmnnau-es of Rural Fmance Team

2 HRPs{hDusehDIds of responsxble posxt:on} are those household of whlch member ;

is workmg at mst1tutmns related to the admmzstratmn, like prowncxal
district, village, and commumty ofﬁces oris the leader of mass organization

“at village level.
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