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TRANSITION, SAVINGS AND GROWTH IN VIETNAM: A THREE-GAP ANALYSIS 1



ARDESHIR SEPEHRI1* and A HAROON AKRAM-LODHI2 Department of Economics, The University of Manitoba, Winnipeg, Canada 2 Institute of Social Studies, The Hague, The Netherlands



Abstract: This article assesses the significance of domestic and foreign savings for Vietnam’s economic growth. Using annual data for the period between 1986 and 2000 a three-gap model is formulated and estimated. The model illustrates quite vividly the centrality of the foreign exchange constraint for Vietnam’s economic growth. The domestic private savings constraint is also shown to be more binding than the public savings constraint. The estimates of the foreign exchange requirements under various growth path scenarios over the period 2001–05 suggest that the increase in investment required to boost the growth rate of output results in much higher levels of external debt than that estimated by the World Bank and other donors. Copyright # 2005 John Wiley & Sons, Ltd.



1



INTRODUCTION



Vietnam implemented a series of economic reforms in the 1980s, which have collectively become known as doi moi, or renovation. The common principle underpinning many of these reforms was an emphasis on microinstitutional change. Markets became increasingly accepted as the principal mechanism of resource allocation, and there was, as a consequence, a steady erosion of the role of central planning and its two main institutions, agricultural production co-operatives and state-owned enterprises (SOEs). Among other things, reform sought to redirect industrial policy by seeking to enhance the role of the private sector, while at the same time vigorously pursuing external trade liberalization and internal de-regulation, including changes in agricultural markets, public sector restructuring, and financial sector reform. Moreover, at several critical points in the reform process the state undertook macroeconomic stabilization. In 1989 in particular the government embarked on an orthodox program, albeit without the financial support of the International Monetary Fund (IMF) and the World Bank, which sought to stabilize the economy and simultaneously build upon microinstitutional reforms. It is generally acknowledged that Vietnam’s transition from plan to market was a relative success, when compared to many other transitional economies (Fforde and de *Correspondence to: A. Sepehri, Department of Economics, The University of Manitoba, Winnipeg, Canada. E-mail: [email protected]
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Vylder, 1996; Dollar, 1999; Glewwe et al., 2004). However, there is no general agreement as to whether Vietnam’s transition should be interpreted either as an Eastern European style ‘big-bang’ brought about by Vietnam’s bold orthodox stabilization and liberalization of 1989 (Sachs and Woo, 1994; Dollar, 1999; World Bank, 1996), or as an example of Chinese style ‘gradualism’ brought about by a series of bottom-up reforms implemented in the late 1970s and 1980s (Fforde and de Vylder, 1996; Watts, 1998; Reidel and Turley, 1999). Whatever might be the reason for the successful transition, Vietnam was firmly on a high growth path by 1992. During the 1990s the average annual rate of growth of real gross domestic product (GDP) was 7.6 per cent, exports soared, while macroeconomic balance was maintained (World Bank, 2001a). Growth was driven by unprecedented levels of investment, which reached a high of 27.3 per cent of GDP, as the market economy modernized the efficiency of its productive structure, and foreign direct investment (FDI) levels accounted for almost 29 per cent of gross investment. The East Asian crisis of 1997 and 1998 reduced FDI flows and the demand for Vietnam’s exports. Real GDP growth rate fell between 1998 and 2000 to 5.1 per cent per annum and consumer prices continued to fall, so that by the end of the 1990s the inflation rate was negative. While there is little agreement on the relative importance of external factors and internal factors on the recent decline in the rate of economic growth, there nonetheless appears to be a general consensus that higher domestic saving rates and higher inflows of FDI are essential if Vietnam is to achieve a higher rate of economic growth (Sepehri and Akram-Lodhi, 2002). However, there has been no published systematic analysis of the relative importance of domestic and external resources in providing the foundations that underpinned investment and growth in Vietnam in the 1990s. Neither has there been an in-depth analysis of the domestic and foreign resources required for Vietnam to meet its medium and long-tern GDP growth target of 7 per cent per annum to 2010. This article fills these gaps by assessing the role and significance of domestic private, government and foreign savings on Vietnamese economic growth over the medium term. This is achieved by formulating and estimating a simple structural three-gap model along the lines suggested by Bacha (1990) and Taylor (1993). The article is structured as follows. Following this introduction, Section 2 provides a brief overview of the economy. Section 3 specifies the three-gap model. The results from the estimation of the model, along with a number of simulation experiments conducted with the model, are presented and discussed in Section 4. Conclusions are presented in Section 5. 2



AN OVERVIEW OF THE ECONOMY



After unification in 1975 the central planning system and its two key institutions, agricultural co-operatives and SOEs, were imposed on the entire country. However, by the late 1970s Vietnam’s economy was in a serious crisis that was threatening to become systemic; the inherent problems of applying Soviet style central planning to a highly populated, poor, subsistence agrarian economy surfaced (Akram-Lodhi, 2004). Thus, total social product grew by only 0.5 per cent per year between 1976 and 1980, while the population was growing at an annul rate of 2.3 per cent (GSO, 2000).1 Domestic savings, which were very low to start with, declined over the period, as food expenditure as a share 1 The term social product refers to the Material Product System (MPS) used in the formerly centrally planned economies. The MPS differs from the Western system of national accounts to the extent that the former excludes certain nonmaterial services and depreciation.
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of all expenditure rose from 71.6 per cent in 1976 to 83 per cent in 1980 (Fforde and de Vylder, 1996). As a result, a high share of investment was financed by Chinese and, to a lesser extent, Soviet, aid (van Donge et al., 1999). Contrary to other Asian countries that adopted an export-oriented trade strategy, Vietnam’s planned economy relied heavily on the aid-financed import of capital, raw materials and wage goods, with exports playing a rather negligible role (Beresford, 1989). Widespread and growing shortages forced individuals, co-operatives and SOEs to increasingly engage in illegal but tolerated activities outside the planned economy. As the non-plan economy grew these spontaneous activities, undertaken by economic actors engaged in bending the rules by increasingly participating outside the planned economy, became popularly known as ‘fence-breaking’ (Fforde and de Vylder, 1996). Over the period between 1979 and 1981 these ‘grassroots’ initiatives were legitimized by the state through a serious of policy measures that gave agricultural production co-operatives and SOEs more autonomy and space to engage in market-mediated activities. In particular, Directive 100 encouraged the development of contracts between individual farm households and agricultural cooperatives, allowing farm household to market surplus output produced in excess of an agreed quota. Similarly, SOEs were given more autonomy to expand and sell in markets when production exceeded plan targets, when output was not subject to a state monopoly, as well as when non-plan output was produced (Fforde and de Vylder, 1996, pp. 138–139). While the macroeconomic outcomes of the initial round of reforms did not appear significant, the reforms did lay the microinstitutional foundations necessary to facilitate a deepening of processes that encouraged transition (Fforde and de Vylder, 1996). Moreover, the development of market-driven behaviour within the state sector started the process of creating new and diverse constituencies within the state sector, constituencies that had a stake in further reform. However, while the symbiotic relationship between the planned economy and the nonplan economy served to reduce the impact of chronic shortages within the planned economy and improve the efficiency of SOEs and agricultural co-operatives, at the same it undermined state and Party control over capital resources and their allocation. The state’s loss of control over resources served to undermine support for continued reform and led to a resurgence of political attacks on liberalization and on markets in the first half of 1980s. As a consequence, by the mid-1980s the economy was once again in a serious economic crisis, with inflation in the open market exceeding 100 per cent and a fiscal deficit of 12 per cent of GDP (Riedel and Turly, 1999; Sepehri and Akram-Lodhi, 2002). In addition, the onset of hyperinflation led to a collapse in real spending and a liquidation of domestic savings (Fforde and de Vlyder, 1996). The economic crisis of 1985 gave formal legitimation to the direction of the earlier reforms, while the inability of the state to address the main macroeconomic imbalances shifted political power in favour of reformers. Thus, there was a significant boost to the reform process, in that the authorities embarked on a series of market-oriented reforms that collectively became known as doi moi. In particular, a set of microeconomic reform measures undertaken during the two years that followed the launch of doi moi succeeded in getting the process of institution building and ‘marketization’ back on track, primarily by once again altering the relationship between plan and market, and thereby getting prices to matter on both the demand and the supply sides of the economy (Fforde and de Vylder, 1996). The most visible set of reforms began in 1987, when price controls on all commodities bar rice, kerosene and some public utilities were lifted. In the same year, Copyright # 2005 John Wiley & Sons, Ltd.
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Selected macroeconomic indicators for Vietnam, 1986–2000



Macroeconomic indicator



1986 1987 1988



Growth rate (% per annum) Real GDP (constant 1994 prices) 2.8 3.6 6.0 Per capita real GDP 0.8 1.4 4.0 Consumer price index 487.0 301.0 308.0 As a share of GDP (current prices, %) GDP by sector: Agriculture 38.1 40.6 46.3 Industry and construction 28.9 28.4 24.0 Services 33.0 31.0 29.7 GDP by ownership State 33.1 33.7 34.6 Non-State 66.9 66.3 65.4 Gross investment 8.6 8.0 8.5 State budget 4.2 3.5 3.9 Public enterprises 2.4 2.5 2.1 Other domestic 2.0 2.0 2.0 Foreign 0.0 0.0 0.5 National saving 1.7 1.1 1.6 Government deficit 5.8 4.1 7.7 Current account balances 10.3 9.1 10.1 Per capita staples production



301



281



307



1989



1990 1991 1992–97 1998–2000



4.7 3.1 36.4



5.1 3.2 67.5



5.8 3.9 67.6



8.8 7.2 9.7



5.7 4.1 2.9



42.1 22.9 35.0



38.7 22.7 38.6



40.5 23.8 35.7



28.7 29.3 42.0



24.7 34.5 40.8



39.2 60.8 27.3a 5.7a 7.0a 6.3a 8.1a 18.0 1.6 9.3



39.2 60.8 25.1 5.6 8.9 5.5 5.1 24.0 1.7 1.1



33.2 66.8 10.0 6.3 0.5 2.0 1.2 2.0 6.8 8.0



32.9 34.1 67.1 65.9 15.1 15.4 n.a n.a n.a n.a n.a n.a 1.5 2.6 11.5 13.3 6.5 1.9 3.6 1.8 (In kilograms) 332 324 324



377



436



Notes: a For the period 1996–97 only. Sources: See the Data Appendix.



internal trade was significantly eased when control posts were abolished, providing another boost to the interregional trade that had started to expand in the early 1980s. In 1988 Resolution 10 de-collectivized agriculture, rapidly producing a market-oriented peasant family farm sector (Akram-Lodhi, 2004). Table 1 presents selected macroeconomic indicators for the period between 1986 and 2000. Table 1 demonstrates that the benefits of these structural reforms were not immediately felt. While reforms restored, to some extent, economic growth, they had little effect on investment and savings rates, as well as on trade and fiscal balances and on inflation, all three of which remained high. In particular, the investment rate remained low; the drop in state investment was not offset by an increase in private investment, as the expansion of private small- and medium-sized enterprises (SMEs) was slow. Moreover, although SOEs were given more autonomy and their role in the state planning process was reduced to that of contributing resources to the state budget, they, and especially the less profitable ones, continued to be the predominant user of state resources, in the form of both subsidies and administratively-directed bank credit (World Bank, 1990; IMF, 1995). While these policy reforms provided the microeconomic foundations necessary to unleash the process of transition, a second set were needed to create the preconditions necessary to successfully embed the process of transition. The potential for growth remained, especially as the underutilization of resources within the planned economy meant that it was in principle possible to boost capacity utilization. As Fforde and de Vylder (1996, p. 19) astutely note, ‘plan distortion—short run slack—was a resource Copyright # 2005 John Wiley & Sons, Ltd.
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capable of being used’. Moreover, ‘by 1989 autonomous capital had been accumulated outside as well as within the state and cooperative structures’. The key element of this second set of policy reforms was a macroeconomic stabilization programme that would address large and chronic macro imbalances. Indeed, the collapse of the centrally planned economies of Eastern Europe reinforced the need for the rapid restoration of internal and external balance. As a consequence, 1989 witnessed an effective attack on macroeconomic imbalances through an unleashing of reform measures that sought to stabilize the economy and simultaneously build upon microinstitutional reforms by encouraging a wholesale shift to a market economy. Central planning was abandoned. The authorities hastily implemented an orthodox IMF type stabilization programme, albeit without IMF funding because at the time Vietnam had no formal relationship with either the IMF or the World Bank. The programme called, among other things, for a tight monetary policy, a reduction in government spending, deeper, more profound market liberalization, the introduction of user fees for publicly provided services, the broadening of the tax system, the unification of multiple exchange rates, and a drastic devaluation of the Vietnamese currency, the dong (Ljunggren, 1993; Fforde and de Vylder, 1996). The macroeconomy adapted quickly to these tight stabilization measures. It also adapted to the termination of Soviet aid in 1991, the loss of access to high levels of state subsidies, as well as the severe profit squeeze resulting from higher interest rates and open borders. Thus, as Table 1 indicates, the real growth rate of GDP picked up in 1990 and 1991 and national saving and gross investment rates rose significantly. High oil export revenues combined with the rapid growth of exports of agricultural commodities to provide the government with sufficient foreign exchange to finance growing imports. As a consequence, the current account deficit was reduced significantly, from 10 per cent of GDP in 1988 to 1.8 per cent of GDP in 1991. The reforms of 1989 also led to a major shift in inflationary expectations, and a sharp fall in the consumer price index, as demonstrated in Table 1. As Table 1 shows, the period between 1992 and 1997 was, in retrospect, a golden age for newly reestablished Vietnamese capitalism. It was this period in which it appeared that the Vietnamese economic dragon would finally emerge from hiding. Growth of real GDP averaged almost 9 per cent per annum. The gains of the macroeconomic stabilization of 1989 were solidified, and inflation fell to under 10 per cent per annum, for the first time since unification. Growth was driven by unprecedented levels of investment in general and FDI in particular. The most important factor driving inflows of FDI was undoubtedly the normalization of relations with the United States in 1994, and the resulting resumption of relationships with the IMF and the World Bank. Private investment also became more significant. At the same time, as Table 1 shows the national savings rate improved considerably and the state budget deficit remained small. Although the current account deficit reached as high as 9.3 per cent of GDP, higher FDI inflows and debt relief made the overall balance of payments situation quite manageable. Cheap labour and a competitive exchange rate delivered impressive export growth in import-intensive manufacturing activities such as garments in the 1990s; garment exports rose from about US$27 million, or 5 per cent of total exports, in 1988, to US$1163 million, or 17.2 per cent of total exports, in 1996 (Hill, 2000, Table 1). At the same time, the microeconomic implications of the shift to a market economy produced an unprecedented supply response in agriculture as both the rate of growth of agricultural production increased and the variability of agricultural production diminished. Indeed, Vietnam has established itself as one of the dominant global suppliers of both rice and Copyright # 2005 John Wiley & Sons, Ltd.
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coffee; previously, it had to import the former, and did not produce the latter (Benjamin and Brandt, 2004; Akram-Lodhi, 2004). The East Asian crisis presented Vietnam with its third shock in less than a decade, following the hyperinflation of 1989 and the collapse of Soviet aid in 1991. While the East Asian crisis did have an effect on the Vietnamese economy by lowering inflows of FDI from US$2 billion per annum in 1996 and 1997 to US$800 million in 1998 (IMF, 2000), the effect was substantially less than had been feared. Real GDP growth fell between 1998 and 2000, but, at 5.1 per cent per annum, was still significant. Consumer prices continued to fall, so that by the end of the 1990s the inflation rate was negative. The government deficit also expanded, as the state raised its expenditure to cushion the impact of the regional slowdown, as well as to boost domestic demand in an economy that was increasingly characterized by repressed consumption. Nonetheless, as Table 1 indicates the budget deficit remained small, amounting to 1.7 per cent of GDP. In order to prevent the regional crisis from infecting the local economy, imports were curtailed, and as a result net exports moved into a rough balance. Clearly, the failure to liberalize the capital account had, in retrospect, protected Vietnam from contracting the East Asian contagion. The reforms and the challenges they engendered were the backdrop to the Ninth Congress of the Vietnamese Communist Party, in 2001. The congress set an ambitious agenda, in the form of quantified targets, for the decade ahead (World Bank et al., 2000; World Bank, 2001b). These targets included, among others a doubling of GDP by 2010, an increase in investment to 30 per cent of GDP, and an increase in exports to a rate of growth double that of the rate of growth of GDP. There is general agreement among Vietnamese policymakers and donors that domestic investment and savings have to improve significantly for Vietnam to negotiate the global slowdown and replicate the high economic growth rates of the 1990s over medium and long-term (World Bank et al., Bank, 2000; World Bank, 2001b).



3



A THREE-GAP MODEL



To assess the relative importance of domestic and external resources on Vietnam’s economic growth this section specifies a three-gap model of growth along the lines suggested by Bacha (1990) and Taylor (1993). According to the three-gap model, the utilization and expansion of existing productive capacity is constrained not only by domestic and foreign savings, as was initially discussed by Chenery and Strout (1966) in the context of the two-gap model, but also by the impact of fiscal limitations on government spending and thus on its public investment choices. In the context of a low-income transitional economy such as Vietnam, public sector saving and investment play a crucial role in determining the productive capacity of the economy and its growth rate. Moreover, the urgent need for the reconstruction of infrastructure damaged by war and years of neglect under central planning have reinforced the crucial role of public investment in restoring and maintaining a healthy growth path. However, in the absence of well-developed financial markets, the available methods of financing public investment are mostly confined to foreign borrowing, budget surpluses and inflation. Foreign resources can play a significant role, especially if cutting current expenditures and inflation-based financing are not possible, either due to political circumstances or to external pressures on the fiscal authorities to curtail inflation. Copyright # 2005 John Wiley & Sons, Ltd.
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Specification of the three-gap model X ¼ GDP þ Mk u ¼ X/Q g ¼ g0 þ  i g0 > 0 or g0 < 0;  > 0 i¼s i ¼ ip þ ig s ¼ sp þ sg þ sf ip ¼ i0 þ  ig þ  u  > 0 or  < 0;  > 0 0 > 0 or 0 < 0; 0 < 1 < 1 sp ¼ 0 þ 1 u sg ¼ z  j* 0<  0 or z0 < 0; z1 > 0 u ¼ ig  sg a0 > 0 or a0 < 0; 0 < a1 < 1 mk ¼ a0 þ a1 u mz ¼ m0 þ m1 i m0 > 0 or m0 < 0; 0 < m1 < 1 sf ¼ m þ mk þ mz þ j*  e ¼  ¼  þ g þ r



(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12) (13) (14)



ig ¼ [1/(1 þ )][(g  g0)/  (i0 þ  u)] (1 þ ) ig  (1 þ z1  ) u ¼ z0  j* þ 0 þ   i0 m1(1 þ ) ig þ [a1 þ m1] u ¼   m  j*  m0  m1i0  a0 þ e ig  ( þ z1) u ¼ z0  j*



(15) (16) (17) (18)



While such a highly aggregated one-sector model has its own obvious limitations it is well suited to low-income transitional economies, where economies continue to operate at less than full capacity, mainly as a result of the lack of availability of foreign exchange and other structural bottlenecks. In contrast to full employment macroeconomic growth models, the three-gap model explicitly considers the interaction between capacity expansion and capacity utilization. Moreover, the limited data requirement of the model makes it well suited to countries such as Vietnam, where the coverage and availability of time series data is very limited. The model’s formulation is presented in Table 2. All variables in the model are defined as a percentage of potential output (Q), which will be estimated in the following section by passing a linear line through output peaks for the period between 1986 and 2000. Equation (1) defines real output (X) as the sum of GDP (or real value-added) and real intermediate imports (Mk). Following Taylor (1993) output is here defined in a somewhat non-standard fashion, reflecting the importance of intermediate imports in the early stages of industrialization and agricultural modernization for a low-income transitional economy such as Vietnam. In the absence of local substitutes neither the manufacturing sector nor the agricultural sector can function without hard currency to pay for intermediate imports to keep production moving. Capacity utilization (u) is defined by equation (2) as a ratio of output (X) over potential output (Q). The rationale for working with (X) and (Q) as separate variables is that, as noted above, many transitional economies often operate at less than full capacity. Rather than setting output equal to productive capacity, as was done in early two-gap models, utilizing excess capacity to raise output allows an exploration of the way the three gaps interact in the process of economic growth during transition. Output growth is determined along Harrod–Domar lines, according to which the rate of growth of potential output (g) is specified in equation (3) as a linear function of the Copyright # 2005 John Wiley & Sons, Ltd.
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investment rate (i), which is in turn defined as investment as a percentage of potential output. The parameter (k) denotes the incremental output-capital ratio, while (go) denotes other factors affecting the rate of growth of output, such as labour productivity growth. Equation (4) states the equilibrium condition, or savings constraint, according to which investment (i) is equal to savings (s). Total investment in equation (5) is specified as the sum of private investment (ip) and government investment (ig). It should be noted that private investment is here defined to include both investment by the domestic private sector and by SOEs. This unorthodox definition is necessitated by the fact that national income data on investment by the private domestic sector is only available for the period between 1996 and 2000. Clearly, such a definition is problematic. However, combining investment by the private sector and SOEs is less problematic than might be supposed in the case of Vietnam, where the difference between the private and the SOE sector is often blurred. As Fforde notes ‘Vietnamese SOEs operate mainly according to local and quasi private interests, and should not be seen as fundamentally ‘‘public’’ in nature’ (Fforde, 1997, p. 20). This is in large part because the process of transition in Vietnam has resulted in a great deal of ‘private profit making within SOEs’ (Fforde, 2001, p. 6). Moreover, a growing number of SOEs have been partially privatized. This has occurred not just through ‘equitization’, where the pace of change has been slower than originally anticipated, but also, and perhaps even more significantly, by ‘spinning-off’ competitive activities to an entity established by management and held in the names of relatives’ (Gates, 1995, p. 36). Finally, the fact that many SOEs are run according to the dictates of the market has facilitated processes of spinning off, partial privatization, and private profit making within SOEs (van Donge et al., 1999, p. 20). Equation (6) specifies total savings as consisting of private saving (sp), public sector saving (sg) and foreign saving (sf). Private investment is defined in equation (7). It is assumed that private investment varies with changes in demand conditions, as measured by (u), and with government investment. Private sector investment can vary positively with government investment, a so-called ‘crowding-in’ effect, or negatively with government investment, a so-called ‘crowding out’ effect, depending on whether these two types of investment are complements or substitutes. Private savings are defined in equation (8) and are specified in a standard way, according to which savings are assumed to vary positively with the capacity utilization variable (u). Public sector savings, investment and borrowing requirements are explained by equation (9) through (11). Public sector savings are defined in equation (9) as the difference between the fiscal effort variable (z) and interest payments on the government’s foreign debt ( j*), where ( j*) denotes interest payments on foreign debt and () the government’s share. In equation (10) the variable (z) defines the fiscal effort rate, also known as the public sector operating surplus, as the difference between current revenue net of transfers and subsidies plus the operating surpluses of public enterprises less government consumption expenditures and interest payments on the public sector’s domestic debt. According to equation (10), the public sector operating surplus is assumed to be primarily determined by the capacity utilization rate (u), in that taxes, surpluses from public enterprises, and other receipts rise more rapidly than current spending when economic activity goes up. The strength of this response is measured by the parameter (z1), the marginal fiscal effort rate. In addition to the rate of capacity utilization, the fiscal effort rate is influenced by other factors such as size of the tax base and the effectiveness of tax collection system. The strength of these other factors is captured by the parameter (zo). Equation (11) defines the public sector borrowing Copyright # 2005 John Wiley & Sons, Ltd.
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requirement (u), or the public sector saving constraint, as the difference between government investment (ig) and public sector saving (sg). Note that in equation (11) the public sector borrowing requirement () is measured as a proportion of output (X), while (u) denotes the public sector borrowing requirement as a percentage of potential output (Q). The external sector is summarized by equations (12) through (14). The import demand for intermediate goods (mk) is specified as a function of the capacity utilization rate (u) in equation (12), while import demand for capital goods (mz) is specified as a function of domestic investment (i) in equation (13). Equation (14) defines foreign savings, or the balance of payments constraint. The first part of equation (14) defines the current account deficit as competitive imports (m) plus intermediate imports (mk) plus capital goods imports (mz) plus interest payments on foreign debt (j*) less exports (e). The capital account is presented in the second part of equation (14), where () denotes the ratio of foreign debt over potential output and () changes in the ratio of foreign debt over potential output, (g) is the growth rate, (r) the ratio of other capital inflows—such as FDI—over potential output, and () total capital inflows as a percentage of potential output. Exports and capital inflows are treated as exogenous variables. The growth-investment equation, as well as the three gap equations, is presented in the lower panel of Table 2. The growth-investment equation (15) is obtained by substituting the total investment equation (5) into the growth equation (3) using the private investment equation (7). The savings gap equation (16) is obtained by substituting equations (7) through (10) and (14) into equation (3). Substituting equation (12) and (13) into the foreign savings equation (14) yields the foreign savings gap (17). Finally, the fiscal gap (18) is obtained by substituting equation (9) and (10) into equation (11), the public sector borrowing requirement. In equation (15), government investment (ig) and the capacity utilization rate (u) are treated as variables that can be traded off to give macroeconomic equilibrium, meaning that the growth rate of capacity output (g) can be treated as a target policy variable. Indeed, as explained above, one of the innovative features of the three-gap model in the context of a transitional economy is its explicit consideration of the interaction between capacity expansion and capacity utilization. This specification of growth may be more relevant in circumstances where structural and foreign exchange bottlenecks prevent the full utilization of existing capacity. Equation (15) thus relates government investment (ig) to the capacity utilization rate (u) and targeted potential output growth (g). The savings gap equation (16) gives the maximum government investment attainable from a given rate of capacity utilization (u) that satisfies the equilibrium condition defined in equation (4). Assuming that government and private investment are complimentary, higher total government investment increases private investment and capacity utilization, thereby generating sufficient savings to finance the higher investment. Moreover, even if total government investment crowds out private investment, as long as the crowding out effect is incomplete higher government investment will increase capacity utilization. According to the foreign savings gap equation (17), there is a trade off between government investment (ig) and the capacity utilization rate (u). Higher capacity utilization generates a higher demand for intermediate imports that can only be met, given available foreign exchange, by cutting into capital goods imports and hence by lowering the growth rate of capacity. Lastly, the fiscal gap equation (18) shows government investment (ig) and the capacity utilization rate (u) moving together as higher capacity utilization generates more net fiscal revenue that can be channeled into capital formation. Copyright # 2005 John Wiley & Sons, Ltd.
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4.1



Estimated Parameters



The model specified in Table 2 was estimated using annual data for the period between 1986 and 2000, using an ordinary least-squares technique. Data sources and definitions are presented in the Appendix and the data itself is presented in Appendix Table A1. The results of the estimated behavioural equations are presented in Table 3. Since time series macroeconomic variables are often non-stationary and have a unit root, it is important to ensure that the reported relations between the time series macroeconomic variables are not spurious.2 Therefore, the Augmented Dickey–Fully (ADF) test for a unit root was applied as a formal test. Table 4 reports (or ADF) statistics for the Table 3.



Econometric results of the structural equations and the three-gap equationsa,b ip ¼ 0.160 þ 0.14 u  1 þ 1.11(ig)  1 þ 0.734 (ip)  1 þ 0.006 dum (  4.28) (3.11) (5.16) (14.1) (1.49) sp ¼ 0.227 þ 0.254 u þ 0.844 (sp)  1 þ 0.0181 dum (  2.02) (2.17) (9.74) (1.29) z ¼ 0.141 þ 0.167 u þ 0.159 dum (  1.70) (1.90) (1.19)



Private investment: Private saving: Fiscal effort: Import demand: Intermediate goods Capital goods Three-gap equations: Saving gap: Fiscal gap:



R2 ¼ 0.943 R2 ¼ 0.824 R2 ¼ 0.437



R2 ¼ 0.777



mk ¼ 0.328 þ 0.612 u  0.056 dum (  1.29) (2.15) (  2.44) mz ¼ 0.017 þ 0.358 i  0.007 dum (0.55) (1.98) (  0.34)



R2 ¼ 0.350



ig ¼ 0.062 þ 0.11 u ig ¼ 0.13 þ 0.178 u



Notes: a t-statistics are given in parenthesis under the coefficients, and the coefficients of determination (R2) are adjusted R2. All equations were tested and corrected for auto-correlation. b All equations were estimated using a dummy variable (dum) to represent the Asian financial crisis of 1998–2000.



Table 4.



Augmented Dickey-Fuller (ADF) test for a unit root



Variable



level statistic



u i ip ig sg z mk mz



1st difference



Critical value (5%)



statistic



Critical value (5%)



3.829 2.397 3.873 3.829 3.792 3.792 3.792 3.792



4.449 2.397 6.593 5.599 6.368 5.363 3.212 3.489



3.873 1.969 3.927 3.873 3.829 3.829 3.122 3.122



2.610 1.771 0.974 3.558 2.514 2.152 2.105 2.272



2 A time-series variable is said to be weakly stationary if its mean and variance are constant over time and the value of covariance between two time periods depends only on the number of periods between them and not on the actual time at which the covariance is computed. Any series that is not stationary is said to be non-stationary.
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Co-integration and heteroscedasticity tests



AEG test for co-integrationa statistic



Private investment Private saving Fiscal effort Intermediate imports Capital goods imports
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5.34 5.37 3.57 3.66 2.54



Critical value (5%)b 3.75 3.29 1.95 3.29 1.95



White’s test for heteroscedasticity (obs*R-squared)c



p-value



10.44 5.31 1.58 1.66 3.71



0.17 0.72 0.45 0.79 0.45



Notes: Augmented Engle–Granger test for co-integration. The critical values are taken from Engle and Yoo (1987), Table 2. c White’s test has the test statistic (obs* R2)  2, where obs denotes the number of observations and R2 the coefficient of determination from the auxiliary regression. a



b



variables in both levels and first differences. Since the computed statistics for all of the variables under consideration are smaller in absolute terms than the 5 per cent critical values, the null hypothesis that the variables exhibit a unit root cannot be rejected. This suggests that the data in level terms are non-stationary. The statistics for the firstdifferences of the variables are in absolute terms greater than the 5 per cent critical values, suggesting that the data are stationary or integrated of order zero, or I(0). Since the firstdifferences of the variables are integrated of order zero, this means that the original data in level form are integrated of order 1, or I(1). Thus, the reported regression results were also tested for co-integration in order to ensure that the results were not spuriously created by non-stationary time series data.3 The Augmented Engle–Granger (AEG) test was applied to test for co-integration and the resulting statistics and their critical values at the 5 per cent level of significance are reported in columns one and two of Table 5. The AEG test simply applies the ADF test for a unit root to the residuals obtained from the regressions in Table 3. Since in absolute terms the estimated values for all the regressions under consideration exceed their corresponding critical values, the null hypothesis of a unit root is rejected. This suggests that the time series macroeconomic variables under consideration, despite being individually nonstationary, are co-integrated. With time-series data it is also pertinent to test for heteroscedasticity and autocorrelation. White’s heteroscedasticity test was applied to the residuals obtained from the regressions in Tables 3; White’s test statistic and the corresponding p-values are presented in columns three and four of Table 5. The results suggest that the null hypothesis of no heteroscedasticity against heteroscedasticity of some unknown general form cannot be rejected. The resulting equations were also tested for auto-correlation using the Durbin–Watson d statistic.4 The null hypothesis of no first-order serial correlation could not be rejected for only the last two import demand equations in Table 3. The reported results for the first three equations in Table 3 were hence corrected for auto-correlation. In light of the diagnostics, the overall results of the estimated behavioural equations in Table 3 are satisfactory. The estimated parameters for private investment suggest that 3 Two or more non-stationary time series variables are said to be co-integrated if a linear combination of these variables is stationary (Engle and Granger, 1987). 4 In the case of the private saving equation, which includes the lagged value of the dependent variable, we used the Durbin h statistic to test for first-order serial auto-correlation.
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both the capacity utilization rate and government investment are statistically significant determinants of private investment. The negative sign of the government investment variable indicates that government investment is a complement to private investment. This result is consistent with other studies for Asian developing countries such as India, the Philippines, Thailand, Sri Lanka and Malaysia (Taylor, 1993: Table 2.2). The lagged private investment variable is also statistically significant, suggesting that it takes up to four years for actual private investment to adjust to its planned level. The capacity utilization variable also appears to be a statistically significant determinant of private saving, fiscal effort and intermediate imports. Thus, the greater the degree of productive activity in the economy, the greater the rate of private savings, which can be used to finance investment, the greater the rate of government revenue collection, and the greater the rate of imports which are used as inputs in productive activity. It can be noted that the estimates for intermediate imports indicate a high degree of dependence on imports. Finally, the estimates for imports of capital goods demonstrate that the marginal propensity to import with respect to capital formation is statistically significant. It is also relatively large, indicating Vietnam’s high degree of dependence on imported capital goods. Thus, the greater the rate of investment the greater the extent of capital goods imports. Using the estimated values of the parameters and the values of the exogenous variables, the model was calibrated for 1997. The resulting three-gap equations for the 1997 base year are shown in Table 3. The three-gap equations for the base year and for 2000 are also displayed in Figure 1. Figure 1 demonstrates a sharp trade-off between government investment and capacity utilization under the foreign exchange constraint. The savings constraint line is positive, as the stability condition of equation (4) is satisfied, and is flatter than the fiscal constraint line. This indicates that private saving, when defined as noted above to include saving by SOEs, is more binding than the government fiscal constraint as more foreign capital becomes available. In such circumstances, an attempt to raise government investment in order to stimulate economic growth will be frustrated by the



Figure 1. Foreign exchange, saving, and fiscal gaps Copyright # 2005 John Wiley & Sons, Ltd.



J. Int. Dev. 17, 553–574 (2005)



Savings and Growth in Vietnam



565



lack of domestic savings, even though government savings are in principle available to finance additional government investment.



4.2



Simulation Results



Using the estimated values of the parameters, the model is simulated for the period 2001– 2005, which corresponds closely to the Government’s Seventh Five-Year Development Plan. Five distinctive policy simulations are conducted to assess the impact of Vietnam meeting the growth targets laid out in its 10 year Socio-Economic Development Strategy, and its Seventh Five-Year Plan. Thus, while the Government’s growth targets should not be accepted at face value, the purpose of the simulations are not to challenge the targets per se but rather to evaluate the role and significance of domestic and foreign savings on possible growth projections over the medium term. This enables a comparison of the simulation results, particularly with regard to foreign exchange requirements, with those estimated by the Government and the donor community. The underlying assumptions and the results of these simulations are summarized in Tables 6 and 7, respectively. 4.2.1 Scenarios I and II: A Neo-liberal Growth Path The first two simulations use the Government Seventh Five-Year Plan’s investment and export projections, as outlined in the Vietnam Development Report 2001 (World Bank, 2000), and assesses their implications for the investment-savings, fiscal and current account balances. These two scenarios differ in terms of their underlying assumptions about the supply response and the growth rate of potential output. Under scenario I, supply responses to the economic reforms of the early 1990s are assumed to be fully exhausted by the end of 1990s (World Bank, 2001b; IMF, 1999). As a consequence, the achievement of Table 6.



Growth path scenarios: assumptions Growth path scenarios Neo-liberal



Annual growth rate (%): Private investmenta Nominal exports (in US$) Marginal propensity to imports (a1)b As % of GDP (period average) government investment Imports (consumption goods)b Foreign direct investment (in billions of US$) Official development assistant (in billions of US$)



Muddling through Socially desirable



I



II



III



IV



V



8.0 14.0 0.6 7.0



8.0 14.0 0.6 7.0



5.0 10.3 0.6 6.0



3.0 10.3 0.6 6.0



3.0 10.3 0.6 6.0



10.9 0.9 1.3



12.4 0.9 1.1



12.4 1.3 1.1



10.6 1.3 1.1



10.6 1.3 1.1



Notes: a Autonomous component of private investment (io). b Estimated by the authors. Under the Seventh Five-Year Development Plan nominal exports and imports, in US dollars, are assumed to grow at an average annual rate of 14 and 16 per cent, respectively. Using the same rate of growth of exports and imports, the marginal propensity to import intermediate imports (a1) is assumed to rise from 0.61 in the base year to 0.63 in 2005. Imports of consumer goods (m) are assumed to rise from 6.4 per cent of potential output in the base year to 8.2 per cent in 2005. These assumptions are made in order to keep the foreign exchange constraint stable. Copyright # 2005 John Wiley & Sons, Ltd.
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Projected Growth Path Scenarios: 2001–2005 Base year (1997)



2000



Growth path scenarios Neo-liberal



Real growth rate (% p.a.): Actual GDP Potential GDP As % of potential output (period average) Actual output (capacity utilization rate) Total investment Government Privatea Foreign Current account balances Govt. borrowing reqt. Total external debt (in billions of US$)b Debt services (as % of exports)



Muddling through



Socially desirable



I



II



III



IV



V



8.2 10.1



6.1 6.9



7.4 7.4



9.6 8.0



7.1 6.0



6.4 5.2



9.0 7.2



99.9 21.8 4.8 10.2 6.8 7.2 1.1 10.3 11.1



89.5 18.2 5.6 10.0 2.6 1.4 1.7 11.9 11.1



99.0 22.6 5.2 15.4 1.9 3.3 3.0 21.9 8.1



93.6 21.9 5.2 14.9 1.8 4.4 1.9 23.4 8.8



92.5 19.9 4.4 12.7 2.7 4.8 1.9 18.9 7.2



92.7 18.3 4.4 11.2 2.7 0.2 1.9 14.9 4.9



98.3 19.9 4.7 12.5 2.7 4.6 2.3 22.4 8.4



Notes: a Includes investment by state-owned enterprises. b For 2000 onwards, includes rescheduled non-convertible Russian debt.



government’s annual growth target of 7 per cent requires further bold neo-liberal policy measures, including the privatization of SOEs, banking reform, market liberalization and price reform. These measures were outlined in the Vietnam Development Report 2001 (World Bank et al., 2000) and reinforced in the Vietnam Development Report 2002 (World Bank, 2001b). Assuming that further liberalization as suggested by the Bank and other donors are implemented and effective, in terms of raising private investment, these policy measures are estimated to increase the growth rate of output to a maximum achievable rate of 7.4 per cent per annum over the period between 2001 and 2005. This is slightly higher the Government’s projected growth rate of 7 per cent per annum. The increase in capacity utilization and government investment, when combined with the liberalization of the investment environment, is projected to increase the private investment rate—which includes investment by SOEs—by almost 51 per cent, from 10.2 per cent of potential output in 1997 to 15.4 per cent of potential output over the period between 2001 and 2005. The liberalization of the private investment environment alone is assumed to stimulate the autonomous component of private investment by as much as 8 per cent per year, as demonstrated in Table 6. To finance higher investment in general, and private investment in particular, the private savings rate is projected to grow by as much as 36 per cent over the period between 2001 and 2005. Higher capacity utilization and the broadening of the tax base is also projected to increase government tax revenues, though not enough to finance the increase in government investment.5 The 5 While the broadening of the tax system would increase the fiscal effort rate (z1) the steady reduction in tariff rates under the AFTA would reduce the ﬁscal effort rate. To keep the ﬁscal balances stable, the ﬁscal effort rate (z1) is assumed to rise from 0.167 in the base year to 0.177 by 2005.
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government borrowing requirement is estimated to rise to about 3 per cent of potential output, up from 1.1 per cent in 1997. Higher investment rates also increase imports of capital goods, as does the increase in the propensity to import intermediate (a1), which is assumed to occur with the implementation of the Association of Southeast Nations Free Trade Area (AFTA).6 These increases in imports result in projections of a current account deficit of US$1.6 billion, which is 3.3 per cent of potential output. This is 45 per cent higher that the amount projected in the Vietnam Development Report 2001. Although the current account deficit is much lower than the recorded deficit for the base year, it implies a heavier reliance on non-concessional loans. To meet the current account deficit and debt servicing, including FDI related loans, the total foreign exchange requirement is projected to amount to about US$4.4 billion per annum. This is larger than the projected US$3.2 billion estimated in the Vietnam Development Report 2001 (World Bank/ADB/UNDP, 2000, Table 1.7). Assuming a similar FDI flow as in the Vietnam Development Report 2001, Vietnam thus has to rely on non-concessional loans to meet its current account deficit. Total external debt is projected to grow to about US$22 billion by the end of 2005, which is nearly 30 per cent higher than projected in Vietnam Development Report 2001.7 However, there is no clear indication that the supply response to earlier economic reforms and liberalization has indeed exhausted itself fully, especially in view of the sharp rise in investment rate in the 1990s. As Figure 2 indicates, the estimated growth path of potential output is sensitive to the time period used. In the estimation of the IMF and the World Bank, the growth rate of potential GDP is obtained simply by fitting a trend line through the actual growth of rates of GDP over the decade following the stabilization program of 1989. This is demonstrated in Figure 2. Following the same approach but over



Figure 2.



Actual and potential growth rates of GDP, 1986–2000



6 Under the Seventh Five-Year Development Plan nominal exports and imports, in US dollars, are assumed to grow at an average annual rate of 14 and 16 per cent, respectively. Using the same rate of growth of exports and imports the marginal propensity to import intermediate imports (a1) is assumed to rise from 0.61 in the base year to 0.63 in 2005, while imports of consumer goods (m) are assumed to rise from 6.4 per cent of potential output in the base year to 8.2 per cent in 2005. This assumption is made to keep the foreign exchange constraint stable. 7 It can be noted however, that external debt was US$11.9 billion at the end of 2000 (IMF, 2002). This is smaller than the estimated US$14 billion reported in the Vietnam Development Report 2001 (World Bank et al., 2000).
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a longer period suggests that the potential GDP growth rate was rising in the second half of 1980s and early 1990s. The potential growth rate reached its peak in the mid 1990s and went to a sharp decline following the Asian crisis. Moreover, despite the low investment rate, recent performance has witnessed continued growth of over 6 per cent in 2001 and a negative rate of inflation of 0.3 per cent. In contrast to growth path scenario I, growth path scenario II assumes that the supply response to the economic reforms and liberalization of the 1980s and 1990s has not fully exhausted itself. Further economic liberalization is estimated to increase the growth rate of potential output to a maximum achievable rate of 8 per cent per annum over the period between 2001 and 2005. Using the same set of assumptions regarding state investment, FDI and official development assistance (ODA) flows, exports, and imports, as noted under growth path scenario I, growth path scenario II examines their implications for the savings, fiscal and foreign exchange gap. The implications are summarized in column 3 of Table 7. As shown in Table 7, the projected foreign exchange requirements are even greater under growth path scenario II. Higher economic growth of 9.6 per cent per a year, combined with an increase in capacity utilization and private investment of a similar magnitude to that witnessed under growth path scenario I, are projected to increase the current account deficit to 4.4 per cent of potential output. Assuming that projected FDI and ODA flows are realized, the achievement of an annual growth rate of 9.6 per cent per annum depends on whether Vietnam can access non-concessional loans of about US$2.3 billion per year, as well as on the government’s willingness to accept a foreign debt load that by the end of 2005 would, as Table 7 shows, be about US$23.4 billion. This is double the level witnessed at the end of 2000. Whatever may be the merits of adopting further economic reforms and liberalization along the lines suggested in the Vietnam Development Report 2001, the estimates of the foreign exchange requirements under these two growth path scenarios suggest that the implications for the current account deficit and foreign debt are more severe than has been acknowledged. However, despite the Government’s acceptance of many of the recommendations made by the donor community, these two growth paths appear less likely to transpire because of the Government’s record of conservative foreign debt management practices. 4.2.2 Growth scenarios III and IV: ‘Muddling through’ Unlike the previous two growth path scenarios, scenarios III and IV assume that the growth of domestic investment and hence total investment is more modest over the period under consideration than assumed under scenarios I and II. A steady but cautious adoption of ‘market friendly’ policy reform measures over the medium-term is assumed to keep the pace of growth of private autonomous investment (io) steady over the plan period, at about 5 per cent per year. As demonstrated in Table 7, this rate growth of private autonomous investment is almost similar to the average rate of growth of private autonomous investment in the second half of the 1990s, and it is far smaller than the rate of growth of 8 per cent per year assumed under growth path scenarios I and II. Similarly, state investment as a proportion of GDP over the plan period is assumed to remain constant at 6 per cent, rather than the 7 per cent as assumed under the first two growth path scenarios. This rate of state investment is similar to the average investment rate in the second half of the 1990s. The government’s fiscal conservatism is assumed to remain unchallenged, as does the government’s cautious approach to foreign debt Copyright # 2005 John Wiley & Sons, Ltd.
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management. Due to the recent slow down in global growth exports are assumed to grow at a slower pace than that assumed under the first two growth path scenarios (World Bank, 2001b). However, these two growth path scenarios differ in terms of their underlying assumptions about Vietnam’s accessibility to international private capital markets. Growth path scenario III assumes that Vietnam can access international capital markets to finance the resulting foreign exchange requirements, while scenario IV assumes that Vietnam’s access to non-concessional financing remains very limited. Indeed, commercial borrowing is projected to amount to an average of only about US$200 million over the period between 2002 and 2006, according to the IMF (2002, p. 48). Using recent IMF projections of exports and FDI, while maintaining similar assumptions about changes in marginal propensities to import as those made under scenarios I and II, the simulation results for these two scenarios are reported in columns five and six of Table 7. Under scenario III high investment and growth will increase capacity utilization from its level in 2000, although the increase will not be sufficient to restore capacity utilization to its level in the base year of 1997. Lower capacity utilization and total investment rates under this growth path scenario are also projected to reduce demand for intermediate and capital goods imports. Lower imports combined with lower projected export growth are estimated to lower current account deficits from 7.2 per cent of the potential output in the base year to 4.8 per cent between 2001 and 2005. The projected average annual current account deficit of US$1.4 billion is considerably larger than the IMF’s projected deficit of US$0.5–1 billion (IMF, 2002). Financing the current account through non-concessional foreign loans is projected to increase Vietnam’s total stock of foreign debt to about US$19 billion by the end of 2005. The implied annual growth rate of 7.1 per cent under growth path scenario III is not achievable if Vietnam’s access to non-concessional loans remains limited. Scenario IV estimates the maximum growth rate that Vietnam can achieve over the medium-term with no access to commercial lending. With no access to non-concessional loans, the foreign exchange constraint becomes more binding under scenario IV, resulting in a reduction in the maximum achievable growth rate to about 6.4 per cent per year. 4.2.3 Scenario V: The socially desirable growth path Given Vietnam’s relatively lower rate of economic growth between 1998 and 2000, projected economic growth under scenarios III and IV might fall short of meeting the population’s expectations and aspirations, as well the growth rates achieved by Vietnam in the mid 1990s. Scenario V examines the implications of a socially desirable growth path, in which actual output is assumed to grow at an average annual rate of 9 per cent. This growth rate is slightly lower than the growth rate under neo-liberal growth path scenario II, as is government investment and private investment. The simulation results for this growth path scenario are reported in column seven of Table 7. A lower investment rate under this growth path scenario suggests a growth rate of potential output of about 7.2 per cent per year between 2001 and 2005. Using the same assumptions about changes in private autonomous investment and exports as noted in scenario III and Table 6, the capacity utilization rate is projected to grow and reach almost 99 per cent by 2005, recovering the ground it lost after the onset of the Asian financial crisis. Higher capacity and the broadening of the tax base increases total tax revenue. With no changes in the government investment rate these higher tax revenues can be channeled toward the social sectors, such as education, health and poverty reduction Copyright # 2005 John Wiley & Sons, Ltd.
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programs, which, while a Government priority, have traditionally been highly underfunded (World Bank, 1992; Deolalikar, 2000). Improvements in capacity utilization rates also increase imports of capital and intermediate goods. To fill the foreign exchange gap export earnings are supplemented by FDI and ODA inflows, as well as by an increase in foreign debt. Assuming similar magnitudes of FDI and ODA inflows as under scenarios III and IV, external debt is projected to grow to US$22.4 billion by the end of 2005 and debt servicing to 8.4 per cent of the total export of goods and non-factor services. The size of the foreign financing gap under all five scenarios illustrates quite vividly the centrality of the foreign exchange constraint on the medium-term growth rate. The scenarios also demonstrate that the costs of the next stage of Vietnam’s transition have not been properly evaluated. Whether growth follows a neo-liberal path, or a socially desirable path, external debt is going to rise substantially over the period to 2005. While increases in concessional aid for a low-income economy such as Vietnam are possible, the volume of ODA will not be sufficient to meet foreign exchange requirements. Moreover, borrowing on the international market has its own costs, as the experience of East Asia in 1997 clearly demonstrated (Baer et al., 1999). However, achieving the growth targets developed for all five scenarios requires not only an increase in foreign capital inflows but also an improvement in domestic savings. Domestic savings have, of course, two components: private savings, including savings by SOEs, and government savings. Improvement in private savings requires, among other things, a restructuring of SOEs. Recently, the government has undertaken several measures aimed at the restructuring of SOEs, including the most recently announced plan to equitize half of the SOE sector within the next five years (Saigon Times Daily, 27 November 2001). Enhancing the productivity of the SOE sector can facilitate an increase in the rate of self-financed investment by SOEs above its current rate of around 50 per cent. A higher rate of profit, combined with a higher share of investment coming from retained profits, can significantly reduce the need for the SOE sector to secure resources from the financial sector. SOE reform can not only allow the financial sector to increase its flows to the private sector, and particularly the SME sector, but can also complement reforms being undertaken in the financial sector that could, in the aggregate, enhance domestic savings. Of course, the parameter estimates presented in Table 3, as well as the simulation results based on these estimates, should be treated as highly tentative. The model specified in Table 2 is, as already noted, a highly aggregated one-sector growth model in which price variations, including exchange rate variations, are not explicitly incorporated. There is no doubt that price variations are important in explaining output and other key macroeconomic variables in Vietnam. The incorporation of prices in our model requires, however, a much higher level of disaggregation than that adopted here, and consequently a larger set of microeconomic data. However, both the rather short period of transition as well as the limited availability of consistent microeconomic time series data tends to mitigate against estimating a more disaggregated model. Moreover, the quality of the data can always be better, especially for a country such as Vietnam where the transition from the net material product accounting system to the national income accounting system has yet to be completed. At the same time, projected growth rates are in particular very sensitive to changes in world oil prices and other non-oil commodity prices, as well as the performance of Vietnam’s manufacturing exports. Finally, the length of the global slowdown has implications for the results that have been presented. Copyright # 2005 John Wiley & Sons, Ltd.
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CONCLUSIONS



The purpose of this article has been to assess the relative significance of domestic private savings, domestic public sector savings, and foreign savings on Vietnamese economic growth. Using annual data for the period between 1986 and 2000 a three-gap model has been formulated and estimated. The estimated model demonstrated a sharp trade-off between investment and capacity utilization under the foreign exchange constraint. The domestic private savings constraint was also shown to be more binding than the government fiscal constraint. To assess the significance for Vietnam of the foreign exchange and domestic savings constraints the model was simulated for the period between 2001 and 2005. The medium-term simulations were undertaken under five growth path scenarios. The first two simulations assessed the broad macroeconomic implications of the neo-liberal policy measures advised by the World Bank and other donors, using the Government’s investment and export projections undertaken prior to the recent global slowdown. Unlike the first two growth path scenarios, scenarios III and IV assume a steady but cautious adoption of ‘market friendly’ policy reform measures over the medium-term. Scenario V offered a growth path that met ‘socially desirable’ ends. The size of the foreign financing gap under the growth path scenarios illustrated quite vividly the centrality of the foreign exchange constraint in general on Vietnam’s ability to achieve a socially acceptable rate of growth in the medium-term. The results from the first two scenarios suggest that the increase in investment needed to boost capacity utilization and the actual growth rate of GDP results in much higher levels of external debt than that estimated by the government and by the donor community—US$22–23.4 billion, versus US$16.9 billion. Considering the recent global slowdown, the projected level of nonconcessional loans required to achieve a modest rate of growth under scenario III was also found to be far larger than the amount projected by the IMF. These findings suggest that the challenge for Vietnam’s policy makers is to intensify export diversification efforts and to improve the domestic savings rate.
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APPENDIX: DATA SOURCES AND DEFINITIONS The data were obtained from various sources: Real GDP, the components of GDP by sector and ownership, investment, savings, exports and imports were obtained from World Bank, 1990; 2000; 2001a; 2001c and General Statistical Office, 2000. Balance of payments data were obtained from World Bank, 1990; 2000; 2001a; 2001c and IMF, 1995; 2000. Tax revenues, government spending and fiscal deficits were obtained from IMF, 1995; 2000 and World Bank 1990; 2000; 2001a; 2001c. Potential output (Q) was estimated by extrapolating lines through peak actual output (GDP þ intermediate imports) over the period 1986–2000. Private savings (sp) were estimated as a residual from the Keynesian national income identity, which can be written in normalized form as: sp ¼ i  ðsg þ sf Þ where other terms are as they are defined in the text. Private saving includes savings by SOEs. All real variables are in 1994 prices. Copyright # 2005 John Wiley & Sons, Ltd.
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0.077 0.040 0.038 0.006 0.010 0.031 0.020



i ip ig sp z mk mz



0.070 0.039 0.031 0.007 0.001 0.020 0.013



113 154 115 756 129 203



1987



0.074 0.036 0.034 0.003 0.026 0.031 0.015



119 960 124 193 137 480



1988



0.086 0.016 0.059 0.003 0.002 0.140 0.073



125 571 146 113 146 453



1989



0.128 0.072 0.043 0.062 0.000 0.167 0.119



131 968 158 157 156 541



1990



1992



1993



1994



139 634 151 782 164 043 178 534 166 748 179 134 189 600 215 101 169 261 182 998 198 970 219 505 As a proportion of potential output (Q) 0.125 0.146 0.200 0.207 0.069 0.077 0.089 0.096 0.034 0.048 0.058 0.056 0.048 0.077 0.108 0.084 0.017 0.020 0.008 0.036 0.160 0.149 0.128 0.167 0.064 0.060 0.068 0.093



1991



Notes: GDP ¼ gross domestic product (in billions of VND, constant 1994 prices). X ¼ real output (real GDP þ intermediate imports). Q ¼ potential output. i ¼ investment. ip ¼ private investment (including investment by state owned enterprises). ig ¼ public sector investment. sp ¼ private domestic saving. z ¼ fiscal effort; mk ¼ intermediate goods imports. mz ¼ capital goods imports.



109 189 112 946 121 259



GDP X Q



1986



0.219 0.115 0.043 0.106 0.037 0.168 0.075



195 567 236 378 242 805



1995



Table A1. Macroeconomic data: 1986–2000



0.223 0.114 0.045 0.092 0.037 0.193 0.098



213 833 265 888 269 553



1996



0.218 0.103 0.048 0.119 0.028 0.229 0.101



231 264 299 570 299 870



1997



0.213 0.119 0.040 0.127 0.022 0.217 0.085



244 596 317 135 333 739



1998



0.188 0.106 0.048 0.120 0.028 0.188 0.074



256 269 326 193 372 036



1999



0.185 0.110 0.043 0.122 0.016 0.233 0.084



273 439 369 869 413 123



2000
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