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Résumé

Cette these présente un modele stock-flux cohérent (SFC) qui fournit une représentation
conforme a la théorie de I’économie du Viet Nam - une petite économie ouverte - et offre
des capacités de simulation de politiques répondant aux besoins des décideurs. Notre these
développe pour la premiere fois un modele SFC empirique pour le Viet Nam. Le modele
se compose de six secteurs institutionnels: firmes, banque centrale, banques commerciales,
gouvernement, ménages et reste du monde. En raison de la disponibilité des données
financieres, le bilan et la matrice des flux sont construits sur la base des principes du systeme de
comptabilité nationale SNA 2008. Les données proviennent de différentes sources. Cela justifie
certaines hypotheses simplifiées dans le modele. En s’appuyant sur la théorie économique mais
aussi sur une approche appliquée, les équations comportementales sont estimées en utilisant

les données annuelles de 1997 & 2019 et completent les équations comptables.

Le modele peut étre utilisé pour la simulation de politiques ou 'analyse de scénarios afin
d’évaluer les impacts/effets de politiques ou chocs sur le Viet Nam. Nous mettons en ceuvre
trois types de chocs pour tester la pertinence du modele : politique budgétaire, politique
monétaire et choc externe. Ensuite, nous analysons les différents mécanismes de transmission
des effets sur la croissance économique et les différentes composantes du PIB, les prix et le coté
financier de I’économie, y compris les taux d’intérét, les changements dans les actifs financiers
de chaque secteur. En particulier, nous effectuons deux exercices spécifiques en utilisant le
modele. Le premier vise a analyser les conséquences sur les aspects réels et financiers de
I’économie des réponses du gouvernement vietnamien pour faire face a la pandémie de COVID-
19. En particulier, nous examinons les effets potentiels sur la soutenabilité de la dette publique
qui est toujours une préoccupation du gouvernement. La deuxieme application est liée aux
impacts macroéconomiques du changement climatique et aux effets potentiels des mesures
d’adaptation en intégrant les fonctions de dommages et les investissements d’adaptation dans
le modele. Méme si le modele requiert beaucoup de temps pour la construction, il couve
beaucoup de potentiel pour étendre et fournir un cadre d’analyse de politiques économiques

utile en tenant compte des différents objectifs de développement du Viet Nam.

Mot-clés: modele stock-flux cohérent, macroéconomie post-keynésienne, économies émergentes,

Viet Nam, changement climatique

JEL: E12, E17, E60, Q56, 053



Abstract

This dissertation presents a stock-flow consistent (SFC) model which provides a theory-
consistent representation of Viet Nam’s general structure - a small open economy - and
offers policy simulation capabilities to meet the needs of policymakers. We are the first to
develop an empirical SFC model for Viet Nam. The model comprises six institutional sectors:
firms, central bank, commercial banks, government, households and rest of the world. Due to
the availability of financial data, the balance sheet and flow matrix are built based on the
principles of the system of national accounting SNA 2008 and by gathering data from different
sources. It justifies several simplification hypotheses made in the model. Building upon
economic theory but also a data-driven approach, besides accounting equations, behavioural

equations are estimated econometrically by using annual data from 1997 to 2019.

The model can be used for policy simulation or scenario analysis to assess the impacts/effects
of policies or shocks on the Vietnamese economy. We implement three types of shock to
test the usefulness of the model: fiscal policy, monetary policy and foreign shock. Then, we
analyse the different transmission mechanisms of the effects on economic growth and different
components of Gross Domestic Product (GDP), prices and the financial side of the economy,
including interest rates and changes in financial assets of each sector. Especially we perform
two specific exercises using the model. The first one aims to analyse the different consequences
of the policy responses of the Vietnamese government to cope with the COVID-19 pandemic
on both the real and financial sides of the economy. We examine the potential effects on public
debt sustainability, which is always a concern of the government. The second application is
related to the macroeconomic impacts of climate change and the potential effects of adaptation
measures by integrating damage functions and adaptation investment into the macroeconomic
model. Albeit time-consuming, the development of this model has a lot of potential to expand
and provide a sound economic policy /macroeconomic analysis framework, taking into account

the different economic and social development objectives of Viet Nam.

Keywords: stock-flow consistent modelling, Post-Keynesian macroeconomics, emerging

economies, Viet Nam, climate change

JEL: E12, E17, E60, Q56, O53
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General introduction

Motivation, research objectives and contributions

Globalisation, defined as the integration of an economy into the world through trade and
financial flows, offers great opportunities for developing countries to grow faster and reduce
poverty (Dollar and Kraay, 2004; Prasad et al., 2003). Developing countries as a whole
have increased their share of world trade. It has risen from 36.8% in 2010 to 39.7% in 2013
but has stagnated ever since, increasing only slightly to 40.1% in 2021 (UNCTAD, 2021b).
At the same time, capital flows to developing countries increased significantly during these
last years. Foreign direct investment (FDI) has become the most important category. The
share of developing countries in global FDI flows remained just above 50%. It contributes to
transforming several countries from poor countries to middle-income countries. However, the
crises in the emerging markets in the 1990s have made it quite evident that the opportunities
of globalisation do not come without risks and issues (IMF, 2000). It includes the risks of

macroeconomic instability and environmental degradation.

Because globalisation and the related global conditions might influence economic outcomes,
the current account deficit problem is one of the major macroeconomic problems in developing
countries. The current account balance represents the gap between savings and investment.
When a country runs a current account deficit, the saving is less than the investment. It also
implies a negative transfer of financial wealth across borders. The current account deficit raises
an essential question about its financing. A current account deficit corresponds to foreign
capital inflows, increasing a country’s vulnerability to heightened risk and uncertainty/financial
stability ("sudden stop"). Forbes, Hjortsoe, and Nenova (2016) highlight two important
financial factors: income on international investments and changes in the valuations of those
investments. They show how the size of the country’s international investment portfolio, its
currency denomination, its split between equity and debt, and its return characteristic — affect

the dynamics of these financial factors.

On the other side, climate change is one of the global challenges of our time. Developing
countries naturally situated in lower latitudes, with higher demographic growth, lower levels
of development and resilience, and lower institutional quality, are much more vulnerable to
climate change than the developed world. The OECD (2015) reports that Asian countries
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General introduction

will be the most affected regions in the world in the next 50 years due to the economic
effects of climate change. The IMF (2020) reports that emerging and developing economies
suffered almost twice as much average damage relative to the size of their economies during
the period 1980-2018. The high level of vulnerability of developing economies will limit the
ability to achieve long-term development goals and require adaptation measures. Therefore,
building adaptation and resilience to climate risks are central components of any sustainable
development strategy. Adapting to a warmer world certainly increases the financing needs of

developing countries.

Viet Nam, one of the most open to the world and also among the most vulnerable to the climate
change, aptly illustrates this background and offers an appropriate "research laboratory".
The country has achieved remarkable economic development successes since the reform in
1986. Viet Nam witnessed an average of 6-7% annual growth rate and became a lower-middle-
income country in 2010. These successes have contributed to the efforts in hunger and poverty
reduction throughout the country. Behind this successful story, international trade has been
considered one of the key drivers. The average exports and imports in % of GDP over the
period 1990-2019 are respectively 61.5% and 66.6% for exports and imports. In 2019 before
the COVID-19 pandemic, trade in merchandise reached 210% of GDP. In addition, exports
and imports grew at an average rate of respectively 4.3% and 3.4% per year. On the financial
side, since its integration in the early 1990s, Viet Nam has become an increasingly attractive
destination for FDI. According to the UNCTAD (2021b), Viet Nam was ranked in the top 20
host economies by the amount of FDI inflows. However, participation in globalisation has also
increased interdependence among countries, increasing Viet Nam’s economic vulnerability
in the context of rising trade tensions and volatility and weaker macroeconomic resilience
to potential external shocks (Mania, Rieber, and Tran, 2022). In addition, with a lack of
sustainable resource management, industrialisation and globalisation have consequently led

to severe resource depletion and serious environmental damage.

Viet Nam was ranked 99 out of 182 by the Notre Dame Global Adaptation Initiative (ND-
GAIN) in 2019 and 13th among 180 countries by the Germanwatch Global Climate Risk
Index for 2000-2019. Climate change, therefore, sets out major challenges for this country,
and the government is putting climate change and sustainable development at the heart
of development policies such as the National climate change strategy and Green Growth

Strategy.



General introduction

In this context, it is crucial to have a comprehensive macroeconomic analysis and simulation
tool for policy-making decisions to contribute to the economic growth strategy and the
macroeconomic stability of Viet Nam in a warmer world. Vietnamese government institutions,
research institutes and universities are using different types of macroeconomic models for
modelling the economy and forecasting as well as policy analysis. It consists of input-output
models, regression-based econometric models, time series models and Computable General
Equilibrium (CGE) - an accounting-based macroeconomic modelling approach. However,
overall, there needs to be more attention paid to the financial sector/system in these modelling
frameworks. Nowadays, the behaviour of the real sector of the economy cannot be understood
without linking it with the financial sector (Nikiforos and Zezza, 2017). The financial sector
plays an increasing role in the economy. It promotes economic growth by mobilising resources
for economic activities. To a certain extent, SFC modelling will overcome this missing part of
the economy "picture'. Besides integrating all sectors, representing the economy as a whole
through the principles between stocks and flows, the SFC approach provides a monetary and
financial framework. It makes it possible to combine the impact of global warming with the

dynamics of capital, private and public debts.

Hence, the ultimate goal of this thesis is to understand the macroeconomic interactions of
different sectors in the Vietnamese economy under globalisation and, thereby, to build an
empirical SFC model intended for scenario analysis and policy simulations. To the best of our
knowledge, we are the first to develop an empirical SFC model of the Vietnamese economy
(SEFCVN model, henceforth). It would expand the literature on empirically grounded SFC
macro-modelling. The model also serves as a useful tool for policymakers in policy designing

by examining the potential effects of public policy.

Thesis outline
To achieve this goal, the thesis comprises six chapters that link to each other (Chart 1).

After this introductory chapter, Chapter 1 describes the main macroeconomic features of the
Vietnamese economy, which allow us to better understand observed dynamic behaviours in
both the real economy and the financial sectors. We believe it is essential to overview the
context within which all studies are carried out later. Then, Chapter 2 is devoted to providing
the core literature for the thesis relating to the SFC modelling. These two main pillars enable
to build of the SFCVN model. Given that the SFC model is a family of macroeconomic models
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Chapter1 ——— ————— Chapter 5

Vietnamese economy

Policy simulations
- Small open economy

SFCVN -
Empirical stock-flow consistent

model for Vietnam

Chapter 2 Chapter 6

Stock-flow consistent modelling Climate impacts and adaptation

Chapter3 ———— ——— Chapter 4

Data and Accounting structure The model

Chart 1: General thesis structure

based on a rigorous accounting framework, Chapter 3 explains how to build the accounting
structure and dataset used in our model. Based on it, Chapter 4 will present the development
of the SFCVN model.

Given that the goal of our work is to develop a model intended for scenario analysis and policy
simulations, we will perform the application of the model to address the two major challenges
of Viet Nam’s economy: policy responses to coping with COVID-19 (Chapter 5) and climate
change impacts and adaptation (Chapter 6). Finally, we are aware that developing this
empirical SFC model is time-consuming, and several important limitations are related to the
data and estimations. However, we can exploit/adapt/improve the model in different research
subjects once the model is built. There are several areas where the analyses based on the
model could be expanded, taking into account the different economic and social development

objectives in Viet Nam. Thus, General conclusion will provide some ideas for further research.
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Chapter 1 - Macrodynamics of the Vietnamese economy

Globalisation has opened up opportunities for developing countries to engage in global markets,
including Viet Nam. Comprehensive macroeconomic analysis, taking into account different
components and interactions within the economic system, is crucial for the policy-making
decision to contribute to the country’s economic growth and macroeconomic stability. Post-
Keynesian research has extensively focused on understanding macroeconomic relationships
and growth drivers using demand-led macroeconomic regimes. Moreover, understanding
macroeconomic policies is also fundamental to know about the dynamics of the economy.
Using the concept of demand and growth regimes and macroeconomic policy regimes with the
data from 1996 to 2019, we aim to describe the main features and macroeconomic dynamics
of the Vietnamese economy since the crucial reform in 1986. As we can learn for the future
from what happened in the past, our analysis is a good starting point for the development
and simulation of our SFCVN model.

Chapter 2 - Stock-flow consistent modelling literature

This chapter introduces the SFC modelling methodology and reviews the current literature.
There were already four survey papers on the SFC literature. Here, in this chapter, we aim
to update these surveys in the context of the growing number of contributions adopting
the SFC approach. On the one hand, it reviews some of the literature on theoretical and
empirical SFC models. On the other hand, it allows us to understand how to step-by-step
develop an empirical SFC model for a whole country. It consists firstly of working with real
data and coping with several issues to construct the model’s accounting structure adopting
the SNA 2008. Secondly, the structure of the model will be designed with respect to SFC
principles. Lastly, the closures of the model and behavioural specifications must comply
with the theoretical meaningfulness (economic theory) and take into account the structural

characteristics of the Vietnamese economy.
Chapter 3 - Data and accounting structure

The first step of developing an empirical SFC model is constructing the balance sheet and flow
matrix. For most countries whose data are available, the balance sheet data are published in
the financial accounts of institutional sectors. To the best of our knowledge, there are not yet
either institutional sector stock accounts or estimations of national wealth for the Vietnamese

economy. Regarding the transaction flows data, a social accounting matrix (SAM) allows to
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capture of products and monetary (incomes and expenditures) flows of an economy in a year
and respect the accounting consistency. However, the details of financial institutions and
transactions of agents’ assets and liabilities were not developed in these SAMs. Therefore, we
decide to rely on the international guidelines of system national accounting (SNA 2008) and
collect the data from different sources to build the balance sheet and transaction flow matrix.
We explain how to address the accounting consistency issue that has come up when combining
different data sources. Our completed accounting structure sheds light on several dynamics of

the Vietnamese economy, which allows us to have a better understanding of the economy.
Chapter 4 - SFCVN - An empirical stock-flow consistent model for Viet Nam

This chapter presents the SFCVN model. The aim of this model is twofold. First, the
model provides a theory-consistent representation of the general structure of the country’s
economy. Second, it offers policy simulation/scenario analysis capabilities to meet the needs
of policymakers. It constitutes a means of evaluating the impact /feedback effects of different
policies or shocks on the Vietnamese economy. In order to achieve these objectives, the model
has to be able to capture the interrelationships between the real and financial sectors of the

economy.

The model contains six institutional sectors: firms, central bank, commercial banks, govern-
ment, households and the rest of the world. Accounting consistencies allow us to see how the
sector’s decisions in the real economy will affect their assets/liabilities and how the changes
in their balance sheet will provide feedbacks on their choices above. Building upon economic
theory but also a data-driven approach, the estimations of behavioural equations will be
presented in detail. We simulate the model to examine its performance in fitting with the

past data. Overall, the model replicates quite well the historical data.
Chapter 5 - Policy responses and model simulation

This chapter is a first attempt to assess the country’s ability to conduct macroeconomic
policies and to face global external shocks such as the COVID-19 pandemic, given its deep
integration into the global economy. To do this, we present some simulation exercises aimed
at examining the potential impacts of policy shocks on Vietnamese macroeconomic variables.
It consists of three distinct shocks (fiscal, monetary and foreign shocks). Then, in the second
part of this chapter, it develops an application of the model to perform a detailed analysis of

the government policy responses to the COVID-19 pandemic, which combines simultaneously
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monetary and fiscal policies.

Vietnam was deeply affected by the COVID-19 pandemic and faced unprecedented challenges.
To attenuate the negative impact of the COVID-19 pandemic on businesses and households
and promote the economic recovery post-COVID-19, the government took several measures.
The targeted discretionary fiscal stimulus supported the healthcare sector and affected workers.
Companies received support from the government through tax breaks, delayed tax payments,
and reductions in land lease fees. The State Bank of Vietnam (SBV) took monetary policies
to ease liquidity and financing conditions for households, businesses, and commercial banks,
which will assume the provided credit to the economy. Given that the COVID-19 stimulus
package financing mainly comes from the government’s debt in the short term, it raises the
crucial question of public debt sustainability. Hence, this chapter aims to analyse the different
consequences of this public intervention on both the real and financial sides of the economy
using our SFCVN model.

Chapter 6 - Macroeconomic impacts of climate change

With a long coastal line and abundant geological and natural diversity, Viet Nam has emerged
as one of the most vulnerable countries to climate change in the Asia-Pacific region. Climate
change has deeply impacted different economic sectors, including cereal production, fishing,
and electricity from hydropower. The Vietnamese economy also is exposed to the transversal
impact of climate change on labour and capital, which are production factors. Climate
change, therefore, sets out major challenges for the country, and the Vietnamese government
is putting climate change, climate adaptation and sustainable development at the heart of
its development policy. Thus, assessing climate change impacts and adaptation is crucial for

policy planning at the macroeconomic level.

This chapter aims to develop an integrated prospective economy-wide assessment to analyse
the economic impacts of climate change and adaptation measures in the context of a greener
industrialisation process for Viet Nam. It consists of three main steps: apply a monetary
valuation to each damage; then, develop damage functions which represent losses in each
sector represented as conditional on Viet Nam mean surface temperature (VNMST) change
and finally, integrate into the SFCVN model, in order to assess the intersectoral and aggregate
effects. In order to examine the economy-wide impacts of adaptation investments, we integrate

adaptation which is produced via an adaptation capital stock.
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Recently, SFC models have been used to investigate ecological macroeconomic issues. The PhD
thesis is integrated into the research project GEMMES Viet Nam of the French Development
Agency (AFD) and Viet Nam’s Ministry of Natural Resources and Environment (MONRE). It
is part of the GEMMES project launched by AFD, which aims to develop a new macroeconomic
modelling tool. Within its scenarios, it will allow incorporating of financial and monetary risks
and their interaction with the impact of global warming. Thus, it is an especially suitable

tool for the country’s political decision-making.



CHAPTER 1

Macrodynamics of the Vietnamese economy

1.1 Introduction

Over the last three decades, Viet Nam, a small open economy with significant trade and
FDI contributions to economic growth, has emerged as one of Asia’s great success stories.
At the 6th National Congress of the Communist Party of Viet Nam in December 1986, the
government abandoned the central planning model to adopt the socialist-oriented market
economy. Since then, Viet Nam has witnessed remarkable economic growth. The country
became a lower-middle-income country in 2010. In recent years, integration into the world
economy and financialisation have contributed to Vietnamese economic outcomes. However,
it has also increased interdependence among countries, increasing Viet Nam’s economic
vulnerability in the context of rising trade tensions and complexity of financial transactions

and weaker macroeconomic resilience to potential external shocks.

Comprehensive macroeconomic analysis is crucial for policy-making decisions to contribute
to a country’s economic growth and macroeconomic stability. Post-Keynesian economics
(PKE), one economic thought school of heterodox economics, focus on macroeconomics. Post-
Keynesian research has extensively focused on understanding macroeconomic relationships
and growth drivers using demand-led macroeconomic regimes. PKE argue that effective
demand is the key determinant of economic performance. In the context of globalisation, the
Post-Keynesian approach allows analysing the interaction between domestic and external
demands of the economy. Finance is also one of the essential features considered in PKE with
the analysis of the balance sheet of institutional sectors and financial flows in the economy.
Understanding macroeconomic policies is fundamental to understanding the macrodynamics of
the economy. The post-Keynesian notion of macroeconomic policy regimes includes monetary
policy, fiscal policy, wage policy and foreign economic policy. It allows us to analyse how
the country-specific macroeconomic policy regimes supported the shift (or non-shift) of

macroeconomic regimes.

The main objective of this chapter is to analyse the main features and macroeconomic

dynamics of the Vietnamese economy since the crucial reform in 1986 by using the PKE
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concept of demand and growth regimes and macroeconomic policy regimes. Given that the
Vietnamese economy is the context within which all studies constituting this thesis are carried
out, our analysis is a good starting point for developing the SFCVN model. This chapter also
contributes to the literature on the macroeconomic analysis of developing countries with a

post-Keynesian approach.

Our analysis proceeds as follows. Section 1.2 gives a "snapshot" of the Vietnamese economic
performance. Section 1.3 assesses the demand and growth regimes by looking at the growth
contributions of the main demand aggregates to GDP growth and sectoral financial balances
of the institutional sectors. Section 1.4 examines the macroeconomic policy regimes in the
context of important globalisation and financialisation. Finally, Section 1.5 concludes this

chapter.

1.2 Viet Nam’s macroeconomic performance

Macroeconomic indicators can capture the macroeconomic performance of a country. Crockett

and Goldstein (1987) distinguished three types of economic indicators:

i) Indicators of economic performance cover the more fundamental objectives of economic

policy: economic growth, employment, the balance of payments and price stability.

ii) Indicators of economic policy (monetary and fiscal) consist of control variables by the

government and authorities, such as monetary growth, exchange market intervention, and

fiscal deficit.

iii) Indicators of intermediate variables are indirect policy channel transmission (interest rate

and exchange rate). They can influence the saving and investment decision of agents.

In addition, according to the New Developmentalism approach (Bresser-Pereira, 2020), which
is a theoretical framework for understanding middle-income countries, to understand how the
economy grows with price and financial stability, we will also focus on two main macroeconomic
accounts (the fiscal and the current accounts) and five macroeconomic prices (the profit rate,
the interest rate, the wage rate, the inflation rate and the exchange rate). Especially the
exchange rate is a strategic variable in the process of growth. The New Developmentalism
demonstrates that the exchange rate in developing countries is volatile and behaves according

to an exchange rate cycle: it remains overvalued for several years between financial crises.
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In this section, although the distinction between the three types of indicators above can
sometimes be blurred, we will analyse the Vietnamese macroeconomic performance based
on these three types of indicators. Our analysis placed in the historical context will help us

understand the different macrodynamics of the economy.

1.2.1 Economic performance

GDP growth rate

Viet Nam’s economic development process can be divided into three main periods. The first
is the period 1986-1999 associated with the Doi Moi economic reforms. The second period
is from 2000 to 2009, with a rapid global integration. The last one is from 2010, with high

economic growth.

Economic reforms Global integration High growth
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Figure 1.1: GDP growth rate, %

The “Doi moi” economic reforms in 1986 brought a remarkable development record for
the Vietnamese economy, with a growth rate of 2.7% in 1986 to 7.3% in 1989. Viet Nam
began actively opening up to the world and integrating into global trade. Viet Nam joined
ASEAN (Association of Southeast Asian Nations) in 1995 and APEC (Asia Pacific Economic
Cooperation) in 1997. Various free trade agreements were signed between Viet Nam and

different countries worldwide. In 2000, the government signed a bilateral trade agreement
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with the US. In 2007, Viet Nam became a member of the World Trade Organisation (WTO).

Further agreements followed with China, India, Japan, South Korea, Trans-Pacific Partnership
and Furope. Viet Nam has pursued an export-oriented industrialisation strategy to attract
FDI. After the great fall due to the Asian financial crisis in 1997, the average growth rate of the
Vietnamese economy was 6-7% per year (Figure 1.1). Despite a fall in GDP growth rate during
the global financial crisis in 2008 and the banking crisis in 2011-2012, the Vietnamese economy
has quickly recovered since 2014-2015. Despite the COVID-19 pandemic, the economic growth
still was positive at 2.9% in 2020.

Compared to other Southeast Asian countries, Figure 1.2 shows the annual economic growth
rate of the six ASEAN countries from 1995 to 2021. In general, Viet Nam experienced a higher
average annual economic growth than Indonesia, Malaysia, the Philippines, and Thailand
over the study period and Singapore since 2011. Nevertheless, all six countries were affected
by the Asian financial crisis of 1997-1998, the global financial crisis of 2008-2009 and the
pandemic of 2020-2021.

15,00
10,00

5,00

-10,00

-15,00

Indonesia ——Malaysia Philippines Singapore ——Thailand ——Vietnam

Source: World Bank

Figure 1.2: GDP growth rate of six ASEAN countries, %

Regarding GDP per capita, in the 1980s, the GDP per capita was stuck at 200 - 300USD; the
rapid economic development transformed Viet Nam from one of the poorest nations in the
world to a lower middle-income country in 2010. The real GDP per capita reached around
3700 USD in 2021. The Communist Party aims for Viet Nam to achieve a GDP per capita of
5000 USD by 2025 and be a developed country by 2045.
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Unemployment

One of the macroeconomic objectives is to keep the unemployment rate low. Viet Nam
has succeeded in keeping the unemployment rate stable and at such a moderate level. The
unemployment rate has remained less than 3% despite some slight rise in the crisis period
(Figure 1.4). High economic growth will increase job opportunities. Indeed, Viet Nam has
experienced rapid demographic growth (Figure 1.3). The population reached around 90
million in 2019. The growth of the workforce in Viet Nam was, on average, 2.37% (Figure 1.3).
The middle class accounts for approximately 13% of the total population. It is considered a

favourable factor for economic growth.
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Figure 1.3: Population vs Labor force growth, % Figure 1.4: Unemployment, % total labor force

Like in other developing countries, the unemployment rate in Viet Nam is not the best
indicator of market clearing (Cling, Razafindrakoto, and Roubaud, 2011). The labour market
is clearing through qualitative adjustments. It will justify our modelling specifications of the
labour market in the SFCVN model later.

Inflation

Price stability (inflation) is one of the important stability macroeconomic indicators (Tobin,
1965; Friedman, 1977; Fischer, 1993). Consumer price index (CPI) and GDP deflator are
two measures of inflation in Viet Nam. There are two main differences between CPI and
GDP deflator. Firstly, CPI measures the prices of purchases by consumers only. However, the
GDP deflator measures the prices of purchases by consumers, the government, and businesses.
Secondly, in the calcul of GDP, we use the net exports, i.e. exports minus imports. Therefore,

the GDP deflator measures the prices of domestic expenditures only. On the contrary, CPI
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measures the price level of expenditures, including domestic and imported goods and services.
CPI reflects the change in the price level of a basket of selected representative consumer
goods and services. This basket consists of popular goods and services that represent the
Vietnamese population’s consumption and are revised and updated every five years to conform
with the population’s consumption structure in each specific period. The CPI and GDP
deflator mostly fluctuate in the same direction (Figure 1.5). Since the GDP deflator is a
measure of the overall change in prices of the domestic economy, we use this as the domestic
price in the SFCVN model in Chapter 4.
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Figure 1.5: Inflation, %

Figure 1.5 shows the evolution of the inflation rate with both measures given by the rate of
change in the GDP deflator and that of the CPI. The tight monetary and fiscal policy reduced
inflation and kept it stable in the early 1990s (Bhattacharya, 2014). The key determinant of
the high inflation in 1997-1998 was the Asian crisis. Then, the period before 2001 witnessed
a low level of inflation. The decline in aggregate demand could explain it. Then, inflation
began to increase sharply in 2001 with the rise in nominal wages in 2004 and supply shocks
then fluctuated during the following years. The inflation peaked at 23% in 2008 due to the
huge capital inflows after the adhesion to WTO, the boom in the banking sector and the
rising of minimal wages. Viet Nam faced the "impossible trinity" problem (Mundell, 1963),
which indicates that we cannot achieve at the same time three objectives: (i) a fixed exchange

rate regime, (ii) the independence of monetary policy and (iii) free capital flows.

As a result of the global financial crisis in 2008, inflation decreased considerably in 2009 with

the decline of international prices and aggregate demand. However, after this period, inflation
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rose again and reached another peak in 2011. Indeed, the increase in the global price of
several imported food commodities and energy impacts the domestic price level. Moreover,
the devaluation of the Viet Nam dong, strong expansion in money supply, and excessive credit
growth have contributed to inflation. The government’s economic stimulus package in 2009,
which led to a strong increase in money supply and significant domestic demand growth, is
also considered one of the factors which pushed inflation. Since 2012, inflation has remained

at a modest level.

Various empirical studies aimed to explain the determinants of inflation in Viet Nam. They
incorporate both cost-push and demand-pull factors, which include money factors, interest
rates, exchange rates, international oil prices, and wages. Nguyen, Nguyen, and Hoang (2019)
found that the accumulation of foreign exchange reserves will increase inflation because the
increase in foreign reserves leads to an increase in the money supply. Le et al. (2019) showed
that the US Dollar (USD)/ Vietnam Dong (VND) exchange rate fluctuation impacts mainly
the CPI and the money supply. According to Hoang and Van (2020), the most important
macroeconomic factors for Viet Nam’s inflation are money supply and credit. The increase in
money supply will reduce the interest rate and, therefore, devaluate the domestic currency
and increase the CPIL. Tran (2018) found that the devaluation of Dong implied higher import
price, and thus the CPI. The literature provides little evidence on the domestic determinants

of inflation but is extremely influenced by foreign factors.
Balance of payments

The balance of payments (BOP) divides transactions into two main accounts: the current
account and the financial account. The current account includes transactions in goods,
services, investment income, and current transfers. A current account imbalance can reflect
the difference between national savings and investment. A deficit current account represents
a lower level of saving than investment; thus, the economy’s financing needs to fund domestic
consumption and investment. The financial account represents the financial side of the current

account. It includes transactions in financial instruments and central bank reserves.

Viet Nam experienced a high gap between aggregate investment and gross national savings
along the country’s regional and global economic integration, especially during the Asian and
global financial crises (Figure 1.6). The average difference was around 9.7% between 1996

and 2010 but fell significantly. Before 2005-2006, Viet Nam registered a negative current
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account, mainly driven by a trade balance deficit. The high domestic demand was satisfied
by imports. Moreover, the global financial crisis of 2007-2008 caused a reduction in world
demand, decreased Vietnamese exports, and led to a bigger trade deficit. However, since
2012, the current account has become positive, which resulted from a trade balance and a

secondary income surplus, offsetting the deficit in the primary income balance.

%GDP
o

-15-

1995 2000 2005 2010 2015 202
Trade balance — Net primary income — Secondary income
Source: World Bank Source: Balance of Payments, IFS
Figure 1.6: Current account balance, % GDP Figure 1.7: Current account, % GDP

The main determinant of the current account is the trade balance (Figure 1.7). In 2006, Viet
Nam officially completed WTO accession culminating in a long process of efforts to integrate
the national economy into global markets. It had significant implications for trade. The degree
of openness, defined as the sum of exports and imports to GDP, has increased significantly
and reached around 210% of GDP in 2019 (Figure 1.8). Over the last two decades, average
export and import growth rates were 19.7% and 18.3%, respectively (Figure 1.9).
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Before 2012, Viet Nam’s trade balance often tended to run a deficit. It can be explained
by the demand for consumption and investment in the economy during the period of rapid
growth and global integration. However, this trend has changed since 2012. Viet Nam’s trade
balance has maintained an average surplus of 3% GDP (Figure 1.10). The trade balance has
deteriorated the most against countries pursuing export-led growth (China and South Korea)

and has ameliorated against the US and Europe (Figure 1.11).
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Figure 1.10: Trade balance, %GDP Figure 1.11: By country, Million USD

However, a trade surplus is not necessarily favourable for long-run growth. Strong export
growth was mainly in goods belonging to FDI enterprises. Figure 1.12 shows the composition
of exports by type of goods. Viet Nam exports mostly heavy industrial/mineral products,
light industrial and handicraft goods and agricultural/aquaculture products. However, there
was a change in the composition of exports over time. The share of manufactured products
increased, which might correspond to the rapid growth of FDI flows and their contribution
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