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EXECUTIVE SUMMARY

One ship drives east and another drives west,
With the self-same winds that blow,
Tis the set of the sails
And not the gales
That tell the way to go

1. Eighteen months ago, Vietnam’s economy was coasting downwind, spurred by 25
percent annual growth in its exports, and plentiful foreign savings looking for investment
opportunities in Vietnam. The situation today could hardly be more different.

2. The external shock to Vietnam from the East Asian financial crisis — through
sharp declines in foreign direct investment and stagnation of export earnings — has been
equivalent to around $3 billion, or 12 percent of GDP. This “kick in the stomach” to the
momentum of growth is particularly difficult to adjust to since Vietnam’s internal growth
momentum was already faltering, due to slow progress in the doi moi reform process in
the 1995-97 period. In addition, Vietnam has suffered natural afflictions over the past
year through a major typhoon and a major drought, which has caused declines in incomes
in some rural areas.

3. This report concludes that the economic situation is quite serious for Vietnam —
threatening to undermine and reverse the remarkable progress in poverty reduction that
was achieved over the past decade. Vietnam can still avoid a worsening situation, but
this will require stepped up reform of both policies and programs, and change in the
pattern of support from the international community. The report suggests that such
reforms need to be guided by three “imperatives™:

. First, recognize that investment resources will be less plentiful, at least
temporarily, and focus on making each dong, dollar or yen work harder.

o Second, set policies so as to increase resources available to the economy —
from both internal and external sources, and especially from the private
sector.

o Third, in view of the lower growth trajectory for the economy, target

resources and policies more effectively in favor of the poor, both to
protect them from the slowdown and to harness their full productive
potential.

4. The report begins by taking stock of the current state of Vietnam’s economy
(chapter 1). It then assesses the current policy response, noting good progress in some
areas, and urging accelerated action in others (Chapter 2). It then applies the same policy
analysis in two areas of vital importance to Vietnam — the rural sector (chapter 3) and



-1 -

infrastructure (chapter 4). Finally, it explores prospects for the future, identifies financial
requirements, and makes recommendations on both the quantity and quality of foreign
assistance.

THE CURRENT ECONOMIC SITUATION — A THREAT TO POVERTY REDUCTION
(CHAPTER 1)

5. Reduced Foreign Exchange Availability. The market into which Vietnam
exports had been growing throughout the 1990s at an annual rate of 10 percent (on a trade
weighted basis), fell by 7 percent this year. The base of savings in East Asia, from which
two thirds of Vietnam’s foreign direct investment comes, fell even more. Incomes and
output have fallen substantially in the region in 1998, with the GDP of Japan expected to
fall by 2 percent and that of the five
crisis countries by over 7 percent. Figure 1: FDI Commitments and Actual
Vietnam managed to maintain exports Disbursement 1993-1998

at broadly the same level in 1998 as in o e Gommiman

1997, with increased exports to Europe
and the US roughly offsetting large
losses in Asia. These earnings,
however, were about $1.2 billion less
than had been expected as recently as a
year ago. Foreign direct investment
disbursements fell by 70 percent in
1998 (figure 1). Given the lag between
commitments and disbursement and
the fact that 70 percent of undisbursed
FDI is from East Asia, this decline will be hard to reverse, except for investment in
infrastructure, where the supply of new funds is potentially very high.

1993 1994 1995 1998 1997 1988 fest)

Source: Ministry of Planning and Investment

6. Vietnam has adjusted to this substantial shortfall in expected foreign exchange
over the past year in three ways: through import containment (real import levels barely
grew in 1998), through special measures which require that foreign exchange be
deposited in the State Bank, and through actions to improve competitiveness (removing
restrictions on exports and a modest 17 percent depreciation of the dong). Restoring
efficient growth will require that the first two approaches be reversed.

Figure 2: Total Investment and Savings 7. The Costs to Vietnam:
1993-1998 Growth, Profitability and Public

Spending. As a result of the
resource shortfall, investment levels
as a share of GDP fell from 27
percent to 20 percent — the lowest
level in a decade (figure 2). Growth
in real GDP this year is still quite
uncertain, but is likely to be around
4 percent --- still one of the higher
rates in the region, but less than half
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the rate at which Vietnam has been growing throughout the 1990s. Growth in agriculture
(2.5 percent), industry (7-8 percent) and services (1.5-3 percent) have apparently all
fallen to about half or less than half of their earlier levels. Declining demand growth has
hurt profitability and threatened the banking system. More than half of Vietnam’s 6,000
state enterprises were unprofitable even in 1997, and additional pressures have appeared
in 1998. Banks, in turn, have found it more difficult to recover loans. In a number of
banks, overdues have reached dangerous levels, and the capacity of the system to
intermediate funds is threatened. The government is embarking upon an important
banking reform program, and is striving to protect depositors.

8. Weaker corporate performance and trade tax receipts have reduced resources for
public spending. As a share of GDP, budget revenues have fallen in 1998. Vietnam has
chosen to follow a prudent fiscal stance, by restraining both recurrent and capital
expenditure.

9. The Costs to Vietnam: Employment, Vulnerability and Access to Services.
Preliminary data from the 1998 Living Standards Survey (the first in five years) indicate
continued impressive progress in reducing poverty. The percentage of the population
living in poverty has fallen from more than 70 percent in the mid 1980s, to around 50
percent in 1993, and to 30-35 percent today (to be refined as the new data is completed in
early 1999). Few countries have grown so rapidly and shared their growth so broadly.
But this progress is now under threat.

10.  Unemployment has risen in 1998 for the second year in a row. Particularly
troubling is the emerging pattern of employment absorption. In 1997 (the most recent
detailed data), both industry and agriculture actually lost jobs, and the low productivity
service sector was forced to take up the role of “employer of last resort”. There is also
some evidence that as the economy is slowing, the system of informal social safety nets
that have traditionally been provided within and between households may be eroding as
more lucrative formal employment becomes less secure. Finally, with reduced
availability of budget resources, public spending on education and health may stagnate or
fall this year. The Government recognizes the importance of protecting — and even
increasing — the allocation of such spending on the poor. But without action this may not
be possible.

RISING TO THE CHALLENGE — UNLEASHING THE POTENTIAL OF ALL VIETNAMESE
(CHAPTER 2)

11. There is little doubt that, absent strong measures to address the current slowdown,
poverty will begin rising substantially in the coming two years. Since policy adjustments
take time to have effect ~ and that, in the first instance, may have social and economic
costs — it is essential that action be taken now rather than be delayed until further
momentum is lost, making action more difficult.

12.  Success in mobilizing resources, using resources more efficiently, and addressing
the needs of the poor, will require a series of measures, implemented promptly. The

Government of Vietnam is making good progress in a number of i 1mportant areas (see box
1), and now needs to significantly step up the pace.
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BOX 1: OVERVIEW OF RECENT REFORM ACTIONS: SEPTEMBER 1997- NOVEMBER 1998

Banking Reform

- Approved the Law on the State Bank of Vietham (Nov 1997) confirming its dominant role in
implementing monetary policy and in regulating credit institutions, as well as established a high-level
Financial & Monetary Committee to supplement SBV’s advise to the Government on monetary policy;

- Approved Law on Credit Institutions (Nov 1997) to be supplemented by decrees on prudential
regulations which establishes the legal regime for all credit institutions, both banks and non-banks;

- Established a Bank Restructuring Committee and initiated restructuring of Joint-Stock Banks in HCM
City.

- Issued Directive on “Special Control Regime for Banks in Trouble” to guide SBV intervention in
troubled banks (July 1998).

- Initiated intervention in several JSBs (Sept. 1998)

State Enterprise Policy

- Government issued Decree on equitization to simplify the process of equitization and allow limited

foreign shareholding (July 1998);

- Issued Prime Minister’s Directive No.20 to adopt alternative ways of reforming SOEs, e.g. dlvestlture
outright sale, competitive bidding, etc. (April 1998);

- Prime Minister’s Decision approved a list of SOEs to be equitized (Sept. 1998);

- Government initiated classification of all SOEs (Sept 1998);

- Approved Decision to create a National Enterprise Reformn Committee (June 1998);

- Announced targets for equitization of 400 and 1,000 SOEs by 1999 and 2000, respectively (Feb 1998).

The Climate for Investment ,

- Amended Law on Promotion of Domestic Investment (May 1998) allowing domestic and international
organizations, and individuals, to buy shares or to contribute capital to domestic enterprises, including
equitized SOEs; it also provides additional incentives for domestic investment (similar to those provided
to foreign investors); _

- Approved new Decree on foreign investment (Feb 98) providing additional incentives to foreign
investors and issued implementing regulations for each sector;

- Government has begun private/public dialogue, to better understand constraints faced by private
foreign investors (Feb 1998 onwards). A *‘hotline” has been established to take complaints.

Trade Policy

- Approved legislation (May 1998) to lower the maximum import tariff to 50% (with the exception of six
groups) and number of tariff-rates to 15, but implementing regulations have yet to be issued;

- Allowed domestic firms (Decision 55, Mar 1998) to export goods directly, requiring no export license,
(with the following exceptions: rice, explosives, books, precious stones, antiques etc.) as long as export
goods are within the scope of firms’ line of business (Mar 1998);

- Removed licensing of imports of consumer goods but implementing regulations have yet to be issued
(May 1998);

- Removed conditions of minimum capital ($200,000) and qualified personnel for registered firms to
become importers, as long as imports are within scope of firms’ line of business (July 1998);

- Liberalized allocation of rice export quotas to private sector, by allocating a part of the quotas to non-
state firms for the first time (Jan 1998);

- Allowed private firms to import fertilizer (Jan 1998).

Fiscal Policy

- Approved new Decree to publish state, provincial and commune budgets every year starting in end-
1998 (Nov 1998);

- Approved two tax laws to replace by 1999 (a) the multi-rated profit tax with a single-rate enterprise
income tax and (b) the turnover tax with a three-rated value-added tax (Nov 1997);

- Amended Budget law to improve assignment and allocation of tax revenue to lowest local level, the
communes;

- Restructured commercial external debt through a Brady-type debt and debt-service reduction
agreement with London Club commercial creditors (Dec 1997);

- Issued Decree to implement External Debt Management Strategy allocating responsnblhtles for
maintaining debt and for implementing debt strategy (Sept. 1998).




13.  Reforming State Enterprises. The starting point for ensuring a bigger return on
the nation’s scarce resources must be with state enterprises, which continue to absorb
most of the resources of the economy while generating little employment and poverty
reduction. This year, state enterprises are expected to absorb over half of formal credit
and, indirectly, a large share of the government budget. By so doing, the SOE sector is
crowding out Vietnamese initiative, especially private small and medium enterprises
(SME) in the industrial sector, and seriously hampering the prospects for off-farm
employment. It costs, on average, $18,000 to generate a job in an SOE, but only $800 in
an SME (see Chapter 2). Significant progress is underway in the government’s
equitization and divestiture program, with simpler procedures and early signs of a more
accelerated process. But a more comprehensive approach to the entire sector is still being
put into place. Box 2 summarizes the actions under consideration by the government. An
important component of the government’s strategy is to give high priority to the social
dimensions of the SOE reform process. Important diagnostic work is currently being
undertaken with the assistance of the World Bank. This exercise is showing that it will
be financially and administratively feasible to address such social costs. A number of
donors, including Sweden and the World Bank, have offered to finance the costs of a well
designed social safety net.

Box 2: Reforming State Enterprises: An Agenda for Action

The Government is currently designing a program to reform the SOE sector. The actions that are being
considered include the following:

¢ Adopta comprehensive SOE reform program with timetables for SOEs to be restructured, equitized,
divested, merged and liquidated.

e Improve governance of SOEs that are to be 100% owned by the Government in combination with the
following:
- conduct diagnostic audits of SOEs by independent auditors
- monitor changes in SOE’s bank credit, external debt and budgetary support on a regular basis
- evaluate and rationalize General Corporations 90 and 91
- establish a framework for corporatization, and corporatize large SOEs on a pilot basis
- develop restructuring plans (e.g., rationalization of debt and labor, hiving off non-core operations)

¢ Implement equitization, liquidation and divestiture, of SOEs not to be 100% State-owned, including
the following:

- achieve announced targets for equitization of SOEs: 400 SOEs by 1999 and 1,000 by 2000

- remove cap on individual shareholdings and holdings of entities in equitized enterprises

- initiate outright sale of small- and medium-sized SOEs using competitive-bidding processes -
announce targets for divestiture and liquidation.

14.  Creating an Efficient Banking System. Without a sound and efficient banking
system, a nation can neither mobilize savings nor channel those savings to their most
productive uses. The government has strongly recognized that Vietnam’s banking system
is in urgent need of reform, and is actively preparing a restructuring plan, beginning with
troubled joint stock banks in Ho Chi Minh City. Reforming a banking system is
technically and politically difficult, and requires careful sequencing, protection of
depositors, isolation of bad loan portfolios, and avoidance of recapitalization until
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managerial and structural reforms are in place. Fortunately, there is a growing body of
experience -- as many East Asian countries are undergoing similar processes -- and
Vietnam is now drawing effectively on some of these lessons. Box 3 illustrates the
Government’s agenda for banking reform.

lBo:x 3: Creating an Efficient Banking System: An Agenda for Action |

The Government is currently finalizing a plan for banking sector reform. Among the
important actions that need to be taken are to:

¢ Develop and adopt a comprehensive banking sector strategy.

o Strengthen the Regulatory & Supervisory Framework:
- Issue new regulations on loan classification, loan-loss provisioning and capital adequacy ratios
- Develop the legal framework for bank restructuring
- Move towards a risk-based approach to bank-supervision
- Relax restrictions on dong deposit mobilization for foreign banks
- Upgrade accounting standards and systems for banks and borrowers to international standards

o Restructure Banks:

- Assess the loan portfolios of all banks, joint stock banks (JSBs) and state-owned commercial banks
(SOCBs)

- Close, merge and rehabilitate JSBs after completing assessment

- Restructure operations and management of SOCBs and consider pilot equitizations and twinning
arrangements with foreign banks for SOCBs to improve their management

- Initiate training programs in credit risk management

- Initiate loan workouts in SOCBs and coordinate these with restructuring of borrower SOEs

- Re-capitalize SOCBs after operational and management restructuring

15. Unleashing the Full Productive Capacity of Vietnam’s Poor. People are
Vietnam's most precious asset but this resource is threatened by the economic slowdown
and the cut-back in public resources which has occurred as result. The report suggests
that, in view of the slowdown, additional steps to safeguard and invest in the poor need
to be taken:

. Maintain purchasing power of vulnerable households. More than a quarter
of the 650,000 child deaths last year were due to malnutrition and vitamin
deficiency. This is due to lack of buying power rather than food shortages.
The government’s proposed program for the poorest 1,700 communes
could be an effective umbrella for channeling quick disbursing funds for
employment generating rural infrastructure. But its success will depend
on its ability to avoid a top-down structure.

o Increase social services for the poor. Even with fewer resources, Vietnam
can afford to spend much more on health and education for the poor. Poor
families currently have to spend 80 dong for every 100 dong spent by the
government on their child’s primary education. Educating a child in
secondary school costs half a poor family’s income. Without a change in
these patterns, poor children will drop out of school and poverty will
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increase. Better targeting is well within the capacity of Vietnam, and is
under active consideration by the government.

. Reorient the social safety net. Vietnam has a large program of social
transfers, amounting to 10 percent of the government budget, but currently
80 percent is spent on social security for government workers.
Government expenditures for those not formally protected are well
designed, but very small and thus not as effective as they need to be in the
current context.

16.  Promoting Small and Medium Private Enterprises. SMEs offer the best
opportunity to generate employment with modest investment. The climate for small
entrepreneurs in Vietnam today remains very discouraging -- but it need not remain so. In
the current climate, Vietnam simply cannot afford nor to harness the resourcefulness of
its potential entrepreneurs. Changing the climate for private enterprise will require legal
and regulatory changes relating to credit, land, business registration, and taxation, and a
level playing field with SOEs (see box 4). It will also require an attitudinal change on the
part of provincial and district officials, who currently see themselves as controllers rather
than facilitators of private activities. Where given the opportunity — such as in bidding on
small construction contracts for ODA-financed rural roads projects — there is plentiful
evidence that private capacity can emerge rapidly.

Box 4: Reforming the Trade and Investment Regime: An Agenda for Action

¢ Eliminate administrative controls on exports and imports, allowing businesses to export or import non-
banned products, irrespective of their original business registration

e Replace non-tariff restrictions with tariffs, improve transparency and reduce the degree of discretion of
the customs administration

e  Quickly complete negotiations on MFN status with the United States

e Actively establish a level playing field (“national treatment”) between foreign investors and domestic
enterprises, especially SOEs

e Enbhance the transparency of tax rules

¢  Simplify the registration process for SMEs

e Allow SMEs’ land-use rights to be transferable and to be usable as collaterai for bank loans and as
equity in joint-ventures

17. Capturing Opportunities Offered by Integration into the World Economy. In
the current context, extra efforts to promote exports and FDI inflows are clearly needed.
Europe and the United States account for only 22 percent and 5 percent of Vietnam’s
exports, and offer the best prospects for growth. The report suggests a number of specific
measures that could be taken (auctioning of EU export quotas, for example, would help
prevent them being uriused), but also notes that for both exporting and dealing with
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foreign investors, attitudes need to change at mid-levels of the bureaucracy, where
government policy is often not implemented without delays or side payments. Important
progress has been made in the past year on trade policy (box 1), and the government has
plans to further open the trade regime, which could both increase foreign exchange
earnings and improve efficiency. Box 4 also describes priorities for reform of Vietnam’s
trade and investment regime.

REINVIGORATING RURAL DEVELOPMENT (CHAPTER 3)

18. With 90 percent of Vietnam’s poor living in rural areas, and annual rural
population growth of 2 percent, the human consequences of a further slowdown in rural
growth are particularly serious. Millions of Vietnam’s rural dwellers are living barely
above the poverty level, so a significant slackening of economic growth could push many
back into poverty. The Government’s renewed emphasis on rural development is -
therefore highly appropriate. Assisting the government in designing and implementing
an effective rural strategy will be a central test of the effectiveness of the Consultative
Group.

19.  Promoting Off-Farm Employment. A rural strategy will succeed or fail largely
on its ability to generate additional off-farm productive employment. All countries that
have succeeded in sustaining income growth in rural areas, without a major exodus to the
cities, have done so with the help of robust rural industrialization. To date, despite very
good progress in many aspects of agricultural development, Vietnam’s failure to
generate productive off-farm employment through small and medium enterprises is
emerging as the principal threat to poverty reduction and social cohesion.

20. Most of the 24,000 corporate enterprises in rural areas are small household level
manufacturing or processing units, and they need a supportive environment if they are to
grow. Less than 15 percent of them have access to bank loans, although 70 percent of
them would like to borrow. Most of them face a difficult regulatory regime (including
continuous obligations to make informal payments), a systematic bias in favor of SOEs,
and high costs due to infrastructure weaknesses. With concerted, decisive action by the
Government and strong support from the international community, this situation could be
turned around. with potentially huge rewards from Vietnam.

21.  Promoting Efficient, Diversified Agriculture. The next stage of Vietnam’s
agricultural development should be informed by the secret of past success. Each time
farmers have been given more control over resources and decision-making, there has
been a substantial supply response. Rice production must and will remain the staple crop,
but diversification offers the best opportunity for raising incomes. Despite official
Government policy allowing farmers the right to plant their crop of choice, in reality, rice
targets still often drive production at the local level. This is holding back rural
development. Other recommendations being discussed within the Government include:

o making the rice export quota non-binding. This would give farmers a
better price;
o allowing private involvement in the seed market, and importation of

hybrid maize seeds;
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o completing land titling, simplifying transfers, enabling farmers to
consolidate land holdings, and facilitating the mortgage of use rights as
collateral. The revision to the Land Law should help here;

. restructuring and extending the rural finance network, so that the 50
percent of all households who currently have no access to the formal credit
system will;

° reallocating funds within the public agricultural budget so that less goes to
SOEs (currently 45 percent) and more to support services for farmers.

RAISING PRODUCTIVITY THROUGH INFRASTRUCTURE (CHAPTER 4)

22.  The current slowdown has important implications for Vietnam’s investment
program in infrastructure. An impressive infrastructure agenda, mainly in rehabilitation,
has led to large economic and social gains over the past decade. But unmet needs remain
huge. Electricity consumption remains among the lowest in the World. The transport
system remains overstretched, adding to costs and preventing many rural areas from
sharing in the benefits of Vietnam’s growth. And water and sanitation will require very
large investments to meet rapidly growing needs. Rates of return to well-planned
infrastructure investments remain very high — a continued strong investment program is
therefore warranted. However, the current resource shortfall calls for a new pattern of
financing, a greater efficiency of resource use, and more careful prioritization of
investments with greater emphasis on social benefits.

23. A New Pattern of Finance. Recent analysis suggests that an investment program
in infrastructure (energy, transport, water and sanitation) of about $3 billion per year is
appropriate for the next three years. Although slightly less than earlier planned, this is
still equivalent to about 12 percent of GDP. Financing will come from four main
sources: (i) the government’s own budget, (ii) ODA and official finance, (iii) foreign
direct investment, and (iv) self-financing from SOE’s involved in infrastructure (EVN,
Vietnam Railways, etc.). The first two sources have traditionally dominated the financial
picture. But the proposed program will require substantial increases in the final two
categories, combined with an acceleration of ODA-financed investments. A reasonable
pattern of finance at this stage of Vietnam’s development would be for each of these four

sources of finance to account for roughly a quarter of investment needs — i.e., 3 percent of
GDP each.

24.  Promoting Private Participation and Improving Public Provision. To encourage
more private provision in infrastructure (PPI), a clearer, more transparent and more
competitive framework will be needed. A revised BOT decree has helped clarify a
number of issues, and a number of key PPI contracts are now under negotiation. These
offer the opportunity to provide a clear signal to the international investment community
that Vietnam offers an attractive but competitive environment in which to do business.
Efficiency improvements must also be effected in the public sector. Public providers,
which will provide the bulk of infrastructure services in the near term, must be run on
commercial principles, with effective cost accounting and greater independence.

25. To raise the share of self-financing for infrastructure investment, and attract
private sector participation, a more rational pricing and taxation system will be required.



Some progress is already evident. In power generation, for example, EVN will soon be
required to finance 30 percent of all investment from its own income, which in turn will
necessitate a commitment to move towards full cost pricing for power. Other “natural
monopoly” SOEs need to be required to adhere to similar financial ratios. Water supply
offers an excellent opportunity. Already, some water SOEs (such as Hai Phong) are
moving rapidly towards financial viability. Many others need to follow. One approach,
followed in other countries, is to make the allocation of public or ODA funds contingent
upon a rapid transition to financial viability.

VIETNAM’S PROSPECTS AND THE ROLE OF THE INTERNATIONAL COMMUNITY
(CHAPTER5)

26.  Prospects for East Asian recovery are highly uncertain, and it is prudent to base
policy on the assumption of a slow restoration of growth over the next 3-4 years. Based
on these conservative assumptions of the growth of external markets and sources of FDI,
but accelerated domestic reform effort, the Report presents projections for GDP growth,
current account deficit and financing needs. Absent a more attractive domestic
environment for foreign investment, FDI flows would shrink further next year and then
likely stagnate. On these assumptions, Vietnam would have a financing gap of around $1
billion per year for the next 2-3 years. This would need to be filled by (i) efforts to halt
and then reverse the decline in FDI disbursements, (ii) accelerated disbursements from
the existing pipeline of ODA, and (iii) special provision of quick-disbursing funds for
balance of payments and budget support. It is likely that, given the needs for imports to
sustain growth during this period, around $500 million per year of special financing
would be required for the next three years.

27.  In the presence of a credible acceleration of Vietnam’s Doi Moi renewal program,
continued and increased donor support is both justified and necessary. First, the reforms
themselves — especially SOE reform, trade liberalization and banking reform -- will
involve social and financial costs to Vietnam. Second, the effectiveness of the reform
measures in terms of generating an adequate supply response will require that foreign
exchange be available for needed imports during the next three years. Combined, these
argue for the provision of quick disbursing funds of around $500 million per year,
predicated on a strong program of reform action. The World Bank, the IMF, and the
Asian Development Bank are currently in discussions with the Government on the form
of a policy and financing package. Other donors would need to consider providing such
quick disbursing assistance, too.

28.  With regard to project financing, the need is not so much for increased levels of
annual assistance, but for a different composition of assistance. In the current slowdown,
a way must be found to channel resources more effectively to the local level for
employment-generating small and medium scale infrastructure programs. Similarly, after
banking reform takes place, an increasing share of support needs to go to help promote
the domestic private sector, especially through the provision of credit to small and
medium enterprises. Similarly, it will also be essential to think innovatively about how to
support the Government’s new emphasis on rural development. For a growing share of
large scale infrastructure investment — especially in power generation and water supply —
FDI can play a leading role, thus freeing up some ODA resources for poverty-focused
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and human resource programs, “public goods” programs and in creating an enabling
environment for the domestic private sector. Finally, it will be essential that donors find
ways of improving the practice of partnership — with other donors, with the government
and with civil society.

A FINAL WORD

29.  Though the challenges Vietnam faces are daunting, the current difficulties also
offer an opportunity for action. The challenge is for Vietnam to “set its sails” in a manner
that its economy and society is strengthened rather than weakened as it navigates through
the current difficult waters. Vietnam’s international supporters — official, NGO, and
private — need to respond promptly as evidence continues to emerge over the coming few
months that an accelerated renewal program is for real.



1. THE CURRENT ECONOMIC SITUATION — A THREAT
TO POVERTY REDUCTION

1. Vietnam is living in troubled times. The regional economic crisis, and its repercussions
in markets throughout the world, is having a profound impact on Vietnam’s economy. The
country also faces increased competitiveness from its neighbors, an erosion of foreign investment
as the environment is seen by investors as increasingly hostile, and a serious drought. These
factors exacerbate other external and internal weaknesses, compounding the problems Vietnam
faces today.

2. The costs for Vietnam are a harsh reduction in economic growth (from 6-7 percent per
capita GDP growth in the 1990-97 period to an expected 2 percent per capita growth in 1998, and
the real possibility of still lower growth in 1999), a stagnation of exports -- which were
previously growing at 25 percent per annum -- and a slowing of foreign investment. The severe
drought combined with a fierce typhoon has sharply depressed agricultural growth, and
compressed government revenues which has forced a scaling back of public spending.

-

3. The most serious consequence of this configuration of difficulties is in the social arena.
The reduction of poverty over the past 12 years has been impressive by any standard, and its
engine has been the reform-induced rapid economic growth of that period which expanded
employment, basic services and investment. This virtuous circle is now being threatened by the
economic slowdown. Jobs are being shed in across all sectors and planned social expenditures
are being cut steeply. Though the impact of economic factors is relatively greater for the urban
population. greatest concern must be reserved for the rural population, who account for 80
percent of the total population, and who are on average considerably poorer. Rural dwellers did
not enjoy the same benefits of economic grovhlr\tlhroughout the 1990s as did those in urban
areas. Urban incomes were on average 5 times rural incomes in 1990, rising to 8 times in 1997.
For the rural poor of the Central Highlands and the Central Coastal regions, the 1997-8 drought
has severely impacted agricultural yields, as a result of which nearly a million people may now
face hunger. Meanwhile, coastal dwellers in parts of the Mekong Delta are still seeking to
restore livelihoods after Typhoon Linda in November 1997. Hence, while some vulnerable
groups may be relatively protected from the regional economic crisis, they have been affected by
other factors.

4. This sequence of difficulties is described in greater detail below. The following sections
set the stage for the discussion of possible responses which are presented in subsequent chapters.

THE IMPACT OF THE REGIONAL CRISIS

5. The depth of the regional crisis is comparable to the debt crisis in Latin America and the
transition crisis in Europe and Central Asia.! The five crisis countries of East Asia are growing
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at minus 7 percent this year instead of the plus 7 percent averaged over the last seven years.
Since June 1997, their stock markets have lost around 60 percent of value and their currencies,
between thirty and seventy percent. Japan, representing 60 percent of the income of the region,
will contract by 2 percent this year. China will experience significant growth, albeit much lower
than the past. This, however, cannot offset Japan’s decline.

6. The regional crisis is spreading to other regions and undermining trade and capital flows
globally. In Russia and Brazil, growth is down and currency and stock markets are under severe
pressure. Other Latin American countries are in difficulty, too. World trade volume growth is
decelerating.” Oil and non-oil commodity prices are down by 33 percent and 18 percent,
respectively, relative to a year ago. Private capital flows to developing countries have fallen off
sharply in recent months. Only foreign direct investment remains close to 1997 levels.’

7. Since Vietnam's trade and other economic links are overwhelmingly with its East Asian
neighbors, lower growth of regional GDP and import volume makes Vietnam highly vulnerable.
Japan faces a two year contraction in GDP and imports (table 1.1). East Asia (excluding China)
will take three years to reach two-thirds of its import growth rate of earlier years. China’s
imports will probably grow at a fraction of their growth in previous years. Only US and
European GDP and imports are projected to grow robustly, near earlier rates.

Table 1.1: Projected Import Volume Growth of Trading Partners (%)

Percent of Total Import Volume Growth

1996 | 1991-97 1998 1999 2000 2001
USA 24 7.7 11.0 8.7 5.2 5.5
Europe 15.1 3.7 7.1 6.4 52 5.6
Japan 12.2 6.3 -1.5 -0.8 4.0 6.0
Southeast and East Asia 67.0 12.7 -11.3 43 82 9.0
(excl. China and Japan)
China 3.2 15.1 3.0 6.0 6.0 6.0
Weighted import volume 100 10.5 -7.1 4.2 7.1 7.0
growth of Vietnam’s trading
partners

Source: Development Prospects Group, World Bank, Washington, DC, October 1998
8. The optimistic scenario is for a gradual regional recovery over the next three years.

There is, however, a possibility of a worse scenario, of a further deterioration within the region,
further depreciation of the yen and less robust performance in Europe and North America.

VIETNAM’S VULNERABILITY

9. Vietnam’s dependence on Asia for exports and investment is huge and that makes the
impact of the regional recession unavoidable. East Asia (including Japan) accounted for about
70 percent of Vietnam’s exports and foreign investment (see figure 1.1).



Figure 1.1: Dependence on the Region *
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Source: General Department of Statistics and Ministry of Planning and Investment.

10.  Stagnating Exports. Not surprisingly, Vietnam's export growth will fall to around 3
percent this year. Low growth of both export volume and price explain the decline. In the first
nine months of 1998, total exports grew by 7.5 percent, slower than the 12 percent recorded in
the first half of the year. Growth in value of the top five export commodities has been around 4.5
percent. largely because of 12 percent volume growth; export prices, however, fell by 6 percent,

on average (figure 1.2).

Figure 1.2: Commodity Exports: Volume Is Rising, Prices Are Falling.

Aggregate Weighted Volumie and Price Changes, 5M 1987.1958
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Source: General Customs of Customs. Note: Five

commodities are crude oil, rice, rubber. coffee and coal.

Due to the effects of the regional
crisis, exports to Asia (i.e., East Asia and
Japan) fell by 5 and 20 percent in 1997
and 1998, respectively. Only exports to
China, Philippines, Indonesia grew this
year, with export growth to Indonesia
driven mainly by rice. Vietnamese
exporters are striving to diversify to non-
Asian markets. Exports to Europe grew
last year by more than ninety percent,
albeit from a low base; this year exports
are growing in excess of twenty-five
percent. Exports to the US are growing at

a rapid rate. too. 1.e.. twenty-five percent per year in both years. This geographic diversification
has helped to maintain some growth in export earnings.



Figure 1.3: Export Earnings Growth by Destination
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11. Non-traditional exports like garments, footwear and seafood, two-fifths of total exports,
are most affected by the crisis. East Asia and Japan’s import contraction affects these items
disproportionately since these countries constitute more than half of Vietnam’s market for these
goods. Also, these are price-sensitive exports which are now relatively less competitive in the
region, given the large devaluations in crisis countries. At the same time, these exports are also
potentially the most competitive and their rapid expansion must be part of any major export
drive.

12.  Falling Foreign Investment. Foreign investment inflows have fallen by around 60
percent in 1998 and are likely to fall further in 1999. New commitments are falling even more
sharply -- new licenses for foreign investment fell from $8.5 billion in 1996, to $4.0 billion in
1997 and $1.8 billion this year. Undisbursed licensed investment stands at about $26 billion, of
which about half is for real estate and tourism sectors, where demand and prices have collapsed.
About two-thirds is from East Asia and Japan, where many firms are strapped for cash. None of
this augurs well for higher foreign investment flows in the near-term.

Figure 1.4 : FDI Commitments and Actual Disbursement 1993-1998
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13.  The impact of the crisis is changing the nature of foreign investment flows. More than
half of foreign investment this year came from outside Asia. This reflects the sharp decline in
Asian investment. Large investors like Thailand, Malaysia and Hong Kong (China) invested
little this year. Only Japan, Taiwan (China), Singapore, and Korea continue to invest, even if at
lower levels than before. Also, the sectoral composition of investment was different this year.

14. Weakening Competitiveness. The effects of the regional crisis have also made Vietnam
less competitive, for two reasons. First, there have been substantial currency devaluations in the
crisis countries. Indonesia’s exchange rate depreciated by nearly 80 percent (see table 1.2), while
those of the Philippines, Thailand, Malaysia and South Korea depreciated by around 35-40
percent.’ The dong, on the other hand, has been devalued by much less and not enough to restore
competitiveness to pre-crisis levels. Three exchange rate adjustments in July 1997, February
1998 and August 1998 devalued the dong by around 17 percent, but this was insufficient to offset
the gains in competitors’ positions. In real terms, the dong’s exchange rate appreciated relative
to June 1997. Figure 1.5 below shows such appreciation. Today, the real exchange rate of the
dong remains appreciated by around 10 percent. However, on a bilateral basis, vis-a-vis any
individual “crisis” country, Vietnam’s exports will be even less competitive.

Figure 1.5: Real Exchange Rate Movement Table 1.2: Changes in Currency Prices
Redl Brhange Rate (Rise is Appreciation)
Currency
% change on Sept. from

June ‘97
Indonesia -78
Korea -36
Malaysia -33
Philippines -40
o . : . Thailand -39
19978 1972 19973 199704 199804 19982 1998GBE Vietnam 17

- . - Source: Bloomber
Trak Wghted Byport Wigted HWigted g
-~ ™ il J Note: All data are as of September8,1998

Currency: US$/local; (-} is devaluation

rSource: World Bank Staff. Note: 1997Q1 = 100,

15.  Vietnam’s labor cost advantage has been reduced as a result of the real appreciation of the
dong. Before the crisis, Vietnam’s labor cost was less than a fifth of others, except Indonesia
(see table 1.3 below). Since then, the cost of unskilled and minimally-skilled labor in Indonesia
has fallen in dollar terms and may now be on par with or lower than that of Vietnam, given the
relatively large devaluation of the rupiah and ongoing deflation in Indonesia. Nevertheless,
Vietnam’s labor cost advantage vis-a-vis most other countries remains, even if it has been
somewhat diminished.

16.  Second, reforms currently being implemented in “crisis” countries will make them more
attractive to investors and exporters than they were before. These countries are liberalizing their
legal framework for property ownership and foreign investment, eliminating tax disincentives to
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restructuring and new domestic investment, as well as lowering trade barriers. The financial
sectors of such countries are being made leaner and more efficient through rapid restructuring of
banks and firms. China, though not in crisis, is also implementing a second-round of reforms;
state-owned enterprises are being liquidated and/or restructured in large numbers while banks are
being restructured and strengthened.

17. Before the crisis, businesses viewed Vietnam’s regulatory and external trade
impediments as among the worst in the region. Vietnam was placed close to the bottom in
competitiveness among 58 countries surveyed in 1997.° The most daunting constraints cited by
firms in Vietnam related to legal, regulatory trade and tax regimes. Government regulation of
firms’ activities and their discretionary application featured most prominently. India and Central
America were viewed more poorly, but the rest of East Asia was seen on average to be several
notches better. The firms did say, however, that Vietnam had certain clear advantages in the
following areas: high demand for firms’ products, low wage costs, easy availability of labor, less
intrusive labor regulations, and excellent security.

Table 1.3: Pre-Crisis Wage Levels (1996)
(Average wage unless indicated otherwise)

Country Minimum Unskilled Skilled Technicians Engineers Middle
Wage for Labor Labor ($/month) ($/month)  Management
Unskilled ($/day) ($/day) : ($/month)
Labor
($/day)
Indonesia 0.70-2.85 2.00-3.00 6.10 250 380 560
Malaysia None 7.97 13.28 578 1,395 1,992
Philippines 4.19-5.65 4.00-6.70 7.00-9.17 350-550 650-962 1,076-1,307
Taiwan 28.50 37.50 51.5 1,378 1,568 2,225
(China)
Thailand 5.07-6.25 5.12-6.13 6.61-7.28 282-560 584-749 700-1,221
Vietnam 0.78 1.29-1.37 2.15-2.38 100-185 195 220

Note: All data are as of mid-1996. Average wages are for workers in light manufacturing industries.
Source: World Bank, Philippines: Managing Global Integration, Volume I, November 1997, p. 9.

18.  Pressure on the External Balance. The above factors have led to pressures on
Vietnam’s external balance position. So far, however, the Government has managed to avoid a
balance of payments crisis by taking actions to compress imports, and to preserve or mobilize
additional foreign exchange, albeit sometimes through very short-term measures. Hence in 1997,
the slowdown of export growth and reduced private transfers were more than balanced by import
contraction and high inflows of FDI and ODA. In 1998, trade and current account balances are
forecast to come under pressure due to lower export growth and FDI flows. As a result, current
account deficit is expected to decline from 7.6 percent of GDP in 1997 to 4.6 percent this year
(chapter 5).

19. A closer look at Vietnam’s external balance performance since the onset of the crisis
reveals important reasons for concern. The approach used by the Government to contain the
external balance position and avoid a balance of payments crisis has so far relied heavily on
import restrictions. While this has provided a short-term solution, it is neither sustainable nor
consistent with a return to longer-term growth given the import content of production and the
dependence on capital and intermediate goods imports. Unless Vietnam is able to restore rapid



-8-

export growth, and/or significantly increase domestic savings performance as an alternative to
foreign savings, it will have to continue to settle for a much lower growth path consistent with its
now much lower import capability, or resort to other sources of external financing -- largely
shorter term, non-concessional debt’ -- that will certainly compromise the economy’s ability to
service its debt, and eventually create a balance of payments crisis. While Vietnam’s external
reserves have increased to an estimated 7-9 weeks of imports, this is still insufficient to provide a
comfortable degree of cushioning against a prolonged external shock and ward off a balance of
payments crisis.

THE COSTS TO VIETNAM

20.  Vietnam’s exposure to the regional economic crisis has disrupted growth, affected banks
and SOEs, threatened fiscal and external balances, and made the country more susceptible to
underlying policy weaknesses in the economy. These problems have been compounded by
climatic disasters.

21.  Slowdown in GDP Growth. Growth of real GDP this year is likely to be around half the
rate of previous years. This estimate is lower than the Government’s estimate mainly due to
differences in industrial and service sector growth rates.? These differences are due to different
judgements about the magnitude of impact of the fall in foreign investment and export growth. In
addition, there are differences in assumptions about the last three months of 1998, for which data
is not available. Given the uncertainties in any downturn, Table 1.4 provides a range rather than
point-estimates of GDP growth.

22.  The first 9 months of 1998 confirm that all three “drivers” of the economy have suffered:
exports, representing two-fifths of GDP and growing in the past at 25 percent on average, are
now not growing at all; investment, representing more than a quarter of GDP, is actually falling
and agricultural growth is down to 2.5 percent, due mainly to drought, compared to growth of 4.5
percent last year.

23.  Overall domestic demand growth is down, as evident from falling retail sales and rising
vacancies in office and residential space, and service sector growth has been reduced as trade-
related services, tourism and real estate have slumped. Demand for construction work and
construction materials have fallen because of the large decline in foreign investment. Smuggled
imports from neighbors, made cheap by devaluation and excess capacity in those countries, are
displacing sales of domestically-produced goods.

Table 1.4: GDP Growth Rates (percent)

Item 1991-96 1997 1998 (est.)

Total GDP 8.4 8.8 3.5-45
Agriculture, Forestry, and Fishery 44 45 25
Industry 12.8 13.2 7.0-8.0
Services 90 86 1.5-3.0

Source: Bank Staff Estimates for 1998 are based on 9 months data. All other years are
from GSO, Government of Vietnam



24.  The large fall in growth of domestic and export demand must be reflected in lower
growth in industrial and service sector GDP. The Government’s estimates of industrial growth-
are higher than ours, because it uses production rather than sales as a basis for estimating
industrial growth. Our view is that given the fall in growth of manufactured exports and in
demand for construction, as well as greater competition from smuggled imports, :growth of
industrial sales must be substantially lower than last year’s 13 percent, i.e., around 7 to 8 percent.
Unfortunately, the absence of systematic data on inventories prevents a full reconciliation of our
estimate with that of the Government.

25.  On service sector GDP, our estimate for 1998 is again lower than the Government’s.
There are differences in assessment of the key components of service sector growth, given the
absence of hard data on those components. For example, retail and wholesale trade is likely to
have done poorly because of stagnant exports and falling imports, both important drivers of
trade. Though rice output is higher last year, industrial cash crop output is lower. The overall
impact, in our judgement, is more severe than that predicted by the Government. Real estate and
tourism have both fallen, but there is not enough information to ascertain the exact magnitude of
that fall. The same is true of other services.

26.  Poorly Performing State Enterprises. Three-fifths of state enterprises were unprofitable
before the growth slowdown (table 1.5). The rest were having difficulty, evident from their
declining profits and tax contributions. What is most worrying are the debt levels of SOEs; total
debt exceeds the capital of the enterprises. With overall demand down, state enterprises are
finding it even more difficult this year to produce, sell, make a profit and service debt.

Table 1.5: State Owned Enterprises’ Key Indicators as of December 31, 1997

Total number of SOEs State Total Employment
Capital Debt
Number | percentof Total Average Income
Employment of Employees
(*000/month)
I Total 5,467 100 73,272 | 101,361 1,614,867 588
1 Profitable SOEs 2,174 40 52,394 | 60,784 929,017 745
2 | Unprofitable SOEs 3,293 60 20,878 | 40,577 685,850 405
II | Central Total 1,651 100 47,270 | 65,844 899,374 680
1 Profitable SOEs 757 46 38,019 | 44,399 583,455 903
2 | Unprofitable SOEs 894 54 9,251 21,445 315,919 466

Source: Ministry of Finance, Government of Vietnam (based on recent classification exercises)

Notes:

1. The figures are rounded and in VND billion

The table does not include data from Tien Giang and Cao Bang provinces

Central SOEs do not include data from Tuyen Quang, Kon Tum, Dong Thap, Ca Mau, Bac Lieu, Soc.
Trang, Binh Phuoc, Bac Can, and Hoa Binh provinces.

4. Debt includes commercial bank debt, external FDI-related debt and inter-enterprise debt.

w
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27.  Worsening Condition of Banks. The banking system is in difficulty because its
customers are not doing well. Vietnamese enterprises — given that households account for a small
proportion of banking business -- are banks’ main customers, and they are performing poorly.
Exporters of major commodities are generating less revenue because of the decline in world
prices and exporters of manufactures are as well, because both volumes are slowing and prices
are down. Import-competing enterprises are squeezed by falling domestic demand and smuggled
imports, while service providers are affected by falling external and domestic demand.

28. The financial situation of banks was fragile before the slowdown, and the internal
governance mechanisms of most banks have been too weak to respond appropriately to the crisis.
Deposit mobilization is falling off and credit allocation remains inefficient. At the end of 1997,
over-due loans and foreign currency loans were high and off balance sheet exposures large. The
situation has worsened since. Currently, for all banks (state-owned-commercial and joint-stock)
overdue loans are around 13 percent of total loans, though for two state-owned-commercial
banks, the level exceeds 20 percent and for several joint-stock banks, it is higher still. This level
of over-dues may even understate the actual extent of the problem because of the weaknesses in
the loan classification system, and existing frozen loans.’

29. Public Services and Fiscal Balance Under Pressure. Revenue as a share of GDP, fell in
1997, and will barely grow this year. Weaker SOE performance and lower import-tax receipts
explain most of the stagnation in revenue. The Government has responded to this situation by
cutting planned current expenditures across-the-board. Capital expenditures are also being cut by
postponing 27 projects. Total expenditure will grow only marginally this year as a percentage of
GDP. This year’s overall fiscal deficit (incl. grants) will be higher, rising to 1% of GDP.

Table 1.6: Fiscal Situation

Percent of GDP 1996 1997 1998 o/

Rev. Prel. Est.

Total Revenue and Grants 241 204 20.2
Tax Revenue 11.0 10.0 9.0
Transfers from State Enterprises a/ 10.0 7.7 7.8
Other Non-Tax Revenue 26 21 29
Grants 0.6 0.5 0.6
Current Expenditure (exc. interest) 17.2 14.3 14.5
Capital Expenditure (exc. on-lending) 6.0 6.0 5.8
Interest (Paid) . 1.0 0.8 0.6
Contingency 0.0 0.0 03
Total Expenditures 243 21.1 21.2
Overall Balance (Cash Basis) -0.2 07 -1.0

Source: Ministry of Finance.
Nore: All figures rounded. a/ Transfers include all taxes, operating surplus, depreciation allowances, and
capital user fees.

30.  The effects on expenditure allocations are unclear, however. Will the postponed projects
be those with the lowest returns? If so, public expenditure efficiency will be raised. Will current
expenditure cuts fall on critical areas such as health, education and/or road maintenance
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expenditure, where increased expenditures are called for? Will the poorer provinces spend less
per capita than before? In those cases, the poor will be hurt. The social dimensions of the fiscal
squeeze are discussed in the next section.

The Human Cost: Poverty and Social Impact

31.  Rapid economic growth in recent years has led to remarkable success in reducing
poverty. Since doi moi began, the share of the population living in poverty fell from about 70
percent to 30-35 percent today, implying an annual, average rate of poverty reduction of 5-6
percent, similar to real per capita GDP growth rate in this period. In other words, the elasticity of
poverty reduction with respect to growth has been impressive, demonstrating the relatively
balanced nature of growth. If the momentum of poverty reduction is to be maintained, given that
per capita GDP growth could slow to 2 percent, the pattern of growth must be more pro-poor and
more poverty-targeted measures must be expanded.

32.  Four factors conspire to create difficulties. First, the economic slowdown translates
directly into lost income and employment for many. Second, drought and Typhoon Linda
reduced agricultural incomes and yields in late-1997 and early-1998. Third, it is likely that
transfers from the relatively better off to the relatively worse off will fall, particularly as urban
wage earners are less able or willing to send remittances to family members. And fourth,
government spending cuts may fall disproportionately on the social services of most relevance to
the poor and to those in poorer provinces. The combined social effects of these factors are not
yet clear, but are likely to be serious, particularly as unemployment grows. A new strategy for
addressing poverty is therefore needed.

33.  Increasing Unemployment. Unemployment, especially urban unemployment, is rising in
1998 for the second consecutive year. Increased rural-to-urban migration is exacerbating the
situation. Despite a lack of reliable data, joblessness is higher than the recorded 6 percent. In
Hanoi, the rate is probably more than 8 percent. Slowdown in employment growth began in
1996. Until 1996, employment growth kept pace with labor force growth. In 1997, however,
employment growth was negative (i.e., -0.6 percent) for the first time since doi moi reforms were
initiated. Agriculture and industry shed labor with employment falling by 6.2 percent and 5.6
percent, respectively (see figure 1.6).

Figure 1.6: Employment Growth in Sector (percent)
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Source: General Department of Statistics
* The 1989-91 decline reflects the close-down of 2000 or so State enterprises.

34.  Falling employment in industry probably reflects the high capital-intensity of production
that has been encouraged by import protection. The question in terms of generating employment
is whether policies to encourage production of labor-intensive products will be adopted.

35. Employment is highly vulnerable. Though service-sector productivity remains low, more
than half the labor shed by agriculture and industry was absorbed by the rural service sector and
another third, by the urban service sector. Large declines in service sector growth rate will
jeopardize the capacity of that sector to absorb labor, creating more unemployment. The
slowdown in services reflects, among other things, lower activity in banking given increasing
difficulties in that sector, and a slowdown in trade and real estate activities. The slowdown in
hotel and tourism activity is related to Vietnam’s decreasing attractiveness as a tourist destination
relative to other countries in the region.

36. Reduced Incomes of the Rural Poor. In Vietnam, about 90 percent of the poor live in
rural areas, and so what happens to rural incomes and employment as a result of the slowdown
will largely dominate the impact on poverty. Since reforms began, two factors have contributed
to poverty reduction in rural Vietnam: increases in small-farm agricultural productivity,
particularly linked to land reform - and diversification of income sources, both on and off the
farm. Given the very small endowment of agricultural land per capita — there are 900 people per
square kilometer -- there is high underemployment and low productivity and incomes in
agriculture. Future potential for productivity growth in agriculture is limited. With population
expanding at about 2 percent annually, surplus rural labor has to be increasingly absorbed in off-
farm activities.

37.  Most households are engaged in varying sorts of off-farm activities to supplement their
farm incomes -- either wage employment or self-employment. They include fisheries, food
manufacturing, food trade, and other retail trade. In Vietnam as a whole, only 30 percent of the
rural poor depend on farming alone for their incomes. This dependency varies by region and
ranges from a high of 47 percent in the Northern Uplands (a very poor region) to a low of 18
percent in the Mekong Delta (one of the less poor regions). On average, men and women in rural
areas still spend only 30-32 hours per week on income earning activities. Thus, there is ample
scope for improving the lives of poor people by providing them with additional income earning
opportunities. The current slowdown in economic growth will affect not only the agricultural
incomes of the poor, but also opportunities to supplement their farm incomes from off-farm
activities in the manufacturing and services sectors.

38. While wage employees are only a small fraction of the poor, the majority of them are
landless laborers who tend to be among the poorest of the poor. During the last five years, real
wages have been growing rapidly and it is likely that wage laborers became better off as a result.
As the rural economy slows down, however, this group is likely to be particularly adversely
affected, both by a slowdown in employment opportunities, and possibly by a slowdown in wage
growth as well, caused by a slackening labor market and more people chasing fewer jobs.
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39.  Erosion of Informal Safety Nets. During the period of rapid economic growth, private
income transfers between households have played an important role in Vietnam in providing
safety nets for vulnerable groups.'” This might now be threatened. As income growth and
employment shrink economy-wide, the amount of such transfers is likely to shrink. This may be
especially pronounced in urban areas as workers fear loss of their jobs as FDI and exports fall.
Formal sector workers of shrinking industries and their dependents are likely to be quite
vulnerable under the current economic slowdown.

40.  The impact may be serious for the 42 percent of households that are net recipients of such
transfers, a substantial portion of whom are the elderly and female-headed households. Gross
transfer receipts make up a quarter of their household income. In rural Vietnam, 41 percent of
transfers come from children (to parents), and the rest from other relatives. Private transfers are
also targeted to the very young, suggesting that they are used to finance human capital
investments.

41.  Reduced Social Spending. There are indications that public education and health
spending is falling this year. Public expenditures on education have declined in real terms in
1998 while those on health have fallen in both nominal and real terms. Unless expenditure cuts
are carefully planned to minimize negative impacts and ensure medium-term sustainability, such
cuts in spending could make a bad situation worse. Careful expenditure prioritization is all the
more important when the poor are hurting, and health and education expenditures are under
threat.

42.  Falling fiscal revenue this year and the next is likely to worsen the distribution of
expenditures in poorer provinces (especially poorer communes), despite recent amendments in
the law on intergovernmental finance. Between 1994 and 1996, there was rising inequity in the
distribution of per capita public spending across provinces. Figure 1.7 shows that per capita
spending has become more unequal across provinces in 1996 relative to 1994. Fortunately, the
distribution of social spending remains relatively egalitarian. Education spending, for example,
is fairly progressive. The inequality in per capita total expenditure across provinces stems from
other categories of spending, mainly investment expenditures.

Figure 1.7: Per Capita Spending Across Provinces

Graph 1: Rising Inequity of Provincial Spending Graph 2: Distribution of Expenditure in Vietnam
Between 1994 and 1996
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43.  Three features of the current system put per capita spending levels in the poorer provinces
at risk under a revenue-squeeze. First, as revenues fall, line ministries have the discretion to push
spending responsibilities down to provinces, districts and communes (see below). Second, richer
provinces can keep more of their revenues by under-estimating revenue projections, thereby
having more resources and more flexibility to allocate efficiently for delivering services. Third,
the Budget Law specifies that cash transfers to provinces (which are poorer provinces) may be
adjusted to account for changes in prices; it is not mandatory. In fact, this year, the adjustment is
only 6 percent though inflation is closer to 10 percent, implying a fall in real transfers.

44, Though there is little information available on the intrasectoral split of expenditures, it is
possible that spending in education and health that benefit primarily poorer groups could bear the
brunt of contraction in revenue and transfers, and thus have important implications for poverty
reduction efforts. The decline in available public resources in provinces, districts and communes
will call for higher levels of local voluntary contributions. This may be needed to ensure that, at
a minimum, access and quality of social services are maintained. But increased local and private
contributions are likely to be regressive. Health and education line ministries frequently mandate
standards that provinces must achieve, program by program, but cannot ensure that sufficient
resources are transferred to meet these mandates. Provinces may be required to co-finance the
programs. The richer ones can perhaps mobilize the local revenue required, but the poorer ones
may not be able to do so, in which case they will lose the matching contribution from the center.
Their alternative is to delegate spending responsibility to the districts and communes. Districts
and communes, in turn, can either reduce services or raise “voluntary contributions” from service
users, who often find it extremely difficult to pay. Some NGOs, such as Oxfam, will endeavor to
meet this contribution on behalf of poor communes, in order to safeguard basic services.

45.  Itis likely, then, that non-income indicators of living standards and poverty reduction will
worsen over the medium-term in the absence of specific government policies to preserve funding
for poorer provinces and social sectors, as well as to improve the efficiency and intrasectoral
allocation of expenditures. Reallocation of spending is necessary to ensure that those categories
of expenditure with greater returns in terms of reducing poverty are funded adequately.

CONCLUSION

46. The external shock to Vietnam from the regional crisis — through large declines in foreign
investment inflows and in export growth — has been equivalent to US$3 billion or 12 percent of
GDP. This threatens both the external and fiscal balance, too. Coupled with lower agricultural
growth, aggregate GDP growth this year is estimated to fall to around half of previous years’
rates (on the basis of 9 months data), though Government estimates call for only a drop of a third.
The large fall in GDP growth threatens the impressive reduction in poverty Vietnam has
experienced.

' In terms of the effects on the worst affected countries in the region, see East Asia: The Road to Recovery World
Bank, Washington DC, September 1998
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2 Trade volume growth has fallen from 11 percent in the fourth quarter of 1997 to 4 percent in second quarter of
1998 (see World Bank, DECPG “Prospects and Risks in External Environment of Developing Countries”,
September 1998).

3 Gross private capital flows to developing countries fell to near zero in August 1998, compared to $3 billion in the
same menth in 1995 and to $2.5 billion in 1996 and 1997. The falloff in flows that began in Asia has now spread to
Latin America and Europe (especially Russia). Private capital markets are worried by the rising difficulties of
bailing out countries in troubles and by the unilateral Malaysian and Russian decisions on exchange controls and
debt moratorium that may reflect a trend (see World Bank, DECPG op. cit. )

* These are Ministry of Trade and Ministry of Planning and Investment data.

5 Together with large declines in stock prices, the domestic asset prices in these countries have become very
attractive and exports very competitive.

® The Global Competitiveness Survey (GCS), 1997, carried out by the World Economic Forum (Davos) was based
on responses from 58 countries and 3000 firms, (including 51 firms operating in Vietnam). Their overall analysis
put Vietnam near the bottom of the list in terms of competitiveness of the economy.

" It is not clear, given the current climate in the region, that Vietnam could even access this form of financing at -
levels needed to maintain its growth momentum

¥ Government estimates overall GDP growth in 1998 to be 6 percent, a third less than the average for 1996 and
1997. Industrial and service-sector growth rates are estimated at 12 percent and 6 percent in 1998 compared to 13
percent and 8 percent in 1997.

° In addition to overdue loans, state banks also carry a large portfolio of so-called frozen loans, (bad loans that
emerged from the monobank system prior to 1990) estimated at about VND 2,4000 billion at end-1997 (3 percent of
state banks’ total assets). Under current procedures, the Ministry of Finance, the State Bank, and local governments
have to certify that such loans cannot be collected, and the Ministry of Finance then covers the loss in the form of
capital injections.

' Data from the 1992/93 VNLSS indicate that private transfers were substantial and sometimes functioned like
means-tested public transfers (Cox, Fetzer and Jimmenez, 1998). More than half (51 percent) of households
received private transfers, and almost three-quarters (72 percent) gave them. About 38 percent did both, and about
15 percent did neither. 42 percent of households were net recipients and 43 percent were net givers.



2. RISING TO THE CHALLENGE - UNLEASHING THE

POTENTIAL OF ALL VIETNAMESE

1. Against the backdrop of problems described in Chapter 1, decisive and bold leadership is
needed to weather current difficulties, and to ensure a swift return to a rapid and sustainable
growth path. To capture every opportunity and to use every resource available (including all its
people), Vietnam must respond to three imperatives:

Maximize the efficiency of resource use. Vietnam must do more with less. All
existing resources and assets have to be used more efficiently. Every dong, dollar
and yen of new investment must generate more output and more employment.
Banks must allocate credit to activities that use more labor than capital. Efficient
enterprises, especially small and medium enterprises in rural industry, must get
more of that credit.' And that requires the drive and dynamism of all Vietnamese
people.

Mobilize resources wherever possible. Efforts to mobilize more savings,
domestic and foreign, must be pursued in parallel. Banks must be restructured and
strengthened so as to attract more of the domestic savings held outside the
banking system. Attracting more foreign investment will be more difficult than
past years." But in the near term, expediting Government decisions on projects
relatively advanced in negotiations, can unlock foreign investments quite quickly
and improve perceptions of the Vietnamese investment environment rapidly. In
the medium term, more transparent policies and more competitive infrastructure
services can attract a bigger share of the limited non-Asian investment that is
available. Foreign savings can also be raised by implementing aid-funded
projects better and faster.

Unleash the productive potential of the poor and unemployed. Vietnam’s most
abundant asset is the labor of its people, particularly the poor. To avoid losing
momentum in the poverty reduction effort, more focus is now needed on inclusive
development. Protecting the productive capacity of the poor will be critical to
future growth. The slowdown will affect the income of the rural poor. Also
reforms — lowering import protection or liquidating and equitizing state-owned
enterprises (SOEs) — will have transitional unemployment effects on the urban
poor and non-poor. But the country must harness their potential at this difficult
time. To accomplish that, measures providing financial compensation to labor will
be needed. All efforts must be made to maintain the incomes of the poor and
unemployed and sustain levels of social services.
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2. Fortunately, Vietnam has five policy levers that it could use to respond to the three
imperatives. Employed collectively, these levers could unleash the potential of all Vietnamese
and foreign partners in the country’s future growth. These priorities are to:

. reform state-owned enterprises;
o build up a modern and efficient banking system;
) promote small and medium enterprises;
. unleash the full productive capacity of the poor; and
o improve competitiveness in the global marketplace.
3. Only by harnessing the drive and dynamism of all its people, can Vietnam meet the

challenges of enhancing efficiency, and attracting more domestic and foreign savings for
investment. So far, farmers, state-owned enterprises, and private foreign firms have driven
growth. Private small and medium enterprises (SMEs) have played a negligible role, especially
in industry. But private SMEs have been the most efficient users of resources in other countries
of the region and key to employment creation. They need to be encouraged in Vietnam.

4. A vigorous private SME sector will need more freedom to operate and better services
from a vigorous and modern banking sector, neither of which Vietnam has at present. A
precondition for promoting such entrepreneurship, therefore, is to introduce reforms to reorient
the country’s banks towards the needs of private SMEs and to restructure, equitize and liquidate
SOEs, to improve their efficiency. An important starting point for promoting private enterprises
— affecting small farmers and larger firms alike — is SOE reform. This is the “upstream”
problem. Removing existing restrictions on private corporate activity, ending preferential
treatment of SOEs, and endorsing private sector successes publicly, will also be important steps.
This will enable private SMEs to respond to opportunities created by reforms in banking, state
enterprises, and trade.

5. Rural growth would be encouraged by these policies, too. A more open trade regime and
less import protection for heavy industry will mean more investment in labor-intensive sectors
and exports (garments, footwear, travel goods, processed agricultural products, tourism),
stimulating rural industry and agriculture. Eliminating privileges of state-owned enterprises —
including the tight link between banks and SOEs — will lower discrimination against rural areas,
given that the overwhelming number of state-owned enterprises are in urban areas, benefiting
only a small part of the urban population. Reforming the banking system and banks will allow
the allocation of more credit to rural areas, especially rural industry.

6. This year, Vietnam’s reform has picked up momentum. But it is not adequate to arrest the
economic slowdown underway. Notable progress has occurred in some areas as Box 2.1
describes. What is lacking is a sufficient degree of consistency and synergy among these
reforms. For example, registered private firms can export or import more easily, but registration
of private businesses, a prerequisite for trading, is as difficult as before. Equitizations are being
accelerated but their efficiency-impact will be limited if the trade regime remains protectionist.
Also, given the slowdown, measures need to be more carefully directed towards the needs of the
poor.
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Box 2.1: Overview of Recent Reform Actions: September 1997-November 1998
Banking Reform

- Approved the Law on the State Bank of Vietnam (Nov 1997) confirming its dominant role in
implementing monetary policy and in regulating credit institutions, as well as established a high-level
Financial & Monetary Committee to supplement SBV’s advise to the Government on monetary policy;

- Approved Law on Credit Institutions (Nov 1997) to be supplemented by decrees on prudential
regulations which establishes the legal regime for all credit institutions, both banks and non-banks;

- Established a Bank Restructuring Committee and initiated restructuring of Joint-Stock Banks in HCM
City.

- Issued Directive on “Special Control Regime for Banks in Trouble” to guide SBV intervention in
troubled banks (July 1998).

- Initiated intervention in several JSBs (Sept. 1998)

State Enterprise Policy

- Government issued Decree on equitization to simplify the process of equitization and allow limited
foreign shareholding (July 1998);

- Issued Prime Minister’s Directive No.20 to adopt alternative ways of reforming SOEs, e.g. divestiture
outright sale, competitive bidding, etc. (April 1998);

- Prime Minister’s Decision approved a list of SOEs to be equitized (Sept. 1998);

- Government initiated classification of all SOEs (Sept 1998);

- Approved Decision to create a National Enterprise Reform Committee (June 1998);

- Announced targets for equitization of 400 and 1,000 SOEs by 1999 and 2000, respectively (Feb 1998).

The Climate for Investment

- Amended Law on Promotion of Domestic Investment (May 1998) allowing domestic and international
organizations, and individuals, to buy shares or to contribute capital to domestic enterprises, including
equitized SOEs; it also provides additional incentives for domestic investment (similar to those provided
to foreign investors);

- Approved new Decree on foreign investment (Feb 98) providing additional incentives to foreign
investors and issued implementing regulations for each sector;

- Government has begun private/public dialogue, to better understand constraints faced by private
foreign investors (Feb 1998 onwards). A “hotline” has been established to take complaints.

Trade Policy

- Approved legislation (May 1998) to lower the maximum import tariff to 50% (with the exception of six
groups) and number of tariff-rates to 15, but implementing regulations have yet to be issued;

- Allowed domestic firms (Decision 55, Mar 1998) to export goods directly, requiring no export license,
(with the following exceptions: rice, explosives, books, precious stones, antiques etc.) as long as export
goods are within the scope of firms’ line of business (Mar 1998),

- Removed licensing of imports of consumer goods but implementing regulations have yet to be issued
(May 1998);

- Removed conditions of minimum capital ($200,000) and qualified personnel for registered firms to
become importers, as long as imports are within scope of firms’ line of business (July 1998);

- Liberalized allocation of rice export quotas to private sector, by allocating a part of the quotas to non-
state firms for the first time (Jan 1998);
- Allowed private firms to import fertilizer (Jan 1998).

Fiscal Policy
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- Approved new Decree to publish state, provincial and commune budgets every year starting in end-
1998 (Nov 1998); ‘

- Approved two tax laws to replace by 1999 (a) the multi-rated profit tax with a single-rate enterprise
income tax and (b) the turnover tax with a three-rated value-added tax (Nov 1997);

- Amended Budget law to improve assignment and allocation of tax revenue to lowest local level, the
communes;

- Restructured commercial external debt through a Brady-type debt and debt-service reduction
agreement with London Club commercial creditors (Dec 1997);

- Issued Decree to implement External Debt Management Strategy allocating responsibilities for
maintaining debt and for implementing debt strategy (Sept. 1998).

Reforming State Enterprises

7. An open trade regime, a “hard budget” constraint, lending decisions made on a
commercial basis, and good corporate governance are the best instruments for ensuring efficient
and competitive SOEs. Without them, scarce resources like investment, credit, and foreign
exchange are wasted. At present, however, none of these are applicable to Vietnamese state
enterprises. The import regime is geared to protecting SOEs and the banks are geared to bailing
them out. That must change. Tailor-made import protection and preferential treatment by state-
owned commercial banks and joint-stock banks have to go. SOE reforms and restructuring
coupled with a safety-net for labor can ease the transition from protection to liberalization and
competition.

8. The Government’s announced strategy is limited and not sufficient to achieve the
intended results. Its recent decisions and decrees describe three responses to the situation:

- liquidate the unprofitable and non-viable SOEs;

- equitize profitable SOEs that are not classified as wholly state-owned;

- change the relationship between board of directors and management for
enterprises to remain under majority state control.

9. While these are moves in the right direction, they are not sufficiently comprehensive. For
example, many SOEs that are currently unprofitable may become “potentially viable” with some
restructuring. Conversely, when import protection is reduced, some currently profitable SOEs
may become non-viable; pre-emptive restructuring could help them to shed their unprofitable
parts, reschedule their debt, or alter their product-mix so as to become viable. The taxonomy in
table 2.1 shows what might be a more comprehensive set of reform options for SOEs with
different characteristics.



-20-

Table 2.1: Options for SOE Reform

Currently ‘Profitable’ Currently ‘Unprofitable’

SOEs SOEs
Viable Potentially  Viable Potentially
Non-viable Non-viable
Large Enterprises to remain  Financial Restructure, Restructure  Liquidate
: Performance Merge, or or Merge
Wholly State-Owned Contracts Liquidate

Large Enterprises with Equitize or Equitize or Equitize or Liquidate

Majority Ownership Divest Liquidate Divest
Equitize or Equitize, Equitize or Liquidate
Divest fully  Divest, or Divest fully

All Others . Liquidate

10.  Wholly State-Owned Enterprises. It is still unclear how the large enterprises that are
classified to remain under full or majority government control will be made more efficient.
Running a large modern corporation inevitably involves the separation of the firm’s ownership
from its management. Providing systems for, and exercising sound corporate governance, is a
challenge that all large modemn corporations the world over must meet. Different types of
corporate governance systems have been used to make management accountable but there is now
a clear consensus that the most successful corporate governance systems are centered on the
prudent use of commercially-based incentives.

11.  In Vietnam, the lack of clear ownership identification of SOEs undermines corporate
governance as it leaves open the issue of who exactly should be monitoring the managers. To a
certain extent, the identification of a board of directors to oversee the corporation partially
addresses this issue but the difficulty in identifying owners, and specifying who will be
responsible for SOE liabilities, is typically the constraint on governance. The mixing of SOE’s
commercial and social functions, and the fact that the state is the ultimate owner and regulator of
SOEs, gives rise to unclear governance objectives and conflicts of interest. At the same time,
effective corporate governance is difficult to exercise when the institutions responsible for the
management of state assets rarely receive timely, accurate, and useful information about the
financial performance of the firms they control.

12.  Relatively few outside monitors, especially banks, exercise strong discipline on
Vietnam’s wholly state-owned enterprises. This contributes to weak corporate governance. The
state-owned commercial banks are mainly agents of the state, making the owner and creditor,
one and the same. SOE mergers (or threat of takeovers), can be effective disciplining devices
against poor management. But in Vietnam, to date, most mergers and takeovers of SOEs are
engineered by the Government and often do not represent commercially-driven actions.
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13.  The bottom line is that without a fundamental reorientation in governance incentives
toward modern commercial principles, those wholly state-owned SOEs, will either continue to be
ruled (explicitly or implicitly) by the old procedures with the resulting inefficiency, and a
corporate governance vacuum. The consequence, again, is that managers end up with de-facto
control over the enterprises. In principle, insider-dominated firms may deliver efficient
performance, as in the case of small firms with an owner-manager structure. But this is true only
if certain conditions exist, i.e., that the firm does not receive any fiscal and financial subsidies, it
faces robust import and inter-firm competition, and it fulfills its debt-service obligations.

14.  Equitization. Notable progress has been achieved in equitization. In the first eleven
months of 1998, over twenty-seven SOEs were equitized, which is more than the seventeen
equitizations that were carried out over the previous three years. But that is much less than the
target of 150 announced earlier this year. Ambitious targets for the next two years have also
been announced: 400 equitizations by 1999 and 1,000 by 2000. To accelerate equitization, new
decrees and decisions were approved simplifying the process of equitization" and expanding the
modalities of equitization. Box 2.2 highlights some of these positive changes. The classification
process has been completed in Hanoi and Ho Chi Minh City. Similar classifications are now
underway in the rest of the country.

-B0x 2.2 : KEY IMPROVEMENTS IN EQUITIZATION PROCESS

For all SOEs:

= line ministries, people’s committees, and general corporations have been given
authority to select and implement equitization;

= the valuation process though centralized, now requires fewer steps;

» proceeds from sale of locally-owned SOEs can be retained by local authorities’
budgets; and

= foreign entities are permitted to buy limited shares in equitized SOEs.

For Small SOEs (assets < VND 1 billion), more options are now permitted:
[ - sale without conversion to joint-stock company possible;
= outright sale, divestiture, or dissolution of the entire SOE;
= use of competitive tendering to sell an SOE or shares of SOE; and
= line ministries and local authorities will have the authority to decide on which
L ontionsto use to sell

15.  This acceleration of equitization is prompted in part by the initial results of equitizations
to date. Immediate post-privatization performance of seventeen equitized SOEs has been good.
On average, sales revenue doubled and employment rose forty percent.” None laid off workers.
This positive record is partly because only profitable, small SOEs, with few redundant workers
and little debt, were equitized.
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Table 2.2: Equitization Outcome (average for 17 SOEs)

Equity Capital (VND Billion) ~ 90.0
Employee Shares (%) 46.0
Private Shares (%) 20.0
Pre-Equitization Revenue 323
Post-Equitiziation Revenue 66.5
Pre-Equitization Labor 232
Post-Equitization Labor 322

Source: MPDF, Equitization of State Enterprises in Vietnam, March 1998.

16.  However, the pace of equitization may be slowed by four problems. First, the
preparation process for equitization, though much simplified, still remains centralized. Too
many parties are responsible for finalizing the valuation and the potential for unrealistically high
valuations is likely. There is still a need for the development of a ‘business-plan’, which many
firms lack the expertise to prepare. Second, the level of debt for most SOEs is high and no
systematic method of dealing with this has been formalized in decrees. Third, funds for
compensation and training of retrenched labor, which are estimated around 20-30 percent, are
not adequate. Designs of safety-net programs are being discussed with the World Bank and other
donors. Fourth, the Government has limited the scope for private sector participation in
equitizations, by restricting an individual company’s shareholding to only 20 percent of total
ownership for minority-Government-owned enterprises. While the intention is to ensure more
broad-based ownership, it discourages companies which could have brought additional capital
into the enterprise if they got majority control. Strategic foreign partners in the case of some
enterprises can bring in capital, technical and managerial expertise, and access to foreign
markets. They can raise profitability and employment and thus make their shares attractive for
others to buy.

Reforming the Banking System

17. Without restructuring banks, better deposit mobilization, and more efficient allocation of
credit is unlikely. The banking system is financially fragile (see Chapter 1), the regulatory
framework weak, and bank management poor. A faltering economy puts banks at risk and
undermines effective operations.

18.  Weakening Performance of Banks. Banks’ financial health was fragile before the
growth slowdown; over-due loans and foreign currency loans were high at end-1997 and off
balance sheet exposures large. The situation has worsened since. Currently, for all banks (state-
owned-commercial and joint-stock), over-dues are around fourteen percent of all loans, though
for two state-owned-commercial banks, the level exceeds twenty percent and for several joint-
stock banks, it is higher still. This level of over-dues is worrying, particularly because
weaknesses in the loan classification system may understate the actual extent of the problem.

19.  Foreign currency loans comprise around a third of all loans and an even bigger share of
loans by joint-stock banks. Nearly seventy percent of foreign currency loans are to state
enterprises. Banks are highly leveraged — the ratio of foreign currency loans to foreign currency
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deposits is 125 percent, compared to 114 percent for the dong loan-to-deposit ratio.” Banks also
have high indirect exposure to exchange rate risk, with foreign currency loans to domestic
borrowers who do not have dollar receivables coming under pressure with the recent large
depreciation of the dong."'

20.  Poor Deposit Mobilization. Overall, banks’ mobilization of deposits has been poor
relative to other countries. As a share of GDP, deposits rose from twelve percent in 1994 to 18
percent in 1998. Only a part of the rise in deposits came out of savings held outside the formal
system in real assets; most of this came from cash holdings. Only around a quarter of total
savings are kept in the formal financial system."" Much of the remainder is stored in real assets
and informal sector investments. Many of these investments provide low rates of return. This
tendency to eschew banks is in part due to poor confidence in the banking system, and in part,
because of poor services and low real returns on deposits.

21.  Despite vigorous interest rate competition, deposit growth is lower this year: only 13
percent versus 19 percent last year. The recent abolition of restrictions on spreads between
deposit and lending rates has made interest rate competition possible. Some dong time deposits
yield between 0.9 and 1.1 percent a month, though the average deposit interest rates are around
0.7 percent. But because of the ceiling on lending rates of 1.2-1.25 percent a month, interest-rate
competition may weaken banks’ financial health.

©22.  To remedy the weaknesses in the Vietnamese banking system, reforms will include three
types of actions:
' . intervention in weak and troubled banks to maintain confidence in the banking
system while containing fiscal costs;
° development of a prudential regulatory framework and good standards of bank

supervision to ensure prudent banking in the future, and;
. creating a level playing field for all banks to provide better banking services.

23.  Rehabilitating JSBs. The Government has rightly started with joint-stock banks. They
have significant private shareholding, low capital base and higher risk of spillover. Their
rehabilitation is most urgent. Weaknesses in state-owned commercial banks (SOCBs) are being
examined, too. But given their size and state-ownership, re-capitalization cannot proceed until a
clear picture emerges of the scale of the capital deficiency of those banks, the major problem

borrowers within state enterprises are identified, and the appropriate structure and management
of SOCBs are established.

24.  In addressing troubled JSBs, avoiding depositor panic at all costs is key. The risk of
contagion in Vietnam’s banking system, however small, does exist. Recent banking and
currency crashes in the Asian “crisis” countries, as well as in Russia, have heightened sensitivity
to this issue. Vietnam’s own experience in 1989-90, when a number of credit cooperatives went
under in Ho Chi Minh City, is still fresh in people’s memory. A repeat experience of a similar
kind would be a setback to emerging confidence in private financial institutions. Judicious use
of public funds to protect small depositors is thus warranted though the number of small
household depositors is likely to be small. But this should only be done in the context of a
liquidation or with new ownership and new management.
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25.  Restructuring troubled JSBs which suffer from inadequate capital must follow two
principles. First, to maintain the right incentives, losses must be allocated first to shareholders.
Large depositors, with implicit responsibility for monitoring banks, come next, followed by -
creditors. This will reduce the current fiscal cost of liquidating or restructuring banks. But more
importantly, this will encourage bank shareholders and large depositors to be more prudent in the
future. Second, after ascertaining the extent of capital inadequacy, current shareholders may be
given time to raise additional capital. If they are unable to raise that capital, the Government
must take control and decide to close down banks that are insolvent and rehabilitate those that
are marginally capitalized and potentially viable.

26.  Rehabilitating SOCBs. Rehabilitating state-owned commercial banks is more
problematic than restructuring JSBs, for three reasons. First, there must be some assurance that
SOCBs, after restructuring, will lend only on the basis of commercial criteria and manage their
business more efficiently. Such an assurance will remain difficult so long as the Government is
the sole owner of these banks and incentives for better management remain weak. Second,
restructuring SOCBs must go hand in hand with restructuring state enterprises. A large
proportion of non-performing loans are owed to SOEs and as long as SOEs remain in trouble,
SOCBSs’ recapitalization will be temporary. Third, all liabilities of these banks have to be fully
honored. Whatever unrecoverable capital deficiency arises will have to be covered by the
national budget. There is no other option until privatization to raise capital is considered.

27.  As afirst step, a clear strategy for the future role of the four largest SOCBs needs to be
elaborated. Key decisions on the number, size, and ownership structure of these banks have to
be made. Next, operational reforms should be initiated to improve management and control. It
will not be easy to change the lending practices of state-owned commercial banks.
Notwithstanding legislation insulating SOCBs from directed credit, both banks’ management and
the State Bank of Vietnam see the role of SOCBs as going beyond that of profit-seeking financial
institutions lending on commercial criteria.”™" Lending is influenced indirectly, by non-economic
criteria, especially for state enterprises.” This is because of confusion about the roles of these
banks. A new set of goals for SOCBs, where efficient mobilization of deposits and allocation of
credit is encouraged, needs to be explicitly articulated. Clarifying the role of SOCBs,

distinguishing them from policy banks, and implementing these changes in practice, will be a
major challenge.
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Box 2.3 : Poland’s Rehabilitation Approach to Banking Reform

Poland’s commercial banking reforms accelerated after 1990. In 1991, the government advised its banks
not to make new loans to enterprises that were in arrears on past loans; that restriction became law with the passage
of the Enterprise and Bank Restructuring Program in February 1993. The Ministry of Finance required regular
audits of all banks according to international standards, thus encouraging transparency and exposing the magnitude
of the bad loan problem. The restructuring program further required banks to set up debt workout units and take
actions to resolve loans that had been classified as non-performing at the end of 1991. The program also provided
for a new bank-led workout process.

Indirect incentives were also used. In 1992, bank employees were given the opportunity to purchase up to
20 percent of their bank’s shares at half-price upon privatization. This strengthened incentives to adopt prudent
policies with respect to both the workout of existing loans and new lending. Seven banks entered into intensive
technical assistance programs with foreign banks to accelerate their institutional development. Experience in Poland
and other countries shows that such technical assistance can be a valuable complement to a bank’s desire for
institutional change though it is no substitute for a clear, commercially viable strategy on the part of owners and
managers.

Bank recapitalization was implemented in September 1993 simultaneous with enterprise restructuring. The aim was
to determine the amount of recapitalization needed on the basis of loans that were non-performing at the end of
1991. This was intended to avoid penalizing banks that had already taken action to deal with their problems, and to
maintain incentives for managers to try to keep other loans in their portfolios performing. The program was
accompanied by a plan for privatization of the nine treasury-owned commercial banks.

28.  Equitization of SOCBs could be one way of doing this. But a limited equitization, with
employees and managers as the only non-state shareholders, may not be very effective and could
even weaken governance. Instead ensuring strategic ownership by a strong foreign bank, would
be most effective; it would help to improve management, bring in new capital and expertise, and
expand banking services. This could be tried in one of the SOCBs now and if successful, used in
other banks later.

29.  Premature Recapitalization of SOCBs. Recent Government announcements which
require raising the legal minimum capital for SOCBs, but include no measures for the
restructuring of SOCBs or SOEs, are worrying. New regulations require a doubling of capital
for the Agricultural Bank and tripling for the other SOCBs. It is imperative that these higher
minimum capital requirements are not implemented until a comprehensive rehabilitation plan for
relevant SOCBs is developed and implemented. That plan would include structural measures
(i.e., transferring noncommercial concessional lending to “policy banks”, writing off some
“policy” loans and frozen loans from the previous monobank regime, and announcing
equitization and/or twining arrangements with foreign banks); and operational measures (i.e.,
reorganizing management, improving internal controls, and training). Recapitalizing SOCBs
without restructuring banks’ objectives and operations, or their SOE borrowers, is unlikely to
work. Eastern Europe and Central Asia are littered with such examples.

30.  Recapitalizing banks without restructuring SOEs will risk another round of
recapitalization in the near future.® Trade liberalization may weaken currently profitable SOEs
and recapitalized banks may be asked to keep them afloat. Any approach to restructuring SOEs
must begin with assembling information on the large problem borrowers of each SOCB.* This
information should be classified into borrowers that are potentially viable and thus candidates for
workout, and those that are not. The latter would be liquidated. The workout on the potentially
viable SOEs must be conducted on strictly commercial lines, to ensure least-cost solution for the
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budget. In practice, this would mean that part of the enterprise’s debt would be canceled and part
converted into equity (to ensure a reasonable debt-equity ratio).*" If non-viable SOEs are to be
kept afloat for social reasons, their debts will have to assumed by the government, and supported
by a transparent, explicit, and realistic annual budgetary allocation, not by bank financing. But
this can be done sparingly.

31.  The high fiscal cost of recapitalization is less important for Vietnam. SOCBs account
for three-quarters of banking assets, and a large portion of these are non-performing. But the
modest size of the whole Vietnamese financial system limits the extent of likely losses. Total
credit (as measured in the monetary survey) is less than US$6 billion, or a little over 20 percent
of GDP. The great bulk of this is for short-term self-liquidating purposes. Even if a fourth of
this credit is bad and unrecoverable, the costs will be a fraction of those experienced in other
countries (see figure 2.1). Although off-balance sheet exposures can present some unpleasant
surprises (as with recent defaults on international letters of credit), the above figure will still be
an upper bound on the fiscal cost of restructuring and recapitalizing banks. Nevertheless, loan-
workouts at SOCBs will be needed to ascertain the extent of non-recoverability of overdue loans.

32.  Regardless of bank restructuring techniques utilized, assets will need to be transferred or
sold. In most countries, experience suggests that sale or transfer of assets is most efficiently
accomplished through centralized asset management agencies. The most important difficulties
faced by Vietnam in this restructuring process are limited banking and restructuring expertise,
lack of or limited private markets, and the challenge of coordination with necessary SOE
restructuring. Using a centralized approach should be the most effective method of overcoming
these difficulties. It may be even more effective to divide the asset resolution structure into two
separate functions such as SOE-related loan assets, and non-SOE related assets, such as
agricultural loans. The fiscal implications of the asset resolution agency would need to be
carefully reviewed and made consistent with requirements to preserve macroeconomic stability.

33.  Improving the Regulatory Framework. The regulatory framework governing bank
operations is weak. Proper regulation and supervision is hampered by the lack of clearly defined
standards of safe and sound banking practices, inadequate accounting systems, and inadequately-
_ trained inspectors. Unless better regulations are issued, accounting systems are improved, and
on-site inspection of banks is strengthened, there will be insufficient incentives for banks to
behave prudently. Restructured and recapitalized banks will not remain healthy for long.

34.  The State Bank is drafting new regulations to implement the Law on Credit Institutions
passed last year. Vietnam’s current prudential regulations for loan classification, loan-loss
provisioning and capital adequacy rules are more lax than those of most countries in the region
(see table 2.3). There is an urgent need to revise these regulations. Loan classification and loan-
loss provisions must reflect stricter time-based classification as well as promote better subjective
assessment of the loans themselves. The current capital adequacy requirement of 5 percent is too
low and this level is not even assessed on a risk-weighted basis. = New rules on loan
classification, loan-loss provisioning, capital-adequacy and so on, are still being drafted.
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Figure 2.1 : High Direct Costs of Banking Crises
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35.  Policy Environment of Banks. Competition among banks is necessary to improve
banking services and to mobilize more deposits. Changes in policies with respect