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Abstract
This paper will discuss the causes of Vietnam’s trade idéfmm an intertemporal approachin which -

Aceording—to-macroeconomigheory-the dynamicof the trade balance is the outcome of forwardihgok

consumption and investment decisions. Results show thaveeiatiome, NFA, financial depth, exchange rate,
FDI and the economy’s opennedshave significant influence on the trade deficit duringthe periafdinterest.
The paper recommends changing the growth model and restructber@gonomy, supplemented vatimerDI
and exchange rateslatedpolicies to sustainably solve the trade deficit problem of Vietna
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1. Introduction

After a successful period with export-oriented policids trade balance of Vietham recorded a span of
prolonged deficit, which became a very serious problem, edlgetiam 2003 to 2011. The balance of trade
began to experience small-scaled surpluses in 2012 and 2018, didhinot result from an improved economic
structure or business competitiveness but from a sermadisction in the aggregate demand. Therefore, the
decreasing trend in the trade deficit should not be subteiras efforts to control the trade deficit in the middle-
term will be met with difficultieswhen domestic demandaered.

In some aspects and in certain periods, trade defigibisalwaysnegative to an economy. Specifically, to
developing countries which are in the transitional pesioch as Vietnam, the economy might have to endure a
trade deficit when there is heavy demand for foreign rawnateequipment and technologies whiledomestic
manufacturing capabilities are still inadequate, domestjital resources are limited and exporting value does
not sufficiently compensate for importing expenditure. Howeiféhe magnitude of the trade deficit continues
to increase during an extended period without a sign ofawepnent.thenit means the previous process of
foreign capital and technology accumulation atiffusion transferenewas not efficient in enhancing the
economy’s capacity ability—to produce and export. Also, trade deficit is one of thsicbaources of
macroeconomic instability. Trade deficit gotessure on VND value, negatively affedhe dynamic of
exchange rates and inflation; the balance of paymenttisrioksi; foreign reserves decreased which reducesthe
effectiveness of exchange rate ppliesas well as the level of market confidence in the abift$tate Bank of
Vietham SBV)to manage the economy; which in turns might cause more sataiasization and increase
pressure on the foreign exchange market. High trade delficitmeans that the capital account wouldbe in high
surplus and national debt is accumulated.

What are the core reasons for the trade defidifiethamand what are the solutions that need to be done in order
to gradually decrease the trade deficit and sustalnablytmxternalbalanc%papepwm%eu%he
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Until now there have been many models and approaches attertpptingexplanatienferthe dynamic of the
current balance anthe-trade balance. A few notable methods include the absor@tpproach, the trade
elasticity approach; and from the mid-1990s to the pregerg-is-a-developmenttife intertemporal approach.

TFeday—sStudying the current balance and the trade balance usingtgmemporal approach is a novel and
developing trendn-the-werld it allows closer examination on the effects of mangialdes on the current

account and trade balance mcludthgpohcy var|able9Aeeerewrg4e4h&mtenartp%appmaeh4hedynamrc

This approach was extended by Obstield&Rogoff (1994) accordingly—t-thesestudiesthe current account
is: Wasdefrned as the d|fferent between domestlc savmg andtmeers CA S - Iﬂandtheyafeeusedawthe

ef—dt#erent—maereeeenemtc—vanabte‘ﬁms approach atterrg.geerto explaln the changes in the current account
through examination of the consumption, saving and investment decikidng each periodt Fhis-appreach
provides é-a synthesis of the trade and the capital flow views byyaing how the macroeconomic elements
determine the future relative prices and how these prigiésct impacted-ersaving and investment decisions

(Obstfeld & Rogeff, 1994).

The empirical literature on the applications of theetitemporal approach has followed two main directions. On
the one hand, several studies have tried to estaHdlestidence in favor of the baseline model using different
testing strategies. On the other hand, some papersakiavent-toexaminel the long-term relationship between

the current account andeveral-basiemacroeconomic determinants using different standard ecoriometr
techniques (Chinmand &Prasad, 2003; Grubemd &Kamin, 2007; Lucun Yang, 2001). Most of these studies
identified a—group—ofvariables that had significant impacbn the short-term and long-term current
balaneaccount and trade balance such-aseluding-initial net foreign ass@iFA) position, trade openness,

effectivereal effectiveexchange ratéREER) relative income, growth rateemmererat—exehange—ratﬁmanual
developmentavel as WeII as other policy and institution fact e

It could be said that since the application of the interteatfagproach to the study of the current account, many
researches have been conducted on this subject. Howeer has never been a study applying this approach to
examine the current account and the trade balance ofavinglthis paper will discuss the causes that lead to the
dynamic of the trade balance from this perspective, tlssessing the effectiveness of several trade related
policies, and proposing policy recommendations. The sobtieés paper is from 1997-2012 for the reason that it
is the period during which Vietnam has a profound integmnatito the global economy, as well as the period of
unexpected developments in trade deficit, which have signifiamifications on the whole economy.

The paper will start with the overview of saving - istreent gap and the trade balance in Vietnam, which
provides the background for the intertemporal approachexbpli the paper. It is followed by the estimation
methodology and variables. The estimation result discussiaill come next and finally, policy
recommendations will end the paper.

3:2. The saving — investment gap and the trade deficit inigtnam

According to the analysis framework on the foundationscohemic growth, the ultimate objective of growth is
“improving the long-term wellbeing of the society in a sustalimand equitable way”. To aim for this ultimate
objective, the complementary and inseparable intermedjasés that need to be achieved are ragidi
sustainableeconomic growthand-sustainableconomic—growth-However—A country is able to chooser
themselveglifferent growth models in order to accomplish these nméeliate goals. To achieve rapid economic
growth, an economy could choose between: (i) extensive econgmiwth— inereasing—theamount—of
iputaccumulating factors of productioasd/or (ii) intensive economic growth— increasing tfiecéiveness of
input uses. Therefore, the growth of an economy can be sattplyuted to the rapid increase in the amount of
the factors of production such as labor, capital and alatesources. However, under the condition that the
amount of input factors do not change, growth can stildieeved by improving the effectiveness of resources




| use (which could beasily-measured by indexes such as total factor productiviBP}T labor productivity,
ICOR).

Figure 1. Economic growth rate and investment/GDP ratid%)
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Source: General Statistics Office.

Figure 1 indicates that Vietham maintained its econognmvth by depending omapitalkinvestmengross
nationalinvestment continued to increase and remained at avedahigh level, especially since 1996. The
investment/GDP ratio increased fromverage33230% per year during the 1996 — 2000 periodaterage
42.7085% per year during the 2006 — 2010 period and approximately 41%epefor the whole 2001 — 2010
period. In 2011, with the government efforts to control inflatand stabilize the economy, the investment/GDP
ratio decreased significantly to 34.6%; but this figure stikrelatively high compared with the GDP growth
rate. During the period from 1991 — 1995, the investmé® @tio was 28.2% but generated an average growth
rate of 8.21%. However, during 2006 — 2010, investment reath&do GDP but only generated 6.9% growth

| rate; the figures for 2011 were 88% and 5.89%, respectively.

Figure 2. Comparison in investment/GDP ratio between \étnam and several countries (%)
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Compared to other countries in the region and lower middle ia@muntries, Vietnarwasone of the countrie
with the highest investment/GDP ratio (only lower thdnin@) (Figure 2). Additionally, while: the @atemailed
relatively stable in other countries, it disgeda significant increasing trend in Vietnam duringenet year:

With the investment/GDP ratio at a very high levepaently, the contribution of capital resourtethe GDF
growth was large. From 1996 2000, the contribution of capital to growth was only 3B% during-the-next-1|
years;this contribution increased to 53%, highest among Asian deaiduring 2000-200&§Table 1).Thanh,
ND (2012) also showed that the contribution of capitethe GDP growth in Vietnanwvas above60% during
1990-2011Thus, Vietnam economic growtduring—the—Doi-Meoi"—periodwas mostly attributed to capit
accumulation-especialyinvestmentfrom-the public-seet

Table 1.Contribution proportion of factors to GDP growth, 1990 - 2008

Country Period 1990-2000 Perio®2000-2008
GDP Factor GDP Factor

Growth Capital Labor TFP Growth Capital | Laodgng | TFP

Vietnam 100% 34% 22% 44% 100% 53% 19% 26%




China 100% 36% 7% 56% 100% 42% 6% 52%
India 100% 40% 23% 38% 100% 42% 22% 37%
Cambodia 100% 38% 34% 27% 100% 47% 399 14%
Indonesia 100% 61% 27% 12% 100% 279 229 49%
Malaysia 100% 54% 30% 16% 100% 30% 20% 50%
Philippines 100% 43% 47% 10% 100% 21% 409 38%
Thailand 100% 61% 7% 32% 100% 17% 30% 53%
Source: WDI; ACI, from Vietnam competitiveness Rex@l0 of CIEM.

However, since 2000, the quality of Vietnam’s ecoimgrowth (the effectiveness of resources uses@alby
capital resources) has been gradually decliningiantbw at a low level. This fact can be simply lgpad
through total factor productivity (TFP), labor pradivity and ICOR index.

The contribution of TFP to growth in Vietham haglieed significantly over time. Table 1 indicates thdtet
contribution of TFP to growth reduced from 44% (frd990 to 2000) to 26% (from 2000 — 2008), muchdow
than that of China, India and other South East Mgiauntries.Thanh, ND (2012) even revealed that the
contribution of TEP to GDP growth was only 19.6%idg 1990-2011At the same time, labor productivity of
Vietnam is low due to the fact that most of theolaforce are unskilled, with inadequate labor g¢iboe and
lack of modern management skills. According to the Intéomal Labor Organization (ILO), despite improved
growth rate during the 2001-2010 period, labor potivity of Vietham was only 68.8% of the average
productivity of the group of lower middle incomeuttries, 57.8% of China, about 34.2% and 22% ofil&hd
and Malaysia, respectively.

Meanwhile, despite being the main driving force deaonomic growth, the effectiveness of capital gtweent is
decliningand-isnoevat a low level, this is clearly illustratedin thenstant increase of the ICOR. According to
Bui Trinh (2011), the economy had a relatively highel of ICOR; from 4.89 during 2000-2005, increds
t07.43 during 2006-2010. Investment from the pubéctor account for a large proportion of the grestsonal
investment, and having a lower effectiveness tim@estment from the private sector and foreign se@@OR

of this sector increased respectively from 6.99.88), it brought down the average investment &ffeness of
the whole economy.

Table 2. ICOR by economic sector

Calculated from

Calculated from capital investment .
asset accumulation

Total Public Private FDI Total Public Private FDI
ICOR (2000-05) 4.89 6.94 2.93 5.20 3.04 4.37 1.81 .113
ICOR (2006-10) 7.43 9.68 4.01 15.71| 4.40 5.13 2.54 9.70

Source: Bui Trinh (2011).

While the growth model of Vietnam relied heavily mvestment, domestic saving was inadequate to theet
demand of the domestic mvestment Due to thlsntheonal mvestment - savmg gap is aIways pmslat/a high

seeter—'FhH&If a country expenences trade def|C|t |t is retmtby a negatlve net saving (Wh|ch means the
investment rate is higher than the saving rateg. iltertemporal approach focuses on this relatiprishorder to
explain the dynamic of the trade balance.

Figure 3. Trade deficit, investment — saving gapral fiscal deficit (% GDP)
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Figure 3 shows that the investment — saving ga¢hetconomy has dramatically increased since Zo0@wed
by an increase |n the trade def|C|t Investmentw-rrgagap reached a very h|gh Ievel of 11 5% dutmg2006 -
2011 period;w A\ 5 3 alaysia
{Figure4)-This happened ma|nly because the domest|c |nve$tmtmwas too hlgh WhICh stemmed from the
fact that the growth model depends on investmehilevinvestment remainedasteful-andnefficient.

Meanwhile,Nnet domestic savings include net government savémgsnet savings of the private sector (from
households and businesses — also including SORte (stwned enterprises). Fiscal deficit (negativé ne
government savings), which persistently stayed higha level in a prolonged period in order to suppbe
growth model, contributed to the low domestic sgviate. However, with an equally important roled awvith
the “support” from macroeconomic policies and theeinal problems of the banking and financial sedtee
investment — saving gap (negative net savingsheptivate sector also increases.

Reported data on the net savings of the privateosé not available, but it can be assessed bgroby the
behavior of households and businesses in the pass.yFor the households, because the financidatsawere

still immature, poorly operated and contained higgks; in the context of high inflation and increes
macroeconomic instability during recent years, ribe savings from this sector cannotvegy-large. Especially
since 2007, when Vietnam has been receiving a laflgex of foreign capital whilethe SBV had littlexperience

in financial-sterilization, the results were high inflation amdbbles in the asset as well as the stock and real
estate markets. This led to excessive consumfioseme-consumergspecially in urban areas.

Meanwhile, the business sector had a very largesiimvent to savings ratio — which could be obsethesligh
the increasing scale of credit during recent yeditse causes of this imbalance were not only from th
stimulating policies through monetary and fiscakieg in a prolonged period or from the incautious,
shortsighted, spread out but inefficient investmaetivities of the businesses; it stemmedalso ftbenpoorly
operated banking system with inadequate macroecioreomd microeconomic monitoring, in which, many #ma
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commercial banks operated with the goal of rapid developmemedan of disproportionatite credit exjmam:
even at the expense @bntrol-andsafet). -measures.

43. Estimation-Methodology and Variable:Results

The aforementionegksearetresults showed that the savi— investment gaffrom the structural characteristi
and the growth model) was the main cause that led to the trdidé de Vietnam over many years. Th
following section will use the intertemporal approach to anallggeimportant variables (arand from thiated
policies could be assessed) that influence the se investment gamnd subsequently influence the tr:
balance.

4.1 OLS ModeResults

On the quantitative methods that were employed in studyingstijgect,Debelleand &Farugee (1996), Chir
and &Prasad (2003)used a pooled OLS regression and the-effects techniques tmvestigate the dynam
ofthe current accountStromm;-Cashin—and-—some—other—auts—argued—that this method required stri
assumpnons that the error terms had no correlation tmhvanables at all time peric—they—suggeste

@ ver—In this paper, due 1
I|m|tat|on of the data avallaliiy k,Lwe st|II use the tradmonal oLS method to estimdte mode_and -

Hypethesidestingfor showed-that-thautocorrelatiorwill be conductedassumption-was-not-violate
Yt: ot Bx"’ &t

In which: Y; is the dependent variables, including the current accoamable (CA) and the trade bala
variable (NX); X is the independent variables, includiNFA, OPEN, Rel_y, F_DEEP, FDI, Growth, RE,

which are suggested by the literature rex. Initially, we estimated the basic model which irparated all the
independent variables. Additionally, we estimated sorheranodelsfor comparative analysiWe also run the
estimation with both the curreatcountbalance as well as the trade balarmrause current account defici

V|etnam was mostly caused by tralalelaneedeflcn Due%MhkutaHeweLdata%wlabl&erHe&mm

The main sources of data were from the InternahEmianmal
Statistics (IFS) and official published data froiGeneral Statistics Office of ViethanG$C). The data was
collected quarterly (from the'uarter of 1996 to the end of th™ quarter of 2012).

Table 3. Variable measurement and data sources for the OLS model

Variable Measurement Source

GDBP;GDPI NeminalaneReal GDP at1994 price GSC
CA

CA CA GDleOO% IFS

EX Export value IFS

IM Import value IFS

M2 M2 money suppl IFS




EX —IM

NX NY = ——x1000& IFS

L VEA .

VA = rliles

cDhp o

NFA In which NFA is measure with one period lagged | IFS

foreign asset value to avoid internal issues in the 1

balances.
OPEN IFS
F_DEEP IFS
Rel_y IFS
FDI IFS
GROWTH GDP growth rate of Vietna GSO

. ‘ Calculated by the autht

REER Real effective exchange r. based on GSO d:

For robustnesand comparative analy, we the-authemalso employed the VAR model with the variableseli
in Table45.

Table 45, Variables measurement and data sources for the VAR mot

Variabl Measurement Source
Name
NX (Export- Import)/GDF IFS, GSC
F DEEF M2/GDF IFS, GS(
FDI FDI/GDP IFS, GSC
NFA NFA/GDP IFS, GSC
OPEN (Export + Import)/GDI IFS, GS(
REER Real effectiveexchange rate IFS, GSC
Rel y Real GDP of Vietnam/Real GDP of the | IFS, GSC

4. Estimation Discussions

4.1. The OLS model results

The regression results of the current account and the teddece on these independent vyariableshaven in
Table54. Model (1), (2) and (3presentgiveresultsfor enthecurrent account; model (4), (5) and illustrates
giveresultsfor en-thetrade balance. In which, model (2), (3), (5) and (6) respegtwaiitteed one of the t
variables: relative income (Rel) gnd GDP growth (GROWTH) because these two variabbth represent ti
development stages of an econoBgcause the channels of impactthese variablesn the current account a
different, both of the variables are included in model (1) and (4reate the baseline modeTests for serial
correlation in these models are presented in Table A.1 (Appe”.

Table 54. Regression results on the determinants of currergccount and trade balanc

CA NX
) 0 ©) @) 5) ©)
NFA -0.;,06* -0,07** -0.;,04 -0;05 -0,05* -0.;03
Rel y -100,55 -267.06** | -39.18 201,74
GROWTH -1.,94** -2.;31%** -1.;90%* -2.;04**
OPEN -0;09 -0;07 -0;12* -05;13* -0513* -0,;17**
F DEEP 0.,02 0,02 0,03* 0,02 0,02 0,03*

| 2

Other tests will be provided upon request.




FDI -0.59* -0.,63* -0571** -0,83** | -0,85** -0.,95**
REER -21;78 -27-84 556 -7517 -9553 19552
Obs. 66 66 66 66 66 66
R-square 0531 0530 0525 0537 0537 0532

Note *, ** ***: g statistically significant at 10%5%, 1% level.

Source: Calculated by the author
Impacts ofinitial net foreign asset position

Initial net foreign asset position might affect therent account balance through two different cleds First, an
economy with higher NFA apparently can benefit mimoen foreign investment. From the saving — investim
perspective, an increase in the flow of foreigrome will have a positive effect on the current acto Thus,
there is a positive relation between NFA and curemtount balance. Second, the sum of current at@and
capital account balance is zero in the floatinghexge rate regime, which implied that an econontly wilarger
net foreign asset position can endure trade deéfictlong period. This could lead to a negativatien between
this variable and the trade balance. In the stahdedel, estimation results showed that NFA hacgative
effect on the current balance and the trade balahdes standard significant levels, however the magnitafde
this effect was not large. This implied thatVietnam,the effect from the second channel crowded oufitkg
therefore Iarge initial net fore|gn asset allowbd economy to have trade deficit |n a Iong peribldus,—net

Impacts of Economic growth

According to Solow's growth model, in the initiatage, an underdeveloped country will achieve higher
economic growth rate when receiving foreign capftal investment and development. Progressively, the
economy will gradually come close to a steady siatevhich economic growth rate gradually decreages.
country with high economic growth rate indicatestthhis country is currently in the initial stagé o
development, and tends to allow for a deficit ie thade balance. In addition, a different approacthat in
countries with higher GDP growth rate, househokfsdtto increase consumption, businesses tend torimp
more foreign goods to invest and the trade balance may get worse. Therefore, agnaalth might have a
negative effect on the trade balance. Both modbés,standard model and the model with only oneatéei
represents the development of the economy showrenom result, that economic growth has a negatifecef
on the current account and the trade balance. dlkis explains that duringecent years (2012-2013), while
economic growth rate decreased, trade balancen@eved.

Impacts oRrelative income

Relative income is measuréd via-the ratio of domestic real income against foreigtome §enerallythe.e.
US). Debelle and Farugee (1996) claimed that inrhial stage of the development process, an ecgnmight
experience trade deficit due to the demérdforeign finance of the economy. However, in thter stages of
development, the economy usually has current a¢caurplus to pay for previously accumulated foredpits
and also exports capital to lesser developed ecisontherefore, they expect a positive relatiorwieen
relative income and current account. Here, Delaile Farugee divided the process into two developstages
and claimed that increase in relative income waake an economy to the second stage of development.
However, based on quantitative research resul&eitnam, although relative income increased, thst ftage of
development is still not yet completed, thus ttagstin which growth of relative income might impeosurrent
account is still not achieved. Additionally, incseain income in this stage in Vietham would caumseease in
imports ~valueand thereforevorsen the trade balance.

Impacts offtrade openness

Estimation results indicated that an increase éntthde openness level tended to increase the defigt and
worsen the current account. Vietnam is still a ttgyeg country with underdeveloped supporting irtdas,
most of the imported goods are machinery, raw ri@tand components which provide for production and
export. Trade liberalization therefore would in@eaxport as well as import, so the trade balarigatmot be
improved. Observing the process of trade libertibrain Vietnam, it can be observethat each step of deeper
integration into the global economy are usuallyoiwkd by periods of large deficit in current anade balance.
After joining AFTA in 1996, ACFTA in 2003 and WTni2007, the level of trade openness in Vietnam
increased significantly: 74. 62% in 1996 114 SOWQOOB{an—merease—ef—l—l—pereentage—pemts—eempared with
2002yand 156.76% in 200% g6) along with it was the
increase in the deficit of the trade and the curbatance
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| Impacts oRreal effective exchange rate

REER is a measure of the value of a country’s ayeompared with a basket of foreign currenciessfiy the
currencies of the country’s main trading partnelSREER has a value which is greater than 1, iansethe
| country’s currency is being over-valuated, whichbuld lead to a reduction in the competitivenessthaf
country’s exported goods and worsen the countrgdet balance, and vice versa. However, the modaltsefor
Vietnam displayed no indication of that phenomendine estimatedebtainedcoefficients-evenin-thetrade

balancemedels- were not statistically significant. Different modebkpecificationseven yielded estimatl ien
coefficientsaumberawith opposite signs.

Figure 45. REER, NEER and trade deficit
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Source: Calculated by the author

Figure4 5showed the NEER, REERind the trade balance/GDP ratio (%) in Vietnantlier period from 1996
to 2013. The results showed that because of tlegl fexchange rate and USD-pegged regime, from 266065 u
now, the gap between NEER and REER has increap@tiysastarting from 2011, VND is being over-valedt

| However,Ffigure 4 5-indicated that in practice, the exchange rate hadrade balance in Vietnam display little
resemblance of the theoretical strong relationships phenomenon reflected the fact that the tkzalance of
Vietnam mainly depended on the “real” and “struatufactors, not on the “nominal” factors. The cau that
is because the domestic and export productiontsteicelied mostly on imported inputs while the poiting
industries are still inadequate and underdevelopgetnam’s imports are still mostly factors of prmdion,
including: machinery, equipment, tools, componeartd raw materials. This part always accourfigdmore
than 90% of total imported value, which lasted foany yeas without a sign of improvement. Most of
Vietnam’s exported goods are also processing gogldigh means if exports increased, imported raneniels
will also increase. Thus, it could be concluded tha REER does not have a significant impact encilrrent

| balance and the trade balance in Vietnam.

These result implied that the objective of sustaliypamproving the trade balance might be diffictdtachieve
with only exchange rate policies, there need tsuiestantial improvement in the growth model as \aslthe
economic structure.

NEER Z _,.6j.Wi/egiin which, gis the bilateral nominal exchange rate of countiry the period i to Vietnam,
calculated through the exchange rate of each ccyraiith USD; gjis the bilateral nominal exchange rate of
country j to Vietnam during the base period, wtirthhis paper is the first quarter of 1996isihe proportion of
country j's import-export turnover in the total immp-export turnover of Vietham. REER NEER.
(CPINICPL™)/(CPI/ICPL"), in which, CPFis the consumer’s price index of country w in paripCP|"Nis
Vietnam’s consumer’s price index in period i. Thelested base period is thé' fjuarter of 1996. In this
calculation, we employed the data from 16 countwéh the highest import-export turnover in thealdmport-
export turnover of Vietnam, which includes: AusialCambodia, Canada, Hong Kong, China, India, heda,
Japan, South Korea, Malaysia, Philippines, RuSiiegapore, Thailand, the United Kingd@mdthe US.



| Impacts of-financial dbepth

Similar to trade openness, estimated results ifitstie2 models also indicated that this variabk nbt affect the
current account. However, model (3) and (6) impliedt there was a positive effect at 10% signifidanel.

| Although the impact level of this variabie to-the current account or the trade balance is notifeignt, an
estimated coefficient with positive sign had somertain implications. This was contrary to the liti
assumption that financial depth negatively affedteditrade balance. Therefore, financial depthitsale as a
measurement fothe development level of the financial system, thare the financial system developed, the
more savings will belt -thuscould reduce! the gap between domestic investment and savimgisiherefore
helped improve the trade balarmed as-well-ashe current account. However, the impact of thisalde on the
current account is relatively low and also unclékhis is also accord with Chinand &-Prasad (2003) who
claimed that the impact of financial depth is ubukgss arbitrary from a theoretical point of view.

Impacts of~foreigndBbirect itnvestment

All three models indicated that an increase inifpredirect investment had a negative effect on cheent
account of Vietnam with a significant level of 10&&d more clearly on the trade balance with a Bait level
of 5%. FDI is still one of the main sources in furglthe deficit in the current balance and the éradlance.
However, the FDI sector mainly focuses on procegssidustries, the added value is quite low, so ithaeasing
FDI will also mean an increase in importing matefida production and will negatively affect the derbalance.
Additionally, FDI also indirectly impact on the cant balance through economic growth. Businessss fhe
FDI sector are always more efficient in productitimerefore increasing FDI will also contribute tchigher

grovvth rate, WhICh WI|| negat|vely affect the tradalance@u#ently—EDH%nﬂ%trade%urpmsﬁateafm the

rchanged:; the

In the VAR modelFthe unit root tests |mplemented show that aS|de Mbtwhich is 1(0), other variables were
all I(1). Thereforein gl ave will-havecomputed
caleulatedthe first order dn‘ference of these varlables esdmate the VAR model using NX and first order
difference of the remaining variables. To seleet éppropriate lag levelye the-autheremployed the Schwarz
information criterion and results show that therappate level is 1. Stability tests of the VAR nedgdhowed
that the model satisfied the stability conditions.

Granger causality test was employed to examin€ti@eskyorder, the results are shown in Table 6. According
to this, the Cholesky ordés dRel_y dREER FDI; dNFA; dOPEN NX va dF_DEEP. Other Cholesky orders
were also estimated for comparative analysis.

Table 6. Granger causality test results

NX d(F_DEEP)| d(NFA)[ FDI | d(OPEN) d(REER) d(Rel ly) IIA
NX - 8.83% 0.44 0.77 | 0.02 0.13 0.05 12.18*
d(F_DEEP)| 9.00"*| - 1.26 0.03| 267 2.36 486 g
d(NFA) 2.3¢ 4.25% - 1.74 | 1.51 0.1€ 0.11 11.21°
FDI 5817 | 0.01 0.1€ - 2.07 157 0.0z 11.06*
d(OPEN) | 2.89* | 551 0.24 1.04] - 0.12 6.50"| 11.51*
d(REER) | 0.40 1.80 1.28 3.27* 0.08 - 3.04*| 958
d(Rel_y) | 0.49 433" 0.90 0.37| 2.37 0.61 - 7.01

We now analyze the effect of these variables orirtige balance through the impulse response furctaod the
| variance decompositions (Figusé and Figure57). The results are relatively in agreement withsthérom the
OLS model estimation.
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Figure 56.Impulse response function
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Figure 67. Variance decomposition
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Specifically, the impulse response functions resutiply a strong impact of the financial depth be trade
balance. For example, with a positive shock ofriial depth, the trade balance will immediately exignce a
drastic decrease after 2-3 quarters. However, frabth quarter onward, this impact will graduallgaken and
there will be some quarters later that displays sigminimal positive effect, then it will compléyeexpire after

1 2 3 4 5 6 7 8 9 10 11 12

Percent CCTM variance due to DRELY

9 10 11 12

approximately 10 quarters.

A NFA positive shock also has a fairly strong effen the trade balance, however, the effect is siggificant
| in about 3 quarters after the shock, and titewill quickly expire from the 4th quarter. Thigsult is also in

Source: VAR model results
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agreement witlsome-results-frorother studies such as Chiand&-Prasad (2003jnd ;-with-semecountries-in
theresearch-oLucun Yang (2011).

Both trade openness and real efficient exchangeindicate that there is a J-curve effect witheatight levels.
With-realefficient-exchangerategAn increasen of-REER will immediately cause trade deficit, thoughaa
minimal level. And after that it will help improube trade balance mduration-e@bout 6 quarters and then will
gradually expire.

With-trade-opennebieanwhile,;-a positive shocko trade opennesshich-increasethetrade-opennesevel
will also increase the trade balance deficit inwt® quarters, thethe balance will be improved with a lower

level in the following 3 quarters. Moreover, unliREER, after the 6th quarter, the trade balanckeniiurea
slight deficit from the trade openness shock inrtbgt 4-6 quarters,then it will eventually expire.

Of the two remaining variables, both FDI and reltincome have a long lasting negative effect entthde
balance. While an FDI positive shock increasesetrdeficit in a duration of 8 quarters, a shock eative
income has longer impact, up to approximately 1artgus before gradually expiring. This is complheti
accord with the assumption that in Vietnam, althouglative income increased, the first stage ofettgyment
has not been completed, therefore the stage infvaridncrease of relative income would improve therent
account has not yet been achieved.

The variance decomposition analysis results impht thangesn the trade balancereis-mainly due to the
impacts from 2 variables of financial depth amet foreign asset. Moreover, after about 5-6 qusrtthe
influence of relative income also increases andgably affectsimpactsthe change ofhetrade balance.

5. Policy Recommendations

The research results imply that, in order to soataly resolve the trade balance issues, change@towth
model and restructuring of the economy are theissyes, whereby, the difference between nationaistment
and saving is improved, ensuring the major macnoecic balances of the economy. Renovating the drowt
model in Vietnam is considered to be the processhainging from extensive economic growth to inteasi
growth on the basis of enhancing technical efficjgnallocation—efficiency and technical progress; thus
gradually cut down on the proportion of investmeaontribution to growth, simultaneoushith enhancing the
efficiency in investment, with the objective of &¥ing sustainable growth (economic sustainabil#gcial
sustainability and environmental sustainabilitygsRucturing the economy in 3 major fields (pulicestment,
state-owned enterprises, finance and banking) v consideredas the imperative process in growth model
renovation solutions, which will also contributett® reduction of the investment — savings gaptrResiring
public investment supporisicreasing the average investment efficiency of ébenomy, restructuring state-
owned enterprises helps settle domestic enterptiggscurrently contribute greatly to the tradeidgfand
restructuring the finance and banking system isomdy to raise the net-savings rate of househdidsalso to
efficiently control the credit growth rate.

Besides, thes are somefellowing-policy recommendations would help improve the imé¢ional trade structure
(based on the research results) and thus contribuke trade balance sustainability.

deveiepmgseppertmg—mdus&nescurrent popular trend of muIt|nat|onaI corporanomo transfer |ﬁvestment
to Vietnam in the process of restructuring the gathainand global manufacturing network, so this offered a

great opportunity for Vietnam to attract investmentmanufacturing industries that have high addddevand
climb up to the higher stages in global value chiagiping improve trade balance.

Recommendations related to-exchange rate jaalic

Besides;Fthe research results imply that the trade balandédtnam is mainly affected by “real”, “structural”
factors, not the “nominal” factors. Therefore, tigective of using the exchange rate to supporoexghould be
inappropriate in the current stage. However, ifntaning fixed exchange rate management for a |memipd,
manufacturing and export structure will not have thotivation to renovate in a positive way. Speeify, the
current exchange rate regime that highly over-valldD_could cause difficulties in building supporting
industries due to its encouragement of |mport|ngutnfactors mstead of encouragement and suppmrt fo
domestic supporting industries
economybecome-more-seriouBesides, FDI enterprises also find Irttle mouaatto |mprove the&nd%hevalue-

12




added;and the opportunity to attract more FDI that credtance of intensive technological transfusion bl
reduced. Therefore, given tloeirrent exchange rate reginievel of selutionsto-strengthertheflexibility of
exchange raté—permittedboundariesareshould beneeded. In medium-term, once macro conditions iges r
domestic financial market is improved, an efficienbnitoring mechanismis are-established, the financial
openness is increasing in accordance with the ejegadmap of opening the capital account, theramaged

| floating-exchange rate regime shouldthe best choicéor Vietham

Appendix
Table A.1. Serial Correlation LM Tests for models 1), (2), (3), (4), (5), (6)

Breuscl-Godfrey Serial Correlation LM Te

F-statistic 2.076977 Probability 0.134855
Obs*R-squared 4.557656 Probability 0.102404
Breusch-Godfrey Serial Correlation LM Test:

F-statistic 1.865698 Probability 0.164118
Obs*R-squared 4.055104 Probability 0.131657
Breuscl-Godfrey Serial Correlation LM Te:

F-statistic 2.275075 Probability 0.112048
Obs*R-squared 4.879110 Probability 0.087200
Breusch-Godfrey Serial Correlation LM Test:

F-statistic 1.561970 Probability 0.197690
Obs*E-square 6.84439: Probability 0.14434.
Breusch-Godfrey Serial Correlation LM Test:

F-statistic 1.51077! Probability 0.21173!
Obs*R-squared 6.533824 Probability 0.162672
Breuscl-Godfrey Serial Correlation LM Te:

F-statistic 1.678763 Probability 0.155473
Obs*R-squared 8.878952 Probability 0.113991
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