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Abstract

Vietnam grew rapidly in the 1990s, and yet by many
measures it has poor economic institutions. Dollar seeks
to explain this apparent anomaly. Between the 1980s
and 1990s Vietnam carried out significant economic
reforms, notably stabilization, the introduction of
positive real interest rates, trade liberalization, and initial
property rights reform in agriculture. Relating these
changes to the empirical growth literature, the author
finds that Vietnam’s growth acceleration is about what
would be predicted. Conditional convergence also
suggests that the country’s high growth rate will
decelerate unless further reforms are taken.

Dollar then looks at the level of institutional and
policy development in Vietnam compared with other
emerging market economies. While Vietnam’s policies
have improved, they did so starting from a very low base.
So, it can be simultaneously true that Vietnam’s policies
have improved a lot and yet are rather poor in
comparative perspective. A comparison of governance
indicators, financial sector issues, and the infrastructure
of international integration reveals serious institutional
weaknesses in Vietnam that need to be addressed if a
high growth rate is to be sustained.
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1. Introduction

Vietnam has been one of the fastest growing economies in the world in the 1990s,
and yet by many conventional measures it has poor economic policies. In the Index of
Economic Freedom, 2000, for example, Vietnam is ranked 144" out of 155 countries on
this measure that is supposed to capture the environment for investment and growth.
(This index from the Heritage Foundation may not be an unbiased assessment of
Vietnam’s investment climate, but its low rating of Vietnam is mirrored in other
indicators that we will take up in section 4.) The objective of this paper is to explain this
apparent anomaly, and to do so in a way that provides useful guidance to policy-makers
in Vietnam about what institutional and policy reforms are needed for sustained growth
and poverty reduction.

The next section provides a framework for addressing this problem by briefly
reviewing modern growth theory and the empirical growth literature. I stress the
empirical results on important institutions and policies for growth, as well as the
phenomenon of conditional convergence. Policy improvements generally lead to growth
accelerations, but without further reform the growth rate will then tend to slow down over
time.

Section 3 then examines a number of indicators of Vietnam’s reform between the
1980s and 1990s, notably the macro reforms of stabilization, positive real interest rates,
trade liberalization, and initial property rights reform in agriculture. Relating these

changes back to the empirical growth literature, I estimate what growth effect Vietnam



should have gotten from its reform and what in fact transpired, to see if its performance
really is an anomaly.

In the fourth section I look at the level of institutional and policy development in
Vietnam, compared to other emerging market economies. While Vietnam’s policies have
improved, they did so starting from a truly low base. Hence, it can be simultaneously true
that Vietnam’s policies have improved a lot and yet are rather poor in comparative
perspective. A comparison of governance indicators, financial sector issues, and the
infrastructure of international integration reveals serious institutional weaknesses in
Vietnam that need to be addressed if a high growth rate is to be sustained. Section 5

briefly sums up.

2. Determinants of Long-term Growth

There is a vast empirical literature that investigates the determinants of growth.
Much of this was spurred by the endogenous growth theories of Romer (1986) and Lucas
(1986). The new growth models emphasized the importance of creating a good
environment for firms to innovate — either through R&D to generate truly new products
or processes or through transfer or imitation of advanced technologies from other
countries, which is a type of innovation for the local economy.

Researchers have looked at a wide range of different variables that may affect
growth. One needs to approach this cross-country empirical literature with some caution.
The number of countries in the world is not that large, so that this work uses relatively
small samples. Many of the variables that researchers have looked at are correlated

among themselves, so that it is difficult to identify the effects of different policies



precisely. And there are issues of which way the causality runs. Nevertheless, this
empirical literature is useful for summarizing important patterns in the growth data.

Empirical studies of growth are based on the following “standard” cross-country

growth regression:
(1) Yot =Bo+B1-Yeru + B2 Xet + M + 71 + Vet

where y., is log-level of per capita GDP in country c at time t, y. .. is its lag k years ago
(k=10 years in my application using decadal data) and X, is a set of control variables
which are measured as averages over the decade between t-k and t. Subtracting lagged
income from both sides of the equation gives the more conventional formulation in which
the dependent variable is growth, regressed on initial income and a set of control
variables. The disturbance term in the regression consists of an unobserved country
effect that is constant over time, 1, an unobserved period effect that is common across
countries, Y, and a component that varies across both countries and years which we
assume to be uncorrelated over time, v,.

Most of the early empirical studies considered growth over a very long period
(k=25 years or more) so that there is only one observation per country. As a result, all of
the effects of interest are estimated using only the cross-country variation in the data.
Some papers consider shorter periods such as decades or quinquennia, and typically
combine the cross-country and within-country variation in the data in a fairly ad-hoc
manner. Caselli, Esquivel and Lefort (1996) provide a useful critique of conventional
panel growth econometrics and a proposed solution, which is to estimate equation (1) in
differences, using appropriate lags of the right-hand side variables as instruments. In

particular, they advocate estimating the following regression:

2 Yot = Yetk = By - (yc,t—k —Yet-2k )+ le(xct - Xc,t—k)"‘ ('Yt - 'Yt—k)+ (Vct - Vc,t—k)

This is nothing more than a regression of growth on lagged growth, and on changes in the
set of explanatory variables. Or, subtracting lagged growth from both sides of the



equation, we have changes in growth from one decade to the next as a function of initial
growth and changes in the explanatory variables.! Much of the recent work on growth
adopts this approach, which has the advantage of controlling for country-specific effects
that do not change over time.

I would point to five results that are fairly robust in the growth literature. First,
Fischer (1993) and others find that high inflation is bad for growth. This seems a
commonsense result that is hard to dispute. To some extent inflation reflects shocks and
other things beyond the government’s control, but truly high inflation (above say 40%)
obviously reflects monetary mismanagement. In addition, there is a pretty clear negative
relationship between government consumption and growth, first noted by Easterly and
Rebelo (1993). Some government recurrent expenditures are socially productive, but
countries with very high government spending usually have inefficient bureaucracies and
high levels of corruption. A number of studies, most recently Frankel and Romer (1999)
and Dollar and Kraay (2001b), find that openness to trade and direct foreign investment
accelerates growth. These latter findings are very much in the spirit of the new growth
models, which emphasize the importance of the size of the market for creating a fine
division of labor and stronger incentives to innovate.

In addition to macro and trade policies, financial development is also a spur to
growth [Levine, Loayza and Beck (2000)]. Countries that have more developed stock
markets and/or deeper banking systems tend to growth fast, after controlling for other
variables. Finally, measures of the strength of property rights, rule of law, or level of
corruption are highly correlated with growth [Kaufmann, Kraay, and Zoido-Lobat6n

(1999); Knack and Keefer (1995)]. The existing measures of property rights or

! Elaborations of these techniques involve jointly estimating a system of two equations, in levels (Equation 1) and in
differences (Equation 2}, and using lagged changes of endogenous variables as instruments for levels in the former



corruption come from surveys of private businesses and reflect the extent to which
investors perceive there to be problems with harassment, corruption, and inefficient
regulation.

There are lots of other variables that researchers have used in empirical studies of
growth. There are some studies that link infrastructure deficiencies in
telecommunications or power to poor growth performance (for example, Easterly and
Levine, 1999). However, my reading of the evidence is that those variables are not that
robust if one also controls for all of the institutions and policies noted above. I see
infrastructure provision as the result of good public institutions and policies.

So, while there remain disputes about the importance of individual policies, in
general there is broad agreement among economists that growth is promoted by the
policy package of private property rights, sound rule of law, macro stability, government
spending that is not excessive and well focused on public goods, and openness to foreign
trade and investment.

A final important result from the growth literature is “conditional convergence.”
Holding institutions and policies constant, there is a tendency for the growth rate to slow
down over time. This result also means that, cross-sectionally among a group of
economies with similar institutions and policies, poorer ones will grow faster and hence
“converge” on the richer ones. This convergence can be seen, for example, among
OECD countries. The relatively poor ones in 1960 (Japan, Italy) grew rapidly in 1960s
and 1970s, but then their growth rates slowed. The growth rate of the productivity leader,

the U.S., has been fairly stable at about 2% per capita per year. As a result of this

(Arellano and Bover (1995)). This approach can yield important efficiency gains (Blundell and Bond (1998)).



convergence among OECD economies, the overall growth rate of the rich world has

slowed decade by decade, and in the 1990s was at about 2% (figure 1).

A growing number of developing countries have moved on this growth-oriented
agenda in the past fifteen years, and in general they have gotten good results from reform.
For example, Dollar and Kraay (2001b) identified a group of “strong globalizers” (the top
one-third of developing countries in terms of increased participation in international trade
over the past two decades). By construction this group has had a particularly large
increase in trade: 104%, compared to 71% for the rich countries. What is striking is that
the remaining two-thirds of developing countries have actually had a decline in trade to
GDP over this period (figure 2). The globalizing group has also cut import tariffs
significantly, 34 points on average, compared to 11 points for the non-globalizers (figure
3). The list of post-1980 globalizers includes some well-known reformers (Bangladesh,
China, Hungary, India, Malaysia, Mexico, the Philippines, and Thailand). These
countries have been moving on the broad policy agenda outlined above. These recent
globalizers have experienced an acceleration of their growth rates, from 1.4% per year in
the 1960s to 3.5% in the 1980s, and 5.0% in the 1990s (figure 4), while rich country
growth rates slowed down over this period. What about developing countries not in the
“globalizing” group? They had a decline in the average growth rate from 3.3% per year
in the 1970s to 0.8% in the 1980s and 1.4% in the 1990s (figure 5).

While there has been growing consensus over the past few years about what
policies are good for growth, at the same time the old debate about growth and inequality
has resurfaced. It is common to hear claims that this era of globalization is leading to

mounting inequality within countries, so that growth is not benefiting the poor. [For



example: “Globalization has dramatically increased inequality between and within
nations...”--Jay Mazur, “Labor’s New Internationalism,” Foreign Affairs (Jan/Feb
2000).] Neither part of this claim is true. The growth data presented above show that
developing countries that are strongly embracing globalization are the big winners from
globalization. The globalizing developing countries grew at 5.0% in the 1990s and hence
converged on the rich countries, growing only at 2.2% (figure 6). It is the developing
countries that are not embracing globalization that are being left behind.

What about the claim that globalization and growth in general lead to higher
inequality within countries? In order to test whether growth is associated with higher
inequality within countries (that is, is biased against the poor), Dollar and Kraay (2001a)
put together a large data set on income inequality, compiled from a variety of existing
sources (primarily the dataset constructed by Deininger and Squire (1996)) with several
updates using more recently available data). The data consist of Gini coefficients for a
large number of countries and years, and five points on the Lorenz curve for most of
these country-year observations. As noted by these and other authors, there are
substantial difficulties in comparing income distribution data across countries. Countries
differ in the concept measured (income versus consumption), the measure of income
(gross versus net), the unit of observation (individuals versus households), and the
coverage of the survey (national versus subnational). Dollar and Kraay restrict attention
to distribution data based on nationally representative sources identified as high-quality
by Deininger and Squire (1996), and perform some simple adjustments to control for

differences in the types of surveys. These data cover a total of 137 countries.



Dollar and Kraay use these data to try to understand what is happening to the
income of the bottom 20% of the income distribution, as globalization proceeds. There is
a one-to-one relationship between the growth rate of income of the poor and the growth
rate of per capita income, but also quite a lot of variation around that average relationship
(figure 7). In other words, percentage changes in incomes of the poor on average are
equal to percentage changes in average incomes. A useful way of interpreting these
results is to realize that they are equivalent to the finding that changes in the distribution
of income are not systematically associated with the growth rate.

Can we explain deviations around the one-to-one relationship, which reflect
changes in inequality? The hypothesis that greater trade openness leads to growing
household inequality is the hypothesis that growing openness leads to points “below the
line” in figure 7: growth of income of the poor less than proportionate to per capita GDP
growth. Dollar and Kraay considered a variety of possible variables that might explain
cross-country differences in the extent to which growth accrues to those in the bottom
quintile, with little success. One of the variables considered was trade volumes, but
Dollar and Kraay found no evidence whatsoever of a systematic relationship between
changes in trade and changes in inequality. There is simply no association between
changes in trade to GDP and changes in the Gini measure of inequality (figure 8). No
doubt trade and investment liberalization has distributional consequences — that is, there
are “winners” and “losers” in the short run. However, our finding is that the losers do not
come disproportionately from the poor. While it is heartening to know that the losers do
not come disproportionately from the poor, nevertheless it has to be a concern that some

poor households are hurt in the short run by trade liberalization. It is thus important to



complement open trade policies with effective social protection measures such as
unemployment insurance and food-for-work schemes. (Closed economies obviously
need safety nets as well since households are subject to shocks from business cycles,
technological change, weather, and disease.) To the extent that trade openness raises
national income, it strengthens the fiscal ability of a society to provide these safety nets.
The fact that increased trade generally goes hand-in-hand with more rapid growth
and no systematic change in household income distribution, means that increased trade
generally goes hand-in-hand with improvements in well-being of the poor. Dollar and
Kraay (2001a) similarly examine whether or not other institutions and policies that are
good for growth, tend to affect inequality. For trade openness, rule of law, and financial
development, the distribution effects are all very small and not significantly different
from zero. In the case of government consumption and inflation, there are more
significant distributional effects. In general, high inflation and large government
consumption are especially bad for the poor. Such policies create a poor environment
for growth and tend to harm the poor disproportionately. Based on empirical evidence
we can reject the view that growth-enhancing policies, including integration with the

global economy, do not work for the poor.

3. Vietnam’s Experience with Reform in the 1990s

Cross-country growth analysis is useful for summarizing what is true in general or
on average. However, individual country experiences can vary a lot from what would be
expected or predicted from the cross-country regressions. In this section I look at some

indicators of Vietnam’s reform between the 1980s and 1990s and ask whether or not the



country got the expected boost in growth or whether it is an anomaly in either direction
(higher or lower growth than would be predicted).

There is a growing descriptive literature of Vietnam’s economic reform (Dapice
1995; de Vylder and Fforde 1996; Dollar 1994; Ljunggren 1993; Le Dang Doanh 1995).
It is widely recognized that stabilization from high inflation was one key aspect of the
reform. The inflation rate declined from over 160 percent per annum in 1988 to less than
10 percent in 1997 (figure 9). This stabilization was the result of fiscal adjustment and
monetary restraint in the early 1990s.

Together with the stabilization there were some initial financial sector reforms,
raising interest rates to positive real levels and introducing some element of competition
into the system. A measure of financial development that has been used in the growth
literature is commercial bank assets relative to total bank assets. In Vietnam this measure
of financial development increased from 0.64 in 1992 to 0.83 in 1997 (unfortunately the
data are not available before 1992).

Liberalization of foreign trade and investment has been an important part of
Vietnam’s reform. The trade system was highly restricted through the mid-1980s.
Reform has included dismantling of non-tariff barriers and tariff reductions (Dollar and
Ljunggren 1997). It is difficult to measure the extent of trade policy reform. One good
indicator is the volume of trade in constant prices relative to PPP GDP. This ratio
increased from .08 in 1989 to .27 in 1997. In today’s world trade is closely related to
foreign investment. Vietnam also liberalized its policies toward foreign investment.
Flows of FDI averaged more than 5% of GDP in the second half of the 1990s, up from

virtually zero in the 1980s.
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Some of the most import reforms in Vietnam involved strengthening of property
rights. The initial land reform gave use rights over land to peasant families, and in
practice there is quite an active market in land. Company law and foreign investment law
improved the property rights over plant and equipment. It is hard to measure this change
in the extent of property rights. In the next section I am going to introduce a measure of
the strength of property rights across countries in the late 1990s. This measure shows
Vietnam to be significantly better than nearby Burma. For purposes of making a
quantitative estimate, I am going to assume that the property rights reform in Vietnam
between the late 1980s and the late 1990s was equivalent to the current distance between
Burma and Vietnam in this regard. I recognize that this is an hoc approach, but I think it
will shed some light on the importance of property rights reform in Vietnam’s experience
to date.

If we take the changes in figure 9 as crude indicators of the major reforms that
have taken place in Vietnam, what would we estimate the effect of reform to be, in light
of the empirical growth literature? In figure 10 I take the point estimates from recent
panel growth regressions (Dollar and Kraay, 2001a, 2001b) and apply them to the
changes in policies observed in Vietnam. The result is that trade liberalization is
estimated to account for an increase in the growth rate of 1.3 percentage points;
disinflation, 1.5 percentage points; financial deepening, 1.8 percentage points; and
property rights reform, 2.6 percentage points. These are each independent effects: the
total effect of these reforms would thus be an increase in the growth rate of 7.2

percentage points.
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One should of course take these point estimates.with a certain amount of
skepticism. Yet, it is interesting that the estimated effect of reforms from the cross-
country growth literature accords quite well with Vietnam’s experience. It should have
gotten a large boost in growth, and in fact it did. For much of the 1980s the real per
capita growth was zero; for the 1992-98 period it was 5.4%. The world growth rate
slowed down by about one point between the 1980s and 1990s. So, relative to the world
growth rate, Vietnam’s growth rate accelerated by about 6.4 percentage points, quite
similar to what would have been expected from its reforms based on the empirical growth
literature.

So, Vietnam has gotten the expected results from economic reform, in terms of
growth. What about developments in inequality and poverty? Here too it turns out that
Vietnam is typical. In the last section, I noted that in general there is no strong
relationship between the kind of reforms that Vietnam has carried out and changes in
household income inequality. The VNLSS survey in 1992 found relatively low
inequality in Vietnam (Gini of .35), and the follow-up survey in 1998 found essentially
the same degree of inequality.

Thus, reforms in Vietnam have led to a dramatic increase in income of the poor.
The poverty headcount rate (based on a 2000 calorie poverty line) declined from 75% of
the population in 1988, to 58% in 1993, and 37% in 1998 (figure 11). Poverty was cut in
half in a decade. It is interesting to put Vietnam’s poverty reduction experience in
perspective by comparing it with China’s and India’s. In both China and India reform
has coincided with mounting inequality, hampering the extent to which growth has

translated into poverty reduction (figure 12). While Vietnam’s growth rate has been

12



distinctly lower than China’s, its rate of poverty reduction has been nearly the same.
(This mapping from growth to poverty reduction depends not only on changes in the
distribution of income, but also on the initial level of per capita income and the initial
degree of inequality.)

Thus, the story so far on Vietnam has been quite positive. There were large
improvements in policies between the 1980s and the 1990s, an acceleration in growth,
and a dramatic decline in poverty. But now I am going to throw some cold water on the
discussion, by reminding the reader about conditional convergence. Vietnam started out
in the 1980s as an extremely poor country with extremely poor policies. In that context
some modest reforms were large improvements in policies, and, starting from an
extremely low base, Vietnam was able to growth extremely rapidly. However, if policies
remain the same, Vietnam’s growth rate will slow down as it gets richer. bollar and
Kraay (2001b) estimate a convergence coefficient of .67: that is, a per capital growth rate
of 6% in one decade, will be 4% in the next, as long as policies remain the same (figure
13). So, in the next section, I turn to the question of the Jevel of Vietnam’s policies,
compared to other emerging market economies. This comparison is a useful way of
highlighting key areas in which Vietnam needs to move in its reform if it is to sustain a

high growth rate.

4. Vietnam Compared to Other Emerging Markets
In this section I will focus on the level of policies in Vietnam in the late 1990s,
comparing it to other emerging markets in the areas of property rights/governance,

financial and labor markets, and openness to foreign trade and investment.
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 Property rights/governance

Kaufman, Kraay and Zoido-Lobaton (1999) combine dozens of indicators from 13
sources under 5 categories that measure broad dimensions of governance. The categories
include:

o Government effectiveness measures bureaucratic delays, competence of officials, the
quality of public service delivery and the independence of the civil service from
political pressures. This grouping of indicators covers the elements needed for the
government to design and implement good policies.

e Regulatory burden includes the numbers of regulations within a market, the number
of markets that are regulated, competition policy measures, and price controls. This
captures more of the outcomes of the policies and provides a sense of how market-
friendly the investment climate is.

e Rule of law captures the extent of crime, property rights, tax evasion and the legal
system’s effectiveness. It indicates the enforceability of contracts and the
predictability of rules.

e Graft measures include the frequency and size of irregular payments.

e Political instability and violence measures the incidence of coups, assassinations,
riots, and armed conflicts and provides a measure of the likelihood of a violent
overthrow of a governing party.

The political instability measure is primarily concerned with the probability of violent

shifts in political power rather than constitutionally sanctioned shifts in policy stance.

The other four are highly correlated, with correlations of 0.69 to 0.93. These indicators

capture different dimensions of property rights: basic contract enforcement and the rule

of law, political stability and freedom from violence; freedom from corruption. At first
glance the link from the other two measures — government effectiveness and regulatory
burden — to property rights may not be obvious. But together they capture the extent to
which there is an efficient division of labor between the public and private sectors, where

an inefficient division leads to poor use of resources both in the public sector and in the

private.
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Figure 14 shows governance in Vietnam and four other Asian countries (Burma,
China, India, and Thailand). The way to read these “governance pentagons” is as
follows: for each indicator, the mean for all countries in the world is zero and the
standard deviation is 1. Thus, Vietnam is perceived to have above average political
stability, but to be well below average on the other four dimensions of governance. In
terms of basic property rights and rule of law, Burma is very poor (and it is that Burma
level that I took as an estimate of Vietnam’s situation circa 1986). Vietnam is about half
a standard deviation better than Burma, but significantly worse than China or India.
Thailand in turn is significantly better than China or India. (Countries in the developing
world that score really high on this measure are Chile and Singapore; in making
comparisons, I am concentrating on countries that are not too far from Vietnam’s level of
development.)

In terms of regulatory framework for business and government effectiveness in
providing services, Vietnam also lags significantly behind China and India. In terms of
corruption, China, India, and Vietnam are all perceived to be about the same.

Because these are indexes, it is not easy to interpret these differences. The
measures of rule of law, regulatory burden, and government effectiveness are highly
correlated. For all of them Vietnam lags China by about half a standard deviation. In
growth analysis, that is a large difference that is “worth” about 2-3 percentage points in
growth.

Factor markets
Another useful source of comparative information is the Global Competitive

Report, which ranks a large number of countries in terms of different dimensions of
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competitiveness. These are subjective assessments of the international business
community and should be treated with some caution. Still, it is interesting to see that
Vietnam is ranked among the lowest of the countries rated (figure 15). Vietnam is seen
to be far less competitive than China (which is in the middle of the pack). Two areas that
are singled out as particular weaknesses in Vietnam are financial markets and labor
markets.

Vietnam made an initial set of reforms in the financial sector, but then has done
little in the past five years to follow up. The banking sector is still dominated by a few,
poorly managed state banks. Much of the outstanding credit of these institutions is to
state-owned enterprises. Some of the SOEs, especially those working with foreign
partners, are doing well, but many are in financial difficulty. Hence, the financial sector
is saddled with a large degree of non-performing loans. This results in high spreads and
poor ability to channel funds to the most productive investments. To the extent that all of
this is explicitly or implicitly backed by the government, it also represents a contingent
liability that weakens the government’s fiscal position. A similar situation prevailed in
Thailand before its 1997 financial crisis. The government’s fiscal situation looked good
on the surface; however, it was the guarantor of a risky and poorly managed financial
system. A modest shock then precipitated a large financial and exchange rate crisis
(Burnside, Eichenbaum, and Rebelo, forthcoming). Vietnam has a relatively closed
capital account, but it would be naive to think that this alone will insulate it from a
potential financial/currency crisis. As Vietnam'’s economy develops and is more
integrated with the global economy on the real side (trade and direct investment), it

becomes increasingly difficult to maintain capital controls. Thus, reforming the financial
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system is a high priority both to help create a good environment for growth and to
provide insurance against a ﬁnancial/éurrency crisis that would really set back the
country’s development.

Openness

Vietnam has been negotiating to join the WTO, and that process has revealed that
the country still has significant barriers to trade. Following through on its plans to join
the WTO will require addressing these issues. But here I want to stress a different aspect
of openness. Participating more in the global economy has been an important part of
Vietnam’s success to date. But to deepen that participation will require not only trade
reforms, but also improvements in both the hard and soft infrastructure of trade: ports,
customs administration, insurance, and finance. There are indicators that Vietnam is
lagging behind competitors in these key areas.

Take shipping costs, for example, for which we have good data on all of the
shipments into the United States. For shipments of garments in 1998, the shipping cost
from Saigon to the west coast of the U.S. was nearly 10% of the value of the shipment,
compared to 4% for similar shipments from Shanghai or Bangkok (figure 16). There are
small variations in the distances from these different cities to the U.S., but they cannot
explain the variations in shipping costs (Saigon is actually closer than Bangkok to the
U.S.) Rather, these differences result to a large extent from the level of port efficiency,
which leads to delays and high costs in the case of Vietnam. The shipping cost
differences for textiles are even more striking (figure 17).

In the case of garments, Vietnam has great potential as a producer and exporter,

especially as it joins the WTO and the multi-fibre arrangement is phased out. Now, the
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shipping cost difference between Saigon (nearly 10%) and Shanghai (4%) may not seem
like much, but here is what it means to a producer. The wholesale price of an ordinary
men’s shirt landed in Long Beach is about $1. The value added in that shirt is about 50
cents, of which half would be labor cost in a country such as Vietnam. Thus, there is a
potential profit of about 25 cents. Given the low capital requirement of the sector, this
should be a highly profitable and hence expanding industry in Vietnam. Thus, the fact
that it costs six cents more to ship a shirt from Saigon to Long Beach, than from Shanghai
to Long Beach, is not a trivial difference. The entrepreneur loses six of 25 cents of
potential profit just from that one bottleneck alone. If there are other bottlenecks in
domestic transport (to get to the port) or in customs administration to get inputs into and
outputs out of the country, then each of these will be an additional “tax” eroding further
that potential profit.

Thus, in comparing Vietnam with other emerging market economies we find a
number of deficiencies in the investment climate that will influence investment and
growth. The underlying weaknesses are institutional, concerning the protection of
property rights and efficient regulation of markets, the supervision of the financial
system, and the policy framework for infrastructure development. Vietnam’s reforms
initially attracted quite a lot of enthusiasm from foreign investors. In 1998 the level of
foreign direct investment, relative to GDP, was comparable in Vietnam to other emerging
markets, such as Brazil and China, though well behind Malaysia, Thailand, or Malaysia
(figure 18).

The time trend of foreign investment into Vietnam, however, raises some

concerns. Volumes rose sharply from 1990 through 1995, but then leveled off and
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declined (figure 19). One might think that the decline in 1998 was partly related to the
overall East Asian ﬁnancia_ll crisis. However, direct foreign investment worldwide
actually increased during the crisis years (while portfolio flows dropped sharply). Hence,
in an overall improving global climate for direct investment, Vietnam has been getting

diminished attention from investors.

5. Conclusions

In the 1990s Vietnam was one of the fastest growing economies in the world, and
at the same time the level of institutions and policies in Vietnam was poor compared to
other emerging market economies. These two, apparently discordant facts can be
reconciled within the framework of modern growth theory and evidence. The key to the
apparent anomaly lies in Vietnam’s initial conditions in the mid-1980s. The country has
a good location and good human resources. However, in the mid-1980s it had truly
terrible economic policies that translated into an extremely low per capita income.
Starting from such a base, a modest set of initial reforms will have a large impact and
generate a very high growth rate (especially in a good location, such as Vietnam’s). The
initia] reforms are also quite feasible technically for a low-income country. They involve
macroeconomic policy changes such as price liberalization, devaluation, trade
liberalization, and interest rate increases. Vietnam also carried out land reforms in
agriculture that were important, but that were also not difficult technically (essentially
returning land to peasant families). All of these reforms require political will, but are not

difficult technically.
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Hence, Vietnam received the kind of growth boost that is to be expected from an
initial set of macro reforms in a low-income environment. But, another well established
empirical regularity of the growth literature is conditional convergence: holding policies
constant, there is a tendency for the initially high growth rate in a low-income country to
slow down as it develops. Thus, the key to sustained high growth over several decades is
continual upgrading of economic institutions and policies: legal reform, regulatory
improvements, deepening of the financial system, regulation that allows efficient
infrastructure investment and thus reduces transactions costs. The highly successful
economies such as Taiwan (China) demonstrate this kind of continua} improvement over
several decades.

The slowdown in foreign investment into Vietnam and the fact that its growth rate
remains well below that of neighboring China suggests that Vietnam has not followed its
initial reforms with sufficient institutional upgrading. These institutional dimensions are
hard to measure, but there are various indicators that are informative. I have presented a
number of these, painting a consistent picture of weaknesses in Vietnam’s governance,
financial sector, and transport infrastructure that point to important areas in need of
further reform. Without these reforms, we can expect Vietnam’s growth rate to
decelerate. So, a balanced assessment of Vietnam in the 1990s is that initial successful
reforms produced goods results and have led to an important decline in extreme poverty.
However, there has been some tendency for the government to rest on its laurels in recent
years, leading to a decline in investment and growth. For Vietnam to keep up with other
competitive economies in its region, the government will have to get back on the reform

horse.
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Figure 1. Per capita GDP growth rates by decade:
rich countries
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Figure 3.

Decline in average import tariffs:

mid-1980s to late-1990s
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Figure 4. Per capita GDP growth rates:
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Figure 5. Per capita GDP growth rates:
non-globalizers
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Figure 7.
Growth is good for the poor
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Figure 9. Indicators of Vietnam’s reform
mid 1980s to late 1990s
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Figure 10.
Estimated growth impact of Vietnam's reforms
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Figure 11.

Poverty declined rapidly in Vietnam...

as the economy opened
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Figure 13. Conditional convergence:
without further reform, growth slows down
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Figure 15. Global Competitiveness Report
rankings
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Figure 16. Maritime transport to the U.S.
(West Coast): Garments
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Figure 17. Maritime transport to the U.S.
(West Coast): Textiles
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Figure 18. FDI as share of GDP, 1998
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Figure 19. FDI in Vietnam in the 1990s
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