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An Inter-temporal Approach to Gauge Determinants ofTrade
Deficits in Vietham during 1997-2012

Abstract

This paper willinvestigatedisedussthe determinantscausesof Vietnam'’s trade deficit from an inteemporal
approach, in which the dynamiof the trade balance is the outcome of forward-looking consampgind
investment decisiongheRresuls shovg that relative income, NFA, financial depth, exchange i@, and the
economy’s openness have significanpactsinfluenceon the trade deficit duringhe periods-of-interesof
1997-2012 The paperthen recommends changing the growth model and restructuring tianoeny,
supplemented with FDI and exchange rate policies to sustaisablg the trade deficit problem of Vietnam.
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1. Introduction

After a successful period with export-oriented policids trade balance of Vietnam recorded a span of
prolongedseriousdeficit ;—which—became—-a—very-serious—probleespecially from 2003 to 2011. Theade
balancesf-tradebegan to experience small-scaled surpluses in 2012 and 28&3, #id not result fronan
improved economic structure exportsbusirescompetitiveness but from a serious reduction in the aggregat
demand. Thereforeéhe-decreasing-trend-inttradesurplusdeficitcould sheuldnot be sustainablesthe efforts

to manage trade balan@sntrol-the—trade—deficiin the middle-term will be met with difficultiesrhen the
domestic demand recogeed.

In seme-—aspects—and-tertain periods, trade deficit is not alwaysgative to an economy. Specifically, to
developing countries which are in the transitional pesiach as Vietham, the economy might have to endure a
trade deficitdue towhen-thereis-heavy demand for foreign raw materials, equipment and temties| while
domestic manufacturing capabilities are still inadequate edtiencapital resources are limited and exporting
value does not sufficiently compensate for importing expenditimevever, if the magnitude dfetrade deficit
continues to increader long during-an-extended-periawithout any sign of improvement, it means the previous
process of foreign capital and technology accumulatod diffusion was not efficient in enhancing the
economy’s capacity to produce and expdtsides,Alse—trade deficit is one of the basic sources of
macroeconomic instabilityn Vietham Trade deficit putgpressure on VND value, negatively affect s-the
dynamic of exchange rates and inflatiomAlso, the balance of payment is disturbedd ;—foreign reserves
decreasedwhich reduceshe effectiveness of exchange rate pollcy as weII akeumLeﬁmarket confldence in
theabmtyLeLState Bank of Vletnam (SBV)o-m : i

@ e nousH+g#trade defICIt also means that
the capltal account woulnb in hlgh surplus and national debt is accumulated.

Given the situation in Vietnam, some research questiomdd be addressed, i\/what are the core reasons for
the trade deficit and what are the solutions that need to beimlander to gradually decrease the trade deficit
and sustainably maintagxternalbalance 2nti-new-{There have been mamyodels-andipproaches attempting

to explainthe dynamic of the current balance and trade balance. Ad¢able methods include the absorption
approach, the trade elasticity approach; and from thel88@s to the present, the intemporal approach.
Studying the current balance and the trade balance usingtéingeimporal approach is a novel and developing
trend, it allows closer examination on the effects of yneariables on the current account and trade balance,
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including policy variablesThis approach was extended by Obstfahd Rogoff (1994), accordinglthe current
account is defined as the diffecent-between domestic saving and investmertA—=S—}-This approach
attempts to explain the changes in the current account throwghiration of the consumption, saving and
investment decisions during each period. It provides a syntbédfe trade and the capital flow views by
analyzing how the macroeconomic elements determine the fidlatve prices and how these prices affect
saving and investment decisions.

The empirical literature on the applications of the itéenporal approach has followed two main directions. On
the one hand, several studies have tried to establish egidentavor of the baseline model using different
testing strategies. On the other hand, some papers havenegaimé long-term relationship between the current
account and macroeconomic determinants using different sthedanometric techniques (Chinn and Prasad,
2003; Gruber and Kamin, 2007; Lucun Yang, 2001). Most ofettesdies identified variables that had
significant impacts on the short-term and long-term curreobunt and trade balance such as initial net foreign
asset(NFA) position, trade openness, real effective excharsge (REER), relative income, growth rate,
financial development... as well as other policy and insoin factors.

there has never been a study applymg thIS approach to @(&hmmurrent account and the trade baIance of
Vietnam. This paper will discuss the causes that-lead—to—thedynamic of the trade balance from this
perspective, then assessing the effectiveness of alevexde related policies, and proposing policy
recommendations. The scope of this paper is from 1997-20%Re reason-that-itis-theperiddring which
Vietnam haszi ntenswelypref-eendlntegraed +eFHnto the gIobaI economyas—wen—as—the—pened—ef—eme*pected

The paper will start with the overview of saving - invesnt gap and the trade balance in Vietnam, which
provides the background for the intemporal approach applieda-the-paperlt is followed by the estimation
methodology and variables. The estimation result discusaiincome next and finallyconclusion angolicy
recommendations will end the paper.

2. The saving — investment gap and the trade deficit in Vieam

According to the analysis framework on the foundationscohemic growth, the ultimate objective of growth is
“to improve ing-the long-term wellbeing of the society in a sustainable equdtable way. To aim for this
ultimate objective, the complementary and inseparabdenmadiate goals that need to be achieved are rapid and
sustainable economic growth country is able to choose different growth models in otdeaccomplish these
intermediate goals. To achieve rapid economic growthe@momy could choose betweef) extensive
economic growth— accumulating factors of productions an@jomtensive economic growth— increasing the
effectiveness of input uses. Therefore, the growtiinofconomy can be simply attributed to the rapid increase in
the amount of the factors of production such as labortataid natural resources. Howewveiken unchanged
under-the condition-that the-amount mfput factorgeenepehangegromh can still be achleved by |mprovmg
the effectiveness of resources.u$eh
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Figure 1. Economic growth rate and investment/GDP ratiq%)
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Figure 1 indicates that Vietnam maintained its economic @rooy capital accumulationdepending—en
inrvestmentinvestmententinued-tancreasd and remained at a relatively high level, especialigesil996. The
investment/GDP ratio increased from average 33.30%qmarduringthe 1996 — 200@eriedto average 42.70%
per year duringhe-2006 — 2010eriodandlhe average ratio waapproximately 41% per year for the whole
2001 — 2010 period. In 2011, with the government efforts to @lomtfiation and stabilize the economy, the
investment/GDP ratio decreased significantly to 34:8%at this-figurewas still relatively highin_ comparison
with eompared-with-th&sDP growth rate. During the period from 1991 — 1995, thedtment/GDP ratio was
28.2% but generated an average growth rate of 8.21%eVwduring 2006 — 2010, investment reached 42.7%
GDP but only generated 6.9% growth rate; the figures for 2@&té 34.6% and 5.89%, respectively.

Figure 2. Comparison in investment/GDP ratio between \étnam and several countries (%)
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Figure 2 indicates thacompared to other countries in the region and lower middkemieccountries, Vietnam
was one of the countries with the highest investment/GDR f@tily lower than China)—{Figure—2).
Additionally, while the ratio remained relatively staliteother countries, it displayed a significant incregsi
trend in Vietnam during recent yeaWith the investment/GDP ratio ata very h|gh Ie\xebtnam S economic
growth was mostly attributed to capital accumulzdigm

growthwaslarge From 1990 to 2000, the contribution of cap|tal to growth was ofdg, 33ut thls contr|but|on
increased to 53%, highest among Asian countries during 2000¢Za6& 1). DaiND (2012) also showed that
the contrlbutlon of capltal to the GDP grovvth in Vletnamsvabove 60% during 1990-20THhaus; \ietram

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

Country Period 1990-2000 Period 2000-2008
GDP Factor GDP Factor
Growth Capital Labor TFP Growth Capital | Lao dong | 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% 209% 50%
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Philippines 100% 43% 47% 10% 100% 21% 409

38

Thailand 100% 61% 7% 32% 100% 17% 30%

53

Source: WDI; ACI, from Vietnam competitiveness Report 20TEM.

However, since 2000, the quality of Vietham’s economic dgnowe, —{the effectiveness of resources use,
especially capital resourgebas been gradually declining and is now at a low leviels Tact can besimply
analyzed through total factor productivity (TFP), lapopductivity andncremental capital-output ratitGOR).
e

The contribution of TFP to growth in Vietnam has declinediaggmtly over time. Table 1 indicates thathe
contribution of TFP to growth reduced from 44%uiing frem-1990 --t6-2000) to 26% dquring frem-2000 —
2008), much lower than that of China, India and other SouthAS@sn countries. DaiNDB-(2012) even revealed
that the contribution of TFP to GDP growth was only 19.6%ngul1990-2011BesidesAtthe-same-timdabor
productivity of Vietnam is low due to the fact that mokthe labor forcesare unskilled with inadequate labor
discipline and lack of modern management skills. Accordm¢hé-International Labor Organization (ILO),
despite improved growth rate during the 2001-2010 periodr fatoaluctivity of Vietham was only 68.8% of the
average productivity ofhe-greup-elower middle income countries, 57.8% of China, about 34a2%h 22% of
Thailand and Malaysia, respectively.

Meanwhile, despite being the main driving force for ecomognowth, the effectiveness eépitalinvestment is
atalow-level this is clearlyreflected byitustratedn-the constant increase of the IC@Rlex According to Bui
Trinh (2011), the economy had a relatively high level of ICOBNf4.89 during 2000-2005, increased’td3
during 2006-2010. Investment from the public sector aceofant a large proportion of the gross national
investmentanghaving a lower effectiveness than investment from theafgigector and foreign sectdtCOR

of this sector increased respectively from 6.94 to 8@8ss two period$;i-broughtbringingdown the average
investment effectiveness of the whole economy.

Table 2. ICOR by economic sectar

Calculated from

Calculated from eapital-investment . .
assefcapital 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 3.11
ICOR (2006-10) 7.43 9.68 4.01 15.71| 4.40 5.13 2.54 9.70

Source: Bui Trinh (2011).

BecauseWhile-the growth model of Vietnam relied heavily amefficient investment, domestic saving was
inadequate to meet the demaiwd ef-the-domestic investmentwhich widened—bBue-te-this;the national
|nvestment — saving gap&%wayspesﬁama%ﬁuglﬂev@#&ewﬁw—aep%%es%deﬂeﬁ—ms—mﬂected
. A : ayh &rom theFheinter
temporal approachhls S|tuat|on |mpI|es trade defICI'[ in Vletnameuse&enmmelaﬂenshiwkerdeﬁmﬁexplam

the—dynamic—ofthetrade—balandeigure 3 shows that the investment — saving gap of domoeny has
dramatically increased since 200¥companied witHellewed-by—anincreagng e-in-thetrade deficit. The

tinvestment — saving gap reached a very high level of 11.5% db&2906 — 2011

Figure 3. Trade deficit, investment — saving gap and fisl deficit (%GDP)
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The inadequate saving ratio could be explained by some foljorgimsonsMeanwhileNet domestic savings
include net government savings and petate savingsef-the—private-secteifiom households and businesses
alseincluding SOEs{State-owned enterprise€SOES. Fiscal deficit (negative net government savings), which
persistently stayed at a high level in a prolonged periaatder to support the growth model, contributed to the
low domestic savmg rateBesides However—with-an—egually-impertantrolapd-with the “support”-from
macroeconomic policies and the internal problems of the barkiddinanciakystem sectorthe investment —
saving gap (negative net savings) of the private seldorircreasesReported data on the natvatesavingsef
the-private-sectds not available, but it can be assessed by obsethingehavior of households and businesses
duringin-the past years. For the households, because the finapsiahmarkeswaserestill immature, poorly
operated and contained high riskgven ;—n-the context of high inflation and increasing macroeconomic

|nstab|I|t)Ldu¥mg4eeenL§'aps the net savmgs from thls sector cannot be Ia@ee@lly&nee%@w—when

0 ed to
exeessw&eensumpﬂerkespeetall%%urbanﬂamnwhlle th&busmessseete#ha&%wla#g&nmeaﬁo
savings—ratio—which-could-be-ebserved-through-the-incredbiagscale of crediin the businesses has been
increasingduring recent years. The causes of thitsation imbalancewere i) not-enly-fromthe-stimulating
policies-throughmonetary and fiscal easing in a prolonged perigd-erfrom-theiincautious, shortsighted,
spread out but inefficient investment activities of thesinessesind iii) ;-it-stemmedlse—fromthe-poorly
operatedsankingfinancial system with inadequate macroeconomlc and mlcroecowrem%enng
in which, many small commercial baniegeted abpe A 2 v an of

disproportionateuge-credit expansiongven at the expense of safety

3. Methodology and Variables

The aforementioned results showed that the saving — meestgapesulted{from the structural characteristics
and the growth modglwas the main causef thatled-te-therade deficit in Vietham over many years. The
following sectiors will use the intettemporal approach to analyze the important variafales-from-that related

policies—could-be-assessetipt influence the saving — investment gap and subsequefitignce the trade
balance.

t.Debelleand Farugee (1996), Chinn and
Prasad (20030|sedapooled OLS regressmrandtheflxed effec‘s techniques to investigate the dynamidtoé
current account. This method requiestrict assumptions that the error term@s/ehaeno correlation with the
variables at all time periodsn this paper, due to limitation of the data availabilitye also sti-use the
traditional OLS methodb-estimate-the-medaind test ing-for autocorrelation will be conducted@he estimated
equation is as following:

Y=o+ BX+ g

In which: Y, is the dependent variables, includitige-current accountrariable (CA) andthe-trade balance
variable(NX); X, is the independent variables, including NFA, OPEN, RelF DEEP, FDI, Growth, REER,
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which are suggested by the literature re\. Initially, we estimatd the basic model which incorpors d-all the
independent variablegwdditionatly—~wWe thenestimatel some other modefor comparative analysiWe also
run the estimation with botkre-currentaccount balancend as—wellas—thdrade balance-because current
account deficit in Vietham was mostly caused by tradecidefihe main sources of daare werefrom the
International Financial Statistics @ andefficial-published-data—fronGeneral Statistics Office of Vietna
(GSO). The dati wascollected quarter, {from the £' quarter of 1996 to the end of th® guarter of 201).

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

Variable Measurement Source
GDPr Real GDP (al994 price GSO
cA ca =22 11008 IFS
Al L d
EX Export valut IFS
IM Import value IFS
M2 M2 money suppl IFS
E. { — I -‘I
NX NY = ————x100% IFS
DP _
_ NFA -
NFA = x1000%
GDp
NFA In which NFA is measurby with-one period lagged ngtlFS
foreign assetalueto-aveid-internakissues-in-the-tragde
bolopees
EX 4 i
OPEN OPEN = ———x100% IFS
Gop
F_DEEP Foggp = IFS
Rel_y REL, = it IFS
FDI FDI = For IFS
GDP
GROWTH GDP growth rate of Vietna GSO
. ‘ Calculated by the authi
REER Real effective exchange r. based on GSO d:
For robustnesand comparative analy, we also employdthe VAR model with the variables listed in Tabl
Table 4. Variables measurement and data sources for the VAR model
Variable Measurement Source
NX (Export- Import)/GDF IFS-GSC
F_DEEP M2/GDP IFS-GSCE
FDI FDI/GDP IFS-GSC
NFA NFA/GDP IFS-GSC
OPEN (Export + Import)/GDI IFS-GSC
REEF Real effective exchange r: Calculated by
the  authoi
based on GS¢
datdFS-GSC
Rel_y Real GDP of Vietham/Real GDP of the | 1ES-GSCGSO

4. Estimation Discussions

4.1.The OLS model results

The OLS regression results helepan vari

shown in Table 5Model (1), (2) and (Spresem results forcurrent account; model (4) (5) and ilustrates
resultsfor trade balanceén-which—+Model (2), (3), (5) and (6) respectively omaitone of the two variabl of :
relative income (Rel_y) and GDP growth (GROW. because-thesetwo—variables—beth—represen

development-stages-of-an-econdriowever -Becausdhe impactchannels ofmpacts-ofthesetwo variables on
thecurrent accounand trade balancaredifferent, both ofthemthe-variable-are included in model (1) and (
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| asto-create-thebaseline models. Tests for serial correlation ieséhmodels are presented in Table Aul (
Appendix}.

Table 5.0LS Rregression resultsn-the-determinants-ef-eurrentaccount-and-trade-blance

CA NX

() 2 3 4 ®) (6)
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* -0.13* -0.13* -0.17**
F_DEEP 0.02 0.02 0.03* 0.02 0.02 0.03*
FDI -0.59* -0.63* -0.71** -0.83** -0.85** -0.,95**
REER -21.78 -27.84 5.56 -7.17 -9.53 19.52
Obs. 66 66 66 66 66 66
R-square 0.31 0.30 0.25 0.37 0.37 0.32
Note *, ** ***: ig gtatistically significant at 10%5%, 1% level.

Source: Calculated by the author

Initial net foreign asset position might affect therent account balance through two different cleds First, an
economy with higher NFA apparently can benefit miooen foreign investment. From the saving — invessim
perspectrve an |ncrease ﬂneilewehfere@naneeme\IFA -will have a positive effect on the current account.
apetw decond, the sum of current account
and caprtal account balance is zero in the floaerx@]ange rate regrme which imgligthat an economy with a
larger net foreign asset position can endwreent accountradedeficit in a long period. This could lead to a
negative relation between this variable anddheent accountradebalance. In the standard model, estimation
results showd that NFA ha d-a negative effect on the current balance and #metbalance atonventional
standaresignificant levels, however the magnitude of tHfeet is wasnot large. This impligd-that in Vietnam,
the effect from the second channel crewedout the firstthereferelarge initial net foreign asset allgwedthe
economy to have trade defigita-tongperietbr long.-
lmosiceloeneraiesrene
According to Solow’s growth model, in the initiatage, an underdeveloped country will achieve higher
economic growth rate when receiving foreign capftal investment—anddevelopment. Progressively, the
economy will gradually come close to a steady gtaténg in-which economic growth rate gradually decreases.
A country with high economic growth rate indicatést this country is currently in the initial stagd
development, and tends to allow fotrade deficit. -in-thetradebalance In addition,in_another perspective,
different-approach-is-than countries with higher GDP growth rate, housebdkhd to increase consumption,
businesses tend to import more foreign goods tesnand so the trade balance may get worse. Therefiual
growth rate mrght have a negatrvrmgac teffecton thetrade balanceAll Beth-models;-thestandardnodeland
y hearagishowa-common resud, thatthe
economic growtthasrs neqatlvely correlated wrtamegatwaeﬁeepethecurrent account anthetrade balance
|mplv|nq that the expendrture effect is overwhelmrn the countrv—'Fhrs—alse—e*plams—th&turmgreeent—years

Relative income is measured by the ratio of dorogstl income against foreign income (i.e. US)b&ke and
Farugee (1996) claimed that in the initial stagehef development process, an economy might experigade

| deficit due to the demand for foreign finanes-the-econemy-However, in the later stages of development, the
economy usually has current account surplus tofpapreviously accumulated foreign debts and ablgooets
capital to lesser developed economies. Therefbmy, expect a positive relation between relativeoine and

*Other tests will be provided upon request.



Haty v although relatlve
income increased, the first stage of developmelsnilsnot yet completed thus the stage in whicbwgh of
relative income might improve current account il s8bt achieved Additiorally, The-increase in income in this
stage in Vietnam would cause increase in importstharefore worsethetrade balance.

Fapnsicobindo cnonnoss

Estimation results indicatethat an increase in the trade openness levektetadincreasehetrade deficit and
worsenthe-current account. Vietham is still a developing doyrwith underdeveloped supporting industries,
most of the imported goods are machinery, raw ra@tand componentshich-providefor domesticproduction
and export. Trade liberalization therefore wouldr@ase export as well as import, so the trade balaright not
be improvedIn Observingthe process of trade liberalization in Viethamcan be observed that each step of
deeper |ntegrat|on |nto the global economycreusually followed by penods of largea deﬁcnmeurrentand

Figure 4. REER, NEER and trade deficit
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REER is a measure of the value of a country’'s cuyeompared with a basketofain trading partnergbreign
currencies-tmeosthy-the-eurrencies-ol-the-country s-main-tradpartners—HREER has-a-valde-which-igreater
than 1,-it-means thedomestic eeuntry's-currency isbeing-overvalued, ated.—which—couldleadng to a
deterioration inreduetion-inthe competitiveness of the country’'s exported goadd worseng the eountry's
trade balance-and-vice-verseHowever, theestimationmodelresults for Vietnam displayg no clear evidence
for REER impacts.indication—of—thatphenomenoiThe estimated coefficientare were-not statistically
significantat conventional levelsSomeDBifferentmodels even yieletd-estimated coefficients with opposite
signs.This result could be explained by the following ehstions.Figure 4 show ed-theNEER, REER and

3NEER-Z” 1-6j-Wi/egin which, gis the bilateral nominal exchange rate of countiry the period i to Vietnam,
calculated through the exchange rate of each ccyraith USD; gjis the bilateral nominal exchange rate of
country j to Vietnam during the base peWn%%pape#tstheﬂpsMuaﬁepeH:Q%s the proportion of
country j's import-export turnover in the total immp-export turnover of Vietham. REER NEER.
(CPINICPL™)/(CPIYICPL"), in which, CPl'is the consumer’s price index of country w in peripCP|"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 thealatnport-
export turnover of Vietnamyhich-including es—Australia, Cambodia, Canada, Hong Kong, China, andi
Indonesia, Japan, South Korea, Malaysia, PhiligpiReissia, Singapore, Thailand, the United Kingdaom the
us.



the-trade balance/GDPatio (%) in Vietnam for the perioffom-1996-te-2013. Figure 4 indicate§heresults
shewedthat because of the fixed exchange rate and USDeaeegimefrom-2005-untib-newthe gap between
NEER and REERsince 2005has increased rapidly-starting—from-—2011VND is being ovewalued recently.
ated—HoweverHigure4-The figure also pointsmdicatal-thatin-practiceithe exchange rate and the trade balance
in Vietnam display little resemblance of the theicad stronrgrelationship. This phenomenon refleetithe fact
that the trade balance of Vietnam mainly dependethe-‘real- and“structural factors, not on thénominal-
factors. |t could be explained by the fact théhe-cause—of-that-ibecausehe-domesticand-expedomestic
productionfor exportsstructurerelied mostly on |mported |nputss wh#ethe supportlng mdustnes are still
|nadequate and underdevelop&d > ¥

exported goods aralseprocessmg goodwhteh—meansf exports increass® import_of- edraw materials will
also increase. Thus, it could be concluded thatREER does not have a significant impact tba-current
balaneceandthetrade balance in Vietnam. iEheseresult implies d-that the objective of sustainably improving
the-trade balance might be difficult to achieve withHyoexchange rate policies, there need to be sutistan
improvement in the growth model as well as the eatn structure.

i (ol
Similarto-trade-epennessl lee estimated results in the first 2 modelseindicated thatthe financial depthhis
variable doesdid-not affect the current account. However, modelgB) (6)show implied-that-therghat the

impact |swa&a5|qn|f|cantlv posnweeﬁeetat 10%srgmi|eantlevel A#heuthéheAmpaeHeveLeHhBAfanable

balaneelherefereThls result |mpI|es that thefmanmal depth haths role as a measurement for the
development level of the financial systeimthe mere-thefinancial system develapd, themere-saving will be
more and investment will be more cautiolisthus could reduce the gap betwedsmesie-investment and
savingsand-therefordelpng edimprovethetrade balanceandthe-currentaccount—Howevel e impact of
this variableon-the-eurrent-aceounis neverthelesselatively low andalseunclearin some models, which is
Fhis-isalsein accoréince with Chinn and Prasad (2003) who claimed thatithpact of financial depth is
usually less arbitrary from a theoretical point/iw.

droiand . ¢
All threemodels indicaté thatamncrease |n fore|gn d|rect mvestmentsh&anegatlve effect on the current
accountand trade balanasf-\ : a

a-at conventionasignificarce: Plevels ef—s%FDl is now st|II one of the main sources in fundlng the defim
thecurrent balanceand-the-trade-balancdowever, the FDI sector mainly focuses on processidustriesand

~the added value is quite lowse-thatlincreasing FDI willalse-mealeadan increase in importing mategdor
product|on and will negat|vely affect the tradeatmjeAdQHenaHy—FDl—atse—md#eeﬂy—mepaeeethe—eu#ent

4.2.VAR model results

In the VAR model, the unit root tests implementédw that aside from NXand FD| which areis-1(0), other

variablesarewereall 1(1). Therefore, weomputedthefirst-orderdifference-of-these-variables-astimatethe

VAR model using NX FDI and first order difference of the remaining valgsbTe-select-the-appropriate-lag
level-wWe employdthe Schwarz information critericio select the appropriate lag of-dnd-resulis-show-that

the—appropriate—level-is—Stability tests of the VAR model shew that the model satisfid the stability
conditions.

Granger causality test wasconductedemployedto examine the Cholesky order, the results are siowable
6. According to this, the Cholesky order the VAR modeis d(ReI Y, + d(REEFQL FDIL, d(NFA), -d(OPEN,
+NX va dF_DEERB. we

Table 6. Granger causality test results

NX d(F_DEEP | d(NFA) | FDI | d(OPEN | d(REER | d(Rel_y [ All
NX - 8.83* 0.44 0.77 | 0.02 0.13 0.05 12.18*
d(F_DEEP)| 9.00%**| - 1.26 0.03| 2.67 2.36 486 owa
d(NFA) 2.38 4.25% - 1.74 | 151 0.16 0.11 11.21*
FDI 581 | 0.01 0.16 - 2.07 157 0.02 11.06*
d(OPEN | 2.89* | 551* 0.24 1.04 | - 0.1z 6.50* | 11.51*
d(REER | 0.4C 1.8C 1.2¢ 3.27* | 0.0¢ - 3.04* | 9.5¢
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[d(Rely) [0.49 [ 433* [ 090 | 037] 237 | o061 | - | 7.01 |

Source: Calculated by the author

Figure 5.Impulse response function

Response to Cholesky One S.D. Innovations + 2 S.E.
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Source: VAR model results

Note: CCTM: trade balance (NX), DED: d(F_DEEP), DNFA: &M, DOPEN: d(OPEN), DREER: d(REER),
DRELY: d(Rel_y)

Figure 6. Variance decompositior

Variance Decomposition

Percent CCTM variance due to CCTM Percent CCTM variance due to DFD Percent CCTM variance due to DNFA
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Source: VAR model results

Note: CCTM: trade balance (NX), DED: d(F_DEEP), DNFA: &N, DOPEN: d(OPEN), DREER: d(REER),
DRELY: d(Rel y)
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Specifically;—t We-now 5 Ehe
response functions and the variance decomposrtnonsthe VAR model are representediigure 5 and Figure
6). The results arenostly relatively-in agreement with those from the OLS model estiomatihe impulse
response functiongsultsimply a strong impact of the financial depth on ttegle balancezer-examplew\With
a positive shock of financial depth, the trade bedawill immediately experience a drastic decresfser 2-3
quarters. However, from the 5th quarter onwards fhipact will gradually weaken and there will benso
quarters later that displays sign of minimal pesiteffect, then it will completely expire after apgimately 10
guartersA NFA positive shock also has a fairly stromgpacteffecton the trade balancehoweer{The effect
is neverthelessnly S|gn|f|cant in about 3 quarters after the dhand then it will quickly expire from the 4th
quarter. A ; 3

levelsAn increase in REER WI|| |mmed|ately cause tradﬁcdeJeheeghat a m|n|mal IeveI And after that it will
help improve the trade balance in about 6 quagedsthen will gradually expire. Meanwhile, a pastshock to
trade openness willlseincrease the tradealancedeficit in about 3 quarters, then the balance béllimproved

mth—a—tewer—tevelln the followmg 3 quarterS&Aereevet;um#ee—REER—aﬁehe—&hqearte#me—trade—bafance

9Hhe4we4emam+ng4fanab$eb80th FDI and reIatlve income have a long Iastmganwg effect on the trade
balance. While an FDI positive shock increasesetrdeficit in a duration of 8 quarters, a shock @tive

income has Ionger |mpact up to approxmately 1artqans before gradually exprrrng’—hlsrteeempfetetyqta

aeeeenﬂqasneteyetebeeraehwvd Meanwhlle Ithe variance decomp05|t|malysrsresults |mp|y that changes

in the trade balance are mainly due to the imp#aois 2 variables of financial depth and net fore@mpset.
Moreover, after about 5-6 quarters, theactinfluenceof relative income also increases and graduallgcadf

the-change-drade balancéuctuation

5. Conclusion andPolicy Recommendations

The research results imply that, in order to soafaly resolve the tradeeficit, balanee-issuehanging the

growth model and restructurirgf-the economy are the key issues, whereby, the diiter between national
investment and saving is improved, ensuring theomapcroeconomic balances of the economy. Renay#im
growth model in Vietnam is considered to be thecpss of changing from extensive economic growth to
intensive growth on the basis of enhancing techmtfaciency, allocation efficiency and technicalogress It

will then ;-thusgradually cut dowmer-the proportlon of mvestment contrlbutlon to groym;hnultaneously W|th
enhane mguthe mvestmentefﬁcrency y W .

: estructurmg the economy in 3
major fields (publrc mvestment state owned enieqs, flnance and banking) is now considered a&s th
imperative process in growth model renovation soh#, which will also contribute to the reductioh tbe
investment — savings gap. Restructuring public sStment supports increasing the average investnificieacy

of the economy, restructuring state-owned entezprizlps settle domestic enterprises that curreothyribute
greatly to the trade deficit, and restructuring finence and banking system is not only to raigertét-savings
rate of households, but also to efficiently contha credit growth rate.

Besides, there are some policy recommendatibas weuld-help improve theexternal internationrattrade
structure(based-en-the-researchresuding thus contribute to the trade balance sustdityalurrent popular
trend of multinational corporations is to transfe3vestment to Vietham in the process of restructutimgvalue
chain and global manufacturing netwoslgthis offers eda great opportunity for Vietnam to attract investine
on manufacturing industries that have high addddevand climb up to the higher stages in global&alhain;
helping-improve-trade-balanee-Bezigin addition, he research results imply that the trade balantédtmam
is mainly affected byreal and;—structural factors, not thénominal- factors. Thereforehe-objectiveof-using
the exchange rateolicy to support export should be inappropriate in theesu stage. However, if maintaining
fixed exchange rate management for a long pericalpufacturing and export structure will not have the
motivation to renovate in a positive way. Specificathe current exchange rate regime that hightgrevalue
VND could cause difficulties in building supportirigdustries due to its encouragement of importimgut
factors instead of encouragement-supperfor domestic supporting industriesBesidesFDI enterprises also
find little motivation to improve the value-addeddathe opportunity to attract more FDI that cregtence-of
intensive technological transfusion will be reduc&terefore, given the current exchange rate regievel of
flexibility of exchange rate should be needed.tlie medium-term, once macro conditions dretteripe,
domestic financial market is improved, an efficieminitoring mechanism is established, the finangEnness
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is increasing in accordance with the engaged ropdmhapening the capital account, then a manageifig-
exchange rate regime should be the best choicéidéonam.

Appendix
Table A.1. Serial Correlation LM Tests for models 1), (2), (3), (4), (5), (6)
Breusch-Godfrey Serial Correlation LM Test:

F-statistic 2.076977  Probability  0.134855
Obs*R-squared 4557656  Probability 0.102404

Breusch-Godfrey Serial Correlation LM Test:

F-statistic 1.865698  Probability 0.164118
Obs*R-squared 4.055104  Probability 0.131657

Breusch-Godfrey Serial Correlation LM Test:

F-statistic 2.275075  Probability 0.112048
Obs*R-square: 4.87911(1  Probability  0.08720!

Breusch-Godfrey Serial Correlation LM Test:

F-statistic 1.56197¢  Probability 0.19769!
Obs*R-squared 6.844393  Probability 0.144343

Breuscl-Godfrey SeriaCorrelation LM Tes

F-statistic 1.510776  Probability 0.211735
Obs*R-squared 6.533824  Probability 0.162672

Breusch-Godfrey Serial Correlation LM Test:

F-statistic 1.678763  Probability 0.155473
Obs*R-square: 8.87895.  Probability 0.11399:
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