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Trade Reforms in Vietnam

A Computable General Equilibrium Analysis

Nguyen Tien Dung"”

Abstract

Vietnam'’s integration with the global economy has accelerated in recent years. Vietnam
became a member of ASEAN in 1995, joined APEC in 1998, and has applied for membership
in the WTO. Various commitments to trade liberalization have been made under bilateral
and multilateral trade agreements and will be carried out in coming years. The ongoing
trade reforms will significantly change Vietnam’s highly protective trade regimes and bring
about profound implications on the economy. In this paper, we have used a computable
general equilibriumd CGEL model to assess the impacts of unilateral trade liberalization at
both macro and sectoral levels and examine the role of complementary policies. The
simulation results have indicated that tariff reductions cause a decline in GDP, but the
overall output loss is small. Capital producing industries and public services suffer
considerable losses, while export-oriented industries experience a significant expansion.
Sustaining the fiscal revenue mitigate the negative effects of tariff cuts on public services
and reduce the output loss. Currency devaluation appears to have a strong impact on

exports, imports and the trade balance.
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I. Introduction

In the late 1980s, Vietnam began profound social and economic reforms, which have significantly
transformed Vietnam from a centrally planned economy to a market economy. Over the last decade,
trade reforms and the open door policy have constituted an important part of the comprehensive
reforms. Restrictions and limitations on trade activities have been progressively relaxed, and the
country has successfully expanded trade and investment relations with nations in Asia, Europe and
North America. The growth of trade has been high and contributed significantly to the overall
economic growth.

The integration with the global economy has accelerated in recent years. Vietham became a
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member of ASEAN in 1995, joined APEC in 1998, and has applied for membership in the WTO.
However integration with the world economy brings about both benefits and costs, and the issue has
been debated among Vietnamese policy makers and economists. On the one hand, the integration will
expand Vietnam’s exports markets and bring about greater opportunities for technological transfers
as well as greater inflows of foreign investment and economic assistance. On the other hand, Vietnam
will be obligated to requirements of international trade agreements concerning the removal of tariff
and non-tariff barriers and the opening of investment regimes to foreign firms. Domestic firms, lacking
of business skills and poorly equipped, may fail to compete with foreign firms. Trade liberalization
may lead to a loss in output and increased unemployment, or it may worsen the trade balance and
fiscal balance.

Although there have been numerous studies on economic and trade reforms in Vietnam, limited
attention has been paid to quantitative studies. In this paper we attempt to analyze Vietnam’s trade
reforms, and to quantify impacts of the reforms on the economy using a computable general
equilibriumd CGEO model. The paper is organized as follows. Section[] examines the recent economic
development in Vietnam, current trade regimes and the reform agenda in coming years. The
structure of the model, data sources and the calibration procedure are discussed in section 3.

Simulation scenarios are performed in section 4, and conclusions are drawn in the last section.

Il. Reforms and Open Door Policy

11.1. Reforms and Growth: an Overview

In late 1980s Vietnam began profound social and economic reforms, commonly known as doimoi,
which aimed to develop a market economy to replace the centrally planned economy and to open up
the economy to the world economy. Over the last decade, the economic reforms have brought about
significant changes in both social and economic aspects. Price controls have been abolished for most
commodities, and prices are determined by the market demand and supply. The private sector has
been officially accepted and encouraged, and the state sector has been restructured.

After the hard transition period characterized by hyperinflation in the late 1980s, Vietnam
successfully stabilized the macroeconomic situation and resumed growth in the early 1990s. The
country achieved an impressive economic performance, with the growth of GDP averaging the annual
rate of 8.8 per cent during the period 1992-1997. The high growth was achieved in a stable
macroeconomic environment. Inflation and fiscal deficits were kept within a controllable range.

The economic and political crisis in the former Soviet Union interrupted traditional trading and
economic relations with countries in the Soviet bloc and badly affected the economy in the late 1980s.
Vietnam liberalized trade regimes to promote trading and economic relations with the countries in the

convertible currency area. The growth of exports averaged the annual rate of over 30 per cent, and
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was led by light manufacturing exports. The lifting of the US embargo in 1993 removed political
obstacles to foreign investment and development assistance. The inflows of foreign capital increased
dramatically, particularly between 1995 and 1997. Stimulated by the surge in the capital inflows,
imports grew rapidly and worsened the trade balance, which reached nearly 16 per cent of GDP in
1996.

The country was not able to sustain the initial performance. The rapid growth brought about over-
optimism and reduced pressure for further reforms. There was little progress in the restructuring of
the state sector and banking system, and the economy suffered from serious weaknesses as reflected
in inefficient and heavily indebted state-owned enterprises(] SOEs[] the large build-up of non-
performing loans and the high and increasing trade deficit.

The Asian economic crisis adversely affected the economy and further exacerbated domestic
economic problems. The economic recession in Japan and East Asian countries, which are Vietnam’s
major trading and investment partners, led to a sharp contraction of Vietnam’s export markets and a
decline in the inflows of foreign investment. The growth rate of exports dropped to 1.9 per cent in
1998, and exports to East Asia declined by 85 per cent. The recent resumption of export growth has
been attributed to the surge in oil prices and the successful efforts in redirecting Vietnam’s exports
toward new markets in North America and Europe.

In order to reduce trade deficits, the government imposed quantitative restrictions and temporary
prohibitions on the import of several consumer goods. Currency controls were adopted to prevent the
outflows of foreign currency and to limit imports. Imports grew only few percents in 1997 and
declined slightly in 1998 and 1999. As a result, the trade balance has improved significantly, and the
country had a current account surplus in 1999.

The decline in exports, along together with stagnating domestic demand, has caused a slowdown in
economic growth in recent years. The growth of GDP declined to 5.8 per cent in 1998 and 4.8 per cent
in 1999 Despite inflation being kept under control, the macroeconomic situation has been
deteriorating in many aspects. Fiscal revenue fell from over 25 per cent of GDP in 1993 to around 18
per cent of GDP in 1999, resulting in lower public spending on social services and increased deficits.
The inflows of foreign direct investments dropped sharply and put pressure on domestic currency to
depreciate.

The slowdown in economic growth has amplified social and economic problems. According to
official statistics, the unemployment rate increased fromO per cent of the labor force in 1997 to 7.4 in
1999, while underemployment has remained high in both rural and urban areas. The poverty
incidence, which declined sharply in the mid of 1990s thanks to the high growth, may have increased.
In order to resume economic growth, economic reforms have been accelerated with the emphasis on

the restructuring of SOEs and banking sector and trade reforms.
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[1.2. Current Trade Regimes

The reform of trade regimes has constituted a major component of the overall economic reforms in
Vietnam. Until the late 1980s, foreign trade activities in Vietnam were subject to central decisions by
the planning authorities, and could be carried out by only a small number of state trading enterprises.
Over the last decade, entry to trade activities has been significantly liberalized through removing the
trade monopoly of state trading enterprises and allowing producers in the state sector and private
sector to engage in trade. All enterprises are now allowed to export or import any commodities in
accordance with their field of business. In 1989, the parallel exchange rate system was unified, and the
domestic currency was devaluated to promote exports. A managed floating exchange rate regime has
been adopted and gradually liberalized.

Export duties are imposed on a small range of agricultural products and crude materials, and only
a few exports are subject to quantitative restrictions and regulation mainly for security and
environmental concerns. Only exports of garment and textiles to Norway, Canada and the European
Union are subject to quantitative restrictions determined in bilateral agreements with these countries.

The import regimes have been gradually liberalized, but remain highly restrictive as reflected in
high tariffs and pervasive non-tariff barriersC NTBs[ The maximum tariff rate was reduced from 200
per cent in 1992 to 60 per cent in 1999, and the average tariff rate fell from nearly 20 per cent in the
mid 1990s to around 15 per cent” Many domestic industries have been protected through NTBs,
which are numerous and strong in Vietnam{ McCarthy 1999: p.1300 Among these NTBs, quantitative
restrictions and currency controls have been extensively employed. Quantitative restrictions are being
imposed on 11 groups of commodities, most of which are consumer commodities. It was estimated that
approximately 40 per cent of imports are subject to explicit quantitative restrictions, and nearly one-
fourth of domestic production of goods is subject to protection from quantitative restrictionsO Centre
for International Economics(] CIE[]1999: p.230]

Currency controls have been adopted to prevent capital out-flight and limit imports. The surrender
requirement introduced in 1997 requires firms to sell up to 50 per cent of their foreign exchange
earnings to designated banks, and the use of foreign exchange is subject to the allocation procedures
designed by the state bank to limit imports of consumer goods. The restriction on imported consumer
goods is also implemented through the cash margin requirement or the balancing requirement.

Imports of certain commodities are subject to minimum price valuation, which is designed to
counter under-invoicing problems and can raise the prices of imports. The different tax treatments
between domestic producers and imported goods have provided further protection for certain
industries. Custom surcharges imposed on some imports can be regarded as additional tariffs. Anti-

dumping and counter-veiling measures were introduced in 1988 to protect domestic producers from
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unfair trade in both domestic and foreign markets.

Generally, high tariffs and non-tariff barriers are imposed on consumer goods, while low tariffs are
generally imposed on capital goods and intermediate inputs. However several intermediate inputs,
which are being produced domestically such as cement, steel, glass, fertilizers and papers, are also
highly protected. Since the mid of 1990s, protection through tariff and non-tariff barriers has been
extended to absorb foreign investments into so-called infant industries, such as automobile, cement or
steal. As a result, a large portion of foreign direct investment has flowed into highly protected
industries. Around 65 per cent of investment occurred in the sectors with the effective rate of
protection of above 60 per cent[] CIE 1998: p.1310J

Table presents the estimated effective protection rated] EPRsOby industries, based on the 1996
input-output table and nominal tariff rates estimated by CIEO 1998 p.122[0 The effective protection
rates are computed separately for import substitution industries, which benefit from higher domestic
prices caused by protection, and for export-oriented industries, which sell products in foreign markets
and face world prices®. With respect to the effective protection provided to import substitution
industries, most industries enjoy higher effective rates of protection as compared to nominal rates of
protection. Some industries, such as sugar or wearing apparel, receive very high effective rates of
protection®. Mining, excluding oil exploitation, fertilizers and transportation means that receive low
nominal protection face negative effective protection. Export-oriented industries face negative

effective protection since they pay higher prices for imported inputs.

11.3. Commitments to Trade Liberalization

The process of opening up to the world economy has been accelerated since the mid of 1990s.
Vietnam became a member of ASEAN in 1995, joined APEC in 1998, and has applied for membership
in the WTO. In July 2000, Vietnam and the United States agreed on a bilateral agreement. Various
commitments to trade liberalization have been made under bilateral and multilateral trade agreements

and will be carried out in coming years
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Table 2 : Effective Protection Rate§! EPRs[ by industries] %0

Industries Nominal EPRs for Import | EPRs for Export-
Tariffs Substituting Oriented
Industries industries

1. Paddy 46 6.3 0o.7
2. Other crops 5.7 6.7 gdo6
3. Livestock 34 17 040
4. Forestry 11 0.5 go9
5. Fishery 174 215 056
6. Coal 31 10 06.0
7. Petroleum 7.6 8.8 goz2
8. Other mining 10 0134 019.0
9. Processed meats 173 108.3 0344
10. Vegetable oils and fats 113 18.2 1180
11. Milk and diary products 133 255 0331
12. Sugar 27.6 650.8 03132
13. Seafood 185 294 0400
14. Beverage 278 496 09.6
15. Tobacco 46.0 1282 0251
16. Other food processing 185 0 2472.2 8449
17. Glass 213 389 0108
18. Ceramics 338 143.0 0139
19. Paper 16.1 107.8 0791
20. Wood 109 383 0373
21. Cement 149 349 084
22. Construction Materials 6.4 9.2 0184
23. Basic Chemicals 5.0 12 0145
24. Rubber 177 334 0220
25. Plastics 155 60.2 01317
26. Other chemicals 8.6 164 0226
27. Motor-vehicle and motorbike 275 705 001339
28. Transport means 02 0163 0175
29. Electrical equipment 120 334 0243
30. Other machinery and equipment. 9.6 149 0216
31. Non-ferrous metals 49 6.3 099
32. Ferrous metals 22 15 056
33. Textiles 27.0 67.9 0469
34. Wearing apparel 439 20773 014193
35. Leather 6.3 0o.3 0148
36. Printing 128 192 0249
37. Other manufactures 111 175 0190
38. Gas & gasoline 139 16.2 071
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As a member of the ASEAN Free Trade Areald AFTAQ Vietnam is obligated to cut tariffs and
remove its NTBs. According to the Common Effective Preferential Tariff] CEPTO agreement, the
AFTA members are obligated to reduce tariffs on intra-ASEAN trade to less than( per cent by the
year 2002. Later members of ASEAN, including Vietnam, are allowed to complete tariff reductions
over a longer period, by the year 2006. Under the CEPT scheme, tariff reductions are carried out with
different schedules, namely Inclusion List] ILJ Temporary Exclusion List] TELO Unprocessed
Agricultural ProductsO UAPO and Exclusion ListO EL".

The implementation of the CEPT began in 1996, but progressed slowly until 1999. Most products
that were initially introduced in the Inclusion List were subject to very few non-tariff barriers and low
tariffs. In 2000, tariff reductions began for the highly protected products in the TEL, and around two-
thirds of the total tariff lines were already included the ILO IMF 2000, p. 3800 When the tariff
reductions are completed by 2006, over 97 per cent of Vietnam’'s tariff lines will have their tariffs
reduced to under( per cent. In addition to tariff reductions, Vietnam is obligated to remove
quantitative restrictions and non-tariff barriers. The removal of NTBs will begin as soon as products
are phased in the IL and have to be completed within a period of five years.

Since ASEAN countries account for only one fifth of Vietnam’s imports, the impacts of AFTA
appear limited. Moreover, Singapore, the largest ASEAN trading partner of Vietnam, alone accounts
for over 50 per cent of the total imports from ASEAN. A significant share of imports from Singapore
does not meet with the principle of origin that requires a product to have at least 40 per cent of its
content produced in the AFTA area to be qualified for preferential tariff treatments, and thereby
these imports are not subject to tariff reductions.

The APEC requires its member countries to carry out unilateral trade liberalization, including free
trade, liberalization of investment regimes and the opening of service sectors to foreign providers.
Vietnam is committed to fulfill APEC objective of free trade and investment by the year 2020, but has
not made any specific commitment on tariff reductions and NTBs. Vietnam’'s bid for WTO
membership began in 1995, and the country expects to join this organization by 20050 VET
September 5, 20010 To acquire WTO membership, Vietnam has to lower tariffs significantly and
remove non-tariff barriers.

Unilateral trade liberalization is also a major component of structural adjustment programs.
According to a recent agreement with the World Bank and the IMF on short-term economic reforms

0 SRV, 20010 Vietnam will remove import quotas for six commodities by the year 2003* The
surrender requirement will be phased out, and regulations and restrictions in the foreign exchange

market will be relaxed to allow a greater role for market forces.
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lIl. Model Specification and Calibration
[1l.1. Model specification

This section discusses the structure of the model used in this paper to analyze the trade reforms in
Vietnam. Our model follows closely the neoclassical CGE model for an open economy developed by K.
Dervis, J. de Melo and S. Robinson in the early 1980s™ Our model uses constant elasticity of
substitution CESO functions in production and imports. Export supply is also determined by constant
elasticity of transformationd CETU functions. The model assumes factor mobility, but takes into
account distortions in factor markets. The structure of the model is discussed in detail below™

The model identifies several kinds of prices, consisting of export prices, import prices, domestic
prices, producer prices, wages and capital rents. The world prices of imports are treated exogenously
in accordance with the small country assumption, which states that a country is a price taker and
cannot affect international prices. Assuming that the country sells differentiated products in the world
market, the small country assumption is no longer applied to exports. Exporters face a downward
sloping world demand curve, and any increase in the volume of exports results in a decline in the
dollar price received by exporters. Export and import prices in dollars are translated into domestic
currency by using the exchange rate with tariffs added in the case of imports(] or export duties
subtractedO in the case of exports[]

Composite prices are computed from domestic prices of domestically produced goods and import
prices. Producer prices are the composite prices of export prices and domestic prices. Value added
prices are producer prices minus production taxes and intermediate costs. Since CGE models
determine only relative prices, the choice of a numeraire is required to determine the absolute price
level. In this model, the exchange rate, or the GDP deflator in some cases, is defined as the numeraire.

Domestic output in each sector is a CES function between capital and labor. Factor demand is
derived from the profit maximization condition, which requires that factor prices equal their marginal
revenue products. Our model is medium-term in the sense that labor and capital are mobile among
industries but takes into consideration distortions in factor markets. Sectoral factor prices are equal to
the average factor price level times fixed coefficients, which reflect the differences in sectoral
marginal products of labor and capital.

Imports and domestically produced products are imperfect substitutes. The composite product in
each sector is a CES function of domestically produced products and imports. Demand for domestic
and imported products is derived from the cost minimization condition. Domestic producers seeking to
maximize revenue decide how much to sell in domestic markets and in foreign markets. The
treatment of exports is based on CET functions. Assuming producers maximize revenue given a level

of output, the amounts of export and domestic supply are derived from the revenue maximization

01970



Trade Reforms in Vietnam A Computable General Equilibrium Analysis

condition. The sectoral export demand is the function of the world export price.

The model identifies two economic agents, that is government and households, which get income,
consume and save a part of their income. Household income is equal to the sum of factor income
minus the direct tax payment. Government revenue consists of revenues from direct taxes, indirect
taxes, tariffs and export duties. Government and households are assumed to save fixed shares of their
income or revenue. The household consumption demand is based on a Cobb-Douglas utility function,
with fixed expenditure shares. The governmental final demand is defined using fixed expenditure
shares of real spending. Total nominal fixed investment is converted into real fixed investment by
using an investment deflator. Sectoral demand for capital goods is then computed through fixed
coefficients. Since the model is static, investment simply represents a demand component with no
effect on the supply side.

Equilibrium conditions identified in the model consist of equilibrium conditions in product and
factor markets, and three macro equilibrium conditions in the foreign exchange market, fiscal balance
and investment-savings balance. Equilibrium conditions in factor markets are implied in the
treatments of factor markets, with factor prices serving as equilibrating variables. Equilibrium in
product markets equates the supply of the domestic product to its demand in each sector, with
domestic prices serving as equilibrating variables.

The fiscal balance is also implied in the treatment of the government sector, in which government
consumption is determined as the difference between government revenue and government savings.
Equilibrium in foreign exchange markets requires that the difference between exports and imports
equals the inflow of foreign capital or foreign savings. Foreign savings is typically treated as
exogenous, and the exchange rate will adjust to achieve equilibrium through its effects on import and
export prices. In some simulations, the exchange rate is exogenous, and in these cases, foreign savings
will serve as an equilibrating variable.

The savings-investment balance requires that total nominal investment, which consists of fixed
investment and inventory investment, is equal to total savings. Total savings is the sum of private
savings, government saving and foreign savings in the term of domestic currency. The model adopts
the neoclassical closure, under which investment is determined by total saving®. Since the model

satisfies Walras'’s law, the saving-investment balance is considered as redundant and is dropped.

111.2. Data and Calibration of the Model

The model makes use of the 1996 input-output table developed by Vietnam’s General Statistical
Officd] GSO, 19990J It differentiates 24 sectors aggregated from 97 sectors in the input-output table.
Among these 24 sectors, there are[] agricultural sectors,[J mining sectors, 13 manufacturing sectors, [

service sectors and electricity, gas and water, construction. The input-output table is valued at
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producer prices.

Parameters and exogenous variables are computed using information contained in the input-output
table and other data sources. Sectoral wage rates are estimated using income-to-labor data in the
input-output table and employment data from official statistics. Although data on capital stock is
available in some business surveys, such data provides only fixed price value that do not reflect the
actual value of capital. Our approach, adapted from Ezaki and Son[ 1997: p.170 is to estimate total
capital stock and then allocate it to each sector using the income-to-capital data in the 1-O table and
the relative profit rates obtained from GSOO 19970]

Total revenue from import tariffs is allocated among sectors by using average weighted tariff rates
estimated by CIEQ 19980 Government revenue consists of revenue from taxes. Total savings is equal
to total capital accumulation in the input-output table. Private savings is calculated from total savings
after subtracting government savings and foreign savings. Household income or private income is the
sum of factor income minus the direct tax payment to government. Subtracting private savings from
private income, we get household or private consumption. Other parameters relating to demand for
inputsC] I-O coefficients] composition of consumption and demand for capital goods by sectors of
origin are computed using data in the input-output table.

Scale and share parameters in production and trade functions are computed using the calibration
procedure proposed by Mansur and Whalley[l 19840 Given the type of functions and elasticities of
substitution, these parameters can be estimated based on the benchmark data set. Since time-series
data is not available to apply econometric techniques, elasticities of substitution and elasticities of
transformation are assigned with reference to previous CGE models developed for Vietnam and actual

conditions of the economy.

Table 3 : Elasticities in Trade and Production Functions

Sectors Elasticities of Elasticities of Elasticities of Price elasticities
substitution in substitution transformation | in export
production import demand |in CET export |demand
functions functions functions functions

Agriculture 12 12 0.8 10

Light industries 0.8 08 08 10

Heavy industries 0.5 0.5 08 10

Services 0.8 0.8 08 10

With respect to the elasticities of substitution between domestic and imported products, low
elasticities are assumed for heavy industries, relatively low elasticities for light industries and services,
and a relatively high elasticity for agriculture. Similarly elasticities of substitution between labor and

capital are assumed low in heavy industries, relatively low in light industries and services and high in
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agriculture. An elasticity of 0.8 is used in CET functions, and a price elasticity of O is assumed in the

export demand functions™ .

IV. Simulation Results

Seven simulations have been performed and are explained briefly in table 4. Since the lack of data
makes it difficult to quantify the impacts of removing NTBs, we focus on analyzing impacts of tariff
reduction and complementary macro policies. Generally we assume a uniform tariff reduction of 50 per
cent across industries. In section 1V.1, we discuss the effects of tariff reductions, then examining

exchange rate and fiscal policies in sections 1V.2 and 1V.3.

Table 4 : Simulation Scenarios

Scenarios Contents

Simulation 1 Partial liberalization : 50 % cut in tariff rates, flexible exchange rate

Simulation 2 Full liberalization : remove all tariffs, flexible exchange rate

Simulation 3 Partial liberalization, fixed exchange rate,

Simulation 4 Partial liberalization, 10 % devaluation

Simulation 5 Partial liberalization, exogenous real fixed investment, endogenous
foreign savings, flexible exchange rate

Simulation 6 Partial liberalization : compensating revenue loss through direct tax

Simulation 7 Partial liberalization : compensating revenue loss through indirect taxes

IV.1.Trade Liberalization, Output and Employment

The effects of trade liberalization are analyzed in the two first simulations SO and S2. With respect
to prices, the consumer price index falls by 4.3 per cent in the case of partial liberalization and by 8.9
per cent in the case of full liberalization. The GDP deflator declines by 5.8 per cent and 12.1 per cent
respectively. Tariff reductions also have a considerable impact on the exchange rate, which
depreciates from to 12 per cent in real terms. Factor prices also fall, but to a lesser extent compared
to the decline in commodity prices, resulting in an increase in factor income. Private consumption and
the welfare index both increase by 0.9 per cent in the partial liberalization scenario, and by per cent
and 1.9 per cent in the full liberalization scenario.

The tariff reduction causes a sharp decline in government revenue. Imports increase only slightly
and do not offset the effect of reducing tariffs. The prices of the products, which are being levied with
high tariffs, also fall more sharply and further increase the revenue loss. Government revenue falls by
15 per cent or O per cent of GDP in the scenario of partial liberalization. The revenue loss increases
to 31 per cent or 45 per cent of GDP in the case of full liberalization. Due to the treatment of the

government sector, the revenue loss causes proportionate decreases in government savings and
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consumption. The decrease in government savings also leads to a decrease in total savings and
investment. Real fixed investment falls by 4.3 per cent in the case of partial liberalization and 9.5 per
cent in the case of full liberalization.

The decline in domestic prices stimulates exports, and a significant growth of exports can be seen
in many industries. Imports increase significantly in some sectors, which are being levied with high
tariff rates such as in tobacco and beverages and textiles. Export-oriented and light industries benefit
from trade liberalization. Output in textile industries increases by 5.9 per cent in the case of partial
liberalization and by 13 per cent when tariffs are completely removed. The decline in investment
leads to a contraction of output in construction and other industries producing capital goods. It is,
however, public services that suffer the greatest loss as a result of the sharp reduction in government
revenue and expenditure.

The output gain in export-oriented industries does not fully offset the loss incurred by capital
producing industries and public services. Real GDP falls by 0.1 per cent in the partial liberalization
scenario, but increases to 0.3 per cent in the case of full liberalization. Employment in non-agricultural
sectors falls by 0.9 per cent in the partial liberalization simulation and by per cent in the case of full
liberalization. Since the model adopts the full-employment assumption, redundant workers in non-
agricultural sectors are absorbed into agriculture, resulting in a small increase in this sector.

The pattern of changes in employment among sectors follows closely the shift in the production
sectors. Labor moves toward expanding industries, such as textile, clothing and food processing.
Employment in textiles and clothing and leather increases by 5.6 per cent and 4.7 per cent in the
partial liberalization scenario, and by 12.3 per cent and 10.1 per cent in the full liberalization scenario.
Employment falls in machinery and equipment, construction, construction materials and public

services.

IV.2.Exchange Rate and Foreign Savings

When foreign savings is treated exogenously and the exchange rate is flexible, the decline in the
domestic prices of imports causes an increase in imported goods, which then requires a real
depreciation to maintain the initial trade balance. To examine the effect of liberalization on the
external balance, we use an alternative external closure in simulations SO and S4, in which foreign
savings is treated endogenously and the exchange rate is fixed. In these simulations, the GDP deflator
serves as the numeraire in place of the exchange rate.

In simulation S3, the exchange rate is fixed at the benchmark level, and simulation SO assumes a
devaluation of domestic currency. With the assumption of flexible foreign savings, imports increase
significantly, by more thanO per cent as compared to the base run level. Significant increases in

imports are seen in certain sectors, such as fisheries(] 15.4 per cent] tobacco and beveragel 26.1 per
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cent[ and construction materials(] 10.4 per centl] Exports decline by 0.1 per cent and, as a result, the
trade deficit increases by 27.4 per cent.

The increase in foreign savings more than offsets the decline in government savings and results in
increases in total savings and investment. Real GDP increases by 0.5 per cent, and the expansion of
production are seen in most manufacturing sectors. In export-oriented industries such as textile and
leather, however, the increase in output is not as high when compared to the case of the flexible
exchange rate. Employment in non-agricultural sectors increases by 0.4 per cent and causes a small
decline in agricultural employment and output.

In simulation S4, a currency devaluation of 10 per cent reduces the trade deficit by 16 per cent.
This is achieved by a 2.6 per cent decline in imports and a 4.7 per cent increase in exports. The
currency devaluation raises the consumer price index byl per cent, resulting in slight declines in
private consumption and the welfare index. Due to the treatment of foreign savings, the decline in
trade deficits causes a sharp fall in total saving and investment. As a result, real GDP declines by
per cent. It is likely, however, that there will be an increase in foreign capital inflows and domestic
investment following trade liberalization and devaluation.

In the simulations discussed above, the decline in investment caused by decreased government or
foreign savings partly leads to the decline in GDP. In the simulation S5, we treat the real fixed
investment as exogenous and foreign savings is adjusted to obtain the level of investment. The results
show that an increase of 11.3 per cent in foreign savings is required to sustain investment. Sustaining

real investment maintains output in capital producing industries, and real GDP increases slightly.

IV.3.Trade Liberalization and Complementary Tax Policies

The last two simulations presented in this section are both revenue neutral, but they differ in the
way government revenue is sustained. Government revenue is a fixed share of nominal GDP, and
either the direct tax or production taxes are allowed to adjust to achieve the targeted revenue. In the
simulation S6, government compensates for the revenue loss by raising the profit tax or direct tax, or
by increasing production taxes by a uniform rate in the simulation S7.

The computation results show that an increase of 20 per cent in all production taxes is required to
compensate for the revenue loss caused by the 50 per cent cut in tariffs. Due to the relatively small
tax base, an increase of 40 per cent in the direct tax rate is required if government wants to maintain
revenue through the profit tax. In both simulations, the increase in tax rates causes a decline in
private income, which in turn leads to a proportionate decline in private savings and consumption.
Total private consumption falls by nearly 1.3 per cent in both simulations, and the welfare index also
declines to a similar extent.

Sustaining revenue mitigates the adverse impacts of tariff cuts and almost eliminates the output
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Table 5 : Impact of Trade Liberalization, Selected Macroeconomic Indicators

Base run % change as compared to the base-run
Indicators level
Bill. Dong S1 S2 S3 S4 S5 S6 S7

O

Wage of agricultural. labor 2.9302 0285 [6.00 348 2905 (0028 [—446 06.03
Wage of non-agricultural labor 9.2916 0351 0737 281 222 0094 0471 0611
Average capital rents 0.1166 0326 [6.86 377 206 0043 0334 [6.26
Domestic prices 1.0000 0409 0847 122 216 0192 0509 0460
Consumer's price index 1.0000 0434 0898 0.23 234 0247 0530 0491
GDP deflator 1.0000 0581 01209 0.00 000 0345 0685 0610
Nominal exchange rate 1.0000 0.00 0.00 000  10.00 0.00 0.00 0.00
Real exchange rate 1.0000 454 987 0023 748 253 5.60 517
g O
Nominal GDP 277521 0593 [0O1234 052 [053 0331 0654 0614
Real GDP 277521 0013 0028 052 [J053 0.14 034 1004
Total imports 150337 0.26 0.62 516 0261 2.28 024 023
Total exports 111177 2.89 6.26 [J0.09 472 164 329 231
Private consumption 203809 0.90 1.95 321 0042 185 0127 0125
Welfare index 17177 0.89 1.86 317 0043 182 0129 [O127
g O
Agricultural labor 24775 041 088 1015 0.76 017 0024 0.02
Non-agricultural labor 11017 0092 0199 035 0170 0039 054 0004
g O
Government revenue 58168 01507 03105 01020 0964 01309 [O654 1614
As % of GDP 210 189 16,5 188 18.7 19.0 21.0 21.0
Government saving 36746 01507 [O3105 01020 [O964 01309 0654 0614
Private income 219353 0351 0737 3.36 188 [0072 0654 0614
Private savings 15544 0351 0737 3.36 188 0072 0654 0614
Foreign saving 24160 0.00 0.00 2742 [16.09 1129 0.00 0.00
Nominal investment 76450 0796 [01642 445 [06.68 0287 0447 0420
Real investment 76450 0374 0816 540 0937 0.09 041 013
Real fixed investment 66602 -434 [1948 6.01 01072 0.00 0.36 013
g g g O O O O O
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loss in the case of endogenous production taxes. Moreover there is a small gain of 0.3 per cent of GDP
in the case of the endogenous direct tax. The increase in government savings more than offsets the
decline in private savings and, as a result, total real investment increases. Sectors producing capital
goods, such as construction, construction materials, machinery and metals, expand or have their
output decline to a lesser extent compared to the case of partial liberalization, largely due to the
recovery in investment and the increased demand for capital goods. Similarly the contraction in public
services falls sharply as government revenue is sustained.

The effects of the complementary tax policies differ among sectors. In the case of endogenous
production taxes, many sectors producing consumer goods, which are being levied with high rates
such as the beverage and tobacco, trade, transport, and petroleum undergo a considerable contraction
as compared to the partial liberalization scenario. Raising production taxes seems work against
exports, with the growth of exports falling to 2.3 per cent in the scenario S[0 as compared to 3.9 per
cent in the scenario S6. Exports decline in highly taxed industries, such as petroleum, beverage, and
some heavy industries.

Sustaining government revenue through direct taxes appears to have more positive impacts as
compared to the case of increasing production taxes. However given the small direct tax base,
increasing the share of direct taxes in total tax revenue should be a long-term policy objective. In the
short-term, it has been suggested to expand the special sale tax, which is being imposed on several

luxury consumer goods, to compensate for the decrease in tariff revenue.

V. Conclusions

In this paper, we have used a CGE model to assess the impacts of unilateral trade liberalization at
both macro and sectoral levels and to examine the role of complementary policies. At the aggregate
level, the tariff reduction causes a decline in GDP, but the overall output loss is small. Capital
producing industries and public services suffer considerable losses, while export-oriented industries
experience a significant expansion. It should be noted that, as a single country model, the model is not
able to capture the benefit of a greater export market access resulting from liberalization in its
trading partners, thereby not capturing the overall effect of a multilateral liberalization.

The simulation results have also indicated the need for the introduction of complementary macro
policies. Without currency depreciation, tariff reduction may critically worsen trade deficits. With a
flexible exchange rate in place, there is a strong depreciation of domestic currency that offset the
adverse impacts of tariff reductions. Currency devaluation appears to have a strong impact on
exports, imports and the trade balance. Government revenue may fall sharply as tariffs are cut,
raising the need for complementary tax policies. Sustaining government revenue through

complementary tax policies not only sustains public expenditure, but mitigates the adverse impacts of
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trade liberalization.

Endnotes

10 According to estimates by the IMF staff, the growth rate of GDP was 3.5 per cent in 1998 and 4.2 per cent
in 1999. See IMFO 20000J , p. 6.

20 In 2000, the tariff system was revised as government removed some of the quantitative restrictions. For
some products, the tariff rate of 100 per cent is employed in place of NTBs[ IMF 2000: p. 350

30 See, for example, Fukase and Martind 19980 for a discussion on the difference between the effective protec-
tion provided to import substitution and export-oriented industries. See also Fukase and Martin( 1998, p 150
or CIED 1998, p.1240 for other estimates of EPRs

40 High EPRs observed in these industries are due to their inefficiency. The sugar and wearing apparel indus-
tries have very low value added at world prices, while other food processing has negative value added.

50 Products phased in IL are subject to immediate tariff reduction following fast track( tariffs are to be
reduced to less than 0 % by the year 20000 or normal track( products with current tariff rates under 20%
will have tariff reduced to O -0 % by the year 20030 . For products with tariffs above 20%, rates are to be
reduced to -0 % by the year 2006. Products in the TEL are phased into the IL from the year 2000 in equal
installments over the period of five years. Certain products in the UAP are transferred to the IL or the TEL,
and. the remaining is referred as the Sensitive List and has tariffs reduced to O -0 % by the year 2013. Prod-
ucts in the EL are not subject to tariff reduction due to security or health reasons.

60 The six products are cement and clinker, steel, paper, construction glass, vegetable oil, granite and ceramic.
Quotas remain on motorcar, motorcycles, sugar, alcohol and petroleum.

70 See Dervis K. et al.00 198200, chapter 7. See also Robinson et al.0 19990 .

801 For an algebraic expression of the model, see Nguyen(1 200101

90 The neoclassical closure assumes that investment is brought into equilibrium with savings through certain
mechanisms such as the interest rate. An alternative closure is to assume savings to be determined by an
exogenous level of investment. For a review of different closure rules and their impacts on simulation results,
see Rattsold 198201 .

100 For further discussion about trade and production elasticities, see Dixon et al.00 1992(J or Sadoulet and Jan-
vry 1995, p. 3540 . See also Dao et al(] 1998, p.310 for elasticity parameters used in a CGE model for Viet-

nam.
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Figure 1 FDI to Vietnam
Note:
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Table 1 Regional Integration
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Rules Regarding the Writing, Contribution and Examination for

Forum of International Development Studies

Revised on March 1, 2002

I. Writing

(1) The purpose of this journal is to contribute to academic research in the field of international
development, cooperation and communication. The types of manuscripts are theses and book
reviews.

(2) The length of a manuscript should, as a rule, not exceed 20,000 letters in Japanese and about
8,000 words in English, both including tables, figures, notes and references. A table or a figure is
counted as 400 letters. A manuscript must include about 200 word-abstract in English. The
length of a book review should not exceed 10,000 letters in Japanese and 4,000 words in English.
However, if the length of an article or a book review will greatly exceed the above limitation,
contributors must consult the Editorial Committee. The Editorial Committee may approve it but
only if there exists sufficient reason.

(3) Articles may be written either in Japanese or in English. Contributors should consult the
editorial committee on the use of other languages, special letters and special symbols.

(4) Roman gothic numbers (I, 11, 111, IV, ..) must be used for the chapter numbering, and Arabian
numbers (1,23 ) for the section numbering.

(5) Tables and Figures must be shown as follows.

Figure 1 FDI to Vietnam
Note:

Source:

Table 1 Regional Integration

Note:
Source:

(6) References must be written by the following style:

Wilson (1997) asserts that ...According to Krueger and Bhagwati (1973),  ...(see Smith: 1990)
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(Kuznets 1953a; 25-34).

(7) As for annotations, the numbers should be put at the upper-right
(e.g. ..in the regime theory‘””_ ). Annotations must be listed at the end of the thesis.

(8) References should be listed by alphabetical order of authors’ surnames. If there are more than
two articles of the same author in the same year, the articles should be distinguished by the
small alphabet letters (e.g. 1999a, 1999b...).

Books: Author. Year. Title. Place of publishing: Publisher.
(e.g) Fawsett, L. and Andrew Hurrell eds. 1995. Regionalism in World Politics. New York:
Oxford University Press.
Avrticles: Author. Year. Title. Title of the journal Vol.(No). ##-##.
(e.g) Rosenau, James N. 1995. Governance in the Twenty-first Century. Global Governance.

1(1): 13-43.

1. Contribution

(1) If a contributor is GSID student, he/she must fill in the application form and receive an approval
of the primary supervisor. After submitting the application form, the research associate will
contact the contributor.

(2) The contributor should not write his/her name on the manuscript. Only the title of the article
should be written on the front page.

(3) The contributor should submit two copies of the article printed out on A4 paper. The floppy
diskette should be submitted after the article has passed the examination.

(4) Contributions are accepted at any time, but we cannot guarantee that the article will be
published on the volume requested.

(5) The author should check the first proof, but modifying or adding something that will change the
idea must be refrained at this stage.

(6) The editorial committee will not pay any fee for the manuscript and not charge any fee for
publishing. Contributors will receive 30 copies of offprints. If the contributor needs more

offprints, the editorial committee will respond to the request.

I1l. Examination

(1) The Editorial Committee will select two referees, considering the theme and concept of the
contribution.

(2) The referees will fill in the answer form with the result of the examination and their comments,
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and will submit it to the committee within one month, as a rule.

(3) The referees remain anonymous completely.

(4) A contribution is ranked from A to D. Contributions will not to be adopted unless two referees’
results should be more than B.

(5) The editorial committee will not reject the revised version of the manuscript even if it is ranked
as C or D at the first examination.

(6) Even in the case of submissions of articles from members of the Editorial Committee, the
referees remain anonymous. The member who submits the article must not be involved in
selecting the referees, and will only be informed of the results of the review via other members

of the Editorial Committee.
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