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fter 30 years of economic reforms

since the launch of Péi Méi in 1986,

Vietnam has recorded significant and
historic achievements. From a poor, war-
ravaged, centrally planned economy, which
was closed off from much of the outside
world, Vietnam has become a middle-income
country with a dynamic market economy
that is deeply integrated into the global econ-
omy. Vietnam’s economic growth has been
not only rapid but also stable and inclusive,
translating into strong welfare gains for the
vast majority of the population. This is an
impressive record of success—one that the
Vietnamese people take justifiable pride in,
while appreciating the support of the inter-
national community.

But 30 years of success from reforms
raises expectations for the future. The coun-
try’s ambitions are aptly captured in the
Vietnamese constitution, which sets the goal
of “a prosperous people and a strong, demo-
cratic, equitable, and civilized country.”
There is a firm aspiration that by 2035,
Vietnam will be a modern and industrialized
nation moving toward becoming a prosper-
ous, creative, equitable, and democratic
society.

Foreword

Motivated by these aspirations, in July
2014, the Government of Vietnam and the
World Bank Group jointly initiated the
Vietnam 2035 report.

The report recognizes six key transfor-
mations that will help Vietnam achieve its
goals for 2035: (1) to enable economic
modernization with a competitive private
sector firmly in the lead; (2) to improve the
country’s technological and innovation
capacity; (3) to reshape urban policies and
investments for more dynamic cities and
urban centers; (4) to chart an environmen-
tally sustainable development path with
increasing adaptation and resilience to
changing climate patterns; (5) to promote
equality and inclusion among marginalized
groups for the development of a harmoni-
ous middle-class society; and (6) to estab-
lish a modern rule-of-law state and a
democratic society.

Vietnam 20335 structures these transfor-
mations and the reform agenda around
three key pillars: balancing economic pros-
perity with environmental sustainability;
promoting equity and social inclusion; and
enhancing the capacity and accountability
of the state.

VIETNAM 2035

xvii



Xviii

VIETNAM 2035

We are delighted by the close partnership
between the experts of Vietnam and the
World Bank Group and other international
scholars that has characterized the prepara-
tion of the report, Vietnam 2035: Toward
Prosperity, Creativity, Equity, and
Democracy. We hope that the Government
of Vietnam, the World Bank Group, and

Nguyén Tin Dang
Prime Minister
Socialist Republic of Vietnam

other development partners will continue
the effective collaboration in incorporating
the report’s relevant recommendations in the
Socio-Economic Development Plan 2016-20
and the Socio-Economic Development
Strategy 2021-30, as well as in the oversight
and evaluation of the implementation
process.

Jim Yong Kim
President
World Bank Group
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Executive Summary

he year 2015 marks 70 years since

Vietnam’s  Declaration  of

Independence, 40 years since
Reunification, and just short of 30 years
from the launch of Péi Mdi, which cata-
pulted the nation from the ranks of the
world’s poorest to one of its great develop-
ment success stories. Critical ingredients of
success have been visionary leaders, a sense
of shared societal purpose, and a focus on
the future. Starting in the late 1980s, these
elements were fused with the embrace of
markets and the global economy, setting the
nation on the path to becoming the mid-
dle-income country that it is today. Its spec-
tacular growth since then, one of the fastest
in the world, has all but eliminated extreme
deprivation and lifted tens of millions of
people out of poverty.

Looking forward to 2035, which will
mark 60 years since Reunification, Vietnam
now aspires to modernity, industrialization,
and a higher quality of life. These aspirations
and the supporting policy and institutional
agenda stand on three pillars: balancing
economic prosperity with environmental
sustainability, promoting equity and social
inclusion, and bolstering the state’s capacity
and accountability. The rapid growth needed
to achieve these aspirations will be sustained
only if it stands on faster productivity growth
and reflects the costs of environmental deg-
radation. Productivity growth, in turn, will

benefit from measures to enhance the com-
petitiveness of domestic enterprises, scale up
the benefits of urban agglomeration, and nur-
ture a creative and innovation-led economy.
Maintaining the record on equity and social
inclusion will require lifting marginalized
groups and delivering services to an aging
and urbanizing middle-class society. And
to fulfill the country’s aspirations, the insti-
tutions of governance will need to become
modern, transparent, and fully rooted in the
rule of law.

Balancing Economic Prosperity
with Environmental Sustainability

The goalposts for Vietnam’s future economic
success are set broadly and aspirationally—
the 2013 constitution sets the objective of
a “prosperous people and strong country,”
marking little deviation from its 1992 ver-
sion. Party and government documents
couch the income objectives in similarly
aspirational terms, with an annual gross
domestic product (GDP) per capita growth
target of 7 percent (equal to around 8 per-
cent annual growth). Growth rates in this
range would produce by 2035 an upper-
middle-income country on the cusp of high
income—at the level of Malaysia or the
Republic of Korea in the mid-2000s. But this
target is extremely ambitious, far surpassing
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Vietnam’s past growth and with few global
precedents.

The Vietnamese qualities of thrift, disci-
pline, and hard work will have to be deployed
in full measure for the country to stay close to
its aspirations. The national savings rate needs
to remain high while the investment rate rises
slightly. Discipline and hard work can help
counter the projected rapid aging of the pop-
ulation. But more is needed. Productivity and
innovation will eventually have to become the
main drivers of growth. That will require pol-
icies to tackle the stagnation in productivity
and long-term investments, especially in urban
infrastructure and innovation capabilities.

What explains the stagnation in produc-
tivity? Public investment is not as efficient as
it needs to be because of uncoordinated and
often incoherent investment decisions of a
fragmented state structure. There also is lit-
tle doubt that most state-owned enterprises
(SOEs) are inefficient producers. So wide-
spread inefficiencies in state investment per-
petuate the weak productivity trends across
the economy. But they do not fully explain the
decline in productivity growth, reasons for
which are especially worrisome. A steady ero-
sion in the productivity growth of the domes-
tic private sector leaves it just as inefficient as
the state sector—for two reasons. First, the
institutional foundations for an advanced
market economy are insufficiently developed,
undermining private property rights and
competition in product markets. Second, fac-
tor markets are governed by an unclear mix
of allocation by markets and by fiat. Com-
mercialized state institutions—whereby the
state is directly involved in economic activ-
ity through SOEs and indirectly through the
influence of vested interests—have ensured
that land and capital allocations are guided as
much by arbitrary administrative decisions as
by efficient market signals.

Productivity is also hurt by malfunction-
ing land markets in at least two other ways.
First, the urbanization of land is outpacing
the urbanization of people, reducing urban
population density and suppressing pro-
ductivity gains from urban agglomeration.
Second, obstacles to consolidation of small

landholdings in agriculture are depress-
ing small-landholder profits and sector
productivity.

The sustainability of Vietnam’s long-
term growth is further threatened by envi-
ronmental stresses. Growth in the past 25
years has imposed significant environmental
costs. Rapid depletion of natural resources
is a particular concern. Environmental pol-
lution from urban and industrial wastewater
leaves waterways toxic, while urban water
and air pollution are beginning to pose seri-
ous health hazards, especially near Hanoi
and Ho Chi Minh City, and particularly for
children. Vietnam is also one of the coun-
tries most vulnerable to climate change, with
settlements and economic activity in the
Mekong Delta at especially heightened risk.
Exacerbating the risks is rapidly growing
energy consumption, increasingly reliant on
coal-powered electricity generation. In recent
years, Vietnam’s increase in greenhouse gas
emissions has been one of the world’s fastest.

The reform agenda to unleash strong and
sustainable economic growth will have four
essential elements:

1. Create an enabling environment for
domestic enterprises. The immediate
emphasis needs to be on ensuring more
competitive and productive domestic
enterprises. Restructuring and equitiz-
ing SOEs will remain important, but will
not be enough—fixing the nascent and
weak domestic private sector commands
even greater policy attention. This will
involve strengthening the institutional
foundations of the market economy, with
emphasis on protecting property rights
and enforcing competition policies. A stable,
well-regulated, and inclusive financial
sector and transparent and functioning
land markets will also be crucial. A more
capable and confident domestic private
sector will deepen links with foreign firms,
enabling the transfer of technology and
know-how that are critical for higher pro-
ductivity growth. More rewarding par-
ticipation in global value chains will also
come from a stronger services sector and



EXECUTIVE SUMMARY

XXVii

more extensive transport and network
connectivity across the country and with
trading partners. Finally, a more market-
driven and commercial approach will be
needed to modernize agriculture. Com-
mitments under major international trade
agreements (the Trans-Pacific Partnership
in particular) offer a real opportunity to
carry out many demanding and politically
sensitive reforms.

. Spur learning and innovation. Sustaining
high growth over an extended period will
depend on an aggressive agenda to spur
learning and innovation. Neither enter-
prises nor knowledge and research insti-
tutions are currently motivated to focus
adequately on this agenda. A national inno-
vation system can improve the situation.
On the demand side, it will encourage firms
to seek out the best available knowledge
and strengthen the technical and financial
support to facilitate their learning. On the
supply side, such a system will help build
the skills of the workforce beyond its cur-
rent proficiency in basic education, while
raising the quality and relevance of research
and advanced training in universities and
government research institutes.

. Reshape urban policies and investments.
For Vietnam to succeed in its growth and
economic modernization ambitions, its
cities need to do more to nurture private
enterprise and innovation, support the
growth of industrial clusters integrated
with global value chains, and attract and
agglomerate talent. Playing this role cred-
ibly will involve reshaping policies and
investments to amplify economic density in
and around large metropolitan areas such
as Ho Chi Minh City, Hanoi, Haiphong,
and Da Nang, as well as a network of
dynamic secondary cities; reduce the dis-
tance to markets to enable specialization;
and equalize access to services between
migrants and urban residents. Fulfilling
this agenda will require functioning land
markets, coordinated urban planning, and
improved connective infrastructure.

4. Sustain the environment. There are three
core elements of the reform agenda to sus-
tain the environment: protect the quality
of natural resources (air, land, and water);
build climate resilience in economic plan-
ning, sectoral policies, and infrastructure
investments; and find ways to tap more
clean energy sources, including through
regional power trade. Such a sustainable,
inclusive, and resilient growth path calls
for strong policies and institutions to
coordinate actions and investments, smart
investments (with private participation)
that internalize environmental and cli-
mate costs, and more accessible data and
information for decision making and
monitoring progress.

Promoting Equity and Social
Inclusion

Vietnam’s emphasis on equity and social
inclusion has always been strong. And it
is one of the few countries to achieve high
growth with equity. Its record rests on a foun-
dation established by equitable land distri-
bution in the late 1980s, effective delivery of
basic services such as health and education,
and public policy choices that equalized fiscal
transfers across provinces with different lev-
els of development. Vietnam wants to main-
tain that record. Its central socioeconomic
philosophy—a market economy with socialist
orientation—captures the balance in its pref-
erences for equity and market-led growth.

Past performance and societal preferences
notwithstanding, sustaining the positive
equity trends is not something that Vietnam
can take for granted, especially as the forces
of urbanization, globalization, and the ris-
ing skill intensity of production take firmer
root. Looking toward 2035, Vietnam needs
to pursue a dual agenda for equity and social
inclusion.

The unfinished inclusion agenda is ensur-
ing equality of opportunity. While Vietnam
has taken long strides in lifting living stan-
dards since Pdi Méi, significant groups
remain marginalized, and the gaps in oppor-
tunity for children are wide between poor
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and wealthy households. An ethnic minority
child is four times more likely than a Kinh
child to die before her first birthday. More
than half the children with severe disabilities
never attend school.

Such exclusion stands in stark contrast
to the fortunes of those at the top: over the
last decade, the number of millionaires in
Vietnam has tripled while malnutrition rates
among ethnic minority children have hardly
budged. Rectifying such inequities will require
renewed efforts. Four elements of the equality
of opportunity agenda for 2035 are key:

1. Reduce the barriers to opportunities for
ethnic minorities. Targeted initiatives in
education, nutrition, and sanitation can
close the large gaps in opportunities for
ethnic minority children. An approach of
experimentation and evaluation, building
on new insights from behavioral econom-
ics, could develop effective interventions
in these areas. Policy actions would also
become more effective through greater
voice for ethnic minorities.

2. Make people with disabilities full partici-
pants in society. Vietnam has made strong
commitments to the inclusion of people
with disabilities but lags severely in imple-
mentation. Following the example of other
countries, it can realize these promises by
regularly monitoring commitments and by
creating opportunities for people with dis-
abilities and their families to be their own
advocates through social organizations.

3. Delink the household registration system
from access to public services. At least
5 million Vietnamese lack permanent reg-
istration in their place of residence and
thus have limited access to public ser-
vices, including schooling, health care,
and such administrative services as regis-
tering a vehicle and applying for a birth
certificate. While the force of the system
has waned, it remains a source of inequal-
ity of opportunity and an effective tax on
migration. Phased reform of the hg khdu

system would place all citizens on an equal
footing.

4. Reduce gender gaps. More opportunities
for women in public leadership roles could
be created by eliminating gender discrim-
ination in the retirement age and using
affirmative action as a short-term mea-
sure. Also critical is reducing the imbal-
ance in the sex ratio at birth, now one of
the world’s highest, with 114 boys born
for every 100 girls. The preference for sons
would be reduced through expanding the
pension system, reforming the population
policy, and campaigning to highlight the
value of daughters.

Two social megatrends will shape the
emerging inclusion agenda unfolding in
Vietnam. The first is the rise of the middle
class, which will be increasingly urban and
employed in the formal sector. By 2035 more
than half of the Vietnamese people will
be part of the global middle class (up from
just over 10 percent today), with needs dis-
tinct from those of the mass of rural poor
that characterized Vietnam in the past.
The second is an extreme demographic
shift, with the size of the elderly population
climbing dramatically—making Vietnam
one of the most rapidly aging countries in
the world —and the working-age share of the
population shrinking. Around 20335, the old-
age dependency ratio—the number of people
65 years of age or older for every 100 people
aged 15-64—will have risen to almost 22
(from under 10 today), while the working-age
population will begin to decline in absolute
terms. Four elements of the middle-class and
aging population agenda are key:

1. Expand the pension system to cover a
majority of the population. Given the
challenges of rapid aging, expanding cov-
erage to those in the informal sector will
be possible only through a diversified sys-
tem and a major reform to make it finan-
cially sustainable, including raising the
retirement age.
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2. Ensure that nearly all children complete
upper-secondary school with job-rele-
vant skills. One policy priority will be
ending the exam-based allocation of upper-
secondary-school places and replacing it
with universal secondary-school atten-
dance. Another is to continuously improve
the quality and relevance of what students
learn, to help them develop the noncogni-
tive and complex problem-solving skills
they need for a competitive labor market.

3. Establish effective representation of work-
ers through independent unions. Vietnam
needs to move toward an industrial rela-
tions system suited to a mature market
economy, where the interests of workers,
employers, and the state are more properly
represented in a true bargaining process,
following the recent commitments in a
Trans-Pacific Partnership side agreement.
In addition, labor market regulations
could better balance the protection of
workers with the flexibility to promote a
vibrant formal sector.

4. Achieve universal health coverage with
a rebalanced delivery system. Ensuring
access to good quality health services with-
out imposing financial hardship will entail
both reforming the insurance regime and
shifting health care from its current focus
on hospitals toward high- quality primary
care at the center of an integrated system.

Bolstering the State’s Capacity
and Accountability

Political and institutional reforms need to
keep pace with Vietnam’s development. Evi-
dence from a large number of countries indi-
cates that state effectiveness, or the capacity
of government to set objectives and attain
them, is closely associated with better devel-
opment outcomes. State effectiveness rests
on three supporting pillars: a well-organized
government with a disciplined, merito-
cratic bureaucracy; an adherence to market
rationality in economic policy making; and

mechanisms to ensure checks and balances in
the government and broad public participa-
tion. All three legs of the state effectiveness
tripod are necessary for satisfactory results.
Reforming state structures but rejecting mar-
ket discipline, or assigning a larger role to the
market mechanism while insulating govern-
ment decision making from the community,
are unlikely to generate positive outcomes.

The relationship between state effec-
tiveness and development outcomes is evi-
dent in Vietnam. Many early achievements
emerged from the country’s state capacity,
which was unusually strong for its level of
income. Today, the productivity stagnation
and the weak environment for private-sector
development are attributable to gaps in state
effectiveness. Vietnam’s unique history has
produced state institutions that are commer-
cialized and fragmented and face insufficient
scrutiny by citizens.

State commercialization in Vietnam refers
to the continued strong engagement of the
state in economic activity directly through
SOEs, particularly through large state eco-
nomic groups, and indirectly through very
close links with an exclusive segment of the
domestic private sector. Vietnam is not alone
in having influential vested interests, but the
degree to which relationships to the state are
integral to economic success appears to be
unusually high. State fragmentation refers
to the lack of clear hierarchy and assignment
of roles and responsibilities both within the
central government and between the center
and the provinces—and the inertia and inef-
ficiencies this generates in formulating and
implementing policy. Horizontal and verti-
cal fragmentation of power has resulted in
overlapping mandates with conflicting rules
and decisions. The result is often gridlock or
decisions that are suboptimal from society’s
point of view. The absence of merit-based
management of public servants exacerbates
the adverse effects of commercialization and
fragmentation of the Vietnamese state on the
quality of public administration.

Vietnam’s legal framework provides
some space for citizens to participate in
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governance. “Government of the people, by
the people, and for the people” and “Peo-
ple know, people discuss, people do, and
people monitor” are well known affirma-
tions in the constitution. In practice, there
is a gap between these statements and the
actual space that is available for citizens to
influence decisions. Citizen participation in
social organizations not sponsored by the
government is growing rapidly, but this does
not mean a corresponding improvement in
the quality of their participation. Election
processes and mechanisms for engaging cit-
izen organizations are not robust enough
to provide true citizen representation, and
Vietnam lacks a system of effective checks
and balances between the three branches of
government. Access to information, which
is key to citizens exercising their voice to
hold the state accountable, is still lacking.

The result is a government that often finds
it difficult to articulate coherent economic
policies, that is open to extensive bargain-
ing among state institutions and between the
state and private sectors, and that is shielded
from public scrutiny of policy decisions and
public reaction to the consequences of eco-
nomic policy.

Modernization of Vietnamese institu-
tions will involve an overhaul of the state
and its relationships to the market and soci-
ety. Efforts to enhance state capacity and
accountability will need to move concur-
rently on a three-point agenda:

1. Develop a more rationally organized
government structure with a merito-
cratic bureaucracy. The government
needs more rational organization, and
greater coherence on roles and respon-
sibilities among state institutions. This
will involve decentralization embody-
ing clearer functional assignments for
the different levels of government, with
corresponding adjustments in the inter-
governmental financial framework that
clarify and improve accountability and
overcome inefficiencies in coordination
and use of public resources. The center

of government could be strengthened to
improve policy coordination and over-
sight of execution of policies by public
agencies. A clearer allocation of powers
and responsibilities is needed among
central bodies to have greater effective-
ness and accountability. Public adminis-
tration practices need to be reformed to
ensure that merit drives the deployment
of human resources by the state.

. Apply market rationality to economic

policy making. State—market relations
will have to be characterized by a clearer
division between the public and private
spheres. Specifically, government agencies
involved in economic regulation should
not engage in business of any kind, to
avoid the appearance and reality of con-
flicts of interest. The state’s role in the
economy needs to be transformed from
a producer to an effective regulator and
facilitator, focusing on providing a level
playing field in the economy with enforce-
ment of free and fair competition and
more secure and transparent property
rights, particularly around land issues.
This will require the state not only to sig-
nificantly reduce its SOE portfolio and
strengthen corporate governance of the
remaining SOEs but also to stop giving
preferential treatment to SOEs and closely
linked private companies. In addition,
there needs to be an independent and
more capable, trained, and meritocratic
judiciary to enforce rules and provide the
level playing field. Creating the space for a
genuinely independent private sector will
require reduced state control over business
and professional organizations, including
the Vietnam Chamber of Commerce and
Industry. Allowing these organizations
to operate as authentic representatives of
independent business interests would give
voice to the domestic private sector and
enable these groups to do more in moni-
toring government policy.
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3. Strengthen state accountability. The state

can be organized in a way that provides
for genuine checks and balances among
the executive, legislature, and judiciary.
The National Assembly could be trans-
formed into a professional body (consist-
ing of full-time deputies and supported
by expert staff), with oversight of all the
state’s operations. The judiciary needs to
be similarly strengthened, with empha-
sis on its independence from the exec-
utive and enhanced transparency in its

functioning. A large and diverse set of
citizen organizations could be allowed to
participate in decision making and hold
the state accountable. The state could
provide a legal framework to promote the
right of citizens to associate. It could also
adopt legislation requiring public bodies
to be transparent and provide mecha-
nisms for citizens to interact effectively
with the state by enhancing citizen access
to accurate and timely information and
by providing greater media independence.
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haking off the legacy of colonization

and long, brutalizing conflicts is hard—

and forging an uninterrupted pathway
to modernity, perhaps even harder. Only a
handful of nations have succeeded at both.
Their winning formula? Usually some com-
bination of strong leadership and good gov-
ernance, a sense of common purpose and
future orientation, a reliance on markets to
allocate resources, and active engagement
with the world on trade, investment, and
knowledge flows (Commission on Growth
and Development 2008). Since the launch of
the Péi Mdi (economic renovation) reforms
in the late 1980s—to move from a closed,
centrally planned economy to a globally inte-
grated, socialist-oriented market economy—
Vietnam has deployed these ingredients to
good effect.

To any external observer, Vietnam is a
major development success story. One of
the world’s poorest countries at the onset
of the reforms, it has, in a single genera-
tion, leapfrogged to middle-income status,
while achieving social outcomes typically
seen at much higher incomes. Vietnam’s
economic growth since the early 1990s has
been among the fastest in the world, and its
pace of poverty reduction almost unprece-
dented. But the Vietnamese people, keenly
aware of the big challenges left, are not yet
ready to declare success. And for countries
as for people, success needs to be measured

Introduction

not only against ability, effort, or even
the performance of peers, but also against
ambition.

The Vietnamese people have always set a
high bar for success. The 1992 constitution
exemplified this early on by setting forth the
goal for the state to build “a prosperous life
for its people, a strong country, and an equi-
table, democratic, and civilized society, ensur-
ing the well-being, freedom, and happiness
of all citizens as well as conditions for their
all-round development.” Success thus defined
was both multifaceted and aspirational. There
is also the strong sense that the journey may
be just as important as the destination. The
tenets of thrift, discipline, and hard work are
cherished means to higher living standards
in the Vietnamese value system, not to be
diluted or lost along the way. So are societal
values of equity, compassion, filial responsi-
bility, respect for social norms and the rule of
law, and the authority of elders and teachers.

The motivations that fuel Vietnam’s
ambitions are both external and internal.
Externally, the driving force is Vietnam’s
neighborhood—the world’s most dynamic
region. Vietnamese mind-sets are steeped
in the rapid ascents of Japan and the East
Asian Tigers. They not only serve as pow-
erful examples but also stoke fears of being
permanently left behind. Internally, there is
pride in a rich past—justifiable for a society
with one of the world’s longest continuous
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histories and civilizations.! As recently as the
early 19th century, Vietnam was a regional
powerhouse, with a much larger economy
than those of Thailand, Malaysia, or the
Philippines (The Maddison Project database,
2010). The drive to reclaim the country’s
place in the community of nations is accord-
ingly strong.

Energized by past success but by no means
content, Vietnam now aspires to modernity,
industrialization, and a higher quality of life.
The aspirations reflect an emphasis on clean
water and clear blue skies; a healthy, secure,
learned, and equitable society; and an effec-
tive state accountable for improving material
welfare.

Achieving these aspirations will require
bold and decisive action, both to grasp
the opportunities and to manage risks.
The notable opportunities are an emer-
gent domestic middle class, proximity to
a rapidly rising China, and megaregional
trading agreements—particularly the
Trans-Pacific Partnership (TPP), in which
Vietnam is the only lower-middle-income
member. The major risks are the rapid
aging of the population, the less hos-
pitable global economy, and the threat
of climate change, to which Vietnam is
heavily exposed. Global technological
and business innovations, powered by
the information revolution, will remain
disruptive—presenting more opportuni-
ties and risks, with Vietnam’s net benefits
depending on its responses.

The country’s aspirations and the sup-
porting policy and institutional agenda thus
stand on three pillars: balancing economic
prosperity with environmental sustainability,
promoting equity and social inclusion, and
bolstering the state’s capacity and account-
ability. The rapid growth needed to achieve
these aspirations will be sustained only if it
stands on faster productivity growth and
reflects the costs of environmental degra-
dation. Productivity growth, in turn, will
benefit from measures to enhance the com-
petitiveness of domestic enterprises, scale up
the benefits of urban agglomeration, and nur-
ture a creative and innovation-led economy.

Maintaining the record on equity and social
inclusion will require lifting marginalized
groups and delivering services to an aging and
urbanizing middle-class society. And to ful-
fill the country’s aspirations, the institutions
of governance will need to become modern,
transparent, and fully rooted in the rule of
law.

A Record of Strong and Equitable
Growth, with Emerging Concerns

Vietnam is a major development success
story. Its per capita GDP growth since 1990
has been among the fastest in the world, sur-
passed only by China. Growth has also been
remarkably stable and inclusive, which,
with major gains on human development,
has contributed to impressive progress in
alleviating poverty and improving nonin-
come dimensions of welfare. But declining
productivity growth, insufficient progress
in including marginalized groups in the
country’s development (ethnic minorities
in particular), and degradation of the envi-
ronment call into question the durability of
the current development model. Vietnam’s
governance structure could also be at an
inflection point. The institutions that were
adequate to carry the country to its lower-
middle-income level are now exposing gaps
that, unless addressed with boldness and
urgency, are likely to impede the journey to
upper-middle-income status.

In 1986 an impoverished Vietnam, on
the brink of an economic crisis, embarked
on a path of economic renovation (Ddi
Méi). It was an explicit recognition that
the “fence-breaking” reforms of the pre-
vious decade—opportunistically initiated
to test the limits of central planning—had
shown promise and that the situation was
dire enough to demand a more systematic
approach. Annual inflation was running at
more than 400 percent (Rama 2014), the real
economy on a downward slide and heavily
dependent on foreign aid (Tran 2015), food
in short supply, the budget chronically short
of resources (Vu et al. 2015), and the vast
majority of the population in poverty.
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Doéi Méi thus began a process of mac-
roeconomic stabilization, unshackling the
economy from state controls and gradu-
ally but steadily integrating with the global
economy.? More durable foundations for a
market economy were built over time. And
in competently managing the transition from
a planned to a market-economy structure,
Vietnam succeeded where many countries
that had been part of the former Soviet Union
have failed.

Four aspects of the approach to reforms
proved most effective. First, Vietnam chose
to be pragmatic and flexible, both in the
sequencing and the pacing of reforms.
Reforms were introduced incrementally, after
extensive consensus building, and wholesale
shock therapies were avoided (Rama 2008).
And if internal or global experience suggested
course correction, the system proved adapt-
able. Second, Vietnam played to its strengths
by focusing on labor-intensive production and
agriculture. Third, the emphasis on building
human capital was early and effective. Viet-
nam already had relatively high levels of liter-
acy and life expectancy (Arkadie and Mallon
2003). The human-capital base was further
expanded following P6i Mdi, enhancing the
returns on the market-oriented reforms that
followed. Fourth, where a domestic consensus
was harder to forge, Vietnam used its com-
mitments under external trade agreements to
good strategic effect, particularly to usher in
some of the more complex enterprise reforms.
Each of these four aspects of the approach
remains important for the next generation of
reforms—a subject of this report.

Less than three decades after the start of
the Péi Méi reforms, Vietnam has built up an
impressive record of strong economic growth
that has also been equitable and stable, as
shown in figure O.1. GDP growth per capita
has averaged 5.5 percent a year since 1990
(panel a), yielding a three-and-a-half-fold
increase in average income. Only China per-
formed better. Growth has benefitted from
its remarkable stability (panel b) and a strong
external orientation of the economy. Exter-
nal trade has been a major driver (panel c),
much of it powered by strong foreign direct

investment, with the stocks standing at more
than $250 billion, sourced from a diverse
group of more than 100 countries. And
growth has been inclusive, as seen in a fairly
small increase in the Gini coefficient (panel d)
and the faster income growth of the bottom
40 percent (panel e). As a result, poverty has
fallen rapidly (panel f).

Vietnam in 2015 is an unrecognizably
transformed, dynamic, middle-income econ-
omy. Social outcomes have improved dra-
matically across the board. Using a variety
of international and national poverty lines,
poverty has fallen rapidly since the launch
of Péi Méi. The $1.90-a-day poverty rate
fell from 50 percent in the early 1990s
to 3 percent today. Not only are incomes
higher, but the Vietnamese population is
better educated and has a higher life expec-
tancy than most countries at a similar per
capita income. In recent international tests,
Vietnamese students outperformed the aver-
age for countries in the Organisation for
Economic Co-operation and Development
(OECD), with remarkably little variation
across income groups and urban-rural
locations. The maternal mortality ratio has
fallen below the upper-middle-income coun-
try average, while under-five mortality has
fallen by half, to a rate slightly above that
average. Access to basic infrastructure has
also improved substantially. Electricity is
now available to almost all households, up
from less than half in 1993. Access to clean
water and modern sanitation has risen from
less than 50 percent of all households to
more than 75 percent.

In some areas, however, Vietnam has fallen
short. Labor-productivity (output per worker)
growth has been on a declining trend since the
end of the 1990s, seen across most industrial
subsectors, as well as in mining, finance, and
real estate. In agriculture, labor productivity
has grown robustly, but its level is still lower
than in most of the region’s middle-income
countries. With almost half the workforce still
engaged in agriculture, Vietnam has too many
workers on its farms. Remedies include con-
solidating agricultural landholdings (which
are too fragmented and small) and moving
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farmers to the more productive industry and
service sectors. But it does not help that job
creation in manufacturing has plateaued at a
relatively low level and that services involve
mostly informal activity.

Although Vietnam has avoided the large
increases in inequality in other fast-growing
countries, the differences between rich and
poor are still significant. While members
of ethnic minorities have experienced gains
in welfare since the early 1990s, they face a
growing gap relative to the majority popula-
tion. With 15 percent of the population, they
now make up half the poor. And in recent
years, progress for ethnic minorities has
stalled on poverty reduction, child mortality,
and nutrition. Many ethnic minority citizens
remain largely disconnected from the coun-
try’s larger economic success.

Growth has to a large extent come at the
cost of the environment. Vietnam’s green-
house gas emissions have grown the fastest

in the region, while the environmental qual-
ity of its air, land, and water has deterio-
rated considerably. Water and air pollution
have reached serious levels, especially near
Hanoi and Ho Chi Minh City, posing major
health risks. In addition, a large part of
Vietnam’s protective mangrove forests has
been destroyed, while overfishing has seri-
ously depleted the nearshore fisheries, pos-
ing threats to livelihoods. Removing natural
forests in some upland areas has contrib-
uted to more frequent and severe flooding of
lower altitude farms and human settlements.
Finally, Vietnam is one of the world’s most
vulnerable countries to climate change, with
adaptation challenges accordingly severe,
especially in the Mekong Delta. With almost
all large-scale hydropower potential tapped
and with limited development of other
renewable sources, greater reliance on coal
is a growing threat to environmental sustain-
ability and to energy security.
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Last but not least, Vietnamese institutions
have failed to keep up in important ways
with the needs of an increasingly demand-
ing market economy and rising aspirations
of a growing middle-class society. In par-
ticular, the country’s unique history has
produced public-sector institutions that are
commercialized and vertically and horizon-
tally fragmented and that face insufficient
scrutiny by citizens. Despite reforms, the
state is still strongly engaged in economic
activity—directly through state-owned enter-
prises (SOEs) and indirectly through very
close links with an exclusive segment of the
domestic private sector. State fragmentation
arises from the lack of clear hierarchy and
assignment of roles and responsibilities both
within the central government and between
the center and the provinces. The absence
of a merit-based management of public ser-
vants exacerbates the gaps in public institu-
tions. Election processes and mechanisms for
engaging citizen organizations are not robust
enough to provide true citizen representa-
tion, and Vietnam lacks a system of effec-
tive checks and balances between the three
branches of government.

Opportunities and Risks

Global Megatrends and External Risks
and Opportunities

Vietnam’s location on the easternmost edge
of the Indochinese peninsula makes it a vital
link between East, Southeast, and South
Asia. The physical connection to these Asian
regions and the maritime connections to the
rest of the world have shaped Vietnam’s his-
tory and will remain crucial for its future.
But geography very likely will not be destiny
in the same way that it was in the past.
After all, the hyperconnectivity of the mod-
ern world (which Vietnam has signed on to)
overcomes many of the binds of geography.
Moreover, future opportunities and risks
are projected to be largely supraregional.
That will require geopolitical and economic
outreach well beyond the neighborhood.

Four global megatrends will be impor-
tant for Vietnam to consider in the next two
decades:* geopolitical, economic, technologi-
cal, and climatic.

Geopolitical Megatrends

The current shift in the world’s economic
and geopolitical axis from west to east and
from north to south will define the com-
ing decades. The rise of China is partic-
ularly significant. The geopolitical shifts
will, however, be even more complex. Other
regional powers—including developed econ-
omies such as Japan and the Republic of
Korea, and emerging powers such as Brazil,
India, Mexico, the Russian Federation, and
Turkey—are also likely to try to expand their
own spheres of influence.

The emergence of a multipolar world
order would give rise to multiple possibilities,
among them more such collaborations as the
Asian Infrastructure Investment Bank (AIIB)
and the New Development Bank of the
BRICS states (Brazil, Russia, India, China,
and South Africa). There could also be ten-
sions or even conflicts among the rising pow-
ers, or among rising and existing powers.

Cooperative relations with a rising China
will remain essential. Vietnam is one of the
signatories to and founding members of the
ATIB. Its infrastructure financing needs over
the next several decades will run into tens of
billions of dollars a year. With most bilateral
partners reducing their presence in Vietnam,
the AIIB could cover some of the emerging
financing gap.

Of the geopolitical risks particularly rel-
evant for Vietnam are maritime issues with
China that go beyond just territorial con-
cerns. The maritime waters have considerable
economic and strategic value, containing a
wealth of fish stocks and energy and min-
eral reserves. They are also critical for ship-
ping and communications. With the Middle
East in turmoil, the geopolitics of energy will
also have implications for Vietnam both as
a producer and exporter of crude oil and as
a rapidly growing consumer of petroleum
products.
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In the midst of this fast-evolving world
order, Vietnam will need to continue building
its alliances judiciously with a clear eye on its
long-term economic and political interests.

Global Economic Megatrends

The global economy is projected to grow at
an average of 3.2 percent annually between
2015 and 203S, with continuing expan-
sion in trade integration, urbanization, and
technological advances the main drivers.
The rise of China, India, and members of
the Association of Southeast Asian Nations
(ASEAN) matched by the (relative) decline of
the United States, Europe, and Japan would
be the most apparent shift in the global eco-
nomic structure in coming decades.® China
clearly is the biggest part of this story. In this
report’s projections, it would overtake the
United States as the world’s largest economy
(in market prices) around 2032. It has been
the world’s largest exporter since 2009, and
the second-largest importer of goods. It is set
to become an important source of investment
financing for emerging economies, particu-
larly regionally.

Trade with China already accounts for
20 percent of Vietnam’s total, up from 10 per-
cent in 2000. The significant flow of foreign
direct investment into Vietnam is linked, in
part, to a shift in low-wage production from
China. As real wages in China continue their
sharp rise, many of its production bases will
continue to look southward in search of
lower wages—the “China+1 strategy.” Viet-
nam’s proximity to southern China, home
to many of these production networks, gives
it a meaningful competitive edge. Produc-
ers can benefit from its low wages and from
being part of the Chinese supply chains at the
same time—a highly attractive combination.
The agglomeration of a nascent electronics-
industrial cluster in the north-central parts
of Vietnam (around Hanoi) is an early sign
of these possibilities. Moreover, with a rap-
idly emerging middle class, the Chinese con-
sumer market (the world’s fastest growing)
will be increasingly attractive for Vietnamese
producers.

Growth prospects in East Asia will also
be underpinned by the ongoing shift toward
multilateral (often regional) trade agree-
ments. The ASEAN integration—starting
with the ASEAN Economic Community that
became a functioning trading bloc in 2016—
can bring considerable economic benefits.
Estimates for Vietnam range from a 1 to
3 percent cumulative increase in national
income (ERIA 2012 and Thanh 2015). Even
so, ASEAN integration is seen in Vietnam
as a stepping stone for locking in even more
promising partnerships beyond the region
(Thanh 2015). Especially noteworthy is the
TPP. Also significant are the Free Trade Area
of the Asia-Pacific and the Regional Com-
prehensive Economic Partnership, each in
less advanced negotiations than the TPP.

The TPP agreement includes the world’s
largest and third-largest economies (the
United States and Japan), with TPP countries
accounting for 36 percent of world GDP and
more than a quarter of all world trade. Viet-
nam is well positioned to benefit. According
to this report’s analysis, implementing the
TPP could add a cumulative 8 percent to
Vietnam’s GDP by 2035. Others have esti-
mated double-digit gains for Vietnam, many
times larger than for any other TPP country
(Petri and Plummer 2014). Vietnam could
also usefully leverage commitments under the
TPP to lock in policy reforms that might oth-
erwise be politically harder to carry out.

Top-down multilateral trade integration is
likely to be complemented by important subre-
gional collaborations, including that within the
Greater Mekong Subregion. Dwindling and
increasingly unpredictable water supplies along
with a rising demand for water and energy will
require greater regional cooperation for energy
and water security.

New Technological and Business
Megatrends®

Technological innovations, fueled and sup-
ported by the information revolution, will
disrupt production and trading patterns
across the world. Advances in digital tech-
nologies ranging from three dimensional
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(3D) printing, programmable micro-
controllers, and second-generation com-
puter numerical control milling and routing
make it easier and less expensive to manu-
facture customized high-quality products.
Major advances in renewable energy (partic-
ularly solar) are posing a growing challenge
to conventional and usually environmen-
tally more damaging energy sources. Next-
generation genome sequencing and other
advances in the biomedical field are set to
open a trillion-dollar industry in the next
decade, enhancing and extending human
life. Advanced robots are being deployed on
shop floors at an exponential rate, boosting
productivity and driving costs down.

The information revolution is also
enabling major disruptive innovations in
business models. The Internet eradicates
many of the information advantages of
colocation and cost sharing. Raw materi-
als and other inputs to various degrees of
preprocessing are available for sourcing on
the Internet. Online platforms such as Ali-
baba.com, Etsy, and Maker’s Row make
it possible for manufacturers to search for
customers without having to spend a lot on
advertising and distribution. Crowdfunding
sites such as Indiegogo and Kickstarter can
aid in attracting finance.

For the most part, these trends bring
upside opportunities. But some unintended
consequences have to be managed. Skill-
intensive and labor-efficient technology is
set to eliminate the more routine middle-in-
come vocations while complementing highly
skilled and thus higher-income jobs. Already,
new technologies have displaced handicraft
producers in numerous industries ranging
from textiles to metalworking. The progress
of technology may also increase inequality in
society, as those leveraging technology gain
higher incomes. The gap between labor pro-
ductivity and wages may also widen. Some
even raise the specter of premature deindus-
trialization in the developing world, partly
because of automation (Rodrik 2015).

Vietnam, with its well-deserved reputa-
tion as a dynamic and adaptable economy,

can view these disruptive innovations with
optimism (box O.1). But to maximize the
benefits, long-term investments will have to
upgrade the technical skill sets of the next
generation, and the domestic business envi-
ronment will have to be the focus. Some
technologies will have associated risks that
require careful management.

Global Climate Change

Climate change is among the most conse-
quential global issues. Greenhouse gas emis-
sions are on a path to a 3.5-4.0 degrees
Celsius (°C) warmer planet by the end of the
century. Climatic conditions, heat, and other
weather extremes considered highly unusual
or unprecedented today could become the
new normal. The impact of global climate
change is already being felt, with the num-
ber of category 4 and 5 storms having risen
sharply over the past 35 years. The Arctic
Sea’s ice has shrunk to its lowest on record,
and global sea levels have risen about 10-20
centimeters in the past century, with an accel-
erating rate of shrinking. Rising sea levels
increase the risk of storm surges and the fluc-
tuations in precipitation.

Vietnam has been ranked among the five
countries likely to be most affected by cli-
mate change. A high proportion of its pop-
ulation and economic assets are in coastal
lowlands and deltas. Temperature increases
in Vietnam have averaged about 0.26°C
per decade since 1971, (Nguyen, Renwick,
and McGregor 2013) twice the global aver-
age.” On current trends, annual average
temperatures will (depending on the loca-
tion) be 0.6-1.2°C higher by 2040 relative
to 1980-99 (MONRE 2012). The predic-
tions show intensified heat and cold waves,
and 28-33 centimeter increases in sea level
around Vietnam’s shores.® Seasonal vari-
ability in precipitation is also projected to
increase, with the wet season getting wetter
and the dry season drier. Extreme rainfall
and flooding would also become more likely,
particularly in the northern region, includ-
ing Hanoi, with increased risk of landslides
in mountainous areas. A southward shift
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Potential benefits and risks of new technologies

Solar energy. Solar energy is largely available
year round, especially in southern and central
Vietnam. The potential market for solar panels and
water-heating systems is significant, but progress
is slow due to high development costs. Solar pan-
els have been installed in the Nha Trang and other
urban areas along the south-central coast and in
rural, mountainous, and other remote areas that are
difficult to reach with grid electricity.

Social mobility, analytics, and cloud services. These
services present opportunities to catch up with the
developed countries, if close cooperation among sci-
entists, enterprises, and the government is established
for the long term.

Genomics and life sciences. Potential benefits come
from genetically modified foods and other advances
in the life sciences. Improved varieties of corn can be
used as feed to fatten hogs, which should have strong
commercial prospects, especially with Vietnam fore-
cast to consume 33 kilograms of pork per person by
2020 (more than China and the European Union).
Genetically improved crops could also reduce the
country’s feed imports, which quadrupled between

2011 and 2014. Environmental and consumer groups
are demanding more transparency on health risks
and increased regulation of such products.

E-commerce. Opportunities are abundant, as
foreign companies enter the market and local
e-commerce firms consolidate. E-commerce sales
were estimated at more than $15 billion in 2015,
driven by rapid Internet uptake and even faster
adoption of smartphones. A lack of apps for pur-
chasing online, slow online payment growth, and
concerns over the security of online purchases need
to be rectified, and logistics services for traceable
and timely shipping of small packages upgraded.
E-commerce logistics are more demanding and
operationally complex than those for import-export
operations—the current setup in Vietnam.

Additive manufacturing (3D printing). This tech-
nology can broaden opportunities but undermine
Vietnam’s traditional manufacturing. As it advances,
manufacturing will likely turn small-scale, widely
distributed, and customizable, prompting investors
from developed economies to relocate production
back home.

has been seen in the typhoon trajectory in
the past five decades. If this continues, Ho
Chi Minh City would be at greater risk of
being directly hit. Coastal erosion and salin-
ity intrusion are other unfolding risks likely
to accelerate.

Agriculture, particularly rice production,
is projected to be hit hard, most severely
around the Mekong Delta, where much of
the land area is less than 2 meters above
sea level (Wassmann et al. 2009). Climate
change could reduce annual rice production
by 3-9 million tons by 2050, and highly
productive areas of coffee plantations may
become unsuitable for the purpose (Bunn
et al. 2015). The marine ecosystems in Viet-
nam are also likely to be severely affected.
And climate change impacts are also likely to
have adverse health consequences, including

water- and vector-borne diseases and diar-
rheal illnesses (Coker et al. 2011). Flooding
would compound the risks. The poor and
elderly would be especially vulnerable to
heat extremes, compounded by the rapid
increase in Vietnam’s elderly population.

Domestic Trends, Risks, and
Opportunities

Demographic Megatrends

Over the past two decades, Vietnam
cashed in its “demographic dividend”—
the economic growth boost generated by a
bulge in the share of the population of work-
ing age. The dividend is now nearly spent; the
working-age share peaked in 2013 and is now
in decline. Based on United Nations (UN)
projections, the absolute number of people of
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working age will start to fall soon after 2035.
More important, Vietnam reached a turn-
ing point in the size of its older population
in 2015 and will become one of the world’s
fastest-aging societies. The number of Viet-
namese older than 65 years will grow from
6.3 million today to 15.5 million. The share
of the population older than 65 years will
rise from 6.7 percent in 2015 to 14.4 percent
in 2035 (figure O.2), transforming it from a
young to an aged society.

This demographic transformation has
stark consequences. First, the decline in the
working-age population will mean that a key
driver of Vietnam’s rapid per capita growth
will diminish, making human capital deep-
ening and other sources of productivity
growth even more vital for sustaining robust
growth. Second, serious fiscal challenges will
be driven by the rising burden on the pen-
sion and health systems. Third, institutional
arrangements for the provision of care to the
old-age population will quickly become a
major concern.

FIGURE 0.2 The share of population over 65 will more than
double between 2015 and 2035
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Vietnam’s Emerging Middle Class
Vietnam’s rapidly emerging middle class,
also increasingly more urban, will offer
another significant opportunity. Vietnam is a
country of 90 million people, the 14th most
populous on the planet. Its $200 billion
economy is likely to be close to the trillion
dollar mark (in 2015 prices) by 2035, with
more than half the population projected
to join the ranks of the global middle class
with consumption of $15 a day or more in
2011 purchasing power parity (PPP) terms
(figure O.3), compared with 11 percent
today, giving new potency to the domestic
market as a driver of growth.

In addition to being a major opportu-
nity, a rising urban middle class will shift
expectations and bring new challenges. The
majority of that population will aspire to for-
mal jobs and will want to gain high-quality
skills through tertiary education. And the
expansion of wage employment without well-
functioning industrial relations institutions
will expose the economy to the risk of sub-
stantial worker-employer conflict, evident in
the large increase in strikes since 2006. The
urban middle class will also demand greater
political openness and more accountable gov-
ernment, which the existing system would
struggle to meet.

Unfinished Economic Modernization
Agenda and Rising Political Economy
Challenges

Perhaps the biggest and most important
opportunity—necessary for all other
opportunities and to mitigate risks—lies in
completing the unfinished economic mod-
ernization and structural transformation
agenda. Part of this relates to maximiz-
ing the gains from the ongoing structural
transformations that have been a major
contributor to growth since the early
2000s. With agriculture still accounting
for almost half the labor force, and with
significantly lower labor productivity than
in the industry and services sectors, future
gains from structural transformation could
be substantial.
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FIGURE 0.3 By 2035, more than half the Vietnamese population will enter the global middle class
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The transformation from state to
private ownership of the economy is even
less advanced. The state-owned enterprises
and commercial banks continue to inhale too
much oxygen out of the business environ-
ment, undermining economywide efficiency
and crowding out the productive parts of the
private sector. The state also wields too much
influence in allocating land and capital, giving
rise not only to opportunities for corruption
by handing over arbitrary power to officials
but also to heavy economywide inefficiencies.
So, adjusting the role of the state to support
a competitive private sector—led market econ-
omy remains a major opportunity. And while
global integration has advanced well, with
Vietnam embedding itself in global value
chains, the benefits are constrained by the
absence of links with domestic firms.

Many policy actions to grasp these oppor-
tunities are well known. What has been
mostly lacking is follow-up action. It may

well be that the political economy of some
of the needed reforms has become a bind-
ing problem. Reforms are likely to face
greater resistance than in the past, from
interest groups that perhaps have more to
lose now than 25 years ago. And the bene-
fits are more uncertain than they were when
reforms warded off widespread economic
crisis. Deploying homegrown and politically
feasible solutions—a strength of the first-
generation reforms—will remain important
for next-generation reforms.

Aspirations for 2035

By 2035, 60 years after Reunification, Viet-
nam aspires to become a modern, industri-
alized economy—next in a succession of
East Asian economies to have made the
transformative journey to upper-middle or
high-income status. The many achievements
since the launch of the Péi Méi reforms
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have certainly contributed to the ambitious
goals. The strong record of regional peers
such as the Republic of Korea, Singapore,
Malaysia, China, and Taiwan, China—
together with the fear of being permanently
left behind in the region—has further fueled
Vietnam’s ambitions. There is still an inher-
ent desire to “catch up” with the world and
the modern institutional norms of OECD

Aspirations for 2035

countries for living standards, the rule of
law, and creativity, as reflected in the broad
aspirations for 2035 (box O.2). Vietnam
has also signed up to the UN’s Sustainable
Development Goals (SDGs), which set a
comprehensive global development agenda
for the next 15 years and will give more
concrete shape to some of Vietnam’s key
long-term goals.

and executive branches for adequate checks and
balances on the government.

Vietnam’s aspirations may be broadly defined in the
following ways:

e A prosperous society will be at the upper e The National Assembly will comprise full-time

reaches of upper-middle-income status. Its
market economy will be private sector-led,
competitive, and intensively integrated with
the global economy. Modern industries and a
knowledge-based economy, housed in an effi-
cient and well-connected network of modern
cities, will drive growth.

A modern, creative, and democratic soci-
ety will be the driving force for future devel-
opment. The emphasis will be on creating an
open and free environment that promotes
learning and innovation for all citizens, who
will be guaranteed equal access to development
opportunities and the freedom to pursue their
vocations, while fulfilling their responsibilities
without compromising national and communal
interests.

A rule-of-law state will be effective and account-
able. It will clarify the relationship between the
state and the citizenry and between state and
market. It will perform its basic functions effec-
tively, including developing and enforcing legisla-
tion, managing international relations, ensuring
public safety and national security, and ensur-
ing that markets function freely while address-
ing market failures. It will develop strong social
institutions to ensure that the power belongs to
the Vietnamese citizens and protect their right of
pursuing creativity. It will develop clear lines of
responsibilities between the legislative, judiciary,

deputies with the technical capacity and insti-
tutional autonomy to represent the sovereign
people, exercise oversight over the executive,
and pass quality legislation. The judiciary will
similarly be suitably positioned, with autonomy
and strong capacity to resolve disputes in a more
diverse society and economy. The executive will
be well integrated horizontally and vertically,
with clear functions for central and subnational
authorities.

A civilized society will make every citizen and
every political and social organization (the entire
political system) equal before the law. Under-
pinning this will be robust, diverse people’s
social organizations that can exercise fundamen-
tal rights, including the people’s direct demo-
cratic rights and the rights to information and
association.

A responsible member of the global community
of nations will build global alliances and fulfill
global responsibilities for peace and security
while proactively seeking regional and global
opportunities for economic integration.

A sustainable environment will protect the quality
of Vietnam’s air, land, and water. It will build cli-
mate resilience into economic planning, social pol-
icy, and infrastructure investments to reduce the
most severe risks posed by climate change. It will
develop diverse, clean, and secure energy sources.
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The Ninth Party Congress adopted the
phrase “socialist-oriented market economy”
as the official way to describe Vietnam’s eco-
nomic system in April 2001, codified in the
2013 revision of the constitution. The 2011-
2020 Socio-Economic Development Strategy
set forth the objective “to become a basic
industrialized country with the foundation of
a modern and industrial country by 2020.”

Despite broad acceptance, the precise def-
inition of the term “modern and industrial”
economy has not been announced (Tran
2015). While any definition would be arbi-
trary, this report sets forth five specific quan-
titative criteria for meeting that objective:

1. A GDP per capita of at least $18,000 (in
2011 PPP)

2. A majority (over 50 percent) of the Viet-
namese population living in urban areas

3. A share of industry and services in GDP
at more than 90 percent and in employ-
ment at more than 70 percent

4. A private-sector share in GDP of at least
80 percent

5. A score of at least 0.70 on the UN’s
Human Development Index

How well is Vietnam positioned to
become a modern, industrial economy by
2035? Its GDP per capita—at $5,370 (in
2011 PPP) in 2014—would need to grow
at a minimum of 6 percent a year to reach
the $18,000 mark by 2035 (figure O.4).
This would be significantly higher than the
average per capita growth rate of 5.5 per-
cent between 1990 and 2014—and well
above the 3.8 percent average for all mid-
dle-income countries over the same period.
A lower and more feasible (but still ambi-
tious) per capita growth rate of 5.0 percent
(Vietnam’s average over the last 10 years)
would take its GDP per capita to just under
$15,000 by 2035 and put Vietnam on par
with Brazil in 2014, well poised to reach
$18,000 by 2040. A growth path of 7 per-
cent (Vietnam’s aspirational growth target)
would take per capita GDP to $22,200,
roughly the income of the Republic of Korea
in 2002 or Malaysia in 2013. This higher
growth rate would also enhance Vietnam’s

FIGURE 0.4 Income per capita growth scenarios for Vietnam to 2035
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chances of catching up with Indonesia and
the Philippines.

Also in 2035, at least 54 million of Viet-
nam’s 108 million citizens would be urban
residents, almost 25 million more than
today. The urbanization rate, now at around
33 percent, would need to increase 2 percent
a year to meet this target, matching the pace
of the past 20 years. The nonagriculture sec-
tor has grown at twice the pace of the agri-
culture sector since 1990. This 2:1 ratio of
growth rates is also projected over the next
two decades, even with agriculture growing
at its potential 3.0-3.5 percent. That would
ensure a 90 percent share of the nonagri-
culture sector in the economy. The 80 per-
cent private-sector share in GDP, if feasible,
would involve a departure from the past.
With the share of the public sector in GDP
stuck at around 33 percent since the onset of
the Ddi Mdi reforms, this would involve a
more meaningful attempt to restructure the
SOEs (including equitizing bigger chunks of
them) and providing a bigger stimulus to the
private sector.

Thirty years of P6i Méi reforms have
brought many successes. Vietnamese
development aspirations for 2035 are bold
and significant, but the challenges and risks
facing the country are also enormous. In
order to achieve the aspirations, six transfor-
mations or breakthroughs will be essential:

1. Enabling economic modernization with a
productive and globally competitive pri-
vate sector firmly in the lead

2. Building the country’s technological and
innovation capacity for a creative society

3. Managing urbanization and other forms
of spatial transformation to achieve eco-
nomic efficiency

4. Charting an environmentally sustainable
development path with enhanced capacity
for climate resilience

5. Promoting equality and inclusion of the
marginalized groups for the development
of a harmonious middle-class society

6. Building a modern, rule-of-law state with
a democratic society and a fully established
market economy

The six breakthroughs serve as the foun-
dation for realizing the 2035 aspirations, and
may be summarized in three pillars: economic
prosperity balanced with environmental sus-
tainability; equity and social inclusion; and
a rule-of-law state with high capacity and
accountability. The rest of this report is orga-
nized around these three critical aspirations
for 2035. It covers both the feasibility and
challenges of realizing these aspirations under
current conditions and lays out a pathway for
reform to enhance the prospects of meeting the
2035 goals. Details of the six breakthroughs
are presented in Part IT of the final report.
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Pillar 1
Sustainability

Vietnam is on a trajectory of rapid growth.
Past performance has stoked ambitions of
even faster growth over the next 20 years,
and Vietnamese leaders are keen to see per
capita growth accelerate from its average of
5.5 percent since 1990 to around 7.0 percent.
This will require the ratio of gross capital for-
mation to GDP to pick up to around 35 per-
cent (from 31 percent currently) and stay at
that level for at least a decade—and the gross
national savings rate to stay at 35 percent.
But, above all, productivity growth, which
has been on a long-term declining trend, will
require greater attention.

The reform agenda will be demanding,
given that the decline in productivity growth
has been broad based. The government will
need to prioritize reforms with more imme-
diate payoffs such as strengthening the
microeconomic foundations of the market
economy. The reforms with medium-term
impacts would support ongoing structural
transformations and the deepening of global
integration by developing a market-oriented
and commercialized agriculture sector,
strengthening Vietnam’s position in global
value chains, and building more resilient
and credible macroeconomic institutions.
Those with longer-term gestation would seek
to create more robust learning and inno-
vation structures, promote efficient urban
agglomeration, and ensure environmental
sustainability.

Vietnam’s Long-Term Growth in a
Global Perspective

“Catch-up growth”—in which latecom-
ers benefit from investment and transfer
of technology and know-how from richer
countries—has produced extraordinary epi-
sodes of economic success in East Asia and
elsewhere since the end of World War II.

Economic Prosperity with Environmental

Some economies—Ilike Japan, the Republic
of Korea, Singapore, and Taiwan, China—
sustained high growth for some five decades
and were propelled to high-income status.
Others—Ilike Brazil, the Arab Republic of
Egypt, Indonesia, Mexico, and Thailand—
showed promise for two or three decades,
but then became mired in the “middle-
income trap.” China’s ascent, albeit incom-
plete, seems on a trajectory similar to the
first group’s—and to Vietnam’s.

Having grasped the catch-up opportu-
nities, Vietnam is strongly positioned on its
long-term income trajectory relative to its
global comparators. A long-term compar-
ison with China is striking on two counts.
First, growth accelerations in both countries,
although 13 years apart (starting around
1977 and 1990), begin at roughly the same
per capita income of around $1,100 (2005
PPP). Second, 24 years into its growth accel-
eration (2014), Vietnam had kept up with
China over the equivalent period (to 2001)
(figure O.5, panel a).

The story remains broadly similar when
looking at other successful economies (those
with at least a three-and-a-half-fold increase in
per capita income in the first 25 years of their
growth accelerations) and considering a 50-year
period. The starting points for the growth
accelerations were close, with Thailand at
$835 (2005 PPP) at the lower end and Taiwan,
China, at $1,365 at the upper end. About a
quarter century into its growth acceleration,
Vietnam’s position is broadly at par with those
successful economies (figure O.5, panel b).

What happens from here on is even more
important. At roughly 25 years into their
growth accelerations—where Vietnam is
now—the economies that made it into the
high-income ranks pulled ahead of the rest.
The Republic of Korea and Taiwan, China,
maintained their growth records of the first
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FIGURE 0.5 Keeping on course for catch-up: Vietnam and global comparators
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25 years over years 25-50, but Brazil, Egypt,
and Thailand started to see growth rates fall.
Vietnam is thus seemingly at a critical
juncture. Decisions at this stage matter for
meeting long-term income aspirations. If the
country can carry out the reforms to pull up
its GDP growth to its 7 percent per capita
target, it would match the trajectory of China
and by 2035 stand a strong chance of reach-
ing the incomes of the Republic of Korea and
Taiwan, China, in the early 2000s. At the
higher reaches of upper-middle-income sta-
tus, it would be strongly positioned for the
final ascent to high income. It would also
have a stronger chance of catching up with or
even overtaking its middle-income neighbors
such as Indonesia and the Philippines. But if
Vietnam’s per capita growth slips to around
4 percent a year, that will be good enough

only to take its average income close to that
of Thailand or Brazil today, and its chances
of catching up with the neighboring wealth-
ier middle-income countries would be lower.

What will determine Vietnam’s path? Pro-
ductivity is fundamental. Economists gener-
ally agree that countries’ inability to break
out of the middle-income trap (whether or not
they have been growing fast) is almost entirely
attributable to stagnating productivity
(Eichengreen, Park, and Shin 2011; Agenor,
Canuto, and Jelenic 2012). Summarizing the
importance of productivity in development
economics, Nobel Prize-winning economist
Paul Krugman notes, “Productivity isn’t
everything, but in the long run it is almost
everything. A country’s ability to improve its
standard of living over time depends almost
entirely on its ability to raise its output
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per worker.” (Krugman 1994) Here, though,
the story becomes less rosy for Vietnam.

Trends in Productivity Growth:
A Cause for Concern

Behind Vietnam’s impressive growth since
1990 are some worrying signs. Two stand
out in comparing the 1990s with 2000-
13. First, GDP growth was a full percent-
age point lower in the second period (at
6.6 percent) than in the 1990s. While this
slowdown was in part a reflection of the
weaker environment following the 2008-09
global financial crisis, a slowdown in labor-
productivity (output per worker) growth that
started in the late 1990s was also a contrib-
uting factor (figure O.6, panel a). In fact, an
acceleration in labor-force growth prevented

an even steeper decline in GDP growth after
2000. Second, decomposition of labor-
productivity growth in the two periods
shows that, since the early 2000s, the con-
tributions of capital deepening (panel b) and
structural transformation from agriculture
to manufacturing and services (panel ¢) have
picked up markedly. Conversely, growth in
total factor productivity, which accounted
for the bulk of labor- productivity growth in
the 1990s, collapsed in the post-millennium
period, and labor-productivity growth fell in
a majority of the sectors. Labor productivity
actually declined in mining, public utilities,
construction, and finance—all sectors in
which SOEs have kept their dominant role.
Driven by multiple objectives (profit
not high among them) and by distorted
incentives, SOEs have stayed unproductive.

FIGURE 0.6 Productivity growth has been trending downward

a. Labor-productivity growth has been on
a declining trend since the late 1990s.. ..
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Measures of firm-level asset (capital and land)
productivity (figure O.7) and labor produc-
tivity throughout the 2000s capture their
inefficiencies. Despite a long-running (albeit
uneven) SOE equitization process, the public
sector’s presence in production and its control
over factor markets remain pervasive. The
state still retains a majority stake in more than
3,000 SOEs, which account for about a third
of GDP (same as in 1990) and close to 40 per-
cent of total investment. The state sector also
maintains a virtual monopoly (or oligopoly)
in critical sectors such as fertilizer, mining,
utilities, banking, construction, and agricul-
ture. Under growing pressure to restructure,
it has at least sought to ensure that its feeble
productivity does not deteriorate further.
Domestic private enterprise gives even
more cause for concern. Driven by reforms
to first legalize and then facilitate private
enterprise, the private sector grew exponen-
tially after the late 1980s.” But its growing

FIGURE 0.7 Firm-level asset productivity has declined sharply for
the Vietnamese nonpublic enterprise sector
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presence has been marked by worsening
productivity, so much so that there is little
daylight between the productivity of labor
and that of assets in the domestic private
and SOE sectors (see figure O.7). Vietnam-
ese private firms, on average, were using their
assets more productively than their Chinese
counterparts in the early 2000s, but by 2014
their asset productivity had fallen to less than
half that of their Chinese peers. Vietnamese
private firms are overwhelmingly small and
informal, which prevents productivity gains
through specialization and economies of
scale. And the relatively few large domestic
private firms (especially those with more than
300 employees) tend to be even less produc-
tive than the smaller private firms (on both
asset and labor productivity).

What explains these trends, and why do
they differ between the two periods? The
initial pickup in productivity growth in the
1990s reflected Vietnam’s move toward a
market-economy structure and the removal
of many distortions (multiple price con-
trols, production quotas, collectivized agri-
culture, trade and investment restrictions,
and a ban on formal private enterprise).
Most of these restrictions were lifted in
the initial phases of Pdi M¢i, with systems
more friendly to the market and private
sector in place by the early 1990s. These
early steps gave a big boost to productivity
growth across the economy.

But by the end of the 1990s, the productiv-
ity gains had been exhausted and more fun-
damental policy and institutional constraints
started to bind. Two distortions in Vietnam’s
nascent market economy have hurt produc-
tivity growth the most. The first is the grad-
ual commercialization of state institutions
(discussed in more detail under Pillar 3), such
that the narrow commercial interests of those
with connections now dominate and deter-
mine business viability. The innumerable tacit
and explicit preferences handed out to firms
with connections (such as all SOEs, most
foreign-invested firms, and some large domes-
tic private firms) by officials who also give
inadequate attention to economic efficiency
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make it very difficult for many private firms
to thrive, even if they are productive.

Commercialization of state institu-
tions has produced an uneven and partial
approach to market reforms, leading to two
imbalances. In the first, a warm embrace of
markets as the mechanism for resource allo-
cation has coincided with a much more cau-
tious and ambiguous approach to giving up
state control of production and to accepting
domestic private ownership of productive
assets. This has spawned an entrepreneurial
business class within (or closely connected to)
the state rather than outside it and permitted
a continuing heavy presence of SOEs in many
sectors.

In the second, the market embrace has
itself been two-speed. Impressive progress in
liberalizing product markets and integrating
them with the global economy under inter-
national trade agreements has been accom-
panied by a more subdued and muddled
approach to developing and liberalizing fac-
tor markets, as seen in the largely inefficient
allocation of land and capital. For example,
significant assets (land and capital) were
accumulated in the construction, real estate,
and banking and finance sectors between
2001 and 2013, even though these sectors
were among the least productive. Allo-
cations are likely influenced by arbitrary
administrative decisions and connections, at
heavy economic cost—as substantiated by a
considerable literature. A 2008 study finds
that the allocation of bank credit is related
to connections and that the most profitable
private firms do not even attempt to get
bank loans (Malesky and Taussig 2008).
Updating the analysis to 2013, this report
finds that the results hold. Provinces with a
high density of SOEs provide less credit to
private firms and require more time to issue
land-use rights certificates than other prov-
inces (Van Thang and Freeman 2009, for
example). Easier access of SOEs to credit,
land, and export quotas in the garment and
textile sector has reduced the profitability
and viability of private firms (Nguyen and
Le 2005).

Another distortion in Vietnam’s market
economy that has hurt productivity has been
the relative neglect of building critical mar-
ket institutions. The greatest weaknesses are
in those responsible for protecting private-
property rights and ensuring free and fair
competition. These institutional shortfalls
have impeded the emergence of large, com-
petitive, private firms and further discour-
aged small household firms from entering the
formal sector (Malesky and Taussig 2009),
even though switching from informal to for-
mal activity can raise firms’ productivity and
profitability (Boly 2015).

The adverse impact on the performance of
domestic private firms, while unsurprising,
has been substantial. With noncompetitive
and state-controlled factor markets and inad-
equately developed formal market institu-
tions, firms turn to informal institutions and
networks and often find illegitimate means
to enter the market, grow, and become more
profitable (Steer and Sen 2010). There is no
reason to believe, however, that those who
are more adept at garnering political capital
or exploiting connections are also necessarily
better at running businesses.

A Reform Agenda to Reignite
Productivity Growth

The imperative to improve productivity
growth is therefore clear and strong. GDP
growth since the early 2000s has been led
by forces that compensated for weak and
declining productivity growth but are now
reaching their natural limits. Rapid labor-
force growth made up for low and declining
labor-productivity growth economywide.
Large-scale structural transformations off-
set the low and declining labor-productivity
growth at the sectoral level. And an accel-
eration in capital accumulation counter-
balanced the low and declining growth in
total factor productivity. In the next phase
of development, each of these compensatory
factors is projected to have a sharply dimin-
ished impact, exposing overall economic
growth much more to the weak productivity
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trends. Moreover, the global context is
likely to be far less hospitable than before
the global financial crisis.

Vietnam’s advantage is being at an early
enough stage of development to reignite pro-
ductivity growth without compromising its
2035 income objectives. At a similar stage
of development (the late 1970s), the Repub-
lic of Korea saw a major acceleration in its
labor-productivity growth, which is encour-
aging since it suggests that a turnaround in
such growth is possible. But it also highlights
how demanding the agenda for institutional
reforms is. Some of that country’s reforms
launched in the late 1970s and early 1980s—
macroeconomic stabilization, agricultural
modernization, and greater emphasis on com-
petition and market deregulation—strongly
and quite quickly helped improve productiv-
ity growth. But others—in the areas of higher
education, research and development (R&D),
and urbanization—operated with a signifi-
cant lag, having begun many years earlier.

Reforms in Vietnam would need to be not
only comprehensive (given its broad-based
slide in productivity growth) but also care-
fully sequenced with a fixed eye on long-term
growth. The agenda, accordingly, can be bro-
ken down into three broad (and overlapping)
time horizons.

® Reforms with immediate impacts.
Strengthening the microeconomic founda-
tions of the market economy would have to
be the immediate priority, with the payoffs
most significant over the next five years.
This should help stem the declining trend
in productivity growth and, by enabling
greater and more efficient participation of
the private sector, provide a strong growth
stimulus for the next decade or so.

® Reforms with impacts in the medium
term. These would comprise measures
that are also carried out without delay,
but their impact would be felt the most
between years five and ten. These would
aim to support the ongoing structural
transformations and deepening of global
integration (including the capital account)

by modernizing and commercializing agri-
culture, strengthening Vietnam’s position
in global value chains, and building more
resilient and credible macroeconomic
institutions.

® Reforms and investments with impacts
mostly in the long term. These could be
phased in over the next two or three years,
with payoffs expected only with a signifi-
cant lag. They take into account the fact
that the current growth model (supported
by the short- to medium-term reforms) is
likely to start hitting diminishing returns
no later than a decade or so from now, as
the economy reaches the upper-middle-
income level and environmental degra-
dation reaches its limits. The longer-term
focus would be on spurring learning and
innovation, promoting urban agglomer-
ation, and ensuring environmentally sus-
tainable development.

The impacts of the reforms are not mutu-
ally exclusive. Functioning land markets
and strong microinstitutions will be just as
important after a decade as they are in the
next three years, although the short-term
impact will be felt more acutely because of
the current distortions that will get elimi-
nated. Elements of stronger macroeconomic
institutions will be needed in the next two
or three years to ensure fiscal consolida-
tion and greater efficiency of spending. The
environmental agenda can also have some
immediate payoffs through more efficient
pricing systems that internalize environmen-
tal costs.

Reforms with Immediate
Impacts: Strengthening the
Microeconomic Foundations of
the Market Economy

The immediate priorities have to be stronger
microeconomic market-economy founda-
tions. SOE reforms stay an important part of
this agenda, but are no longer enough: creat-
ing better enabling conditions for the private
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sector, such as strengthening market institu-
tions and liberalizing factor markets, takes
precedence.

Strengthening Market Institutions

The evidence is compelling that well-
functioning markets require well-defined
rules of the game, enforced transparently
and predictably. The agenda calls for strong
market institutions whose role is especially
important in the early phases when markets
are underdeveloped and small distortions can
have amplified effects. The emphasis in Viet-
nam will have to be on enforcing competition
policies and ensuring the security of property
rights. Restructuring the SOE sector and
leveling the playing field for all enterprises—
private or public, domestic or foreign—is
an important part of this agenda (discussed
under Pillar 3).

Liberalizing Factor Markets

Vietnam’s financial sector is still relatively
underdeveloped, with the banking sector
saddled with deep-seated structural prob-
lems and capital markets still in their infancy.
Land markets are even less developed and
complete. Moreover, as noted, state influ-
ence on credit and land allocations seems
excessive, leading to significant economic
inefficiencies. Labor market regulations are
less onerous (Pillar 2), but even those are not
free of policy concerns. The hg khdu house-
hold registration system (which, among other
problems, impedes rural-urban migration) is
less burdensome than in earlier years but still
imposes efficiency costs (Pillar 2).

Building Financial Markets

The financial sector has expanded rapidly since
the early 1990s, but still has wide scope to take
on an even bigger role. It has done a reason-
ably good job of mobilizing savings but fallen
short in allocating credit to its most productive
uses and providing an inclusive payment sys-
tem. Much of the lending, especially by state-
owned commercial banks, has gone to SOEs, or

increasingly to private companies with connec-
tions, crowding out lending to productive seg-
ments of the domestic private sector. Financial
inclusion has increased since the early 1990s,
but remains an issue for less well-off Vietnam-
ese, especially those in rural areas.

The banking sector is struggling, having
taken a big hit after the global financial cri-
sis toppled the real estate market (where the
banks had heavy exposure). Banks’ average
return on assets has fallen steeply since the
crisis (from 1.8 percent in 2007 to 0.5 per-
cent in 2012). Their reported nonperforming
loans (NPLs) have risen and are generally
considered understated. And their provi-
sions are lower than in middle-income peer
countries in East Asia. Many of the NPLs
and restructured loans are related to SOEs.
Moreover, cross-ownership of banks by each
other and by enterprises (including SOE:s)
remains significant. Compliance with Basel
Core Principles is improving but still low, and
many banks lack Basel II’s capital require-
ments for market and operational risks—
even as the country looks to move toward
Basel III. On-site inspections, particularly
of the state-owned commercial banks, have
been limited, and consolidated supervision
of banks is lacking. Off-site monitoring also
needs to be improved.

Three items are on the agenda for the
financial system over the next 20 years.

Reducing the risk of major financial crisis.
Vietnam’s response to potential financial cri-
ses could be accelerated if the government
strengthens the National Monetary Advisory
Council. The council could meet regularly,
supported by a dedicated technical team to
provide timely reports and drafts of notifica-
tions and instructions to banks. Information
on the financial system could be improved
by better off-site data and supervision from
the State Bank of Vietnam (SBV). Improving
the capacity for crisis management and the
framework for bank resolution will improve
the crisis response in the event of illiquidity
or insolvency in the banking sector. This
could be further strengthened by firming the
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resources of the Deposit Insurance of Viet-
nam (DIV) and legally enabling it to under-
take a purchase and assumption transaction
of failed banks’ assets. This measure would
require both a gradual shift in the DIV’s
funds from banks to government debt and
legal changes that permit the government to
borrow from the SBV on behalf of the DIV
in large crises, under well-defined conditions.

Developing a larger, more diverse, sta-
ble financial sector. This requires steadily
increasing bank capital and developing the
broader financial sector. The first chal-
lenge is resolving the large NPL overhang in
banks. A good starting point would be con-
fidential audits (including operational audits)
by reputable international firms and strong
application of prudential norms, without
regulatory forbearance. For banks deemed
sound and viable, NPL resolution would
involve direct sales of collateral related to the
NPLs and transfers of NPLs and collateral,
under a more robust legal framework, to a
strengthened Vietnam Asset Management
Company for management, recovery, and
sale. The banks deemed insolvent would be
closed, merged with viable banks, or sold
(either directly or through the company).

Improving future performance in the
banking sector will depend on better
enforcement of improved regulation and
supervision of risks taken by banks (with
closer attention to state-owned banks) and
by other sellers of assets such as insurance
and pension firms. One major improvement
would be to apply macroprudential supervi-
sion and better off-site supervision. A second
would be a gradual shift toward interna-
tional regulatory and accounting norms.
Moving toward Basel III would mean higher
requirements for capital, including capi-
tal for market and operational risks, and
reduced incentives for excessive risk-taking
by banks (in a context where some banks
are struggling to meet even Basel II require-
ments). Third would be to gather more
information on business groups, which
could help reduce connected lending.

Deepening the capital markets (starting
with the market for government debt) will
also need changes to the legal and account-
ing frameworks to bring them in line with
international standards. That would make
foreign investment through the capital mar-
ket more attractive. As in most developing
countries, developing contractual savings
institutions (such as insurance companies)
has only begun in Vietnam, but their role
will increase over the next 20 years as the
economy modernizes. Generating investor
interest in insurance companies will depend
on improved clarity of company accounts,
compliance with international accounting
and reporting standards, improved corporate
governance, and a strengthened Insurance
Supervisory Authority.

Increasing financial inclusion. Vietnam
has done fairly well in lending to individu-
als' relative to other lower-middle-income
countries, but not as well in deposits and
remittances.!! Remittances in Vietnam
tend to go through financial institutions,
with much less use of mobile phones and
money-transfer operators. Alternative uses
of mobile phones would improve financial
inclusion in remittances and deposits at
lower cost. Although Vietnam would need
major changes in regulation—for finance and
telecommunications—this approach would
take advantage of the country’s large num-
ber of mobile phone subscriptions. A good
international example is Kenya’s M-Shwari,
which launched in 2012, and by end-2014
had 9 million accounts, total deposits of
$45 million, and outstanding loans of nearly
$18 million—and its deposit holders can
apply for short-term loans. Financial inclu-
sion in Vietnam would also require higher-
quality credit information on borrowers.

Developing Land Markets

Land, according to the Vietnamese consti-
tution and law, is owned by the public and
managed on its behalf by the state. Land-
use rights for specified periods are issued to
individuals, who are allowed under the law
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to transfer these rights to other individuals.
The state may take back the land and annul
the rights in the national interest, based on
compensation according to law.

The overall legal framework for individual
rights to land use is subject to the interpre-
tation of numerous overlapping laws, and
its implementation is equally riddled with a
plethora of implementing regulations and
overlapping mandates. This is just at the
national level—provincial and municipal
administrations issue their own instructions
on land use and transfers.

The markets for trading land-use rights
are, in effect, missing (Cung 2015). Func-
tioning primary markets for land-use rights
are virtually absent. The role of the markets
is played by state agencies, often using ill-
defined administrative procedures. And the
“price” for issuing land-use rights bears lit-
tle resemblance to a true market-determined
price.

Secondary land markets, more prevalent,
operate under multiple constraints. Mar-
ket mechanisms are rarely deployed in cases
involving reclassification of land use from
agricultural to nonagricultural land. In such
cases, land-use planning decisions by local
administrations (and not demand-supply
conditions or local preferences) determine
the reclassified purpose of land use. More-
over, the “seller” or the individual giving up
land-use rights, often a farmer, is unlikely to
receive fair compensation: the benefit from
the transaction is mostly captured by the
local government and by the “buyer,” who
often receives the land at prices below what
a functioning secondary land market would
have produced.

The missing land markets are problematic
from several angles. For one, their absence,
alongside weak property rights, fosters a
patronage-based business model.'> Their
lack undermines efficiency in other ways,
too. A land-use right holder who would like
to change land use to a more rewarding eco-
nomic activity will find the administrative
costs high, often prohibitively so, and the
processes time-consuming. The lack of land

markets also creates distortions in urban-
ization patterns (see the later section “Using
Cities to Power the Drive to Modernity and
Industrialization”). The development of
transparent and functioning land markets,
therefore, is an important and urgent policy
priority.

Reforms with Impacts in the
Medium Term: Managing
Structural Transformations and
Deepening Global Integration

The medium-term emphasis will have a
threefold focus. First is modernizing and
commercializing agriculture, which engages
almost half the workforce in a country
almost 70 percent rural. Second is strength-
ening participation in global value chains
to maximize the chances of strong produc-
tivity gains, given the heavy and probably
increasing reliance on external markets. And
third is building more resilient and credi-
ble macroeconomic institutions, which will
become more critical with the impending
demographic shifts, huge spending needs in
infrastructure and social sectors, and greater
capital account integration with the global
economy.

Modernizing and Commercializing
Agriculture

A move to industrialize more deeply and
modernize services is not incompatible
with a sharp focus on agriculture. The sec-
tor is—and will remain for the foreseeable
future—an important area of Vietnam’s
comparative advantage, and will have to
perform at its high potential to support eco-
nomic modernization.

While the agricultural sector has pro-
gressed enormously since the late 1990s,
emerging concerns over the quality and
sustainability of its growth model require
immediate policy attention. Sectoral labor
productivity remains much lower than in
comparator countries, despite rapid gains
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since the 1990s. The fragmented, smallholder-
dominated character of the sector with heavy
state involvement contributes to this outcome.
Another important factor is the dominance of
rice in its use of the best land and much of
the country’s irrigation capacity. Economic
issues include low smallholder profitability,
heavy underemployment among agricultural
workers, uncertain food safety, low value
addition, price-discounted commodities in
international markets, gaps in multimodal
farm-to-market connectivity, limitations in
storage and cold-chain logistics, and limited
technological or institutional innovation. And
some agricultural growth has come at the
expense of the environment.

Agriculture is at a turning point. Major
opportunities will be in domestic, regional,
and international markets, yet the sector will
no longer be able to compete on the basis of
low-cost, labor-intensive natural-resource
use. The sector will also face growing domes-
tic competition—from cities, industry, and
services—for labor, land, and water. Future
growth will depend on increased efficiency
and innovation.

Change is also needed in the structural
patterns of production and supply-chain
organization, which are highly fragmented,
with limited collective action at farmer level
and weak vertical coordination. This frag-
mentation has contributed to unnecessary
transaction costs, unrealized economies of
scale in certain functions, and poor incen-
tives to produce and maintain higher-quality
produce and raw materials. Similarly, change
is warranted in the “state management”
model—that is, in the technical and regula-
tory services provided by the state, in public
investments and expenditures in the sector,
and in the policies applied to foster farmer
and agribusiness investment. Demand-
driven agriculture needs flexibility. It cannot
be centrally planned.

If Vietnam’s agriculture follows global
patterns, it will see two transformations.
The first will modernize production meth-
ods, change the patterns of land use (such as
less rice, more value-added crops, and more

livestock), and increased collective action in
organizing farm services. The second will
modernize the agro-food system by process-
ing agricultural commodities (crops, live-
stock, and harvested fish) into value-added
food products.'3

Signs of these shifts are already emerging
in some areas or corridors in the agro-food
complex. But how efficiently these processes
occur, how inclusive they are, how disruptive
they are, and whether they follow a straight
or convoluted path will depend heavily on
public policy.

For example, the government could facil-
itate a more vibrant market for agricultural
land and support farmer shifts from rice
monocropping to mixed cropping, includ-
ing livestock and aquaculture or other forms
of specialization. It will want to deploy
regulations, incentives, and facilitative
services—combined effectively—to stimulate
and monitor a “greener” agriculture and a
system for food safety and consumer protec-
tion that inspires confidence. Supply chains
capable of tracing the movement and physical
condition of perishable products—Ilike fro-
zen fish from an origin in the Mekong Delta
to a consumption market in Western Europe
or North America—would contribute to
strengthening both trade competitiveness and
food safety. There will be greater demand for
information and for technical and financial
instruments, to better manage risks associated
with agriculture. The government will need
to facilitate these types of services. Improved
educational and vocational training services,
for instance, will quicken the adoption of
improved farm and post-harvest technolo-
gies. Creating and maintaining a favorable
environment for agroindustrial and agribus-
iness investment and operations will also be
critical for adding value to food products and
rebranding them for quality and sustainabil-
ity. Vietnam can draw on and adapt to many
international examples of good practice.

The government has played a major and,
in some areas, leading role in the past devel-
opment of agriculture. Some of its functions
—including land-use planner, farm manager,



OVERVIEW

27

commodity trader, and technology supplier
—will be less important or even detrimental
as agriculture moves toward a more flexible,
market-driven, and knowledge-based system.
The government can undertake less direct
investment in agriculture if it promotes pri-
vate agricultural services and facilitates pri-
vate investment efficiently, including through
public-private partnerships. That should free
resources to achieve excellence in applying
environmental, phytosanitary, animal health,
and food-safety regulations. The government
will, though, have a continuing role in sup-
porting farmer organizations, in maintaining
rural infrastructure and other elements that
influence farmer and agribusiness transaction
costs, and in coordinating their activities.

Leveraging External Trade
Opportunities

Vietnam has gained much from external
trade. Deepening its participation in global
value chains (GVCs) has given it a real head-
start over other emerging market competi-
tors for the potentially even more rewarding
opportunities from proposed multi- and
bilateral free-trade agreements, such as the
TPP. Not only is Vietnam’s export basket
much bigger than before, it is also much
more diversified, reflecting a transition from
exporting primary commodities to low- and
medium-tech manufactured goods (apparel,
furniture, and footwear), and then to more
sophisticated products (machinery and
electronics).

Growth in service exports, however, has
been lackluster. Nor does the current GVC
model in Vietnam fully exploit the opportuni-
ties. It relies heavily on foreign-invested firms
operating final-stage assembly operations,
with limited backward links to domestic
suppliers in key manufacturing activities and
little transfer of technology between foreign
and local firms, which often lack the capac-
ity to absorb higher technologies or jump to
more sophisticated tasks or value chains. A
striking feature of Vietnam’s export-oriented
manufacturing operations is the relatively

high value of imported components going
into final assembly—an estimated 50-60 per-
cent for garment and footwear exports, for
example. Most accessories and parts going
into the export-oriented production of smart-
phones and tablets also come from abroad.

So, while retaining final-assembly pro-
duction for large-scale job creation in man-
ufacturing (at least in the medium term),
Vietnam could simultaneously deepen the
participation of domestic suppliers into the
final-assembly process by developing more
comprehensive networks of dependable tier-1
and tier-2 suppliers, as China has done.
This may better position it to begin moving
into more sophisticated products in existing
GVCs, increasing the value-added share in
existing GVCs by moving into more sophis-
ticated tasks, and shifting into new supply
chains with higher value-added shares.

Reforms would first promote competitive
private firms capable of establishing production
links with foreign-invested firms. The key to
moving up the value chain in each of the early
industrializers in East Asia has been a vibrant
domestic private sector. Eventually, as Viet-
namese firms absorb know-how and become
globally more competitive (through technolog-
ical upgrading and scale economies), the coun-
try could aim for some of its firms to be at the
head of GVCs, where returns are far higher.
Apple, for instance, retains more than 45 per-
cent of the wholesale price of a new iPhone as
gross profit."* Samsung (Republic of Korea),
Huawei (China), and Tata Group (India) are
other examples.

The second policy imperative is to develop
a modern service sector, a critical input for
manufacturing, especially on the export side.
This is one area where Vietnam lags behind
its competitors. The absence of a functioning
modern financial sector is a major handicap.
Lack of access to early-stage financing limits
the development of a dynamic entrepreneur-
ship start-up ecosystem. Insurance, telecom-
munications, and transport and logistics are
also lagging. This gap will be felt even more
as Vietnam climbs GVCs and as the value
content of its trade goods rises.
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TABLE O.1

Service activities such as R&D, design,
and engineering should be developed as a
way of upgrading participation in GVCs
(see the section “Spurring Learning and
Innovation to Sustain Rapid, Long-Run
Growth”). Modern services are also a direct
source of exports, growth, and job creation.
If the country can upgrade its human capi-
tal base and its information and communi-
cations technology (ICT) infrastructure and
connectivity, it can become a regional pow-
erhouse in IT-enabled sectors.

Regulatory reforms will be essential to
energize services. Foreign ownership restric-
tions in strategic services such as bank-
ing, telecommunications, media, electricity
transmission and distribution, road freight,
rail transport, air transport, and port oper-
ations are either prohibitive or much more
onerous in costly approvals than they are in
comparator countries (World Bank 2012).
The restrictions need to be rationalized and
eased, allowing market mechanisms to pre-
dictably allocate investment among domestic
and foreign investors alike. Addressing gaps
in dispute resolution is another priority. For-
eign service firms are wary of the legal sys-
tem, and often specify dispute settlement by
arbitration in such jurisdictions as Singapore.
Vietnam can also be more proactive in engag-
ing partner countries to lower the barriers to
service trade within ASEAN.

Finally, as Vietnam integrates more fully
and profitably into GVCs, it can also boost its
connectivity. Firms that participate in value
chains need to move goods across borders
cost-effectively and reliably, in order to keep
inventory carrying costs low and comply
with the strict requirements of lead firms for

Logistics Performance Index rankings

on-time delivery. Connectivity has three key
attributes, each requiring policy attention.

Institutional connectivity. The “software”
side of things includes trade facilitation,
structural and regulatory reforms, and
transport and logistics facilitation. Vietnam
performs relatively well on the World Bank’s
Logistics Performance Index (LPI), ranking
48 among 160 countries on the overall rat-
ing and the highest among the lower-middle-
income countries (table O.1), although still
lagging regional upper-middle-income coun-
tries such as China, Malaysia, and Thai-
land. Its rankings have improved since 2007
across the board, except for customs proce-
dures.!S Health and sanitation performance
standards inspections are underperforming,
below Vietnam’s ASEAN peers.

Physical connectivity. A well-connected coun-
try has abundant and high-quality physical
infrastructure, especially international gate-
ways and multimodal interfaces, including
ports, airports, road and rail links, as well as
ICTs. It also includes energy, which is vital to
the continued success of manufacturing firms,
and can be traded among neighboring coun-
tries. Vietnam comes out well on the infra-
structure component of the LPI ranking (44),
but many transport aspects require attention.

Current modes are overloaded in and
around the major economic clusters and these
do not connect well to each other or to major
trade gateways, reflecting lack of coordination
to develop economic zones and transport cor-
ridors (World Bank 2013). Key issues include
poor road conditions (see the section “Using
Cities to Power the Drive to Modernity and

International

Logistics quality and

Overall LPI Customs Infrastructure shipments competence Tracking & tracing Timeliness
Vietnam, 2007 53 37 60 47 56 53 65
Vietnam, 2014 48 61 44 42 49 48 56
China, 2014 25 27 26 10 32 23 31
Malaysia, 2014 28 38 23 22 35 29 36
Thailand, 2014 35 36 30 39 38 33 29

Source: World Bank’s Logistics Performance Index (LPI).
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Industrialization”), grossly underdeveloped
freight-rail and inland-waterway infrastruc-
ture, and supply-demand mismatches in
deepwater maritime port infrastructure.'®
Although expressways require further invest-
ment, transport expenditures need to be rebal-
anced from road transport (the most costly
form of domestic freight transport) to mul-
timodal facilities (for handling and storing
goods in high-capacity warehousing) to take
advantage of more cost-effective modes such
as rail and inland waterways. Rebalancing
from capital to maintenance expenditures in
transport is also needed.

People-to-people connectivity. The third
attribute refers to ease of movement of
people across borders (for service provi-
sion, education, and tourism). Vietnam has
abolished caps on the number of foreign
workers that foreign firms can hire, and has
new procedures for them to obtain work
permits. Managers, executives, and special-
ists who enter the country as intra-corporate
transferees are allowed to stay for an initial
three years, subject to extension. But there
is still wide scope to better meet global
businesses’ need to bring in specialist inter-
national staff.

Developing institutions for
Macroeconomic Management

Stability of aggregate price levels, predict-
ability of relative prices, and sound man-
agement of public resources are all critical
for efficient domestic markets and long-term
competitiveness. Vietnam has had episodes of
high inflation, and public and publicly guar-
anteed debt has built up fast. The efficiency
of public expenditure has also been low in
several key areas (World Bank and Ministry
of Finance of Vietnam 2015), while coordi-
nation between the main institutions of mac-
roeconomic management, both at the center
(Ministry of Finance, Ministry of Planning
and Investment, and the SBV) and between
central and provincial governments, is rela-
tively weak. Resolving these emerging issues

and meeting the anticipated needs of a more
open and sophisticated economy require sus-
tained investments in resilient, credible, and
well-coordinated institutions for macroeco-
nomic management.

Managing Monetary Policy

Some of Vietnam’s peers pursue very different
monetary policies but still follow sound prin-
ciples. Chile, the Republic of Korea, South
Africa, and Thailand pursue more classical
inflation-targeting strategies, while Singapore
maintains low and stable inflation by tightly
managing its nominal effective exchange rate.
Their central banks have been assigned price
stability as the primary mandate. An opera-
tionally independent decision-making body,
following a transparent framework, con-
ducts monetary policy. Decision makers are
responsible to the government for fulfilling
their mandate, and they use comprehensive
model-based monetary and economic analy-
sis to assess the policy stance and communi-
cate their decisions.

The central lesson for Vietnam is that it
needs to overcome the current multiplicity of
objectives for the SBV (Brand 2015). To do
this, the Vietnamese authorities can further
develop the SBV’s close management of the
exchange rate or, preferably, focus on domes-
tic inflation. Both options require a clear
price stability mandate and swift develop-
ment of operational and analytical capabili-
ties of SBV staff. The SBV could assign the
conduct of monetary policy to an operation-
ally independent Monetary Policy Commit-
tee, which requires that a host of analytical
and organizational aspects be resolved first,
including requirements for appointing com-
mittee members, frequency of meetings, brief-
ing requirements, structure of policy debate,
and external communication. In taking mon-
etary operations further, an operational tar-
get consistent with monetary policy will need
to be chosen, and monetary instruments will
need to be market oriented. Having a sound
framework for managing liquidity and fore-
casting items on the central bank balance
sheet is also crucial.
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The SBV could pursue price stability to
help safeguard macroeconomic stability if it
had more operational independence. But cen-
tral bank autonomy goes hand in hand with
transparency and accountability. Stipulating
regular external reporting to political stake-
holders and the public could ensure the SBV’s
accountability for its mandate. And to ensure
that the conduct of monetary policy is unob-
structed by concerns about fiscal dominance,
the SBV would need to be prohibited from
quasi-fiscal operations.

Vietnam thus needs to reduce the SBV’s
myriad objectives and strengthen its oper-
ational and research capacity. The current
low-inflation global environment provides an
opportunity for getting the monetary policy
framework right before global monetary con-
ditions tighten.

Strengthening Budgetary Institutions

The expected economic and social transfor-
mations over the next 20 years will give rise
to complex fiscal challenges. Deeper global
integration and further transition to a market-
based economy will increase exposure to
macroeconomic shocks and volatility, under-
scoring the importance of prudent macrofis-
cal management to maintain fiscal buffers to
cope with shocks while ensuring a sustainable
debt trajectory. Vietnam will also have to
manage the transition from accessing mostly
concessional external financing to relying on
domestic and global capital markets to meet
its fiscal financing needs. While broadening
the scope of funding sources, this will inten-
sify refinancing, interest-rate and exchange-
rate risks, and expose the country more
directly to the scrutiny of global capital mar-
kets and private creditors, placing additional
demands on prudent fiscal management and
transparency, and the country’s creditworthi-
ness more broadly.

The fiscal system will also be asked to
adjust to profound social changes, particu-
larly to accommodate the emerging demands
of an aging population and a rising, increas-
ingly urban middle class (Pillar 2). These
trends reinforce the importance of a budget

process that prioritizes sound spending and
aligns fiscal resources to evolving social
needs. They also emphasize the more self-
reliant and autonomous model of subnational
and municipal finances.

As Vietnam embarks on the next phase of
budgetary reforms, the interlinkage between
fiscal policies and institutional arrangements
will become even more important, pointing
to four key reform priorities.

Maintaining fiscal discipline and rebuilding
resilience to domestic or external shocks
(or both). Public and publicly guaranteed
debt, having increased rapidly over the past
few years, now exceeds 60 percent of GDP.
While the risks of acute debt distress remain
manageable, fiscal buffers to handle future
macroeconomic shocks are wearing thin, a
matter of concern given rising vulnerabilities,
including those potentially emanating from
contingent liabilities associated with SOE
debts (at about 50 percent of GDP).

Strengthening macrofiscal management
requires three main institutional measures.
First, a credible fiscal consolidation plan,
institutionally anchored in a medium-term
budget framework, is crucial to stabilize
and then gradually reduce public debt. Sec-
ond, the budget should be more compre-
hensive, since many fiscal and quasi-fiscal
activities are not yet reflected in the core
budgetary sphere.!” Third, the government’s
debt-management function will have to be
upgraded to enhance the coordination and
consolidation of debt-management respon-
sibilities, which remain fragmented across
functional departments in the Ministry
of Finance, the Ministry of Planning and
Investment, and the SBV.

Mobilizing resources for development. A
fair, transparent, and efficient tax system
that minimizes distortions and generates
adequate revenue for the budget is crucial.
Vietnam’s current revenue to GDP ratio—
about 25 percent on average over the past 10
years—is commensurate with its income. But
its continuing economic transformation will
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shift the revenue potential of different taxes,
which tax policy needs to accommodate.

For example, trade-related revenue (about
10 percent of total revenue) will decline
sharply due to commitments under free-
trade agreements. In contrast, the revenue
potential of personal income tax is expected
to rise as wage employment formalizes. Effi-
cient land and property taxes could become
a more important revenue source, especially
locally, and strengthen incentives for more
efficient land use. Tax-policy reforms need
to be accompanied by further moderniza-
tion of the tax administration, based on
risk-based compliance management and
modern technologies (including e-filing).
Environmental taxes should play an increas-
ing role, not only from a fiscal perspective
but also to encourage energy efficiency by
reflecting the costs of externalities from
natural-resource use.

Improving strategic allocations of resources
and service delivery. The fiscal system will
need to cope with aging-related expendi-
tures in the pension and health systems.
And demands of a growing urban popula-
tion will require smart investments in urban
transport, solid waste management, water
and sanitation, and health and education.
The focus will have to be on adjusting the
composition of spending and enhancing
its allocative and operational efficiency, by
instituting a clearly articulated fiscal strat-
egy underpinned by a robust, multiyear
budget framework, as envisioned in the
Budget Code amendments adopted in 2015.
Incorporating performance information and
regular spending reviews in budgetary deci-
sion making could also inform allocation
decisions and help in strategically realigning
public spending.

Reforms of intergovernmental fiscal
relations should continue to empower
local authorities to respond to local needs,
financially and administratively, while
strengthening accountability mecha-
nisms and performance incentives. Mea-
sures could include clarifying expenditure

responsibilities, expanding revenue auton-
omy, and putting in place a prudent frame-
work for municipal borrowing while
strengthening interjurisdictional coordina-
tion across provinces.

Enhancing information management. A
final priority relates to developing robust
monitoring and evaluation systems, for fis-
cal policy to be guided by evidence-based
decision making. This is the direction taken
by most rising middle-income economies,
especially in Latin America. Vietnam has
invested heavily in its public financial man-
agement system and capabilities, strength-
ening basic transaction-related controls and
capturing data more efficiently. Yet frag-
mented organizational responsibilities ham-
per full use of these systems for timely and
comprehensive reporting and the disclosure
of key fiscal information. Beyond techno-
logical changes, organizational and process
changes may be required to ensure that
financial and nonfinancial data are shared,
processed, analyzed, and used well in deci-
sion making.

Reforms and Investments with
Impacts in the Long Term:
Developing an Innovation-
Driven, Urban-Based, and
Environmentally Sustainable
Economy

Structural transformation is unlikely to
be as rewarding after Vietnam reaches
upper-middle-income status (around the end
of the 2020s at its current pace). The returns
from adapting imported technology and
know-how will diminish. And the exploit-
ative use of natural resources will cer-
tainly reach its limits. These checks require
policy makers to make critical choices in
three areas with longer-term gestations—
developing an innovation-driven economy
that is housed in modern, efficient, and com-
petitive urban structures and is environmen-
tally sustainable.
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Spurring Learning and Innovation to
Sustain Rapid Long-Run Growth

Developing an innovation-driven economy
will demand an unambiguous commitment
to cultivating and upgrading a dynamic pri-
vate sector. It will also demand far-reach-
ing reforms in the education and training
systems for generating higher-order human
capital. And more generally, it will demand
a competitive societal climate that values
openness to new ideas and stimulates risk
taking and technology upgrading. All three
were critical to the rapid growth of Japan,
the Republic of Korea, and Singapore—
examples that Vietnam holds up for its own
growth ambitions.

Vietnam’s national innovation system
is weak and contributes little to output or
growth. Still missing is a critical mass of
dynamic and innovative firms that provides
the demand side for innovation. Moreover,
firms’ capacity to adopt and carry out new
research is underdeveloped. Also largely
absent are longer-term strategic views on
firm and product upgrading and the human
resources necessary for innovation. These
needs reflect the lack of competition in prod-
uct markets and the low capabilities of firm
managers (Bloom and Van Reenen 2007;
Maloney and Sarrias 2014).

On the supply side, research institutes and
universities provide too little research, and
what is produced is mostly deficient in qual-
ity and relevance. Too few domestic knowl-
edge institutions produce human capital
with truly world-class skills and knowledge.
The research and graduate (PhD) training
systems are separate, so the virtuous cir-
cle where good research in universities also
produces high-quality PhD holders barely
functions in Vietnam. Government funding
for R&D is spread thinly across more than
600 small government research institutes that
produce very little valuable output. The allo-
cations, small and fragmented as they are,
are abstractly linked to meeting high-level
socioeconomic goals in long-term govern-
ment planning documents. It is seldom clear
what government-funded R&D’s concrete

contribution to these goals is supposed to be,
and it is nearly impossible to measure success
(or lack thereof). There are few links between
universities or think tanks and the private
sector. And the separate systems for research
institutes and research universities creates
duplication, inefficiencies, and dispersion of
scarce resources.

Impressive gains in access to higher edu-
cation have been made, but a long agenda
remains. Tertiary education fails to meet
demand for high-quality degree programs.
Public universities are hampered by a lack
of de facto autonomy, which impedes set-
ting or changing curricula without external
approval, raising adequate revenue, or devel-
oping full-time, high-quality faculty. Faculty
salaries (tightly regulated for public institu-
tions) are inadequate, limiting the talent that
universities can draw on and obliging staff to
take multiple teaching jobs, often at different
institutions. Private universities have more
freedom to set their curricula and tuition lev-
els, but cannot expand enrollments to match
student demand.

A more consistent partnership between the
government and the private sector is needed,
as is greater ambition in reforming the uni-
versity and research system. If improvements
begin now, the system can be strong as the
need for it grows. Today, few firms are fun-
damentally held back by the lack of indige-
nous R&D capacity, but as firms become
more knowledge-intensive, they will be.

Placing Enterprises at the Center of
Innovation

SOEs are sheltered from competitive pres-
sures by government support, which applies
minimal pressure on them to innovate and
remain dynamic, so the SOE restructuring
agenda in Pillar 3 is relevant here. Foreign-
invested firms have the option of outsourcing
their R&D production to countries with more
developed science and technology systems.
But spillovers within Vietnam from R&D
carried out in such firms are weak, ham-
pered by the generally low level of absorptive
capacity of Vietnamese firms and concerns
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about security of intellectual property rights.
The response requires improving the firms’
absorptive capacity and securing intellectual
property rights. Domestic private enterprises
are either too small to need innovation or are
so preoccupied by the business environment
that the paucity of innovation capacity is not
holding them back. (The reform agenda to
tackle this challenge was seen earlier in the
response to the obstacles faced by the domes-
tic private sector.)

Improving Enterprise Capacity for Techno-
logical Learning

The emphasis here will be on helping firms
improve their capacity for “technological
learning,” to know how to use processes
and technologies for production that are
in use elsewhere but new to Vietnam. This
gradual process gives an advantage to the
fastest-learning firms and readies them to
seek frontier knowledge, new to the world.
A broad system of firm extension paired with
private-sector organizations, such as cham-
bers of commerce and banks (as in Japan and
Singapore), can help identify high-potential,
high-growth firms that may merit further
support. As firms become more sophisticated,
they need higher-order and more tailored
knowledge from universities and government
research institutes. They also need a mar-
ket-driven system of venture capital/private
equity to finance high-risk and high-return
innovation activities.

Ensuring Relevant Skills and Knowledge
Raising the quantity, quality, and rele-
vance of research, knowledge production,
and advanced training of human capital—
while creating and deepening connections
to global knowledge networks—requires
the government’s research institutes, and
especially its higher education institutions,
to achieve a new dynamism in teaching and
research. The reform path includes many of
the same elements that other countries have
successfully used:

e Investing more in producing research,
knowledge, and advanced human capital

¢ Evaluating the quality and relevance of all
research outputs and related activities

e Rewarding the best and most productive
researchers through merit- based alloca-
tion and awarding them enough resources

e Balancing the promotion of basic research
and thematic research on national
priorities

e Uniting the research and university-based
graduate education systems and build-
ing strong domestic graduate education
through strong PhD programs

e Accessing the global knowledge frontier
through international links

Continuously Improving the Quality and
Relevance of Skills

Improving the quality and relevance of skills
in the labor force calls for greater responsive-
ness and dynamism in tertiary education—in
four areas. First, workers should raise their
skills by completing more and better educa-
tion in a wider range of economically useful
disciplines, entering firms as lifelong learners
to stay current with the leaders in their sectors
and industries. Second, students would see an
expanding range of choices of high-quality,
relevant degree programs, as externally deter-
mined enrollment quotas would disappear
when a greater range of providers compete
to give potential students the best programs
at the best prices. Third, private universities
and colleges would proliferate as tuition caps
are lifted and those institutions that best meet
the needs of students are allowed to easily
expand. As part of this, financial aid would
become routinely available to qualified but
needy students so expansion does not harm
equity. And fourth, information systems
would provide aspiring students with essen-
tial facts about each university or college,
such as the employment success of graduates,
their salaries on graduation by degree pro-
gram, and faculty qualifications.

Using Cities to Power the Drive to
Modernity and Industralization

By enabling agglomeration economies, cities
enhance productivity and spur innovation
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and economic diversification. Rising popu-
lation and economic densities enable savings
in transport and communication costs, lead
to frequent interactions, enable finer spe-
cialization and knowledge spillovers, and
heighten competition in product and labor
markets. Cities create viable markets for spe-
cialized business services, freeing firms to
focus on their core competencies and take
creative ideas to commercial scale. Cities are
also instrumental in matching skills with job
opportunities, and density allows for an inte-
grated “thick” labor market. Just as many
Indian children who grew up to become soft-
ware engineers lined up to move to Banga-
lore, a flourishing Ho Chi Minh City can help
Vietnamese children find the firm that wants
them—and will pay for their skill set.
Evidence from today’s developed countries
and rapidly emerging economies substanti-
ates the tight link between economic devel-
opment and urbanization fairly conclusively
(figure O.8). No country in the industrial age
has sustained economic development without
rapid urbanization. International evidence

FIGURE 0.8 Urbanization in Vietnam appears to be on a path as
strong as in the Republic of Korea and in China
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suggests that doubling a city’s population
raises its productivity by 5 percent.

Over the past three decades, Vietnam has
undergone an extensive urban transformation
that has driven its structural transformation
and economic development. In 1986, Vietnam
had fewer than 13 million urban residents; it
now has 30 million of them, and urban areas
contribute over half of national GDP. Along-
side rising economic density, the country also
has an impressive record in keeping rural-
urban and regional disparities in check through
central transfers aimed at poorer areas that has
allowed for the expansion of basic services and
infrastructure. Even in cities, slums and urban
segregation appear less of a challenge than in
many other developing economies.

As Vietnam embarks on an even more
ambitious growth trajectory, cities should be
prepared to play a greater role in nurturing a
burgeoning domestic private sector, support-
ing the growth of firm clusters that integrate
into GVCs, and providing the logistics sup-
port and managerial capabilities to enhance
productivity and accelerate growth. Policies
and investments can be reshaped so that
economic density is amplified around large
metropolitan areas as well as secondary cities
with demonstrated potential; economic dis-
tance to large markets is reduced to enable
specialization; and social division in access
to services between migrants and urban
residents is dissipated to encourage human-
capital development for social inclusion and
greater agglomeration economies.

Reshaping policies is important as there
are signals that the current urbanization
model is constraining economic transforma-
tion. The main signal is the land conversion—
based urban development model, with
industrial zones developed ahead of demand
and a proliferation of small, fragmented
urban expansions that are not well connected
to transport networks and service delivery
nodes. The area of land for industrial zones
increased by around 77,000 hectares from
2000 to 2010, with major fiscal implications
as zones need to be serviced with roads and
infrastructure. This could still be a worth-
while use of public resources if the economic
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returns were there. But this is not yet the case,
with an average occupancy rate in industrial
zones of less than 50 percent. Small, frag-
mented development of urban industrial
and residential land poses an even bigger
problem: 70 percent of the land occupied
by industry in Ho Chi Minh City is in areas
outside formally approved industrial zones,
damping economic density. Urban areas need
to be developed at scale.

The second signal is the limited con-
nectivity between cities and markets as
well as unreliable supply chains and high
logistics costs. Logistics costs account for
21 percent of GDP—against an estimated
19 percent in China and 15 percent in
Thailand—primarily driven by unreliable
supply chains. At the greater metropolitan
level, bottlenecks hamper economic effi-
ciency and diminish their attractiveness to
prospective homeowners and businesses. It
takes nearly two hours to travel from the
central business district of Ho Chi Minh
City to the center of Binh Duong New City
even at off-peak hours, a distance of only
40 kilometers. Weak regional connections
add to the economic distance, with Vietn-
am’s provinces and cities more like indepen-
dent oases rather than parts of an integrated
marketplace.

The third signal that Vietnam’s spatial
transformation is being thwarted relates
to social division, where migrants to urban
areas have considerably lower access to urban
services and lower wages (see Pillar 2). With-
out h¢ khau, migrants face numerous diffi-
culties in applying for a job, trying to get a
loan, registering a business (or motorbike),
buying or renting a house, and signing up for
medical insurance.

Two main sets of policies could be
addressed for Vietnamese cities to bet-
ter enable economic growth: upgrading
institutions and expanding connective
infrastructure.

Upgrading Institutions

Enable land markets. Land markets need to
emerge and flourish. Reforming land insti-
tutions, like strengthening land registration

and bringing in market land valuation, is
a priority to reduce excess and fragmented
urban land conversion. Increasing the trans-
parency of land pricing by establishing
mechanisms to regularly publicize land val-
ues obtained in auctions and individual land
sales is a good start. These efforts could be
tied to local-government fiscal reforms that
promote broader use of land and property
taxes as an alternative to land-conversion
fees.

Enhance coordination. Local governments
are rewarded for business expansion within
their boundaries, undermining potential
clustered development or economies of scale
in infrastructure investment. The city classifi-
cation system encourages local infrastructure
development and fragments urban develop-
ment. Institutions need to be strengthened
for integrated urban planning—within and
across sectors and at the corridor, metropoli-
tan, and regional levels.!® Urbanization is at a
critical juncture, and its proper management
requires a “whole-of-government” approach.
The mandates within line ministries need to
be reviewed and aligned with international
best practices.

Strengthen urban planning capabilities.
There is an urgent need to strengthen capa-
bilities in urban planning departments to
integrate socioeconomic realities in develop-
ing physical plans. Master plans and other
physical plans could be linked to the budget
process; if plans can be supported by key
investments, their credibility will rise. Coor-
dination mechanisms that can align provin-
cial and city plans are essential, because the
socioeconomic development plans, urban
master plans, and sector infrastructure plans
are prepared by different departments often
running on different schedules and using
inconsistent data and projections for plan-
ning. The timing of planning could be syn-
chronized and the number of plans within
a territorial space cut heavily (ideally to two
or three). Vietnam also needs a professional
cadre of urban planners who can plan and
manage cities. A greater emphasis on this
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discipline is required in university education
and in the talent that ministries and prov-
inces hire.

Expanding Connective Infrastructure

Mainstream integrated transport and logis-
tics planning. The government could push to
mainstream integrated planning for trans-
port and logistics across modes, geographic
areas, and public-sector functions. One pri-
mary reason for transport modes to be mis-
aligned on supply and demand and relative to
each other is that they are planned individ-
ually, largely decentralized, and fragmented.

Improve road quality and logistics.
Congestion in major urban areas has led to
bans on trucks operating within city limits.
The limited capacity of bridges and roads
and the overall condition of transport infra-
structure increase costs. Road access to big
ports—Hai Phong and Cai Mep-Thi Vai
being the priority—could be rebuilt, and key
road corridors and expressways need more
investment.'?

Expand the level and quality of urban trans-
port services. These are closely tied to refine-
ments in urban planning.

In addition, there is a need to synchronize
policies for rural and urban development;
currently, these policies are developed in iso-
lation. This is unfortunate and is leading to
a growing perception that rural and urban
areas are in competition—for example, for
water resources—or that urban develop-
ment has been predatory—for example, in
inequitable land acquisition and compen-
sation policies. It is important to see that
rural-urban relations are the venue for the
structural transformation of the economy. A
symbiotic relationship between rural areas
and a hierarchy of urban areas will likely
determine how inclusive Vietnam’s future
urbanization will be.

In implementing projects and support-
ing investments, the authorities may want
to recalibrate the roles of the state and the

market in managing the urbanization pro-
cess. In particular, they could:

e Refocus the role of the state and improve
its capabilities in areas that only the gov-
ernment can manage. These areas include
strengthening the capacities and coordina-
tion of urban planning, augmenting public
finances, improving social services, and
increasing investment in infrastructure to
support urban plans.

e Redistribute responsibilities, powers,
and resources among national, local, and
metropolitan governments to ensure that
issues addressed at the regional scale are
not undermined by local interests.

e Relax the state’s control of and involve-
ment in activities managed more efficiently
by markets, particularly land markets,
where regulation has produced costly dis-
tortions. The solution is not new regula-
tions but fewer restrictions.

Achieving Environmentally Sustainable
Development

The sustainability of Vietnam’s long-term
growth is threatened by the environmental
problems that have built up. These hazards
are expected to worsen at an increasing pace
between now and 2035 as the current model
of economic growth, industrialization, and
urbanization further strains the country’s
limited land, water, and energy resources.
One of the lessons of development is that
the environmental quality of water and
the air is important not only for ecosystem
health and the quality of life in general, but
also for income growth. Four environmen-
tal challenges stand out for the last of the
longer-term gestation responses.

Four Environmental Challenges

Deteriorating natural resources. The nation
depends on natural resources much more
than most other countries in the region.
This is most evident in employment, with
more than half the labor force depending on
agriculture. In the mountainous northwest
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and central areas, poorly planned expansion
of agriculture has eroded soil and removed
biodiverse natural forests, degrading the
land. The soil erosion has, in turn, contrib-
uted to more frequent and severe flooding
of lower-altitude farms and human settle-
ments. A significant portion of the protec-
tive mangrove forests has been destroyed,
resulting in estimated losses of $34 million a
year, while overfishing has seriously depleted
nearshore fisheries resources, threatening
the livelihoods of several hundred thousand
people. Agricultural output has risen, but at
the cost of increased land use and of chemi-
cal fertilizers and pesticides. Without regu-
latory and institutional checks, the next 20
years are likely to see greater competition
over scarce arable land, more conversion of
forests for agriculture, and even faster deple-
tion of these precious natural resources.

Deteriorating environmental quality.
The quality of land, water, and air has
worsened considerably. Water pollution
has reached serious levels, especially near
Hanoi and Ho Chi Minh City. Air quality
has also declined due to growth in fossil
fuel use for power generation, industrial
energy, and transport. A high incidence
of respiratory infections among children
under age five is observed, due to poor air
quality, and an estimated 4,000 premature
deaths annually are related to coal-fired
power generation. In urban areas, environ-
mental pollution from urban and industrial
wastewater has resulted in toxic waterways
with impacts on economic production, and
unknown—but likely severe—impacts on
human health.

Threats from climate change. Vietnam is
among the countries most vulnerable to
climate change given its location, share of
population in low-lying deltas, and depen-
dence on climate-vulnerable sectors. Fore-
cast changes in precipitation, temperatures,
and sea level all point to substantial risks in
high-density and economically important
areas. The country’s response must consider

the demographics, socio- economic con-
text, political dimensions, and biophysical
landscape when allocating resources and
coordinating land and resource planning
and use, in a climate-resilient approach to
development.

Rapidly growing energy consumption.
Energy use is growing faster than in any
country in the region, led by electric power.
Reflecting current trends and policies, the
share of coal for power generation will rise
from 32 percent in 2014 to 54 percent by
2030. Around 60 percent of coal used for
electrical generation will be imported. The
intensity of energy consumption (the amount
of energy used per unit of economic output)
is also among the highest in the world, and
inefficient energy use is one of the main rea-
sons. The energy policies adopted over the
next few years—on energy efficiency, renew-
ables, natural gas, and coal—will largely
determine the trajectory of the energy sector
and of associated issues.

Making the Right Choices

Given the confluence of these four chal-
lenges, Vietnam is at a juncture where the
right choices can help it avoid the irrevers-
ible environmental degradation and major
environmental remediation costs facing some
other countries. A low-carbon growth path
prioritizes investments that take account
of environmental costs and results in inclu-
sive and resilient growth, and is a more sus-
tainable and affordable long-run option. It
requires strong institutions to monitor and
enforce plans, policies, and regulations for
sustainable natural resource and environ-
mental management; incentives for sustain-
able investments (with private participation)
that benefit the environment and the poor;
and improved access and use of information
for decision making, monitoring, and trans-
parency and accountability.

Strong policies and institutions. Much of sus-
tainable growth is about policies that address
market failures and “get the prices right”
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by introducing targeted incentives such as
environmental taxes, pricing environmental
externalities such as carbon, creating trad-
able property rights, and reducing inappro-
priate subsidies. Such growth also requires
reduced resistance to change with, for exam-
ple, information on the economic value of
environmental services provided by natural
assets.

Vietnam needs well-coordinated pub-
lic institutions that can correct the market
failures related to the environment, and can
enforce regulations and standards. They
are especially needed in the Mekong Delta,
which is highly vulnerable to climate change
and is institutionally complicated, with
planning and implementation across several
ministries and agencies with little coordina-
tion of investment decisions by provinces.
Institutions also need to ensure that agricul-
tural promotion policies do not conflict with
environmental goals. For example, some
locations have subsidies to expand their
fish-processing capacity or boat building
while making efforts to conserve fisheries.

Climate-smart investments. One move
would be to accelerate the restructuring and
equitization of SOEs in natural resource sec-
tors, as well as in energy and heavy industry.
This would also require enforcing stan-
dards, such as food safety and biosafety in
aquaculture or improved energy efficiency
(especially on the demand side). The govern-
ment can establish public goods and services
to enable greater private involvement in such

investments. Better pricing of energy prod-
ucts (particularly electricity) will improve
the efficiency of their use while attracting
greater private investment. Private invest-
ment could be permitted in renewables other
than hydropower. It will also significantly
increase the proportion of electricity pro-
duced for renewable sources through the
development of hydro, wind, solar, and bio-
mass, in conjunction with the expansion of
cleaner natural gas.

Information systems. Disclosure and harmoni-
zation of information must underpin effective
management of natural resources and mitiga-
tion of environmental pollution and land deg-
radation. The systems must enhance the data
and information used for managing natural
resources, and make the information under-
standable and accessible to the broader public.
Vietnam could accelerate the adoption of tech-
nology in upgrading the environment-related
information systems. But it must first update,
scale up, and further harmonize the informa-
tion platforms that already exist.

The net cost of sustainable and climate-
resilient growth is usually modest in the
long run. The up-front capital investments
are often recouped through subsequent sav-
ings from low operating costs or new mar-
kets, and an improved skill base (if suited
to the needs of the market economy). Most
estimates indicate that investments to
decarbonize energy systems often pay for
themselves.
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Pillar 2 Equity and Social Inclusion

Equity is a deeply held value of the Vietnam-
ese people. The preamble to the Constitution
of the Socialist Republic of Vietnam sets the
goal of “a prosperous people and a strong,
democratic, equitable, and civilized coun-
try.” And Article 50 stipulates, “The State
shall create equal opportunities for citizens
to enjoy social welfare.”

Vietnam’s economic growth, particularly
in the 1990s, rested heavily on the equitable
distribution of land-use rights in the early
years of Déi Méi, driving a rapid increase
in agricultural production. The government
channeled substantial resources from this
growth to fund pro-equity spending, which
helped the country avoid the spike in inequal-
ity experienced in some other fast-growing
countries. But past performance is no guar-
antee of future results, and signs of growing
inequality are emerging. Looking to 2035,
Vietnam faces a dual agenda: one unfin-
ished, for equality of opportunity, and one
emerging, for a rising middle class and aging
population.

Underpinning both agendas is the need
for a new vision of social policy. Histori-
cally, and especially in planned econo-
mies, social sectors have been considered
“nonproductive.” This view is changing.
The social sectors are very much produc-
tive and becoming increasingly central to
realizing the goals of knowledge-based
and globally competitive upper-middle-in-
come countries. Education contributes to
productivity growth. Labor-market insti-
tutions balance productivity growth and
societal welfare. Reforming the h¢ khdu
system can help realize the full potential of
structural change from low-productivity rural
employment to formal-sector urban work.
An adequate social safety net allows people
to take entrepreneurial risks with the con-
fidence that they will not face destitution
if their business fails. And universal health
coverage ensures that people are productive

students and workers, channeling otherwise
high precautionary savings to more produc-
tive uses.

The Unfinished Agenda: Ensuring
Equality of Opportunity

Vietnam’s move from collectivism toward
a market economy has created incentives
that allow talented, entrepreneurial, and
hard-working individuals to flourish. But it
also leads inevitably to some inequality in
outcomes—the result of interaction between
opportunities, effort, and luck. While inequal-
ity in outcomes is expected in a market econ-
omy, inequality of opportunity is inherently
unfair and incompatible with the ideals in the
constitution. Equality of opportunity prevails
when social outcomes are independent of cir-
cumstances at birth. It can be understood as
a “level playing field,” giving all children an
equal chance at success. Despite significant
social achievements, profound inequality of
opportunity remains.

The discussion here focuses on inequal-
ity of opportunity for three marginalized
groups: ethnic minorities, people with dis-
abilities, and urban migrants. Members of
these groups—who collectively make up one
in four Vietnamese—have faced particular
challenges, despite strong government com-
mitments to their full inclusion in society.
The discussion also reviews gender equity,
focusing on the imbalance in leadership posi-
tions and the sex ratio at birth.

Ethnic Minorities

The single greatest equity challenge is the
persistent and substantial gap in socioeco-
nomic outcomes between most members of
the country’s 52 ethnic minorities and other
Vietnamese. This divide is driven in part by
steep disadvantages in opportunities among
ethnic minority children (figure O.9).
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FIGURE 0.9 Ethnic minority children face higher inequality of

opportunity
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Over the long term, migration will likely
be a pathway to economic integration for
many ethnic minorities, which points to
a need to focus on providing equality of
opportunity for the next generation of eth-
nic minority children, so that they will be
equipped to lead prosperous lives wherever
they end up in adulthood. Three interrelated
circumstances generate a triangle of inequal-
ity of opportunity for ethnic-minority chil-
dren: poor education, malnutrition, and low
access to sanitation (figure O.10).

The higher poverty among ethnic minor-
ities can be attributed in substantial part to
low educational attainment. The modest
ethnic minority enrollment at tertiary and
upper-secondary levels is a consequence of
many factors, including childhood malnu-
trition, in turn driven by poor sanitation.
Completing the cycle, children who grow
up in poor households with less-educated
parents are much more likely to drop out
of school early, be malnourished, and lack
adequate sanitation. In these three areas,
focused policy interventions could close the
opportunity gap.

FIGURE 0.10 Triangle of unequal opportunity
for ethnic minority children

Poor education

sanitation = \|alnutrition

Improving education access for ethnic
minority children is the first policy priority,
to be addressed by expanding current govern-
ment initiatives: high-quality early-childhood
education programs; placing teaching assis-
tants who know the local mother language
in the first few years of primary school to
ease the transition for children who do not
learn Vietnamese at home; and financial
support—including cash transfers to house-
holds, conditional on school attendance—to
make it possible for children to attend upper-
secondary school.

Improving nutrition is the second priority.
A vast literature has shown that early-
childhood nutrition has substantial effects
on early cognitive development and readi-
ness to learn in school. Despite existing
programs, high rates of malnutrition persist
among ethnic minority children (figure O.11,
panel a). The National Nutrition Program
in Thailand, which reduced malnutrition
rates by more than 75 percent in 10 years,
shows what a concerted national effort can
achieve. Such a campaign in Vietnam could
include promotion of exclusive breastfeed-
ing of infants under six months old, coupled
with extension of maternity leave for women
in wage employment. It could also introduce
a comprehensive program to fortify basic
foods with vitamin A, iron, selenium, and
zinc. And it could develop new varieties of
bio-fortified rice and maize and provide free
nutritional supplements to women of child-
bearing age.
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FIGURE 0.11 Large gaps in child health and nutrition by ethnicity persist
a. Malnutrition rates b. Infant mortality
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The third policy priority is sanitation.
Major drivers of malnutrition are poor
hygiene practices and lack of access to
improved sanitation facilities. In communi-
ties without improved latrines, children are
often exposed to bacteria, viruses, fungi,
and parasites that cause intestinal infection.
The high rates for diarrhea and parasitic
infection are two leading causes of morbid-
ity in the northern mountains, and lack of
access to sanitation is one reason for the per-
sistently high infant mortality rates among
ethnic minorities (figure O.11, panel b). And
stunting rates for children below the age
of five are high precisely among the ethnic
minority communities most likely to lack
such facilities. A targeted sanitation pro-
gram, with incentives to promote commu-
nitywide behavior changes, can do much to
achieve universal use of improved sanitation
among ethnic minorities.

In developing education, sanitation, and
nutrition programs for ethnic minority

children—and programs to address eth-
nic minority poverty more generally—the
government could benefit from experi-
menting, monitoring, and evaluating, since
the evidence on what works is thin. Pilot
approaches could be carefully evaluated
before programs are expanded to scale. And
for all three points of the triangle, initia-
tives could draw on promising new insights
from behavioral economics. Choices about
sending children to school, feeding infants,
and constructing latrines are determined by
a variety of factors other than cost-benefit
calculations. Interventions in all three areas
that seek to “nudge” behavior can be effec-
tive and cost-efficient.

Policies and programs to achieve equality
of opportunity for ethnic minorities need to
tackle prejudice and stereotyping and getting
ethnic minority voices heard. Although the
legal framework is adequate in recognizing
equality of status between ethnic minorities
and Kinh, prejudice against minorities is still
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common (World Bank 2009). Education can
be the basic platform, focusing on appreciat-
ing and respecting the diversity of Vietnam-
ese ethnicity and culture.

Conspicuously lacking is a strong ethnic
minority presence in the Committee for Eth-
nic Minority Affairs, and local authorities are
typically Kinh even in mainly ethnic minority
areas. Vietnam can benefit from having eth-
nic minority social organizations take part in
developing and implementing policy.

People with Disabilities

Vietnam has many people with disabilities,
in part a legacy of conflict. They merit par-
ticular consideration in a vision of social
inclusion for several reasons. Their number
is likely to increase rapidly as the old-age
population expands, by one projection to
more than 12 million by 2035. As Vietnam
reaches upper-middle-income status, it will
face the rising expectations of people with
disabilities and their families for greater
inclusion. And given greater resources, it
could meet the promise of its commitments
to inclusion. Foremost among them are the
Law on Disabilities, passed in 2010, and the
UN Convention on the Rights of Persons
with Disabilities, which Vietnam ratified in
February 2015. Protecting people with dis-
abilities is also in the constitution.

The UN Convention’s purpose is “to
promote, protect and ensure the full and
equal enjoyment of all human rights and
fundamental freedoms by all persons with
disabilities, and to promote respect for their
inherent dignity.” The Law on Disabilities
guarantees the following rights to people
with disabilities:

e To participate on an equal basis in social
activities

e To live independently and integrate into
the community

¢ To enjoy exemption from or reduction of
certain contributions to social activities

e To be provided with health care, func-
tional rehabilitation, education, vocational

training, employment, legal assistance,
and access to public facilities, means of
transport, information technology and
cultural, sports, tourist and other services
suitable to their forms and degrees of
disability

Many people with disabilities around the
world have been hidden from society and
sometimes been segregated in residential
institutions and special schools. But global
policy has recently shifted toward including
them in society, making them subjects of the
law with clearly defined rights rather than
objects of charity. This approach recognizes
that disability is the result not of impairment
but of the interaction between a person and
his or her environment. For example, a per-
son in a wheelchair might have difficulties
finding a job not because of her condition
but because of such barriers as staircases in
the workplace. And a child with a disabil-
ity might have difficulties going to school
due to the attitudes of teachers and school
officials who cannot adapt to students with
particular needs.

On paper, Vietnam’s policies for people
with disabilities are highly inclusive. But
there are substantial shortcomings in imple-
menting a broad agenda. More than half the
children with severe disabilities never pass
through the doors of a schoolroom. Getting
them into schools is crucial to provide them
with basic opportunities to participate in
society and to engender attitudes of inclusion
among others.

One simple step would be to regularly
monitor policy implementation. A mechanism
for this is, in fact, one of the government’s
commitments under the UN Convention on
the Rights of Persons with Disabilities.

Another step would be to create space
for social organizations for people with dis-
abilities. In other countries, such people and
their families have advocated for themselves
through their own organizations. Such cam-
paigns have guided governments on policy
implementation and ensured that they follow
through on commitments.
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Urban Migrants and the hé khdu
System

Urban migrants are a third group lacking
equality of opportunity, due to the b khdau
system. More than 5 million Vietnamese do
not have permanent registration where they
live, 2.7 million of them in Ho Chi Minh
City. Although the registration system has
less force than it once did, it perpetuates
inequality of opportunity. Citizens in major
urban centers without permanent registra-
tion face difficulties in access to services for
health, schooling, social protection, and util-
ities as well as challenges in employment and
social connections. Applicants for permanent
registration face steep hurdles, including
large unofficial payments to local officials,
such that some people live in major cities as
temporary residents for several years.

The broad objective of policy reform could
be to further loosen the link between service
access and permanent registration status.
One option is to make it easier to obtain per-
manent registration. Many countries have
some form of local registration for service
access, and in most of them, obtaining local
residence requires some proof of residence,
such as a property title or lease. What distin-
guishes Vietnam’s hg khdu is that permanent
registration is possible only after two or three
years of residence, and both the payment
and document requirements are heavy. Costs
and inequities would be greatly reduced if
these requirements were lightened. A second
option is to eliminate differences in service
access between those with temporary and
permanent registration. A third, suitable for
the long term, is to replace hé khdu with a
national identification card, with details held
in a unified national database.

Gender Equity

Vietnam has made impressive achievements
in gender equity. Differences in school enroll-
ment and attainment by gender are minimal,
and the gender wage gap is modest by global
standards. In two areas, however, sharp

differences still exist—in leadership and in
the sex ratio at birth.

First, in business and particularly in gov-
ernment and political spheres, the leader-
ship is overwhelmingly male. In the last
decade and a half, the share of women in the
National Assembly has been declining and is
now at 24 percent (as of 2015). Few chairs
of National Assembly committees are female.
The civil service has a large share of women,
but their representation in leadership posi-
tions is low, mostly at lower levels. There is a
target that all ministries should have at least
one female vice-minister, but the system for
that is yet to be developed. Women’s repre-
sentation also remains low in key bodies of
the Communist Party: the Politburo, the Cen-
tral Committee, and the Secretariat. Women
constitute only 18 percent of party leadership
in communes, 14 percent in districts, and
11 percent in provinces.

Measures to boost women’s leadership
could focus on equalizing retirement ages
in the labor code, using affirmative action
as a short-term measure to ensure qualified
women are fast-tracked to management posi-
tions, adopting a long-term program to iden-
tify potential women leaders early in their
public career, and addressing gender stereo-
types that limit women’s career choices. This
demands a long-term approach to update the
education system and to promote healthier
views of masculinity and gender roles in the
media, and perhaps social media.

The second area of difference is the sex
ratio at birth (SRB)—the number of male
births per 100 female births. The much
higher number of boys than girls born
because of sex-selective abortion is gender
discrimination and a threat to gender equity.
The ratio was in the normal range of 105-106
in 1979 and 1989 (figure O.12). Since around
2005 it has risen rapidly, reaching nearly 114
in 2013, placing Vietnam—with India and
China—among the countries with the highest
SRBs. This imbalance will see a large number
of surplus men starting in about 20 years,
which may increase antisocial behavior, vio-
lence, and human trafficking.
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FIGURE 0.12 Total fertility rate has fallen over time, and the sex
ratio at birth has increased sharply since 2005
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The high SRB is a result of a combina-
tion of factors, including the high value
placed by Vietnamese families on having
sons, and the ready availability of ultra-
sound technology allowing sex identifica-
tion. Families prefer sons in part because
they traditionally have the roles of carrying
on the family line and worshipping their
ancestors. Another driver of the preference
for sons is that they traditionally have the
main responsibility for taking care of par-
ents in old age. The population policy dis-
couraging couples from having more than
two children is a contributing factor. What
would happen if that policy were loosened?
Although the impact is highly uncertain,
the slight increase in the total fertility rate
in 2012-2014—possibly the result of a per-
ceived policy shift—suggests that full elim-
ination may well result in modestly higher
fertility. The broader economic dynamics of
fertility are probably more important deter-
mining factors: in a more prosperous coun-
try, the high opportunity cost of time and
the wish to invest more in each child have
reduced the desired family size.

It is likely that easing the two-child pol-
icy will help reduce the sex ratio at birth
but not bring it down fully to normal levels.

Government legislation to prohibit sex identi-
fication of fetuses to reduce sex-selective abor-
tions has not proved effective. The imbalance
in the SRB probably will change substantially
only as parent preferences evolve. The govern-
ment may be able to speed this evolution with,
for example, public campaigns to emphasize
the value of daughters, or by providing suffi-
cient old-age support to lessen parents’ con-
cerns about not having a male offspring to
support them in their later years.

The Emerging Agenda for the
Rising Middle Class and the
Aging Population

The second element of Vietnam’s social-
inclusion vision for 2035 is the emerging
agenda of supporting the growing middle
class to manage risks and pursue opportuni-
ties in a market economy. The country will
also face a rapidly aging population, creating
new challenges of elderly financial protection,
health care provision, and long-term care.

Social policy should respond to the needs
of an increasingly urban but also aging mid-
dle class whose needs are very different from
those of the mass of rural poor that charac-
terized Vietnam in the past. By 20335, Viet-
nam will be overwhelmingly a middle-class
society, and the focus of social policy will
have shifted from moving out of chronic pov-
erty to helping the middle class achieve rising
prosperity and manage the risks that could
set back social and economic progress. While
poverty will have been all but eliminated, in
the middle-class society of 2035 there will
still be a substantial group of poor and a
larger population vulnerable to falling back
into poverty. The growing share of elderly are
likely to be at particular risk.

By 2035 more than half of Vietnam’s pop-
ulation will be members of the “global mid-
dle class” ($15 or more per day consumption
in 2011 PPP), with new expectations and
challenges. They will expect that the state
will provide a minimum standard of ser-
vices, financial protection, and conditions for
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decent work, including affordable health care,
quality education to at least senior-secondary
completion (and often beyond), old-age finan-
cial protection and care services, and basic
worker protections. They will also demand
more voice, in independent-worker represen-
tation in the workplace, citizen oversight of
public services, and broader civic participa-
tion. Middle classes globally have also tended
to prefer avoiding high income inequality.

These changes will bring with them sub-
stantial new risks. For individuals, with
aging and the rise of urban and sedentary
lifestyles, health risks are shifting to non-
communicable diseases, which require more
complex treatment regimens than the infec-
tious diseases that previously dominated
Vietnam’s risk profile. The shift from fam-
ily farming to wage jobs offers the promise
of a better life but also exposes workers to
new risks from economic volatility. These
individual risks are mirrored by emerging
societal risks: the demands of health care
as well as social protection for an aging and
middle-class population will create acute fis-
cal risks.

Ensuring High-Quality Basic Education
for All

In Vietnam’s increasingly market-oriented
economy, the prospects for success in life are
far greater for those with a high-quality edu-
cation. Despite large gains over time in edu-
cation attainment among Vietnamese at all
incomes, the goalposts are constantly mov-
ing, and the country will require increasingly
higher levels of educational attainment to
meet its economic and social goals. The pic-
ture remains mixed, however, and suggests
a need for continuing improvement. A child
from a wealthy family in Hanoi or Ho Chi
Minh City will typically receive high-quality
instruction through upper-secondary school,
supplemented by private tutoring, and go on
to complete a university degree. In contrast,
a child from a poor family in a rural area
is unlikely to advance past lower secondary
school (figure O.13).

Advances in education are also critical to
Vietnam’s overall economic success. High-
income countries have workforces with high
levels of advanced skills gained through edu-
cation. These skills are essential to economic
growth. The myriad specific skills combine in
complementary ways with technology, and
the educational foundations of the workforce
allow individuals to change and adapt more
quickly as the changes in technology and the
demands of work accelerate.

The Vietnamese education system is
inclusive, high-quality, and largely equitable
through lower-secondary education. It then
becomes exclusive, inequitable, and medio-
cre. It provides students with excellent foun-
dations for success, but then fails to build on
those foundations. Too many students fail to
graduate from high school. Too few continue
on to tertiary education; those who continue
often do not receive a high-quality, relevant
education.

A key policy priority will be ending the
exam-based allocation of upper-secondary-
school places and replacing it with uni-
versal secondary- school attendance. This
is consistent with global experience—the
Republic of Korea and other countries
made high school completion universal
as they grew richer (figure O.14). In Viet-
nam, this change will also mean that upper-
secondary schools will have students with a
greater range of abilities. Currently, students
not admitted to academic senior-secondary
school are usually offered a place in a tech-
nical and vocational high school, many of
which suffer from low skill relevance, low
graduation rates, and low student motiva-
tion. The fast pace of technological change
and the increasing skill needs of industry
will put even more pressure on the system.
Consideration could be given to transform-
ing the two separate subsystems (academic
and technical/vocational upper-secondary
schools) into a single system offering two
tracks to a high school diploma.

A second priority is to continuously
improve the quality and relevance of what
students learn, allowing them to succeed
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FIGURE0.13 Alarge gap in upper secondary school attendance remains between the poorest and

richest 20 percent
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FIGURE 0.14 Vietnam can follow the Republic of Korea’s path in
high school completion rates
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in a more diverse and demanding tertiary-
education system. Such gains would let them
offer employers up-to-date skills and a high
capacity to adapt to constant change in the
workplace. The Vietnamese school system
excels at accomplishing tasks that are more
straightforward, but faces new challenges
in developing noncognitive and complex
problem-solving skills to prepare young
adults for the labor market of a competitive
upper-middle-income country.

Effective Labor-Market Institutions

To realize the full productivity benefits of a
better-educated population, the Vietnamese
labor market will need to encourage greater
formality of employment while avoiding
overly rigid regulation. This will depend in
part on labor-market policies—and more
specifically, on whether the country uses
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its current opportunity to address already-
apparent weaknesses as it transitions from
farms to factories and firms. Policy can help
promote the growth of formal employment
while ensuring that workers receive a fair
share of the benefits of growth.

One concept that characterizes the pol-
icy goals toward which Vietnam might aim
in its labor-market policies is “flexicurity.”
This involves striking a balance between
flexible labor regulation that maximizes
productivity growth and “creative destruc-
tion,” and the needs of workers for decent,
increasingly formal-sector employment
that is equitably compensated. In other
words, Vietnam can aim to protect workers
rather than jobs as it deepens its structural
transformation.

Improving industrial relations will be key,
given the weakness of the current system,
exemplified by the large number of wild-
cat strikes since 2006. In the medium term,
Vietnam could consider more proactive mea-
sures to strengthen the system and promote
harmony in the labor market. The Vietnam
General Confederation of Labor and its
affiliated unions could bar company exec-
utives and managers from key union posi-
tions (such as head of an enterprise union),
following the example of other countries—
such as Singapore, where company manag-
ers cannot hold principal union positions or
sometimes even union membership. Viet-
nam could also continue to simplify regula-
tions for resolving workplace disputes. And
it could consider allowing firm-level worker
councils or labor-management councils, as in
many European countries and the Republic
of Korea.

Finally, Vietnam could move more fun-
damentally toward an industrial-relations
system suited to the needs of a mature mar-
ket economy, where the interests of workers,
employers, and the state are more properly
represented in a true bargaining process by
independent unions. Vietnam has already
made strong commitments along those
lines in the United States—Viet Nam Plan
for the Enhancement of Trade and Labour

Relations, a side agreement to the TPP.
The main provision is as follows:

Viet Nam shall ensure that its laws
and regulations permit workers, with-
out distinction, employed by an enter-
prise to form a grassroots labour union
(to chuc cua nguoi lao dong) of their
own choosing without prior authori-
zation. . . . A grassroots labour union
registered with the competent govern-
ment body shall have the right autono-
mously to elect its representatives, adopt
its constitution and rules, organize its
administration, including managing its
finances and assets, bargain collectively,
and organize and lead strikes and other
collective actions.

Vietnam further agreed that within five
years, grassroots unions may form organi-
zations “across enterprises and at the levels
above the enterprise, including the sectoral
and regional levels.” If fully implemented,
these measures will address many of the
weaknesses in the current system, making
for effective mediation of worker-employer
conflicts.

A crucial element in determining produc-
tivity and labor market—equity outcomes is
the minimum wage, which would be most
effective if determined primarily with ref-
erence to productivity and competitiveness.
Vietnam has so far taken a “living wage”
approach, with a primary focus on the cost
of living. Shifting to a “wage floor” approach
that puts a primary emphasis on productivity
and competitiveness as the drivers of mini-
mum wage adjustments should be considered.

To achieve this shift, in the short term,
the private sector would benefit from mod-
erating the rate of minimum wage adjust-
ments. In the medium term, existing plans to
anchor minimum wage adjustments to real
productivity growth could be put in place.
(Many upper-middle- and most high-income
countries exemplify the elements that Viet-
nam could incorporate in a minimum wage—
setting mechanism.)
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Vietnam would also benefit from stream-
lining regulations in employment protection
to promote greater labor-market flexibility.
It would benefit, first, from loosening regu-
lation of labor-leasing enterprises and tem-
porary and outsourcing contracts. To ensure
that increased flexibility in the regulated
labor market is accompanied by adequate
worker security, Vietnam would ideally grad-
ually expand its coverage of unemployment
insurance and active labor market programs
which, when well designed and implemented
(such as public-employment services), can
help enhance labor-market efficiency and
worker welfare (World Bank 2014). Since
such interventions tend to have important
social-protection and fiscal implications,
Vietnam should keep close track of the fiscal
impacts of any expansion of unemployment
insurance. It should also monitor the labor-
tax wedge and explore options for financing
a greater share of social insurance and active
labor market programs out of general tax
revenue.

Pensions and the Social Safety Net

As countries move up the development ladder,
they typically expand their social protection
systems to respond to the demands of a grow-
ing middle class. A key social protection chal-
lenge for Vietnam will be to expand pension
coverage in a fiscally sustainable manner even
as the ranks of the old-age population grow
rapidly. This can be accomplished through
diversifying the country’s approach to pen-
sions, reforming the existing public pension
system, and gradually increasing pension
spending. Separate from changes to pension
policy, reforms are also needed to modern-
ize and defragment the social safety net sys-
tem. Additionally, as the old-age population
expands, policy will need to address the grow-
ing need for aged and long-term care (ALTC).

Part of the social protection reform
agenda is driven by the fact that Vietnam
is at a demographic turning point, fac-
ing a slowdown in the growth of the labor
force and a sharp expansion of the old-age

population. The old-age dependency ratio—a
common measure of the age structure of the
population—has been roughly constant for
decades in Vietnam but will climb from 10
to 22 between 2015 and 2035 and continue
to rise in the following decades (figure O.15.)
In other words, Vietnam will soon have
many more old-age people to support for
every person of working age.

Overall, contributory pension coverage
in Vietnam is currently low, though not out
of line with countries at similar levels of
income (figure O.16). The pension system
faces the common problem of middle-income
countries of a “missing middle” in coverage:
roughly the top 20 percent are in formal pen-
sion schemes, and a small bottom segment
is covered by targeted social pensions, but
the majority of the population do not have
any pension at all until age 80 when they
qualify for a social pension. Countries typ-
ically expand contributory pension coverage
as they move toward upper-middle-income
status, and Vietnam has set a goal of 50 per-
cent coverage by 2020. Currently, however,
it lacks a viable strategy to achieve this goal.

FIGURE 0.15 The old-age dependency ratio will
increase rapidly
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Scaling up pension coverage so dramatically
will require a diversified approach, including
subsidized coverage for informal-sector work-
ers to incentivize their participation in con-
tributory schemes, and phased lowering of the
age for access to social pensions. Changes to
the existing contributory pension system will
also be needed. The formal-sector pension
scheme is not financially sustainable, despite
some reforms in 2014. It will begin to incur
deficits from the 2020s and exhaust accumu-
lated funds by around 2035. Even at current
low coverage levels, the country cannot afford
both the existing system and the contribution
subsidies and wider social pensions that will
be needed to expand coverage to informal
workers. Needed reforms to the contributory
system include raising the official retirement
age, gradually eliminating the difference in
retirement ages for men and women, removing
incentives for early retirement, further reduc-
ing the annual accrual rate while broadening
the base for collections to full compensation,
and cutting the number of special catego-
ries of workers entitled to preferential early
retirement.

Even with these cost-cutting measures,
the combination of an aging population and
ambitious pension coverage goals means that
pension spending is likely to rise considerably.
Countries with old-age dependency ratios
equal to Vietnam’s projected level in 2035
typically spend 8-9 percent of GDP on pub-
lic pensions, well above the 2-3 percent that
Vietnam has spent over the past decade. At the
same time, average pension spending relative
to country income and old-age dependency
rates has generally been lower in East Asia
than in other parts of the world. Projections
for pension spending in Asia-Pacific Eco-
nomic Cooperation countries suggest spend-
ing for lower-middle-income countries of
around 6 percent of GDP by 2035. While
these estimates need to be treated with cau-
tion, it seems reasonable to project pension
spending by 2035 of 6-8 percent of GDP,
a marked increase from current levels.

Changes will also be needed in the
social safety net by 2035. Vietnam devotes

FIGURE 0.16 As countries move to upper-middle-income status,
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considerable resources to its social safety net
system, but fragmentation, poor targeting, and
outdated delivery systems limit its effectiveness.
Reforms are needed along four dimensions.

First, a more coherent policy approach
is needed for social transfers to households,
moving away from multiple fragmented pro-
grams with overlapping target populations
and objectives. Fragmentation leads to high
costs and poor program delivery.

Second, better systems for beneficiary
identification and screening in targeted
social-assistance programs will be needed to
improve their poverty reduction impact. This
would be built on improved integration of the
proposed national ID system in social assis-
tance program delivery, an improved poverty
census to identify poor and vulnerable house-
holds, and more systematic enrollment proce-
dures for social-assistance programs.

Third, modernization of the administra-
tive machinery of the social-assistance sys-
tem is needed. This will require significant
investment in payment systems, management
information systems, and improved client
outreach and case-management mechanisms.

Fourth, the design of area-based antipov-
erty programs needs to be rethought to empha-
size more diversified and community-driven

T T
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income-generation approaches. Given Viet-
nam’s rapidly aging population, these area-
based programs could also expand to include
community-based care services for elderly
people and people with disabilities.

Distinct from the pension and social safety
net reform agendas is the need to respond to
rising demand for ALTC beyond traditional
family support. While there is a need for
greater public support for ALTC, it is equally
clear that the state cannot do it all, and the
expressed preferences of older people in East
Asia and Pacific are typically for care in the
home or community.

ALTC systems should be built principally
around a system of home- and community-
based care, though with an enhanced financ-
ing role for the state. The framework is the
“continuum of care”: the large majority of
older people in need of care receive it in the
home, those with somewhat higher needs
access community-based care, and only a
small and very frail portion require residen-
tial care. China’s national policy, for exam-
ple, is that around 90 percent of people
should be cared for at home, 7 percent in the
community, and 3 percent in residential care.

It is important to recognize that the gov-
ernment’s role in financing ALTC can be dis-
tinct from the role of providing care. While
the state may provide financing for ALTC
(usually with copayment for all but the poor
and people with disabilities), the private sec-
tor may have a substantial role in provision
of care. But this, in turn, will place new
demands on the state for standard-setting,
human-resource development in the caring
industry, and regulation of quality and the
market rules of the game.

Universal Health Coverage and the
Health System

The major policy challenge facing Vietnam’s
health system over the next 20 years will
be to achieve universal health coverage—
that is, to ensure that everyone has access to
high-quality services without suffering finan-
cial hardship. The objective of universal health

coverage is closely linked to Vietnam’s overall
equity agenda, both in ensuring access to ser-
vices to promote social inclusion and in reduc-
ing poverty due to out-of-pocket payments
for health care. Health-system performance
will also become increasingly relevant for
many of the broader trends facing Vietnam,
including meeting the expectations of a grow-
ing middle class, addressing the challenges of
an aging population, and pursuing economic
growth. There is now strong evidence that
conditions during early childhood—especially
child nutrition—have a substantial impact on
a wide range of economic and social indica-
tors later in life, including schooling, learning,
employment, and productivity. Ultimately
this reality also has implications for economic
growth. Increasingly the health of older adults
will matter for economic performance, as
Vietnam’s aging population will pose new
challenges to maintaining a healthy and pro-
ductive workforce. Healthier older workers
can help mitigate the impact of a rising depen-
dency ratio.

Two big policy questions stand out for
Vietnam’s health system—on service deliv-
ery and health financing. On service delivery,
will the health system maintain its current
orientation, in which too many health care
services are delivered at hospitals while too
little is done at primary level facilities? Or
will the system transition to focusing on
primary care, with primary providers at the
center of an integrated system? On health
financing, how can the currently high level of
total health expenditure be stabilized, with
a concurrent reduction in reliance on out-
of-pocket spending? An important question
here is how the current pace of insurance
enrollment can be accelerated, because by
some estimates it may not be rapid enough to
achieve 100 percent coverage by 2035 (from
70 percent today).

Service Delivery

The challenge is rooted in two interrelated
problems: hospitals are doing too much,
and primary care is doing too little. In addi-
tion, the different levels of the system are



OVERVIEW

51

insufficiently coordinated. Vietnam has a
hospital-centric system in which referrals
and self-referrals to overcrowded facilities at
the central and provincial levels are largely a
result of low public confidence in the quality
of primary-care health systems at the district
level and below. The primary-care system is
fragmented and ill prepared to address the
challenge of noncommunicable diseases.
There is a split between the preventive health
system, which primarily implements inde-
pendent disease control programs, and the
curative system, which is largely responsible
for treating illness, but not detecting or pre-
venting it. For many patients the first point of
contact is a private pharmacy, which is not
connected to the public service delivery or
health insurance system at all.

Strengthening service delivery for primary
care is arguably the most important task fac-
ing health policy makers over the next 20
years. For quality and cost reasons, a strong
primary-care function based on a continu-
ous doctor-patient relationship is central to a
modern, efficient health system. International
evidence shows that a disease profile domi-
nated by noncommunicable diseases requires
more complex case management and coor-
dination of care, and an integrated primary-
care system is critical in the process.

To strengthen the primary-care system, a
sustained program of reforms would include
human-resource policies and development,
more efficient resource allocation through
reforms of provider payment mechanisms,
improved gatekeeping modalities to ensure
that people are treated at the appropriate
level of care, coordination of care across lev-
els of the health care delivery system, and
quality-assurance mechanisms. This long-
term agenda will require sustained commit-
ment and investment. Strengthening primary
care can also be supported by strong public
health measures, especially related to tobacco
control.

Strengthening hospitals can be done by
balancing hospital autonomy granted under
the “socialization” policy with greater
accountability. Both the government and the

public can play a role. For the government, a
major factor will be to exert greater influence
over hospitals through a more active role for
a strategic purchasing agency (whether Viet-
nam Social Security or another agency) to
promote quality and efficiency. This objec-
tive will require a shift from simply paying
the bills submitted by providers to using
information to ensure that patient care and
cost-effectiveness are emphasized over hos-
pital revenues. For the public, patients need
recourse to grievance-redress mechanisms in
case of clinical or financial wrongdoing.

Health Financing

The agenda over the next 20 years will be to
stabilize the share of GDP spent on health
near its current level and to shift the com-
position of spending to reduce reliance on
out-of-pocket (OOP) expenditures. Vietnam
now spends a larger share of its GDP on
health—about 6 percent—than almost any
other country in developing Asia, a burden
on household budgets and the public purse.
About 50 percent of total health expendi-
tures are paid OOP. Most upper-middle- and
high-income countries rely on OOP spend-
ing for less than one-third of the total. Some
mix of government spending and insurance
contributions will be needed to lower OOP
spending.

Key to reducing reliance on OOP spending
will be to expand insurance coverage to the
roughly 30 percent uninsured population, but
the current approach may not be adequate to
achieve full coverage by 2035. Vietnam is rely-
ing on individual or household contributions
and the gradual transition to a larger formal
workforce. This process is slow and uncertain,
and there will likely be a greater need for pub-
licly financed contribution subsidies to encour-
age wider participation of nonpoor informal
workers in health insurance.

The rebalancing of health expenditure
between the state and citizens would require
higher public spending on health care by
2035. A strong achievement would be for
current health spending of around 6 percent
of GDP to remain stable over the coming two
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decades, but with a gradual increase in the
share of government spending from 2.5 per-
cent of GDP to around 3.75 percent and a
concomitant decline in OOP spending by
individuals from 3 percent of GDP to around
1.75 percent. Donor and private insurance
contributions are likely to remain modest.
However, keeping overall health spending
stable in the face of a rapidly aging popula-
tion will require sustained efficiency improve-
ments to control cost escalation.
Strengthening the efficiency of the health
system will depend primarily on stronger
provider-payment mechanisms for hospitals
to discourage overtreatment and reforms to
pharmaceutical procurement to control high
costs. Hospitals purchase drugs at widely
varying prices, and the high costs are passed
on to the government or the population. Cen-
tralized procurement and better use of state
purchasing power to negotiate prices under
a framework contract with pharmaceutical
companies would help control costs.

Public and Private Roles in Health

An important question for both service deliv-
ery and health financing is the role of the
private sector. Around the world, govern-
ments are trying to achieve the right balance
between public and private participation in
all aspects of health-system reform. Global

experience indicates that public financing
will play a dominant role in paying for health
care, but a significant role for private provi-
sion is more common.

There is no clear evidence from interna-
tional experience that either public or pri-
vate provision is “better.” What matters
most is strong accountability. Depending
on organizational and financing arrange-
ments, the public and private sectors may
be equally prone to under- or overprovision,
low quality, inefficiency, and other short-
comings. As with public providers, if private
providers are to receive government funds,
they should be held accountable for their
activities. Accountability requires clearly
delegating tasks, adequately financing ser-
vice provision, collecting and analyzing
information on what providers are doing,
and enforcing the rules of the game. Regula-
tory and supervisory authorities can oversee
public and private providers.

As Vietnam charts a path toward a stron-
ger health system by 2035, a central chal-
lenge will be the difficult political economy
of health reform. From tobacco lobbies to
pharmaceutical companies to doctors, vested
interests are likely to resist certain reforms.
But Vietnam has made significant strides in
the past decade—an important foundation
for further progress.



OVERVIEW

53

Pillar 3 A Capable and Accountable State

Why Institutional Quality Matters
for Growth and Development

Institutions—the formal and informal rules
of the game for interactions in society—
facilitate economic growth and develop-
ment over the long term. They constrain or
condition behavior by providing incentives
to individuals and groups. These incentives
determine whether and to what extent activ-
ities are fostered to create wealth, promote
efficiency, and enhance welfare. For instance,
an institutional framework that allows for
easy and quick business registration provides
greater incentives for new firms to enter the
market, increasing competition, allocating
resources more efficiently, and ultimately
fueling economic growth. A rich literature
documents the strong positive correlation
between institutions and development—such
as that between property-rights enforcement
and economic growth and between the qual-
ity of educational institutions and educational
attainment.

No country (barring some resource-rich
ones) has risen to high-income status without
strong economic and political institutions.
While there is much country variation in polit-
ical and economic organization, aggregate
indicators such as the Worldwide Governance
Indicators (WGI) show a robust correlation
between high rankings on institutional quality
and overall prosperity (figure O.17). Advanced
economies have a system of highly evolved eco-
nomic institutions that convey prices, define
property rights, enforce contracts and com-
petition policies, and close informational gaps
between buyers and sellers (Commission on
Growth and Development 2008). Almost as
a rule, they also have highly developed polit-
ical institutions—of voice and accountability.
All the countries that have reached 50 percent
of productivity of the United States are either
1s or 2s (the highest scores) on the Freedom
House civil liberties index,?® with one excep-
tion (Singapore) (Dollar 2015a).

There is also a surprising confluence in
eastern and western thinking on institu-
tions and even on their desired attributes
(box O.3).

Not only are institutions important for
economic and social development—a capable
and accountable state is also desirable in and
of itself. For a given level of income, it is safe
to say that almost all societies would prefer a
more accountable and less authoritarian state
to a despotic one. The Vietnamese constitu-
tion describes the country as a “rule of law
State of the People, by the People, and for the
People,” reflecting its people’s desire to live as
an open, democratic, and rule-based society.

Nevertheless, while global experience is
clear on the long-term importance of good
institutions, there is less clarity both about
the specific institutions most important at
various points in a country’s development
and about the precise path for institutional
reform in different countries. The interplay
between political institutions—to promote
accountability, transparency, and inclusion
in the political system—and income growth
is especially complex and hard to determine.
A strong positive link between political
openness and the quality of economic insti-
tutions appears only at higher incomes (Dol-
lar 2015b). In addition, the shape of political
reform and how to bring it about are even
harder to establish.

How Vietnam Performs on
Institutional Quality

How should international experience be
interpreted in light of Vietnam’s positive
record on growth and poverty reduction?
Has the quality of its institutions kept pace
with its economic and social progress, and
can they support sustained progress in the
future? These questions first require delv-
ing further into the various components of
institutional quality and comparing Viet-
nam with other middle-income countries.
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FIGURE 0.17 The robust long-term correlation between
prosperity and the quality of governance
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Governance Indicators (WGI); and World Bank and the Ministry of Planning and Investment
of Vietnam calculations.

Note: "GDP per capita (PPP US$)" is the average of GDP per capita in purchasing power
parity in current U.S. dollars from 1996 to 2013. “Average of WGI" is the average of the six
WGI Good Governance Indicators from 1996 to 2003. The scale of the WGI scores has been
transformed from 2.5 (weak)/+2.5 (strong) into O (weak)/5(strong).

The WGI dataset provides one way to unbun-
dle and measure different aspects of institu-
tional quality (or governance). Since 1996
the WGI have measured six dimensions of
institutional quality, and they now cover
215 economies.?! Collectively, these indica-
tors measure perceptions of “the process by
which governments are selected, monitored
and replaced; the capacity of the government
to formulate and implement sound policies;
and the respect of the citizens and the state
for the institutions that govern the economic
and social interactions between them.”??

Among these dimensions, Vietnam does
best on government effectiveness and on polit-
ical stability (figure O.18). On both aspects,
it is close to the average for all countries. It
compares well with upper-middle-income
countries and does better than other lower-
middle-income countries. On government
effectiveness, which measures perceptions
related to the quality of public services and
the government’s commitment to sound poli-
cies in that regard, Vietnam has improved its
relative performance in recent years.

But on two dimensions Vietnam does par-
ticularly poorly. First, on voice and account-
ability, it remains in the bottom tenth of all

State effectiveness and development: Confluence of Eastern and Western thought

Economists who have studied in the Western tra-
dition look to Adam Smith for the first definitive
statement of the role of the state in economic devel-
opment. For Smith, the proper realm of state action
was limited to defense, justice, the rule of law, the
establishment of public institutions, and the pro-
vision of public goods (Smith 1904). While often
cited as an advocate for a limited state, Smith made
it clear that state action included public education,
control of monopolies, and other forms of business
regulations. He understood the importance of an
effective state to economic prosperity (Viner 1927).

Vietnamese economists have recourse to an older
tradition, similar in many respects to the ideal state

that Smith described. Confucian political philosophy
is based on the creation and maintenance of a mer-
itocratic bureaucracy, legal protection for property
rights and contracts, military defense, and public
works, especially water control. The aim of govern-
ment was to protect the general welfare of people
through mechanisms like stabilizing food prices,
redistributing rice to the poor, and providing famine
relief (Nolan 2004). The ideal monarch was expected
to govern virtuously and to give equal emphasis to
administration and moral guidance.

The characteristics of modern bureaucracy that
Max Weber describes would not be unfamiliar to
Chinese or Vietnamese officials under the ancien

(Box continues next page)



OVERVIEW

55

BOX 0.3 (continued)

régime: fixed jurisdictions, hierarchical organiza-
tion, meticulous record keeping, meritocracy, full-
time employment (no moonlighting), and rule-based
authority with all citizens subject to the same treat-
ment (Weber 1946). Like the philosopher-officials
of ancient China, Weber had in mind an ideal type
of a properly functioning state, a model that gov-
ernments in the real world may aspire to but rarely
achieve. In the real world, rules, often unclear, are

Source: Pincus 2015.

countries, and its relative ranking across all
countries has fallen since 1996. Second, it
also compares poorly with middle-income
countries on regulatory quality, which mea-
sures the perceptions of the capacity of the
state to formulate and implement policies
aimed at private-sector development; its
ranking on this dimension has stagnated in
the past 20 years.

On the other two dimensions—rule of law
(which measures confidence in societal rules,
including in contract enforcement and prop-
erty rights) and control of corruption (which
looks at perceptions of the extent to which
public power is used for private gain and
to which the state has been “captured”)—
Vietnam does worse than the average of
upper-middle-income countries although it is
roughly the same or better than other lower-
middle-income countries. Its ranking has
remained roughly the same on both aspects
since 1996.

These comparisons indicate the aspects
of institutional quality (or governance) that
Vietnam might focus on in the coming years
if it is to achieve the biggest development
impact. As countries move up from lower
to upper-middle-income status, their econo-
mies become more complex and diversified.
The quality of government and particularly
its ability to work with and regulate the
private sector efficiently become even more

designed to serve special interests. Appointments
are made on the basis of patronage rather than
merit. Hierarchical structures are undermined by
politics and clientelism. And overlapping responsi-
bilities create confusion and lead to power strug-
gles. The philosopher-kings of the Confucian ideal
were challenged in practice by regional aristocrats
and warlords in China, the Republic of Korea, and
Vietnam.

FIGURE 0.18 Worldwide Governance Indicators, 2014
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important. This can be seen in the large dif-
ference between lower-middle- and upper-
middle-income countries in such indicators
as regulatory quality, rule of law, and con-
trol of corruption. Voice and accountability
in turn appear to become more important as
countries make the transition to high-income
status, even if the exact timing and nature
of the relationship are hard to determine.
In the long term, countries with more open
and inclusive political institutions generate
greater room for innovation and personal
creativity, thus stimulating productivity
improvements and higher standards of living
(Acemoglu and Robinson 2013). For Viet-
nam, finding ways of building more open and
accountable political institutions will eventu-
ally be essential.

Institutional Constraints to
Vietnam’s Development

What institutional factors are likely to limit
Vietnam’s development prospects? To answer
this, the discussion here adopts a framework
that has three specific elements underpinning
state effectiveness.?3 The first is bureaucratic
capacity based on hierarchy, unified jurisdic-
tion, meritocracy, and rule-based authority.
The second is the use of market signals to
allocate resources and fiscal discipline to
match policies with the state’s financial capac-
ity. And the third is popular participation to
align policies and programs with the needs
and aspirations of citizens. The crucial point
of this framework—and one directly relevant
to Vietnam’s program of developing modern
institutions—is that all three legs of the state
effectiveness tripod are necessary for satis-
factory results. Reforming state structures
but rejecting market discipline, or assigning
a larger role to the market mechanism while
insulating government decision making from
the community, is unlikely to generate posi-
tive outcomes.

Three mutually reinforcing factors domi-
nate in explaining Vietnam’s state effective-
ness challenge: commercialization of state
institutions, their excessive fragmentation,

and few checks and balances within the
government, along with limited voice and
participation of citizens (Pincus 2015).

Commercialization of State Institutions

Commercialization of state institutions in
Vietnam refers to emergence of an entre-
preneurial business class within or closely
connected to the state (rather than outside
it). It also refers to the continuing strong
engagement of the state in economic activity
directly through SOEs, particularly through
large state economic groups, and indirectly
through close links between the state and an
exclusive segment of the domestic private sec-
tor. Vietnam is not alone in having influential
vested interests, but the degree to which rela-
tionships to the state are integral to economic
success appears to be unusually high.

Commercialization of state institutions
is not new, dating as far back as the begin-
ning of central planning in the mid-1970s
(immediately after Reunification). Pressure
for reform started from below and grew
from the cracks in central planning. With
pervasive shortages and the economy on the
brink of collapse shortly after central plan-
ning was instituted, individuals and entities
with access to external aid began to trade
outside the central planning system (Fforde
and Paine 1987; Abrami 2002). Managers
of state companies became adept at trading
in scarce commodities, and local author-
ities tolerated cross-border smuggling to
gain access to essential supplies in exchange
for illegal levies, with part channeled into
local government budgets to reduce defi-
cits. Over time, growing tolerance toward
these and other “fence-breaking” activities
created underground markets for commodi-
ties and factors of production that gradually
gained legitimacy and acceptance. The state
increased the space for market transactions
and, more important, was itself effectively
marketized or commercialized (Cheshier
2010; Fforde 2007).

State commercialization has imposed effi-
ciency costs on the economy and contributed
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to the stagnation in productivity (Pillar 1).
One set of costs arises from the poor per-
formance of SOEs, which have consistently
been inefficient users of land and capital and
which retain a dominant role in key sec-
tors of the economy. Their presence is not
unusual in many economies, especially in
sectors that are natural monopolies (public
utilities) or are capital intensive (large infra-
structure), with competitive markets leav-
ing plenty of room for the private sector to
prosper. But in Vietnam, the SOE presence
is almost across the board—from garment
manufacturing to mobile telephone services
and to banking—in activities where private
players could do a better job.

And if the state decides to keep its exten-
sive role in production, it needs to be neutral
to private competition. This argues against
state subsidies to SOEs, preferential tax treat-
ment, and privileged access to land, finance,
and government procurement contracts—all
undermining the viability of domestic private
firms. Crowding out a genuinely private com-
mercial class independent of the state or its
functionaries is the second cost of the com-
mercialization of state institutions.

The blurred division between the state and
the private sector imposes static inefficiencies
on the economy as high-cost producers are

rewarded at the expense of consumers and
more efficient firms (box O.4). Dynamic inef-
ficiencies also arise as potential investors are
discouraged by regulatory risk and concerns
that markets will be captured by connected
firms. Beyond its costs to the economy, com-
mercialization of state institutions weakens
the effectiveness of the state itself. It creates
powerful incentives for public officials to
exploit their regulatory powers and alloca-
tions of property rights to lock in long-term
benefits for themselves, their families, or their
networks. Such abuses of public authority
undermine the legitimacy of state institutions.

Excessive Fragmentation of the State

In tandem with commercialization of
state institutions is their fragmentation—
related and mutually reinforcing. State frag-
mentation refers to the lack of clear hierarchy
and assignment of roles and responsibilities
within the central government and between
the center and the provinces—and to the
inertia and inefficiencies this generates in for-
mulating and implementing policy. Horizon-
tal and vertical fragmentation of power has
resulted in overlapping mandates, conflict-
ing rules and decisions, and space for inter-
agency bargaining in the bureaucracy. Apex

BOX 0.4 Webs of state connections driving the pharmaceutical industry

The pharmaceutical industry has 170 companies,
including 20 joint-venture foreign-invested firms,
with the largest company controlling less than
5 percent of the market. SOEs have emerged in
every province to supply generic medicines to local
hospitals and clinics. Direct sales to hospitals
account for about one-third of the market, and
pharmacies the remainder.

Although the largest former SOEs have been
equitized, they continue to prosper on the basis of
close relationships with distributors and hospitals
in their areas. Procurement is largely by individual
hospitals, and bidding is open to corruption, with

Source: Pincus 2015.

allegations of high markups for producers mak-
ing payments to hospital administrators. Foreign
enterprises, prohibited from distributing pharma-
ceutical products in Vietnam, rely on local distrib-
utors. Product registration, a responsibility of the
Drug Administration of Vietnam, requires lengthy
local trials and is conducted case by case, with the
regulator retaining considerable discretion. Under
these conditions, genuinely private and foreign
firms are disadvantaged in market access, enabling
small producers of generic drugs to survive in
what on the surface looks like a highly competitive
market.
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institutions in central government include
the Office of the Government, the Ministry
of Finance, and the Ministry of Planning and
Investment. These entities formulate policies,
often deploying interministerial task forces
to achieve consensus. Cohesion in planning
is in theory provided by the guiding role of
the Communist Party. However, in practice
power within the state apparatus is frag-
mented across numerous agencies at every
level, and between the center and provinces.
The absence of a clear hierarchy and distribu-
tion of authority creates room for individual
agencies to resist decisions they see as against
their interests (box O.5). The result is often
gridlock or decisions that are suboptimal
from society’s point of view.

The origins of state fragmentation, too,
date back a few decades. The rejection of
the planned economy that started with the
Déi Méi reforms shifted the balance of power
from the central state to enterprises and local
authorities in various ways. As output and
prices were no longer centrally determined,
the central government had fewer resources
to allocate, so it became increasingly depen-
dent on provinces for contributions to the

BOX 0.5 Narrow interests block a master plan

treasury. Constraints on central budget fund-
ing meant that provinces were forced to rely
on alternative sources of revenue, notably
by creating and supporting local state enter-
prises to raise funds and implement infra-
structure projects (Vu 2014). Foreign direct
investment and international trade were no
longer a monopoly of the central state units,
and the high concentration of foreign partic-
ipation in just a few provinces strengthened
the hand of these localities immeasurably
since the central government relied on them
for the surplus needed for redistribution to
poorer areas.

Vietnam is one of the most fiscally decen-
tralized countries in East Asia, which has its
benefits but also makes it more difficult for
central institutions to set policy and to moni-
tor and enforce delivery standards. The 1996
Law on the State Budget, revised in 2002
and in 2013, recognized the increasing role
of local authorities and put in place a form
of fiscal decentralization in the unitary state
budget. Decentralization has included grant-
ing provinces powers over planning public
investment, licensing foreign investment, and
managing public-sector human resources.

The development of the Ho Chi Minh City port sys-
tem is a good example of institutional fragmentation.
As a major producer of exported goods, Ho Chi
Minh City and surrounding provinces need a modern
port easily accessed from the main industrial zones.
Ho Chi Minh City residents would like to move inner
city ports to places where they will cause less traffic
congestion—a change that would also free land for
riverfront property development.

The prime minister approved a master plan in
2005 calling for four ports to relocate to the coastal
province of Ba Ria—Vung Tau by 2010. Shortly after-
ward the Japan Bank for International Cooperation
approved a loan of ¥36.4 billion ($328.6 million) for
the Cai Mep-Thi Vai port complex. But each of the
ports in Ho Chi Minh City is owned and operated by

Source:Nguyen and Pincus 2011.

different companies or government agencies. Saigon
Port is a subsidiary of Vinalines, the national ship-
ping general corporation. Ben Nghe port is operated
by a local state-owned company under the People’s
Committee of Ho Chi Minh City. The Vietnam
International Container Terminal is a joint venture
of the state-owned Southern Waterborne Transport
Corporation, the NOL Group of Singapore, and Mit-
sui & Co. of Japan. Saigon New Port is owned by
the navy.

In the end, the central government could not
implement the master plan because the individual
state agencies saw it as against their interests. Each
agency used the regulatory powers and political
influence at its disposal to advance a set of narrow
financial interests.



OVERVIEW

59

Provinces have been granted increasing fiscal
powers to raise revenues and broad provincial
discretion in determining the composition of
expenditures and transfers to lower-level gov-
ernments. Subnational governments account
for more than half the total public expen-
ditures and more than 70 percent of pub-
lic investments. This is accentuated by the
numerous provincial-level governments—63
(58 provinces and 5 municipalities), a large
number for a country of 90 million.

The growing diffusion of state power
has created tensions between the attempts
of central agencies to coordinate and ratio-
nalize policy and the efforts of subnational
governments and subordinate units of cen-
tral government to assert their autonomy. In
addition, the lack of adequate incentives for
regional coordination on investment deci-
sions, despite the regional steering commit-
tees chaired by the deputy prime minister,
has exacerbated the inefficiencies created
by Vietnam’s nested budgeting and plan-
ning systems. A prime example is excessive
capital investment by subnational units. For
example, almost all of Vietnam’s coastal
provinces have their own deep seaports.
Similarly, there are about 260 industrial
parks, in nearly every one of the 63 prov-
inces, with plans to build 239 more by 2020.
Yet the average occupancy of existing parks
is well below half their capacity.

The absence of merit-based management
of public servants exacerbates the adverse
effect of commercialization and fragmenta-
tion of the Vietnamese state institutions on
the quality of public administration. Devel-
oping meritocratic systems takes a long time
and responds to particular political impera-
tives,?* but some features of Vietnam’s system
present problems for efficiently recruiting and
deploying public-sector staff. While low pay
and difficulties in recruiting people with skills
are challenges in most developing countries,
three specific features impede a more strategic
approach to the civil service in Vietnam.

First, though reforms were enacted to
switch to a position-based system in 2008,
they have not been implemented, and

recruitment and promotion continue largely
on seniority rather than merit. Second, civil
service management remains incoherent,
with human-resource functions carried
out by three entities within the govern-
ment plus the Central Committee Secretar-
iat and Organization Commission. Third,
duplication between party and government
rules prevents deploying talent where it is
most needed and limits the development
of talent across the services. As a result, a
highly professional public service has yet
to emerge that can plan, design, and imple-
ment policies and strategies for an increas-
ingly sophisticated economy and society
(Phuc 2015).

Few Checks and Balances in
Government—and Limited Citizen Voice
and Participation

Vietnam’s political system has adapted to
create space for informed discussion of pol-
icy issues and assessment of government
performance. The institutionalization of
the National Assembly, provincial People’s
Councils, and “grassroots democracy” at
the village level are examples. But Vietnam
does not yet have a robust accountability
system that can strengthen the state’s effec-
tiveness. Two constraints are fundamental.

The first is the absence of an effective
system of checks and balances in the func-
tioning of the different branches of the state.
The National Assembly now engages in more
meaningful discussion when passing legis-
lation and is thus less of a rubber stamp for
the executive’s proposals. Indeed, in a few
recent cases it has turned down proposals by
the executive, such as rejecting the plan for a
high-speed rail link from Hanoi to Ho Chi
Minh City. But its role in formulating policy
and supervising government remains weak.
And while disseminating information and
attracting public interest in political affairs,
it is not yet a vehicle that can transform inter-
est and opinion into accountability (Malesky,
Schuler, and Tran 2012).
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A key factor is a nomination process that
limits competition and the resulting compo-
sition of the assembly. Membership is over-
whelmingly part-time, with members in
regular jobs in the executive at national or
provincial levels. Quite a few are also leaders
of SOEs, which creates conflicts of interest
and a resulting bias to accepting whatever the
executive proposes. Part-time membership
and high rates of turnover between sessions
(70 percent of deputies are new in the pres-
ent convocation) also constrain the assem-
bly’s professionalization. People’s councils,
the equivalent of the National Assembly at
the provincial, district, and commune lev-
els of government, elect the members of the
people’s committees, which form the local
executive.?’ But constraining their autonomy
is an array of intersecting relationships and
reporting requirements involving the Viet-
nam Fatherland Front, the council’s party
organization, the local people’s commit-
tee, the standing committee of the National
Assembly, and the central government. The
supervisory function of the councils, limited
to compliance with national policies and
laws, does not touch on the performance of
local government in implementing policies
and programs (Vasavakul 2014).

The judiciary—the third branch of
government—is also weak, with its impar-
tiality undermined by heavy dependence on
the executive. Appointing judges is subject to
political and administrative pressures, while
the hierarchical system of control in the judi-
ciary undermines judges’ independence in
carrying out their duties. Many aspects of the
executive’s operations expressly do not fall
under judicial supervision, while the courts
are beholden to the executive for adminis-
tering the court system. So, it is unsurpris-
ing that Vietnam’s rankings on its judiciary’s
independence are below those of regional
peers.

Nor is the judiciary an effective arbitrator
of economic and social interests. Vietnam’s
formal legal framework has been augmented
to meet the needs of a more complex mar-
ket economy and to support its global

integration. But the court system has not kept
pace. The complexity of cases is increasing,
given the growing sophistication of economic
transactions and the body of law regulating
them. The court system has remained effec-
tively flat, with only a modest increase in the
total number of courts and judges over the
past 10 years. Underlining the weaknesses in
the judicial system is the low public readiness
to use the courts.

The second major constraint is the limited
voice and participation of citizens. Vietnam
has thousands of citizen organizations, and
more than a third of the population is a
member of one or more sociopolitical orga-
nizations.?® The substantial increase in the
number of business associations, credit
groups, religious bodies, sports and cultural
associations, and groups for the elderly is
good. But they are not given the chance
to participate in the same way as state-
sanctioned organizations. So, the system is
not inclusive enough, particularly as society
becomes more complex and government-
sanctioned mass organizations lose their
relevance.

The government has only a few formal
channels for consultations with citizen orga-
nizations on policy and planning. Grassroots
democracy decrees have been put in place,
beginning in 1998, to constrain the behavior
of local officials. The decrees define or give
a role to citizens in local decision making,
including planning and managing locally
funded projects, elaborating village codes,
and handling some aspects of sanitation,
village security, village boundary changes,
development plans, and complaints. These
decrees require holding more meetings
between commune leadership and citizens,
and making budget information available to
the public (Fforde 2011). But the mode of cit-
izen participation in local governance has not
changed appreciably, and the ability to influ-
ence the decisions of commune governments
remains limited. Decision-making power
remains with the local people’s committees.

Access to information, key to citizens
exercising citizen voice to hold the state
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accountable, is still lacking. The country’s
governance practices have neither encour-
aged openness and transparency nor pro-
moted public discussion of the state’s actions.
Information and data are difficult to acquire,
even when public officials are required by law
to provide them. Limits on the independence
of the media constrain its ability in making
information available to citizens. Vietnam’s
transformation since P6i Méi has included
more openness and transparency in gover-
nance and more space for citizens to discuss
a range of sensitive issues publicly. But a cul-
ture of more open public debate on the state’s
performance will be required to achieve the
country’s long-term aspirations. As Vietnam-
ese citizens become more prosperous, they
will want to participate more effectively in
governance to influence policy choices. They
will also want the economic, social, and
political freedoms that citizens enjoy in more
advanced societies.

The Way Forward for the State

Modernizing the state will involve address-
ing all three pillars of state effectiveness:
building a coherent and hierarchically
organized state, applying the rationality
of markets in economic policy making,
and strengthening accountability through
greater public involvement in decision mak-
ing and stronger accountability mechanisms
within the government. In 20335, the govern-
ment will be less horizontally and vertically
fragmented, with a clear separation between
public and private interests and between
the commercial and regulatory functions
of the state. Economic regulations will be
based on market principles, and the gov-
ernment will enforce clearly defined prop-
erty rights. Greater separation between the
executive, legislative, and judicial branches
will enable each to perform the assigned
roles without interference. Nonstate orga-
nizations, including social, religious, and
professional organizations, will participate
actively in public life, monitoring the perfor-
mance of government and partnering with

government agencies to implement activities
and programs for the public good.

Building a Rationally Organized State
with a Meritocratic Bureaucracy

The elimination of overlapping jurisdictions
is essential for reducing vertical and horizon-
tal fragmentation, and thereby decreasing the
scope for bargaining and foot-dragging in
the bureaucracy. A guiding principle should
be to see that responsibility and authority for
various public-sector functions are assigned
to a single agency at the specified level of gov-
ernment. Delegation of tasks between and
among levels of government would of course
continue, but through clearly specified mech-
anisms and on the basis of objective perfor-
mance targets.

Reforming Center—Local Relations
Addressing state fragmentation will require
mechanisms for efficient center—local rela-
tions to clarify accountabilities and enable
both tiers to work in consonance with clearly
defined national goals. Reforming Vietnam’s
decentralization framework is key.

Vietnam needs a much clearer assignment
of public-sector responsibilities and associ-
ated expenditures, especially between the
central and provincial governments. To the
extent possible, responsibility for planning,
financing, and implementing public-sector
functions would rest with a single level of
government. Of course, this would not rule
out delegating tasks between levels of gov-
ernment or dividing tasks within an area of
public service—such as education, where
personnel issues are handled centrally while
delivery is local.

Three adjustments to the intergovernmen-
tal fiscal framework are also needed to match
these changes. First, the nested budgeting sys-
tem could be reformed to have financing more
clearly follow functional responsibility. Such
reforms in functional assignment and the
corresponding systems for intergovernmen-
tal finance will likely improve accountability
both upward to the central government and
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downward to citizens. Second, a closer match
between functions and finances could inform
capital investment plans, providing greater
discipline in sectors where subnational gov-
ernments spend, as well as making more
explicit responsibility for recurrent costs when
assets are built. Third, greater incentives to
subnational governments to raise own-source
revenues should accompany their increased
accountability for financial management. In
addition to providing greater authority with
greater clarity in responsibilities for services,
building a stronger direct link between sub-
national taxes and government outputs would
strengthen accountability.

Strengthening the “Center of Government”
Given the scale and complexity of Vietnam’s
transformations in the next two decades,
strengthening the center of government will
be critical in addressing fragmented decision
making. A stronger center will have several
roles that cut across government agencies,
managing strategy, coordinating policy, mon-
itoring and reviewing performance, com-
municating results, and being accountable
for implementation. Coordinating different
agencies of government and aligning their
objectives with the overall priorities of the
government will be part of this role, as will
monitoring the performance of different units
of government, whether in different sectors or
in the provinces. Communicating information
to citizens about development outcomes can
contribute to greater accountability.

Improving Public Administration

Reforming the civil service can reorient it in
line with the changing role of the state from
producer and owner to regulator, facilitator,
and service provider. The capacity of the civil
service could therefore be enhanced and its
organization revamped, along three lines.
First, merit can be a much greater factor in
recruiting civil servants. Second, the profile
of the civil service can be determined in line
with the functions expected of it (rather than
historical trends). Third, the compensation
system for civil servants can be upgraded to

attract and retain the required talent. One
advantage in undertaking these reforms is
that more than a fifth of civil servants will
retire in the coming decade, increasing the
freedom to reorient the age composition.

Applying Market Rationality to
Economic Policy Making

Vietnam aspires to be a fully fledged market
economy and to be recognized as such by
international partners. The legal framework
for a market economy has been put in place
incrementally, from amending the Law on
Enterprise in 1999, 2005, and 2014 to giving
equal treatment of all economic sectors in the
2013 constitution. The government under-
stands the need to level the playing field for
all economic actors and clearly separate the
regulatory and commercial activities it assigns
to itself. This will involve providing for secu-
rity of property rights, enforcing free and
fair competition, and transforming the state
from a producer to an effective regulator and
facilitator. The government will also need to
make sure that agencies directly or indirectly
involved in economic regulation do not engage
in business of any kind to avoid the appear-
ance and reality of conflicts of interest.

Creating the space for a genuinely inde-
pendent private sector will require political
commitment at the highest levels of govern-
ment and reduced state control over business
and professional organizations, including
the Vietnam Chamber of Commerce and
Industry. Allowing these organizations to
operate as authentic representatives of inde-
pendent business interests would give voice
to the domestic private sector and enable
these groups to do more in monitoring
government policy.

Enbancing the Security of Property Rights
The reform agenda would focus on trans-
parency and on more stringent guidelines
to reduce official discretion. The major
challenge in the short to medium term is to
reduce the opportunities for rents in valuing
and converting land use.
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First, publishing information on land
transactions in auctions and (to the extent
practical) in market sales of land-use rights
needs to be enforced. All information in the
property cadaster, including descriptions
of each type of property, of rights held over
the property, and of any restrictions on use,
needs to be public. Any associated fees for
access to this information could be mini-
mized to reflect the actual costs of providing
it. Land-use planning could be fully open
to public consultation, and changes in land
use, rather than ad hoc, could be planned
with lead times for public review. Oversight
mechanisms for procedural violations can be
strengthened. And the rules for the govern-
ment to expropriate land could be tightened
to ensure a demonstrable public purpose and
compensation could more closely match mar-
ket terms.

In the longer term, the legal frame-
work for property rights could include full
fee-simple ownership rights. In addition,
commercial investments could be made
to obtain land through property markets,
with voluntary participation of use-right
owners, rather than state expropriation,
which would be allowed only when there is
a public- goods rationale such as building
transport infrastructure.

Enforcing Competition

Vietnam needs a comprehensive competition
policy framework to open markets to entry
and competition and enforce effective com-
petition policies. This policy and legal frame-
work would apply equally to all firms (private
or public). It would combat the most harmful
anticompetitive practices, such as cartels. It
would concentrate on deterring anticompet-
itive behavior and not on price control and
regulation. It would be fair, transparent,
rule-bound, and nondiscriminatory, and
deviations from these principles would be
rare, and only for meeting clearly defined
national objectives applied fairly and trans-
parently. The reform agenda associated with
defining and implementing this framework
(besides leveling the playing field between

SOEs and private firms, which is discussed in
the next section) includes the following:

o Strengthen and give more autonomy to the
Vietnam Competition Authority (VCA).
Lacking operational independence, at a
significant productivity loss,?” the VCA is
a department directly under the Ministry
of Industry and Trade, comprising minis-
terial representatives rather than indepen-
dent technical experts. It lacks the basic
authority to ask businesses for information
to investigate competition cases. Remedy-
ing these anomalies would make the VCA
more independent and more capable in its
regulatory and enforcement functions.

o Align the legal framework with consumer
protection. In addition to enhancing eco-
nomic efficiency, improving consumer
welfare is the other major objective of com-
petition policy. The laws on competition
and consumer protection and their enforce-
ment accordingly need to be closely aligned
to maximize the impact on consumer
welfare. But a review of the consumer
protection and competition laws shows
that they are far from aligned. The VCA’s
mandate could be expanded over time to
include aspects of consumer protection
directly related to competition—following
the example of the United States Federal
Trade Commission, an independent fed-
eral agency that enforces both competition
and consumer protection.

e Rationalize exemptions to tackle car-
tels and other forms of concentration.
Addressing cartel behavior is an essen-
tial part of antitrust enforcement. Car-
tels have been associated with price
increases of 10-45 percent in develop-
ing countries (Levenstein, Suslow, and
Oswald 2003) and reductions in labor
productivity and innovation (Broad-
berry and Crafts 2001; Evenett, Lev-
enstein, and Suslow 2001; Symeonidis
2008). Hard-core cartels in Vietnam are
exempt from anticompetitive enforce-
ment if the market share of their partic-
ipants is below 30 percent.?® Even when
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the shares are above 30 percent, several
exemptions protect them. These and
other exemptions in the Competition
Law need a critical review to eliminate
most of them, if not all. They create
economic distortions, and in some cases
they open the door to political inter-
ference. For instance, the decision on
whether to grant an exemption goes to
the minister of industry and trade if the
failing-firm defense is used, and to the
prime minister in some other defense
such as contributions to exports.

Transforming the Role of the State in the
Economy from a Producer to an Effective
Regulator and Facilitator

Consistent with international good practice,
the government could consider SOE own-
ership policy with clear ownership goals,
focusing first on maximizing state capital.
Globally, the best SOEs focus on financial
performance. It may be useful to supplement
this focus with explicit statements on sup-
porting goals. Three fundamental and inter-
related principles would drive this policy:

e Adopt a commercial approach to state
ownership. This approach requires hard
budget constraints and reliable and
timely financial information, disclosing
SOE financial statements for transpar-
ency, accountability, and fiscal discipline.
Across-the-board improvements are also
needed in accounting and financial dis-
closure practices. Vietnamese accounting
standards could be made consistent with
international financial reporting stan-
dards. In addition to internal audits, inde-
pendent external audits of SOEs could be
conducted in accord with International
Standards on Auditing.

Each SOE could have an appropriate
dividend policy, approved by its board of
directors. The state shareholder would
not allow an SOE to retain or reinvest
substantial cash surpluses without careful
supervision by the SOE’s board and the
state shareholder. If an SOE cannot expect

to earn an adequate risk- adjusted return
on reinvested cash, the surplus cash could
be returned to the Ministry of Finance as
a regular or a special one-time dividend.

Vietnam has too many SOEs, and the

government could reduce its SOE portfo-
lio to a manageable size. Many operate in
manufacturing activities where there is no
compelling rationale for state ownership.
A central government target portfolio of
about 20 “parent” SOEs seems reasonable
for 2035, with a focus on strategic sec-
tors, but even strategic SOEs should face
competition.
Strengthen corporate governance. Viet-
nam’s SOEs need an active designated
state shareholder. In the inappropriate
current arrangement, the government is
the state shareholder, many ministries or
agencies exert ownership authority, and
no specific government official is respon-
sible for SOE performance. Taking
Singapore as a model, the government
could establish four or so state share-
holding funds. To exercise ownership
rights, these funds could review regular
financial reports and disclosures and
participate in annual and special share-
holder meetings. They would vote the
state shares in appointing directors to
the board (and other matters for share-
holder consideration). And they would
help appoint an effective board at each
SOE, appropriately staffed and orga-
nized. Except for normal matters relat-
ing to economic, environmental, and
social regulation that affect all enter-
prises, government entities would have
no authority or right to intervene in SOE
affairs.

The state shareholding funds could
support efforts to further professional-
ize SOE management, providing market-
based compensation, linking pay to
performance, and controlling and dis-
closing related-party transactions. To act
with authority, an SOE board will require
members to act in the interest of the com-
pany, face no conflicts in doing so, and
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have relevant experience and expertise,
including in the private sector. Selecting
the SOE chief executive officer (CEQO)
and top management should follow
good practice, which calls for empower-
ing the board to appoint or remove the
CEO. This power reinforces the board’s
key responsibility for overseeing man-
agement and ensures that the CEO is
accountable to the board rather than to
the government.

o Level the playing field. To complement
stronger competition policies, the gov-
ernment needs to level the playing field
between SOEs and private domestic or
foreign firms. If an SOE is required to per-
form noncommercial work, the govern-
ment could ensure that it receives adequate
compensation. Relevant laws could be
reviewed and amended to achieve greater
consistency between the rules for SOEs
and those for private firms. Vietnam’s
insolvency and creditor-debtor regime
would also need to be consistent with
international good practice and applied to
SOEs. Finally, the government could seek
greater alignment between public and pri-
vate laws and regulations for labor and for
procurement.

Strengthening State Accountability

By 20335, the Vietnamese state will have a
well-functioning system of checks and bal-
ances between the different branches of
the state, and citizens will have the ability
to hold the state accountable. Both should
also promote a stronger sense of individual
responsibility and accountability among state
officials.

Enbancing Checks and Balances

The state will need to provide for genuine
checks and balances among the executive,
legislature, and judiciary. Allocating power
among the three branches will increase delib-
erations over government policy, and greater
scrutiny of implementation should improve
policy making and implementation.

The National Assembly could have its
oversight span all the state’s operations—
reflecting all resources, assets, and liabilities
in which the state has an interest. It could
also be better equipped with full-time mem-
bers, backed by trained staff. And measures
could be put in place to address conflicts of
interest that may diminish their oversight
and to allow constituents to hold their legis-
lators to account.

Vietnam needs a modern, independent
and professional judiciary. Moves in this
direction include increasing its transparency,
disclosing more judgments and case records,
and clarifying the roles of judges as arbiters
rather than participants in cases. Selecting
and promoting judges and other personnel
could also be independent of executive influ-
ence. In exchange for heightened autonomy,
rigorous laws and enforcement mechanisms
could ensure ethical conduct and counter any
conflicts of interest among judges.

Finally, specialized oversight agencies such
as the State Audit of Vietnam, the Govern-
ment Inspectorate, and ministerial and sub-
national Inspectorates, could be strengthened
with greater autonomy, resources, and tech-
nical capacity.

Enbancing the Ability of Citizens to Hold
the State Accountable

Vietnam has made some progress in creat-
ing conditions for citizens to participate in
governance and demand accountability from
government. Membership in nongovernment
citizen organizations has grown rapidly—
though not in all locations. The last several
years have seen more public debate on devel-
opment challenges, including corruption,
the performance of ministers, and the weak-
nesses and poor management by SOEs. High
Internet penetration now allows more use of
social media for public debate. Three areas
for reform could further increase account-
ability to citizens:

o Relax limits on the space for people’s
social organizations. Enabling citizen orga-
nizations to take part in decision making
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would give them a platform to take up
issues and influence state action. A stron-
ger legal framework would allow citizens
to address their concerns and interests, and
to have organizations with the adminis-
trative and fiscal capacity to pursue these
interests. The draft Law on Associations, if
enacted, would help autonomous people’s
social organizations develop.

Enhance citizen access to accurate and
timely information. Enacting the Law on
Access to Information, under discussion
for several years, and ensuring that the

right to request information applies to all
types of information (other than specific
exclusions) and to all levels of government
would be major gains. Greater transpar-
ency would strengthen people’s social
organizations and increase their ability to
hold officials to account.

Provide greater independence for the
media. Separating media regulation from
management and using civil (not criminal)
remedies to improve the quality of report-
ing would allow the media to be more
constructive.
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Summary and Conclusions

Building on the nation’s extraordinary record
of success and energized by the aspirations of
a rising middle-class society, contemporary
Vietnamese leaders are charting a bold and
ambitious future. Their ambition is embold-
ened by the opportunities that continue to
unfold for Vietnam with greater regional and
international integration, including through
the ASEAN Economic Community and the
TPP. In the 2035 vision, Vietnam will be at
the higher reaches of upper-middle-income
status. It will be a modern, creative, equita-
ble, open, and democratic society with clear
blue skies, clean water, and equal access to
opportunities for all its citizens. This vision
also foresees a state rooted in the rule of law
with clear roles for the state, citizens, and the
market; economic freedoms ensured by strong
market institutions; and robust mechanisms to
hold the government to account.

The Vietnamese people realize that
achieving these aspirational goals will not
be easy. Stagnation in productivity growth,
inadequate attention to vulnerable groups,
and growing environmental degradation
are particular concerns. Current rates of
labor-productivity growth, for instance, will
yield per capita GDP growth in the range
of 4.0-4.5 percent, well short of the aspira-
tional 7 percent needed to take Vietnam to
the higher reaches of upper-middle-income
status by 2035. While a turnaround in pro-
ductivity growth is yet possible, the reform
agenda will be challenging. International
experience on this front is also sobering,
since only a handful of countries have mus-
tered the necessary political will to carry
out the needed reforms. The broader reform
agenda will also be financially demand-
ing. Given the state budget constraints,
the needed investments will require much
greater involvement of private investment
together with ways to increase the efficiency
of public spending so as to free up additional
resources for investment, scale up revenue

mobilization, and enhance access to domes-
tic and external capital markets.

The country’s aspirations and the support-
ing policy and institutional agenda stand on
three pillars. The first one is balancing eco-
nomic prosperity and environmental sustain-
ability. The immediate emphasis has to be on
ensuring more competitive and productive
domestic enterprises, for which development
of critical market institutions is important.
Particular attention is needed to the insti-
tutions that protect private property rights
and enforce competition policies. A stable,
well- regulated, and inclusive financial sector
and transparent and functioning land mar-
kets will also be crucial. And as the country
embarks on an ambitious growth and eco-
nomic modernization trajectory, its cities will
need to better nurture private enterprise and
innovation, support the growth of industrial
clusters integrated with global value chains,
and attract and agglomerate talent. Sustaining
high growth over an extended period will also
require an aggressive agenda to spur learning
and innovation. An incentive-based national
innovation system, focusing on the demand
for and supply of innovation, can be very
useful in this regard. Finally, Vietnam has to
protect its natural resources, tap more clean
energy sources and build climate resilience
into economic planning, sectoral policies, and
infrastructure investments so as to reduce the
most severe risks posed by climate change.

The second pillar is promoting equity and
social inclusion. The main elements of the
middle-class and aging population agenda
are expanding the pension system to cover
a majority of the population, ensuring that
nearly all children complete upper secondary
school with job-relevant skills, establishing
effective representation of workers through
independent unions, and achieving univer-
sal health coverage. To reduce the barriers to
inclusion for ethnic minorities, targeted ini-
tiatives in education, nutrition, and sanitation
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can close the large gaps in opportunities for
ethnic minority children, along with giving
them more voice. To make people with dis-
abilities full participants in society, Vietnam
can regularly monitor implementation of its
strong commitments and create opportuni-
ties for people with disabilities and their fam-
ilies to be their own advocates through social
organizations. Eliminating the link between
the resident registration system and access to
public services (currently affecting 5 million
people) will improve urban migrants’ access
to schooling, health care, and administrative
services. And minimizing gender discrimi-
nation in the retirement age and using affir-
mative action as a short-term measure will
create more opportunities for women in pub-
lic leadership roles.

The third pillar is bolstering the state’s
capacity and accountability. Today’s stag-
nant productivity and weak environment
for private-sector development are attribut-
able to demonstrable gaps in state effective-
ness. Vietnam’s unique history has produced
public-sector institutions that are commer-
cialized and fragmented and that face insuf-
ficient scrutiny by citizens. Efforts to address
these issues will build more coherent govern-
ment structures and a stronger, more meri-
tocratic bureaucracy. Market rationality can

be applied more to economic policy making
by clearly demarcating the public and private
spheres, implementing conflict of interest
provisions, enhancing the security of prop-
erty rights (particularly around land issues),
enforcing market competition, and stream-
lining state participation in the economy.
And public accountability can be increased
by allowing for genuine checks and balances
among the three branches of government,
providing a legal framework to promote the
rights of citizens and improve their access to
accurate and timely information, and assur-
ing a stronger role for mass media.

Vietnam is at a turning point on its devel-
opment path. There are tremendous oppor-
tunities on offer, as well as major challenges
and difficulties. To achieve the 2035 vision,
the only viable choice is for the country to
carry out a bold program of reforms that is
consistent with the three pillars. Without
this, Vietnam will find it very hard to avoid
the “middle-income trap” and will fall well
short of its significant potential.

Current and future generations of
Vietnamese people have the strong will, the
spirit, and the capacity to implement the
reform agenda successfully and move toward
a prosperous, creative, equitable, and demo-
cratic Vietnam.
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Notes

1.

2.

10.

https://en.wikipedia.org/wiki/History
_of Vietnam.

Major steps included the decollectiv-
ization of agriculture in 1988, the cre-
ation of tradable land-use rights under
the 1993 Land Law, the 1992 Law on
Enterprises, the 1996 Foreign Invest-
ment Law, and liberalization of the
trade regime, which paved the way for
World Trade Organization member-
ship in 2007.

Since 2008, the ratio of employment
in the manufacturing sector to total
employment has stagnated at about
14 percent.

The discussion on the four global
megatrends draws on Centennial Asia
Advisors 2015.

The three Asian economies are pro-
jected to contribute more than 40 per-
cent of the increase in global GDP
between 2014 and 2035, with their
collective share in world GDP rising
from 22 percent in 2014 to 29 percent
in 2035.

This subsection draws on Centennial
Asia Advisors 2015.
Intergovernmental Panel on Climate
Change (IPCC) 2007 report, available
from the General Statistics Office of
Vietnam.

. These projections do not take into

account land subsidence, which
further exacerbates the impacts of
sea-level rise.

Today, the government registry com-
prises more than 650,000 domestic
private enterprises, compared with
only 40,000 in 1999 and virtually
none in 1990.

Eighteen percent of Vietnamese adults
have borrowed from a financial insti-
tution in 2015, up from 16 percent
in 2011. In comparison, only about
7.5 percent of the population in the

11.

12.

13.

14.

15.

average lower-middle-income country
has currently borrowed from a finan-
cial institution (World Bank’s Global
Findex database).

As per the Global Findex database,
31 percent of Vietnamese adults have
accounts with financial institutions
(the SBV estimates that 50 percent of
adults have accounts), much less than
the lower-middle-income country
average of 43 percent. The gap is even
worse for poor adults—19 percent in
Vietnam compared with an average
of 33 percent in lower-middle-income
countries.

According to a report by Nhan Dan
(The People), the official Communist
Party news agency, the government
received more than 1.2 million com-
plaints and denunciations between
2003 and 2010, of which 70 percent
were related to land. See http://www
.nhandan.com.vn/mobile/_mobile
_chinhtri/_mobile_tintucsukien/item
/788102.html, accessed on October 19,
2015.

Changes in this realm typically involve
a rising share of food distribution
through modern supermarkets and
out-of-home eating establishments,
greater consumption of branded
processed/convenient foods, a con-
solidation in agricultural collection
and intermediate trading, the spread
of cold-chain storage and logisti-
cal methods, and the application of
increasingly stringent standards and
sophisticated product traceability and
quality management.
http://www.digitaltrends.com/mobile
/iphone-cost-what-apple-is-paying/.
Customs procedures were evaluated
before the 2014 rollout of Vietnam’s
web-based, single-window, e-customs
system VNACCS/VCIS (Vietnam
Automated Cargo and Port Consoli-
dated System and Vietnam Customs


http://www.nhandan.com.vn/mobile/_mobile_chinhtri/_mobile_tintucsukien/item/788102.html
http://www.nhandan.com.vn/mobile/_mobile_chinhtri/_mobile_tintucsukien/item/788102.html
http://www.nhandan.com.vn/mobile/_mobile_chinhtri/_mobile_tintucsukien/item/788102.html
http://www.nhandan.com.vn/mobile/_mobile_chinhtri/_mobile_tintucsukien/item/788102.html
http://www.digitaltrends.com/mobile/iphone-cost-what-apple-is-paying/
https://en.wikipedia.org/wiki/History_of_Vietnam
https://en.wikipedia.org/wiki/History_of_Vietnam
http://www.digitaltrends.com/mobile/iphone-cost-what-apple-is-paying/
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16.

17.

18.

19.

20.

21.

Information System). This system will
almost certainly lead to improved cus-
toms performance.

Hai Phong port in the north has capac-
ity shortfalls, while Cai Mep-Thi Vai
port in the south has excess capacity.
There are more than 30 extra-
budgetary funds at the central and
subnational levels, such as the Viet-
nam Social Security Fund, the Enter-
prise Restructuring and Development
Support Funds, and the Accumulation
Fund for Foreign Debt Repayment. In
addition, fully state-owned, quasi- fis-
cal, special-purpose vehicles—such
as the Vietnam Development Bank—
intermediate official development
assistance disbursements like lending
to SOEs.

In countries such as Japan and the
Republic of Korea, the institutional
mandates for land, infrastructure,
transport, and water resources are
vested in one line ministry, which
enables better coordination of policies
at the territorial and city levels.
Including the regional corridors of
Hanoi-Hai Phong, Ho Chi Minh
City—Cai Mep-Thi Vai, and Can Tho-
Ho Chi Minh City and the interre-
gional corridor between the Central
Highlands and Ho Chi Minh City. A
compelling economic case has yet to
be made for a corridor linking Hanoi
and Ho Chi Minh City. This corridor
may emerge organically once the eco-
nomic returns of the regional corridors
become apparent.

The Freedom House civil liberties index
captures freedom of speech, the press,
association, and religion, on a scale
from 1 (completely free) to 7 (unfree).
Voice and accountability; political
stability and absence of violence/ ter-
rorism; government effectiveness; regu-
latory quality; rule of law; and control
of corruption.

22

23.

24.

25.

26.

27.

28.

. See the World Bank’s Worldwide
Governance Indicators 2014.

This follows the “hybridity” model
developed by Evans 2005.

For example, the introduction of mer-
itocracy in Scandinavia emerged as
the absolute kings had an incentive to
establish a rule-based, capable, and
independent—from anything but the
absolute monarch—bureaucracy that
could control the nobility and landed
gentry. In the Republic of Korea, the
legitimacy of the state depended on
a capable and neutral public service
when the meritocracy gained a foot-
hold in the 1980s.

They are also responsible for moni-
toring local development plans and,
since 2002, approving budget alloca-
tions for provinces, districts/wards,
and communes/neighborhoods except
for expenditures stipulated by central-
government mandates.

According to the CIVICUS Vietnam
assessment (2006) and the VUFO-
NGO Resource Center’s study of
forms of engagement between civil
society and state (2008). These citizen
organizations include sociopolitical
organizations under the Fatherland
Front, professional organizations, local
nongovernmental organizations, and
community-based organizations.

De facto independence of the compe-
tition authority could translate into a
17 percentage-point reduction in the
productivity gap with the United States
(Voigt 2009).

Hard-core cartels include firms acting in
collusion and engaging in price fixing,
market partitioning, and bid rigging.
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Thirty Years of Renovation and
Vietnam'’s Aspirations for 2035

Main Messages

The Sixth Party Congress formally endorsed
the P6i Mdi (renovation) policy in 1986, after
several years of policy experimentation aimed
at improving economic incentives. Pdi Méi
signaled a new direction in economic manage-
ment, providing opportunities for all individ-
uals and entities to contribute to, and garner
the fruits of, economic development. It pro-
vided the basis for innovation and injected a
new dynamism that greatly accelerated socio-
economic development.

Renovations in development thinking
gradually introduced under Péi Mdi enabled
four key transitions: from centrally planned
and subsidized resource allocation to more
market-based allocation; from a predomi-
nantly state-owned economy to a multi-actor
economy with an increasingly dynamic pri-
vate sector; from a closed economy to an
increasingly open and internationally inte-
grated economy; and from centralized to
decentralized governance structures. Reforms
gradually expanded economic rights, choices,
and opportunities for Vietnamese people,
especially in investment, production, and
business activity. The role of the state is still
evolving and being redefined as part of this
reform process.

D6i Méi has been difficult and complicated,
requiring bold (and sometimes controversial)
changes in perceptions and thinking. Key fac-
tors contributing to its success have included a
pragmatic approach to the sequencing and
pacing of reform—shock therapy was
avoided, and reforms were implemented step
by step after mobilizing broad-based public
support (Rama 2008). Reforms built on the
country’s strengths, initially focusing on agri-
cultural and labor-intensive sectors. Priority
was given to human resource development.
And international commitments were used to
push through some difficult reforms.

Despite three decades of tremendous eco-
nomic and social achievements, Vietnam still
faces many development challenges. Average
per capita income remains well below
national aspirations; the rate of growth in
productivity has declined in recent years;
pressing social and environmental problems
remain; many development programs have
not been completed; inequities are beginning
to widen, especially in the form of unequal
access to opportunities for ethnic minorities
and other marginalized groups; and the insti-
tutions of governance remain weak in critical
areas. Vietnam must adapt more quickly to
global opportunities and challenges if it is to
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avoid falling into the “middle-income trap”
and lagging behind other more successful
regional economies.

Future reform opportunities are consider-
able. Vietnam has learned valuable lessons
from 30 years of Déi Méi. There is a growing
national consensus on the need for reform
and renovation for the country’s develop-
ment. Participation in global economic inte-
gration trends and agreements provide
additional opportunities for Vietnam to
deepen its commitment to reform.

A key challenge is to change the mindsets
of policy makers and the country’s leaders, to
catch up with the needs of a country that is
transitioning from central planning to a
socialist-oriented market economy. Part of it
entails ending the conflicted attitude to what
a socialist-oriented market economy is, and
not allowing that to be used to justify pre-
serving the state’s dominance of the economy.
The state would still have an important role
in a functioning modern market-economy
system (with the private sector at its core), by
being an effective regulator and facilitator,
correcting market failures, and providing a
level playing field for all, on social and eco-
nomic fronts.

Another revolution in mindsets would
transform development rhetoric into practical
actions backed by strong political will. This
will be particularly important since the next
stage of reform is more likely to adversely
affect vested interests. Strong political deter-
mination and more systematic, evidence-led,
and broader-based consultative approaches
can help make difficult reforms happen.

Vietnam is aiming for a new development
dynamism toward “prosperity, creativity,
equity, and democracy” by 20335. It is mov-
ing toward realizing national aspirations for
“a prosperous people, and a strong, demo-
cratic, equitable, and civilized country, in
which all people enjoy an abundant, free,
and happy life and are given conditions for
their comprehensive development,” as
defined in the country’s Constitution and in
the “Credo for Country’s Development in the
Transition Period” of the Communist Party
of Vietnam (CPV).

Achieving these objectives will require
renewed reform efforts to manage six basic
transformations or breakthroughs: enabling
economic modernization and private sector
development; building national innovation
capacity; managing urbanization for greater
economic efficiency; achieving sustainable
and climate-resilient growth; promoting
equity and social inclusion; and building
modern institutions for an effective state.
Each of these long-term transitions and their
related set of reforms are discussed in depth
in the following chapters.

Pbi Méi: Motivation, Process,
and Results

Lead Up to P6i M&i

After decades of colonization and devastating
conflicts, Vietnam faced formidable develop-
ment challenges after Reunification in 1975.
Essential infrastructure had been destroyed,
societal wounds from internal conflict were
yet to heal, food and other basic commodities
were in short supply, and millions of people
had been left dead, maimed, or displaced
(Rama 2008).

Facing this grim reality, the Fourth Party
Congress of December 1976 adopted central
planning as the reunified country’s basic eco-
nomic model. The choice was motivated by
the victory of socialist forces in Vietnam, and
the apparent economic successes of the Soviet
central planning orthodoxy. Adopting a com-
mon economic model for the reunited country
meant enforcing a socialist structure (includ-
ing central planning) in the South, where
parts of agriculture were collectivized, and a
very large number of private enterprises were
shut down, converted into cooperatives, or
nationalized. Heavy industry—rather than
agriculture and light manufacturing (which
were more consistent with the country’s com-
parative advantage)—became the focus of
economic policy and heavy public subsidies
(Arkadie and Mallon 2003). External eco-
nomic assistance (largely from the former
Soviet Union) helped bankroll centrally
planned investment decisions (Rama 2008).
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Central planning provided little informa-
tion for economic actors and poor incentives
(no market prices, ownership or profit incen-
tives, or hard budget constraints). Weighed
down by a distorted incentive structure, the
economic system failed to reach the lofty tar-
gets of the 1976-80 Five-Year Plan. Economic
stagnation and acute shortages of food and
consumer goods worsened the living condi-
tions of an already suffering population.
Many undertook perilous journeys abroad in
search of better opportunities (Rama 2008).

Partly in response to the poor outcomes
from attempted central planning, experimen-
tation with economic reforms began in the
late 1970s (Arkadie and Mallon 2003).
Socioeconomic targets were revised down-
ward in 1979, and some barriers to private
activity were unofficially relaxed. Some flexi-
bility was introduced by moves to decentral-
ize decisionmaking.

Despite early attempts to impose central
planning, key elements of economic and polit-
ical power were remarkably decentralized,
and even fragmented horizontally and verti-
cally (Pincus 2015). Central government bud-
get resources were small in absolute terms
and as a proportion of gross domestic prod-
uct (GDP). A large share of the central com-
mittee members owed their positions to
provincial power structures (Pincus 2015).
With few central resources and limited central
power to enforce central plans, subnational
state agencies and enterprises faced strong
incentives to be entrepreneurial to survive.
Thus decentralization (unintentionally) facili-
tated and provided incentives for state entities
to innovate and experiment with reform.

The stage was thus set for a series of local-
ized “fence-breaking” policy experiments by
enterprising local officials. These measures—
introduced furtively and incrementally on a
pilot basis outside the official system—
injected elements of market mechanisms into
some production and trading activities.

Focusing initially on agriculture, fence-
breaking local officials allocated land to farm-
ers and contracted them directly (rather than
through cooperatives) to sell their output at
near “market” prices that were well above

official prices. Farmers responded to
improved incentives, vastly raising their living
conditions in a relatively short time (Rama
2008). Emboldened by early successes, some
officials extended pilot reforms beyond agri-
culture, to state-owned enterprises (SOEs).
Managers of selected SOEs were given some
independence under a three-tier system in
production and sales decisions (after meeting
their central planning targets),! leading to
increased production and growing trade out-
side official channels.

The growing tolerance for fence-breaking
activities created “gray” markets for com-
modities and production inputs that gradu-
ally gained legitimacy and acceptance (Pincus
20135). Local authorities began tolerating
cross-border smuggling to access essential
supplies in exchange for unofficial levies,
some of which were channeled to local gov-
ernment budgets. The Fifth Party Congress in
Hanoi in March 1982 partially reoriented the
planning focus from heavy industry to agri-
culture and light industry, with an export ori-
entation (Arkadie and Mallon 2003).

The partial and opportunistic approach to
pre-Déi Méi reforms boosted agricultural
and industrial production in some areas,
stemming the decline in GDP in the early
1980s. But the reforms did not go far enough,
and overall conditions for people were getting
worse. Partial and semiformal reforms magni-
fied business uncertainty, with policy fluctuat-
ing between deepening and relaxing central
controls, and the emergence of dual (official
and unofficial) markets for goods and assets.”

Macroeconomic stability was another
casualty of partial reforms. Fiscal and exter-
nal imbalances ballooned. Fiscal deficits and
SOE subsidies were monetized, contributing
to triple-digit inflation in the mid-1980s. The
“price-salary-money” reform of 1985 (to
decontrol output prices charged by SOEs and
set by the State Price Committee, and to
reduce state subsidies on consumer goods)
failed to stabilize matters. Most of the popu-
lation still lived in poverty in 1986, the major-
ity far worse off than at Reunification.

Even so, the fence-breaking period proved
to be an important phase of reform.
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Spontaneous responses to localized reforms
helped change mindsets of both the general
population and some in the leadership. This
helped lay the foundations for the subsequent,
more comprehensive Déi Mdi reforms. And
guiding the Déi Mdi reforms were some of the
local leaders (subsequently elevated to
national positions) who were at the center of
the fence-breaking actions (Rama 2008). But
fragmented power structures made it difficult
to develop a more systematic and comprehen-
sive approach to implementing more broad-
based institutional reform.

Pressures for Change and Major
DOoi M&i Reforms

The economic situation was dire on the eve of
the formal launching of Péi Mégi. Annual
inflation was running at more than 400 per-
cent (Rama 2014), the real economy was

stagnant and heavily dependent on foreign
aid (Tran 2015), food was in short supply, the
budget was chronically short of resources
(Tu-Anh et al. 2015), and most people lived in
poverty. A growing income gap with the ris-
ing East Asian economies (such as the
Republic of Korea; Malaysia; Singapore;
Taiwan, China; and Thailand) provided addi-
tional motivation for introspection and
reform.

Facing a “social and economic crisis”
(figure 1.1), Vietnam embarked on a path of
economic renovation (Pdi Mdi) in 1986
(box 1.1) (CPV 1991). Péi Mdi reflected a
fundamental shift in the country’s economic
ideology, a recognition of the failures of cen-
tral planning, and awareness that the fence-
breaking market reforms of the previous
decade were useful locally, but inadequate
nationally to address the dire economic
situation.

FIGURE 1.1 Vietnam: Reform, growth, and inflation, 1977-2015
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Since 1989: Market-oriented reform (with socialism

1976-80: A CPE and autarkic economy
1980-88: Modified Planned Economy (Microreforms
and failure of “price-salary-money reform”)
1986: D6i Mdi began (“multi-components” economy)

orientation) and Integration (EU: 1992; ASEAN: 1995;

APEC 1998; VN-US BTA 2000; WTO: 2007; ASEAN + 1 FTAs;...

VN-Japan CEP; Currently in negotiation: TPP;
VN-EU FTA; RCEP; VN-Russia, Belarus,

Kazaxtan Custom Union FTA, VN-Korea FTA..)

Sources: General Statistics data and World Bank and the Ministry of Planning and Investment of Vietnam calculations.

Note: The blue bars measures inflation, and the green line indicates growth rate. APEC = Asia-Pacific Economic Cooperation; ASEAN = Association of Southeast Asian Nations;
BTA = bilateral trade agreement; CEP = comprehensive economic partnership; CPE = centrally planned economy; EU = European Union; FTA = free trade agreement;

RCEP = Regional Comprehensive Economic Partnership; TPP = Trans-Pacific Partnership; VN = Vietnam; WTO = World Trade Organization.
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A chronology of major market-oriented D6i M&i reforms

1981: Directive 100 initiated output-contracting
schemes to farmers, allowing them to keep output
beyond a contracted amount.

1986: Poi Mdi was launched at the Sixth Party
Congress, signaling a move from bureaucratic central-
ized management based on state subsidies, to a multisec-
tor, market-oriented economy, open to world markets.

1987: Rationing was abolished for many goods, and
administered prices of several nonessential commodi-
ties were raised closer to market-clearing level.
Domestic and external economic trade were liberal-
ized, with domestic-trade checkpoints removed, and
the Vietnamese dong was devalued. The Foreign
Investment Law was approved (enacted in 1988).

1988: The Just 1988 Land Law provided for secure
long-term land-use rights. Politburo Resolution 10
acknowledged households as autonomous agricultural
production entities. Formal decollectivization started
with households receiving a 15-year lease on their plots
with the right to sell their produce at market prices.

1989: The Law on Export and Import Duties intro-
duced custom tariffs. Most remaining price controls
and subsidies were abolished. The state monopoly on
foreign trade was relaxed: Private enterprises were
allowed to engage in foreign trade. The Vietnamese
dong was devalued, and the multiple exchange rate
system was unified.

1990: The Company Law and the Law on Sole
Proprietorships established the legal framework for
private registered businesses and limited liability
companies.

1990: The Ordinance for the State Bank of Vietnam
(SBV) and the Ordinance for Commercial Banks, Credit
Cooperatives, and Financial Companies were issued
with commercial banking functions transferred out of
the SBV, shifting the banking system from a single to
two tiers. Private commercial banks were permitted.

1991: The first export processing zone was estab-
lished near Ho Chi Minh City.

1991-94: There was a shift to market-based determi-
nation of the exchange rate, first with the establishment
of two foreign exchange centers in Hanoi and Ho Chi

Minh City, and later with the introduction of an inter-
bank foreign exchange market. A pegged exchange rate
regime was introduced.

1992: Vietnam signed a preferential trade agreement
with the European Economic Community.

1993: The 1993 Land Law increased land tenure to
20 years (50 years for perennial crops) and gave
households the right to exchange, transfer, lease,
inherit, and mortgage land-use rights. Lending to
rural households was encouraged. SOE equitization
started.? Barriers to lending by the Asian Development
Bank, International Monetary Fund, and World Bank
to Vietnam were lifted.

1994: Economic Courts were established. The Labor
Code was issued to protect rights of employees and
employers, and to regulate contracts and social insur-
ance. An arbitration mechanism was established.

1995: Vietnam joined the Association of Southeast
Asian Nations (ASEAN).

1996: The State Budget Law defined tax and
expenditure responsibilities of different levels of
government.

1997-99: Value-added tax (VAT) and Corporate
Income Tax were introduced.

1999: The Enterprise Law consolidated the Company
Law and Law on Sole Proprietorships, and greatly
simplified procedures to set up new enterprises.

2000. The U.S.-Vietnam Bilateral Trade Agreement
(BTA) (effective December 2001) was concluded.

2000-02: The SBV introduced a base interest rate
and abolished the ceiling on lending interest rates.

2001: Party Resolution 5 to accelerate SOE reform
was passed. Thousands of SOEs were equitized,
merged, or liquidated during the five-year plan period
2001-05.

2002: The 2002 State Budget Law (effective 2004)
better defined intergovernmental fiscal relations and
accelerated fiscal decentralization.

2003: A one-stop-shop system for administrative pro-
cedures was launched, including appraisal of

(Box continues next page)
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BOX 1.1 (continued)

investment projects and issuance of business licenses
and land-use right certificates.

2004: The institutional framework to promote com-
petition was established: the Competition Law, the
Vietnam Competition Administration Department,
and the Vietnam Competition Council.

2005: The legal framework for all investors was uni-
fied with the promulgation of the Common
Investment Law and Enterprise Law. Policies on state
economic groups were launched.

2007: Vietnam officially became the 150th member
of the World Trade Organization (WTO).

2013: The Master Plan on Economic Restructuring
was launched, initially focusing on banks, SOEs, and
public investment.

2014-15: The New Enterprise and Investment Law
provided the foundations for business deregulation.
The Program for Reviewing and Simplifying
Administrative Procedures was launched.

2015: Vietnam completed negotiations on the Trans-
Pacific Partnership (TPP) and the EU-Vietnam Free
Trade Agreement (FTA).

2016: Implementation of ASEAN Economic
Community.

a. The process can be carried out by one of the following methods: keeping the state shares intact and issuing new shares; selling part of the state’s shares; detaching
and then privatizing parts of an SOE; and (since June 1998) selling off all state shares to workers and private shareholders.

The P6i Mdi reforms, introduced in a stag-
gered manner, focused on the following seven
areas.

Price reforms

Rationing and administered prices were
abolished for several nonessential commodi-
ties from 1987 (Arkadie and Mallon 2003).
The dong was devalued in 1987 (and again
in 1989)—to close the gap between the offi-
cial and shadow-market exchange rates.
Reforms were initially mostly partial, with
the economy segmented between production
within, and outside, the central planning sys-
tem. More decisive and comprehensive price
reform was introduced in 1989 and, by
1990, most official prices had been brought
to near market-clearing levels, and most
direct state subsidies had been eliminated
(Leipziger 1992).

Agriculture sector reforms

Vietnam began Déi Mdi as an agriculture-
dominated economy with a relatively small
state-controlled industrial sector. With nearly
90 percent of the population living in rural
areas and relying mainly on agriculture and
natural resources, potential benefits from

agricultural reform were considerable and
unlikely to harm other segments of society.
Measures to decollectivize production were
introduced from 1988, and households began
to replace cooperatives as the basic unit of
production. The provision of long-term land-
use rights to individuals (Land Law 1988),
and later rights to trade, lease, inherit, and
mortgage land-use rights (Land Law 1993),
and a land titling program,? provided people
with the confidence and incentive to make
longer-term investments. With the lifting of
official quotas and controls on domestic
trade, the volume of agricultural goods traded
in private markets began to soar. With more
secure property rights, more market-based
pricing (rice had been one-tenth of the market
price in 1988) (Dollar and Litvack 1998), and
stronger individual rights to make produc-
tion, pricing, and trading decisions, sharp
increases were recorded in agriculture pro-
ductivity and output, and in rural incomes,
thereby stimulating demand for other goods
and services.

Sustained growth in agricultural output
helped ensure food security, thus contribut-
ing to economic and social stability and
in building support for broader reform.



THIRTY YEARS OF RENOVATION AND VIETNAM'S ASPIRATIONS FOR 2035

83

Agriculture, forestry, and fishery output grew
by a fairly stable 3.7 percent a year from
1986 to 2014, despite shocks. The value of
agriculture, forestry, and fishery exports
surged from about $0.5 billion in 1986 to
$30.9 billion in 2014, an average annual
growth rate of just over 17 percent. In con-
trast to the food shortages of the mid-1980s,
Vietnam now ranks in the top five global
exporters of coffee, tea, rice, pepper, cashews,
cassava, rubber, and aquatic products.

Earlier agricultural reforms have largely
run their course. The focus now needs to shift
to modernizing and commercializing agricul-
tural production, to upgrading processing
and marketing systems, and to developing
factor markets, with a more narrowly defined
role for the government and an expanded role
for the market (chapter 2).

Economic integration
While foreign trade—using gold and the U.S.
dollar—occurred through informal channels
even before Péi Mdi, the legal basis for goods
and currency exchange was absent, and for-
eign private investment was virtually zero. A
Foreign Investment Law was enacted in
September 1988 and, combined with price,
exchange rate, and property rights reforms,
laid the foundations for sustained strong
growth in foreign direct investment (FDI)
inflows and FDI-led export growth. Removal
of the state monopoly on foreign trade, eased
restrictions on private sector involvement in
trade, relaxation of export and import quo-
tas, and reductions in trade taxes, coupled
with the above exchange rate reform, further
stimulated FDI and trade (Arkadie and
Mallon 2003). Vietnam’s merchandise
exports amounted to $150 billion in 2014
(equivalent to 80 percent of GDP), three-
quarters of which were manufactured goods.
Most of these exports are powered by FDI,
the stock of which now stands at more than
$250 billion, sourced from more than 100
countries. Links to domestic private firms,
however, are still weak (chapter 2).

Reforms linked to bilateral and multilateral
free trade agreements (FTAs) have helped
maintain the momentum for economic

integration. Participation in the Association of
Southeast Asian Nations (ASEAN) Free Trade
Area (effective June 1996), the U.S.-Vietnam
Bilateral Trade Agreement (BTA) (effective
December 2001), and accession to the World
Trade Organization (WTO) (effective January
2007) were important milestones. Several
other bilateral trade agreements were signed.
Vietnam has also recently agreed to the Trans-
Pacific Partnership (TPP) and the European
Union (EU)-Vietnam FTA, and is participating
in negotiations for the Regional Comprehensive
Economic Partnership between the ASEAN,
Australia, China, India, Japan, Korea, and
New Zealand.

Macroeconomic stabilization
The triple-digit inflation of the mid-1980s
began to be contained from 1989 with
tighter monetary policy, including higher
interest rates and limits on credit growth
(especially to SOEs), aided by strong supply
responses to market-oriented economic
reforms. Consumer price index inflation fell
dramatically, from more than 400 percent in
1988 to 35 percent in 1989 (Leipziger
1992), and averaged about 30 percent in
1990-95 (Tu-Anh et al. 2015). It was then
contained at single-digit rates until late
2007, when pressures spilled over from ele-
vated global food and commodity prices and
sustained rapid credit growth (annual credit
growth averaged more than 30 percent per
year between 1999 and 2010, much of it
channeled into real estate). A cycle of mod-
erate to high inflation followed, with a peak
of 28 percent in August—September 2008,
single-digit rates from April 2009 to October
2010, and another peak of 23 percent in
August 2011.

Inflation has since been retamed (less than
1 percent in 2015) through a mix of tighter
monetary policy, and global disinflationary
trends (Brand 2015). The State Bank of
Vietnam (SBV) needs to further strengthen
monetary policy management to ward off
future inflationary episodes: This will require
it to focus its mandate more explicitly on
price stability and to strengthen its opera-
tional and research capacity.
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Fiscal deficits were reduced early in the
Daéi Mdi period, initially by eliminating export
and production subsidies to SOEs, and later
by focusing on revenue measures. From a low
revenue base, reforms to broaden the tax base
and strengthen tax administration resulted in
revenue collections of 23-24 percent of GDP
by 1996.% Remaining deficits were no longer
monetized. Fiscal deficit and public debt have,
however, risen sharply in recent years, as
Vietnam sought to offset the weak private sec-
tor demand with countercyclical fiscal policy.
With the need for fiscal consolidation now
widely acknowledged, concrete measures are
needed to boost revenue collection, improve
the efficiency of spending, and strengthen debt
management strategy and capacity.

Finance sector reforms—including the
separation of commercial and central banking
functions and the entry of joint-stock and
foreign commercial banks—have been an
important complement to macroeconomic
stabilization, though a large part of the
reform agenda remains (chapter 2).

Enterprise reforms
Key reforms centered on legalizing private
enterprise, restructuring SOEs, introducing
regulatory reforms to level the playing field for
all enterprises, increasing competition among
firms, and reducing compliance costs. The
Law on Sole Proprietorships and the Company
Law, both of 1990, established the legal basis
for private enterprises and limited liability
companies. Subsequent reforms to bring all
enterprises under a single Enterprise Law
helped accelerate private sector development.
Ongoing regulatory reform initiatives (notably
Government Resolution 19) have been critical
in further reducing business startup and com-
pliance costs, and in tackling emerging bottle-
necks to the development of enterprises and of
more competitive markets. Progress has been
impeded, however, by vested interests within
fragmented state power structures, and con-
siderable barriers to domestic private sector
growth remain (chapter 2).

The government also moved to increase
SOE autonomy over production, pricing, and
human resource decisions, aiming to make

SOEs more profit oriented. Attempts to impose
hard budget constraints, however, were under-
mined by SOEs’ preferential access to land and
credit from state-owned banks, and other
forms of preferential treatment. Early SOE
reforms in the 1990s focused on divestiture,
mergers, and equitization of small and non-
strategic SOEs. Implementation of equitization
has been patchy, accelerating somewhat in the
early 2000s, but even then with mixed results
(chapter 2). A strategic shift in 20035 to create
state economic groups and benefit from their
economies of scale and scope has not achieved
intended outcomes—on the contrary, in some
cases it has led to major financial losses.

Slow progress on enterprise—especially
SOE—reform is indicative of the challenges in
pursuing top-down reforms in a decentralized
and fragmented power structure, especially
when vested interests, including elements of
the state apparatus, stand to lose from the
reforms. Concentrated high-level political
commitment is needed to secure reforms in
such cases (chapter 7).

Decentralization
Despite a stated commitment to central plan-
ning, a legacy of prolonged internal conflict
and limited central government resources
contributed to a relatively decentralized
power structure. Provincial leaders account
for the largest share of central committee
members, and it is the central committee that
appoints national leaders. Fence-breaking
was an early manifestation of the extent of
decentralized power structures. Pressures for
formal decentralization of fiscal and decision-
making powers increased under Doi Mdi.5
The 2002 Budget Law (effective January
2004) with Resolution 08 (June 2004) helped
accelerate fiscal decentralization, with more
decentralized management of development
investment, budget, land, and natural
resources, and with greater SOE autonomy.
This helped transform relationships within the
state system, and between the state and busi-
ness at the local level. Fiscal decentralization
has had mixed results. For the dozen provinces
that can balance their budgets (due to a strong
business base or abundant natural resources),
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decentralization helped them expand their fis-
cal space considerably, and so they have
become more independent from central gov-
ernment. In contrast, the central government
has greater control over the remaining prov-
inces that depend on net transfers from the
national budget.

As discussed, the fragmentation of power
associated with decentralization has made it
harder for the national leaders to adopt
reforms that have adverse impacts on local
interest groups. Excessive fragmentation of
investment decisions among provinces (which
now account for almost 80 percent of total
public investment) is another major concern
(chapter 7).

Despite its challenges, decentralization has
allowed local governments to be more proac-
tive in improving the business environment
and in meeting basic service delivery needs.
The more proactive provinces have consis-
tently performed well in Vietnam’s Provincial
Competitiveness Index (PCI).

Social equity

Throughout the reform process, Vietnam has
retained a strong emphasis on equity
and social inclusion (chapter 6). The socio-
economic aspiration of developing a

socialist-oriented market economy captures
the balance in its preferences for equitable
and market-led growth. Thus decades of
rapid growth have not widened income
inequality significantly. Equitable land distri-
bution in the early years of Déi Mdi, driving a
rapid increase in agricultural production, was
important in laying the foundations for equi-
table growth. Equitable delivery of basic
health and education services and provision
of basic infrastructure (such as electricity and
water), aided by public policy choices that
equalized fiscal transfers across provinces
with different levels of development, and a
strong focus on facilitating small and medium
enterprise development, further helped the
country avoid the spike in inequality experi-
enced in some other fast-growing economies.

Vietnam has always prioritized human
resource development, achieving some equi-
table outcomes in basic literacy and numer-
acy. The approach to education changed
with the launch of Poi Mdi, signified by a
move from viewing education as part of the
“ideology—culture revolution” and a form of
welfare to seeing it as a necessary investment
in development (box 1.2). Efforts to direct
education now focus on specific solutions
rather than general directions.

The education philosophy of Vietnam under Péi Mé&i

1. The common principle: education and training is

5. The goal is to promote positive impacts (linking

the top national priority.

. The common mission of education and training;:
raising intellectual standards of the general popu-
lation, training a skilled workforce, and develop-
ing talent.

. The overall objective: the people are both the
goal and the driving force of socioeconomic
development.

. Investment in education and training is consid-
ered an investment for development, equivalent
to investment in infrastructure such as roads, elec-
tricity, the post, and so on.

training with the needs of the labor market) while
limiting the negative effects of the market mecha-
nism on education and training: resisting the ten-
dency toward commercialization.

. Everybody provides education, and education is

provided to everyone, promoting lifelong learn-
ing. Equity in education requires policies that
bring education closer to the poor and support
outstanding students to develop their talent.

. The motto for education development: stan-

dardization, socialization, diversification, and
democratization.
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Despite good progress on maintaining
social equity, significant challenges remain to
provide equal access to opportunities for eth-
nic minorities and other marginalized groups,
as noted in the next section.

D6i M&i: An Overall Record of
Strong Achievements with Emerging
Challenges

Impressive growth on multiple fronts
Vietnam has recorded fast, stable, and inclu-
sive economic growth in the three decades
since the launch of Péi Mdi, emerging from
being one of the poorest countries in the
world to a dynamic middle-income country
with key social indicators comparable to
higher-income countries. Per capita GDP
jumped from about $100 (current prices) in
1990 ($970 in purchasing power parity [PPP]
terms) to about $2,200 in 2015 ($6,000
PPP). Real per capita GDP growth has aver-
aged 5.5 percent a year since 1990 (figure
1.2). China is the only large economy to
achieve a higher per capita GDP growth over
this period.” Strong growth since 1990 places
Vietnam well on the long-term income trajec-
tory relative to global comparators (box 1.3).
While Vietnam’s growth record overall
has been positive, emerging concerns need to
be resolved to ensure its long-term sustain-
ability. Growth in labor productivity (output
per worker) has been on a declining trend
since the end of the 1990s (chapter 2), and is
seen across most industrial subsectors, as
well as in mining, finance, and real estate. In
agriculture, labor productivity has grown
robustly, but its level is still lower than in
most of the region’s middle-income coun-
tries. The reform agenda to reverse this
declining productivity growth trend will be
demanding, given that the decline has been
broad based. Long-term investments in
developing innovation capacities (chapter 3)
and urban infrastructure (chapter 4) will be
essential with an eye to sustaining strong,
productivity-led growth over the next two
decades and beyond.
Furthermore, growth has to a large extent
come at the cost of the environment (chapter 3).

FIGURE 1.2 Per capita GDP growth, 1991-2014
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Vietnam’s greenhouse gas emissions have
grown the fastest in the region, while the envi-
ronmental quality of its air, land, and water has
deteriorated sharply. Water and air pollution
have reached serious levels, especially near
Hanoi and Ho Chi Minh City, posing major
health risks. A large part of Vietnam’s protec-
tive mangrove forests has been destroyed, while
overfishing has seriously depleted the nearshore
fisheries, posing threats to livelihoods.
Removing natural forests in some upland areas
has contributed to more frequent and severe
flooding of lower-altitude farms and human
settlements. Finally, Vietnam is one of the
world’s most vulnerable countries to climate
change, with adaptation challenges accordingly
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Vietnam’s long-term growth trajectory relative to comparator countries

Vietnam’s long-term income trajectory compares
well against those of its global peers. A long-term com-
parison with China is striking on two counts. First,
growth accelerations in both countries, although 13
years apart (starting around 1977 and 1990), begin at
roughly the same per capita income of around $1,100
(2005 PPP). Second, 24 years into its growth accelera-
tion (2014), Vietnam had kept up with China over the
equivalent period (to 2001) (figure B1.3.1, left panel).

The story remains broadly similar against other
successful economies (those with at least a 3.5 times
increase in per capita income in the first 25 years of
their growth acceleration) and over a 50-year period.
The starting points for the growth accelerations were
close, with Thailand at $835 (2005 PPP) at the lower
end and Taiwan, China, at $1,365 at the upper end.
About a quarter century into its growth acceleration,
Vietnam’s position is broadly at par with those suc-
cessful economies (figure B1.3.1, right panel).

What happens from here on is critical. At roughly
25 years into their growth accelerations—where
Vietnam is now—the economies that made it into the

FIGURE B1.3.1
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high-income ranks pulled ahead of the rest. The
Republic of Korea and Taiwan, China, maintained
their growth records for the first 25 years over the
subsequent 235 years (years 25-50), but Brazil, Egypt,
and Thailand started to see growth rates fall.
Vietnam is thus seemingly at a critical juncture.
Decisions at this stage matter for meeting long-term
income aspirations. If the country can carry out the
reforms needed to pull up its GDP growth to its 7 per-
cent per capita target, it would match the trajectory of
China and, by 2033, stand a strong chance of reaching
the incomes of Korea and Taiwan, China, in the early
2000s. At the upper reaches of upper-middle-income
country status, it would be strongly positioned for the
final ascent to high income. It would also have a stron-
ger chance of catching up with, or even overtaking, its
middle-income neighbors such as Indonesia and the
Philippines. But if Vietnam’s per capita growth slips to
about 4 percent a year, its average income is only
likely to move close to that of Brazil or Thailand, and
its chances of catching up with the neighboring
wealthier middle-income countries would be lower.

Vietnam has performed well on its long-term income trajectory

b. Vietnam and other high-growth economies
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severe, especially in the Mekong Delta. With
almost all large-scale hydropower potential
tapped and with limited development of other
renewable sources, greater reliance on coal is a
growing threat to environmental sustainability
and to energy security. The policy agenda
involves protecting the quality of natural
resources; building climate resilience into poli-
cies, planning, and investments; and finding
ways to tap into more clean energy sources.

Poverty reduction and improvements in
nonincome welfare measures

Social outcomes have improved remarkably
since the launch of D6i Méi. Based on a variety
of international and national poverty lines,
poverty has fallen rapidly (figure 1.3). The
$1.90-a-day poverty rate fell from 50 percent
in the early 1990s to 3 percent today. Using the
General Statistic Office=World Bank standard,
poverty incidence fell from about 58 percent to
13.5 percent over the same period.

Not only are incomes higher, but the
Vietnamese population is better educated and
has a higher life expectancy than most coun-
tries at a similar per capita income. In recent
international tests, Vietnamese students out-
performed the average for countries in the

Organisation for Economic Co-operation and
Development (OECD), with extremely little
variation across income groups and urban—
rural locations. The maternal mortality ratio
has fallen below the upper-middle-income
country average, while under-5 mortality has
fallen by half, to a rate slightly above that
average. Access to basic infrastructure has
also improved sharply: electricity is now
available to almost all households, up from
less than half in 1993, and access to clean
water and modern sanitation has risen from
less than 50 percent of all households to more
than 75 percent.

Reflecting the gains in per capita incomes
and education and health outcomes,
Vietnam’s Human Development Index (HDI)
has improved over the last 20 years. In 2014,
its HDI score was 0.67 (figure 1.4), putting it
at a global rank of 116 of 188 countries and
in the category of “medium human develop-
ment” countries. Progress has been uneven,
however, and the rate of improvement is
slowing (VASS and UNDP 2015).

Although Vietnam has avoided the sharp
increases in inequality of other fast-growing
countries, the differences between rich and
poor are still wide. While members of ethnic

FIGURE 1.3 Household poverty rate, Vietham, 1993-2014
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minorities have experienced gains in welfare
since the early 1990s, they face a growing gap
relative to the majority population. With
14 percent of the population, they now make
up almost 60 percent of the poor. Large num-
bers of urban migrants and those with dis-
abilities find themselves similarly marginalized
from the country’s progress. Ensuring equality
of opportunity remains an important agenda
for Vietnam (chapter 6), and will become
even more pressing as the forces of globaliza-
tion, urbanization, and rising skill intensity of
production deepen their impacts.

Emergence of a market economy with
multiple types of ownership

The transition toward a socialist-oriented
market economy has been gradually institu-
tionalized. Since the launch of Péi Mdi,
the National Assembly has revised the
Constitution three times and promulgated
and/or revised more than 150 codes and
laws, and its Standing Committee has pro-
mulgated 70 ordinances. This has included
a number of provisions that helped create a
stronger legal basis for all firms, regardless
of ownership, to enjoy the freedom to con-
duct business and compete on a more rules-
based playing field. Many SOEs have been
restructured and now operate under the
unified Enterprise Law. The number of pri-
vate businesses continues to expand rap-
idly, contributing substantially to
employment creation and economic growth.
An overwhelming majority, however, are
small or medium enterprises and infor-
mal—and inadequately integrated with
global supply chain opportunities, which
prevents productivity gains through scale
economies, specialization, and innovation
(chapter 2).

Goods and services markets have been
established and are being further developed
and deepened, with growing links between
domestic markets on the one hand and
regional and world markets on the other.
Prices of most goods and services are deter-
mined by market supply and demand. The
labor market (in the formal economy) has
also been increasingly active, although

FIGURE 1.4 The Human Development Index in selected countries,
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international economic agreements are likely
to put severe pressure on more substantive
change and reform. Financial and real estate
markets are in place, albeit still in early stages
of development.

But much more needs to be done to meet
the institutional requirements of a truly com-
petitive and transparent market economy
(chapter 2). Reforms are needed to improve
the “rules of the game” at all stages of the
business cycle (protecting ownership rights,
enforcing contracts, and ensuring market
competition, participation, and exit); to
develop factor markets (land, capital, labor,
and technology); and to strengthen state
mechanisms for economic management (with
an emphasis on strengthening coordination,
decentralization, professionalism, and
accountability).

Public institutional reforms and

the rule of law

Another pivotal change has been the transition
to a state governed by law. The 1992
Constitution broadened the scope for reforming
central state agencies.® With the introduction
of the administrative reform policy in 1994,
reforms to administrative procedures were
launched to reduce burdens for businesses and
citizens. Public administration reform master
plans for 2001-10 and 2011-20 were intro-
duced to modernize and improve the efficiency

0.10
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of the state’s administrative capacity. The
2013 Constitution expanded the space for leg-
islative, executive, and judicial reforms.
Legislative drafting and policy making are
becoming more evidence-based, democratic,
and consultative, with more attention given
to equity issues and impact assessments.’ But
although most basic areas of economic,
political, cultural, and social life—and state
organizations—are now governed by laws,!?
progress has not always kept pace with needs.
In particular, the country’s unique history
has produced public sector institutions that
are commercialized and vertically and hori-
zontally fragmented, and that face insufficient
scrutiny by citizens (chapter 7). Despite
reforms, the state remains strongly engaged in
economic activity—directly through SOEs
and indirectly through close links with an
exclusive segment of the domestic private sec-
tor. State fragmentation arises from the lack
of a clear hierarchy or assignment of roles and
responsibilities, both within the central gov-
ernment and between the center and the prov-
inces. The absence of merit-based management
of public servants exacerbates the weaknesses
in public institutions. Election processes and
mechanisms for engaging citizen organiza-
tions are still not robust enough to provide
true citizen representation, and the country
lacks a system of effective checks and balances
among the three branches of government.

Why Has i M&i Been Such a Success?
Pointers for the Future

Vietnam has recorded considerable success in
implementing Doi Mdi against difficult odds.
In planning for 20335, it is instructive to iden-
tify the key factors that contributed to that
success, while drawing lessons from the past
approach to help guide the next generation of
reforms—the core focus of the Vietnam 2035
report.

Overall, a pragmatic and flexible approach
to reform that aimed to tap into the country’s
strengths was important to success, as was the
early emphasis on human development, and a
willingness to experiment and consider ideo-
logically difficult suggestions. A focus on

regional and international economic integra-
tion (and competition) also helped, with exter-
nal commitments under trade agreements used
to help lock in difficult reforms. Changes in
mindsets over this period were partially
reflected in the changing terminology, from
questioning the merit of the bureaucratic,
subsidized, command economy (mid-1980s)
to accepting the multi-actor commodity
production economy (late 1980s), to forming
a market-oriented economy with state man-
agement (1990s), and finally to developing
a socialist-oriented market economy with
socialism orientation (since 2000).

Drilling more deeply, five aspects stand
out. First, pragmatism replaced ideology as
the primary basis of policy making from the
onset of Pgi Mdi (Pincus 2015). Vietnam has
taken a step-by-step, evidence- and consensus-
based approach to reform that put a premium
on political and social stability, and avoided
potentially destabilizing shock therapies
(Rama 2008). Déi Mdi reforms were imple-
mented at two levels: the Party provided broad
direction to structural reforms, with imple-
mentation left to the provinces. Provinces
often pushed the boundaries, providing
opportunity for local experimentation, with
the central structure drawing lessons from
that (for example, with SOE reform). Efforts
to avoid creating “losers in the political
arena” helped ensure broad political accep-
tance (Rama 2014). Reforms where there
would be clear losers, as with some elements
of SOE reform and administrative simplifica-
tion, proved much harder to implement.

Second, reforms were and remain home-
grown, adding to their legitimacy and domes-
tic appeal. External advice was welcomed, but
judged on its merit, rather than just accepted
as a condition for obtaining external assis-
tance (which remained limited relative to the
overall economy). Lessons from mistakes in
the former Soviet Union and successes of
neighboring China and the rest of East Asia
were internalized, but only after adapting
them to the Vietnamese context.

Third, Vietnam framed and sequenced the
reforms to build on national strengths. The
country’s main endowments at the launch of
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Doi M6i were its underused fertile land and a
literate workforce, although skill levels were
still low and capital stock was in short supply.
The early emphasis appropriately was on land
reform and raising agricultural productivity in
smallholder farming, where most people were
employed. The focus then shifted to household
business and labor-intensive manufacturing (for
example, garments, footwear, and electronics)
where most new jobs were being created. With
Vietnam’s advantageous location—close to
countries such as China, Korea, Malaysia,
Singapore, and Thailand, which were embed-
ding themselves in global supply chains—
regional integration also became an important
focus of reform. The gradual discarding of poli-
cies that encouraged and subsidized inefficient
heavy industry freed scarce capital for more
productive investments.

Fourth, Vietnam committed early to build
on its already relatively high and equitably dis-
tributed human capital. Literacy rates and life
expectancy were already impressive for its
income level at the onset of reform (Arkadie
and Mallon 2003). Gender and rural-urban
gaps were contained and further investments
were made in human development under Pai
MGi: for example, the share of the public bud-
get allocated to education has risen from about
5 percent in the late 1980s to about 20 percent
now. The initial emphasis was on basic educa-
tion: the net enrollment rate for primary and
lower secondary school levels increased from
87 percent and 30 percent, respectively, in
1993 to 93 percent and 82 percent in 2010.
More emphasis is now given to improving pre-
school coverage and higher education quality
and standards, although the latter needs an
even stronger reform push (chapter 3). A con-
tinuing strong emphasis on basic health care is
reflected in relatively low child and maternal
mortality rates, and relatively high life expec-
tancy. The planning focus on human develop-
ment has enhanced the returns from subsequent
market-oriented reforms.

Fifth, where a domestic consensus was
harder to forge, Vietnam used its commitments
under external trade agreements to good effect,
particularly to usher in some of the more com-
plex enterprise and market institution reforms.

Starting with the 1987 Law on Foreign
Investment (enacted in September 1988),
Vietnam has adjusted its legal framework not
only to meet the basic regulatory requirements
of its international agreements but also to
enhance the benefits of integration. Plans to
further boost global integration will require
sustained changes in awareness, thinking, and
the legal regulatory environment. Participation
in the TPP, EU-Vietnam FTA, and other inter-
national agreements provides opportunities for
Vietnam to implement reforms in sensitive
areas such as the environment, labor relations,
intellectual property rights, and government
procurement.

Future Opportunities and
Challenges

Domestic Factors

Vietnam’s achievements under Déi Mdi are
testament that, if reforms are carried out cor-
rectly, the rewards to society easily justify the
effort. The gradual and pragmatic approach
to reform, focusing on equitable outcomes,
has helped minimize socioeconomic instabil-
ity and ensure that reforms were both in the
national interest and in the interests of the
majority of individuals. This helped sustain
popular demand for reform from a citizenry
that associated a general improvement in
well-being with economic renovation. Social
consensus for market-oriented reforms is
especially strong, but with clear signs that
people’s expectations are starting to outrun
reform progress as they perceive it (box 1.4).

While pragmatism and flexibility facili-
tated reform, the lack of a comprehensive
reform strategy has limited institutional
development, undermining the prospects for
efficient and sustained growth. There is
growing awareness of the need for a renewed
focus on improving the quality of growth
during the next stage of reform.

The broad-based support for a market econ-
omy with private ownership provides a strong
foundation for deeper reforms. But past
approaches that worked well in the initial stages
of reform (benefitting most segments of society)
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BOX 1.4 Changing attitudes of Vietnamese society toward the market and the state

Vietnamese society would like to see a rapid transi-
tion to a market economy with private ownership,
and is increasingly dissatisfied with the pace of
change. This is borne out by the recent surveys (2011
and 2014) of people’s Changing Attitudes to the
Market and the State (CAMS) conducted by the
Vietnam Chamber of Commerce and Industry
(VCCI), with World Bank support. An overwhelming
majority (89 percent) of respondents to the 2014
CAMS survey favored a market economy to a state-
led one (figure B1.4.1). More than 70 percent pre-
ferred private ownership to state ownership, and the
gap had intensified between 2011 and 2014.

FIGURE B1.4.1 Perceptions about the preferred
economic system

100
80
60

40

Share of respondents (%)

20

0

Prefer state-led
economy over
market economy

Prefer market economy
over any other
economic system

Economic system does
not