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FOREWORD

East Asia: From Miracle to Crisis outlines some of the main lessons
from the East Asian development experience which are most relevant to Viet
Nam at this current juncture in the country’s development process. In order to
be useful to Vietnamese policy- and decision-makers, the paper focuses
particularly on lessonsfor therole of the statein contributing to successful and
sustainable devel opment, and in minimizing thelikelihood of crisisand instability.
While considerable attentionispaid to lessons|earned from the ongoing regional
financial crisis, these are placed in the broader context of the many impressive
achievements and positive lessons in the region over the past forty years.

Most noteworthy, poverty has been reduced substantially in all of East
Asia snewly-industrialized economies (NI Es) following yearsof investment in
human development and rapid economic growth. The regional crisisis now
reversing some of these gainsin afew of the countries concerned. Therefore, the
lessons|earned and outlined inthispaper area so highly relevant to the sustainability
of poverty reduction and human devel opment achievements.

Viet Namis gtill in a position to benefit from these lessons in order to
avert crisis and instability, avoid the growing human suffering now being
experienced in some of the crisis countries, and eventually achieve prosperity
and sustainable poverty reduction. Notably, well before the ongoing regional
crisisbeganto emergeinlate July 1997, the United Nations published an analysis
in October 1996, which attempted to alert Viet Nam that it appeared to be
heading towardsitsown major financial crisiswithin fiveyearsfor many of the
same largely internal reasons that a number of countriesin East Asia are now
suffering crisis.*

The socia impact of such afinancial crisisin Viet Nam would be far
more profound, protracted and painful than isthe casein those countriescurrently
in crisis, given Viet Nam's still very much lower income per capita and more
widespread poverty. This generally lower level of income and savings would
provide far less scope to absorb the related adjustments and austerity.
Encouragingly, sincethe outbreak of theregiond criss, therehasbeenanew

1 Catching Up: Capacity Development for Poverty Elimination, UNDP and UNICEF,
October 1996.



seriesof reform-oriented policy statementsand programmesfrom both the
Party and the Government recognizing the need for acontinued degpening
andwidening of thecountry’ sreform process. Asinthepadt, thechdlengewill be
tofurther convert such sound policy satementsinto reformactions.

Perhapsthesinglemost important lessonto belearned fromtheongoing
crisisrelatesto theimportance of taking concrete actions sooner rather than
later. Inthemonthsjust beforethecrisiserupted, all of thegovernmentsinthe
countriesconcerned probably continued to fedl reasonably confident that there
was still ample time to implement the reforms needed to redressinternal
financid, structurd andingtitutiona vulnerabilities. Nevertheless, just asthose
who ignore history are destined to repeat it, it isalso truethat crisis often
spawnsopportunity for thosewilling to taketimely action.

Edouard A. Wattez
UN Res dent Coordinator and
UNDP Res dent Representative

Hanoi, Viet Nam, November 1998



SupplementsSinceFirst Edition

This second edition of East Asia: From Miracleto Crisisbuilds
upon the analysis of the first edition published in June 1998. The first
edition outlined some of the most important positive and negative lessons
from the East Asian development experience over the past forty years,
including from the ongoing regional crisis. In order to be useful to policy-
and decision-makers, the focus was on the role of the state. While the
lessonsdrawn remain relevant to many devel oping countries, afina section
outlined key lessons particularly relevant to Viet Nam at this current
juncture of the country’s devel opment process.

This present edition supplementsthe analysisin thefirst edition
in several ways. First, it updates the analysis in light of more recent
developments. Secondly, it looks more closely at the social impact of the
regional crisisinthe countriesmost affected, the potential impact on Viet
Nam, and related socia policy implications. Thirdly, thisedition attempts
to add clarity to therich, but at times confusing, international debate on
the regional crisisin the hope of facilitating the domestic policy debate
and needed actionsin Viet Nam. This second edition isalso writtenin a
non-technical manner to maximize accessibility.

Part of the basisfor the supplementsto this second edition wasa
two-day policy conference on the role of the state in the origins and
management of the regional crisis organized by the Central Institute of
Economic Management (CIEM) with UNDP assistance in Hanoi on 31
August — 1 September. The conferenceinvolved high-level policy advisors
and eminent researchersfrom Indonesia, Thailand, South Korea, Malaysia,
Viet Nam, Sweden, Canada, and the USA. The main purpose of the
two-day dialogue was to share country experiences and lessons learned
inthe origins and management of the crisesin the various Asian countries
concerned, and to examine the relationships between globalization,
governance and stability. The conference was motivated by the first
edition of East Asia: FromMiracleto Crisis, and adesire by Vietnamese
officials to better understand the ingredients and policies for preserving
stability, which hasbeen for many years, and remains, the highest priority
of the Vietnamese State. The two-day conference largely endorsed the
lessons|earned and policy implications outlined in thefirst edition, while
supplements and qualifications offered at the conference are taken into
account in this second edition.




Theviews expressed in UNDP staff papers are not necessarily the official
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East Asia':
From Miracle to Crisis

Key Lessons for Viet Nam

l. Introduction
Purpose

Thispaper briefly outlinessomeof themost important lessons
learned from the East Asian development experience over the past
forty years, with particular focuson theongoingregional crisis. The
paper attemptsto help facilitatethedomestic policy debateand needed
policy actionsin Viet Nam so that the country avertscrisis, resumesstrong
and sustai nabl e devel opment, and further reduces poverty in asustainable
manner. Inorder to beuseful to policy-makers, thefollowing andysisfocuses
on experiencesand lessons|earned on therol e of the statein the successes
andfailuresof East Ada. Based ontheseexperiencesand key lessons|earned,
there ated policy implicationsfor Viet Namarebriefly outlined. L essonslearned
and related policy implicationsarea so outlined for mitigating thesocia impact
of economic downturns, and minimizing hardshipson themost vulnerable of
the Viethamese people. All of these important lessons|earned and policy
implicationsprovidethebas sfor resuming strong and sustainabl e devel opmertt,
whilepreserving stability, which hasbeen for someyears, and remains,
thehighest priority of theViethamese State.

Assuch, thispaper buildsupon thefirst edition published under the
sametitlein June 1998. Thiscurrent edition supplementsthat earlier analysis
by further analyzing thelikely socia impact of theregiona crissinViet Nam
andrelated socid palicy implications. Moreover, inlight of recent devel opments
both regionally and globally, thisedition further explorestherelationships
between globdization, governance and stability. Equally important, thissecond

1 For purposes of this paper, East Asiaincludes South East Asia, and the devel opment
experiences surveyed include those of the first-tier newly-industrialized economies
or NIEs (Japan, South Korea, Taiwan, Hong Kong, and Singapore) as well as the
second-tier NIEs(Malaysia, Thailand, Indonesiaand The Philippines). Referenceto
main-land China’s experienceis madewhen relevant.
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edition attemptsto assist Vietnamese policy- and decision-makersin sorting
through the very diverseand at times confusing, international debate onthe
regional crisisinorder to facilitate the domestic policy debate and needed
policy actionsinthecountry.

Deepening | mpact

Viet Nam hasso far been much lessseverely impacted by the
ongoing regional crisiscompar ed with anumber of other countriesin
theregion. Therearesever al reasonsfor thisincluding: the country’slack
of dependenceto dateon liquid foreign capital; the non-convertibility of its
currency; aswell aslayersof other regulations (which provide sometemporary
shelter from the outside storm, but a so impose heavy economic costs). The
impact of theregional crisishasal so been dowed by thefact that much of the
Vietnameseeconomy istill informal, and only indirectly linked totheformal
regiona and globa economies.

Nevertheless, whilegrowth in GNP isstill positive, itisclearly
on thedeclinein linewith aconsiderabl e reduction in export growth and
foreign direct investment. Continued internal structural weaknesses, which
had been masked by high growth ratesin recent yearsfuelled by easy foreign
money, will beincreasingly exposed asfinance becomesmorescarce. Asa
consequence, the social impact of the regional crisison Viet Nam is
also expected to gradually deepen during 1999 as unemployment in
theformal sectors, especially in urban areas, continuesto gradually
rise. Thisinturn risksreversing someof the country’ ssgnificant achievements
inpoverty reduction over the past twelveyears, and increasing vulnerability
to social hardships. Fortunately, through timely and effective policy
actions, Viet Nam can till avert sinkingintothekind of crisisconditions
being experienced in anumber of other countriesin theregion.

In Search of Valuable Lessons Learned
Viet Nam'’sdevel opment strategy hasbeenincreasingly influenced by

the East Asian devel opment experience, particularly sincethe collapse of the
former centrally-planned economiesof Eastern Europeand theformer Soviet
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Unioninthelate 1980s. Theincreasing influence of East Asawasof course
asodueto Viet Nam’'sgeographical location, aswell astheimpressiverecord
of exceptiondly high ratesof growth and devel opment inasignificant number
of the East Asian economies over the past forty years. Indeed, this
extraordinary devel opment performance becamewidely known asthe East
Adan“miracle’ 2

Prior tothe outbreak of theregiond crigs, Viethamese policy-makers
had been attempting tolearn and benefit from the successful socio-economic
experiencesof these* miracleeconomies’, whileat the ssmetimeensuring
sability. Moreover, theheavy role played by thestatein directing devel opment
in someof these other countriesmay have seemed appeding to many officias
inViet Nam, which has been in cautious (and perhaps at times rel uctant)
transition from acentrally-planned to amore market-based economy. The
outbreak in July 1997 of theongoing regional crisshasunder ssandably
resulted in renewed debate and caution within official circlesin Viet
Nam on themeritsof thedevelopment policiespur sued in anumber of
East Asian economies. Thisis, of course, heathy and provides an
opportunity toreview and take stock of thelikely benefitsand costsof selected
policiesand practicesbeing pursuedin Viet Nam.

Confusing International Debate

Unfortunately, thedomestic policy debatein Viet Nam appear s
to have been prolonged, and needed actionsfurther delayed, by the
rich but at timesconfusinginter national debate ontheregional crisis,
particularly ontherespectiverolesplayed by “liberdization” and*“ globaization”.
Theinternational debate hasbeen at times obscured by ideological over-
reactions, attemptsto deflect blame, and lack of perspective onthe broader
East Asian development experience. In some cases, East Asia’'s many
achievementsover thepast forty years, and therelated policy |essons, appear
to have been largely written off by many in the“western” world, and the
“miracle’ isnow conddered to havebeena“mirage’. Theterm* globdization”

2 The term “miracle” was most often used in describing the past development
performance of Japan, South Korea, Taiwan, Singapore and Hong Kong.
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has often been misused and treated synonymously with the globalization of
liquid capital, without referenceto itsmany other dimensions. Similar broad-
based misuse has been made of theterm “liberalization”. Symptomsand
cataystslikecapital flight, asset price” bubbles’ and “ non-performing loans’
have often been confused with the more fundamental causes of thecrisis.
Considerable attention has been focused on “market failure” without
questioning why markets appear to havefailed. Theroleof the statein the
originsof theongoing crisis, and related policy implications, hasreceived only
superficial coverage. Broad-based generdizations have been made about the
causesof thecrisesinthevarious countriesconcerned without analyzing some
important differences. Liquidity issueshave often been confused with solvency
issues. Orthodox over-reactions to issues like capital controls have cost
credibility inthe policy debate. The desire by someto bethefirst to unveil
grandiose schemesas solutionsto theregiona crisishasdistracted fromthe
fundamental issues and urgent work at hand in the individual countries
concerned. Therefore, subsequent sectionsof thispaper a so attempt to add
clarity totheseissuesin anon-technical and understandable manner.

Structure of Paper

Thispaper isbroadly organized asfollows:

First, theongoing regiona crisisisput into the context of East Asia's
broader devel opment experience. This section emphasizes that,
despite the ongoing crisis, there have been many development
achievementsin East Asia, and many of these achievementsremain
very muchintact. Inaddition, theoriginsof thecrisisare put into
perspective, therespectiverolesof “government failure’ and “ market
falure’ areanayzed, smilaritiesand differencesacrosscountriesare
briefly examined, and theroleof liberalization and globalization are
assessed.

Second, some of the most important positivelessonsfor Viet Nam
that can be discerned from East Asia smany achievementsover the
past forty yearsare briefly outlined, followed by some of themore
relevant negativelessonsunderlying thecurrent crisis. Notably, some
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formerly ambiguouslessonsfromthe East Asan*“ miracle’ now gppear
much clearer inlight of thecrisis. Theselessonsrelate particularly to
the past heavy role of the statein affecting the allocation of finance
and investment in commercial areasinanon-neutral manner.

Third, thepaper briefly analyzesthe economic and socia impact on
Viet Nam of theregional crisis.

Finally, thispaper highlights some of the most important lessons
learned and policy implicationsfor Viet Nam today, particularly
regarding the role of the state in successful development and
sustainable poverty reduction.

. TheCrisisin Per spective

Thissection attemptsto add some ba anced perspectiveontheregiond
criss, whilea so attempting to provide some clarity to anumber of important
issuesof recent concernto Vietnamese officials, in order tofacilitate needed
policy decison-making and actionsin Viet Nam.

Remembering the Achievements

Despite the ongoing regional crisis, there have been many
impressive development achievements in East Asia which remain
lar gely intact. Real income per capitahasgrown tremendoudy and poverty
has been reduced substantially over the past forty years, particularly in Japan,
South Korea, Taiwan, Singapore and Hong Kong, and to asignificant but
lesser degreein Malaysia, Thailand and Indonesia(see Chart 1).

¥ Of course the state in all countries must carefully plan and direct public sector
investmentsin basic infrastructure, basic social services, environmental management
and other areas where theinvisible hand of the market tendsto fail because the rate
of return on such public goods and services cannot be easily captured by private
investors, or where over-exploitation results because private investors are able to
avoid paying the full costs.
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Chart 1: Long-term Trends in Real Income Per Capita (1960-98)
(Valued in US$ at 1998 Exchange Rates and Prices)
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Theregional poverty ratewasreduced by morethan two-thirds
since 1960 and life expectancy increased on aver age by morethan a
decade. While the term “miracle” may have been misleading, these
achievementswerevery redl, and built onthe hard work; thrift, perseverance
and disciplineof the peopleof these countries. With the poss ble exception of
Indonesia, wherefinancial, structural, socia and political challengesappear
greatest, and may requirealong recovery period, all of these countriesare
likely to sustain most of their past achievementsand further build uponthese
following afew yearsof effective restructuring. Whilethere may be some
further temporary lossesin real incomesover thecoming two or threeyearsin
some of these countries, there is scope to absorb these in most countries
concerned if effectiveand equitable policiesare pursued.

Notably, even with theconsider ablecontraction of real incomes
in 1998 in some of East Asia’s newly-industrializing economies, the
vast majority of peoplein most of these economiescontinuetoenjoy a
much higher level of prosperity and social well-beingthan isthecase
inthosedeveloping Asian economiesthat pursued lessmar ket-based
and lessopen development strategies. Thisisthe case whether current
per capitaincomes are valued at pre-crisisexchangerates or at the much
depreciated exchangeratesprevailingin 1998 (See Chart 1 and Appendix
Table1.) Whileafew countrieshavetemporarily lost oneor two yearsof red
incomegainsduring 1998, and there may be somefurther smaller lossesin
1999, most of thegainsinincome per capitaand poverty reduction over the
past forty yearsremain very muchintact. These achievementswill befurther
built upon following afew yearsof effectiverestructuring, and poverty will
resumeitsdecline. Therefore, oncethe current period of restructuring in East
Asiaispassed, most of the devel opment strategies and policies of much of
East Asaarelikely toremain amost worthy model for other developing
countriesattempting to escape poverty.

4 Converting income per capita figures expressed in US dollars at the substantially
devalued nominal exchange rates obviously exaggeratesthe declineinreal incomes

during 1997-98.
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The Role of the State in East Asia’s Successes and Failures

Prior totheoutbreak of theongoingregional crisis, thestatein
many East Asian countries had long been credited for much of the
“miracle’. Effective macro-economic policies created incentives for
substantial savings and investment, and labor-intensive export-oriented
development by the private sector. The statewasalso credited for strategic
publicinvestmentsin basi cinfrastructure, education and health, andinafew
cases, effective and equitableland reform, which together created thebasis
for rapid and equitable growth in many East Asian economies. Together
these policies enabled and strongly promoted the development of
dynamic private sector swhich weretheenginesof East Asia’srapid
growth and development. Rapid and equitablegrowth dramatical ly reduced
poverty and provided thedividendsfor reinvestment in hedlth, education and
human devel opment, whichin turn provided the basisfor progresstowards
higher levelsof development. Inretrogpect, most of these policieswerehighly
effective.
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At thesametime, thestatein anumber of East Asian countries
alsoplayed aconsder ableinterventionist rolein directing or influencing
investmentsin commer cial areas. “ Policy loan” schemesweretypicalyin
placeto promoteinvestmentsin state-sel ected commercia areas. Government
“mora suasion” wasoften exercised on domestic banks, both stateand private,
to finance sate-sanctioned investmentsin the private sector. State guarantees,
both explicit and tacit, provided domestic bankersand investorswith comfort
that the statewould ultimately bare much of therisksand underwrite potential
losses. Commercia devel opmentswere often based on persond relationships
between state and private sector parties, and in retrospect, corruption appears
to have played arole in developing some high cost investments and/or
misappropriation of funds.

Therewasin some areas a consider ableblurring of the state
and private sectors. Lenders and investors, both domestic and foreign,
devel oped the perception that the creditworthinessof many large private sector
companiesand bankswasessentially backed by government creditworthiness,
which in turn was fairly high in many East Asian economies thanks to
conservative public sector budget management. Hence, lendersandinvestors
were not very demanding on issues of transparency and accountability, and
werewillingtolend andinvest onthebasisof limitedinformation. At thesame
time, prudentia supervision of bankswaswegk, and domesticfinancia markets
remained relatively protected from open competitionwith foreigningtitutions.
All of thisin turn appear sto haveheld back thedevelopment of healthy
banking and financial sector practicesand skills, and created alending
and investment culturewillingto compromiseon commercial criteria
and takehigh risks.

In short, heavy stateinvolvement for yearsin theallocation of
investment resour cesin commer cial areasconsiderably blurred state
and private sector creditworthinessand related risks, and created a
lending and investment culturevery proneto* moral hazard”.> Thisin

5 For example, belief by lenders and investors that the state would ultimately bail out
state “guaranteed” investments and “too big to fail” corporations and banks that
got into trouble through bad investment decisions.
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turn promoted risky lending and investment behavior by private sector banks,
finance companies and corporations in the absence of independent and
effective prudential supervision and capital adequacy. Thislendingand
investment culturebecamevery quickly unsustainablefollowing the
liberalization of cross-border capital flowsin anumber of countries
duringthefirst half of the 1990s.

Another very important and rel ated i ssue concerned the general lack
of trangparency and accessto reliableinformation on which to baserationa
investment decisions. Reliableinformation isessential to effective and well-
functioning markets. State failure in either withholding essential
information from themarket or in failuretoenfor celegal requirements
related totransparency, accountability and financial reportingin the
cor por ate and banking sectorsalso helped set up “ market failures’
and theregional financial crisis. Many Investors appear to havenaively
invested on very limited positive information and specul ation (eg. based on
fathinthe“miracl€’). Following thefirst hint of bad newsinJuly 1997, many
investors fled out of “fear of the unknown”. This flight was often
accelerated by dramatic statementsin theinter national media, and often
based on little concrete information. The absence of reliable and
balanced infor mation, and the general lack of transparency inthe* core
crisscountries’ (Indonesia, Thailand and South Korea), fuelled speculation,
contagion and adownwar d spiral of self-fulfilling prophecies. Thelack
of trangpar ency and reliableinfor mation deepened the crissmorethan
would have been the case had morereliable and bal anced information been
availabletoinvestorsin recent years.

Similarities and Differences Across Countries

Whilethecorecrisiscountriesshared anumber of similarities,
there were also some important differences. Similarities included:
underdevel oped financial markets proneto moral hazard; lack of enforced
financial market prudential supervision; ageneral lack of transparency and

5 Insimpleterms, a"market failure" isdeemed to have occurred when acompl etely free
market |eads to a sub-optimal outcome.
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reliableinformationincritica areas, thebuildup over timeof internd financia
and structura imbalancesin thefinancial, corporate and real estate sectors;
andincreased reliancein recent yearson liquid foreign capital followingthe
liberalization of cross-border capital flows. Differencesrelated totherole
played by thestatein creating vulner abilitiestocrisis. In Thailand, the
role played by the state was moreindirect through perverse exchangerate
and interest rate policies. In South Koreaand Indonesia, theroleplayed by
thestatewasmoredirect in negetively influencing theal ocation of investment
resourcesin unsustainable commercia areasover alengthy period of time.
Thisalso appearsto have held back the development of independent and
healthy banking sectorsbased on commercid criteria. Thesevulner abilities
wer e then in recent years exposed to the volatility of liquid global
capital through theliber alization of cross-bor der capital flows.

Therecent experienceof Thailand, wherealarge number of family-
owned finance companiesfaced little accountability or prudential regulation,
appear stocomeclosest to“ market failure”. Such finance companies
engaged inincreasingly risky speculative lending often based on personal
rel ationshipsand compromised commercid criteria The establishment of the
Bangkok Internationa Banking Facility in 1992 hel ped feed thelending frenzy
with short-term foreign debt. However, eveninthe case of Thailand, the
State appearsto have played aheavy roleintheoriginsof today’s problems
through perverse exchangerateand interest rate policy, despiteasubstantial
andwidening deficit onthe country’sexternd current account. Themaintenance
of afixed exchange rate and high domestic interest rates to support the
exchangerateencouraged asignificant risein unhedged borrowing from abroad,
including significant short-term debt. Foreign debt rosefrom 38% of GNPto
62% during 1988-97. In addition, state/private sector collusion reportedly
played aroleinthealocation of creditin commercial areas.

The caseof South Koreaappearstobemuch morerelated to
“government failure’. Chaebol debt-to-equity ratiosof 5to 1 (thefigures
arestill being calculated in Seoul), were not built up over afew years, but
over 15to0 20 years, facilitated by government “ moral suasion” on domestic
banks. Prior totheliberaization of cross-border capital flows, debt-to-equity
ratioswere already among the highest intheworld at well over 3to 1. The
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sudden liberdization of cross-border short-term debt flowsin 1994 inKorea
appearsto have simply topped up already high debt-to-equity ratios. The
subsequent collapse of the exchange rate, which increased the domestic
currency value of Chaebol debt, aswell asthe deflation of equity values,
exacerbated an aready very seriousdomestic debt Situation. Thetotal amount
of South Korea' sforeign debt asashare of GNP and exportswas still quite
managesbl e asof June 1997 at 30% of GNP and |essthan 100% of exports.
The problemwith the country’ sforeign debt was not itsamount, but rather its
highly liquid composition (aproblem which could have been avoided given
thecountry’sprevioudy high credit rating and the scopefor earlier refinancing).
Thereal underlying problem wasthe heavy domestic debts carried by the
Chaebol, and encouraged and facilitated for many yearsviaheavy sateinfluence
and moral suasion on South Korean banks. Thisappearstohavealsoheld
back thedevelopment of healthier banking sector skillsand practices, as
well as greater use of equity-based financial markets, broader-based
cor por ateowner ship, and greater trangpar ency and accountability.

Thecasefor “government failure” in Indonesiaappear seven
stronger for avariety of other reasonsrelated to the State’s past extensive
influenceonfinancia resourcedlocationsinthe privateand commercid sectors
over anumber of years. (Thethen ruling Suharto family and friendswere
effectively the Statein Indonesia.) Lack of transparency, explicit and tacit
state” guarantees’, and mora hazard appear to have played asignificant role
inthe misallocation of investmentsin the country. Indonesia sforeign debt
ratios have been among the highest in East Asafor many years, at well over
200% of export revenues, leaving the country vulnerabletofinancid ingtability
from exogenousshocks. Therewerereportedly very few large projectsthat
escaped thedirect or indirect involvement of the Suharto family. For example,
the bankruptcy of the Hong K ong-based investment firm Peregrine was
preci pitated by areported $250 millionloan to an Indonesian taxi company,
alegedly based mainly on therelationship between thiscompany and President
Suharto’'sdaughter. (Theloan begsthe question of why ataxi company would
ever need $250 million?) Eventheso-called “privatizations’ of state owned
enterprises (SOEs) werereportedly largely bargain salesand transfersto
family friends, many of whomremained reliant onfamily-influenced statebank
finanaing.
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The economies that have best weathered the regional crisis
are the ones that have relied mainly on domestic savings for
development, avoided excessiver elianceon foreign debt, and built up
significant foreign exchanger eser vesasa safeguar d against potential
capital flight.” These more stable economiesinclude Japan, Taiwan, Hong
Kong, China, and Singapore. For example, Taiwan, which followed apolicy
of pay asyou go to higher levels of development based on sizeabletrade
surplusesand domestic savings, hasaccumul ated nearly $100 billion of foreign
exchangereserves(plushillionsof dollarsof other foreign assets). Taiwanis
now intheenviable position to capitaize on themany bargain opportunitiesin
theregion. Similarly, China ssavingsrateisquite high at morethan 40% of
GDPand foreign debt isquitelow at lessthan 20% of GNP. Moreover, the
country’sforeign exchangereservesremain among the highest intheworld,
providing considerablecomfort toforeignlendersand investors (whilelack of
currency convertibility on capital account transactionsalso providesahurdle
to sudden capital flight). Japanisanet creditor to therest of theworld with
substantia foreign exchangereserves. Japan’scurrent growth difficultiesrelate
to the past misall ocation of asignificant shareof itshuge stock pileof domestic
savings and wealth, and the continued postponement since 1990 of
provisioning against non-performing loansinitsbanking sector. Inlight of
Japan’svery highleve of income per capitaand weal th, the country hasmore
than enough meansto absorb theselosses once the politiciansagreeon the
distribution of therelated costsand aclear schedulefor provisioning.®

" In principle, the source of financing, domestic or foreign, should not matter aslong
as the overall incentive system, relative prices and investment environment are
rational. However, in our lessthan perfect world, foreign financiers have proven to
belessdemanding on these criteriaaswell ason transparency, information availability
and accountability until crisisstrikes (whichistoolate!). Thisisparticularly thecase
inless devel oped countrieswhere foreigners often provide financing on the basis of
state guarantees, explicit or implicit understandings, and “relationships’, and have
proven to be more willing to compromise on pure commercia criteria. Many of these
same conditions seem to have applied, in certain cases, to ODA loans and willingness
to compromiseoninformation availability and rational policy (again, until crisisstrikes!).

8 In general, national debt problems based on domestic savings largely confine the
problem to one of domestic distribution of thelosses, whereaswhen foreign creditors
are involved, a country must ultimately give up to outside parties a portion of
national goods, services or wealth.



20 EAST ASIA: FROM MIRACLE TO CRISIS
Key Lessons for Viet Nam

Neverthdess, relyingmainly on domestic savingswill help shield
acountry from thevolatility of liquid global capital, but not fromthe
development of imbalancesand eventual ingtability caused from within.
Much of the financial problems of the crisis countries are al so based on
misallocated domestic savings. Thisisparticularly the casein South Korea
following yearsof government “moral suasion” on domestic bankstolendto
over-expanding Chaebol. Minimizing therisk from thisinternal source of
vulnerability and instability impliesless stateinfluencein the all ocation of
invesmentsincommerdd aress enforcement of prudentia bank capital andlending
guiddines and enabling thedeve opment of effectivedomedticfinancid markets.

In retrospect, the flight of liquid global capital from some
countriesin theregion may haveforced an early halt toincreasingly
risky lender and investor behavior, and averted the buildup of an even
mor e danger ousregional financial crisisthan iscurrently the case.
Ideally such corrections should occur in a much more orderly and less
destabilizing manner to minimize human hardship. Lessrelianceonliquid
foreign capital would have probably resulted inamoreorderly withdrawal of
financing, but perhapsonly after the imbal ances became much larger and
moreobvious. Moreover, experiencesuggeststhat politicaly-difficult decisons
and actionsrelatedtofinancia and structur al adjustmentstakemuch greater
political leader ship and cour agein theabsenceof crisis, even though such
adjustmentscausemuch lesshar dship during periodsof high growth.

The Role of “Liberalization”

Whilethemainfocusof thispaper isontheroleplayed by thestatein
the East Asian devel opment experience, inter national financial “ mar ket
failure” hasalsoclearly played asignificant rolein theoriginsof the
current regional crisis. Thefurther liberalization of cross-border capital
flowsinanumber of East Asian economiesduring theearly 1990sresultedin
arapid riseinforeign short-term lending and portfolio investment. Some of
thisappeared to havebeen " supply-driven” by over-enthusasticforeign bankers
and investors seeking easy returnsoutsidetheir respective home countries
and based onof “blindfaith” innew “miracles’ inEast Asa Thesenew foreign
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financid obligationsadded to existing imbalancesinthe aready vulnerable
internd financia systemsof Thailand, South Korea, Indonesaand Malaysia.
Subsequently, the suddenwithdrawal of thisliquid foreign capita onthefirst
hint of problems, destabilized vulnerable national financial markets, andin
some cases damaged even well-managed and profitable companieswhich
suddenly found themsel veswithout accessto adequate working capita. This
abrupt shift, often fuelled by speculation and dramatic statementsin the
international media, accelerated theflight and appearsto have deepened the
crissmorethan should have otherwi se been the case based on fundamentals.

Unlikemost marketsfor goodsand services, financial mar ketshave
been known for years, both in theory and in practice, to be proneto
high risk taking and “market failure” in the absence of effective
prudential supervision whichisneeded to ensure capital adequacy and
adequate provisioning against bad loans. Thisisnothing new. Itistruefor
both devel oped and devel oping countriesin both the“west” and the* east”.
Bankersand financid marketsarelending and investing other peopl€ smoney,
and hence are sometimes not asrisk sensitive asthe actual owners of the
money. Thesameistruefor both nationa and international banksand financial
markets. Neverthel ess, based on the experience of many countriesover many
years, private financial markets have proven to be far more effective than
governmentsin allocating financial resourcesin commercial areasinthe
presence of effective prudential supervision. Thevery poor performance,
unsustainability and eventual collapse of central-planning in many countries
over the past fifteen yearsistestament to thisexperience.®

Thegovernmentsof theEast Asian crisiscountriesappear to
have been slow to enfor ce effective prudential supervision for afew
reasons. Thelack of reliableinformation, accounting and auditing onthereal
financia health of domestic corporationsand banks belied the urgency of the

® Theexpectation by somethat liberalized financial marketsin recent yearsin countries
like Russia should have, after only afew years, somehow corrected the structural
and financial imbalances created by more than 60 years of central planning in the
former Soviet Union, wasand remains, completely unredlistic. Again, the devel opment
of effectiveinstitutions, prudential supervision and much moretimewill be needed
to correct such long-standing and deep-rooted imbalances.
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stuation. Inaddition, high growth ratesand inflated asset values stimulated
by easy money appearsto have also created adegree of officia complacency.
Inaddition, palitica procrastination inenforcing difficult decisonson banking
and corporate constituents may have also played arole, especially since
gover nment influence was often behind many risky investmentsand
non-performingloans(NPLS).

At the same time, the broad-based misuse of the term
“liberalization” in referencetothe East Asian crisishasalso served
toconfusethepolicy debate. First, liberalization of financia marketswas
only partial in many countries, asdomestic financial institutionsremained
relatively protected from open competition withforeigningitutions. Secondly,
eveninrecent yearsprior tothecriss, the state continued to exercise moral
suasion on banksto bail out over-extended and troubled companies. Thirdly,
the perverse sequencing of liberaization of cross-border flowsin somecountries
(eg. South Koreaand Thailand) madeit easier and moreattractiveto borrow
short-term debot compared with longer-term delot or non-debt financid obligations.

Inany case, theliberalization of cross-border liquid financial
flows added to and exacer bated already serious domestic financial
situationsin thecrisiscountries. Theblurring of state sector and private
sector creditworthiness, moral hazard and blind faithinthe“miracle’ attracted
“herds’ of foreign bankerswho lent considerable amountsto private sector
banksand corporations. (Inretrospect, the belief by foreign bankersthat
governmentsof the concerned East Asian countrieswould ultimately bail out
domestic banks and corporationswho invested the money unwisely has not
been entirely incorrect cons dering therefinancing packagesaready negotiated
and backed by explicit officia government guarantees.)

The Role of Globalization

Theterm“globalization” hasoften been misused and maligned
inabroad-based manner in referenceto theregiona crisisbased on avery
narrow inter pretation of theterm. In particular, “globalization” hasoften
been used synonymoudy to mean the globalization of liquid capital, without
referencetoitsmany other dimensions. These other generally highly
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positiveaspectsof globdizationinclude: inter national trade; tradefinance;
long-term foreign equity investment; technology transfer; and the
global transfer of useful infor mation, knowledgeand skills.

Theseother aspectsof globalization arenot characterized by
near ly the samedegreeof volatility asglobal liquid capital. Moreover,
based on considerabl e research over the past twenty years, it isnow well-
documented that globalization hason balancemadefar morepositive
than negative contributionstothe development of East Asiaover the
past forty year s. These positive contributionswereessentid totheremarkably
rapid pace of poverty reduction in many countries in the region. The
opportunitiesoffered by globalization enabled export-led devel opment, rapidly
increas ngincomesand substantial progressin human development, whichin
turn provided the basisfor further progressand higher levelsdevel opment.
Again, even with the reduction inincomesand depreciated exchangerates
prevailing in 1998, those East Asian economieswhich weremor eopen
totheopportunitiesoffered by globalization over thepast forty years
remain much mor e economically advanced and pr osper ous, and have
much lesspoverty, than thosecountriesthat pursued lessmarket-based
and moreinward looking development strategies (See Appendix Table 1.)

In contragt, thegrowing globalization of liquid capital hasclearly
increased volatility in international financial markets. Asaresult,
countriesthat choosetorey on such liquid foreign capital increasingly
require highly effective national governance to preserve national
financial stability. Asdemonstrated by the crisiscountries, developing a
relianceonliquid global capita canleaveacountry vulnerableto capita flight,
and very quickly exposeany seriousinterna structural weaknesses. Capital
flight ismore often asymptom than afundamental cause of financial crisis.
Neverthd ess, recent regiona experiencesuggeststhat sudden substantia capitd
flight can be destabilizing and can create some new solvency problemsif it
leadsto agenera drying up of working capital availableto otherwiseprofitable

10" Theemphasison “useful” information in this context isaimed at addressing concerns
about the negative impact of some kinds of information on the cultural and social
fabric of agiven society, a subject beyond the scope of this paper.
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companiesand businesses. Theresulting disruption appearsto have added to
economicand socia hardship. Judging fromtheregiona experience, complete
opennessto liquid global capital, along with the near instantaneous
transfer of speculation enabled by moder n telecommunications, can
rapidly expose any internal structural weaknesses in individual
countriesand bepotentially destabilizing.

Developing countries with shallow and under-developed
financial markets generally have much less capacity to manage the
potential volatility that accompaniescompleteopennesstoliquid global
capital. Sinceindividua countrieshavelittleinfluenceon globalization, the
best protection from weak global financial governance is effective
national gover nance. Judging fromtheregiond experience, effectivenationa
governanceto shield acountry from outsidevolatility wouldinclude: developing
apolicy environment that encouragestherapid growth of and maximumreiance
on domestic savings for development; minimal reliance on foreign debt,
particularly short-term debt and liquid portfolioinvestment; and effectiveforeign
exchange rate and reserve management. In gener al, an effectivenational
policy environment isalso the best check against foreign lender and
investor excesses and profligacy (and will also best ensure that
domestic savings ar e effectively allocated).

In light of thevolatility of liquid global capital, the desire by
some developing countriesto protect themselves from the potential
instability of liquid foreign capital isunder standable. Again, thiscanbe
best achieved by devel oping an effective policy environment. Disincentives
tousingliquid foreign capital such aswithholdingtaxeson short-term
foreign investmentsor regulationson liquid capital may also play a
useful rolein buffering a country from outside volatility, but cannot
shield acountry from problemscreated by weak inter nal gover nance.
Inthe case of Maaysia, therecent imposition of capital controlsmay play a
useful roleonly if thetemporary shelter fromthevolatility of global capital
provided by such controlsisused to implement more fundamental internal
reformsthat restoreinvestor confidence. Broad-based currency controls
coveringboth tradeand financial transactionsar ean excessivemeasur e
toaddressthenarrower problem caused by thepotential volatility of
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liquid foreign capital, and will do moreharm than good toacountry’s
development if used asmorethan avery temporary measure.

In contrast, therapid growth in international trade and East
Asian exportsto richer developed country markets, related trade
finance, long-term foreign equity investment and technology transfer,
and the global transfer of useful information, knowledge and skills
have not been char acterized by such high volatility. To besure, even
internationa trade hashad periodsof high growthandlow growthinlinewith
thegrowth of the various nationa economiesand structural changesin global
markets. But these changeshave generally been much moreorderly (inthe
absence of widespread protectionism) and have often Signa ed aneed to adjust
or restructure productioninlinewith changing globa demand, structurd changes
incomparative advantages and changing opportunities. Recent examplesin
theregion include the emergence of Chinaasamajor exporter (which has
hel ped reduce poverty in that most popul ous nation), declinesin Japanese
import demand (dueto needed internd restructuring), and dower internationa
demand for micro-chipsin recent years. Nevertheless, ashasbeen the
caseover thepast forty years, thegeneral trend isfor continued growth
in global trade, foreign direct investment, and other opportunitiesfor
increasing prosperity in those East Asian economiesthat enabletheir
peopleto participate.

Social Impact: Remembering the Poor and Vulnerable

The social impact of the crisis has been severe. Layoff and
unemployment rateshave morethan doubled and continuetoriseindl countries
concerned in 1998 following sharp contractionsof real GNP by an estimated
18%inIndonesia, 9%in Thailand, 7% in South Koreaand 6% in Mdaysa'

1 The significant but lesser impact in Malaysia has much less to do with the
government’s recent imposition of capital controls and much more to do with the
country’s lower reliance on liquid foreign savings in recent years compared with,
say, Indonesia and Thailand; reluctance to impose austerity creating fiscal and
monetary policies to avert worsening liquidity conditions; and the postponement,
so far, of banking and corporate restructuring.
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Rising unemployment and under-employment, reduced incomes, deval ued
savings higher pricesfor somebas ccommoditiesand scarcegovernment finanding
for socid sarvices ared|l increasing human hardshipsinthecrigs-hit countries.

GDP Growth Rate
%
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Attemptingto adequately assessand monitor thesocial impact
of thecrisisremainsdifficult duetothelack of timely data on social
indicator s. Even officia dataon unemployment ratesin devel oping countries
like Indonesiaand Thailand do not adequately reflect theincreasein human
hardship and suffering dueto weaknessesin the definition of employment,
and difficultiesin measurement of under-employment. Few can afford to be
unemployed and doing nothing in the crisis countries given the near absence
of social security systems. Virtualy everyoneisdoing something to survive.
Hence, typica survey definitionsof unemployment do not adequately reflect
theincreasein hardship resulting fromthecrisis. Neverthel ess, some broad
conclusionscan be drawn based on availableinformation.

Judging from the experiencesin the most affected countries, the
regional crisisappear stobehaving the hardest impact on theformal
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sector s(construction, manufacturing, financial services, businessservices,
etc.), which tend to bemor e concentrated in urban areas. Layoffsinthe
formal sectorsarereportedly beingimplemented typically ona“lastin, first
out” basiswhich hasnegatively impacted femalewor ker smorethanmale
workers. All of thisis, inturn, adversely affecting the health and education of
children. InIndonesiaand Thailand, UNICEF reportsasignificant risein
child ma nutrition and asignificant declinein school enrollment ratesasparents
havelessincometo pay school feesand related costs. All of thisiscreating
new pressures towards child labor, aswell as prostitution of women and
children. This, inturn, will exposethesevulnerable groupsand theregionto
thefurther spread of HIV/AIDs.

Those who had become dependent on formal sector employment
over aperiod of yearsfind themselveswith lessaccesstotraditional family
social safety netsfollowing layoffs. Thegover nmentsof thecountries
concerned had not set aside savings nor developed sufficient social
secur ity systemsduring mor e prosper oustimesto mitigatethe social
impact of theongoing downturn.

Theimpact of theregional crisisinrural areaswheremost of
thepoor typically livein East Asiahassofar been moreindirect and
lesssever e, although natural disasterslike prolonged drought in Indonesia
caused by El Nino have created additional hardships. Tighter government
financing isreportedly resulting in somereductionsinfiscal expenditureson
socid services. Worker remittancesand transfersto rural areasfrom migrant
labor in urban areas or neighboring countriesisalso onthedecline. Similarly,
somereverse migration from citiesto the country-sideisreportedly adding to
under-employmentinagricultureand sraning traditiond family-based sodd safety
nets. Tighter credit conditionsa sorisk restraining rurd productionand digtribution.

Thechangein theterms of trade resulting from substantial
currency depreciation since July 1997 appears to be cushioning
somewhat theimpact in therural areas of Thailand and Indonesia,
especially in theagricultural sector, whose produceistypically pricedin
dollarsinworld markets. Hence, for any givendollar priceper unit of agricultura
produce determined in world markets, farmersin the crisis countriesare
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Rising Unemployment Rates in Crisis Countries
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typicaly receivingmoreloca currency for every unit of producesold compared
with prior toJuly 1997.2 If world pricesfor agricultural productslikerice
arenot too adversaly affected next year by some expected increasein supply
asfarmersintheregion respond to higher prices, much of thispositive offset
inrurd areasshould hold. Inthe case of Indonesia, El-Nino’snegativeimpact
on agricultural production and the disruption of distribution networks,
contributed to areas of food shortages, which should bealleviatedin 1999 as
westher conditionsnormalize. Atthesametime, however, dl of theseeconomic
and socid pressuresrisk placing new strainsontherura environment including
deforestation, wildlife depletion and extinction of endangered species.

Intermsof social hardships, the hardest hit of thecorecrisis
countrieshavebeen Indonesaand Thailand, largely duetotheir relatively
lower averageincomeand savings per capitaeven beforethecris's, compared

2 |nretrospect, farmersinthe crisiscountries appear to have been effectively subsidizing
much of therest of their respective countries through low domestic currency prices
received for their produce, which in turn was dueto past over-valuation of domestic
currencies. Currency over-valuation wasinturn aresult of excessiveforeign capital
inflows, much of which now appearsto have been poorly invested, and/or government
exchangeratepolicy.
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for examplewith South Korea. Thisinturnimpliesless scopeto absorbthe
related adjustments and austerity. Indonesia has been hit by thetriple
impact of theregional crisis, severedrought from EI Ninoand political
unrest. Thelnternational Labour Organization (1L O) estimatesthat some
15,000 Indonesian workersarelosing their jobseach day in Indonesia, and
that the number of peoplelivingin absolute poverty (lessthan US$1 per day)
could grow to 132 million by theend of 1999. Inflation stood at 82%in
October 1998, and the price of such essentia goodsasantibioticshasdoubled.
Enrollment rates have reportedly fallen from 78% to 54% since July 1997.
Moreover, the Government isconcerned that up to 8 million primary school
and junior secondary school students could drop out of school thisyear. In
East and Central Java, NGO surveysindicate that child malnutrition and
diarrhea, and anemiain women and children, haverisen considerably since
thebeginning of theyear.

InThailand, average per capitaincome has declined by morethan
10% since the onset of the crisisand unemployment has morethan doubl ed.
Some 3 million people, 80% of them women, are expected to be unemployed
by the end of 1998. In some parts of Thailand the cost of rice has nearly
doubled sncethedart of thecriss, whilethecost of many other basi cfoodstuffs
hasincreased 30 percent or more. Although military expendituresand other
budgets have bornethebrunt of budget cutsin Thailand, the education budget
wastrimmed 10.6% in 1997, while the health budget was cut 14.5%. An
unpublished government survey indicatesthat 40,000 to 50,000 first-graders
dropped out of school thisyear, amost threetimesasmany asinnormal years.

InMalaysia, public health centers, whichin recent yearstreated
mainly the poor, are now reportedly over-stretched dueto demand for services
from lower-middleclassfamiliesthat cannolonger afford privatecare. Asis
the casein Indonesi a, the poor in Malaysiaare also turning to traditional
hedersand traditiond birth attendants, which will likely lead to higher infant,
childand maternd mortality.

In South K or ea, averageincome per capitahasdeclined by some8
t0 9% in 1998, and unemployment has nearly tripled from 2.7%in 1997 to
around 7.5%in 1998. The country’smuch higher income and savings per
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capitacompared with the other crisis countries, and minimal unemployment
insurancefor formal sector workersinlarge companies, providessomemodest
cushion, dbeit highly inedequatefor thoselaid-off. Reflecting thepsychologica
distressand pain of unemployment, suicideratesamong laid-off malemiddle-
classworkersarereportedly ontherise.

Inall of thecrisis-hit countries, gover nmentshavebeen caught
unprepared to adequately assist the poorest and most vulnerable
groupsaffected. Thebest socia security for acountry’speopleisfull and
sustai nable employment and income, which in turnisfacilitated by sound
government policies. Nevertheless, occasional significant downturnsare
unavoidable. Theregiona crisishaspainfully demonstrated theimportance of
having devel oped beforehand efficient and equitablebasic social services, as
well ascontingency plansto deal with exceptiond crisisstuationsand natural
disagtersin order to assi st themost vulnerable, minimizehardshipsand preserve
Sability.

[Il. Key Positive L essons

Despitetheongoing crisisinafew of East Asa snewly-industridized
economies(NIESs), and the general economic downturnintheregion, most of
East Asia'sachievementsover the past forty yearsremain very much intact.
Thissection briefly outlines some of themaost important positivelessons
from thebroader East Asian development experience and successes
over thepast forty years, which are particularly relevant at this current
junctureof Viet Nam’sdevel opment.

1 Well-Informed and Decisive State Leadership: The most
successful development experiences, particularly in Japan, South
Korea, Taiwan and Singapore, were based on well-informed and
decisiveleadership. Stateleadership that waskept well informed
with reliableinformation on emerging devel opment challengeswas, in
many cases, critical to setting strategic direction, capitalizing on
comparativeadvantages, redlizing emerging opportunitiesand, insome
cases, averting crisis. This was the case whether a country was
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effectively aone-party sateor amulti-party sate. Smilarly, leadership
inthesefirgt tier newly industriaized economies (NIES) demondtrated
flexibility and decisivenessin backing away from past bad decisions
and mistakesin order tominimizerelated costsand avert crisis. While
leadership was by the state, management and implementation of
development waslargely by the non-state sectorsin all successful
countries Theemergenceof financid crigsinafew NIEsduring 1997-
98 reflects, among other things, atemporary lapsein decisiveness
and lack of reliableinformation onwhich to base needed decisions.
In some cases, governments appeared to be unaware of the real
financial health of the domestic banking and corporate sectors, as
well asof thetotal amountsand nature of foreign obligationsincurred
by their countries. The experience of South Koreaisparticularly
illustrative. (See Box on President Park’'s Decisive Leadership.)

2. Sound Macroeconomic Policy Management is Essential to
Rapid and Sustainable Development: Theimportance of arationa
and stable macroeconomic environment needed to encourage savings
andinvestment isnow well known and accepted. Themost successtul
devel opment experiencesin East Asiaand elsewhere have occurred
inthe context of low budget deficits, rational growthinmoney and
credit, relatively low inflation, and limited growth in public sector debt.
Real interest rates were usually maintained at positive levelsto
encourage domestic savings; and exchange rates were managed to
avoid overva uation, promote exports and hel p maintain balance of
payments financial stability. Thanksto the stability and relative
predictability of the macroeconomic environment, familieswere
confident toinvest their long-term savingsin officia financia markets,
and entrepreneurs were not afraid to invest in projects with long
payback periods. Asaresult, the savingsand investment ratesin the
newly-industrialized countriesof East Asiaover the past forty years
have been among the highest recorded anywherein theworld, which
inturn encouraged the rapid accumul ation of physical and human
capital. The rational and stable macroeconomic environment,
combined with other factorsoutlined below, fuelled high economic
growth rates, increased prosperity and rapid poverty reduction.
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President Park’s Decisive Leadership

As South Korea simport substitution policies of the 1950s became
increasingly unsustainablefinancially during the early 1960s, then President
Park, in close consultation with the private business sector, exercised
decisiveleadership in shifting the country towards strong export promotion
to narrowly avert a serious balance of payments financial crisis. This
shift was al so encouraged by the planned phase-out of U.S. aid following
aten-year period of Korean post-war reconstruction. The South Korean
leadership’s commitment to export promotion was reflected by President
Park’s personal direct involvement inthedaily monitoring of export data,
weekly meetings with business|eaders on export performance, and state
directed support to successful exporters based on their actual performance
(rather than planned or promised export performance). Thisalso reflected
the South Korean President’s commitment to being kept well informed
with reliable economic and financia data. The South Korean leadership’s
willingnessto back away in the early 1980s from the less successful and
financially-unsustainabl e attempt to “ pick winners’ in heavy industry in
themid- tolate-1970s al so reflected well-informed, decisive and flexible
leadership, and contributed to again narrowly averting aseriousfinancial
crisisinthemid-1980s. Intheyearsfollowing 1985, South K orea sbhalance
of payments swung into large surplus and the country eliminated itslarge
net foreign debt with the rest of the world by 1990. Moreover, by 1996
income per capita exceeded $11,000 per annum (a more than ten-fold
real increase since 1960) and was fairly equitably distributed by
international standards (a gini coefficient of only 0.34). However, the
significant liberalization of cross-border short-term financial flowsinthe
early 1990s enabled afurther build-up of already high corporate debts of
Chaebol, and left the country vulnerable to financial crisis. While the
total amount of foreign debt relative to GNP and exports had not reached
unmanageable proportions, the maturity structure, particularly the
surprisingly heavy build-up of short-term debt, unmatched by liquid assets,
left the country vulnerableto aliquidity crisis. Someinitial liquidity problems
appear to have deteriorated into solvency problemsfollowing the general
drying up of working capital availableto even solvent companies. All of
thisadded to and deepened already significant solvency-related problems
in the domestic corporate and banking sectors.
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3. The importance of relying mainly on domestic savings for
development, and minimizingrelianceon foreign debt: Thisisan
oldlesson, which deservesrenewed prominencein light of theongoing
crigs Themost successful NIEshavemaintained domestic savingsrates
of well over 30% of GNP Notably, theeconomies|east affected by the
crisis are the ones that have relied mainly on domestic savings for
devel opment and avoided excess verdianceonforeign debt, especidly
Japan, Taiwan, Hong K ong and Singapore. Ontheother hand, Indonesa
hasbeen carrying areatively heavy foreign debt for someyears(67% of
GNPat theend of 1997), whichinvolved acontinued financid balancing
act, andleftthecountry vulnerabletofinancid criss Smilarly, Thalland's
foreigndebtisasosgnificant asashareof GNP (62%). ThePhilippines,
despiterestructuring and progressin recent years, isstill carrying
significant debtsfrom the Marcosyears (63% of GNP). Inthecase
of South K orea, total foreign debt issignificant but more managesble
asashare of GNP (31%). Asindicated earlier, the foreign debt
problemin South Koreainitialy had asmuch todowithitstermand
liquidity structureasit had to dowiththequality of related investments
financed by foreign debt. (Again, South Kored sfinancial difficulties
aremorerelated to heavy domestic debts owed by the Chaebol to
domestic banks.) China shigh savingsrate (morethan 40% of GDP),
relatively low past recourse to foreign debt (18% of GNP) and
substantia liquid foreign currency reserveslargdly explainswhy it has
been lessaffected sofar by theongoing regiond financial instability.
(China’snon-convertible currency for financial transactionsalso
providesahurdleto capital flight.) Again, Taiwan, whichfollowed a
policy of pay asyou goto higher levels of development based on
Szegbletrade surplusesand domestic savings, hasaccumulated nearly
$100 billion of foreign exchangereserves(plushbillionsof dollars of
other foreign assets), and isnow inthe enviable position to capitalize
on the many bargain opportunitiesin theregion. Inthisregard, the
state has an important role in developing and maintaining an
environment where savers have strong confidence that the state will
ensurethelong-termintegrity of property rightsand wealth ownership;
acurrency inwhich saverscan have confidenceinitslong-termvalue;
the maintenance of positivereal interest rates; asound and healthy
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banking sector in which depositors can havelong-term confidence;
and a rationally-valued exchange rate that does not encourage
excessiveforeign borrowing of undervalued foreign currencies.

Export-led development based on compar ativeadvantage, which
wasoftenintheform of labour-intens vemanufactures, wasthebasis
for successin most of the* miracle” economies, particularly those
with small domestic markets (as measured by income per capita,
purchasing power or populationsze). Deve oping countrieswithsmall
domestic marketshavefound it much easier to sell higher value added
productsto richer export marketsin order to earntheir way to higher
levelsof devel opment. (The scopefor protected import substitution
isconsderedinthenext section.) Ther efor e, aconsider abledegree
of opennesstointer national trade and (asexplained morefully in
the next section) carefully managed opennesstointernationa finance
isessential for therapid development of low-income countries. The
most important state contribution to such strategies was through
government “indirect interventions’ aimed at ensuring arational and
stable macro-economic environment including competitive exchange
rates; and public sector investmentsin basic publicinfrastructureto
facilitate production, human resource devel opment and exports. Many
of the NI E governments al so employed more*“ direct interventions’
to promote exports, although the contribution of someof theseisstill
opento debate, eveninthe countriesconcerned. Themost successtul
directinterventionswere*neutral” and did not try to* pick winners’
or discriminate which exports should be promoted and rewarded.
All proven exportswererewarded in variousways (e.g. preferential
credit allocations, tax bresks, industrial licenses, and even domestic
protection in some cases). Moreover, incentives and direct support
for exportswerebased largely on actual export performance rather
than planned or promised export performance. Indl successful cases,
direct andindirect interventionsto promoteexportswereaimed largely
at the non-state sector’s export development. State leader ship
played thekey rolein creating an incentiveframework for the
promotion of exports, but management and implementation was
largely left tothe private sector.
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5. Heavy investment in human resour cedevelopment, particularly
education and training, hasbeen thefoundationin most of themore
successful East Asian economiesfor graduating toincreasingly higher
levelsof development. Whileother lesssuccessful economiesoutside
East Asiaallocated similar shares of government budgetsand gnpto
education, the more successful East Asian countriesallocated the
largest proportions to universal basic education (primary and
secondary) relativeto higher education during the earlier stages of
development. Such broad-based human resour ce development
better enabled broad-based participation in the fruits of
development, sustainable poverty reduction and sustainable
social stability.

6. Stateleader ship in promoting the development of theprivate
sector and private sector-led growth isessential to successful
development and sustainable poverty reduction. Thislessonis
extremely important (but it istoo often taken for granted). Inall
successful developed and devel oping economies, both inside and
outside theregion, the private sector has been the main engine of
sustainable growth and development.®* This has been the case
whether acountry was effectively aone-party state or amulti-party
state. In the case of Japan and Korea, the non-state sector had
awaysproduced thelargest share of GNP, and thissharehasgrown
further over the past thirty years. Inthecaseof Taiwan, therewasa
fairly large state owned enterprise sector intheearly 1950s. However,
the subsequent devel opment of the non-state sector asreflectedin
availabledataisquitestriking. (Seebox.)

In the case of Japan and Korea, industrial and non-industrial
production of the state sector wasalwaysrelatively small compared

18 This has been the case in Japan, Taiwan, Hong Kong, Singapore, South Korea,
Malaysia, Thailand, and Indonesia. Notably, whilethe state played asignificant role
in directing development in Japan, production was by the private sector. Similarly,
the Chaebol in South Koreawere never state-owned, but rather privately-owned
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Taiwan’s Private Sector Generates Prosperity with Stability

In 1952 Taiwan's state sector accounted for 57% of industrial
production compared with only 43% from the private sector, income per
capitawasvery low and poverty widespread. Theshift towardsaprivate
sector driven labour-intensive-export-development strategy in the early
1960s, witnessed an increase in real income per capita of more than 8
foldin the ensuing 35 years. Most notably, the state’s share of industrial
production declined to only 5% and the non-state sector’s share rose to
95%, even though the level of industrial production by the state did not
actually decline but grew modestly despitetheusual inherent inefficiencies
of SOEs. Also notable, the SOE sector in Taiwan was re-oriented to
produceintermediate inputsfor the export-oriented private manufacturing
sector and hence was indirectly export-oriented. Thanks to the large
balance of payments surpluses over the years, and substantial foreign
currency reserves accumulated, Taiwan now enjoys considerable
prosperity, lower poverty and much more stability than most other
economiesintheregion.

Taiwan: Shares in Industrial Production by Ownership

% Share
100

1952 1957 1962 1967 1972 1977 1982 1987 1998

W Private [0 State
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tothenon-state sector, aswasthecasein al other successful countries
surveyed here. TheKorean Chaebol have dwaysbeen private sector
owned and managed, not state owned enterprisesor general state
corporations, although the K orean Government attempted to broadly
direct their activitiestowards exportsduring K orea’'smost successful
devel opment periods.

Notably, no country has successfully developed with a
development strategy led by state-owned enter prises (SOES),
although many countrieshavetried and failed (e.g. theformer
Soviet Union, theformer Comecon countriesof Eastern Europe, North
Korea, and others). Despite progressin Chinaover the past twenty
years, the country cannot yet be considered adevel opment success
story givenitscontinued low income per capita, widespread poverty
and highly vulnerable SOE and banking sectors. Moreover, evenin
Chinathe SOE sector isnow being rationalized more aggressively to
better ensurefinancia sustainability. Also noteworthy, themain sources
of China's successto date have been the export-oriented Special
Economic Zones (SEZs) and the private or quasi-private sectors,
particularly thedynamictown and villageenterprises(TVES).

7. Especidly for low income economies, an industrial sector based
on small and medium-sized enterprises better enables
flexibility, adaptability, risk diver sification, sustainability and
stability. Thishasbeen most clearly demonstrated by the dramatic
successof Taiwan over thepast 35years. Low-income economies
can least afford and manage the high costs and risks attached to
developing industrial sectors narrowly based on large specialized
capital intensiveindustries. Again, the South Korean Government’s
attempt to direct substantia creditstowardsthe development of large
cgpitd-intensveindudtriesduring thelatter haf of the 1970sbrought the
country totheedgeof financia crissduringthefirst haf of the 1980s.

8. M aintaining acompetitiveexchangerateisessential to promote
exports, discourage excessverdianceonimports, aswell astoensure
rationd financid planning and discourage excessiveforeign borrowing
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of under-valued foreign currencies (which later becomedifficult to
repay a moreredigticexchangerates). Notably, inmany of themiracle
economiesover the past forty years, significant deval uationswere
oftenfollowed by periodsof rapid growth in exportsand incomes.
For instance, the shift towards strong export-promotionin Taiwanin
1958 and subsequent export growth during the 1960s began with a
substantial devaluation of the exchangerate. During thefirst half of
the 1980s, the exchange rate of the Taiwan dollar vis-a-vistheUS
dollar wascarefully managed so asto avoid areal appreciation, which
inturn contributed to the Taiwanese export boom to the US during
the 1980s. South K orea sexport boom during the 1960sfollowed a
series of devaluationsto avoid real effective appreciation of the
exchangerate. Moreover, theincreasesin K orean exports between
1982 and 1988 wererelated to areal depreciation of thewon. The
export boomsin Malaysia, Thailand, and Indonesiaduring the 1980s
have also demonstrated therole of favorable exchangerates. None
of the successful episodesof export growthwould have been possible
if the currency of the exporting country had been significantly
overvalued. Moreover, acompetitively-valued exchangerateis
also a more neutral and economically-efficient means of
protection from excessiveimportsthan ismaintaining an over-
valued exchangerate a ong side distortionary import controls, which
inturn distortsrel ative pricesand costs, and theflow of investments.

Facilitating Access to Global Flows of Information and
Knowledge: Another important ingredient of successinthenewly
industrialized economiesof East Asahasbeentheir ability totapinto
the moreeconomically-deve oped world' swedl th of useful information
and knowledge. Cons dering thesignificant cogtsinvolvedin collecting
information about forelgn marketsand technol ogies, especidly prior
to the devel opment of the World Wide Web, few if any private sector
firmsin East Asahad thefinancid capacity to commit their ownfunds
for these purposes. Governmentsin East Asatherefore often played
acentral role in establishing and supporting institutions for the
generation and transfer of information and knowledge. Inmany cases,
this has been a very effective form of state support and subsidy,
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particularly in areasrelevant to exports. All of the successful NIEs
established ingtitutionsto support export marketing and technol ogy
transfer, with very good results. There are a so examples of more
direct government activities to generate useful information and
knowledge. For instance, in the early 1960s, the Taiwanese
government sponsored astudy by Stanford University expertsto
identify industries where Taiwan could be expected to have
comparativeadvantages. theseindustrieswerethen chosenfor soecific
export promotion policies. In K orea, President Park’smonitoring of
exports and export markets highlighted the role of continuous
information flowsasan input to economic policy making. In Japan,
MITI took on acentral rolefor theimport of foreign technologies,
and managed not only to achieve rapid dissemination of new
technol ogiesamong domestic firms, but to keep the cost of technology
transfer very low. Moreover, part of Japan’searlier successwas based
onimproving and adding-valueto foreignideasand technologies.

Consider able Degr ee of Opennessto Outside Opportunities:
All of the most successful East Asian economies enjoyed rapid
development by maintaining aconsiderable degree of opennessto
outside opportunities, particularly international trade, foreign
technol ogy, global information and knowledge, and international
finance. Onewould be hard pressed to come up with an exampl e of
amainly autarkic economy that hasdevel oped successfully. Notably,
most of themoreautarkic and closed economiesof theworld remain
relatively impoverished.

Other Relevant Positive L essonsincluded promotion of strong
agricultural sectorsto complement, or as the basis for, initial
industrialization; the devel opment of competent civil servicesand
strong institutions to facilitate development; effective public
infrastructure investment, including in rural areas; and state
promotion of br oad-based participation in development (through
universal basic education and equitableland reformin the cases of
South Koreaand Taiwan).
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V. Key Negative L essons

L et usnow turn to some of the more negativelessonsfrom the East
Asanexperience, particularly fromtheongoing financid crisis, but dsofrom
some of the earlier experiencesintheregion. Again, thefollowing focuses
only onthoselessonsthat are most relevant at this current juncture of Viet
Nam'’sdevel opment:

1. High economic growth rates, even in the presenceof relatively
healthy macr oeconomic policy indicators, do not necessarily
imply sustainabledevelopment. Astheongoing crisishasclearly
demonstrated, an array of other typesof policieswhichimpact on
the overall incentive framework and the quality of resource
allocationsand investments, or which affect the ability of markets
to function efficiently, have an equally critical role to play in
sustainable development. In the years before the current crisis
emerged, most of the East Asian countries concerned were enjoying
relatively high rates of economic growth and seemingly reasonable
macroeconomic indicators (low budget deficitsor even surplusesin
some cases, low inflation rates, and reasonable growth inthemoney
supply). Insomecases, current account defi citshad becomesignificant,
althoughthislatter factor, by itself, wasnot causefor great concern,
since most countries passthrough periodsof deficit and surpluson
their way to higher level sof development. However, theroleplayed
by thestatefor many yearsin directingor heavily influencing
theallocation of financingin commer cial ar eas, consider ably
blurred stateand private sector creditworthinessand related
risks, and created alending and investment culturevery prone
to “moral hazard” and high risk taking. The general lack of
transparency and reliable information on which to base rational
decisions aso contributed to a large number of unsustainable
investmentsfinanced by domestic and foreign debt. Therdated build-
up over time of weak and non-performing loans, combined with
inadequate bank capita andloan-lossprovisioning, left these countries
vulnerabletofinancid crigs.
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2. State-directed lending in commer cial areaseventually has
heavy inefficiency costs contributing to the build-up of
financial and structural imbalances, financial instability and
crisis. State-directed lending has proven particularly damaging
when the state has attempted to “ pick winners’ by directing lending
to specificindustries or interest groups. Thiswasthe casein South
Koreaduring thelatter half of the 1970s and early 1980sthrough
state-directed bank loansto Chaebol investmentsin heavy capital
intensive industries, which brought the country to the brink of
financial crisisinthemid-1980s. In morerecent years, despite
thesignificant liberalization of South Korean financial markets, the
State continued to exercise “guidance” and moral suasion on
domestic banksto lend to Chaebol, even when the solvency of
some of these Chaebol appeared quite shaky. State directed lending
may have a so impeded the devel opment of private sector banking
andfinancial skills. Similarly in Indonesia, state-directed lending
tothethen ruling family’sinterests underliesmuch of that country’s
current difficulties. State-directed lending appearsto have
been least damaging, and in some cases even helpful, when
it was broadly directed in a neutral manner towards
developing and promoting exports (e.g. South Korea and
Taiwan during the 1960s and early 1970s).

3. Similarly, state-influenced lending, either through explicit or
implicit guarantees on loans to the banking and corporate
sectors, also eventually has heavy costs which contribute to
financial and structural imbalances. Again, South Korea and
Indonesia provide the clearest examples. In some cases, the
guaranteeswere not written into contracts, but rather were unwritten
tacit understandings (or misunderstandings!). For example, the
bankruptcy of the Hong K ong-based investment firm Peregrinewas
precipitated by areported $250 million loan to an Indonesian taxi
company, allegedly based mainly on the relationship between this
company and President Suharto’s daughter. In the case of South
Korea, domestic and foreign lenders believed that the Korean
Government would ultimately bail out any financially troubled banks
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or Chaebol. Stateinfluenceinthecaseof Thailand wassomewhat
different, but again an example of government failure. The Thai

Government’slong-held policy of fixing theexchangerate despitea
burgeoning externa current account deficit inrecent yearsencouraged
abuild-up of speculative short-term fore gn borrowing which became
unmanageabl e once the exchange rate was unavoidably devalued.

Highdomegticinterest ratesrel ativeto foreign rates, needed to reduce
pressure on the exchange rate, also encouraged such foreign
borrowing.

Government failurein either withholding essential infor mation
from the market or in failure to enforce legal requirements
related totransparency, accountability and financial reporting
of corporatefinance helped set up themar ket failureand ongoing
financid criss. Oneof thesinglemost important ingredientsto well-
functioning and efficient marketsiseasy accesstoreiableinformation
onwhichrationa decisonscanbebasad. Lack of reliableinformation
increases the risk of over-investment in some areas and under-
investment in others, and can contribute to dangerous specul ation
andinvestor “ herd mentality”. Intheyearsleading up tothecurrent
regional crisis, littlewasknown about thereal financial hedlth of the
corporate and banking sectors in Indonesia, South Korea, and
Thailand dueto thelack of reliable published auditson which private
domesticand foreigninvestors(including depositorsand lenders) could
makeinformed and rational decisions. Moreover, thecontinued lack
of reliableinformation and investor fear of the unknown appearsto
have played asignificant rolein the continued high degree of capital
flight from the crisis countries, which in some cases appearsto be
contributingtofinancid problemsof someformerly soundinvestments,
Hence, redressing theinformation void aswell asgreater transparency
will beessential to restoring investor confidence and recovery inthe
crisiscountries.

Adeguateinformation on for eign debtsneedsto be collected and
monitored in order to enable adequatedebt management and avoid
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bal ance of paymentsfinancial crisis.** (Thisisavery old lesson that
seemsto bere-learned withincreasing frequency inthiscentury, most
recently in Latin America, Eastern Europeand Africa duringthelate
1970sand early 1980s.) Not only must thetotal amount of foreign
debt be monitored, but also its term structure, as well as any
contingent obligations that become real effective obligations
following changesin certain borrower or market conditions(e.g. sate
guarantess, | ettersof credit, interest rateand cross-currency swaps, €c.).

6. The potential volatility of liquid global capital can be
destabilizingfor developing countrieswith shallow and under -
developed financial markets, and inter nal vulner abilities. Careful
meacro management of theliquidity and maturity structureof acountry’s
foregnfinancdid obligationsiscritica toreducing vulnerability tosudden
capitd outflowsand resulting liquidity criseswhich caninturnimpact
on solvency. Whileagreat deal of the current regional crisisisa
result of abuild-up over timeof wesk or poorly performinginvestments,
vulnerability to crisiswasheightened by asizeable build-up of short-
termforeign debts, not matched by sufficient amountsof liquidforeign
assets. In addition, vulnerability wasfurther increased by abuild-up
of portfolio equity flowsin devel oping stock marketswhich could be
quickly liquidated (asoccurred in all of the crisiscountries). For
example, just prior to theemergence of theregiond crisis, and before

14 Calculating more accurate foreign debt figures before vulnerability devel oped would
not have been so difficult despite incomplete debt statistical information collected
domestically by the governments concerned. Had such governments, or the
multilateral organizations concerned, simply added available debtor country data
with available creditor country bank data (particularly asavailable from the Bank for
International Settlementsand other Euromarket data sources), and made somesimple
adjustments to eliminate double-counting, a near complete picture of both total
foreign debts and broad maturity structures could have been determined to enable
earlier warning and actionsto avert much of thecurrent crisis. Thisstatistical approach
would have captured most foreign debts with the exception of some types of direct
creditsfrom foreign non-bank private sector businesses (e.g. direct supplier credits,
inter-corporate project loans, etc.)
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recent debt rescheduling, South K oreal sshort-term debot accounted for
morethan 60% of total foreign debt (seegppendix table 2), and wasnot
matched by sufficiently liquid assets. South Koreawould havefared
much better inthe current crisisif the country’sbankshad borrowed at
muchlengthier terms(whichwould havebeen easly feesbleintheyears
prior to the outbreak of the crisisgiven the country’sprevioudy strong
credit rating). Thiswould have enabled greater timefor amoreorderly
restructuring of thecorporate sector without outs depressures, andwould
havereduced thelikelihood of someliquidity problemsdeterioratinginto
solvency problemsbecauseof lack of availableworking capita fromthe
now muchmorecautiousand demandingfinandd markets*®InThailand,
the Government’ sexchangerateand interest rate policy, combined with
inadequiate prudentid supervison, contributed totheshort-term debot build-
up. For developing countrieswith shallow financial marketsor
weak capacity tomanagethepotential volatility from liquid global
capital movements, an incentiveframewor k that discour agesshort-
term foreign borrowingand liquid portfolioinvestment may be
prudent. Withholdingtaxeson new short-termand liquid foreign
financial investments, and other disincentivestonew liquid global
capital may play auseful role.

L ack of effective prudential supervision of thefinancial sector,
whichisneededinall countries, both devel oped and less devel oped,
enabled market failurein the banking sectorsin a number of
thesecountries. (Again, thisisavery old and recurrent lessonlearned
by awidevariety of both developed and lessdevel oped countriesin
all regions of the world.) Thisis one area where more effective
government regul ation and supervisionisclearly neededindl of the
current crisis countriesto minimize therisk of additional market
failure, snce unregul ated banking by nature can be proneto excessive
risk taking and moral hazard. This kind of market failure was
particularly highlightedinthecaseof Thailand, wherefamily-controlled

15 At the same time, some observers believe that some degree of crisiswas needed in
South Koreato force the needed political and policy changes.
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banking and finance companies, often lending on the basisof personal
rel ationships, with limited accountability tofinancia regulators, built-
up large portfolios of speculativeinvestmentsinreal estate. At the
sametime, inappropriate exchangerate policy inthe presenceof a
large current account deficit and rel atively high domesticinterest retes
encouraged short-termforeign debt financing which further heightened
Thailand’svulnerability toliquidity and solvency problems. L ack of
prudential guidelines, or their enfor cement, needed toensure
reliableaccounting of non-performingloansand related capital
and loan-loss provisioning, contributed to the build-up of
sizeablebad loan portfoliosin thefinancial sector. Inthe case of
South Korea, the liberalization of cross-border short-term financial
flowsintheearly 1990sresulted inadramaticincreasein short-term
foreign borrowing by South Korean merchant banks, whichinturn
on-lent to over-expanding and financialy-troubled Chaebol. This
new lending contributed further to the Chagbols' aready high debt-
to-equity ratiosfinanced by past domestic debt, and |eft the country
highly vulnerableto both liquidity and solvency problemsoncethe
regional contagion and herd mentality began to turn adverse. L ack
of sufficiently developed banking and capital market skills,
combined with past state involvement in directing investmentsin
commercia sectors, contributed toinefficient capital allocation.

8. State” socialization” of privatesector debt obligations(through
gover nment guar anteeson falling dueor overdueprivate sector
debts) unfairly passes the costs of past bad investment
decisions from irresponsible lenders and borrowers to the
gener al population, includingthepoor. If privateborrowersare
ultimately unable to repay, which is often the outcome of such
“guaranteed” arrangements, such private sector debt effectively
becomes state debt. The costsfor repayment are eventually passed
on to the general population through futuretax increases, reduced
spending and subsidiesin the social sectors, inflationary printing of
money and/or future balance of payments adjustments. (Thisis
another old lesson from the L atin American debt crisisof theearly
1980s.) The pressurefor the stateto “socialize’ private sector debts
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will bedirectly related to the country’svulnerability to adeteriorating
liquidity crisis and related potential real side socio-economic
adjustmentsor ingtability resulting from continued capita flight. Again,
thegovernmentsof Thailand, South Koreaand Indonesafelt compelled
to guaranteeasignificant portion of faling due private sector debtsin
an attempt to slow capital flight, maintain accessto foreign credits
and minimizered s desocio-economic adjustmentsintheshort-term.

9. Corruption, whichwasfacilitated by thegenera lack of trangparency,
combined with state directed or stateinfluenced investmentinthe
private sector, contributed to the development of high cost and
financidly unsustainableinvestments. Whiledifficult to quantify asa
percentage of GNP in each of the concerned countries dueto the
lack of information, judging from media reports and anecdotal
evidence, thisagppearsto have been particularly the casein Indonesia,
Thailand and South K orea(aswel | asthe Philippinesunder theMarcos
regimeof the 1970s, which led to that country’sprotracted financial
and socid crisisof the 1980s).

10. Protectionist trade policies aimed at developing import
subgtitution industriestended to quickly lead to balance of payments
problemsand lack of financial sustainability, especialy wherethe
domestic marketswere small (particularly asmeasured in terms of
income per capitaand purchasing power).® Almost all countriesin
East Asiahave at onetime or another attempted protected import
substitution, including Taiwan and South K oreaduring the 1950s,
Singaporeintheearly 1960s, and Malaysia, Thailand and others
during the 1970sand early 1980s. However, experienceindicates

16 A clear distinction needs to be made between efficient import substitution, which
should be encouraged and which eventually comes about naturally for many products
and countrieswheretheincentive framework and investment environment isrational;
and protected imported substitution, which often results in inefficiency due to
insufficient competition with more efficient foreign producers. Such inefficiencies
are greatly compounded when domestic producers al so enjoy government protection
from domestic competition and through related monopoly powers.
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that the smaller the domestic market’s purchasing power, the more
quickly balance of paymentsfinancia difficulties, or evencriss, were
experienced. Only Japan appearsto have been ableto absorb the
related inefficiencies and enjoy some of the possible positive
externalitiesfor industriaization that might have comefrom protected
import substitution dueto that country’s greater domestic purchasing
power even as far back as 1955.% In any case, the developed
countrieswere much more sympathetic to protectionist policies of
lessdevel oped countriesduring the 1950s-70s, partly dueto the Cold
War agenda. Today, richer countriesare much more demanding on
tradeliberalization asabasi sfor admitting exportsfrom lessdevel oped
countries, and hence the scopefor protected import substitutionis
very limited.

11. Ironically, themost closed and autar kic economies, both inside
and outside the region, have tended to be the most proneto
economic and financial crisis, and instability. Thisincludesthe
former Soviet Union, anumber of other former Comecon countries
in Eastern Europe, theformer Yugodavia, Albania, and today’sNorth
Korea. A small minority of other relatively closed economiesremain
stablefor thetimebeing, but at relatively impoverished levels. A
considerable degree of opennessto international tradewas essentia
totheexport-led devel opment strategies of most successful East Asan
economies, athough asufficient degree of opennessto international
financewasa soimportant, particularly tradefinanceand foreign equity
investment. At the same time, the ongoing regional crisis has
demonstrated that certain typesof global capital flowscan be

17 Even as early as 1940, Japan already had an impressive industrial complex and
network of international trading companiesand officesabroad. Measured intoday’s
values, Japan’saverageincome per capitain 1955 wasalready in the order of $4,000
per capitaper annum, reflecting significant domestic purchasing power, aswell asa
considerably higher level of development and official technocracy than most South
East Asian economiestoday. For example, Viet Nam'’sincome per capitatoday isin
the order of $336 per annum, or at best, an estimated $1,100 on a purchasing power
parity basis.
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highly volatile, and suggests that the degree of openness to
such global finance needsto bemanaged much mor ecar efully
than that for trade. This is particularly the case for less
developed low-income economieswhich haveweak capacity to
absorb the potential volatility that accompani es opennessto liquid
globa capita flows, or which haveinsufficiently devel oped financia
markets needed to ensure efficient capital allocation; or inadequate
supervisory ingtitutional capacity to safeguard against excessiverisk
taking or abuse. Opennessto long-term foreign direct equity
investment (FDI) hasproven to befar more manageable and
far less volatile than has been the case for foreign debt,
particularly short-term debt, or portfolio equity investments.

An inequitable distribution of the benefits and costs of
development can eventually compromisesocial stability. Thisis
another very old and recurrent lesson. If thegenera population tends
to receiveadisproportionately smal share of the growing benefits of
development in good times, but is expected to bare a
disproportionately large share of the adjustment costsin bad times,
preserving economic, social and political stability becomesmore
tenuous. Among thecurrent crisiscountries, Indonesiagppears most
vulnerableinthisregard. Whileitistruethat the officially reported
poverty rate decreased significantly over the past thirty yearsin
Indonesig, averageincome per capitaremained relatively low, asmall
minority of the popul ation appearsto havereaped vast benefits(ina
perceived highly unfair manner inthe case of the Suharto family and
friends), and the general populationisnow being called uponto bare
adisproportionately large share of the adjustment costswhichit can
ill afford. Poor governance has meant that past progresson poverty
reduction isnot being sustained, but reversed.

Ensuringareinfor ced social safety net duringtimesof crisisto
protect the poorest and most vulnerablein society will better preserve
Sability, equity and theconditionsfor futuregrowth and devel opment.
Thecountriescurrently in crissremainill-prepared to deal with the
socid consequencesof theongoing financid and sructurd adjustments.
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Almost by definition financing ismost scarceduring timesof financia

crisis. Hence, thefunding for areinforced social safety net needsto
be accumulated during times of high economic growth and relative
prosperity. The development of a* social contingency fund” or

“human development fund” toreinforcethesocia safety net during
times of economic downturn might befinanced viaaluxury goods
tax. Thiswould likely involve aredistribution of incomefrom the
beneficiaries of thefruitsof development to thelesswell-off. Sucha
contingency fund would need to have awell-defined separatelegal

satusto ensurethat it could only beaccessed under certain conditions
andfor well-defined socia purposes(eg. retraining displaced workers,

temporary income supplements, etc.), and not for general budgetary
or balance of paymentsfinancing.

Excessive gradualism and postponement of needed reforms
eventually leadsto the build-up of danger ous structural and
financial imbalances, and vulner abilitiesto destabilizing shocks.
Inmany cases, thegovernmentsin the crisiscountrieswereawarefor
someyearsof theneed to redresslega and regulatory impediments
and gaps which resulted in problems related to transparency,
accountability, corruption, financial sector capita adequacy, loan-loss
provisioning, prudential supervision, corporate sector profligacy and
others. Nevertheless, eveninthefew monthsprior to the outbreak of
theongoing crisisin July 1997, most of the governments concerned
appeared to believethat therewastill plenty of timeto implement
the needed reform decisionsand actionson avery gradual step-by-
step basis.

V. Impact on Viet Nam

Challenges Remain Largely Internal

Asisnow well-known, considerable progress hasbeen achieved in

improving theoverdl well-being of thevast mgority of the Vietnamese people
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sincethelaunching of thedoi moi reform processin 1986.'® This progress
and rel ated achievementswereimpressive by any standard, but particularly
so far acountry intransition. Most noteworthy, poverty has been reduced
from morethan an estimated 70% in the mid-1980sto somewhere closer to
30%in 1998 according to recent preliminary data®  Also noteworthy, these
achievementswerelargely aresult of stateleadership in enabling greater
participation of the non-state sector in the devel opment processthrough land
reform and asignificant degree of market-liberdization; aswell asincreased
openness to opportunities offered by the outside world.? Despite these
achievements, Viet Namisstill among the poorest countriesin East Asia.
Averageincomeper capitaremainsvery low at around US$310 per annum,
and poverty and near-poverty remain widespread, particularly inrural areas
where 80% of the popul ation and 90% of the poor live.

Nevertheless, the country isinthevery fortunate positionto beable
to benefit from all of the experiencesand lessons|earnedintheregion, in
order to avert crisisand socio-economic instability, and eventually achieve
prosperity and sustainable poverty reductionwithlong-term stability. Notably,
well beforetheongoing regiond crissbegantoemergein July 1997, ananalyss
published by the United Nationsin 1996 attempted to alert Viet Nam that it
appear ed to be heading towardsitsown major financial crisiswithin
fiveyearsfor many of the samereasonsthat anumber of countriesin

8 Sincethe mid-1980s, real income per capitahas nearly doubled in Viet Nam. Infant
mortality has been reduced by an estimated 18%, and under age 5 mortality by 15%.
Nutrition, access to clean water, literacy and other social indicators have improved
significantly. Life expectancy at birth hasincreased by an estimated 5 years. Most
noteworthy, poverty has been reduced from more than 70% to somewhere closer to
30% according to recent preliminary data. In short, the development processin Viet
Nam over the past 12 years has been fairly equitable and broad-based, despite some
growing urban-rural disparities, and disparities with some of the more mountainous
and isolated regions inhabited by ethnic minorities.

¥ Preliminary data from a second Living Standards Measurement Survey (LSMS)
supported by Sweden, the World Bank and UNDP.

2 Seefor example Some Lessons Learned in Supporting the Transition from Poverty
to Prosperity, UNDP Staff Paper, September 1997.
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East Asiaarenow sufferingcrisis.? Theimpact of such acrisisin Viet
Namwould befar moreprofoundand painful thanintheother crisiscountries,
given Viet Nam's4till very muchlower per capitaincomeand morewidespreed
poverty, which impliesless scopeto absorb the rel ated adjustmentsand a
much lengthier and protracted period of crisis. (For example, Viet Nam’'s
averageincome per capitain 1998 of around US$310 per annumisstill far
below the 1998 “ crissincomelevels’ of US$6,700 per capitain South Korea,
US$H3,400inMdaysia, US$2,000in Thailand, US$E853in Philippines, USH456
inIndonesia, and only afraction of current incomesin Japan, Taiwan, Hong
Kong and Singapore. See Appendix Table 1.)

Annual GDP Per Capitain 1998

1998 USD Prices and
Exchange Rates
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12,000 A

10,000 ~
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Taiwan Korea Malaysia Thailand  Philippines China Indonesia  Viet Nam

In particular, the UN analysisin 1996 concluded that while many of
thetraditional macroeconomicindicatorslooked very impressiveinViet Nam

2L Catching Up: Capacity Development for Poverty Eliminationr UNDP and UNICEF,
October 1996.
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(e.g. GNPgrowth, inflation, thebudget deficit, etc.), adeeper andyssstrongly
indicated that the existing framework of incentives, processes and
gover nment inter ventions influencing the allocation of commer cial
investmentsin Viet Nam appear ed financially unsustainable. The State
continued and continuesto play the dominant role, ether directly or indirectly,
indetermining theallocation of investmentsin commercid areas. Asaresult,
many commercid investmentswereand remainlargely in unsustainablecapitd -
intengveand import-subgtituting industrieswhich requiresignificant protection
fromforeign competition to survive. State-directed bank creditsand state-
influenced foreign direct investment were contributing little to empl oyment
growth, and increasing therisk of moral hazard (eg. therisk of over-lending
andinvestment inrisky areasonthebelief that the Government would ultimately
bail out failledinvestments). Lack of reliableinformationincommercid-rel ated
areasimportant to ensuring effective market outcomesincreased therisk of
government failure and market failure, particularly in the state-owned
enterprise and banking sectors. The non-state sector remained hampered by
heavy layersof regulationsand controlswhich impede markets, and isolate
Vietnamese peoplefrom the opportunitiesoffered ininternational markets.

In short, Viet Nam’s challenges were (and remain) largely
inter nal. Therapid growth of foreign financid obligationsincreased theurgency
for morerapid concretereform of Viet Nam’'soverall incentiveframework,
systemsand processesfor alocating investment resources. Foreign money
appeared much“too easy” asforeignlendersandinvestorswanted "in" onthe
“groundfloor” of apotentia “tiger economy” which, inturn, wascontributing
to ashift from reform-led growth to financially-stimulated growth. Such
financidly-stimulated growth wasmasking theneed for further reformtoensure
sudtainability and avoid aboom-bust growth scenarioleading to seriousfinancia
crisis. Therewasclearly aneed for amorerational balance between
the paceof debt financing and the pace of refor m.

Fortunately for Viet Nam, at least, the regional crisis could
well have, on balance, a very positive impact on the country’s
development processfor anumber of reasons. Firstly, Viet Namisnow
ableto benefit from some additional lessonslearnedin theregion and to adjust



EAST ASIA: FROM MIRACLE TO CRISIS
Key Lessons for Viet Nam 33

itspoliciesso asto avert such acrisis? Encouragingly, sincethe outbreak of
the regional crisisthere has been anew series of reform-oriented policy
statements and programmesrecognizing the need for much greater progress
onconcretereform (e.g. PrimeMinigter Phan VanKha'’ sfive-year programme
unvelledin October 1997; the Resol ution of the4th Party Plenumin December
1997; officia callsfor accelerated equitization of state-owned enterprises
(SOEs); and alarge number of new laws, decreesand guidelineswhich should
enable accelerated reform). Asinthe past, the chalengewill betotrandate
such sound policy statementsand lawsinto reform actions.

Secondly, thereduced availability of external financing from both
insgdeand outsidetheregionimpliesthat the pace of foreignfinancingin Viet
Nam will be brought much moreinto linewith the actual pace of reform,
thereby reducing thescopefor highly risky investmentsand over-investments.
Futureforeigninvestment will likely bemuch moresengtiveto therationa e of
the overall investment environment aswell asthe commercial viability of
individud invesments.

Thirdly, increased competition in the region for now more scarce
foreign capital will eventualy encouragefurther reformsinViet Namin order
toattract someof thiscapital, so astoavoidfaling far behindinregiond terms.

All of thesefactorsshould, on balance, increasetheefficiency of capita
investmentinViet Nam anditsfinancial sustainability.
Delayed | mpact

WhileViet Nam’smain challengesarelargely interna, the ongoing
regiond crisiswill aso unavoidably dow the country’ sgrowth rateinthe short-
term. Viet Nam has so far been much less severely impacted by the

2 For example, prior totheregional crisis, attempting to convince some policy-makers
in Viet Nam about the dangers of state-directed investments in the corporate sector
was more difficult in light of the apparent success of the Chaebol in South Korea,
and the apparent corporate success in Indonesia despite widespread nepotism and
the heavy hand of the statein directing or influencing the all ocation of capital.
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ongoing regional crisiscompared with many other countriesin the
region. Therearesever al reasonsfor thisincluding: thecountry’slack of
dependencesofar on liquid foreign capital; thenon-convertibility of its
currency; aswell aslayers of other regulations (which provide some
temporary shelter fromtheoutsdestorm, but a soimposesignificant economic
cogts). Moreover, much of the Vietnameseeconomy isdtill subsistent, informd,
and only indirectly linked to theforma regional and global economies.

Nevertheless, whilegrowth in Viet Nam’sGDP istill positive,
itisonthedeclineinlinewith aconsderablereductioninexport growth and
foreign direct investment. Export growth has continued to declinesincethe
beginning of 1998, and isexpected tofall to near zero growth for the year,
down from an average 25% in recent years. Disbursementsfrom foreign
direct investment for thefirst nine months of 1998 werereportedly downto
someUS$1.0 billion, and areexpected to fall morethan US$1 billion short of
last year’sUS$2.6 billion. Moreimportant, continued inter nal structural
vulner abilities, which had been masked by high growth ratesin recent years
fuelled by easy foreign money, will beincreasingly exposed asfinance
becomesmor e scar ce. Therefore, GNP growth isexpected to declineto
between 4-6% during 1998, down from 8-9% in recent years, with further
weaknessexpected next year. However, in contrast tolndonesia, Thailand
and South Korea, the impact of the regional crisison Viet Nam is
expected to remain more gradual compared with the sudden
deterioration and sharp contraction characterizing these other
countries.

Therefore, stability hasbeen lar gely preserved, but asoutlined
earlier, thisstability iswith avery low level of incomeand persistent
widespread poverty. Viet Nam's dense regul atory environment createsa
buffer to outsidevoltility, but a so to outside opportunities. Asaresult, Viet
Namremainsfar behind many other East Asian economies, and among lowest
income countriesintheworld. Moreover, whileregul ationsand controlslock
out adegree of outsidevolatility, many of suchregulationsand controlsin Viet
Nam, particularly oninternationa tradein goodsand services, area solocking
ininefficienciesand the continued devel opment of financial and structural
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development challenges and risks to longer-term stability remain

short-term, but not over thelonger-term. In short, Viet Nam’sfundamental
largely internal, not external.

imbaances? Such regulationsand controlswill minimizeingability inthevery

Deepening Social | mpact
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The social impact of theregional crisison Viet Nam is also

expected to gradually deepen during 1999. Judging from the
particularly in urban areas, including construction, industry, real estate

% See for example Catching Up: Capacity Development for Poverty Elimination,

in Viet Nam, har dest hit will likely continueto bethefor mal sectors,
UNDPand UNICEF, October 1996.

experiencesof other countriesin theregion and preiminary indications
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development, financial services, hotels, and business services. Theforeign
invested sectorswill likely continueto layoff workers, and eventually sotoo
will anincreasing number of state-owned enterpriseswhen their attemptsto
retain underemployed workersbecomefinancialy-unsustainable. Other SOES
may s mply reduce monthly wages, forcing somefamiliesinto more austere
conditions. While rural/urban migration may slow, many of thosewho do
migrateto the citiesmay find themselves unemployed. Thereturn of some
workersfrom other countriesin the region will add to the gradual risein
unemployment. Reliabledataon unemployment areunavailableinViet Nam,
but estimatessuggest that unemployment inthemgjor urban areashasincreased
from around 6% to 8% over the past twelve months, and estimates of under-
employment intherural areasrange ashigh as 30%.

Unskilled rural migrants, working in sectorslike construction, will
likely continueto be most negatively impacted. Judging from the experience
of other countriesintheregion, whereapolicy of “lastin, first out” hasbeen
applied, femalewor ker smay also be particularly vulner ableto layoffs.
Thisinturnimpliesagradua risein urban poverty andincreased vulnerability
to urban social problems. Currency depr eciation, although healthy for
the country asawhole, will put upward pressureon pricesof food and
imported goods, and befelt morein urban thanrural areas, asfarmers
should be compensated by increased revenues. This in turn risks
increasing hardship for the more vulnerablein urban areas, and increasing
vulnerability to socia strainsinthecities, and in areasrecently afflicted by
drought or severeflooding.

Judging fromtheexperienceof other countriesintheregion, therural
sector in Viet Namislikely tobelessseverely affected by theregional
crisis. Theagricultura sector could well gain from changesin theterms of
traderesulting from exchangerate depreciation—that is, if the Government
ensuresthat state-owned monopoly trading companiespassonthesegainsto
farmfamiliesand rural households. Exportslikerice, coffee, teaand rubber
arepriced inworld marketsin US dollarsand sold largely through state-
owned trading companies. Hence, at adepreciated dong exchangerate, the
agricultura sector will receive much moredong, for example, for every ton of
ricesold. Increased farmincomeswill mitigate theimpact of the regional
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crisisinrural areaswhere 80% of the population and 90% of the poor live.
(However, as mentioned earlier, increased rice production in Thailand,
Indonesiaand other countriesin responseto higher pricesand better weather
may bring down pricesin 1999 and offset someof thesegainstofarmincomes)

Partly offsettingincreased agricultural incomesin rural areas
areanumber of potential negative factors. Some reduction in worker
remittancesand transfers can be expected from other countriesintheregion
aswell asfromurbantorural areas. Similarly, reduced net migration from
rural to urban areas, and some reverse migration, will increase farm
underemployment and stretch traditional family socia safety nets. Slower
growthingovernment revenuesresulting fromtheeconomic dowdownmay aso
affect trandfersto poorer provincesand theprovison of basicsocid services.

Fortunately, through appropriate policy actions, Viet Nam can still
avert sinkingintothekind of crisisconditionsbeing experienced by a
number of other countriesintheregion. However, without further reforms,
Viet Namwill most surely eventually experienceasignificant declinein export
revenues, aflood of chegpimports (including smuggled goods), further declines
in DI disbursements, increasingly scarceforeign currency, dower growthin
real incomesand higher unemployment. Accordingtothe UN’sanalysisin
1996, thiswould have eventually happened even without theregiond crisis,
for largely internal reasons.?

Viet Nam can respond totheseexter nal and internal challenges
inanumber of waysin order toavert crisis, and resumestrong growth
and development. Firgt, Viet Nam canlearn from the policy successesand
faluresof other countriesintheregion, and moreresolutely pursuetherelated
reforms. Second, the Government can initiate some contingency planningin
order to cushion the expected gradual risein unemployment and worsening
socia impact of theregional crisisover the next twelve months. Thepolicy
implicationsof al of thisareoutlined inthe next section.

2 See Catching Up.
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VI.  Policy Implicationsfor Viet Nam

Inlight of the positive and negativelessonslearned in East Asaover
the past forty years, and the challenges currently facing Viet Nam, thissection
outlines some of the most important policy implicationsfor averting crisis,
preserving stability and resuming strong and sustainable devel opment.

1 Thereisgtill anurgent need in Viet Nam for greater transparency
and reliableinformation, particularly inthe country’sbanking
and corpor ate sectors, in order to lower the risk of serious
government policy failureand related market failure, Takingtheright
decisionsrequires having theright information. Some significant
progress hasbeen made oninformation availability intheseareasover
thepast year. However, much more needsto be donetoimprovethe
religbility and quality of suchinformation availabletothemarket place
toavoid thekind of market failureswitnessed recently intheregion.®
Whilethere hasbeen aproliferation of new statisticson SOES, many
of these have been incong stent and incompl ete, and have not enabled
areliable assessment of thered profitability and financial health of
individual SOEsand banks. A major reason for thelack of reliable
data has been inconsistent and incompl ete accounting practicesin
past years. Most recently available survey datasuggest that 60% of
SOEsareunprofitable, whichisaready quite serious, and that non-
performing loans (NPL s) for somebanksmay be higher than 20% of
total loans. Therefore, broad-based urgent action isneeded in
undertakingreiableand independent auditsof SOEsand banks,
so that that the State hasreliableinformation on which to baseits
reform decisionsand devel opment Strategy, and so that domesticand
foreigninvestorscan makeinformed investment decisonsand serious

% Asareflection of thisfact, Viet Namisone of thefew countriesin theworld that does
not as yet provide basic economic statistics for publication in the IMF's monthly
International Financial Statistics (IFS). In contrast, more than 160 other countries,
many of which are far less developed than Viet Nam, regularly publish basic eco-
nomic satisticsinthe |[FS. Similarly, Viet Namisone of thefew countriesin theworld
that does not publish the state budget, although a strong official commitment has
been madeto do soinearly 1999.
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market failureisavoided. To be useful for both the State and the
market, such independent audits should be based on international
accounting criteriaand standards. Without religbleinformation onthe
real financial health of the SOE sector and ontherelated quality of
banking sector |oans, thereremainsaseriousrisk of over-investment
infinancialy-unviableventures, eventud financia crissandingability.

Similarly, greater trangparency isneeded inthe state budgetary process,
and publishing of the state budget, to guide and encourage efficient
public expenditures. A strong official commitment hasbeen madeto
publish the budget in early 1999, whichwill improvetransparency if
aufficiently disaggregated dataisoffered. Greater transparency and
accesstordiableinformation would also greatly limit thescope
for corruption, which hasbeen of growing concernto both the Party
and the Government in recent years. Aswaslearned intheregion,
corruption has contributed to somehigh cost and unviableinvestments
inthecrisiscountries. Ingenerd, rdiableinformationisurgently needed
inmany other areascritical torational decision-making by both the
Stateand the private sectorsin Viet Nam.?

2. State-directed new lending to state-owned enterprises in
commer cial sector sneedstobesharply curtailed and car efully
rationed, based on reliable audits, and only to such SOEswhere
genuineprofitability and viability areproven. Based onlessonslearned
intheregion and e sawhere, urgent action isneeded heretolower the
growing risk of government failure and moral hazard through
excessive state-directed lending and investment in Viet Nam’s SOE
corporate sector. SOE’scontinueto receivewd | over half of available
creditintheformal sector. Thereisclearly ahighrisk that therelated

% |nthe case of Viet Nam, even the State does not appear to have sufficient financial
information on SOEs and banks because of past incomplete and highly questionable
accounting practices (which evolved under the former central planning model) re-
garding issues of depreciation of “freg” capital provided by the State, reporting of
interest on an actual payments basis rather than on an accrual basis, and other
unique accounting practices.
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debts may reach dangerous proportions, eventually setting back the
country’sdevel opment processbe ow itsaready generdly impoverished
level. Asrecommended bel ow, al such SOEsin commercial sectors
should eventudly be privetized in an orderly manner whilethey aredill
profitable, or beforethey becomemoreof aburden onthecountry. SOES
that werenot genuindy profitableon average over thepast fiveyearsof
higheconomicgrowthareunlikely tobeprofitableover thedower growth
yearsahead. Hence, the Stateshoul d avoid compounding exiding finencia
imbal anceswith new unrecoverabledebts.

Similarly, state-guaranteed lending needs to be sharply
curtailed, minimized and car efully monitored. A recent banking
decree enabling SOEsto borrow from banks on the basis of state
guarantees (from Government Ministriesand People’ s Committees)
and without the need to pledge collateral should bedroppedinlight
of thelessonsfromthe current regiona crisis(aswell aspast regiona
debt crises). Similarly, in order to avoid misunder standings by the
mar ket about the degree of state protection of privateinvestments
and moral hazard situations, the Vietnamese State should publicly
and widely declareaclear and highly restrictive policy on sovereign
guarantees, both explicit and implicit guarantees. Otherwise, thereis
adanger of excessvedebt-related foreigninvestmentswith SOE joint
venturesbased on misunderstandings about the State’ swillingnessor
ability to back suchinvestmentsinafinancia crunch.

Moving closer to a competitive dong exchange rate will be
unavoidable and inevitablein order to promote exports, discouragea
flood of cheapimports, encouragerationa financial planning of any
new foreign borrowing, and avoid ageneral drying up of foreign
currency. Thedangersof over-valued exchangerateswere clearly
demonstrated by the devel opmentsleading up to theregional crisis.
Currenciescan becomeover -valued dueto dir ect gover nment
intervention, or unknowingly, if substantial capital inflows
temporarily support acurrency at unrealistically high levels,
but the capital is poorly invested or suddenly withdrawn.
Fortunately, Viet Nam'still relatively low inflation rate of around
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10% (albeit up from recent years) provides scopefor absorbing a
ggnificant further depreciation of thedong, whilemaintaining rel aively
low inflation through tight monetary and credit growth. Moreover,
since Viet Nam’'scurrency isnot yet freely convertible, not evenfor
foreign tradetransactions (which has considerableinefficiency costs),
managing thisparticular adjusment should berdatively essy. Thedong
aready appeared significantly overvalued beforetheregional crisis
erupted in July 1997.2” With the substantial depreciation of many
competitor country currenciesintheregion, Viet Namwill increasingly
experiencegreat difficulty in competing in export marketsaswell as
withimports(smuggled or otherwise) inthedomestic market.2 While
thedong hasbeen significantly devalued since July 1997, thereremain
large competitive gapswith other currenciesintheregion despitesome
positive upward correction of these currenciesin thelatter half of
1998 (see Appendix Table 3). True, a further devaluation will
increasethedong cost of servicing existing for eign debt obligations,
but it will alsofortuitoudy further improveexports, restrainimports,
increaseforeigninvestor confidence, encouragemorerationd vauation
of new foreign borrowing, and gener ally increasefor eign exchange
availability and liquidity for servicing existing foreign debts. In
addition, it will further improvethetermsof tradeintheagricultural
sector and cushion theimpact of theregional crissinrural areas.

5. Clearly Viet Nam'slow domestic savingsr ateof just under an estimated
20% of GNPwill need toincrease substantially mor eto over 30%
(ashasbeenthe casein other successful East Asian countries) toavoid
excessverdianceonforegnsavings, particularly foreigndebt. Achieving
thishigher savingsratewill requireanimprovement intheoverdl engbling
environment andincentiveframework for saving, and aswasthecasein
most other successful East ASan countriesat early Sagesof development,
an export-led devel opment strategy to achievehigher levelsof income,

2 See Catching Up, pp. 27-28.
% Seeappendix Table 3.
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Inaddition, asoutlined earlier, the statea so hasanimportant rolein
maintai ning an environment with positivereal interest rates; legally
guaranteeing thelong-term integrity of property rightsand wealth
ownership; rational inflation and exchange rate management so that
saverscan have confidencein thelong-term va ue of the currency; a
sound and healthy banking sector in which depositors can havelong-
term confidence; and areasonable and fair tax system that does not
threaten to confiscate savings and wealth some day in thefuture.

M aximizeopennesstooppor tunitiesoffered by globalization while
minimizingtherisksfrom liquid global finance. Inlight of lessons
learnedintheregion, and the current stage of Viet Nam’sdeve opment,
an export-led development strategy based on agriculturd processng
and labour-intensive manufactured exportswould still appear by far
thebest development strategy for Viet Nam. Thecountry’sgrestest
compardiveadvantageintheregionremainsitsdisciplined, literateand
potentially low-cost |abour force.2® Moreover, the purchasing power
of Viet Nam'sdomestic market isstill far too low to sustain protected
import substitution (reflected by an averageincome per capitacf only
around $300 per annum). In such a low-income market, few
consumerswill be ableto purchase“ protected” high-cost locally
produced goods (e.g. automobiles), which because of their relatively
high cost, can neither be successfully exported at aprofit. In addition,
the international trading environment has become much more

2 Actualy realizing thispotential comparative/competitive advantage in Viet Nam
would requiregrestly simplifying arange of regulationsimpeding investors( e.g. the
new employment decree, land regulations, foreign exchange regulations, business
license approvals, trading quotas and licenses, etc.) al of which add to the cost of
doing businessin Viet Nam, aswell asmore realistic employment taxesand fees. For
example, aVietnamese worker earning “take home” pay of $1,000 actually costsan
employer intheorder of $5,000 due to employment related taxes and fees paid to the
State (and this does not include the cost of the employer’sinvestment in local staff
training). All of thiswould appear to more than wipe out Viet Nam’s most important
competitive advantage, and discourage labour intensive industry and related job
creation, especially inlight of more competitive costs now availablein other countries
in theregion.
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demanding in recent years (which rules out significant scope for
protectionism if access to export markets is to be maintained and
deve oped.) Therefore, amuch moreaggressiveshift towardsexport-led
deve opment and away from protected import subdtitution, inboth policy
and concreteaction, would gppear prudent (and urgent) inorder tofurther
lower thehighfinancid risksattached to protectedimport subgtitutionin
codly capitd intengveindudries Thismay entail theoutright cancdlation
of someongoing projectsinorder tominimizerisksand futurecosts. A
competitively-valued exchange rate is a more neutral and
economically-efficient meansof pr otection from excessveimports
thanismaintaining an over-va ued exchangeratea ong Sdedigortionary
import controls, whichinturn distortsrel ative pricesand costs, and the
flow of investments. Moreover, increased opennesstointer national
trade and the negotiation of increased access to new export
markets, particularly outsde Asia, will be essentia to ensuring
Viethamese producer accessto competitively priced imports of raw
materials and intermediate products needed to underpin export
competitivenessaswell asfor maintaining and deve oping accesstoexport
markets. A competitiveexchangerate, sateincentivesalongthelinesof
theexport-neutra incentivesapplied by themore successful NIEsinthe
past, further reductionsin adminigtrativeimpedimentsto exportsby the
non-sate sector, and effectiveuseof theWorld WideWebfor promoting
Viet Nam'sexportsof goodsand serviceswoulddsounderpinan effective
strategy. An eventual but carefully managed openness to
inter national financewould complement thisstrategy.

7. Minimizingexposur etothepotentially damaging volatility caused
by liquid global capital can beachieved in lesscostly waystothe
economy in Viet Nam than theexisting set of broad-based controls
and regulationson thecurrency, foreign tradetransactions, and
long-term foregn equity invesment. Minimizingvoldility fromliquid
globa capital canbeachieved by promoting thefurther devel opment of
and rdiance on domestic savingsfor development, building up officia
foreign exchangereservesand reducing reliance on foreign savings,
especialy debt. Anincentiveframework that discour agestheuse
of short-term foreign debt and other typesof highly liquid global
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capital might alsobeprudent in light of experiencesin theregion.
Other innovative gpproachesmight a so beexplored d ong thelines of
highwithholding taxeson short-term foreigninvesmentsandloans, and
deposit schemes(asin Chile). Occasond direct regulationof suchliquid
globd capitd inflowsmay asobesometimesunavoidable.

Muchmorepr o-activestate promotion of thenon-state sector will
be essentid to Viet Nam'ssuccessful development in light of lessons
learned both inside and outsidetheregion. Asindicated earlier, in all
successful developed and devel oping economies, both inside and
outsidetheregion, theprivate sector hasbeen themain engine of
sustainablegrowth and development. Thiswasthecasewhether a
country waseffectively a one-party state or a multi-party state.
Notably, no country in theworld hassuccessfully developed with
an SOE-led development strategy, although many countrieshave
tried and failed (e.g. theformer Soviet Union, the former Comecon
countriesin Eastern Europe, North Korea, and others.) Again, despite
very significant progressin Chinaover the past twenty years, the
country cannot yet be considered adeve opment “ successstory” given
itscontinued low income per capita, widespread poverty and highly
vulnerable SOE and banking sectors. Moreover, the main sources of
China's success to date have been the export-oriented Special
Economic Zones (SEZs) and the private or quasi-private sectors,
particularly the dynamictown and villageenterprises(TVES). Inthis
regard, the Party leadershipin Viet Nam should bemore pro-actively
promoting the private sector.®® This would involve concrete
rationalization of SOEsto free up resourcesfor the non-state sector;

% |nthe run up to the National Party Congressin June 1996, the desire was expressed
inthe Party’s Draft Political Report that the State would account for 60% of GNP by
the year 2020, up from around 40% in 1996. While this quantitative objective was
absent in the Party’sfinal Political Report, many observersfelt that it remained the
unwritten desire of many senior officialsinthe Party. Moreover, the country’sofficial
Public Investment Program (Pl P) document covering thefive yearsfrom 1996-2000,
implies that up to 80% of total planned investment spending will be state-related,
including around half of the planned $7.5 hillion of ODA for the five yearswhich was
earmarked for the devel opment of SOEsviastate credits. SeeCatching Up, pp. 19-23.
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thereform and development of thefinancial sector to better service
the non-state sector; amore reasonableincometax systemwhich
doesnot congtrain or discourage production by the non-state sector;
alegd and regulatory systemwhich clearly guaranteestheintegrity of
property rightsand wealth ownership including freedomto use such
property ascollatera at full-market val ue; and greater accessto useful
andreiableinformation among others. Leve playing fieldswith SOEs
exist mainly intheory and in textbooks. Inthereal world, ownership
mattersand heavily influencescommercid enterpriseefficiency.

9. Further reform of state-owned enterprises (SOEs) will be
essentia to devel oping an export-led devel opment Strategy, financia
sector reform, development of the non-state sector, and evenrural
development and sustainable poverty reduction. For example,
deve oping an export-oriented growth Srategy, essentia tothefinancid
sustainability of Viet Nam’'s economic growth, implies trade
liberalization, includingimport liberdization. However, without prior
reform of SOES, suchimport liberalization would likely resultinan
import boom, a significant widening of the trade deficit and an
unsugtainableaccumul ation of foreign debt andfinancid criss. Similarly,
banking and financial sector reform are also dependent on SOE
reform, Sncethequality of bank portfoliosin Viet Nam remain heavily
determined by thequality of SOE investments, because SOEsremain
heavily dependent on state-directed banking credits. (Asindicated
earlier, latest government survey datasuggest that 60% of SOEsare
unprofitable.) Furthermore, the devel opment of the non-state sector,
essential to the successful development of any country, is being
“crowded out” by SOE’spreferentia accessto land, credit, business
licenses, quotas, and other monopoly privileges. Even rural
devel opment and poverty reduction have been held back in the past
by low pricesreceived by ricefarmers, whichinturnresultsfromrice
export quotasbeing dlocated largely tomonopoly Satetrading companies.

Effectivereformwouldfirst involvearationaization of new credit and
other resourcesto SOEs, and secondly, an orderly processequitizing
al SOEsincommercia areas. Whileit istruethat the Government has
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ceased providing state budget subsidiesto SOES, the sameisnot true of
date-directed bank credits. SOEs4till receiveover haf of bank credits.
Aswehavelearned inrecent years, yesterday’s credits have become
today’s subsidies asthey are written off as non-repayable by SOEs.
Smilarly, today’ screditswill becometomorrow’ssubsidies. Therefore, a
genuinehard budget congraint would asoindudegtringent limitsongate
directed credits to SOEs, and only to SOEs that have proven to be
profitable on average over the past fiveyearsbased on reliableaudits.
Some 38 of 6,000 SOEshave been equitized during the past fiveyears.
TheGovernmentisplanningtoequitizesome 1,400 SOEscurrently being
registeredfor equitization over thenext two years, which represent some
23% of theexigting nearly 6,000 SOEs. All SOEsincommercid sectors
should eventudly beprivatizedinan orderly manner whilethey aredtill
profitableor beforethey becomemore of aburden onthecountry.

10.  Atrandgtional social safety net should be set up to minimize any
potential human har dshipsresulting from deeper SOE reformvia
the provision of temporary income supplementsand retraining for any
workerslaid off. Fortunately for Viet Nam, in contrast to Russaand
China, SOEsaredtill muchamdler, lesscapitd intensve, and potentidly
much moreflexibleand adaptable. SOEsemploy only around 1.8 million
workersor 5% af thelabour forceaccordingto officd saigtics Therefore,
the socia impact of deeper SOE reformin Viet Namwould likely be
limited, especidly sinceonly afraction of such SOE workersmight face
jobredundancy. In contrast, SOEsintheformer Soviet Unionemployed
morethan 50% of thelabour force, partly explaining why adjustments
therewereso panful. Smilarly, in China, SOEsformerly employed more
than 20% of thelabour force. Giventhemuch smaller number of potentia
layoffslikely in Viet Nam, such asocia safety net should be quite
affordableandwdl worththeinvestment inimprovingthesudtainability of
thecountry’ sdeve opment processandin minimizing human hardships®

1 A proposal to devel op an effective and affordable social safety net for SOE reform to
be cost-shared by both the Government and ODA was initiated by UNDP at the
Consultative Donor Group (CG) Conferencein Tokyoin December 1997 SeeUNDP's
official statement at the CG on SOE Reformwith Social Equity and a Human Face,
UNDPViet Nam, December 1997.
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Refor m and development of thefinancial sector will beessential
to avoiding adangerousbuil dup of non-performing loans, improving
theefficiency of capita alocation, supporting the devel opment of the
non-state sector’ sproductivity, and enabling afurther gradual opening
tointernationd financial flows. Again, reliable auditsof both SOEs
and domestic bankswill beessentia to objectively assessingthequality
of existing investments and related loans, serve as the basis for
determining capital adequacy and prudentia loanloss provisioning,
and help avert abanking crisis. Available data suggeststhat non-
performing loans are in excess of 20% for anumber of banks. In
termsof devel oping and deepening domestic financial markets, the
useof land user rightsand other assetsaslegd collateral at full market
value needsto befacilitated, clarified in law and fully respected.
Reliable national and provincia registries for land user rights,
mortgages and other types of assetsand liabilitiesneed to be set up
toprovideessentid information for thefurther devel opment of financid
markets. Asatrangtiona measureto overcomeimmediate problemsof
collaterd and fored osure, theenvironment for leasing needsto befurther
deregulated and promoted. Smilarly, reputableforeign banksshouldbe
allowed to have amuch more activerolein domestic lending and in
trandferring knowledgeand expertisetodomestichanks. TheStateshould
generdly refrainfromdirecting credit except perhapsto alimited degree
inabroadly neutra manner (seepoint#4in Section111) toenablefurther
invesmentshy dearly successful and profitableexportersuntil locdl finencid
marketsare better devel oped (ie. err onthe side of exports).

Far better foreign debt management isclearly neededin light of
lessonsfromtheregion aswell asprolonged difficultiesin Viet Nam
inhonoring basiclettersof credit, which arean essential instrument
for facilitating international trade and development. Far better
information is needed on the amounts and term structure of the
country’stotal foreign debts (including inthe SOE and joint venture
sector), asabasisfor any policy adjustments needed to help avert
future balance of paymentscrises. Similarly, better informationis
needed on state guarantees of domestic and foreign loans to the
banking and corporate sectors, and any other such contingent
obligationswhich could ultimatdly impact onfuturestetefinancing andthe
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balance of payments. Viet Nam'’s foreign debt is aready sizesble.
Accordingtoavailablesatigtics, hard currency debtsa onenow exceed
40% of GDP and 120% of export revenuesin 1998, and continueto
grow. A reported imminent debt reduction and conversion agreement
with Russiaon old soft currency debtswould push these hard currency
debt ratios closer to a sizeable 50% of GDP and 140% of export
revenues.® While current debt servicing on thisstock of debt isquite
manageghblethankstolow interest retes, theeventud repayment of principd
could be moreonerousat futureexchangerates. Therefore, increased
reliance on domestic savings and reduced reliance on foreign debt,
particularly commercid and short-term debts, would gppear prudent, if
notessentid toensuringfinendd sudtainatility. Judgingfromlessonsleamed
in the region, the least volatile and least onerous source of foreign
commerad finandng by far remainslong-termforeign equity invesmen.
Theportfolioinvestment whichtypicaly accompaniesemerging sock
marketsopentoforeigninvestorsand freefrom foreign capital controls
tends to be more mobile and volatile, and requires very careful
meacroeconomicand financid management, particularly incountrieswith
under-devel oped and shdlow financid markets.

Viet Nam should say noto easy money, especially debt, that cannot
beeffectively invested. Foreignfinanceisoften*supply” driven, as
demondrated by theongoingregiond criss aswell astheregiond crises
inLatin Americaand Eastern Europeduring theearly 1980s. Foreign
bankersand indtitutiond investment fund managersin search of “ easy”
returns and expanded portfolios have proven to be sometimes over-
enthusadticinlending andinvesting onthebas sof limited information.
Smilar enthusasmreaultsif foreign bankersand investorsbelievethat
governmentsin devel oping countrieswill eventualy bail out, if need
be, troubled domestic banks and companies (ie. moral hazard).
Foreign direct investorshavea so proven willing to makelong-term
investmentson the basis of personal rel ationshipswith host country

%2 For example, this compares with June 1997 pre-crisisforeign debt to GDP ratios of
62% in Thailand, 63% in Indonesia, 64% in the Philippinesand 49% in Malaysia, and
debt to export ratios of 125% in Thailand, 209% in Indonesia, 109% in the Philippines
and 92% in Malaysia.
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governments, tacit “ guarantees’ and specia protectionist dealsthat
eventudly hurt acountry. Similarly, theeffectivenessof ODA depends
uponeffectivereformand careful invesment todeve opsugtainablendtiond
capacities. Viet Nam should say noto any ODA that riskshol ding back
thedevel opment of nationa capacitiesor risksunintentionaly dowing
genuine reform. Easy money today can be very difficult and
destabilizing tomorrow unless effectively invested to generate
aufficient returnsfor itsrepayment. Again, Viet Nam'sforeign debt
levelsaredreedy Sgnificant, henceincreasad rdianceondomedticsavings,
long-term foreign equity investment, and other non-debt sources of
financing gppearsessentid tofinanda sugtainability. Prior totheregiona
crigs, foreignmoney wasquiteeasly avalableto Viet Nam, andthese
easy money conditionscould soon return oncetheregion beginsto pick
up. Asdemonstrated in recent yearsin East Asa, the appar ent
benefitsof low interest rateson foreign money today, can bemore
than offset by adver seexchangeratechangestomorrow.

14.  Accderatethepaceof reformwith stability, or reducethe pace
of debt financing to better ensure the sustainability and stability of
Viet Nam's devel opment process. The pace of economic reform
appearsto haved owed significantly following the period of dramatic
reformsduring 1989-93.% Initialy following this period, therewas

3 During 1989-93 SOEswere rationalized from some 12,000 to around 6,000, including
well over 2,000 closureswith the remainder merged; direct budget subsidiesto SOEs
wereeliminated; the collective system in agriculturewaslargely dismantled and land
returned to farm family management; most priceswerelargely liberalized; exchange
rates were substantially devalued and unified; a dual banking system was created;
the door was open to FDI; the military was rationalized by some 500,000 soldiers;
foreign trade was made easier; more than 1 million laid-off workerswere provided
with income supplements, retraining or credits, and absorbed into the subsequently
fast growing economy; and many other significant reforms were implemented.
Notably, thisseriesof dramatic reformswasimplemented with little outside assistance.
There have since 1993 been many other kinds of softer reformsrelated to important
new laws, decrees, implementing guidelines, etc. that create the “institutional
software” for implementing more concrete kinds of reforms on SOEs, trade, banking,
the non-state sector, but this software has yet to be effectively implemented. Also,
stepsforward on reform like tariff reductions or some SOE equitizations have often
been largely offset by tighter direct import controls and invisible barriers to trade,
and substantial increasesin credit to enable the expansion of the SOE sector.
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probably aneed for consolidation of themany changesto better ensure
stability. Consolidation gppeared to have beenwel | achieved by 1995,
especialy following the strong supply sideresponseto thereforms
and high economic growth rates. However, the supply sideresponse
intermsof additional high growth rateswas already weakeningin
early 1997 before the regional crisis, judging from data on SOE
inventory stock piling and other growthindicators. Theregiond crisis
may have created anew compel ling concern about the pace of reform
ontheexternal side of the economy and the desireto minimizethe
risk of importingingtability. Neverthe ess, therewereand remain plenty
of needed internal reforms particularly related to further improving
the enabling environment for the non-state sector, SOE reform and
banking sector reform that could be accelerated. Moreover, the
regional situation appearsto be stabilizing and should soon enable
morerapidreform ontheexterna side. Morerapid reformisessentia
given that Viet Nam’'s hard currency foreign debt has more than
doubled since 1993, and now amountsto asignificant 44% of GDP,
Any additional debt financing will need to beinvested very carefully
so that debt servicing capacity as measured by GDP and exports
more than keeps up. The pace of economicreformisclearly a
sovereignty issue. Nevertheless, the pace of reform will need
to stay well-ahead of the pace of debt financingif sustainability
and stability areto bepreserved.

Judging from recent experiencesintheregion, greater trangparency
and accountability by the State, and an equitabledistribution of
both thebenefitsand costsof development, will beimportant to
minimizetherisksof socid ingtability intimesof economic downturn.
This can be achieved through more balanced geographical
deve opment (particularly through afurther shiftinthe publicinvestment
programmetobasicinfrastructureinrura aress); increased investments
inhuman resource devel opment (especidly universal basic education
and vocationd training); improved accessto basi ¢ socid servicesfor
the poorest and most vulnerable; and more efficient and targeted
poverty reduction support. The Government’s planned poverty
reduction programmeaimed at assisting the poorest 1,715 communes
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inthecountry could makeamajor contributioninthecoming yearsif
effectively defined andimplemented. Smilarly, gregter effortsinfulfilling
the 20/20 commitment made by both the Government and donor
countriesat theWorld Summit for Socid Devel opment in Copenhagen
in 1995 on basic socia servicesisneeded. According to UNDP data,
ODA dlocated to basic socia servicesremainsextremely low at a
meager 5.5% of total ODA, whilegovernment expendituresonbasic
socid servicesareintheorder of only 9%. Clearly greater effortsand
innovation by both Government and donorsare needed to overcome
Ingtitutional constraintsand biasesin order toincreaseinvestmentsin
basic sociad services* M oretranspar ent gover nment budgetary
and public investment processes, combined with greater
participation by the peoplein theseprocessesat thelocal levels,
would improvetheefficiency and equity of stateexpenditur es.®
All of thiswould befacilitated by public administration reformand
increased ingtitutional and human resource capacity devel opment at
theprovincia and sub-provincid level.

Strengthening contingency planning and the social policy
responsefor major economic downturns, natur al disaster sand
exceptional crisis situations. As a till very poor low-income
country, it would be unrealistic to expect Viet Nam to soon develop
an elaborate and well-financed welfare and social security system.
Nevertheless, there appearsto be considerable scopefor improving
existing social security systemsand existing allocations of social
expendituresin order to better assist the poorest and most vulnerable,
and ensure continued accessto basi ¢ social servicesduring economic
downturns, natural disastersand other exceptional crises. Withinthe

# The 20/20 commitment implies that at least 20% of ODA and 20% of government

expenditures should be on basic social servicessuch asprimary health care, primary
education, access to clean water and sanitation, etc.

% The Government is reportedly planning to publish such budget information in early

1999, but thelevel of disaggregation of expenditureswill determineits usefulness.
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exigting budget for socia expenditures, reall ocation towardscommune
health centresand primary education within the poorest districtsand
communes, would improve access by the poorest to basic social
sarvices. In general, theinitial basisshould befurther developed
for an equitable, efficient and financially-sustainable social
security system that will grow and develop with the overall
economy. Thecentral Government should dso bevigilant that inter-
provincia transfersfor social expendituresaimed at the poorest and
most vulnerableareallocated effectively by provincia governments
in order to assist the poorest and most vulnerable communes.
Government policy should aso ensurethat layoffsoccur inthemost
equitablemanner possible, based not only on seniority, performance
and gender equity, but also sensitivity to workerswho aresingle-
heads of househol dswith children. Layoffsshould be conditioned on
equitable severance pay packagesexcept in the case of bankruptcy,
when government assi stance may berequired. Inrural areas, the
Government should bevigilant that state-owned monopoly trading
companiespassontofarmfamiliesthegainsfrom agricultura exports
resulting from recent and further depreciationsof thedong exchangerae.

A “social contingency fund” or “human development fund”

should bebuilt up during periodsof relatively high growthin
order toreinforcetraditional social safety netsduring periods
of major economicdowntur ns, natural disaster sand exceptional
crisissituations. Aswas painfully learned in the crisis countries,
Setting asl de some savingsduring high growth periodsasacontingency
to help finance socid relief in responseto sudden dire circumstances
would be prudent and humanitarian. Such funding should beset aside
to be readily available for emergency food relief, clean water,
medicines, and other basic necessitiesof life. Duringtimesof financid
Crisis, new money is scarce to non-existent. Hence, such asocial
reservefund would need to be accumulated mainly during periods of
high growth. Suchasocia reservefund might befinanced by value-
added based taxes on luxury goods (eg. motorbikes, automobiles,
air conditioners, etc.), “ sin” taxes(eg. on cigarettes, liquor, beer, etc.)
and perhapsalso by proceedsfrom SOE equitizations. Similarly, a
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significant share of quick-disbursing official development
assistance (ODA) might bedeposited in such afund to better
ensure that it is spent when genuinely needed and to assist
those in most dire need following dislocations caused by
structural and balance of paymentsadjustments.®*® Suchafund
could beusedfor trangtiona income supplementsand for theretraining
of displaced workers, emergency socid relief inresponseto natural
disasters, etc. Such acontingency fund would need to have awell-
defined separatelegd statusto ensurethat it could only be accessed
under certainwell-defined conditionsand for well-defined emergency
socid relief, and not for general budgetary or balance of payments
finanaing.

Ensuring Stability with Openness: Judging fromal of the positive
and negative experiences and lessons learned in the region, a
cons derable degree of opennessto outside opportunitiesisessential
to rapid and sustainable development. A high degree of opennessto
internationd trade, trade-related finance, long-term foreigninvestment
and rel ated technol ogy, and globa information and knowledge, appears
essentia torapid poverty reduction. Inthiscontext, stability isbest
preserved through effectivenational gover nanceincluding:

sound economic and financial management, especially regular
orderly adjustmentsof financid variables(eg. exchangerates, interest
rates, |loanlossprovisioning) inlinewith evolving conditions,

diversification of development in general, but particularly with
respect to exports;

maximum relianceon domestic savingsfor development and
minimal relianceon foreign savings, particularly short-term
debt and other liquid global capital;

% The meeting of “conditionality” related to SACs and ESAFs does not always result
inimmediatelarge new financial needs. If such quick-disbursing ODA debt financing
isspent beforeit isreally needed and for import expendituresthat are unnecessary or
inefficient, it will be unavailable for those in greatest need following real financial
and structural adjustments.
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 enablingthenon-statesector and marketsto play thedominant
rolein theallocation of resour cesin commer cial ar eas; and

* anequitablesharing of both the benefitsand costsduringthe
development process, including during periods of financial and
Sructura adjustments.

No country can completely avoid some degree of financial
volatility in an ever-changingworld, but therisk of crisisand instability
can beminimized through effective governanceand capitalizing on past |lessons
learned. Even arelatively closed economy, aswasthe case of Viet Namin
themid-1980s, can experiencefinancia and economiccriss. (North Korea
isthemost closed economy intheworld, but experiencing one of the deepest
and most protracted economic and financid crisis. Admittedly, North K orea
hasmaintained political stability, but stability in extremepoverty.) Most
successful devel oping countries, both inside and outside theregion, have
enjoyed long-periodsof stability with opennessand rapidly growing prosperity,
despite occasional short periods of correction and adjustment to redress
imbalances. The choice can be seen as one between stability in poverty
(eg.North Korea) or stability in prosperity (eg. Taiwan). In addition, as
expressed by aparticipant at arecent conferencein Hanoi, thereisacertain
paradox inressting changeto maintain stability.

The Paradox of Stability: “In an ever-changing world,
governments that impose policies aimed at resisting change in
order to maintain the stability of the status quo, create eventually
unsustai nable imbalances that lead to widespread instabilities
and abrupt change” .*’

Despitethecurrent temporary contraction of real incomesin
someof East Asia’snewly-industrialized economies (NI Es), thevast
majority of people in most of these economies continue to enjoy a

S7 Participant’'s comment at CIEM/UNDP Conference on Globalization, Gover nance
and Sability: Key Lessonsfor Viet Nam, 31 August-1 September, Hanoi, Viet Nam.
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much higher level of prosperity and social well-being than in those
economiesthat haveremained relatively closed to theoutsideworld.
Moreover, most of East Asia'snewly-industrialized economies are expected
toemergeeven stronger and resumebuil ding upon past achievementsfollowing
afew yearsof effectiverestructuring. Most importantly, theresumption of
strong development in East Asiawill likely continue to be based on
themany oppor tunitiesoffer ed by globalization, whileminimizing the
risksthrough effective gover nance.

Thereare, of course, numerous other lessonsfrom the East Asian
devel opment experiencethat arerelevant to Viet Nam'sfuture devel opment.
Moreover, issuesof public sector financial reform, publicadministration
reform, legal reform, social sector reform, environmental management
and others, cut across the above policy recommendations and are
equally important. However, the purpose of thispaper isto highlight those
that have become particularly pressing at the current junctureof Viet Nam’s
devel opment processin light of regiona developments.

VIl.  Summary and Concluson

Therehavebeen many impressivedevelopment achievements
in East Asiaover thepast 40 year sthat remain largely intact in most
of the countriesconcer ned despitetheongoing regional financial criss.
Incomeshavegrown dramatically and poverty hasbeen substantialy reduced.
These achievements have been built on sound macro-economic and financia
policies; high savingsrates, state-leadershipin pro-actively promoting private
sector development; export-led development in most cases; and heavy
investments in human resource development and basic infrastructure.
Consider able opennesstothe opportunitiesoffer ed by globalization,
whileminimizingtherisksfrom liquid global capital, wasalso essential
to therapid pace of development in the most successful East Asian
economiesover thepast forty year s. Moreover, in most of the countries
concerned theseachievementswill befurther built upon following aperiod of
sufficient restructuring. Notably, evenwith the current contraction of real
incomesinafew of the East Asian newly-industrializing economies (NIES),
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the vast mgjority of peoplein most of these economies continueto enjoy a
much higher level of prosperity and socia well-being, andlower poverty, than
inthose developing Asian economiesthat pursued aternative devel opment
pathsand remained relatively closed.

An analysis of the factorsleading up to the current regional
crigsindicatesthat weak governanceplayed amajor roleintheorigins
of today’ sregional difficulties. Poor governance contributed either directly
tothe build-up of structura and financia imbalancesinanumber of thecrisis
countriesconcerned, or indirectly, by impeding theability of marketstofunction
effectively and efficiently. Heavy stateinvolvement for yearsintheallocation
of investment resourcesin commercia areas considerably blurred stateand
private sector creditworthinessand related risks, and created alending and
invesiment culturevery proneto®mora hazard” by whichlendersandinvestors
counted on governmentsto back up their risky investments. Risky lending
and investment behavior by private sector banks, finance companiesand
corporations was also enabled by the lack of independent and effective
prudentia supervision and capital adequacy. Thislending and investment
culturebecamevery quickly unsugtainablefollowing theliberdization of cross-
border liquid capital flowsinanumber of countriesduring thefirst haf of the
1990s. New liquid foreign debt flowed in and smply topped up aready high
debt/equity ratios (particularly in South Koreaand Indonesia), built upin
earlier decadesviastate-directed or -influenced lending and investmentsin
commercial areas. In addition, statefailurein either withholding essential
information fromthemarket or infailureto enforcelega requirementsrelated
to transparency, accountability and financial reporting in the corporate and
banking sectorsal so helped set up “market failures’ and theregional crisis.
The general lack of transparency also facilitated corruption and the
development of alarge number of high-cost and financially unsustainable
investmentsin both the state and corporate sectors.

At the same time, the origins of the crisis also clearly have
elementsof financial market failure, particularly related to excessive
risk taking, over-lending and over -investment in somesectorsin the
countriesconcerned. Many over-enthusiastic foreign banksand investors
appear to have naively invested on very limited positiveinformation and
speculation (eg. faithinthe " miracl€”), or faith in government bail-outsif
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ultimately needed. Following thefirst hint of bad newsin July 1997, many
foreign bankersand investorsfled out of “fear of the unknown”, andin so
doing destabilized the aready vulnerablefinancia situationsinanumber of
East Adacountries (and subsequently Russia), in some cases damaging some
formerly healthy companiesfollowing the general drying up of credit. The
Situation was exacerbated by theinitially very austere monetary and fiscal
policies implemented to address problems that were largely non-
macroeconomicin nature. Thelack of reliable and balanced information,
combined with dramatic Satementsin theinternational media, ledto contagion
and adownward spiral of salf-fulfilling prophecies. Given that individual
countrieshavelittleinfluenceover globalization, thebest protection
from weak inter national gover nanceiseffective national gover nance.

The resulting social impact and human hardship has been
severe, especially in the formal sectors and urban areas. Rising
unempl oyment and under-empl oyment, reduced incomes, deva ued savings,
higher pricesfor somebasi c commoditiesand scarce government financing
for socid sarvices, aredl increasing human hardshipsinthecriss-hit countries.
Layoffsintheformal sectorsarereportedly being implementedtypically ona
“lastin, first out” basiswhich hasnegatively impacted femaeworkersmore
thanmaleworkers. All of thisis, inturn, adversely affecting the health and
education of children. InIndonesiaand Thailand, child manutrition hasrisen
and school enrollment rates have declined substantially as parentshaveless
incometo pay school feesand related codts. All of thisiscreating new pressures
towardschild labor, aswell asprostitution of women and children. This, in
turn, will exposethese vulnerablegroupsand theregion to thefurther spread
of HIV/AIDs. Those who had become dependent on formal sector
employment over a period of years find themselves with less access to
traditional family social safety netsfollowing layoffs. T hegover nmentsof
the countries concerned had not set aside savings nor developed
sufficient social security systems during more prosper ous times to
mitigatethesocial impact of theongoing downturn.

Fortunately Viet Namisin aposition to capitalizeon both the
positiveand negativelessonslear ned in theregion over thepast forty
years. Maximizing opennessto the opportunitiesoffered by globalization,
whileminimizing thevolatility and riskscaused by liquid globa capita, would
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appear essential to Viet Nam'srapid transition from poverty to prosperity in
light of the regional experience. Given the current stage of the country’s
development and the international trading environment, an export-led
development strategy still appearsto be by far thebest option for sustaining
successful development. Thisinturnimpliesamuch moreaggressiveeffort on
export devel opment and promotion, aswell asmorerapidtradeliberaization
to negotiate accessto new export markets and improve producer accessto
low-cost raw materialsand intermediate goods. Viet Nam'sgenerally poor
domestic market impliesthat protected import substitution would befinancialy
unviable. In order to be sustainable, pro-active state promotion of the private
sector asthe main engine of export-led growth will be essential in light of
lessonslearned intheregion and e sewhere. Thiswill requirefurther reform of
state-owned enterprisesin order to free up resourcesfor the non-state sector,
aswell asproactive devel opment of the banking and financial sector to ensure
efficient allocation of domestic savings. A considerablereductionin state-
directed and -influenced |ending and investment in commercial areaswould
gppear urgent inlight of lessonsfrom theregion. Increased relianceon domestic
savingsby improving theenvironment for saversandinvestors, and reduced
relianceonforeign debt will beessentia to ensuring financia sustainability. 1n
any case, given thealready significant stock of foreign debt owed by
Viet Nam, aswell assignificant problem loansto SOEsin thedomestic
banking sector, the pace of reform needs to stay well ahead of the
pace of new debt accumulation if sustainability and stability aretobe
preserved.

Inaddition, the Statein Viet Nam hasan important roleto play
inimproving theenabling environment for marketsto function much
mor e effectively and efficiently, and in minimizing therisks of both
government policy failureand mar ket failure. Inthisregard, urgent action
isneeded in undertaking reliable and independent audits of SOEsand banks
so that that the State hasreliable information on which to baseitsreform
decisonsand devel opment strategy, and o that domestic and foreigninvestors
can makeinformed investment decisionsand avoid serious market failure.
Grester transparency and eas er accessto useful andreliableinformation are
urgently needed so that markets can function efficiently, and resourcesare
dlocated moreredidicdly. Again, aconsderabledegree of opennessto outside
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opportunities, particularly trade, foreigninvestment, new technology, and globa
information and knowledge flows, will remain essential to Viet Nam’s
successful devel opment. Sound economic and financia management, including
thefacilitation of regular orderly adjustmentsof financial variableslikethe
exchangerate, will beessentia to avoiding thebuild-up of large destabilizing
imbalances. Facilitating broad-based parti ci pation in the devel opment process,
andanequitablesharing of both the benefitsand costsof devel opment, including
during periods of economic downturn, will better preserve social stability.
Thefurther development of an equitable, efficient and financidly-sustainable
socid security system that devel opswith the economy woul d appear prudent
inlight of recent regiona experience. Similarly, setting asidesomepublicsavings
ina“socia contingency fund” during non-crisisperiodsto providesocid relief
during exceptional adverse conditions caused by financial and structural
adjustments, or natural disasters, would appear prudent and humanitarian. In
sum, much lessstateinvolvement in directing the all ocation of resourcesin
commercia areasand more stateinvol vement inimproving the enabling
environment for the non-state sector and the Vietnamese people offersby far
themost potentid for Viet Nam’ssuccessful devel opment, sustainable poverty
reduction and long-term stability.
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