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Abstract

Vietnam has been very successful for the last @aades, since the adoption of “Doi moi” in 1986.
Over the last two decades, an economic growthima¢éetnam has been one of the highest
worldwide (with GDP growing by respectively 8% perar). The increase of the Vietnamese share
of world trade is the highest of all major Asiarpexers (including China) since the mid-1990s.
« Why is Vietham so competitive with respect toestAsian exporters? » This paper considers
Vietnam's competitiveness, its definition and measent.
The major characteristic of East Asian economictigyment is rapid industrialization. It has been
accelerated by export orientation and a speciazgattern that has evolved from simple (ie
garment, shoes, toys, etc.) to more sophisticatediysts. Countries have used their comparative
advantage to catch up industrialized economiesoiiteg to Okita (1985) the great diversity
among the Asian nations in their stages of deve@rand resource endowments “works to
facilitate the flying geese pattern of shared depelent as each is able to take advantage of its
distinctiveness to develop with a supportive diuisof labour.”
The “flight of wild geese” image has acquired diéiet meanings over time. It was first used to
describe the life cycle of industries (Akamatsu62) it has been successively extended to the
evolution of industrial structure, then to the sbifindustries from one country to another.
According to this latter meaning, as Japan anather East Asian countries leave industries in
which they have no comparative advantage, laterstiilized countries are able to move in these
industries and join the “flying geese” formatiorheltextile & clothing industry offers an example
of the shift of industries in Asia, from Japan tort{d Kong, Korea, Taiwan etc. then to Malaysia,
Philippines, Thailand etc. and now to China, Viethatc.
In this paper, we also analyze Vietnam's potefaiasustainable growth and international
integration. Our paper draws on international fgmdrade databases and uses traditional indicators
of trade specialization and competition.

Paper outline:
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. Determinants of Viethnamese competitiveness
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Introduction

Vietnam has been very successful for the last eaades, since the adoption of “Doi moi” in 1986.
Over the last two decades, an economic growthimadéetnam has been one of the highest
worldwide (with GDP growing by respectively 8% pyear). The increase of the Vietnamese share
of world trade is the highest of all major Asiarperers (including China) since the mid-1990s.

« Why is Vietham so competitive with respect toestAsian exporters? » This paper considers
Vietnam's competitiveness, its definition and measient.

The major characteristic of East Asian economicetigment is rapid industrialization. It has been
accelerated by export orientation and a speciaizgattern that has evolved from simple (ie
garment, shoes, toys, etc.) to more sophisticatedists. Countries have used their comparative
advantage to catch up industrialized economiesoiliag to Okita (1985) the great diversity
among the Asian nations in their stages of deve@grand resource endowments “works to
facilitate the flying geese pattern of shared deelent as each is able to take advantage of its
distinctiveness to develop with a supportive duisof labour.”

The “flight of wild geese” image has acquired diéfiet meanings over time. It was first used to
describe the life cycle of industries (Akamatsu62p it has been successively extended to the
evolution of industrial structure, then to the sbifindustries from one country to another.
According to this latter meaning, as Japan anather East Asian countries leave industries in
which they have no comparative advantage, latersmmlized countries are able to move in these
industries and join the “flying geese” formatiorheTtextile & clothing industry offers an example
of the shift of industries in Asia, from Japan tortd Kong, Korea, etc. then to Malaysia,
Philippines, Thailand etc. and now to China, Viethatc.

In this paper, we also analyze Vietham's potefdiasustainable growth and international
integration. Our paper draws on international fgmdrade databases and uses traditional indicators
of trade specialization and competition.



1. Vietham's export

In recent years, the record of Viethamese exp@ssleen spectacular, though cyclical. Viethamese
exports have expanded very rapidly; even comparé&htina (figure 1). Its growth is by far the
most dynamic of all Asian exporters. Other Asianrddes have also shown rapid export growth
but, despite substantial devaluations, in receatsymany have lagged behind Vietham (table 1). As
is clearly apparent in figure 2, in recent yeangtivamese exports have grown much more rapidly
than other Asian countries’ exports, by 22.67 patrae 2006.
Figure 1
Export growth rate of Vietham compared to majorafwsexporters (index 1989=100)
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Table 1: Export Growth 1989-2005 (percent changg p.

1989-1993 | 1993-1996 1996-1999 1999-2002 2002-2005
World 27,66921 | 31,1406151 27,1991897 20,7637997 8833548
Vietnam | 76,5811747| 142,094083 83,451338 63,7001888,7050588
Korea 39,8854726| 64,9850457 61,0653511 44,292674 ,97%8931
Malaysia |57,7278165| 61,6417367 28,373046Q 26,21271534,124309

Philippine: |18,6290601 | 53,4531038  15,1428701 21,2619309 28%B4

Thailande | 55,3265165| 37,1826998  18,9815052 34,3M)7833,0024349
Indonesia | 41,9522473| 31,330496p -5,26181054 -5%HED |34,5614108

Ol

Source: Computed by Author from World Bank Indica008



Figure 2: Percent change of exportation
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An alternative way to evaluate the developmentxpbets is to see them as a share of world trade
(Figure 3). The results are striking. The marketre of Vietnam on the world has been multiplied
by more 25 from 1989 to 2006. Other East Asian treesshow slightly increases in their shares of
world trade except China and Korea, the former shawcrease of 14 times and the latter is 8
times.

We base on the annual panel data of Viethameseteaqpented industries of the Viethamese GSO
(General Statistics Office) data during the pefi®87-2007 (See figure 4, 5 & appendix for the list
of Viethamese export-oriented industries) in otdeexplain the change in the Viethnamese export
composition. Export composition reflects the triaial development ladder (Adams and Ichimura,
1998; and Vernon, 1966) approach, starting with maaterials in the lowest income countries, then
increasing powerfully in the manufactured mass petion goods and finally turning to high-tech
and capital goods as the economy's productive powagures.

Figure 3: Evolution of World’s market shares of Wi@m compared to major Asian exporters
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Figure 4: Evolution of Vietham export.
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Figure 5: Manufacture products’ export structur&/ietnam.
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The Vietnamese government uses policies that p@imdustries to export. These policies aim on
the one hand to promote industries known as «ttoadil » that their output is exported for a long
time such as textile products; food and beveragariwg apparel, dressing and dying of fur; leather
tanning and dressing. On the other hand, thesei@®lntend to privilege « emergent » ones such as
office, accounting and computing machinery; elealrone; radio, TV and communication
equipment; wood and wood products.

Since becoming a member of ASEAN in July 1995, nfecture products show more and more
their strength in the export structure of Vietndhin 1997, the share of these products in the
Vietnamese export value was of 37.68%, it rosert8 ®6 in 2000 then stepped up to 51.55% in
2007. This progression is supported by the roleeofain export-oriented industries such as “.food
manufacturing”, “clothing manufacturing and produof textile industry”, “leather and leather

products and shoes”, “wood product”, “computingotlonic products”, and “electrical product &



equipment”. The figure 6 below represents the mactufe products’ export structure in Vietnam in
2007.
Figure 6: Export share of Viethamese manufactuoeymts in 2007.
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In this structure, we observe important part offtret three industries. Their share is respecyié|
27.085%, 22.765% and 15.489%. The share of thehees is still weak (just 7.731%, 5.936%, and
5.207%). However, there are emergent industriedlagidexport value increases during time. The
figure 7 illustrates the export trends of thosedpiais.

Figure 7: Growth of export by high tech sector
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2. Comparative advantage and international competit  iveness.

The explanation of international competitivenesgbgnomists goes back many years to the theory
of comparative advantage and factor pricing (Rioad Heckscher-Ohlin). While Ricardo



focused on one production factor and differencaschnology (climate), Heckscher and Ohlin
dealt with labour and capital inputs and justifeeinparative advantage based on underlying
differences in factor endowments and relative fiaptes. This approach has been extended to
many products and many factors (Dornbusch, Fish@iSamuelson, 1977). In the modern theory of
trade under imperfect competition, factor-basedmanative advantage continues to play a central
role in explaining trade patterns, although scatenemies and strategic motives are also important
(Helpman and Krugman, 1985). Ronald Jones (200®als® noted that absolute advantages may
influence patterns of specialization if some ingotproduction are mobile across borders, as are
capital; management and technology in todays giodalconomy.

Comparative advantage with factor pricing may tiéha heart of the theory of specialization and
trade, but it is not always closely related to+walld discussions of competitiveness. Comparative
advantage is a microeconomic concept, focusingndustry-specific trade, explaining why one
country might export labour-intensive products whahother country might specialize in capital-
intensive ones. By definition, each country hasm@garative advantage in the production of some
products — those for which it has a lower relafmeportunity) cost than its competitors.
Comparative advantage has little significance feomacroeconomic perspective. It is not
meaningful to say that at any time country A in #lggregate has a comparative advantage over
country B.

Factor-based comparative advantage is an equilibconcept, predicting a pattern of trade when
prices, trade flows and exchange rates are inibguiin. Business decisions, in contrast, often must
explicitly consider short-term situations as walllang-term equilibrium outcomes. These will
include current economic conditions, exchange raesother factors that may represent deviations
from long-run equilibrium, sometimes for fairly Igmperiods of time.

Finally, factor-based comparative advantage doesake explicitly into account the technological
options available to the producers. At the microernic level, when dealing with specific
products, it is not always clear from theory alariech country has the most favorable mix of
resources and factor prices for various types aefipetion. Depending on technology and
infrastructure, a shortage of labour relative tpitzd that implies relatively high wage rates may b
offset by differences in technology. High wages maaynay not translate into competitive
disadvantage for labour-intensive products if al¢ive technologies using less labour and more
capital are available. For example, many produasdre produced by hand in Vietnam are also
produced, by machine, in the United States.

By competitiveness is meant the ability, under @nésonditions, of a country’s producers to
command world markefs.

In contrast to the comparative advantage approashappropriate to talk meaningfully about
international competitiveness both on the macroraiwdo levels. International competitiveness is a
matter first of costs: which country is able toidet the product to the market most cheaply.
Contributing to costs are factors that directlyeatfprices, such as exchange rates, domestic wages
and material costs, and productivity. Capabiliteeproduce goods of appropriate quality and
meeting world market specifications are particylariportant. Transportation and communication
costs, and trade barriers and trade strategy nhalagla role. Competitiveness is not an

equilibrium concept. It represents a position poent in time or its change over time. Since
adjustment on the product supply side is likelp¢overy slow — it takes many years to acquire
technical competence, to establish productionifesiand to develop export markets —

! Competitiveness is a term used widely in the besindministration literature (Porter, 1990), forample:. . .
upgrading an economy is the result of broadening apgrading the competitive advantages of a nasidinms: the
attainment of wider . . . patterns of competitidwantage challenge any simple notions of compasatvantage
(Porter, 1996, p. 278).



competitiveness typically refers to a time of diségrium when a country can increase its share of
export markets. In other words, competitivenessrofefers to dynamic rather than static
perspectives.

Common usage of the term, competitiveness, is lysoidader than would be implied by a formal
definition. In particular, advocates for compettiess often stress the role of sustained prodtyctivi

growth in producing products that meet the teshtfrnational markefgPorter, 1990; and
Competitiveness Policy Council, 1992)

Policy may also play an important role in promotinggrnational competitiveness, both from a
static and dynamic perspective. It is in this cghtkat the term has been embraced by politicians t
represent the failures or successes of Westerroates.

In contrast to comparative advantage, it is appatgto talk meaningfully about international
competitiveness both on the macro and micro levdlthe macro level, a country’s exports may be
highly competitive in the destination countriesrocomparison with products originating in other
countries. That may reflect underlying factor carstl productivity considerations. It may also
reflect the current exchange rate, undervaluatrapvervaluation, in addition to tariffs,
transportation costs and trade restrictions asasefiroduct quality and specifications.

It does make sense to think of a country’s aggeegampetitiveness and about policies intended to
advance its competitiveness. Competitiveness haandig attributes in the sense that, given
resource environment, countries may become mor@ebtive as a result of learning-by-doing,
assimilation of technology, capital accumulatiorgreasing scale of production, and policy
intervention.

From a micro perspective as well, it is possiblagk whether certain industries are competitive in
world markets. This calls for a comparison of castihe competing countries, at a prevailing
exchange rate, involving such factors as wagesapital costs, scale of production and, of course,
technology. As we have noted in the discussioroafarative advantage, some industries will be
more suited to an economy’s endowment of factodsshails than others. But whether an industry’s
products compete successfully in world markets dégmends on considerations related to
management ability and strategy. Dynamic improvedrnrenompetitiveness meaning that the
competitiveness of currently exporting industrieprioves or that new products, perhaps
technologically more advanced ones, become conyeeit#t possible even when the underlying
resources and comparative advantage in produdtiow sttle change.

The issue of Vietnamese trade is today much morssaie of competitiveness than of comparative
advantage. Of course, Vietham’s abundant labouplguppresents an example of comparative
advantage relative to the old industrial countnes,excellence. But Vietham has had such a labour
resource endowment for generations and we mustasesker explanation for Vietnam’s current
export competitiveness.

3. Measurement of competitiveness

2 paul Krugman (1994) criticizes the tendency to eletgrize competitiveness by imagining a natiore‘kbig
corporation, competing in the world market place’saying attributed to President Clinton. He argtiest
competitiveness is ‘a dangerous obsession’ sinc&it lead to policy choices that are not clearlyhia national
interest — for example, protectionism when foraigonds ‘threaten’ local producers. He prefers an aqgeh that looks
only at productivity growth as a measure of natigoerformance, but this ignores the key role tma¢inational trade
(and competition) may play in driving productivitifferences (see Cohen, 1994).



The measurement of international competitivenesglmaapproached from a ‘results’ or from a
‘causes’ perspective. Results are basically expenfiormance and the trade balance. These are ex
post concepts and do not ask ‘why’, though thedten an implied explanation. Growth of
exports, particularly growth that is more rapidrtha other countries, implies competitiveness. A
positive trade balance is also frequently cited pssitive measure of competitiveness.

Presumably, competitiveness reflects relative ¢ctsisit may also be affected by product attributes
and trade restrictions. This may lead to confusidre ability to command world markets does not
necessarily imply higher living standards.

A classical results measure, focused on particathrstries, was Balassa’s ‘revealed comparative

advantage’ (RCA) (Balassa, 1965), the share olatcty's exports of a specific product category

(z. X))
i ij

(Xij ) to its total exports as compared to the share of total world exporte@kpecific

X
category(zj ”) in world exports of all goodgZizj X”),
RCA =% (X, X)X, X)X Y, %) @
Balassa relates RCA measures to such underlyingréaas capital intensity and human resource
development (Balassa, 1979). The RCAs are secsaifgpand static. It is possible to make them
dynamic by focusing on comparisons over time arteims of rates of change. For example,
growths of a specific export more rapidly than wlaride growth of the specific product exports
suggests competitiveness in the specific product.
Such a dynamic comparison is shown in Table 6. @ag want to measure international
competitiveness directly, seeking the causes oluatcy’s or an industry’s international trade
success. The exchange rate is, of course, theimostdiate measure of the terms of trade.
However, the nominal exchange rate, though releteattade transactions, fails to take into account
differences in domestic currency production caStanparisons of the temporal movement of real
exchange rates can be computed by adjusting chamgesinal exchange rates for the underlying
domestic price movements.

It is more difficult to establish comparisons olreompetitiveness at a point in time in absolute
terms, since they depend on the absolute levalsmiestic input costs (or prices) and on
productivity. Can the product be produced more pheia one country than in another? The basic
ingredients for such a comparison need to be thkasmge rate and the underlying costs in the
trading countries. There are several possibilities:

» comparison of wage rates or capital costs,

» comparison of unit labour or unit capital costsd

» comparison of unit total costs.

In each case, comparisons must be made in termw@ncies adjusted at nominal exchange rates
since these rates apply to goods sold in internatiwade. Comparisons of wage rates or capital
costs alone fail to allow for differences in protivity. And the differences due to production
technology and its adaptation to local conditioresaitical. Thus, factor cost computations cail fo
unit cost comparisons. One may compare relativeewagd relative productivities to ascertain
competitiveness, for example:

(H/1g)*w>or<(l;/qg,*w)/ XR (2

Where(l/q) represents unit labor input, w represents the waige the subscript f stands for the
outside world and XR is the exchange rate (unidomhestic currency per dollar). Given the

" . : 2
3 other approaches to measure competitiveness, tbleadly index, a measure of relative net expontshe X
measure focus on somewhat different questionsriikie balance and specialization (Laursen, 1998)).



exchange rate, one may determine labour competéssefor individual industries on the basis of
unit labour output statistics for separate indestri

Multi-factor cost comparisons pose additional peof$ since the weights attached to the factor
inputs are likely to differ between countries besmof differences in relative factor cost.
Production at different sites is likely to use eiffnt combinations of labour and capital: lots of
labour where labour is cheap and capital expersidecapital-intensive methods where capital is
relatively cheap. That is, after all, what compaeatdvantage is all about? In that case, the total
unit cost comparison should use the factor weightgopriate for each of the economies, i.e.:
(/) W WH(K o Y@ -W>or<(( ¥ g7 W Wt k ¥ M@ - W XR 3)
where k represents capital, r is the interest eatd, W stands for the capital share of inputs

An added complication lies in the need to allowifdermediate inputs, sometimes coming from
foreign sources. The comparisons based on a Smyl, labour or capital, are feasible so long as
appropriate data on wages or interest rates ardotiaputput or on labour or capital productivity
can be developed. Multi-factor comparisons are nddfeult because of the need for appropriate
weights.

It is possible to approximate a multi-factor comgan by making use of data from international
comparison programmes like the International ComparProject (ICP) at the University of
Pennsylvania and the International Comparisonsutp@ and Productivity (ICOP) of the
Groningen Growth and Development Centre. The ICEuakes a final expenditure approach to
purchasing power parity. It has a long and distisiged history going back to Gilbert and Kravis
(1954), Summers and Heston (1991) at the Univeo$iBennsylvania, and more recently at the
World Bank in association with other internationeanizations.

Survey-based prices for fully described comparébles in final demand, so-called specification
pricing, are used to translate final demand compti@ the comparison country to US dollar
values. The computation yields estimates for ppitad@DP in PPP$:

GDRyppg = Zi Q. *PReer o)/ PO 4)
These can be compared with GDP on an exchangbasi® sometimes called the Atlas method:
GDRy =Y @Q, *R)/Pop/ XR (5)

The comparison between per capita GDP in PPP$ mtioedbasis of the exchange rate yields a
measure of exchange rate over- or undervaluation (U

U; =1-GDRg;/ GDRpps ; =1~ (Z|(Qo* RIXR)/ Pojp)/Zi( & P XR.9/ Pob=1- ¥R, XR (6)

WhereGDR’P%iand GDRg, are GDP per capita in purchasing power terms (prace in PPP$) and

in exchange rate terms (prices are in local cugréut the total has been divided by the exchange

rate), respectively'.:)Opj represents population. TRE 's are quantities. The quantity weights in this
calculation differ greatly between the countrie¢dds been customary to use a Fisher average
between estimates based on comparison countryiyuarights and base country (usually the US)
weights.

This approach provides a comprehensive measunedafrualuation based on a detailed appraisal of
prices and of all inputs into the production pracdsowever, for purposes of evaluating costs, a

* Note that even though the weights (w) are cowsyiacific, there is no index number problem here ddmparison is
between the cost of producing in one country arehiother using the locally appropriate mix of lab@und capital



problem with this approach lies in the price measuThese are expenditure prices, since the
purpose of the PPP comparison is to compare fimgiub per capita’

If PPP is to be used for productivity comparisonproduction costs, the comparison should rather
use input prices. Further difficulties are that wrights applied to the price measures may not be
appropriate for production of traded commodities] the quantity weights are not likely to be
appropriate either for the base country or the aimspn country. Indeed, one would like to use
weights based on production inputs rather thanomswemption®

Finally, detailed surveys have not been availabtesbme countries, including Vietham! In this
case, regression methods are used to estimateséictar Vietham on the basis of related
countries. This represents a serious shortcoming.

Nevertheless, in the absence of data on produstracture and input prices, there is much to be
said for such a measure. It represents a quicktavayeasure the undervaluation of a country’s
currency with respect to the nominal exchange gatd,it provides a rough benchmark for inter-
temporal studies on the movement of real exchaaigs.rAssuming that wages and GDP per capita
are proportional, the measure may be thought afsasgle factor indicator of competitiveness.

Alternatively, since it deals with a broad mix ebgucts whose production calls for labour and
capital and the resulting per capita income, it ralsp be seen as a multi-factor comparison.

It is important also to note that there are impurespects of competitiveness that are not captured
by either approach. These include costs of delggproducts to world markets, including
transportation, communication and coordinationgass well as policy-related barriers or
incentives to trade. In many countries governmeiity has favored export-oriented development,
which may give a competitive edge to export entegst At the same time, market opening, for
example, the increasing presence of foreign firmgietnam that is set to take place now that
Vietnam has been admitted to the WTO, gives extaritives for foreign firms to set up

production facilities in anticipation of greater rket access in the future.

Foreign direct investment is likely to be the miagportant contribution to competitiveness through
the introduction of new production methods, worldrket product specifications, and advanced
management procedures. These are measured omgaihygin the comparative price or unit value
relative data.

4. Determinants of Viethnamese competitiveness

The discussion above to measure the determinaMietfamese competitiveness is necessary to
look at a variety of measures and to infer how tiagylain the competitiveness of Viethamese
products. As we have noted, at issue is the roteeéxchange rate versus other factors in
explaining Viethamese competitiveness.

a. Revealed Comparative Advantage

> An important fraction of the prices used in tbédculation apply to non-traded goods and serviddsese are often
cheap compared to goods that are traded internatignBut this may not represent a problem whenpthgose of the
calculation is to use per capita real incomes geaxy for wages.

®Fora discussion, see Kravis, Heston and Summé&3jland Summers and Heston (1991), and also timg mepers
of the Penn International Comparison Project <hftywww.pwt.econ.upenn.edu>.



A picture of rapidly increasing Vietnamese competitess is apparent if we compute a dynamic
form of revealed comparative advantage (RCA), caingdahe growth rate of world trade of a
specific country to the growth rate of world exgoftable 6). Note that an RCA in excess of 1
suggests that a country is competitive in worldkats, i.e. that its share of world exports has been
increasing. Vietnam is above 3, in the 1993 to 208%o0d. Significantly, we can see a systematic
decline in the RCAs of most East Asian countriethwaw or negative numbers, except for China,
Korea. It is important to note, however, that régdaomparative advantage is an ex post measure,
demonstrating but not explaining the underlyingdi®

Table 2: Dynamic RCAs 1990-2005 (annual % chang®imtry exports/annual %
change in world exports)

1990-1993 | 1993-1996] 1996-1999 1999-2002  2002-2005
Vietnam 2,76773983 4,562982%3 3,06815587 3,067848387910581
China 1,55705471 1,427730%7 1,63769905 4,0824124665786899
Korea 1,44151107 2,08682601 2,2451166  2,133168088585379
Malaysia 2,08635579 1,97946432 1,043157[79 1,2622238,42877848
Philippines 0,67327763 1,71650764 0,55673976 1923B | 1,20103103
Thailand 1,99956979 1,19402586 0,697870p6 1,65M501P 38180582
Indonesia 1,51620691 1,006097b5 -0,19345468 -OHEHEY| 1,44707985%
Japan 0,53012542 0,43971669 0,59438417 0,730713247606025
us 0,9309056 | 0,97759795 0,99272092 0,25810%43 06633
China Hongkong 2,21929295 1,24683435 0,4111312 472961 | 2,00449092

Source: Computed by Author from World Bank Indica008

b. The Exchange Rate:

The nominal exchange rate is typically the rateedebn for evaluating trade transactions and is
often the target for exchange rate pegging betwidérent currencies, the VN dong to the dollar

for example. But longer term decisions about imipgrand exporting, or about foreign sourcing of
production, must be based on a real exchangehaitté¢akes into account changes in domestic prices
as well. Figure shows real exchange rates adjdstedflation differentials between East Asian
countries and the United Statés.

Figure 8: East Asian exchange rate adjusted féatioh

” For reasons of consistent coverage, deflation dage on the basis of the CPI. Alternative measofgsices, more
appropriate in this case, gave approximately thesaesults. Comparison against the Japanese yemheneuro
would show even greater depreciation for the Vietase and East Asian currencies since the US dadlar
depreciated relative to the yen and the euro. Tliesa show the same patterns as the nominal réttesgh perhaps a
little more strongly since the US inflation ratesMaigher on average than in most of the East Asamtries.



140

1.0 =p="/ietnam

=== China
100 | IEEEplie -

R — \\ Hengkong
80 . e, M —==—|rdonesia
60 = =y —¥—Korea, Republic of

Malzysia

Philippines
Singapore

Taiwan

Thailand

Source: Computed by the authors, from PWT 6.3 da@b

The graph shows the paths of real exchange ratestfreir initial levels normalized to 100 in 1992.
The 1996 devaluation of the Vietnamese currenan ftd032.58 VN dong to 13268.00 VN dong
per US dollar is smaller than the devaluationstbéoEast Asian exchange rates, except for
Hongkong, in the crisis of 1997-1998.

Before the “Doi Moi” Reform, Vietham had triple-dignflation (774 percent per annum in 1986),
multiple exchange rates, and a rapidly depreciaturgency in the parallel market. In the early
1990s, however, Vietnam began to overcome thed#gms by containing inflation and stabilizing
its currency. International integration with the $%/began in earnest around 1993. Since then,
Vietnam’s exchange rate management has evolvedisagily as capital liberalization proceeded
and new external circumstances arose.

In the final stage of disinflation, the State Barik/ietnam (SBV) kept the VND/USD exchange
rate at around 11000 from late 1991 to early 19%é. exchange rate was, moreover, virtually fixed
at that level from early 1994 to late 1996. Thid0Q0 VND policy” can be interpreted as an
attempt to secure lasting price stability by thecghline of a dollar peg. This reform in the exopan
rate finally succeeded in reducing inflation toeaylow level. However, the side effect of this
policy was gradual overvaluation. From the sumnidrd®6, the SBV began to effectively
depreciate VND by broadening the bandwidth arotwedofficial central rate. The actual rate
always stayed near the highest (most depreciatetipethe band. Figure 9 depicts movement of
exchange rate in Vietnam from 1990 to 2007.

Figure 9: The movement of exchange rate in Vietfram 1990 to 2007.
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From 1997 to 1998, Viethnam had to cope with theactpf the Asian financial crisis. While
Vietnam was not directly attacked by speculatofdP\became overvalued relative to the regional
currencies which fell sharply (see figure 8). Tligc@l central rate itself was devalued from
11683.33 in 1997 to 13268 VND/USD in 1998 (aboup#&Bent) while others East Asian (except
for Hongkong) was devaluated from 30 to 50 peroer®44 percent in the case of Indonesia (The
devaluation of Chinese currency was 56 percent &t to 8.62 RMB yuan/USD in period of
1992 and 1994, before the Asian financial crisis).

In February 1999, the SBV introduced a new exchaaggemechanism. The central rate was now
set daily at the average of interbank exchange @tehe previous transaction day with a very
narrow band of £0.1%. With this mechanism, VND t&drto crawl (depreciate) very slowly
towards the present level of 15509.58 (Decembe8R®om 2004 to late 2007, the State Bank of
Vietnam (SBV) kept the VND/USD exchange rate auacbfrom 15.644 to 16.073. This
mechanism improved the efficiency of exchange mragéme in contributing to significant or
consistent exports and FDI inward growth.

The discussion above deals with the changes in ebtiveness over time. An important question is
the level at a given point in time. In this sertbere is little disagreement that the VN dong is
undervalued, the question is by how much. Inteonatli comparisons of purchasing power have
long indicated that for many developing countries gapita GDP on purchasing power parity (PPP)
basis yields much higher figures than the corredpgncomparison based on nominal exchange
rates (Summers and Heston, 1991).

Though developing countries have very low inconmesoimparison to the United States and other
advanced countries when translated into dollarsaaket exchange rates, the disparity is not as
large when adjusted for differences in local pusitg power (Table 3). For Vietham, the
discrepancy between market- and PPP-adjusted inhextreme — exchange rate-based GNI per
capita is $890, compared with PPP-adjusted GNppeson of $2700 — a factor of 3 to 1. This
represents an undervaluation of 67 per cent (Tabl€his implies an equilibrium rate of exchange
of perhaps 5524.4VND per dollar rather than 16 YD per dollar, its recent pegged value. In
other words, each 1000 VN dong is worth 18 certserahan its pegged exchange rate of 5.8 cents.
By this measure, Vietham’s undervaluation is gnethign in many other East Asian countries.

Table 3: Gross national income per capita 200&sAthethod and PPP and undervaluation



$XR basis
Country Atlas methodolog) $PPP basis undervaluation

Vietham 890 2700 67.04%
Indonesia 2010 3830 47.52%
Philippines 1890 3900 51.54%
China 2940 6020 51.16%
Thailand 2840 5990 52.59%
Malaysia 6970 13740 49.27%
Singapore 34760 47940 27.49%
Korea, Rep. 21530 28120 23.44%
Japan 38210 35220 -8.49%
United States 47580 46970 -1.30%

Source: Computed by Author from World Bank IndicaD08

There are several channels through which real ergeaates may affect FID inflows. In Vietnam’s eomtthe most
important channel may be that a depreciation ofréed exchange rate reduces the cost of domediwrlgand other
productive inputs) relative to foreign productionsts. The depreciation increases labor demand amgl@yment,
thereby raising the return on capital. Thus, grdietd FDI increases in response to depreciation.

Real exchange rates can directly affect on thetirgdgprices of Vietnam’s exports, and also exptbesindirect real
exchange rate linkage via FDI. Exports may alsaéase in the wake of direct investment as the preduin the home
country use the host country as a platform foriisglto third country markets. (see part 5)

c. Labour costs

As we suggested above, an advantage of the PPBreehate or unit value comparisons is that it
provides a ready though approximate ‘multi-factogasure of currency under- or overvaluation.
But since PPP or unit value comparisons are basetiveys of domestic prices, they are imperfect
measures of costs of Viethamese products actueliyeded to world markets, where market prices
in a world currency such as the US dollar are mateWVhile comparative information on

production structures and input costs is not albkgleclearly wages represent a key cost ingredient.
Vietnamese wages are extremely low by world stadsdand in comparison with most, but not all,
East Asian countries.

(ULC) unit labour cost measure the average cokthafur per unit of output and are calculated as
the ratio of total labour costs to real output. WLshould not be interpreted as a comprehensive
measure of competitiveness, but as reflection sf competitiveness. Table 4 shows ULCs of
Vietnam is lower than other East Asian countrieg hot surprising that many products can be
produced in Vietham at much lower cost than inXygan, the US and others East Asian countries.

Table 4: Unit labor cost



Year Japan R, Korea Singapore Taiwan Vietnam
2000 93.9 59.6 64.8 79.9 2.1
2001 86.1 54.2 71.6 75.1 2.32
2002 81.2 56.2 67.6 65.4 242
2003 80.3 57.9 67.4 64.6 4.02
2004 81.3 61.7 63.7 64.5 2.54
2005 75.6 69.3 62.9 64.7 2.60
2006 70.1 73.3 62.8 61.7 3.00
2007 66.7 74.6 66.1 57.9 3.13

Source: http://ftp.bls.gov/pub/special.request&ignlabor/prodsuppt09.txt

About the apparel manufacturing, labour cost per lod Vietham is extremely low in comparison
with other countries (table: 5). Only Bangladesantodia and Pakistan have lower labor cost per
hour.



Apparel Manufacturing Labor Costs in 2008

In LISE per Hour — Including Social Charges

Countries Labor Cost || Labor Cost | Labor Cost | Labor Cost
SHHouw USFH our USEMHow USFHour
Bialdesh=100 | “ietram=100 Incia=100
Bangladesh n22 100 a3 43
Cambadia 0.33 140 ar 65
Fakistan 0.37 168 97 73
Yietharm 0.38 173 100 75
Sri Lanka 0.43 195 113 g4
Indonesia 0.44 200 116 ]3]
India 0.a1 232 134 100
Haiti 0.49-0.55 236 137 102
China [l Jnlandy 0.850.80 305 176 131
Eqvpt 0.a3 arTy 218 163
China Il (Coastal 23 0.86-0.94 409 237 176
Micaragua 0.497-1.03 455 263 196
Jordan 1.m 459 266 1598
Russia 1.m 454 266 158
Philippines 1.07 486 282 210
China | {Coastal 1) 1.08 491 284 212
hlalany sia 1.18 536 31 231
Thailand 1.29-1.36 GO0 347 268
Colormbia 1.42 645 74 278
Bulgaria 1.83 G495 403 300
Guatermala 1.65 740 434 324
Tunisia 1.68 764 442 329
Dorn. Rep. 1.551.95 745 461 343
5. Africa 1.78 745 461 343
Honduras 1.721.82 a0s 466 347
Pemn 1.78 209 468 344
El Salvadar 1.79 a14 471 251
Lithuania 1.97 g95 518 356
Morocco 1.97 245 18 386
Turkey 2.44 1,104 642 478
e ico 2.54 1,194 o/t 453
Faoland 2.85 1,184 671 a00
Brazil 287 1,168 E7E a04
Costa Rica 3.35 1,523 oz B57
Slovakia 3.44 1,564 505 675
Slovenia 3.85 1,614 534 GH6
Rormania 4.03 1,832 1,061 750
Latviz 423 1,923 1,13 a29
Hungary 4.45 2023 1,171 ara

Source: Jassin — 0" Rourke Group, LLC

SEmergingTextiles. com (19983-20083)




Moreover, according to « The Global Competitiverieeport 2009-2010 » of WEF (World
Economic Forum), Vietnam ranks 38 in the labourkegefficiency pillar of global

competitiveness index (see table: 6). (The efficyeand flexibility of the labor market are critical

for ensuring that workers are allocated to theistadficient use in the economy and provided with
incentives to give their best effort in their johabor markets must therefore have the flexibiiaty
shift workers from one economic activity to anothageidly and at low cost, and to allow for wage
fluctuations without much social disruption. Eféait labor markets must also ensure a clear
relationship between worker incentives and thdored, as well as the best use of available talent—
which includes equity in the business environmativieen women and men.(Global
Competitiveness Report 2009-2010)

Table 6: Labor market efficiency in 2009- 2010 (Rag of 133 economies)

Countries | Vietham [Cambodii (Indonesia India Korea, Banglades Philippine:
Rep.

Rank 38 52 75 83 84 112 113

Score 4.70 4.53 4.30 4.23 4.22 3.89 3.89

Source: The Global Competitiveness Report 2009-2010

Other cost considerations are more difficult to suga than labor cost. It is well known that
transportation, and communication costs have besnng down for many years and trade barriers
are set to be reduced with Vietnam'’s entry to thHEQV

5. Foreign direct investment

A critical consideration for competitiveness is glypng products that meet world market
specifications with respect to design, quality saxhnological content. This represented an
important step in the growing competitiveness adtamese industry.

Viet Nam is a relative newcomer in the world of FRlopened to foreign investors in the late
1980s under the Doi Moi policy of renovation andreamic reforms. Although the opening has
been decidedly gradual, Viet Nam managed to atsigaificant inflows of FDI quickly. The
impact of these inflows has been very strong, aneign investors have been a major force in the
economic transformation during the past two decadesn Viet Nam’s integration into the world
economy.

Reforms under Doi Moi have gradually removed thamgjlehold of the public sector on the
economy and allowed private investment and init@atKey measures include the transfer of
agricultural land from large State-owned farmsdadehold farms, price liberalization and private
ownership in industry and commerce.

Viet Nam also started reforming its State-ownetggmises (SOEs) and gradually opened to
foreign direct investment (FDI). As a result of Ddoi and the development of the private sector,
annual real gross domestic product (GDP) growthamexl 6.8 per cent in the period 1986—-2006,
with relatively little volatility and moderate irdtion. In nominal terms, the economy was 10 times
its late—1980s size in 2006, at $61 billion, makifigt Nam the 58th largest economy in the world
in 2006, up from 76th in 1986. In addition to gragirapidly, the economy also diversified
significantly. In 1990, agriculture representedra®@ per cent of GDP; by 2006 it had declined to
under 19 per cent. In contrast, industry incredsmd 25 per cent to 41 per cent over the same
period, creating a large number of jobs in the stdal sector (according to Investment Policy
Review of Viet Nam).



Another sign of good economic fundamentals wastikty to weather the East Asian financial
crisis in 1997 and expand, when most other EasirAsconomies were contracting

Box 1. Viet Nam’s membership in multilateral econom ic agreements

Viet Nam joined ASEAN in July 1995. In addition to the founding members of 1967 (Indonesia,
Malaysia, the Philippines, Singapore and Thailand), ASEAN includes Brunei Darussalam (1984),
Viet Nam (1995), the Lao People’s Democratic Republic (1997), Myanmar (1997) and Cambodia
(1999). The overarching purposes of ASEAN are to accelerate economic growth, social progress
and cultural development, and to promote regional peace and stability.

The ASEAN Free Trade Area (AFTA) is only one component of a wider project of establishment of
an ASEAN Economic Community, which aims to create a single market and production base with
free flow of goods, services and investment (see: box 1.1. International cooperation under the
ASEAN agreement). Although it seeks the complete elimination of tariff and non-tariff barriers
among member countries, that goal has not been achieved yet. The five founding members and
Brunei Darussalam have reduced their intra-ASEAN tariffs on goods on the Inclusion List to less
than 5 per cent, with more than 60 per cent of these goods subject to zero tariffs.

The other members were given more time to reduce tariffs on goods on the Inclusion List to a 0-5
per cent range. Viet Nam was given until 2006 to do so. The elimination and reduction of intra-
ASEAN tariffs are also constrained by the Highly Sensitive List and General Exception List, to which
commitments to liberalization do not apply.

APEC started in 1989 as an informal ministerial-level dialogue group with 12 member countries,
before extending to 21 members. The objective of “free and open trade and investment in the Asia—
Pacific by 2010 for developed economies and 2020 for developing economies” was set in the APEC
leaders’ declaration of Bogor in 1994. APEC operates as a cooperative multilateral economic and
trade forum, and it seeks to advance its objectives of free trade and investment without requiring its
members to agree to legally binding obligations. The policy agenda is advanced through annual
leaders’ meetings, in addition to ministerial meetings and the work of special committees and
working groups. The 14th leaders’ meeting was held in Hanoi in November 2006.

Viet Nam became a member of the WTO in January 2007, after a 12-year accession process. As
such, it is a signatory to the General Agreement on Trade and Services (GATS), WTO's Trade-
Related Aspects of Intellectual Property Rights (TRIPS) and Trade-Related Investment Measures
(TRIMS) agreements.

Viet Nam did not sign up to WTO's optional Agreement on Government Procurement.

Source: ASEAN, APEC and WTO websites.




Box 1.1 International cooperation under the ASEAN a  greement

The Bangkok Declaration of 1967 gives a twin goal to ASEAN: (a) accelerate economic growth,
social progress and cultural development in the region; and (b) promote regional peace and stability.
In 2003, ASEAN leaders instituted three pillars of cooperation: (a) the ASEAN Economic
Community; (b) the ASEAN Socio-Cultural Community; and (c) the ASEAN Security Community.
The ASEAN Economic Community seeks to establish a single market and production area by 2020,
based on free trade in goods and services, free flows of direct investment and freer flow of capital. A
number of mechanisms have been put in place in order to achieve that goal, including:

+ AFTA: Launched in 1992, AFTA seeks the elimination of tariff and non-tariff barriers among
ASEAN countries. This has not yet been achieved, even though intra-ASEAN trade is subject to a
common effective preferential tariff — applicable to goods that meet a 40 per cent ASEAN content
requirement —0 to 5 per cent in most instances. Certain goods on a General Exception List and
Highly Sensitive List are excluded from the tariff elimination schedule, however.

+ The ASEAN Framework Agreement on Services (AFAS): Signed in 1995, AFAS seeks to reduce
the restrictions on trade in services among member countries. It also seeks to put in place mutual
recognition arrangements for the qualifications of professionals.

+ The ASEAN Agreement for the Promotion and Protection of Investments: Signed in 1987, the
agreement provides for MFN treatment, protects against arbitrary expropriation or nationalization,
guarantees repatriation of capital and earnings, and gives access to international arbitration under
UNCITRAL and ICSID.

+ The ASEAN Investment Area (AIA): signed in 1998, the AIA seeks to put in place a coordinated
approach to FDI promotion and facilitation. Most importantly, it calls for ASEAN members to open up
all industries to FDI originating from within the group by 2010, with some exceptions specified in a
temporary exclusion list, a sensitive list and a general exclusion list. It also calls for full national
treatment for ASEAN investors by 2010 in the industrial sector.

+ Measures to facilitate the movement of business people and skilled workers.

+ Cooperation on customs issues (valuation, electronic processing, and harmonized nomenclature).
+ Institutional framework for the protection of intellectual property rights.

+ Harmonized standards of quality with the purpose of putting in place a “one standard, one test,
accepted everywhere” policy.

Source: ASEAN website.

a. FDI trends

The effects of Doi Moi policy on FDI materializedpidly after the opening of the economy to

foreign investors in 1987. From a complete banrgndl 987, FDI inflows picked up to $180

million in 1990, before surging to $2.6 billion 1997, on the back of the overall dynamism in the
region and optimism over the pace of reforms intYWiam (figure 10). This surge in FDI coincided
with and reinforced the strong increase in econanitwity as Doi Moi started to unleash market

forces and private initiative. While some of théial foreign investments took place in oil and gas

manufacturing rapidly became the primary driveFDi.
Figure 10:
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In addition to growing rapidly economy, the FDIVle of Vietham was more than 775 times its
1987 size in 2008, at $8050 million while they wenly 45, 194, and 2 times in the case of China,
India, and Philippines. (Figure 11: FDI inflowsgrth rate to Viet Nam, and other East Asian
countries, 1987-2008)

Figure 11: FDI inflows growth rate to Viet Nam, aoither East Asian countries, 1987—-2008
(index 1987=0)
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Source: Created from UNCTAD FDI/TNC database

Although the initial response by investors wasrggtdhe rise in investment abated starting in 1995,
despite a one-off peak in 1997. The number of ADjgets declined between 1995 and 1998 (table
7: FDI project registrations and average size, 12887), while FDI flows fell from their 1997 peak
for five consecutive years to $1.2 billion in 2002e decline in project registrations started befor
the financial crisis that shook East Asia in JW@1 and produced a collapse in output in Hong
Kong (China), Indonesia, Singapore, the Republisartea, Malaysia, the Philippines and Thailand,
with limited effects in China, India and TaiwanpRince of China.



The slowdown in FDI growth starting in 1995 canpaetly attributed to the relatively slow pace of
reforms after the groundbreaking opening of 198Vestors’ interest and expectations were high,
but somewhat toned down, as they confronted diffesiin running their businesses, including as a
result of a difficult regulatory environment, disomatory pricing and trading restrictions.

The real turning point, however, was the East Afirmancial crisis. As output collapsed around the
region and as the risk of global contagion was, featign investors put projects on hold. During
the 1990s East Asian boom, many investors frommég®n had started turning to Viet Nam as a
new location to expand export facilities, as wslt@access a new emerging market for their goods.
With over 60 per cent of FDI in Viet Nam originagifrom countries in the region, inflows were cut
sharply as the main corporations in the Republi€arta, Singapore, Thailand or Hong Kong
(China) were caught in a wave of restructuringjilig@tion or mergers and acquisitions (M&As).(In
1997, the top three sources of FDI as a percermbigeal FDI were Japan (17 per cent), the
Republic of Korea (14 per cent), and Singaporep@ricent). Other regional investors included
Thailand (7 per cent), Taiwan Province of Chinpé6 cent), Hong Kong (China) (5 per cent), and
Malaysia (3 per cent).

These circumstances left little room for compamethe region to focus on investments abroad. In
addition, Asian exports to the world contractedabyput 5 per cent after more than a decade of very
fast growth, which reduced the need for and aitracess of Viet Nam as an export platform.

Table 7: FDI project registrations and average, 5i988-2007

(Million dollars and number of project€d)

Number of | Registered Implemented Average Registered
Year | projects capital capital capital per project
1988 37 341,7 9,2
1989 67 525,5 7,8
1990 107 735 6,9
1991 152 1291,5 328,8 8,5
1992 196 2208,5 574,9 11,3
1993 274 3037,4 1017,5 11,1
1994 372 4188,4 2040,6 11,3
1995 415 6937,2 2556 16,7
1996 372 10164,1 2714 27,3
1997 349 5590,7 3115 16,0
1998 285 5099,9 2367,4 17,9
1999 327 2565,4 2334,9 7,8
2000 391 2838,9 2413,5 7,3
2001 555 3142,8 2450,5 5,7
2002 808 2998,8 2591 3,7
2003 791 3191,2 2650 4,0
2004 811 4547,6 2852,5 5,6
2005 970 6839,8 3308,8 7,1
2006 987 12004 4100,1 12,2
2007 1544 21347,8 8030 13,8

Source: GSO (General Statistics Office and Ministry of Planning and Investment).
(8). Registrations are on the basis of total project cost over the whole duration of the investment, including
the part financed by third-party debt. Numbers as reported on this basis therefore do not match FDI inflows

as reported on a balance of payments basis. Some registered projects may also never materialize.



The sharp decline in FDI inflows between 1997 add2?had a negative impact on GDP growth,
given the importance of the foreign-invested sertdhe economy, but it must be noted that real
GDP growth fell only marginally below 5 per centlii99, before picking up again to more than 7
per cent per annum. Given that Viet Nam was nohdpéhe short-term capital flows whose
volatility so affected other East Asian economiegias able to weather the East Asian financial
crisis much better than other countries.

FDI inflows to Viet Nam were relatively slow to @er, however, and they did not increase as a
result of the wave of consolidation and M&As thatarred in other countries in the region as part
of the post-crisis recovery (Figure 11: FDI inflogiowth rate to Viet Nam, and other East Asian
countries, 1987—-2008). In the Republic of Korea, M&oared from about $300 million per year
on average in 1993-1997 to almost $6 billion peuamin the subsequent five years. M&As also
picked up significantly after the financial crigisHong Kong (China), Singapore and Thailand. In
contrast, Viet Nam’s regulations against M&As puelgd it from participating in the rebound in
FDI through this channel. More importantly, it ateok time for corporations in the region to
complete their restructuring at home and startilogplgain for investment opportunities abroad.
FDI inflows started increasing again at a strongega 2003, reaching $2.3 billion in 2006. Several
factors are underpinning this new wave of growtfoneign investors’ interest in Viet Nam. First
and foremost, Viet Nam is increasingly establishiaglf as a platform for the production of
manufactured goods for the global economy. Itesaasingly seen as one of the alternatives to
China, with similarly low labour costs, reasonaéfficient and competitive infrastructure services
and an increasingly welcoming environment. Forémyestors also took notice of the acceleration
in structural reforms in the early 2000s and thpromements in the investment framework. In
addition, the ratification of the bilateral tradgr@ement (BTA) with the United States in 2001
opened up large export opportunities and was a slga that reforms were going to be sustained
and that accession to WTO was firming up.

b. Distribution by sector and industry

As above illustrated briefly, Viet Nam’s economamtscape has altered radically over the past 20
years, moving from an agriculture-based to an itrguand services-based economy. FDI has been
one of the engines behind this transformation &ndrntinues to be a driving force of industrial
growth and economic diversification. Although tirstfforeign investments were directed in the oil
and gas sector, the industrial sector rapidly bectdma main magnet for FDI, as foreign investors
used Viet Nam as an export platform. By the lat80k9 the manufacturing sector accounted for
almost 45 per cent of registered foreign investsmedther sectors that attracted significant FDI
inflows included construction, real estate andigmfrelated investments (table 8).



Table 8: Sectoral distribution of foreign investrhprojects, 1995-2007

1988-2007 2001-2007 2007
Share of Share of Share of

number total number total number total

of Registered | r.capital of Registered | r.capital of Registered | r.capital

project | capital (%) project | capital (%) project | capital (%)

(million
dollars)

Total 9810 99596.2 100 _ 100 1544 21347.8 100
Agriculture and
forestry 518 3397.5 3.4112747 | _ 637 1.2 14 48.3 0.22625
Mining and
quarrying 119 3742.8 3.7579747 | _ 716 1.3 16 262.3 1.22869
Manufacturing 6323 52345.4 52.557628 | _ 33698 62.2 985 10882.6 50.9774
Electricity, gas and
water supply 30 1937.7 1.9455562 | _ 994 1.8 7 9.6 0.04497
Construction 254 6808 6.8356022 | _ 2209 4.1 73 993.3 4.6529
Hotels and
restaurants 291 7620.6 7.6514967 | _ 3090 5.7 38 1968.1 9.21917
Transport, storage
and
communications 272 5072.3 5.092865 | _ 1493 2.8 30 356.5 1.6995
Real estate, renting
business activities | 1341 14191.8 14.249339 | _ 9068 16.7 327 6114.8 28.6436
Other 550 4480.1 4.498264 | _ 2296 4.2 54 712.4 3.3371
Source: GSO

The predominance of manufacturing FDI further iased in the past few years, as the sector
attracted more than 62 per cent of all registesgaital in 2001-2007. Real estate is a very distant
second with 17 per cent of the total, followed loydhs, construction and transport with less than 6
per cent each. This predominance of the manufagfsector highlights that foreign investors have
chosen Viet Nam mainly as a centre of productiargfobally traded goods. Early investments had
a relatively low technological content, includingtextile and garment and footwear.

The ratification of the BTA with the United Statésr, example, allowed Viet Nam to export
garments without quotas. Asian investors, includimgn China, were attracted as a result. The
surge in apparel and footwear exports to the Urttiades immediately after ratification of the BTA
in 2001 indicates that investors had establishetbfies in anticipation of the ratification.

More recently, manufacturing investments have msgjvely become more technologically
advanced and with higher domestic value added, #%4at Nam remains sought after for its low
labour costs. Goods manufactured for exports ih Maam are no longer restricted to apparel and
footwear, and increasingly include consumer eleetoand electronic assembly. The decision by
Intel to establish a $1 billion semiconductor adsigrand test facility in the country is not only a
landmark for Viet Nam, but also a clear indicatadra growing trend (box 2). In the same sector,
Hon Hai—Foxconn (Taiwan Province of China) indicatieat it had plans to invest up to $5 billion
over the next five years in several sites to mastufa electronic goods and computer products,
from digital cameras to music players, motherboard$other computer components. The company



indicated that it would also build urban developirfenits workers, who could number up to
300,000 in the future.

Box 2. Intel selects Viet Nam for a $1 billion inve  stment

In February 2006, Intel announced that it would invest $300 million to build a semiconductor assembly
and test facility in the Saigon Hi-Tech Park in Ho Chi Minh City. Eight months later, it announced that the
investment would be increased to $1 billion in order to build a larger complex (13,935m2, later increased
to 46,452m2). This is the first such investment by the semiconductor industry in Viet Nam and will be the
largest factory in Intel’s global network of assembly and test facilities. The factory is expected to begin
production in 2009 and will produce 600 million chipsets annually at full capacity.

Intel's selection of Viet Nam is a significant landmark and image-building event for the country.

Investor confidence could be boosted by Intel's selection of Viet Nam over other regional contenders
such as India. The decision will give a significant boost to the Saigon Hi-Tech Park and could generate
further interest by other investors in the same sector, and be at the basis of the development of an
electronics cluster in Viet Nam.

The assembly and test facility should employ about 4,000 people at full capacity, most of whom will be
relatively high-skilled. The investment is likely to generate significant skills transfer and development
opportunities. Given the needs of this type of facility, Intel faces a skill shortage, particularly at the
engineer and senior management levels. Intel has instituted a three-fold solution. First it began hiring
personnel earlier than normal and training them at other Intel facilities in Asia. Second, it has worked
with universities to develop curricula. Lastly, Intel is engaging American universities to open a new
engineering college in the high-tech park.

Source: Intel website.

With such a predominance of FDI in the export-aeermanufacturing sector, Viet Nam has
attracted little market-seeking FDI or foreign istraent in the non-tradable and services sectors.
The exceptions are real estate, tourism and catitnu It is particularly notable that Viet Nam has
not attracted significant levels of FDI in teleconmmitations, finance, media or other services,
whether for exports or for domestic consumptionisT$in sharp contrast with most developing
countries, including in the region, where thera dear trend of services FDI overtaking
manufacturing FDI. UNCTAD’s World Investment Rep2@04 points out that services FDI
accounted for two thirds of global FDI flows in 20002, and that services FDI has diversified
from the initial focus on trade and finance to otbectors such as telecommunications, business
services, electricity and water.

The main reason underlying the lack of services iRDMiet Nam is that the Government had
chosen to keep most services sectors closed tigmoirevestors. Much of this is going to change in
the next few years as Viet Nam is committed to omenp many of the services sectors to FDI as
part of its accession to WTO.

c. Types of FDI and the role of export processinga  nd industrial

Zones
From their inception in 1991, Viet Nam’s industraadd export processing zones have attracted a
significant share of total FDI, and they continagtay a key role. There are currently 179
industrial and export processing zones in Viet Nahf of which are operational, with the
remaining 69 under construction. Nineteen of therafonal zones have been developed jointly by
the Vietnamese Government and foreign investors.majority of investment has been in the
manufacturing sector, initially in textile and gaam, but increasingly also in other higher value
added sectors such as consumer electronics, ascre investments from Intel, Foxconn and
Nidec show.
Total investment by foreign companies located inembamounted to $13 billion as of end-2007. In
addition, national companies had invested clos6tb billion. The total land area available for
industrial development in the zones amounted tsecto 26,000 hectares, with a further 17,000
hectares in zones currently under developmentalVkeage occupancy ratio is quite high at 74 per



cent, with a number of zones operating at full cgaOver 1 million workers were employed in
the zones as of end-2007, almost one sixth of fotalal employment.

Box 3. The Tan Thuan export processing zone and Hie  p Phuoc power plant

The Central Trading and Development Group (Taiwan Province of China) established the first export
processing zone in Viet Nam in 1991. The Tan Thuan export processing zone is adjacent to the Ho Chi
Minh City port area. By end-2006, total FDI in Tan Thuan amounted to more than $500 million. About
55,000 people were employed in the zone, and 81 per cent of the area was leased. FDI has flowed into
the zone, primarily from Taiwan Province of China and Japan, and also from Australia, Germany, Hong
Kong (China), Malaysia, Singapore, the Republic of Korea and the United States. Investments range
from food processing to semiconductors, with textiles and garment representing a quarter of total
investment. lllustrating the changing landscape of FDI in Viet Nam, electrical appliances and electronics
are now the second largest sector at 20 per cent.

Several key factors have underpinned the success of Tan Thuan. First and foremost, infrastructure is
among the best in Viet Nam. The Taiwanese zone developer provides, among other things, a 2-Mbps
dedicated internet connection, on-site private postal services (DHL and Federal Express), wastewater
and solid waste treatment facilities, and a direct pipeline to a water plant. Most importantly, Tan Thuan
obtains its electricity directly from the dedicated 375-MW Hiep Phuoc power plant, which was also built
by the zone developer. Hiep Phuoc is connected to the zone via a dedicated transmission line, and
excess capacity is sold through the national grid.

The management board of Tan Thuan also facilitates installation procedures by working with the Ho Chi
Minh City Export Processing Zone Authority (HEPZA). Support is provided to obtain investment
certificates, construction permits, business licenses, import and export licenses, and certificates of
origin.

This agency not only facilitates the process, but also helps investors prepare their applications (including
translation) through the Tan Thuan and HEPZA Joint Service Centre.

Sources: Investor interview and company website.

Zones are located throughout the country, evengihdloere is a large concentration in and around
Hanoi and Ho Chi Minh City. About 19 per cent ofaio=DI in the Red River Delta is in the zones,
while in the South-East, the ratio is up to 45qeamt. There is also evidence that zones play an
important role in the regions with low levels ofdéagyn investment. The Mekong River Delta
receives only 3 per cent of total FDI in the coynbrut 30 per cent of that FDI is in the zones. The
South Central Coast region receives 5.7 per ceRDbf 20 per cent of which is in the zones.
Several factors contribute to the success of thezoAn important one is the higher quality of
infrastructure. A number of zones are given pryaritpower supply in case of brown-outs, and the
developers of the Tan Thuan export processing wnam as far as building a dedicated power plant
(box 3). In addition, transport and telecommuniadiinfrastructure has also been improved in and
around the zones.

Another key factor in the success of industrial argort processing zones is the availability of
land. Access to industrial land remains a compdexe for most foreign investors, and zones offer
an attractive solution, as the land has already besared and registered for industrial use by the
time the investor is ready to build its factory.el@overnment has not only made the zones easily
accessible to investors, but it also offers fisoaéntives to zone investors. Certain zones alfgy of
a somewhat more expedited licensing process arglttative services that help investors prepare
applications. In addition, zones are used to prenttmt development of clusters of industrial
activities (box 4).



Box 4. Saigon Hi-Tech Park and cluster development

The Saigon Hi-Tech Park (SHTP) is one example of a zone built to promote the development of a cluster of
high-technology activities and higher value added foreign investments. It also illustrates the evolving nature
of manufacturing FDI in Viet Nam. Another example of cluster-based zones is the QuangTrung Software
City.

Built in 2002, SHTP is located just outside Ho Chi Minh City and is adjacent to HCMC National University.
The park’s stated vision is to “develop a technopolis that will greatly enhance the economic, technological,
and intellectual base of Ho Chi Minh City and the Southern Economic Region of Viet Nam, and that will
ultimately serve as a model for Viet Nam technological innovation, intellectual capital development and
innovation economy.” The goals and objectives explicitly include the development and transfer of
technologies to national companies through linkages and fostering collaboration between tenants and with
human resource development institutions outside the park, as part of a cluster development strategy.
SHTP is open to a wide range of high-technology projects, including microelectronics, information and
communications technology, automation, precision mechanics, bio-technologies and new and advanced
materials. It has granted investment licences to 25 projects so far. Key tenants include Intel (United States),
Jabil (Singapore), Nidec (Japan), Sonion (Denmark) and FPT (Viet Nam). The park provides above-average
infrastructure. Although power is supplied from the national grid, SHTP plans to build a dedicated backup
gas-powered system. On-site waste water treatment facilities are available, as well as a wide range of
information and communication technology facilities. In addition, the park authorities provide assistance to
investors to obtain the required permits and licences.

Sources: interview and SHTP website.

As illustrated by the Tan Thuan export processimgez foreign investors have also been involved
in zone development. Cumulative FDI in zone develept amounted to almost $600 million by
end- 2007, with foreign developers involved in Ddes. All investments involved joint ventures
between one or several foreign partners and thenaor local authorities. The last typically
provide land as their capital contribution to tmeject, while the infrastructure is developed by th
foreign partner(s). Foreign investors in zone dawelent originate mostly from Asia (Japan,
Taiwan Province of China, Singapore, Thailand, @land Malaysia — by size of investment), with
United States and Belgian investors also involvetivo zones.

d. Relationship between exports and FDI

In Vietnam, the FIE (foreign invested enterprisetseis considered as an important exporter. Table
9 outlines the exports of Vietham and FDI distribatin export sectors from 1990 to 2007.The
share of FIEs in total exports increased from 1®&dcent in 1990 to 53.01 per cent in 2007. This
trend is in accordance with a boom in export-led pidjects.

In term of economic sector, by 2007, Light indusiecame the number one exporting sector. It
accounted for 44 percent of the total exports, di@gntage points higher than in 1990. The share of
FDI in Light industry increased from 4 per centl®90 to 38 percent in 2003, and after decreased
to 14 per cent in 2007, making it the second ldrgestor with cumulative FDI. The largest amount
of FDI was attracted in Oil and Heavy industry. kitb Oil and Heavy industry increased from
US$ 166.1 million in 1990 to US$ 4295.1 million2007, about 54 per cent of FDI into Vietnam.
As a result, the exports of Oil and Heavy indusitgounted for US$ 17267.7 million in 2007,
making the second largest exporting sector afgt industry. The FDI distribution in export sector
suggests that FDI was concentrated in the seatasvely more exports and the exports of the
sectors with more FDI grew faster than the averddégmay, therefore, consider that there exists a
causal relationship between exports and FDI.



Table 9: Exports and FDI distribution by sectorsfiS$ million)
EXPORT SECTORS Total Exports and Exports by FIEs1
Oil and Heavy industry Light industry Agriculturd-ishery - Forestry Total | Exports by  Share df
FDI Exports FDI Exports FDI Exports exports o FIESFIES (%)
Value % Value % Value % Value %| Value % Valug % thiaEm

1990 166.1 60 261.5 26 11.1 4 269.5 26 918 3 487.018 1018 185.6 18.24
1991 869.0 44 697.1 17 58.3 3 300.1 14 76|5 4 108%3 2086.2 300.3 14.40
1992 1848.0 56 954.8 26 149.6 g 349.6 14 3504 1 6127 50 2580.4 546.7 21.19
1993 783.3 28 1014 33 384.2 14 526.b 18 2124 7 4.344| 48 2984.9 610.5 20.45
1994 617.2 17 1167.6 37 520.9 14 938.p 23 324.3 9 9481 48 4053.9 1136.4 28.03
1995 537.8 24 1377.7 34 240.7 11 15498 18 187.2 8 2521.1 45 5448.6 1473.1 27.04
1996 392.5 16 2085 29 236.4 14 2101 29 92(6 4 3067.43 7253.5 2155 29.71
1997 550.9 21 2574 25 234.6 g 3372.4 37 2665 Lo 3882 | 36 9185 3213 34.98
1998 927.5 49 2609 29 95.2] 5 3427.% 37 78(5 4 3314. 35 9351.2 3215 34.38
1999 573.9 29 3609.5 28 180.0 9 42430 37 1493 8 6883 32 11541.4 4682 40.57
2000 1493.3 66 5382.1 28 311.4 14 49031 4 1814 8 4197.6 29 14482.8 6810.3 47.02
2001 931.1 46 5274.3 31 483.1 24 53683 36 158.1 8 4413.7 29 15056.3 6798.3 45.15
2002 803.6 31 5304.3 37 681.2 26 67857 41 2334 9 4616 28 16706 7871.8 47.12
2003 719.4 27 6485.2 35 984.¢ 38 85974 43 244.4 12 5066.9 25 20149.5 10161.2 50.4
2004 902.9 35 8633 32 533.5 21 1092p 41 3038 6 1.895 26 26504.2 14487.7 54.66
2005 1203.9 42 11701.4 36| 530.1 1 13293|4 11 162.34 7452.4 23 32447.2 18553.7] 57.1
2006 3047.6 53 14428.6 36| 775.3 14 16389(6 11 202.54 9008 23 39826.2 23061.3 57.9
2007 4295.1 54 | 17264.7 33 10993 14 233052 44 756.94 11830.0 23 52399.9 27775.7 53.01

Source: Ministry of Industry and Trade and MinistfyPlanning and Investment

1 Foreign Invested Enterprises

7. Other factors influencing competitiveness

There is a question of export-promoting policielse Bhift from self-sufficiency to trade expansion
was a central element of Vietham’s modernizatiolicp@s has been the encouragement of FDI and
private participation since then. There are numeemvantages and incentives for exporting firms,
including foreign trade zones, retention of earfuedign exchange, special tax concessions, etc.
Moreover, foreign firms are encouraged to estahbsit ventures with Viethamese firms in order

to receive approval for producing for the Viethamegarket. These policies have undoubtedly
encouraged FDI and have facilitated the developrokexport business. On the other hand, such
policies are the opening of world trading potestigrough reductions in tariffs and quantitative
restrictions. These policy-related developmentdikedy a factor but not a complete explanation for
Vietnam’s recent export competitiveness.

8. Evaluation and conclusion

What do these informational elements suggest abeutauses of Vietnam’s competitiveness and
export growth? The explanation clearly cannot b&orcausal. Vietham’s export competitiveness
hinges on the coincidence of several factors: dverable exchange rate, low wages and available
supplies of unskilled labour, the reduced costashmunication and transportation, the flow of
foreign direct investment and foreign managemedtiimplications for Vietham’s productive
abilities, the large scale of the potential domneastarket, the opening of world markets, and the
encouragement of Viethamese foreign trade policy.



On the other hand, certain considerations havaapeportance. For example, Vietnamese export
growth is more than a matter of low wages and atevalued exchange rate. Appreciating the
exchange rate, even by substantial amounts, ikkebt to greatly diminish Viethamese
competitiveness. Vietnam’s huge pool of cheap anteasingly mobile labour means that even
with exchange rate readjustment, competitivenessdan low labour costs will be maintained for
quite some time. Viethamese competition may alsthén displace some low-cost export
production in other parts of the world, Asian coig# (including China), for example.

Secondly, Viethamese producers have become greatly proficient at meeting world
requirements for quality and product design. Tingdanflow of foreign direct investment and
entrepreneurship, which is responsible for mucthefexport flow, has facilitated this process, and,
in turn, reflects the favorable economics of expooduction in Vietnam. The shift of Vietnamese
production toward more advanced products with teldgical content is also notable.

Vietnam’s competitive ace in the hole continuebéats large and potentially domestic market.
Foreign firms seek entry to Vietnam not only togaklvantage of low-cost export platforms, but
also as a way to position themselves for futurallseles. Aside perhaps for China, India, there are
simply no others developing economies with suchmige as a market.

Moreover, Vietnam'’s strength in export marketsssraich a result of improved production abilities
as of the exchange rate, a persistently undervalihledong would be a serious matter. The
resulting adjustments in production and trade wawldbe consistent with long-term comparative
advantage. Moreover, undervaluation is likely moYietnam’s best interest, since it increases the
cost of imported goods in Vietham and lessens ctitiygepressures from abroad that help to raise
Vietnamese productivity. On the other hand, evehafVN dong were significantly appreciated,
patterns of trade will continue to change in favoti¥ietnam.

For the US, specialization away from labour-inteasr low-technology products is inevitable and
in the nation’s overall interest. Structural admenht among and within industries is painful and the
impact on employment and wages represents an issci@]ly and politically.



Appendix for the list of Vietnamese export-orientedustries
List of Vietnamese export-oriented industries

1500 Food manufacturing

1511 - Animal food manufacturing

1512 - Seafood product preparation and packaging
1514 - Grain and Oilseed milling

1520 - Dairy product manufacturing

1532 - Bakeries and Tortilla Manufacturing

1542 - Sugar and Confectionery product manufaajurin
1700 Textile product manufacturing

1711 - Fiber, Yarn and Thread Mills

1712 - Textile ennoblement

1721 - Textile and Fabric Finishing

1722 - Carpet and Rug Mills

1723 - Net and String products

1729 - Other textile products

1730 - Knitting products

1800 Clothing Manufacturing

1810 - Garment products manufacturing

2500 Plastics and Rubber products manufacturing

2520 - Plastics products manufacturing

1900 Leather, leather products and shoes

1920 - Shoes manufacturing

2690 Non-Metallic Mineral products

2691 - Pottery, Ceramics and Plumbing Fixture Maotufring
2692 - Clay Building Material and Refractory Manctizing
2693 - Brick and construction products

3000 Computer and Peripheral Equipment Manufaaurin
3100 Electrical Equipment

3130 - Electrical cables manufacturing

3200 Radio, television and communication equipmergaufacturing
3210 - Electronic components

3220 and 3230 - Communication equipments
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