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VIETNAM'S
INFRASTRUCTURE CHALLENGE

As Vietnam becomes richer it faces challenges in adapting its
infrastructure policies and institutions. While the old
challenges of providing basic services to all remain, new
challenges are emerging, such as accessing new sources of
finance, refining planning processes, preparing for rapid
urbanization, improving the efficiency of infrastructure service
providers, developing stronger institutions to encourage
private finance of infrastructure or direct private provision of
infrastructure, and developing more targeted approaches to
poverty alleviation.

This report on Infrastructure Strategy — Cross Sectoral Issues
is one of six volumes dealing with Vietnam’s Infrastructure
Challenge. It deals with cross-sectoral issues that are common
to all infrastructure sectors, and provides an overview of
recent achievements and emerging challenges. Other volumes
deal with Water and Sanitation, Electricity, Transport,
Telecommunications, and Urban Development. The work for
these volumes was carried out between 2004 and 2006 by
World Bank staff and consultants.

This workshop edition of the report has been prepared as a
means of inviting feedback on its contents from the
Government and other stakeholders, prior to final publication.
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Executive Summary

ver the past decade Vietnam has made
spectacular progress in GDP growth
and poverty reduction. Per capita
growth has averaged 5.9%, the eighth highest in
the world over the decade. Since 1990, poverty
measured at the $1 a day threshold has fallen
from 51% of the population to just 8%. A critical
part of this success has been a high level of
investment in infrastructure. Around 9-10% of
GDP has been invested in transport, energy,
telecommunications, water, and sanitation in
recent years, a very high level of infrastructure
investment by international standards.
Microeconomic studies provide evidence of a
strong link between this infrastructure
investment and Vietnam’s growth and poverty
reduction. The road network has more than
doubled in length since 1990, and its quality has
improved substantially. All urban areas and 88%
of rural households have access to electricity.
The number of fixed and mobile phones per 100
people has multiplied nine-fold since 1995.
Access to improved water grew from 26% of the
population to 49% between 1993 and 2002, and
during the same time access to hygienic latrines
grew from 10% to 25% of the population.
Vietnam’s existing infrastructure strategy
has been a success. And yet, the strategy needs
to evolve and adapt. Various developments in
the economy pose new challenges in four areas:
financing, planning, improving efficiency, and
addressing poverty.
Rapid growth has brought with it rapid
infrastructure

increases in demand for

investment. Despite high investment in

electricity and roads, blackouts still occur, roads

are increasingly congested, and urbanization and
industrialization have brought environmental
degradation. Productive investments can be
identified across the infrastructure sectors
requiring even higher levels of finance than in
the recent past. In the next decade Vietnam is
likely to lose much of its concessional aid
financing as Vietnam’s GDP per capita exceeds
donor thresholds. Vietnam must develop new
sources of finance to replace concessional
financing and to meet increased investment
needs. Greater use of private finance would
reduce the burden on public finance, and could
potentially release funds for use in other sectors.
Among financing sources there is a need to shift
from sources that are ultimately funded by
taxpayers towards sources that are ultimately
funded by users.

The planning process needs to adapt to
achieve a more refined assessment of
investment priorities, and needs to better
integrate budgeting decisions with investment
plans. There are general problems of horizontal
coordination across ministries and vertical
coordination across levels of government. If not
resolved, these problems are likely to become
more serious as Vietnam’s urbanization
increases, since urban development requires
rapid responses to market-led developments
and the needs of new immigrants.

Across all infrastructure sectors, in project
selection, investment, operations, and
maintenance, there is room for efficiency
improvement. As the stock of infrastructure
increases in Vietnam, the potential gains from
increase.

efficiency improvements will



Realizing efficiency improvements is one of the
great challenges around the world, with much
attention focused on reforms that enhance
decision-makers incentives to maximize profits,
which implies keeping costs down. The
possibilities include corporatization of state-
owned infrastructure enterprises, introducing
greater competition, introducing greater private
participation, improving regulatory incentives
for efficiency, and reducing corruption.
Vietnam’s approach to the reduction of
poverty has been one of general reliance on
but  with
geographically spread to ensure that all regions

growth, investments  being
participate. This approach has worked well in the
reduction of general levels of poverty. But pockets
of poverty remain in rural areas where service
provision is costly, and new pockets of poverty
are emerging in urban areas as a result of
migration. Careful review across infrastructure
sectors is required to determine how existing
subsidies could be better targeted to address these
new concentrations of poverty, without wasting
poverty alleviation funds on the non-poor.

This with

infrastructure issues. Chapter 1 introduces the

report deals cross-sectoral

Table 1:

main challenges, Chapters 2 to 5 deal with the
four main issues identified above—financing,
planning, service efficiency, and poverty—and
Chapter 6 concludes with a discussion of reform
prioritization. The report is accompanied by
five further volumes dealing with transport,
electricity, telecommunications, water and
sanitation, and urban planning issues.

Investment Needs and Financing

Table sets out estimates of the recent levels (ca.
2002/2003) of investment in infrastructure, and
the financing sources for that investment.
Overall, infrastructure investment has accounted
for roughly 9.4% of GDP in recent years.
Looking to the future, sectoral plans and
forecasts suggest future annual infrastructure
investment summing to 11.4% of GDP, an
increase of 2% of GDP over recent levels:"

e In September 2005, the Ministry of Transport
estimated future financing needs in a
Medium Term Expenditure Framework,
which matched proposed investment with
potential financing sources. The proposals

Sources of Infrastructure Investment Finance (¢.2002/2003)

Percentage of

Transport Electricity Telecoms Water Total Infrastructure

Finance Source (% GDP) (% GDP) (% GDP) (% GDP) (% GDP) Financing
Users 0.9 0.3 01 13 14
ODA 17 12 0.3 0.3 35 37
Budget 08 0.1 0.1 10 il
Govt. Bonds 12 12 13
SOCBs 0.1 0.2 0.3 3
Private 0.2 12 0.6 20 21
Community 0.1 0.1 1

Total 40 3.4 14 0.6 9.4 100

Source: See Table 2.2.

1. In 2005, 2% of GDP was about VND 15,250 billion (US$ 966 million). Estimates of investment as a proportion of

GDP assume that GDP grows at 7% annually.



for capital spending in 2006 to 2008
amounted to VND 69,186 billion (US$ 4.3
billion) over the three years, and averaged
4.1% of GDP per year.

e In the electricity sector, investments required
to meet the Fifth Power Master Plan amount
to VND 215,078 billion (US$ 13,743 million)
in the years 2005-2010, or about 3.9% of GDP.
This figure is now regarded as an
underestimate, because of higher than
expected demand growth in recent years.
The financial model used by EVN to plan
future investments suggests that during
2005-2010 capital expenditure will amount to
VND 237,246 billion (US$ 16 billion), which
in annual terms is about 4.7% of GDP.

e In the water and sanitation sector the
Government has set coverage targets to
achieve its 2010 development goals. The
targets are 85% for urban water and
sanitation, and 75% for rural water and
sanitation, which would require investment
of VND 57,547 billion (US$ 3.62 billion)
during 2005-2010, or 1.2% of GDP annually.

e In the telecommunications sector, in October
2005 the Ministry of Post and Telematics
adopted a target of 32-42 total telephone
lines per 100 population by 2010. To achieve
35 lines per 100 population would require
about VND 57,000 billion (US$ 3.6 billion).
Spread over the period 2006-2010, this would
amount to around 1.4% of GDP annually.

The forecasts should not be interpreted as an
endorsement of sectoral investment proposals.
Closer analysis of the individual sector plans
may find ways of economizing on investments,
increases in user tariffs could reduce demand
and hence defer investment, and budgeting
decisions could result in indefinite deferral of
some investment proposals. Nevertheless,
investments dealing with electricity, water, and
telecommunications access targets are largely

unavoidable if the government’s stated

objectives are to be met and should generally
yield high returns. Failure to keep pace with the
growth of demand for electricity would likely
have high economic costs. And the transport
investment proposals have already been
prioritized to match existing sources of finance.

So, for purposes of thinking about finance
mobilization, a figure of 10-11% of GDP seems
reasonable. Nevertheless, a more definitive
appraisal of the appropriate level of investment
would require a concerted effort to monitor
investment and maintenance activities and
evaluate their financial and economic returns.

The proposals for increased investment
suggest a case for mobilization of new finance
sources. This case is strengthened with
recognition that Vietnam could commence
“graduation” from concessional donor funding
between 2010 and 2013. Donors currently
finance around 37% of Vietnam’s infrastructure
investment. The present value of government
repayments on concessional loans from the
World Bank is about 20% of the borrowed
funds. As this concessional element of donor
funds is removed, countries typically reduce
their borrowing from donors. Developing
alternative finance sources will take time, so
there is a need to start the process now.

Within the existing level of investment there
is significant room to increase the proportion of
non-budgetary and non-ODA financing. This
would free up budget and ODA resources,
permitting either an increased level of
infrastructure investment or spending on other
government priorities. Moving to alternative
financing sources would help to shift the
ultimate payment burden towards consumers,
through either direct user charges or financing
backed by future infrastructure revenues. In
turn, this would help to slow demand growth
and hence restrain the investment burden. And
alternative financing sources may also bring
greater commercial discipline to the selection of
projects. Giving higher priority to high-return

Xi



projects would help to maximize the social
return on infrastructure investment.

Need to Increase Cost Recovery

A prerequisite for alternative financing
mechanisms is cost-covering tariffs. Ensuring
full cost recovery through tariffs opens up a
range of financing options that are otherwise
generally impossible. The proportion of costs
recovered differs from sector to sector, and only

in some sectors can it be increased.

e The principle is well established in
telecommunications and electricity.

e Charges associated with road transport, such
as vehicle registration and petrol tax, more
than cover road maintenance costs, but do
not cover the full cost of capital invested.
There is scope to increase these charges, and
there are many possibilities for revenue to be
raised from toll-roads.

e In the water sector, cost-covering tariffs have
been embraced in the water sector in
Ministry of Finance guidelines for water
tariffs, and the principle is being considered
for implementation in a draft Government
decree. But current water tariffs typically
only cover operational costs, while capital
costs can occupy 80% of total costs of a water
utility. Considerable tariff increases would
be required in the sector to achieve full cost
recovery.

e In areas such as sanitation, waste water
treatment, and solid waste management, the
ability to raise revenues is constrained by
consumer willingness to pay. The social
benefits of these services typically exceed
private willingness to pay, so a level of
budget support is appropriate. In these
sectors the key to mobilizing alternative
financing is to provide clear and predictable
rules for the allocation of budget support, so
that the future public revenue stream
provides sufficient security to mobilize

Xii

investment. It is possible to combine user
payments with budget revenues to meet the
costs of service by means such as competitive
bidding for service delivery on a least-
subsidy basis.

Other Sources of Finance

Wide-ranging reforms are required to develop
stronger institutions for infrastructure finance.

Governance reforms are needed for the
state-owned commercial banks to eliminate
informal pressures for “policy-lending”,
otherwise known as lending to projects that are
not commercially justified. In any case, direct
lending by banks is likely to play a relatively
small role in infrastructure financing, because
of the mismatch between short-term deposits
held by the banks and the long-term needs of
infrastructure.

Bonds are a useful form of financing for
infrastructure, since they can provide long-term
financing. The Government is making good
progress in this area, but more needs to be done
in the way of information disclosure concerning
the ability of public authorities to repay debt;
and to increase the secondary activity and
liquidity of the government bond market
through enhancements to the legal framework,
improved debt issuance and management by
the Treasury, and strengthened intermediary
functions. As a means of limiting fiscal risks it
would be desirable for the Government to shift
from general obligation bonds (backed by
taxation powers) to revenue bonds (backed by
infrastructure revenues) where possible.

Decentralization has shifted greater

investment responsibilities to provincial
governments. The extent to which these
governments have the financial resources to
meet their new responsibilities is unclear. The
system of transfers from the central government
should not undermine the incentives of local

governments to raise their own revenues.



Limits on their borrowing should be assessed
based on their ability to repay debt, rather than
the current limits based on investment budgets.
An expansion of property taxes could serve as a
useful tax base to efficiently consolidate a
variety of existing charges, and to provide a
reliable source of local government revenue.
Both central and provincial governments have
established specialist investment institutions,
with an emphasis on infrastructure investment:
the DAF and the 13 local development
investment funds (LDIFs). Rationales for these
institutions include pooling finance from a
variety of sources (reducing the risks taken by the
individual financing sources), and providing
centers of technical capacity for developing
infrastructure financing schemes. But:

e They also expose the governments to
certain fiscal risks in the event of financing
defaults. Measures are needed to distance
these institutions from the governments
through clearer governance arrangements,
install professional management practices,
and improve reporting is required to ensure
that the institutions’ liabilities are taken into
account in assessments of the government’s
fiscal position.

e In the case of the DAF, on-lending occurs at
subsidized rates. If investment subsidies are
to be offered, differing levels of subsidies
should be offered to different sectors in
accordance with the extent of externality or
other public finance rationale, and according
to objective criteria.

Equitization is a potential means of raising a
limited amount of infrastructure financing.
Equity inputs can be used to increase investment,
or to retire public capital for use elsewhere. But
the highest financing benefits will not be realized
if investors discount the price they pay for the
risks arising from inadequate disclosure of
accounting information, or if investors are
unable to obtain management control rights.

There is great potential for more private
investment in infrastructure. But taking
advantage of this potential requires careful
transaction  preparation and  sound
regulatory environments. Vietnam should
experiment more with private financing than
it has in the past, developing a number of
transactions across sectors, using competitive
bidding, and carefully monitoring the lessons
learned.

Allied to the use of private financing,
Vietnam should develop a risk management
framework that permits the appropriate use of
contingent liabilities (such as guarantees) in
attracting finance, but monitors and limits the
government’s exposure.

Finally, efficiency improvements in
procurement and operation of infrastructure
services can be thought of as an alternative to
the mobilization of finance. Improvements in
efficiency can increase output from existing and
proposed facilities, and thereby lessen the need

for new investments.

Planning and Coordination

The importance of economic criteria for
choosing between investment projects will
increase as the infrastructure stock increases.
Identifying high return projects was easy when
much of the population lacked access to
infrastructure services. As the access rollout
advances, choosing between investments that
upgrade the quality of service will become more
difficult.

Better processes need to be developed for
assessing investment priorities across sectors
and across projects. Ideally this would entail
estimation and monitoring of rates of return,
permitting an ordering of projects that could be
achieved within financing constraints. A serious
effort to build capacity in assessing economic
and financial rates of return will take time. In
the short term, a high priority should be to
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improve the quality of feasibility studies,
with  better
information about the relative merits of
proposed projects.

The link between Vietnam’s socio-economic

providing  decision-makers

development goals and investment planning
could be improved with the use of a results
framework which specifies goals to be achieved
(e.g. improve access to hygienic sanitation),
strategies for achieving these goals (e.g.
investment in sewerage systems in urban areas)
and key performance indicators measuring
progress towards the goals (e.g. number of
urban households with sewerage connection).
The goals should be comprehensive, and
projects would only be approved if they
mapped into the strategies. Project financing
decisions could provide resources to monitor
performance indicators.

With improved criteria for distinguishing
between projects, a framework within which to
consider projects’ potential contribution to
development goals, there will then be a need for
a governmental process that is capable of
allocating funds to the highest priority projects,
with lower priorities receiving funding only to
the extent of available funding. Projects that
could be financed privately should be given low
priority for receiving public funding.

Budgeting processes need to be better
integrated with investment planning. There has
been a problem with budget discipline in the
past, with transport projects being commenced
budget
Questions are also raised about whether an

without financing authorization.
appropriate balance is being struck between
new investment and maintenance, particularly
in the transport sector. The Transport Ministry’s
recent experience with preparation of budget
proposals within a medium-term expenditure
(MTEF) has been a

development in terms of fitting proposed

framework useful

investments within the available financing
envelope and giving greater consideration to
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maintenance costs. The MTEF experience should
be developed to extend to non-budget finance
sources, and to provide better information about
the trade-off between new investment and
maintenance (ie the relative rates of return
earned by spending in these areas).

The need for more refined appraisals of rates
of return to different investments extends to an
assessment of the spatial balance of investments.
Vietnam has done well over the past decade,
balancing high-return investments in major
centers of economic activity with rural
investments aimed at reducing poverty, and
achieving high aggregate growth with only a
slight increase in inter-provincial inequality. But
migration to major urban centers has been
important in

restraining inter-provincial

inequality. ~ Continued  migration may
overwhelm planning capacities in the major
centers resulting in congestion, inadequate
provision of basic services, and environmental
degradation. One response would be to provide
much more resources to urban planning in the
major cities. An alternative would be to divert
migration to mid-sized cities, but this would
require wide-ranging policies extending beyond
mere spatial and sectoral master plans.
Assessing whether such policies might be
worthwhile would require much better
information about the relative social rates of
return across different urban areas.

Urban planning is poorly managed at
present. Centrally prepared spatial plans set
unrealistic standards, and partly for this reason
are frequently ignored in practice. There needs
to be more flexibility in centrally developed
spatial plans, and more enforcement of those
plans at the local level. Ideally spatial planning
should be devolved to a more local level, and
should be

communities” desires and market developments.

more responsive to local

There are general problems of coordination
across government ministries, with a need to
improve coordination between spatial plans,



financing constraints, and sectoral master plans
for specific types of investments, particularly in
urban areas. Greater effort needs to be made to
integrate environmental issues and assessments
of social impacts (particularly resettlement
issues) into the overall planning environments.
While environmental impact assessment may
occur for individual projects, plans for a series
of investment projects similarly need to be
subject to assessment. While individual projects
may have only marginal impacts, and thus be
approved, the aggregate effect of a series of
projects may be much larger, and require
modification of investment plans.

The process of decentralization is ongoing,
with a gradual reallocation of spending and
investment planning responsibilities from the
national government to provincial and local
governments. Decentralization brings various
risks of failure to coordinate between lower
level governments (eg failure to take account of
environmental effects on neighbors, or failure to
coordinate investments). There is a need for the
central government to monitor areas requiring
coordination and to develop fiscal tools (such as
matching grants) that would help to coordinate
sub-national decisions with national objectives.

Efficiency

In general, Vietnam'’s infrastructure services are
provided relatively efficiently. But as in all
countries, there is room for improvement in
reducing the costs of service. There are various
mechanisms that could be used to provide
stronger pressure for improved service.

Public Infrastructure Enterprise Governance.
Central to improving efficiency is a governance
structure that improves the focus on the
commercial objectives of increasing revenues
and reducing costs.

These are the basic goals of private
enterprises, and the governance structures that
are appropriate to these goals are the structures

developed for private enterprises. Many
governments have “corporatized” their public
enterprises by subjecting them to private
corporations law. In Vietnam, subjecting
infrastructure enterprises to the proposed
Unified Enterprise Law may help to install the
basics of corporate governance and should be a
minimum step. Additional possible measures
include specific statements of corporate
objectives, and additional reporting beyond that
required by the Enterprise Law.

Governments typically have additional non-
commercial goals for their infrastructure
enterprises, and these can be achieved by
explicit contracting between the Government
and the enterprises, with payment for particular

services provided.

Competition is the economic force most likely
to deliver sustained efficiency improvements.
But the possibility to introduce competition is
limited in most infrastructure industries.
Telecommunications and electricity generation
are exceptions.

In telecommunications international
experience strongly suggests that the speed of
network rollout is accelerated by greater
competition. Several new entrants have been
authorized to compete with VNPT in fixed line
and mobile services, but VNPT remains
dominant. Effective regulation, in particular
spectrum management and resolution of
interconnection disputes, will be important in
facilitating the progress of the new entrants.
Faster progress could be made by allowing the
entry of foreign firms. In this respect, the United
States has obtained an early advantage, obtaining
preferential access for its firms under a Bilateral
Trade Agreement. But even these advantages
limit foreign ownership to 49% and 45% in the
mobile and fixed line services markets. These
limits may unnecessarily inhibit market entry.

The 2004 Electricity Law sets out plans for a
phased transition over 20 years to direct
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competition in electricity generation, with
eventual choice of generators for consumers.
There are various obstacles to the
implementation of these plans, including the
difficulty of encouraging private investment in
IPPs (a major sectoral priority) when the future
market structure is uncertain. Managing the
transition to a competitive electricity sector will
be one of the most difficult policy challenges in

infrastructure.

Private participation. In most other
infrastructure sectors, competition can only be
introduced in the form of “competition for the
market”: competitive bidding among private
investors for a the right to provide an
infrastructure service over a fixed period of
time. Done well, with well-prepared
competitive bidding and appropriate regulatory
environments, concessions, leases, and
management contracts can be strong tools for
performance improvement as well as
investment financing.

Vietnam already has experience in the use of
BOTs, but at least some of the existing BOTs
have been negotiated with a preferred operator.
Competitive bidding would provide a higher
probability of minimizing procurement costs. A
number of BOTs have been negotiated with
state-owned construction companies. While
local financing has advantages in terms of
foreign exchange risks, the use of foreign
enterprises with specialist infrastructure
experience could provide more ideas for
management improvement and utilization of
new technology. And a difficulty with state-
owned enterprises is that weak governance
structures may provide weak commercial
incentives. There is scope for greater openness
toward foreign private enterprises in
infrastructure investment. Vietnam is currently
revising its BOT decree. A revised decree should
entrench a requirement for careful preparation

and competitive bidding of BOT contracts.
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Beyond the construction of new facilities,
various forms of public-private partnerships
can help to improve efficiency of existing
facilities. Vietnam should conduct pilot projects
across different sectors to gain experience in the
use of public-private partnerships other than
BOTs. An effective process would entail a
pipeline of projects, and a dedicated unit
associated with the development of public-
private partnerships.

Equitization, the sale of shares primarily to
workers and managers, has been used as a tool
for efficiency improvement in many state-owned
enterprises. However, the worker motivation
incentives that have been effective in smaller
enterprises may be weaker in large infrastructure
enterprises, where there are greater possibilities
to profit from the efforts of others (free-riding).
Accordingly, it is important that equitization of
infrastructure enterprises should involve sales of
controlling interests to general investors, and
that it be supplemented by mechanisms to
provide stronger management incentives, such
as stock exchange listing.

Regulation. One form of light-handed

regulatory pressure for efficiency
improvements is benchmarking. Vietnam has
made significant progress in benchmarking
water utilities, encouraging better performance
by highlighting well performing companies that
serve as examples for others. This experience
could be copied in some other infrastructure
sectors, for example urban environment
companies, port operators, or electricity
distribution operations. Greater attention to
international benchmarking could also be used
as a spur to improved performance.

More generally, performance standards and
addition to their

implications for investment and financing, can

regulated prices, in

be used as tools to improve infrastructure
service performance. This is more likely to be
effective in infrastructure enterprises with



stronger commercial focus, such as private
firms. Getting prices right is a complex task,
requiring specialist skills.

Regulatory institutional and capacity
building is required, especially in the areas of
cost auditing and economics (to set prices at
efficient levels). A high priority is support for
the newly established Electricity Regulatory
Authority, since lessons learned here will have
implications for other sectors. In the
telecommunications sector, the Ministry of Post
and Telematics” ownership of VNPT creates a
conflict of interest in its regulation of the sector,
for example in the resolution of disputes over
access to VNPT’s network by new operators. An
agency independent of the Ministry would be

desirable.

Addressing Corruption. Corruption raise the
final costs of infrastructure services, and is a
source of inefficiency. Opportunities for
corruption arise at most stages of the
infrastructure project cycle. In recent years
Vietnam has been making greater efforts to
address corruption. Recent reforms have
focused on detection and punishment, but have
been of general application. Closer review could
identify particular infrastructure activities at
risk, and develop appropriate responses.
Reforms to increase competitive pressures in
likely to
measures against corruption, but should be

infrastructure are complement

buttressed by anti-collusion measures.

Poverty

Road and water investments are good means of
targeting particular provinces in which rural
poverty levels are high, suggesting a need to
maintain high priority for these investments.
Urban poverty is likely to increase in coming
years. Because of the pace of migration and
urban development, addressing emerging
urban issues  will

poverty require

improvements in the local planning process to

ensure that infrastructure networks are

installed “just in time”, and in the right places.
There are many different ways of

subsidizing use of infrastructure services by the

poor:

e Currently, Vietnam uses increasing block
tariffs in water and electricity. While the
details need to be studied carefully, such
schemes typically provide greater subsidies
to the relatively well-off, rather than the
poor.

e It would be useful to refocus subsidies on
connection, rather than consumption, since
those with connections are typically less
poor than those without connections.

e Output-based methods for subsidy delivery
should also be explored. A classic output-
based scheme involves competitive bidding
among private operators for the right to
provide a service (encouraging cost

reductions in service provision), and

payment of the subsidy only when the
requisite outputs have been achieved

(transferring the implementation risk to the

private sector).

A general subsidy strategy should be

developed for infrastructure services,
identifying whether subsidies are to be
delivered to the poor, and if so, how best to

maximize the benefits of those subsidies.

Reform Prioritization

It would be difficult for the Government to
implement all of the recommendations
identified in this report simultaneously.
Accordingly, there is a need to set priorities.
Factors that could be taken into account in
setting priorities include the extent to which
particular sectors act as constraints to Vietnam’s
international competitiveness, simple estimates
of the potential benefits of different sorts of
reforms, and the administrative capacity of

XVii



different ministries to handle reform.

In the central ministries of Finance, Planning
and Investment, and Construction, a major
priority should be the development of
improved mechanisms for project selection,
monitoring, and evaluation. The central
ministries could take the lead in cross-sectoral
capacity building to improve the quality of
project feasibility studies and monitoring and
evaluation activities. The aim should be to
obtain high quality economic analyses
indicating expected and attained rates of
economic return. These estimates should be
used as central criteria in selection of projects
for public financing and investment approval.

Chapter 3 highlights the need for a better
integration of financial planning with other
aspects of planning. A mechanism needs to be
found by which available taxpayer funds are
allocated to infrastructure projects where
necessary, by which taxpayer funds are not
involved where not intended, and which
provides financing alternatives for socially
profitable investments where taxpayer
funding is not required. These processes
should be tied to

providing strategies that link individual

results frameworks
projects to development goals, and which
should be prepared by sectoral ministries.
Reforms of capital markets identified in
Chapter 2 will require a series of reforms, many
within the responsibility of the Ministry of
Finance. Among these reforms, preparing the
way for private infrastructure investment is a
the proposed

importance of the private investment in the

particular priority, given

electricity sector and for its potential role in
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financing and improving efficiency in other
sectors. Here the Ministry of Planning and
Investment will have a key role. Reform of the
BOT legal framework is one step, but much
better project preparation and improved
regulatory institutions will also be required.
Efforts to build regulatory expertise could begin
with improved emphasis on rules-based
regulation within the public sector.

Among line ministries, the sectoral priorities
differ in nature.

e In transport, where the emphasis has been

on road building, increased attention must
road maintenance and
other

be given to

maintenance of transport
infrastructure.

e In electricity, the private sector will play a
large role in meeting new investment needs.
Adequately preparing projects for private
investment will be the biggest challenge in
the coming years.

e In telecommunications, the priority should
be to encourage greater levels of competition
through greater private sector entry and
entry by foreign firms and through
improved regulation, particularly regulation
of interconnection terms and conditions.

e In water and sanitation, investment targets
will be driven by Vietnam’s development
goals. A contribution to financing will come
from increased user tariffs, but particularly
in sanitation where user willingness to pay is
lower, there will be a need to determine an
appropriate
investment and appropriate mechanism for
it to be delivered.

public  contribution to



1. Achievements and Challenges

ietham’s overarching economic goals are

to promote strong economic growth and

to ensure that the benefits of growth are
equitably distributed. In the infrastructure sectors
these broad goals are supplemented by goals of
providing universal access to basic services. This
Vietnam Infrastructure Strategy provides a set of
proposed policy reforms and actions aimed to
improve the achievement of these goals. It
proposes a framework under which Vietnam can
better evaluate which investments to undertake,
and how to finance them, how to improve the
performance of infrastructure services, and how
to target infrastructure interventions to the needs
of the poor.

At first glance it may appear odd to suggest
that Vietnam’s approach to infrastructure
should change. With infrastructure playing an
important role in Vietnam’s 7% economic
growth rate and in the reduction of poverty, the
Government’s strategy over the past decade has
served the country well. Of course, no matter
how well the strategy has worked in the past,
there is always room for improvement. But in
addition there are important changes under
way in the economy that demand refinements
to the strategy for the years to come. Among the
changes are the approaching end of
concessional sources of finance, increasing
urbanization, an emerging need for increased
maintenance, and increasing inequality
between provinces. These changes have
implications for the sources of infrastructure

2. Source: WDI (April, 2005).

finance, the way investments are planned, how
infrastructure services are managed for efficient
operation, and how the Government will
address issues of inequality and poverty.

1.1. Growth and Poverty Reduction

Over the past decade Vietnam has been
remarkably successful in stimulating growth
and reducing poverty. The average rate of GDP
growth in the ten years 1994-2003 was 7.4%,
while average growth of per capita income was
5.9%.2 Figure 1.1 compares Vietnam’s growth
performance with some of Vietnam’s neighbors.
It should be borne in mind that regional
competition in terms of GDP growth is strong:
Vietnam’s average GDP growth in 1994-2003
was eighth best in the world.

A key factor in this success is considerable
government emphasis on investment, and
investment in infrastructure in particular. As
seen in Figure 1.2, since 1997 infrastructure
investment has outpaced GDP growth, boosting
the economy’s productivity. Table 1.1 illustrates
that Vietnam’s total
infrastructure investment have been high

investment and

relative to other regional countries in recent
years (and East Asian countries have high
investment rates compared to the rest of the
world). The
infrastructure is illustrated by the fact that

between 1997 and 2002 about 44 percent of total
3

Government’s focus on

state investment was directed to infrastructure.

3. Source: Government Statistics Office. State investment includes the following categories: State budget, State

credit and owned outlays by state enterprises.



Vietnam’s investment strategy has played a
crucial part in delivering economic growth.
There is no real doubt about this. Increasing the
economy’s capital stock boosts output. The size
of the boost is determined by the marginal
productivity of capital and by the size of the
increase in the capital stock. Numerous micro-
economic and macro-economic studies have
demonstrated high rates of marginal
productivity of infrastructure; and Vietnam has
had large increases in the stock of infrastructure

have severely constrained Vietnam’s growth
potential.*

The linkage between large-scale infrastructure
and growth has been confirmed in micro-
economic studies. In 2003, the Government and
international donors undertook a comprehensive
review of large-scale infrastructure investment in
the country in preparing the Comprehensive
Poverty Reduction and Growth Strategy
(CPRGS). The review examined the socio-
economic impact of a number of key large-scale

by comparison with other countries. Even if  infrastructure  projects, including  the

other matters were the ultimate causes of improvements to the National Highway No. 1,

growth, lower levels of infrastructure would the My Thuan bridge, the Hanoi-Hai Phong

Figure 1.1: Growth of GDP per capita 1990-2003
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4. In the standard Solow-Swan model of economic growth the economy is specified as a production function
Y=AF(KL), where Y is output, A is a technology factor, F is a concave function, K is the capital stock and L is the labor
stock. There is a mechanical boost to output when K is increased exogenously, which in the short term shows up as
growth. In the longer term, however, the growth rate is given by g = a + n: growth is the sum of the rate of
technological growth plus growth of the labor force. After a short term boost to the growth rate from increased capital
accumulation, the economy continues to grow at its steady state rate, g, albeit at a higher level of GDP. Issues of
theoretical debate include: whether higher levels of infrastructure boost a, the rate of technological/organizational
innovation, and thus the long term growth rate; and whether underlying institutions explain why some countries
invest in infrastructure more than others (in which case it is institutions not infrastructure that “cause” growth). A
more empiric question in Vietnam is the extent of the relative contributions to growth of capital accumulation versus
other contributions, such as agricultural reform or opening up to foreign trade. But there is little doubt that
infrastructure investment has played a significant role, at least in the short term.
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Figure 1.2: Growth and Infrastructure Investment,
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Table 1.1:

Investment in East Asia (% of GDP)

2002 2003

transport corridor (see Box 1.1) and the
North-South 500 kV  electricity
transmission line (GRIPS Development
Forum, 2003). Overall, the study
confirmed the critical role played by
trunk infrastructure in opening up new
business opportunities, and promoting
income diversification and off-farm
employment. The study also showed
that trunk infrastructure facilitated the
spread of economic linkages between
growth centers and their surrounding
rural areas, proving the vital
importance of connecting remote areas
with power grids, and trunk roads with
feeder roads to achieve poverty-
reducing growth.

Strong growth has played a crucial
role in lifting millions out of poverty.
Among the comparator nations of Figure
13 Vietnam has the strongest
performance in reducing poverty
measured at the $1 a day poverty line,
lifting 43% of its population out of
poverty and reducing poverty to a
forecast 8% of the population in 2005. The
poverty headcount at the $2 a day level
fell by 39 percentage points, surpassed
among the comparators only by China’s
reduction of 40 percentage points. The

Expenditure on Expenditure on
Investment (2003) Infrastructure (1998) Infrastructure (2003)
Cambodia 22 2.9 2.3
Indonesia 16 3.1 2.7
Philippines 19 5.6 3.6
Lao PDR 20 1.7 4.7
China 44 2.6 7.3
Vietnam 35 9.8 919
Thailand 25 5.3 15.4

Note: Investment is gross capital formation as a % of GDP, source: WDI (2005). The source for expenditure on infrastructure is
ADB, JBIC and World Bank (2005), “Connecting East Asia,” Appendix A, Table 7. The infrastructure data include capital and
recurrent expenditure, although in some cases some expenditure elements may not be included. See source for details.



BOX 1.1: The Hanoi-Hai Phong northern transport corridor

Hanoi (the national capital) and Hai Phong (with the
largest international port in the north of the country)
are the two growth centers in northern Vietnam.

In recent years, the provinces along the Hanoi -
Hai Phong transport corridor have demonstrated
dynamic  economic  performance. With  the
improvement of National Highway No.5 and the
expansion of Hai Phong Port, the transport corridor
has reinforced the link between the two growth
centers, and has enhanced the access of Hanoi to
global markets by improving land and sea transport®
Foreign direct investment (FDI) in major industrial
zones has increased significantly, particularly since
2000, driving industrial and export growth in the
north. An interview survey with over 70 FDI firm
managers suggests that nearly 90 percent of new
investments would not have been redlized without the
improvement of National Highway No. 5 and the Hai
Phong port. The survey indicates that those managers
were aftracted by the benefits, such as (i) cost
reduction in transporting imported inputs, (i) time-

saving in delivering raw-materials and final products,
(ii)) improved coordination of production and sales
schedule® Many new jobs were created by the new
FDI.

Moreover, growth has spread to neighboring
areas, particularly Hung Yen and Hai Duong provinces
(located between the two economic hubs), while the
rural economy has experienced major transformation.
Ruradl households have diversified their agricultural
production (from rice to fishery and poultry) and have
been increasingly engaged in new business
opportunities. More convenient transportation has
also spurred demand for tourism in Ha Long Bay (in
effect, there is now a Hanoi-Hai Phong-Ha Long
development friangle).

As a result, most of the provinces in the Hanoi-
Hai Phong corridor achieved faster growth in per
capita income and reduction in the number of poor
households, compared to the average for the Red
River Delta or the whole country.

Source: GRIPS Development Forum (2003).

Figure 1.3: Percent of Population Living in Poverty
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Source: World Bank (2004). "East Asia Update, November 2004". Missing data have been interpolated.

5. Improvement of National Highway No.5 and the expansion of the Hai Phong Port was financed by Japan (JBIC)
and Taiwan. The parallel improvements in rural feeder roads were financed by the World Bank, DFID and JBIC.
6. Source: JBIC/ IDCJ (2003), “Impact Assessment of Transport Infrastructure Projects in Northern Vietnam”.



reduction in poverty rates is particularly evident
in the mid-1990s, when a large cohort passed the
$1 a day poverty line. Enthusiasm about the
reduction in poverty rates should be tempered
by the realization that this cohort remains close
to the poverty line and would be vulnerable to
any economic downturn. Almost 50% of the
population remains poor at the $2 a day level.
While Vietnam has made remarkable progress,
much remains to be done to eliminate poverty.
The role of infrastructure investments in
these reductions in poverty has been examined
by Larsen, Pham and Rama (2004). The average
provincial poverty rate in 1998 was 41.7% of
provincial population, with a maximum of 97%
and a minimum of 2.2%. Analyzing provincial
data they find that an additional US$ 50 million
spent on infrastructure investments is
associated with an average reduction of about
2% of the poverty rate (on average, about 0.8
percentage points reduction in the headcount
measure of poverty). They further find that the
impact on poverty is greater in the poorest
provinces and lesser in the richest provinces.
Disaggregating the figures for infrastructure
investment they find that investments in water
and sanitation very strongly reduce poverty,
transport projects strongly reduce poverty, and
electricity investments make virtually no impact
on poverty in the local province. This last
finding can be understood when it is noted that
power infrastructure frequently benefits many
outside the province in which it is located.

1.2. Improved Access

Vietnam’s  program for infrastructure

investment is necessarily large: investment

must reduce the infrastructure deficit facing
Vietnam in the early 1990s at the same time as
meeting the needs of a fast-growing economy.
Each sector has seen impressive growth in
terms of access to services.

e Vietnam’s road network has expanded
from 96100 km in 1990 to 205,782 km in
2002.” National level roads expanded from
15,100 km with 36.6% in good condition in
1997 to 17,300 km with 44.8% in good
condition in 2002.%

e Access to improved water grew from 26% of
the population to 49% between 1993 and
2002. Access to hygienic latrines grew from
10% of the population to 25% between 1993
and 2002. 9

e Teledensity (number of fixed and mobile
lines per 100 people) increased from 1.08 in
1995 t0 9.19 in 2002."

e All urban areas in Vietnam are electrified. In
rural areas, electrification grew from 51% to
88% of households between 1996 and 2004.""

That Vietnam’s high level of infrastructure
investment has delivered improved access is

further revealed in a regional comparison.

7. Sources: WDI (April 2005) for 1990 figure; JBIC Sector Study for Transport Sector in Vietnam August 2003 for

2002 figure.
8. Source: VITRANSS.

9. Source: Vietnam Development Report 2004, World Bank, constructed using GSO data. Note that access estimates
differ substantially in Vietnam, as discussed in the water and sanitation sector chapter.

10. Source: ITU.
11. Source: EVN.



Vietnam’s access levels for improved water
and electricity approach those of richer
countries in the region. For sanitation and
telephones the access levels are some distance
behind the best regional performers, but
controlling for income Vietnam does better
than average for sanitation and about average
for telephones (see Figure 1.4).

1.3. Changing Circumstances

Despite Vietnam'’s success over the past decade in
the provision of infrastructure services, changes

are required in the way that infrastructure is
supplied and managed in order to deal with
important shifts in the economy. Increasing
urbanization will bring particular challenges for
the planning process. In the next ten years Vietnam
will probably lose much of its concessional
financing, so it must begin to find alternative
financing sources. Where once the main challenge
was one of access—just ensuring that people were
with
increasingly the emphasis will be on ensuring that

provided infrastructure  services—
the service provided is at a reasonable price an

quality. There will be an increasing need to ensure

Figure 1.4: Access to Infrastructure Services
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adequate maintenance and operational efficiency
to minimize costs, and effective regulation to
distribute costs appropriately across current and
future taxpayers and consumers. And finally, there
is evidence of increasing inter-provincial
inequality, which will require new approaches to

ensure inclusive development.

1.3.1. Impending Loss of Concessional
Financing

Over the next decade Vietnam is likely to lose
access to the cheapest sources of donor funds,
resulting in a large increase in financing costs.
An increase in the cost to government of donor
assistance has important implications for the
cost of infrastructure investment overall.
Figure 1.5 indicates the level of foreign
development assistance received by Vietnam
since 1994. ODA has averaged 4.4% of
Vietnam’s GDP. Over the same period, World
Bank commitments to Vietnam have averaged
1.5% of GDP, of which commitments to
infrastructure projects have averaged 0.77% of
GDP. Apart from an $11 million grant from the
GEF in 2002-2003 and $75 million of project
guarantee at 0.75% in 2003, all of the World

Figure 1.5: Foreign Aid in USS million
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Bank lending was by IDA, which lends at low
concessional rates.

The threshold for IDA borrowing currently
stands at a GNI per capita of $895. Countries
that exceed this threshold begin a transition
period of several years in which they
progressively lose the right to borrow at IDA’s
concessional rates, and ‘graduate’ to borrowing
from IBRD. In 2003, Vietnam’s GNI per capita
was $480. Over the period 1995-2003, the
growth of GNI per capita expressed in US
dollars averaged 10.5%, while in the five years
to 2003 the average growth rate was 6.6%.
Supposing that GNI per capita continues to
grow at somewhere between these two rates
and that the threshold remains unchanged,
Vietnam will commence the graduation process
between 2010 and 2013.

Graduation greatly increases the present
value of loan repayments on new loans
although it does not affect repayments on the
stock of existing loans. A typical IDA credit has
a duration of 40 years, with a grace period of 10
years, no interest payable, and a service fee of
0.75% per annum. A typical IBRD loan has a
duration of 25 years, a 3 year grace period, an
interest rate currently in the order of 2.3%, and
a service fee in the first four years of 0.85%.
Table 1.2 sets out the present value of the future
stream of repayments for a hypothetical loan of

Table 1.2:
Present value of repayments on a $1 loan from

the World Bank Group

Governmen’s Discount Rate

5% 10% 15%
DA $0.45 $0.20 $0.1
IBRD $0.74 $0.48 $0.34

Note: These calculations are indicative only, based on
standard lending conditions. Loan terms for specific countries
may differ from those assumed here. Calculations for IBRD
assume a fixed spread loan with an interest rate of 2.3% and
constant principal repayments.



$1 from IDA or IBRD. The table indicates that if
the Government of Vietnam has a discount rate
of 10%, when it borrows $100 million from IDA,
all the future repayments spread over 40 years
have a present value to the government of just
$20 million. But borrowing $100 million from
IBRD, the cost to the Government in present
value terms more than doubles to $48 million.'?

IDA eligibility also has implications beyond
the cost of borrowing from the World Bank. The
World Bank’s classification is the starting point
for consideration for concessional funds and
debt restructuring terms by other multilateral
and bilateral institutions. Consequently within
the next ten years the cost of borrowing from
other donors is also likely to increase.

It should be noted that even for IBRD loans
the present value of repayments is less than the
present value of the loan funds received.
Provided the money is invested in sound
projects, it makes good sense to borrow as much
money as possible under these terms. After
graduation Vietnam should still find it
financially attractive to borrow as much as
possible from the Bank Group, but in doing so
the social cost of repayments will represent a
higher proportion of GDP. Consequently, the
Government will need to generate more
financial resources to maintain the same level of
physical infrastructure investment.

To give a very rough indication of the
importance of the increase in financing costs, we
can consider the 1996-2000 Public Investment
Program (PIP). Donors provided VND 76,090
billion (around US$ 4.8 billion) for transport,

energy, water and sanitation projects in the PIP."?
This sum represented 72% of funding for these
PIP projects. If all of this funding had been on
IDA terms and if the government’s discount rate
were 10%, the cost of the borrowing in present
value terms would have been VND 15,218
billion; if all donor funding had been on IBRD
terms, the cost would have been VND 36,523
billion. The difference is VND 21,305 billion, or
about 1.2% of total GDP during the period.

1.3.2. Urbanization

High urban population growth is anticipated to
be the primary driver of future infrastructure
investments. Currently Vietnam’s population is
predominantly rural, reflecting its current level
of development. In 2003 the population was 25
per cent urban. But as Vietnam’s economy
grows, it is likely to follow most of its regional

Figure 1.6: Urbanization in East Asia
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12 The arithmetic of these calculations can be understood supposing a very simple loan arrangement, where

principal (P) plus interest (r) are repaid in one single payment after n years. Using the government’s discount rate (),

at the time the loan is incurred the present value (PV) of the future repayment is thus:

PV =

Px(1+n)"
+0)"

Provided the government’s discount rate is greater than the interest rate, the present value of money repaid is less

than the principal. The greater the discount rate, the smaller is the present value of repayments. The logic follows

through to the case of multiple repayments.
13. Larsen, Pham and Rama (2004.



neighbors towards higher rates of urbanization
(see Figure 1.6). Already Vietnam’s cities and
towns account for about 70 per cent of total
economic output, and most foreign direct
investment is directed towards cities. Economic
opportunities in urban areas currently attract
about one million people migrating from rural
areas each year. As a result the urban
population is currently growing at a rate of 2.9%
per year, compared with a total population
growth rate of 1.1%.*

Estimates by the Government of Vietnam
suggest that the urban population will grow
exponentially over the next 15 years, catching
up with the level of urbanization of China by
2020, when urban dwellers are expected to
account for 45% of Vietnam’s population.

Urban settlements are categorized into six
classes by the Ministry of Construction, based

on physical criteria, population, population
density, level and nature of economic activity,
GDP, and infrastructure provision (see Table
1.3). The smallest towns to be classified as urban
centers (Class V) have a population of more
than 5000, with over 65% employed in non-
agricultural sectors. The average population of
each urban classification is expected to triple
between 2000 and 2020. The Governments

strategy is to promote urbanization of district
towns and some rural areas as a means of
reducing migration to the large cities. But
urbanization projections suggest a decreasing
proportion of the urban population is expected
to live in Class IV and V district centers and

towns.

The major growth triangles can be identified
in the Red River Delta bounded by Hanoi,
Haiphong and Halong in the North; the
Mekong Delta anchored by Ho Chi Minh City in
the South; and a Central triangle based on
Danang. Fast growth in urban population is
expected to strain current urban infrastructure
capacity, revealing major bottlenecks in
infrastructure These
bottlenecks are likely to be particularly
pronounced in and around the major urban
areas such as Ho Chi Minh City, Hanoi,
Haiphong, and Danang.

service  provision.

Urbanization presents an opportunity to
reduce the costs of infrastructure provision,
through economies of scale. However, this
advantage requires that new investments be
well planned. If new infrastructure can be put in
place in peri-urban areas before development
occurs, the costs will be much lower than trying
to retro-fit infrastructure in areas that are

Table 1.3:
Urbanization Forecasts
1998 2010 2020

Urban Class Number % of urban Number of % of urban Number of % of urban

of Cities population Cities population Cities population
H(.]T]Oi & HCMC Specid 5 379 5 309 5 40%
Cities
National Cities Class | 3 9% 3 10% 3 11%
Regionadl Cities Class |l 12 15% 12 16% 12 17%
Provincial Cities Class Il 16 7% 18 8% 20 9%
District Towns Class [V 58 14% 62 13% 66 12%
e 612 18% 172 14% 1831 %
Class V

14. Source: WDI (2005). Data for 2003



already populated. Urbanization presents a
variety of challenges for the planning system.

Despite the opportunities for cost reduction
presented by more dense networks, the overall
needs of the growing urban population are
likely to require large increases in investment
amounts at the municipal level. At present only
half of urban residents have access to piped
water, no cities treat wastewater, and urban
transport is already being threatened by greater
congestion. Addressing the infrastructure
backlog at the same time as catering for new
urban residents will require mobilization of
large amounts of finance, requiring the
government to look beyond current sources of
finance, and new fiscal arrangements between
different levels of government.

Urbanization also presents challenges for
how Vietnam addresses poverty and inequality.
The percentage of people in poverty is lower in
urban areas than rural areas. But there are more
poor per square kilometer in urban areas.
Poverty in urban areas, both in percentage and
density terms, is likely to increase, at least in the
medium term, as more of the rural poor
migrate. Because of the economies of scale in
cities addressing the infrastructure needs of
urban poor will be less costly than addressing
the needs of the rural poor. At the same time, it
seems likely that pockets of rural poor will
remain as the poorest sections of the country.
Addressing the infrastructure needs of these
remaining pockets will pose difficult policy
problems concerning the extent to which
expensive subsidies are merited for small
pockets of the community.

1.3.3. Larger Stocks of Infrastructure

The emphasis of infrastructure policy over the
past decade has been the rollout of new

; oy

Rural Gravel Road Improving Access

to new

infrastructure, providing access
consumers. As seen above, the task of providing
access is still far from complete. Nevertheless, as
the stock of infrastructure increases, it is possible
that there will begin to be diminishing returns to
infrastructure investment, there will certainly be
an increased need for maintenance, and as the
task of ensuring universal access draws to an
end increasing attention should be turned to
ensuring that the installed infrastructure is
efficiently operated and maintained.

There are high social returns to the initial
provision of infrastructure networks. The
average economic rate of return on the World
Bank’s four completed infrastructure projects in
Vietnam during 2000-2003 was 30.2%." But there
are also likely to be diminishing marginal returns
beyond a certain point. For example, providing a
gravel road to a rural village for the first time
could yield a high marginal benefit as a result of
increased access to markets. Subsequently
sealing the road may yield additional benefits,
but probably not as great as the original marginal
benefit. The average economic rate of return
across World Bank infrastructure projects in the
East Asia and Pacific region during 1990-2004 is
21%, providing suggestive evidence of lower
returns in other countries where infrastructure
networks are more developed.

15. Economic rates of return calculated at evaluation, on FY2000 power development (19%), FY2000 power sector
rehabilitation (38.8%), FY2002 highway rehabilitation (38%), and FY2003 2nd highway rehabilitation (25%).
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It is possible to interpret Vietnam'’s
increasing incremental capital output ratio
(ICOR) (see Figure 1.7) as evidence of
diminishing returns from infrastructure
investment. ICOR is measured as annual
investment divided by the annual increase in
output (GDP). Other things equal, the more
productive is investment, the greater the
increase in output associated with a unit of
investment, and the lower is the ICOR. The
increase in ICOR during recent years can be seen
as suggestive of diminishing returns to
investment, of which infrastructure investment
is a large component. Infrastructure investments
directed to providing access to infrastructure
will tend to have high returns, but the increasing
ICOR suggests that

particularly warranted for investments that are

greater scrutiny is
not directed to the access agenda.

Vietnam needs to increase the efficiency with
which investments are selected, and, once
investments are made, to increase the efficiency
with  which
managed. Investments to increase access to

infrastructure services are

infrastructure services are relatively easy to

Figure 1.7: Vietnam's Incremental
Capital Ovutput Ratio
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Source: WDI (2005). ICOR is cdlculated as gross capitdl
formation (constant LCU) divided by the annudl change in GDP
(constant LCU).

identify (find sections of the population without
access) and have high social returns. Once
universal access is achieved, it will become
increasingly difficult to identify which projects
should be
Improved planning processes will be required,

allocated investment funds.
to ensure that limited funds go to the projects
with the highest rates of return.

Efficient management of services is a
question of eliminating waste, lowering the cost
of service provision, and improving quality.
There appears to be considerable scope for
improving efficiency in service provision. For
example, a benchmarking exercise carried out in
the water sector highlights that CAPEX
efficiency gains of the order of 43% of total
capital costs could be made in achieving the
goal of 100% urban coverage if water utilities
were to catch up with the industry top quartile
performers. Improving such aspects of service
provision will require, among other matters,
improved incentives for infrastructure
managers.

Another implication of the transition from
providing access to providing efficient services
is an increased need for maintenance. This is
particularly likely to be true for roads. With the
road network fairly new, there has been
relatively little need for maintenance. But as the
recently-built roads age, there will be an
increasing need for maintenance spending.
Between 1998 and 2002 VRA spent an average of
US $23 million on periodic maintenance of
national roads and US $12 million on routine
maintenance. These figures represent less than
half the maintenance needs as estimated by VRA
under its Ten-Year Strategic Maintenance Plan.

1.3.4. Rising Inequality

Although Vietnam has done much to ensure that
the benefits of growth are spread across the
country, national measures of inequality have
increased in recent years. The national Gini

1l



coefficient has risen from 0.34 in 1992/93 to 0.35
in 1997/98 to 0.37 in 2002.1 The ratio of the top
to the bottom quintile’s per capita expenditures
has risen from 4.6 to 4.7 to 5.3 in the same years.
Examining just the rural population or just the
urban population, the Gini coefficients have
stayed broadly stable, indicating that the rising
inequality is mostly due to increasing inequality
between rural and urban populations. Rural
areas are poorer and the decline in poverty has

been smaller in rural areas than in urban areas
(see Figure 1.8). The Figure also indicates that
minorities constrained from

ethnic are

participating in economic opportunities,
signaling a potential disconnection between
growth and poverty reduction in remote and
disadvantaged areas.

Poverty is unequally spread across the
regions. Fifty-three percent of the poor live in

three regions that account for 34% of the total

Figure 1.8: Rural/Urban Poverty Levels and Changes (1993-2002)
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Figure 1.9: Regional Poverty Rates
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population: Northern Uplands, North Central
Coast and Central Highlands (see Figure 1.9).
Since 1993 the benefits of growth have been
unequally spread across regions, and migration
has also redistributed the incidence of poverty
across regions. Figure 1.10 illustrates that
poverty has become more concentrated in the
three poorest regions, while the poor have
become a smaller proportion of the population
in the South East region.

There is also evidence of increasing inequality

in access to infrastructure services. Figures 12
and 13 illustrate that not only do the rich have
greater access to clean water and hygienic
latrines, but the increase in access between 1993
and 2002 has been greater for the rich than for the
poor. Measuring access to roads in rural areas by
the percentage of households living in a village
that a car can drive to, the story is a little more
complicated (see Figure 1.13). But it remains true
that the poorest households are more likely to
live in villages without road access, and that the

Figure 1.10: Evolution of Contribution to Poverty (percentage points) 1993-2002
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the poor population and the provinceOs share of total population.

Figure 1.11: Access to Clean Water, by Income Quintile
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Figure 1.12: Access to Hygienic Latrines, by Income Quintile
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Figure 1.13: Households living in rural villages with road access,

by income quintile
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increase in poor or near poor households with
road access has been smaller than for middle or
near rich households. It seems likely that
inequality of access will continue to increase in
the medium term, since the poorest households
are the least willing and able to contribute to the
cost of infrastructure connections.

To the extent that inequality is a policy
concern for the government these various
trends will require the design of tailored policy

14

nll.

Poorest ~ Near Middle ~ Near Richest

poorest richest

B percentage points

responses to minimize increases in inequality
across the country.

1.4. Shared Challenges

Dealing with Vietnam’s changing
circumstances requires an evolution of
Vietnam’s infrastructure strategy. New
financing sources must be mobilized to permit
accelerated implementation of desirable



projects, and to prepare for the transition to
non-concessional donor assistance. Investment
criteria should be improved to focus on
economic rates of return, and planning
processes need to be streamlined. Infrastructure
procurement and service efficiency need to be
improved. And revised approaches to subsidy
delivery are needed to deal with the changing
characteristics of poverty in Vietnam.

These challenges are shared by many of
Vietnam’s neighbors. The ADB, JBIC, and the
World Bank recently examined the region’s
infrastructure challenges in a flagship study,
“Connecting East Asia”. The flagship study
organizes infrastructure challenges into three
main  themes: inclusive  development;
coordination; and accountability and risk

management.

CONNECTING

EASTASIA

A NEW FRAMEWORK FOR INFRASTRUCTURE

ASIAN DEVELOPMENT BANK

JAPAN BANK FOR INTERNATIONAL COOPERATION

Q m
JBIC THE WORLD BANK

e Inclusive development is concerned with the
goals of generating growth and ensuring its
benefits are shared across the community.
The role of Vietnam’s infrastructure in
generating growth and reducing poverty
have been discussed in this chapter, and
additional measures that can be taken to
effect a more equitable distribution of
benefits are discussed in Chapter 5.

e Coordination concerns the State’s ability to
generate strategic vision and translate that
vision into infrastructure outcomes. This is
the subject matter of Chapter 3, dealing with
planning. Chapter 6, dealing with reform
prioritization, is also intended to assist the
planning process.

e Accountability and risk management address
the interaction of the various players,
including the State, consumers, service
providers, and investors, and how it can be
guided to ensure appropriate infrastructure
outcomes. Accountability involves rewarding
good performance and punishing bad
performance. Risk management involves
ensuring that the potential costs and benefits
of actions are equitably and sustainably
allocated. These issues are addressed in
Chapter 2, on financing and investment
decisions, and Chapter 4, dealing with
mechanisms for improving efficiency.

These common themes underline the
potential to learn from regional neighbors, and
more generally from international experience.
This report illustrates particular ideas for
reform with examples from international
experience.
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2. Financing

Issues

(i) Financing of new infrastructure investment currently amounts to about 9-10% of GDP. An increase
to 10-11% would seem to be justified for the coming five years, based largely on the goadl of
providing increased access to electricity and water, and keeping pace with demand growth in

electricity.

(i) Currently donors meet around 30% of the ultimate burden of the investment program, and
consumers ultimately pay for around 50%, with the Government budget bearing the remainder.
In future the contribution of donors is likely to diminish, and greater burden should be placed on

consumers.

(i) Diversification of financing mechanisms would alow more investment to be brought forward in
time. To achieve such diversification will require wide-ranging reforms in capital markets, as well
as greater cost recovery in some infrastructure sectors.

Financing needs are a function of the growth
and equity objectives sought to be achieved by
planning decisions, and the efficiency of
resulting investments. They are thus the
outcome of matters addressed in subsequent
chapters. However, before planning proceeds
too far there is a need to take into account the
financing possibilities; the budget envelope. So
it is useful in this chapter to take stock of
possible financing needs and the sources of
finance available to meet them, before moving
on to the details of potential infrastructure
reforms in subsequent chapters.

2.1. Level of Infrastructure Financing

Table 2.1 provides rough estimates of recent
investment levels in the different infrastructure
sectors. The greatest investment has been in
transport and energy, with roughly 3-4% of

GDP each; while water and sanitation and
telecommunications infrastructure investment
have been in the order of 1.4% and 0.8 % of GDP
respectively. Across sectors, these investments
sum to about 9.4% of GDP, without taking
account of gas sector investment.

Looking to the future, sectoral plans and
forecasts suggest future annual infrastructure
investment summing to 11.4% of GDP, an
increase of 2% of GDP over recent levels:"”

e In September 2005, the Ministry of
Transport estimated future financing needs
in a Medium Term Expenditure Framework,
which matched proposed investment with
potential financing sources. The proposals
for capital spending in 2006 to 2008
amounted to VND 69,186 billion (US$ 4.3
billion) over the three years, and averaged
4.1% of GDP per year.

17. In 2005, 2% of GDP was about VND 15,250 billion (US$ 966 million). Estimates of investment as a proportion

of GDP assume that GDP grows at 7% annually.
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e In the electricity sector, investments required
to meet the Fifth Power Master Plan amount
to VND 215,078 billion (US$ 13,743 million)
in the years 2005-2010, or about 3.9% of GDP.
This figure is now regarded as an
underestimate, because of higher than
expected demand growth in recent years.
The financial model used by EVN to plan
future investments suggests that during
2005-2010 capital expenditure will amount to
VND 237,246 billion (US$ 16 billion), which
in annual terms is about 4.7% of GDP.

e In the water and sanitation sector the
Government has set coverage targets to
achieve its 2010 development goals. The
targets are 85% for urban water and
sanitation, and 75% for rural water and
sanitation, which would require investment

of VND 57,547 billion (US$ 3.62 billion)
during 2005-2010, or 1.2% of GDP annually.

o In the telecommunications sector, in October
2005 the Ministry of Post and Telematics
adopted a target of 32-42 total telephone
lines per 100 population by 2010. To achieve
35 lines per 100 population would require
about VND 57,000 billion (US$ 3.6 billion).
Spread over the period 2006-2010, this
would amount to around 1.4% of GDP
annually.

The forecasts should not be interpreted as an
endorsement of sectoral investment proposals.
Closer analysis of the individual sector plans
may find ways of economizing on investments,
and budgeting decisions could result in
deferral of investment

indefinite some

proposals. Nevertheless, there is a reasonable

Table 2.1:
Vietnam’s Recent Investment in Infrastructure
1999 2000 2001 2002 2003
VND billion
Water & Sanitation 2,132 2,306 2,532 2,778
Telecommunications 8,422
Electricity 13,517 18,172 19,548
Transport 11,219 11,660 17,871 21,576
US$ million
Water & Sanitation 153 163 172 182
Telecommunications 543
Electricity 918 1,189 1,260
Transport 805 823 1,214 1,412
% GDP
Water & Sanitation 0.53 0.52 0.53 0.52
Telecommunications 1.39
Electricity 2.81 3.39 3.23
Transport 2.81 2.64 3.71 4.03

Note: Blanks indicate missing data. The water & sanitation data are estimated based on statements in the water and sanitation
strategy paper that over the past 10 years US$ 1.003 billion was spent on urban water, and during 1999-2002 VND 3160
billion was spent on rural water and sanitation; and supposing that annual investment grew at a smooth rate of 7%. Telecoms
figures based on VNPT’s investment budget in 2003 of $133 million, and a BCC for $230 million of foreign investment. While
BCCs are irregular, this figure is close to the annual average of BCC investment since 1994. Electricity data are taken from a
financial model of EVN, using historic data prepared according to international accounting standards, to which are added PPI
database figures for investment in the Phu My Il and Ill BOTSs, supposing that contracted amounts were split equally across 2003
and 2004. Investment in gas pipelines is not included. Transport data are taken from the PER, Table 11.7, subtracting recurrent

spending from total spending. Official exchange rates from WDI.
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case for some increase in investment levels.
Even using the outdated Fifth Power Master
Plan estimates, annual electricity investment
would need to increase by about 0.7% of GDP.
Annual investment in water and sanitation
would need to increase by about 0.7% of GDP if
the Government’s development goals are to be
reached. In the telecommunications sector, it
likely that
pressure on VNPT will decrease its profit
ability

seems increased competitive

margins and hence to finance
investment. If sectoral targets are to be met,
telecommunications investment will need to
stay at roughly the same level as a proportion of
GDP, requiring mobilization of alternative
finance, notably increased private investment.
For purposes of thinking about finance
mobilization, a figure of 10-11% of GDP seems
reasonable for investment in transport, electricity,
water and sanitation, and telecommunications.
This financing target is based on the goals of
satisfying demand in electricity, and meeting
Government targets for access to electricity,

water, and telecommunications, and the

New Bridge in Hdlong replacing slow ferries

transport MTEF estimates which seeks to match
proposed investments with available sources of
finance.
Nevertheless, given = macro-economic
concerns about declines in the marginal
productivity of investments (see section 1.3.3 on
the ICOR), these estimates should be subject to
further

decisions should be justified at the micro-

scrutiny. Individual investment
economic level, on the basis of good feasibility
studies and estimated rates of return. In the
absence of project monitoring that measures the

financial and economic impact of infrastructure

Table 2.2:

Infrastructure Investment Financing Mechanisms (% of GDP)
Finance source Transport Electricity Telecoms Water Total
Users 0.9 0.3 0.1 1.3
ODA 1.7 1.2 0.3 0.3 3.5
Budget 0.8 0.1 0.1 1.0
Govt. Bonds 1.2 1.2
SOCBs 0.1 0.2 0.3
Private 0.2 1.2 0.6 2.0
Community 0.1 0.1
Total 4.0 3.4 1.4 0.6 9.4

Source: Own calculations based on data from the following sources: Transport: Ministry of Transport and Department for
International Development, “Strategic Review of Transport Donors’ Support to the Government of Vietham’s Socio-Economic
Development Plan (SEDP) for 2006-2010", June 2005; Electricity: EVN financial model; Telcommunications: crude estimate of
proportions of VNPT’s investment, based on statements in Zita (2005) that ODA contributed about 35% of investment in 1993-
2001, and that Vietindebank lent around $63 million in 1999 supposing that these levels of financing continued in subsequent
years; Water: data in the water chapter of this Infrastructure Strategy. The estimates are derived from 2002 and 2003 according
to data availability, and various assumptions have been used in their calculation. Funding from DAF is incorporated according to

the original source of funding.



investment, the Government cannot be sure that
it is earning a good return on its infrastructure
investment. Given the magnitude of the
investment program, improved monitoring and
evaluation is a matter of some urgency.

2.2. Who Pays for Investment, and
When?

Table 2.2 sets out information concerning the
mechanisms used to finance infrastructure
investment in recent years. Figure 2.1 reports
the use of different financing mechanisms as a
percentage of total infrastructure financing.
Notwithstanding the wuse of particular
financing instruments, ultimately all
infrastructure investment is paid for by
consumers, taxpayers, or donors. For example,
when private financing is used, consumers bear
the ultimate burden since investors recoup their
investments through user tariffs. When donor
loans are used, taxpayers are responsible for
repayment of the debt, but only pay a part of the
present value of the loan. Using the
about the

mechanisms, an

information financing
impressionistic
attribution of the ultimate payment
burden of infrastructure investment can

be obtained:®

15% Current consumers pay when

infrastructure enterprises use
retained earnings to finance their
investments or when communities
finance their own water and
sanitation projects.

37% Future consumers pay when

infrastructure enterprises raise

money by issuing bonds, by

borrowing, or by raising equity

11%

7%

30%

for a private investment, since the
principal must be repaid from future
earnings. Future consumers of electricity
also bear the burden when the
government receives ODA for electricity
projects. The government requires EVN to
repay the loans at a market interest rate,
so that debt service must be built into
future tariffs.

Current  taxpayers

government uses budget revenue to

pay when the

finance investment.

Future  taxpayers pay when the
government borrows money, either from
donors or by issuing bonds, and repays
the debt from future tax revenues, but
their burden is reduced by the margin
made by the Government in on-lending
ODA to EVN.

Donors pay for the grant component of
concessional loans, and Vietnam also
benefits from the difference between

market interest rates facing donors and

Figure 2.1: Infrastructure Investment Financing
Mechanisms (% of Investment Finance)
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18. These calculations are not precise: donors- loan terms differ, the boundary between the present and future is

not precise, in some cases ODA loans to the transport sector may be supported by project revenues rather than

taxpayer revenues, and the underlying data on finance sources is only approximate in any case.
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Vietnam. As discussed earlier, if the
Government of Vietnam has a 10%
discount rate and borrows from IDA; the
present value of the repayments is just
20% of the amount borrowed, so that
donors can be interpreted as bearing the
ultimate burden of 80% of the sums lent.

Consumers (current and future) bear 52% of
the overall financing burden for infrastructure
investment, while taxpayers (current and
future) bear 18%. As between consumers and
taxpayers, a greater proportion of the
investment burden should be placed on
consumers (present and future) though either
direct user charges or borrowing backed by

infrastructure revenues:

e One argument for this position is that
increasing the amounts paid by consumers
serves as a means of limiting demand
growth, and hence reducing the financing
burden. Taxpayer funded infrastructure is
perceived as free by consumers, resulting in
potentially excessive demand from a social
viewpoint.

e Another argument is that where revenues
can be raised from consumers they should
be, in order to free tax funds for use in other
sectors where cost recovery is lower.

e Another argument rests on an idea of
fairness: between otherwise equal people it
seems fair that one who benefits from a
service (a consumer) should pay for it, while
those who do not benefit (non-consuming
taxpayers) should not pay.

e And finally, diversification of financing
mechanisms (to liberate government capital
for alternative uses) will be limited when the
ultimate burden is borne by taxpayers.
Payments from government revenues occur
through annual budget allocations, and are
inherently uncertain. Medium and long
term financing is more readily arranged
when the ultimate burden is borne by

consumers, and the wultimate risk is
commercial. As a group, consumers are
more predictable than the political process.

There is a case for government revenues
bearing some of the burden of infrastructure
investment. For example, it is generally
impractical to collect tolls for the use of rural
roads, and the social benefits of sanitation and
waste water treatment generally exceed private
willingness to pay for these services. The
challenge for the government is to gradually
increase the contribution of consumers, while
limiting the contribution of government
revenue to the relatively few cases where it is
necessary.

The breakdown of who bears the ultimate
burden of infrastructure investment is also
revealing in respect of the allocation across
time. Current consumers and taxpayers pay for
26% of infrastructure investment, while future
consumers and taxpayers pay for 44%.
Increased wuse of alternative financing
instruments would enable a greater proportion
of the burden to be borne by the future. For
example, increased borrowing or private equity
investment would enable investment to be
brought forward in time. With more finance
available, the level of infrastructure investment
could be increased, or government finance
could be withdrawn for use elsewhere while
maintaining the same level of infrastructure
investment.

Funding by donors pays for a significant
amount (30%) of infrastructure investment,
raising the issue of how to manage the
transition to the situation when concessional
funds will not be available on the same scale.
Countries typically respond to the end of
concessional funds by borrowing less from
official development agencies. Vietham should
take advantage of concessional finance while it
remains available, using the time to put in place
the necessary reforms to mobilize alternative
financing sources.



2.3. Financing Institutions and
Mechanisms

Meeting current investment plans with an
increased level of investment, and preparing for
the transition away from concessional donor
financing, both suggest a need to mobilize new
sources of finance. Even without these
developments, the arguments of section 2.2
suggest a case for shifting the sources of
investment finance. Diversification of financing
sources, notably with greater reliance on private
financing, would also help to decentralize
financing decisions reducing the burden on
central planning organizations and potentially
improving the efficiency of investment
decisions. The following discussion examines
that

diversification of infrastructure financing.

desirable  reforms would allow

Reform of infrastructure services themselves
is important to the financing possibilities.
Ensuring cost-covering tariffs for infrastructure
services, where feasible, provides infrastructure
enterprises with not only the possibility of self-
financing using retained earnings, but also
opens the possibility for alternative financing
sources that rely on future revenue streams.
And reforms that improve the efficiency of
infrastructure procurement and services can
help to defer the need for new investment,

reducing the overall financing needs.

2.3.1. User Payments

By the estimates of the previous section,
retained earnings of infrastructure enterprises
account for around 30% of all infrastructure
financing. A prerequisite for self-financing is
that tariffs more than cover the costs of
operation. Cost recovery is also a necessary step
towards diversification of financing sources,

19. ADB (2003).

since most financing institutions seek to earn a
positive return on their investment. The ability
to diversify finance sources  across
infrastructure sectors differs according to each
sector’s ability to set cost-covering tariffs.

In the transport sector few data were
available on cost recovery for this report. Saigon
Port’s
expenses/operating  revenue)  gradually
increased from 0.78 in 1995 to 0.91 in 2002,

indicating that the port’s operating revenues

operating ratio (operating

covered its operating costs, but by a smaller
margin over time."

Over the same period the port’s return on
equity declined from 24.7% to 6%. Declining
margins may reflect increased competition from
the nearby private VICT terminal. Can Tho
Port’s operating ratio increased from 0.86 in
1989 to 1.28 in 1993, declining again to 0.95 in
1995.20 Combined, these data provide weak
evidence that Vietnam’s ports operate a policy
of recovering operating costs, but generally do

not self-finance major investment.
Vietnam Railways made losses in the mid

1990s, but between 1999 and 2003 revenues
increased at 15% per annum. VR now basically

Figure 2.2: Spending on Energy Services
(% Household Expenditure)
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Source: IDB, JBIC, & World Bank (2005), Annex 1.

20. World Bank, Inland Waterways and Port Rehabilitation Project, Project Appraisal Document, p.108.
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Figure 2.3: Average Electricity Tariffs (USS/kWh)
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Source: IDB, JBIC, & World Bank (2005), Annex 1.

covers its operating costs including a contribution
of 10% of its revenues to the maintenance of
infrastructure. Arguably, however, insufficient
funds are spent on maintenance.

Road user charges (fuel surcharge, license
and inspection fees and toll charges) amounted
to VND 5,671 billion in 2001, more than
These
revenues generally pass directly into the state

covering road maintenance costs.

budget, so there is no necessary link with the
actual level of maintenance spending.

In the electricity sector, EVN is self-
financing. World Bank loans to the sector are
on-lent by the Government to EVN, and EVN is
required to repay the debt at a market interest
rate. Tariffs have been set to cover costs,
including capital. Nevertheless, tariffs will need
to increase to meet future investment needs.
Much of the planned new investment can be
financed with additional debt, but in turn this
requires an equity contribution to keep the
gearing ratio reasonable. Tariffs will need to
increase to generate the cash to make this equity
contribution. Figure 2.2 shows that an average
Vietnamese households spend 2.9% of their
income on energy services. This is not especially
high regionally. In Figure 2.3, Vietnam’s
average residential and industrial tariffs of US$
0.05/kWh are less than the regional residential
average of US$ 0.068/kWh and the regional

025

m1998m@m 2003

industrial average of US$ 0.069/kWh. These
figures suggest there is some room for
tariffs

affordability  or

increasing without encountering

significant business
competitiveness obstacles.

In the telecommunications sector, VNPT
fully covers its costs. It funds its own
investments (from retained earnings, donors,
and commercial bank borrowing), and makes
enough profit to contribute to the State budget
with dividends. In 2003, the contribution to the
State budget was VND 3,450 billion (US$ 222
million), according to the VNPT website.

Figure 2.4 illustrates that all but two

Electricity Meters to ensure cost recovery
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Vietnamese water utilities covered their
operating costs in 2003. In developing countries
this is a rare positive achievement.
Nevertheless, capital costs can account for
around 80% of water utilities” full costs, so that
there may be a considerable gap between
covering operating costs and full cost recovery.
In November 2004 the Ministry of Finance and

Ministry of Construction issued Joint Circular

Figure 2.4: Operating Cost Coverage for 61

Vietnamese Water Utilities

104/2004/TTLT-BTC-BXD requiring all water
supply companies to set tariffs based on the full
and accurate inclusion of all O&M costs,
depreciation, debt payment, and return on
investment. The speed of implementation of
this decree remains to be seen. Provincial
People’s Committees are responsible for
tariffs

proposed by water utilities. Tariff adjustments

reviewing and approving water
have been irregular in the past,

and have sometimes taken

several years to implement.

Some indication of the
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Each bar reports operating revenue as a percentage of operating costs for an

individual utility. Data for 2003.

compares household spending on

water  across the  region.
Vietnamese households devote on
average 1.4% of their spending to
water, less than the 2003 average of
1.9% in the sampled countries.
Figure 2.6 compares the average

water tariffs in Hanoi and Ho Chi

Source: Benchmarking data from Vietnamese Water Supply Association

Figure 2.5: Household Spending on Water Services

(% Household Expenditure)
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Minh City with other major
regional cities. In 2003 the average
tariffs were $US 0.26 in Hanoi, US$
0.18 in Ho Chi Minh City,
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compared with a regional average
of US$ 0.22. Figure 2.7 suggests
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that water is cheaper in most
Vietnamese towns than in Hanoi
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and Ho Chi Minh City. Together
these indicators suggest some
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scope for improving cost recovery.

2.3.2. Efficiency Improvements

B En R

in Procurement and Service
Provision

Cambodia China Lao PDR Mongolia
Source: IDB, JBIC, & World Bank (2005), Annex 1.
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Figure 2.6: Average Water Tariff (USS/m’)
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Figure 2.7: Average revenues for water (US$/ m°)
in 60 utilities
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City) reported revenue of $171/m3, but is not shown in the graph because
it would reduce the visible variation between other utilities. Data from 2003.
Source: Benchmarking data from Vietnamese Water Supply Association.
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improvements can reduce the overall
investment burden. For example, a
reduction of 1% in electricity
transmission and distribution losses
would be the equivalent of an increase
in system capacity of 1%, or a 112 MW
power plant costing around US$ 100
million.  Improving  procurement
processes, notably through greater use
of competitive bidding and with greater
checks on corruption, could similarly
significantly reduce investment costs.
Chapter 4 deals with means of
improving efficiency.

2.3.3. Budget Funding

Budget funds are limited, and so need to
be allocated to their most productive
uses. Spending budget funds on
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infrastructure means there is less of the budget
available for other areas of government activity.
And since budget funds are drawn from tax
revenues,”! and taxation imposes welfare costs
on the economy, there is a real cost imposed on
the economy whenever budget funding is used
(see Box 2.1 on the marginal cost of public
funds). For both of these reasons it is desirable
to try to use alternative financing sources to the
maximum extent possible, and to limit the use
of budget funding to only those projects for
which it is necessary.

There is, however, a strong case for budget
funding in some cases. In particular, the social
benefits of some forms of infrastructure exceed

the private benefits. For example, private
individuals” willingness to pay for treatment of
waste water is low, but there are public health
that would
frequently be sufficient to justify investments in

and environmental benefits

waste water treatment plants. Similarly, since
addressing poverty is a high priority for the
Government, investments which provide
benefits for poor communities, greater than the
communities’ ability to pay, may be socially
justified. Considerations such as externalities or
social equity may thus justify the provision of
government funds, without a requirement for
repayment.

In an ideal public finance system, the set of

BOX 2.1: The Marginal Cost of Public Funds

In generdl, households obtain economic “surplus”
when they purchase goods and services. They value
their purchase more highly than the money paid, or
they wouldn’t make the purchase. When governments
raise money through taxes, households lose not only
the tax revenue that is paid to the government, but
dlso the economic surplus they would have enjoyed if
they had used that revenue to purchase goods and
services.

For this reason the social cost of raising a unit of
public funds through taxation usually exceeds one unit.
A commonly quoted estimate of the “marginal cost
of public funds” (MCF) in the United States is 130,
which means that the welfare cost of raising one
dollar of tax revenue is the dollar transferred to the
government plus 30 cents of lost surplus.

Taxation is socidly worthwhile only if the
government spends the resulting funds on projects
that yield public benefits greater than the social cost.
For the United States this would mean that publicly-
funded projects should yield social returns greater
than 30%.

The MCF usudlly increases as taxes increase,

while the marginal benefits of public spending usually
decrease since the government concentrates on high
return projects first. In an ideal public spending
system, government spending would be increased to
the point where the marginal benefit of public
spending equated the MCF. In practice no country
bases its decisions about government spending on
estimates of the MCF. One problem is that measures
of the MCF are not sufficiently reliable.

For purposes of this report an estimate of the
MCF in  Vietnam was generated, using the
computable general equilibrium model of Warlters and
Auriol (2005). Supposing that tax rates on domestic
goods, exports, imports, capital, and labor were each
increased by 1% of the tax rates, the resulting
estimate of the MCF is 110. The methodology used
is too simplistic to serve as a relioble measure (it is
likely to be an underestimate, because among other
matters non-tax distortions are not modeled), but it is
useful for policy-makers to bear in mind that funds
raised by taxation are not free. A minimum rate of
return on public investment must be earned, simply to
offset the distortionary costs of taxation used to

21. General government revenue amounts to about 23% of GDP, of which tax revenue constitutes about 57% and

oil revenues about 30%. When the Government seeks to adjust its level of spending it must ultimately adjust its tax

collection, since its sales of oil are driven by commercial conditions. Consequently the marginal dollar of budget

revenue is usually thought of as being derived from taxes.
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projects eligible for budget support would be
limited to projects where:

e Cost recovery through user charges is
achieved to the maximum extent possible, but
this is not sufficient to ensure financial
viability of the project using non-budgetary
financing; and

e The social benefits of the project have been
shown to exceed private benefits by reason of
externalities or social concerns.

Projects within this set would then be ranked
in descending order of social benefit, and funds
allocated to projects until the social benefit of
the marginal project were equal to the marginal
cost of public funds.

While Vietham may not achieve such a
public finance system in the near term, planning
processes could be adapted so that projects that

BOX 2.2: Vietnam’s Financial Sector

FORMAL FINANCIAL SYSTEM

Banking financial sector
® 5 State-owned commercial banks, of which
o 4 large SOCBs:
Bank for Foreign Trade (Vietcombank)
Industrial and Commercial Bank (Incombank)
Vietnam Bank for Agriculture and Rural
Development (Agribank)
Bank for Investment and Development (BIDV)
o 1 smadl SOCB
Housing Development Bank for the Mekong
River Delta
1 Social Policy Bank
25 foreign banks’ branches
6 foreign banks’ sub-branches
40 foreign credit institutions’ representative offices
5 joint venture banks
36 domestic joint-stock commercial banks
Central People’s Credit Fund System and 32
branches
888 local credit funds
® 7 finance companies, of which 5 are affiiates of
large corporate groups (General Corporations)

can demonstrate a large gap between social
benefits and private benefits are more likely to
receive budgetary support, and projects for
which non-budgetary finance could be accessed
receive lower priority in budget allocations.
Adaptations to the planning process could be
supported by guidelines indicating what sorts
of projects are likely to exhibit the greatest
externalities, and how to calculate these
benefits. The budgeting and planning processes
are discussed further in Chapter 3.

2.3.4. Banks

Vietnam'’s financial sector has a wide range of
financial institutions (see Box 2.2), but is

dominated by four major state-owned

commercial banks (SOCBs), accounting for
about 80% of the capital, lending and assets of

Non-bank financial sector

® 18 insurance companies

e 38 finance leasing companies: 3 of which are joint
ventures with foreign investors or wholly foreign
owned; 5 of which are subsidiaries of SOCBs

® 1 postal savings system, the Vietnam Postal
Savings Service Company

® 2 stock exchanges: Ho Chi Minh City Securities
Trading Center; Hanoi Securities Trading Center.

e 4 investment funds

® 1 Debts and Assets Trading Company (DATC)
established in 2003, belonging to the Ministry of
Finance

INFORMAL FINANCIAL SYSTEM

® Moneylenders, relafives and friends

® Rofafing savings and credit
(ROSCAs)

associations

Source: Hoang Tien Loi (2004), Olnsolvency Systems and Risk
Management in Asial), paper presented at the Forum on Asian
Insolvency Reform 2004, the Oberoi Hotel, New Delhi, 3-5
November 2004.

27



77 a

Bank for Investment and Development (BIDV)

the banking system. Over the past decade the
SOCBs have evolved from specialized policy-
lending vehicles to more commercially oriented
financial intermediaries.”

With the exception of firms in the transport
sector, infrastructure enterprises have not
borrowed large amounts from the SOCBs. But
illustrating the weaknesses of the current
system, when transport construction firms have
borrowed from SOCBs, the outcome has not
always been happy. During 1999-2002 about
35% of transport commitments had been
approved by the Prime Minister’s office, but not
allocated funding. The Ministry of Transport
contracted state-owned construction companies
to undertake work on the promise of
subsequent SOCBs
encouraged or directed to lend to the

reimbursement. were
contractors to finance the construction works.
SOCBs have subsequently been forced to grant
loan rollovers, as in many cases the interest
payments due are in excess of enterprise

capitalization. Arrears in the Ministry of
Transport to contractors amount to VND 1,200
billion, and those of the Transport Construction
Corporation amount to a further VND 1,000
billion. This problem was the result of a
mismatch between planning and financing
approvals, combined with the failure of SOCBs
to provide credit on strictly commercial criteria.

A practice of informally directing SOCBs for
purposes of government policy and limited
credit analysis capacity led to the accumulation
of non-performing loans (NPLs), amounting to
about 18% of outstanding loans at the end of
2003. A large proportion of NPLs were
accumulated during the period 1995-98 when
policy loans were made to inefficient state-
owned enterprises. Since then the State Bank of
Vietnam has applied stricter control including
increased reserve requirements to account for
NPLs, the banks have improved their credit
analysis, the Government has provided state
budget resources to resolve NPLs of state-
owned enterprises, and has established the DAF
as a specific vehicle for policy lending and the
Debts and Assets Trading Company to help
finance SOEs that can still trade their way out of
debt. Weaknesses continue, however, with
continued practices of directed credit, a low
capital adequacy ratio (equity/risk assets)
averaging 3.5% for the SOCBs compared to the
international standard of 8%, and progress still
required in credit analysis.

The mismatch between the long-term
financing needs of infrastructure investment
and the short-term deposits held by banks
means that banks are not the ideal financing
institutions for infrastructure. Nevertheless, by
pooling their contributions in investment
consortia the banks are likely to continue

22. There seems to be no universally accepted definition of “policy lending.” It involves a formal request by the

government that a bank lend to a particular enterprise, regardless of the bank:s assessment of the enterprisess

creditworthiness. In some cases these credits are backed by designated funding, some with explicit or implicit

government guarantees. Typically these loans have lower margins than purely commercial lending.
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playing a role in infrastructure financing, and it
is important that the financing is directed
towards projects with the highest returns.

The SOCBs should be established on a more
clearly commercial basis, free of political
direction. Credit should be given only to
projects with sound fundamentals. Risks need
to be properly accounted. Credit rating agencies
could be established to assist in the process. The
SOCBs currently have a non-performing loan
portfolio of 10-15% of total loans, or 5-8% of
GDP. Systemic bank lending to risky projects
played an important role in the East Asian
financial crisis of 1997 and in Japan’s long
economic stagnation. The dangers are clear;
Vietnam needs to reform its banking system.

2.3.5. Bond Issues

There are three relevant types of bond issuers: the
national government, provincial governments
and infrastructure enterprises. National
backed by the

power to tax.

government bonds are

Government’s Provincial
governments’ bonds are similarly backed by
those governments’ general revenue-raising
powers. Corporate bonds are backed by the
ability of the enterprise to raise revenue by selling
its products.

The national Government has been working
to develop the government bond market, in part
to directly finance investment, including
infrastructure, and more broadly to serve as a
benchmark for broader capital market
development. It plans to raise VND 63 trillion
(US$ 4 billion) by 2010 to be used mainly to
finance infrastructure and education projects
including the north-south Ho Chi Minh
Highway, roads along the borders with China
and Cambodia, and irrigation projects in the
disaster-prone central provinces. In 2004 the
Government issued about VND 5 trillion of
bonds for infrastructure development and VND

2.5 trillion for the education sector, representing

about 0.7% of GDP. Bonds of 2 years and 5 years
maturity have carried coupons of around 8%. In
October 2005 the Government issued its first
overseas government bonds, raising US$ 750
million at a rate of 7.125%.

The bonds are kept off-budget, to comply
with the State Budget Law’s limit on the budget
deficit of 5% of GDP. Including off-budget
bonds and SOCB recapitalization would raise
the official level of public debt by about 3
percentage points, from its current level of
around 33% of GDP. The overall level is not
currently worrying from the viewpoint of
macroeconomic stability, but as the bond
program expands the contribution to the level
of public debt will increase. Clearly the bond
issues should be reflected in official statistics of
public debt, and if the bonds make economic
sense the State Budget Law’s limit on the deficit
should be amended.

The principal purchasers of bonds have been
SOCBs and insurance companies. To ensure full
subscription, the government has directed
SOCBs to purchase bond issues. Insurance
companies are obliged to invest in bonds or
bank deposits. These investors would, if they
could, seek alternative investment
opportunities. Obliging financial intermediaries
to invest in bond issues is not the ideal fashion
to ensure the highest returns for the country’s
savings.

At the provincial level, the first municipal
bonds were issued by the Ho Chi Minh City
government in 2003, in the form of a general
obligation bond, raising US$ 127 million. In
2004, a
investment fund (HIFU) managed the issue of

provincial ~ government-owned
another US$ 127 million of municipal bonds.
The rules for issuance of municipal bonds are
not yet clear, and they do not always provide
the right incentives to the issuers. Disclosure
rules for the public offerings either do not exist,
or are very weak. The stock of sub-national
government debt in Vietnam is not currently a
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threat to fiscal stability. But plans for increased
investment are likely to see sub-national debt
increase significantly, requiring national
oversight.

Issuance  of corporate bonds for
infrastructure development was pioneered by
EVN, which issued bonds for the development
of the Ialy hydro-electric power plant in 2001.
On May 5, 2005 EVN began issuing bonds to
raise VND 200 billion to finance a 500 kV
transmission line project in the Central
Highlands region. The coupon rate is 8.8% for
the first year of the five-year bond, while in the
following years the interest rate will be
equivalent to the average interest rate of the
four major SOCBs plus 1.1%. Between now and
2010, EVN plans to sell more than US$ 1.6
billion worth of registered bonds on local and
international markets.

Overall the market for bonds is poised for
significant

development but important

institutional reforms, addressing governance

and transparency in particular, are required to
permit this potential to be realized.

2.3.6. Government Investment Funds

In recent years specialist government
investment funds have been created at the
national and provincial level, with significant
roles in infrastructure financing. At the national
level, the key public financing institution for
infrastructure is the Development Assistance
Fund (DAF), established in 2000, with branches
throughout the country. At the provincial level,
twelve provinces have followed the lead of Ho
Chi Minh City (see Box 2.3) in establishing local
development investment funds (LDIFs).

These

mechanisms for aggregating and managing

investment funds serve as
funds from a variety of sources, financing a
range of projects not confined to infrastructure.
An important difference between the DAF and

the LDIFs is that the DAF raises its funds solely

BOX 2.3: Ho Chi Minh City Investment Fund for Urban Development (HIFU)

Established in 1997 as a pilot program, HFU is the
most advanced of Vietnam’s thirteen local
development investment funds. One of HIFU’s
functions is the management of funds provided by
the city/provincial government, helping to transform
state subsidies in areas such as new area building into
budget lending with full repayment. On the basis of
its success as a funds manager, HIFU has dlso been
enfrusted with the management of the Pollution
Minimization Fund of Ho Chi Minh City and the
Revolving Fund for environmental improvements.

HFU lends to urban infrastructure projects in
transportation, water, health, education, housing, and
industrial parks. HIFU is beginning to toke the lead
position in syndicates, raising capital from commercial
banks, financial institutions, and organizations and
individuals as it puts together financing packages for
large scale projects. In syndicated projects HIFU’s
capital contribution has been about 20% of the loan
amount.

Ho Chi Minh City has dlso provided HIFU with
funds raised by issuing municipal bonds, backed by
the city’s general revenues and taxing powers. Bond
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issues of US$ 127 milion each were made in 2003
and 2004. HFU is now examining the possibilities for
issuing bonds backed by project revenues.

HFU can invest directly in joint stock companies
that invest in infrastructure fields. In 2001 it established
the Ho Chi Minh City Infrastructure Investment
company (Cll), contributing 15% of the initial US$ 20
milion equity capital and mobilizing the remainder
from the public. Cll has itself invested in two toll-road
concessions, the Phu My Bridge BOT, the Kenh Dong
water treatment plant, and Tan Phu Industrial Zone.
With Cll now on a sustainable footing, HIFU is
considering selling its shares in CII.

Other direct investments made by HIFU include
the Kenh Dong Water joint stock company, the Ho
Chi Minh City Securities Joint Stock Company, the
Song Tan Industriadl Zone Infrastructure Investment
Joint Stock Company, and the Thu Duc BOO Water
Joint Stock Company. HIFU’s strategy is to contribute
about 10-20% of the initid copital of these
investments, and then withdraw the capital for
reinvestment when the companies stabilize.



from public sources, and lends to public
enterprises. One of the motivations for the
LDIFs is to provide a legal structure for
organizing joint ventures with private
investors, and the LDIFs can also make equity
contributions to projects.

involved are

The financial resources

considerable:

e The DAF is the biggest financial institution
in the country. In 2004, the DAF stock of
loans outstanding was around 12 percent of
GDP, and its capital amounted to VND
94,145 billion (US$ 6 billion), including

ODA  (39.9%),
Government bonds (14.8%), domestic trust
funds (12.1%), social security fund (10.2%),
postal savings (5.9%), Treasury bills (4.2%),
state budget (3.6%), capital mobilized by
DAF’s branches (3.1%) and State credit
(1.4%). Of the
domestically, about 80 percent has been on-
lent to SOEs.

e In 2004 the total capital channeled through
LDIFs was approximately US$ 400 million.

contributions from

resources mobilized

The four most active LDIFs are located in
Ho Chi Minh City (HIFU), Dong Nai
(DNIF), Binh Duong (BDIF) and Hanoi
(HANIF). The
provincial ~governments’ investments
handled by their LDIFs in 2004 were 13%,
9%, 7-8%, and 33% respectively.

proportions of these

Because these institutions are fairly new,
their governance arrangements have not been
fully developed.

e The DAF formally reports to the Prime
Minister, but is also subject to oversight
through its Board of Management by the
Minister of Finance, State Bank of Vietnam,
and the Ministry of Planning and Industry.
The combination of these various lines of
authority mean the DAF suffers from
mixed management incentives, weak

accountability, and limited supervision.

e The DAF has no reserves for bad debts, no
mechanism for evaluating the credit-
worthiness of loans, no portfolio limits on
weighting for individual sectors or
companies, and no external audits.

e Many operational aspects of the institutions,
including the LDIFs, are still at an early
stage of development, including credit risk

management, accounting and reporting

standards, information systems and
supervision.
Decree 106/2004/ND-CP is a recent

improvement in DAF’s regulatory framework.
It narrows the list of eligible borrowers, and
states that only projects that are capable of
direct repayment, are socio-economically
efficient and have feasible business plans are
eligible for DAF support. Project assets are to be
used as security, and those assets cannot be
assigned until loans are fully repaid. An
element of risk-sharing, through co-payments
by other government bodies or by commercial
banks, is also required. DAF investment lending
and credit guarantee cannot exceed 70% of the
total capital of a project. These measures, if
effectively implemented, will increase the
probability that debts will be serviced and fiscal
costs minimized. But other problems of
governance and transparency remain.

Toll Road financed by Ho Chi Minh city Infrastructure
Fund (HIFU)



The same general weaknesses in governance
and transparency exist in the case of the LDIFs.
The central government has plans to legislate in
this area, but the decree envisaged in the 2001
Public Administration Reform Master Program
remains in draft form. The absence of central
regulation on governance has been a source of
flexibility, allowing provinces to experiment
with different structures. It is important that if
or when the central government legislates the
best features of each LDIF be retained. At the
same time, legislation on crucial features such
as governance of the funds may help to provide
confidence that investors’ rights will be
protected, helping the funds to raise more long-
term capital. One of the criticisms of the LDIFs
is that they have not been very successful in
leveraging their initial charter capital.

Although the institutions have a commercial
focus, they can be directed to undertake projects
that may not be commercially profitable at
market interest rates.

e The DAF onlends its funds at interest rates
that are lower than the cost of raising them.
The government subsidizes the interest rate
difference as well the operating costs of the
DAF.

e Seven LIDFs currently actively administer
“entrusted” funds, provided by provincial
governments to support favored policies.
These funds are not subject to the typical
project appraisal process of the LDIF, and
the LDIFs
administration.

receive a fee for their
The rationale for supporting non-
commercial transactions is not clear. This sort of
support is nothing less than a public subsidy,
which should be subject to the normal rigors of
public expenditure review. Subsidies should be
justified in terms of addressing externalities, or
particular poverty issues, so that subsidy rates
should differ across sectors. These policies may
also reduce the commercial focus of the
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investment funds, reducing the rigor of their
project evaluations.

A weakness shared by DAF and the LDIFs is
the risk posed to their respective governments’
fiscal positions. Given the magnitude of their
operations and the potential for making loans
that are not commercially viable, there is a need
to develop governance structures that places the
institutions at arms’ length from the
governments, to discourage false expectations
that projects are ultimately backed by
government. Alternatively, there is a need for
more public accounting of these institutions,
and the inclusion of the accounts within
consolidated government accounts.

Overall, these funds are helping to fill the
gap in long-term finance in Vietnam’s capital
markets, but they pose significant risks. Various
governance and transparency reforms are
required to lessen these risks, and even then, it
will be beyond the capacity of many provincial
governments to establish effective LDIFs. These
sorts of funds alone will not meet all of the

needs of infrastructure financing.

2.3.7. Sub-National Government Financing

Decentralization has increased the spending

obligations at sub-national levels. As
decentralization has progressed, the share of
sub-national governments in total government
expenditures has risen from 26% in 1992 to 48%
in 2002. During 2005-2010 annual requirements
will be of the order of US$ 378 million for urban
water supply, US$ 280 million for wastewater
collection and treatment, US$ 239 million for
drainage including canal rehabilitation, and
around US$ 800-900 million for urban transport.
This gives a total of US$ 1.7 to 1.8 billion
annually, or around 3.7% of GDP over the
period 2001-2010. In addition annual required
spending on low income housing in urban

areas, a municipal responsibility, has been



estimated at US$ 835.4 million, or 1.8% of
GDP.”

This has given rise to a challenge to mobilize
financing at sub-national level. The major
avenues for provincial governments to mobilize
funds for municipal infrastructure are:

e Budgetary resources, including transfers
from the central government.
Borrowing from SOCBs.
Own-source revenues generated mostly
from land use rights and partnerships with
the private sector.
State development credits from the DAF.
Bond issues.
LDIFs.

The potential contributions of SOCBs, the
bonds market, the DAF, and LDIFs have already
been discussed. The central source of funds is
likely to remain transfers from the central
government, but more could be done to improve
sub-national governments’ own revenues.

The 2005 PER-IFA examined the challenges
inherent in assigning adequate revenues to sub-
national governments. One potential area for
reform is greater revenue autonomy at sub-
national level. At present all taxes are centrally
collected. The revenues from some taxes are
retained 100% at the central level, some other
taxes are assigned 100% to provinces, and
revenues of remaining taxes are shared between
the central government and the provincial
governments where the taxes are collected.
District and commune governments can collect
certain fees such as waste collection and school
tuition fees, but there are no sub-national taxes.
The PER-IFA suggested the possibility of
permitting provincial governments to introduce
personal income taxes that piggyback on the
existing national income tax, and of introducing
a modern property tax at district and commune

levels. At present there are many overlapping
fees on different real estate assets and
transactions, which could be consolidated in a
single more efficient property tax. Since
property development is a strong driver of
demand for municipal infrastructure, property
taxes are frequently seen as an efficient form of
cost recovery for publicly provided
infrastructure. There may also be the potential
for greater cost recovery for a range of
municipal services (eg parking fees).

Another area examined in the PER-IFA is the
system of equalization transfers from the central
government to the provinces, which plays an
important role in reducing horizontal
disparities between provinces arising from
differing abilities to raise their own finance, in
turn arising from differences in provincial
wealth and differences in provincial
government capacity. Greater reliance on
objective formulas (rather than ad hoc
negotiation) in the allocation of these transfers
would provide greater certainty to the
provinces over their future revenues, and
would thereby enhance sub-national borrowing
capacity (since lenders, too, would have greater
confidence concerning the ability of sub-
national governments to repay debt). It is
important that such formulas are based on
revenue potential, rather than actual revenues
collected, to ensure that provincial governments
do not have disincentives to raise their own
revenues.

At present municipal governments
frequently raise revenue through deals with
private property developers, particularly
through the sale of land wuse rights. As
provincial governments do ad hoc deals with
the private sector under less than ideal
disclosure environments, possibilities exist for

inappropriate behavior. There is a need for a

23. For the assumptions behind these estimates see the Urban Infrastructure Strategy paper.
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basic framework at the provincial level that
makes public the operational standards of the
provincial government for partnering with the
private sector. Ideally, the standards should be
developed by each provincial government and
announced to the public; alternatively, they
may be proposed by the central government.
These standards should impose an obligation to
use competitive bidding, and should establish a
transparent procedure for dealing with
unsolicited proposals.

2.3.8. Non-Bank Financial Institutions

In more developed financial markets, risk
pooling institutions (insurance companies) and
contractual savings institutions (such as mutual
funds or private pension plans) are important
complements to the banks (see, for example,

Box 2.4). Such institutions can help to broaden
the range of maturities and risks available to
investors, and thereby offer offer a wider range
of maturities and risk-pooling services for
investors. Currently much private domestic
saving is directed toward investment in
property, small-scale business ventures, gold,
offshore accounts or simply held ‘under the
mattress’. The promotion of vehicles for long-
term investment may help to promote the
national returns on these savings, and would
also help to provide a long-term source of
finance for infrastructure.

By providing competition to the banks, non-
bank financial institutions can help to promote
overall efficiency. And their presence can help
economies to recover more quickly from shocks
to the banking sector. While the current reform
priority is the banking sector, because of its

BOX 2.4: Using Pension Funds to Finance Infrastructure in Chile

To increase investment in infrastructure during the
early 1990s, ChileOs government introduced a
concession program to attract private capital into the
transport infrastructure sector, covering roads and
highways, bridges, tunnels, and airports. The program
has managed to attract over US$ 3.6 bilion in private
investment in infrastructure.

Chile was the first Lafin American country to
alow pension funds to invest in infrastructure projects.
In 1981, Chile replaced its bankrupt pay-as-you-go
retirement system with a fuly funded system of
individual retirement accounts managed by the private
sector. By 2001, more than 95% of Chilean workers
had joined the system; the pension funds have
accumulated US$36 bilion in assets; and the average
redl rate of return has been 10.9% per year.

Initially, pension funds were legally constrained
from investing in infrastructure projects. In particular,
the lack of investment grade rating for bonds or
other financial instruments issued by concession
companies was an obstacle. In order to facilitate
investments from pension funds and insurance
companies legal changes to financial and
infrastructure regulations were introduced during the
mid-1990s. These reforms helped pension funds and
insurance companies to invest in bonds without
history. As a result of these reforms, a new long-
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term financial instrument, the Infrastructure Bond,
was created. The typical infrastructure bond offered
a 20-year fixed rate bond denominated in Unidades
de Fomentos (an inflation-adjusted unit of account
used in Chile with a AAA locd rating and a
monoline guarantee. The bonds are sold exclusively
to local private investors, including local pension
funds, and they have been continuously
oversubscribed.

Of the 16 toll road concessions awarded, 11 have
opted for the dlternative of Infrastructure Bonds, 3
have financed through bank loans and 2 concessions
have not yet decided their financing structure. The
development of the infrastructure bond market was
assisted by the fact that in 1995 Chile achieved an
“A-“ credit rating, creating an opportunity for
monoline insurance of bond issuances. In November
1998, the consortium handling the upgrade of the
Talca —Chillon stretch of the nation’s main
thoroughfare, Route 5, issued the first US$ 150 million
in infrastructure bonds. By mid-2002, a total of US$
963 milion of infrastructure bonds had been issued
in five offerings. The concession program is now
being expanded to fund private investment in jails and
urban infrastructure.

Source: World Bank (2004)



general role in financing all businesses, some
efforts could be directed to the promotion of the
non-bank financial sector. Care is needed to
ensure adequate prudential supervision of the
sector.

2.3.9. Credit Rating Agencies

Credit rating agencies could help to improve
the efficiency of various elements of financial
markets, by improving the quality of
information concerning the likelihood of
repayment by companies or governments
seeking finance. Such information would assist
in more accurate valuations of financial assets
such as bonds or shares, whether issued by
governments or enterprises, and could be also
used by banks to assist in determining credit-
worthiness of firms seeking loans.

Vietnam’s first ever credit rating agency, the
Credit Ratings Vietnamnet Center (CRVC) was
launched on June 4, 2005, by the state-owned
VASC Software and Media Company. The
initiative arose with VASC rather than
government officials. It appears unlikely that
this firm will have the resources to provide
credit information on infrastructure firms.
Supportive regulation may be required to
establish an agency with the capacity to obtain
useful information on infrastructure firms. Such
regulation could include rights of access to
information concerning tax and customs, or
legal obligations for firms wishing to be listed or
to issue bonds to have a credit rating.
Newspapers report that the Ministry of Planning
and Industry is seeking a foreign partner to set
up another credit rating agency as a joint
venture or 100% foreign-owned enterprise.

2.3.10. Equitization

Internationally, many governments have used
the sale of shares of state-owned enterprises as

24. Source: Vietnam Economy (2005)

a means of raising substantial revenue. To date,
Vietnam’s equitization program appears to
have been directed at expected efficiency
benefits, rather than as a major revenue-raising
device. But as Vietnam confronts the financing
challenges of its major investment program,
equitization could provide an additional source
of finance.

The equitization program is a process of
diversification of ownership of state-owned
enterprises by sale of shares. For the most part,
equitization has involved sales of shares to
workers, and has been attributed with
increasing workplace productivity by providing
stronger worker incentives. Equitization can
also entail sale to another SOE, so it is not
necessarily equivalent to privatization.
Equitization frequently entails a sale of as little
as 15% of the shares, with the State remaining
the dominant owner.

In 2003, about 450 SOEs were equitized, and
a further 700 in 2004. Surveys conducted in 850
equitized SOEs found that businesses which
successfully completed restructuring increased
their capital by 44%, turnover by 24% and labor
income by 12%. Most of the equitized
enterprises have been small, with capital under
VND 5 billion (US$ 300,000). Firms with over
VND 10 billion capital accounted for only 13%
of the equitized companies in 2004.%*

Rules related to infrastructure under
Decision 155 of 2004 include:

e The national electricity transmission system
will remain State owned, but distribution
and generation are open to equitization of up
to 49%.

e National and international communications
cables will remain State owned. There is no
discussion concerning who has the right to
use the cables.

e Management and maintenance of the
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national railway network are to remain State
owned, as are large airports and seaports,
sewage treatment works in big cities and
public lighting.

e Companies that have State capital of at least
VND 30 billion and average annual
contribution to the State budget of VND 3
billion and that operate in air and rail
transportation will continue to be 100% State
owned.

e The State will retain at least 50% of capital in
large urban water companies.

e The State will retain at least 50% of the
capital in companies operating in maritime
transport.

e The State will retain at least 50% of the
companies operating in the management
and maintenance of important roads,
waterways, boats and bus stops.

e Construction companies no longer appear on
lists of SOEs where the State will retain at
least 50% of the capital.

Thus the new Decision and the new Decree
provide a legal basis for the equitization of
some infrastructure SOEs. By the summer of
2005, equitization pilots had been undertaken in
both electricity generation and distribution, and
plans exist to equitize all of the existing power
plants of EVN except for the large hydro plants,
during the next three years. The Ministry of
Transport and Communications has already
equitized 48 enterprises, and in June 2005
announced plans to equitize 141 enterprises in
2005 and 2006. Consideration is being given to
equitization of VNPT’s two mobile phone
subsidiaries.

Several general features of the current
equitization program reduce its financing
benefits. Investors will reduce the amount they
are willing to pay for shares in a company if:

e There is inadequate disclosure of
information about the accounting position

and the business risks;
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e An underdeveloped corporate governance

regime does not provide adequate
shareholder rights to direct managers, or
does not protect minority shareholders’
rights to a proportional share of profits;

e Investors in infrastructure are not able to
obtain management control;

e Shares are not listed on a stock exchange,
reducing the ease with which shares can be
sold. Only a small proportion of equitized
companies are listed. In 2005 only 28
equitized SOEs were listed on the Ho Chi
Minh stock exchange, out of more than 2,400
equitized SOEs.

e Sales are frequently restricted to managers
and workers, who may be willing or able to
pay less for particular shares than general
investors.

As the equitization process expands in size
and scope, these problems need to be remedied.
This could, in part, be achieved by a new
comprehensive law on equitization (or on
equitization of infrastructure firms), dealing
with the methods of sale, legal rights of redress
of minority shareholders etc. Alternatively, the
government could start with pilot projects, and
improve its practice as it goes on.

2.3.11. Private Investment

There is great potential for more private

investment in  infrastructure.  Private
investment, including foreign investment,
offers a virtually limitless source of financing,
and could go far to meeting the infrastructure
investment agenda. But taking full advantage of
this potential requires sound projects in which
prices fully cover costs, including a return on
capital; careful transaction preparation; and a
sound regulatory environment. While there
appears to be reluctance within government to
advance rapidly toward a major program of
private investment in infrastructure, a strong

case can be made for increased experimentation



with private investment transactions, to
determine the extent to which a broader private
investment program would be desirable, and to
build up the necessary experience to be able to
move to a broader program.

Table 2.3 summarizes the amounts invested
in infrastructure projects with private
participation since 1994. Over the period 1997-
2003 private participation in infrastructure (PPI)
commitments amounted to about 15% of total
infrastructure investments. Excluding a single
project, the US$ 1.3 billion development of a gas
field and pipeline, PPI commitments amount to
8.5% of total investment. That is, setting apart
the gas development, private financing has
historically played a quite small part in

infrastructure investment.

potential template for further IPPs.

The telecommunications sector is a prime
potential candidate for increased private
participation. International capital markets are,
for example, usually very willing to invest in
because

telecommunications. Moreover

telecommunications markets can support
strong competition they pose lesser regulatory
difficulties than other sectors. Involving the
private sector in telecommunications markets
could increase financing available for
telecommunication investment, and free public
resources for investment in other sectors. More
competitive telecommunications markets have
also historically showed stronger jobs growth.
Increased private investment in telecoms would

require an acceleration of the current movement

Table 2.3:
Private Investment (Contractual Commitments)-US$ millions
Ports Airports Tollroads Telecoms Water Electricity Gas
1994 10
1995 128
1996 5 40 205
1997 70 714 110
1998 237 38.8
1999 120.5
2000 20
2001 154
2002 20 10 480 1300
2003 230 412
2004

Source: PP| database, except for telecommunications, where BCC network investments are drawn from USAID (2005).

Energy has been the principal recipient of
PPI, with the development of the Nam Con Son
gas field and several BOT independent power
projects (IPPs). Going forward, in the absence
of other financing sources EVN will need to
purchase more than half the incremental power
required during 2005-2010 from independent
sources, mainly independent power plants. The
Phu My II experience of competitive bidding
and successful closure provides a good

towards liberalization, including relaxation of
the current restrictions on foreign ownership.
To further accelerate the process, existing
telecoms companies could be equitized, with
permission for foreign participation.

The biggest single area of new investment
required is in transport, of which roads
represent the largest proportion of investment
(about 80%). Toll roads can provide interesting
possibilities for private investment. There are
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many potential projects in other sectors, both
large and small, that could potentially benefit
from greater private finance, including water
and sewerage treatment plants, bridges, and
port development.

sector in

But involving the private

undertaking  significant  investments in
infrastructure is a complex and difficult task. To
attract private finance, investors must expect to
earn a return on the capital invested
commensurate with the risks undertaken, but
these needs must be balanced with the protection
of consumers from the market power of
privatized infrastructure. This balancing act must
be implemented in transaction documents (legal
contracts, licenses, and laws established to induce
the initial investments) and in the ongoing
regulatory environment established to govern the
infrastructure firm’s operations. To get all of this
right is a highly complex affair, requiring skilled
economists, accountants, and lawyers, as well as
careful political guidance. The best way of
establishing these skills would be through
experience, which suggests that Vietnam should,
in addition to the IPP program envisaged for
electricity, seek to establish pilot projects with
private participation, including management

control rights, in a range of infrastructure sectors.

2.3.12. Risk Management

It is desirable to advance investments through
time, but doing so introduces a risk that the
government will not be able to repay the
advanced funds. A traditional element of risk
control has been debt management, to ensure that
debt repayment does not occupy an excessive
proportion of government expenditure. As
alternative financing instruments are increasingly
embraced, greater attention will also need to be
given to contingent liabilities, incurred both at the
national and provincial level.

25. See Brixi (2005).
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Internationally, as governments have looked
to their state-owned enterprises or the private
sector to assume a greater proportion of
infrastructure financing, they have often
provided guarantees or other forms of
contingent support. For example, a state-owned
enterprise’s bond issue might be guaranteed by
the government, or the government might
guarantee the purchase of a minimum quantity
of electricity from an independent power
producer by its state-owned utility. The aim is
to increase the expected returns for private
investors, and hence private investment,
without direct cash from the budget.

In considering whether to give contingent
support to a project it is useful to distinguish
between policy and non-policy risks.”

Policy risk is variation in a project’s net
returns that may result from changes in
government policy. Unilateral changes by the
government to laws, regulations, or even
contracts, can reduce project profitability. When
private investors are exposed to these risks their
cost of capital is increased. When the Government
bears these risks it has a stronger incentive to
establish and maintain sound policies. Overall,
agreements to compensate investors in the event
of policy changes can reduce project costs.

Non-policy risks are those over which the
government has little or no influence. Examples
include the costs of construction, future demand
for the infrastructure service, or the value of local
currency. Internationally, some governments
have given guarantees to cover non-policy risks
because of the illusion that no cost is borne by the
government. As with policy risks, there is a cost
to the Government of bearing these risks since
there is some probability that the guarantee will
be called, but in this case it is not clear that the
cost is any lower for the government than for
private investors.



When guarantees are given, a fiscally prudent
government should take reasonable steps to
control the “exposure”, “fiscal cost”, and “fiscal
risk” created. Exposure means the maximum
possible amount the government could pay as a
result of giving the guarantee. Fiscal cost means
the expected net present value of the cash flows
paid as a result of giving the guarantee, taking
account of the probability that the guarantee will
be called. Fiscal risk means the variability of the
cash flows paid by the government.

Contingent liabilities can be an effective
mechanism for the Government to leverage
scarce budget resources, encouraging greater
private financing. The fact that they involve risks
does not mean they are to be avoided altogether.
Rather, it suggests a need to monitor the risks, to
ensure they are not excessive. Elements of an
effective risk management framework include:

e Development of guidelines and criteria for
the sorts of risks that should be guaranteed
by the government;

e Policies that limit the government’s exposure
to risks to prudent levels;

e Quantitative analysis of the fiscal costs and
risks of proposed guarantees and other
forms of government support,

e Financial reporting that  discloses
government guarantees and their expected
costs in the government’s accounts.

e Institutional support for these policies,

including staff with the appropriate skills.

Issues of risk management are likely to be
encountered in the near future with the pressing
need to develop IPPs in the electricity sector.
The government’s approach to guarantees for
IPPs will have implications for other sectors.
Policy in respect of IPP guarantees should be
developed as part of a broader government-
wide approach to risk management.

Vietnam’s risk management framework
should embrace the activities of the national
government, sub-national governments and

state-owned enterprises. In practice the
Government cannot afford to have sub-national
governments or major infrastructure enterprises
collapse because they have assumed excessive
liabilities. So either the national Government
must ensure that it has adequate revenues to
cover the consolidated exposure of these
entities, or that each of these entities has its own

adequate risk management framework.

2.4. Recommendations

Recent levels of investment in infrastructure
have been around 9% of GDP. Infrastructure
investment is devoted to the backlog of
investment required to provide consumers with
basic services combined with system expansion
to keep pace with Vietnam’s rapid pace of
growth. Given that the backlog remains in terms
of various access statistics, and electricity
investment has barely kept pace with demand,
there is no evidence that this level of investment
has been excessive. Indeed sectoral plans suggest
a possible need for infrastructure investment
financing of 10-11% of GDP, although these
plans need to be subjected to review on a project
by project basis to ensure that each project yields
positive net social returns.

Within the overall level of investment there is
significant room to increase the proportion of
non-budgetary and non-ODA financing. This
would free up budget and ODA resources,
permitting either an increased level of
infrastructure investment or spending on other
government priorities. The development of
alternative financing reforms would also help to
replace concessional ODA, as it draws to an end.
A variety of reforms would help to develop such
alternative financing sources, and to improve
the efficiency of existing financing sources.

To assist in prioritizing, recommendations for
reform are accompanied by an indication of their
proposed timeframes: (S) short-term (1-2 years)
and (M) medium term (3-5 years). In general,
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recommendations that suggest a policy change

or a simple review can be implemented within a slightly longer timeframe.
short timeframe, whereas recommendations Recommended actions are:
(21)  Improve project monitoring and evaluation mechanisms to assess financial and

2.2)
2.3)

(2.4)

(2.5)

(2.6)

2.7)

2.8)
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wider economic returns achieved by the infrastructure investment program. A
particular priority is the transport sector, where there are less obvious access targets
to be achieved than in other sectors and where there is considerable reliance on
public investment.

Move to achieve greater cost recovery across infrastructure sectors, where feasible.

Establish criteria for the use of taxpayer funding in infrastructure financing limiting
the use of taxpayer funds to projects where:

e the social benefits have been shown to exceed private benefits by reason of
externalities or social concerns; and

e cost recovery through user charges is achieved to the maximum extent
possible, but this is not sufficient to ensure financial viability.

Improve the commercial focus of public financial institutions, including SOCBs,
DAF, and LDIFs. Lending decisions should be based on commercial assessments of
the probability of repayment and loans should be priced to reflect the risk involved.
Measures to implement this include development of appropriate governance
structures and legal mandates which prescribe the conditions under which loans
may be made, and technical assistance to build capacity in assessing potential
returns and rating risks accurately.

Improve the efficiency of bond markets by, among other matters, improving
information disclosure concerning the ability of public authorities to meet debt
obligations, issuing government bonds with a range of terms, to provide benchmarks
for non-government financial instruments, improve debt issuance and management
by Treasury, increase secondary activity and liquidity of the government bonds
through enhancements to the legal framework.

Establish guidelines for the issuance of government bonds to be used for
infrastructure financing, giving preference to bonds backed by infrastructure
revenues rather than by the Government’s general revenues.

Conduct an assessment of municipal financing needs and means, comparing
municipal needs with an assessment of financial resources available, and potentially
available, at municipal level.

Improve municipal financing capacities. Commence with pilot exercises with lessons
to be applied nationally. Elements of the pilot exercises could include: a diagnosis of
existing strengths and weaknesses in municipal capacity; review of the efficiency of
the levels and structures of municipal taxes and charges; explore possibilities for
increased transparency and public participation in budgeting; build capacity in cost
control; improve accounting systems (e.g. computerization, ‘modified accrual
accounting’); and develop new municipal finance instruments including bonds.

requiring capacity building may require a

©S)
©S)

©S)
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(2.9)

(2.10)

2.11)

2.12)

Revise governance arrangements for the LDIFs to legally distance them from their
owning governments, in the sense that recourse may not be had to a government for
liabilities incurred by an LDIF.

Improve the regulatory framework for equitization, including enhanced information
disclosure and better protection of shareholder rights; and a requirement that
equitized infrastructure firms be listed on public stock exchanges.

Accelerate private involvement in the telecommunications and electricity industries,
and launch pilot programs for greater private sector involvement in the water and
sanitation and transport sectors.

Establish a risk management framework that establishes a cap on the government’s
exposure to contingent liabilities, provides guidelines for the appropriate allocation
of risks between the public and private sectors in public-private partnerships, and
requires Ministry of Finance approval for any public support, direct or contingent, to
public-private partnerships.

©)

©)

©)
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3. Planning and Coordination

Issues

There are three broad areas of difficulty with current infrastructure planning and coordination:

() The dbsence of economic criteria for setting priorities between different projects.
(i)  The horizontadl coordination of decisions between ministries with planning responsibilities,
particularly in respect of the incorporation of financing considerations and spatial development

godls into infrastructure investment planning.

(i)  The vertical allocation of responsibilities across levels of government, with the principle of “dual
subordination” potentially complicating or delaying approvals and with decentrdlization leading to
difficulties of coordination across sub-national levels of government.

In addition to these issues of general cross-sectoral application, improvements are particularly needed
in urban planning, where spatial planning and timing are more critical than elsewhere, and in
incorporation of environmental and social considerations into the general investment planning

framework.

3.1. Prioritizing Investment Decisions

The importance of economic criteria for
choosing between investment projects is likely
to increase as the infrastructure stock increases.
Identifying high return projects was easy when
much of the population lacked access to
infrastructure services. As the access rollout
advances, choosing between investments that
upgrade the quality of service will become more
difficult.

An economically efficient planning process
would estimate the economic rates of return
associated with each project, and accord
priority according to the rate of return.
Financing would be allocated to projects in
accordance with their priority, until such time
as budgeted public finance had been exhausted.

The current planning process is a long way
from this ideal, with no explicit statement of
how trade-offs are to be made between desired

investments. There are no guidelines for project
appraisal prior to planning approval, and the
planning process does not provide for project
monitoring to gain evidence on the sorts of
returns obtained from different project types.
The lack of economic criteria to guide priorities
extends to the separation of planning for new
investment versus maintenance. In some cases
increased maintenance will yield higher returns
than new investment, and so should receive
higher funding priority.

A first step towards improved criteria for the
allocation of public funds to public projects
would be improved feasibility studies for
proposed infrastructure projects. Even if precise
rates of return could not be estimated for all
projects, improved information would assist in
distinguishing higher priority projects from
lesser priority projects. Box 3.1 identifies areas
for improvement in typical Vietnamese
feasibility studies.
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BOX 3.1: Common Weaknesses of Viethamese Feasibility Studies

Appraisal Requirements

Most Frequent Shortcomings

A. OVERALL JUSTIFICATION

Country and sector issues

Development objectives

Funding options

Lack of national and sectoral perspective, especially in
relation to master plans.

Usually not derived from high-level plans and strategies;
generally narrow in focus.

Top-down approach, possible overlap with other
projects in case of donor funding.

B. PROJECT DESCRIPTION

Key indicators

Alternatives considered

Logical frameworks linking actions and indicators are

not commonly used.
Limited analysis of options based on technical,

economic, social and environmental criteria.

C. IMPLEMENTATION AND OPERATION

Institutional arrangements

Sustainability

Monitoring and evaluation

Critical risks

Insufficient analysis of the commitment and capacity of
the project executing agency

Insufficient attention to operation and maintenance
aspects of the project.

Usually based on outputs, not involving baselines or
impact assessments.

Insufficient analysis of risks (e.g. difficulties in land
acquisition) and mitigation strategies.

D. PROJECT SUMMARY

Technical

Economic and financial

Fiduciary

Social

Environmental

Limited detail on standards, operational aspects and
environmental implications.

Estimates driven by cost norms; unreliable methodology
for estimation of returns.

Assessment of fiduciary risks and corruption mitigation
strategies usually absent.

Insufficient consultation and assessment of potential
impacts on vulnerable groups.

Limited use of environmental impact assessments and
safeguards.

Source: Vietham Development Report 2006, citing KFW (2005)

A second step would be the development of
a results framework with clear goals and
benchmarks for each sector. When developing
the overall strategy direction for a sector, it is
important to link strategies to goals and to link
projects and policy reforms to the achievement
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of those goals. To determine success in achieving
those goals, it is necessary to define measurable
performance indicators. The Transport Strategy
paper illustrates how this could operate. For
example, a goal might be to improve the
mobility of people in rural areas. A strategy to



achieve this could consist of investing in and
maintaining all-year access to poor communes,
with particular projects involving a bond issue,
community contributions, and various donor
projects. An indicator to measure performance
might be the number of additional households
provided with access to an all-weather road
within 2 kilometers. The results framework
should be comprehensive. Projects that are not
directed to achieving particular sectoral goals
should not be approved.

With improved criteria for distinguishing
between projects, and a results framework
providing the justification for projects, there is
then a need for a governmental process that is
capable of allocating funds to the highest
priority projects, with lower priorities receiving
funding only to the extent of available funding.
The example of Malaysia’s planning process
(see Box 3.2) suggests that projects that could
potentially be privately funded may receive low
priority for public funding.

BOX 3.2: Development Planning in Malaysia

Development planning in Mdlaysia addresses long-,
medium- and short-term planning horizons, and blends
centralized and decentrdlized planning.

Vision 2020 was launched in 1991, speliing out the
national development aspirations over a 30 year
period. It is supported by 10-year outline perspective
plans that provide an indication of specific programs
to support the Vision. Medium-term planning occurs
with  5-year development plans that set out the
allocation of the public sector development program.
By identifying priority sectors the plans dlso give
guidance to the private sector in determining their
own investment policies. In the middle of the 5-year
planning cycles, a mid-term review (MTR) of the five-
year plan is carried out. The MTR determines whether
the plan is implemented in accordance with the stated
targets ond development schedue, and makes
adjustments to sectoral policies and strategies if
needed. Short-term planning (and adjustment of plans)
occurs through the annual budget prepared by the
Ministry of Finance.

At the national level development objectives are
formulated by the National Economic Council
(NEC)—a ministerial council chaired by the Prime
MinisterUond  the National Development  Planning
Committee (NDPC)Ucomposed of top civil servants
from federal ministries. The Economic Planning Unit
(EPU)—located in  the in Prime Minister’s
department—acts as a coordinating and integrating
agency rather than as initiator of sectoral plans. A
similar institutional arrangement exists at the state
and district levels. At the state level, the State
E conomic Planning Units and the State Development
Offices are responsible for formulating state
development strategies.

At the begnning of every Plan the NEC and

NDPC determines broad development policies and
sectoral priorities. Ministries, departments, statutory
authorities, and non-financial public enterprises are
invited to submit bids for development funding for the
next five years to implement the identified strategies.
Sub-national agencies are required to discuss their
development programs with the appropriate State
E conomic Planning Unit before submitting them to the
relevant federal ministry. This ensures that the state
governments are aware of the development
proposals of the federal agencies operating within
their boundaries. Submissions must include descriptions
of the proposed projects, including cost estimates. On
receipt of the submissions the EPU assesses and
prioritizes development projects. It consults with the
ministries, agencies, and state governments to review
past performance and better examine the scope and
cost of each program. The NDPC has ultimate
jurisdiction over the selection of expenditure
programs for the five-year plans.

The number aond size of proposads dlways
exceeds available resources. Accordingly the EPU has
to match and prioritize the requirements with respect
to sound public finance practice. Some of the broad
criteria applied when prioritizing the projects are
growth promotion, project viability, social obligation
ond needs, poverty eradication, and promotion of
regional balance. Projects in urban areas that have
potential for privatization are given less priority than
projects with little scope for privatization. Projects in
the less developed states and regions are given more
weight than those in the more developed states and
regions. Continuing projects are given priority over
new projects.

Source: Economic Planning Unit (2004).
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An important element of such processes is the
monitoring and evaluation of projects to
their
including collection of baseline data that indicates

determine developmental impacts,
the situation before the project, and subsequent
analysis which indicates how consumers have
altered their behavior in response to the project.
These results can be used to determine the
economic impact of projects, and hence refine the
appraisal of future projects. If detailed analysis of
all projects is too costly, at least a sample of
projects should be analyzed, to provide
indications of what works, and what doesn’t.

A complication in setting investment
priorities based on rates of return is how
poverty-related interventions, which may have
low rates of return, should be treated. When
Vietnam reaches the point of having systematic
estimation of rates of return from investment
projects, extra weighting could be given to
projects that meet special development criteria,
such as poverty reduction. In the absence of
such information, broad rules of thumb may be
required such as minimal investment levels in
each province or in poverty-related subsidies.

Figure 3.1: Gini Indexes

Broad success in meeting poverty alleviation
goals could be verified with the national Gini
Index measuring inequality (Figure 3.1). This
can be calculated periodically with releases of
the Vietnam Household Living Standards
Survey. The Government could set a threshold
index, beyond which any increases in inequality
would result in a greater allocation of resources
to poverty alleviation.

3.2. Coordination of Planning Across
Ministries

Vietnam has an elaborate investment planning
process, comprising three types of plan—
socioeconomic, sectoral, and spatial—
undertaken at all levels of government, over
varying time frames, ranging from 1 to 10 years.
While the socio-economic development plans
appear to be reasonably well integrated with
sectoral plans, problems arise in coordination
with

possibilities.

spatial plans and with financing

Socioeconomic development plans (SEDPs)
are guided by ten year national development
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Source: WDI (2005) using the most recent observation available for each country. A Gini Index of O implies perfect equdlity. A Gini
Index of 100 implies perfect inequdlity (the countryOs entire income is concentrated in the hands of a single person).
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strategies, defined by the National Assembly,
following Party resolutions. The five year socio-
economic development plan (SEDP) consists of
an analytical report that assesses the progress
accomplished under the previous plan,
identifies the challenges faced by the economy,
sets targets for a range of economic and social
indicators, and makes policy recommendations.
The plan covers all levels of state-led
investment, including economic infrastructure.
In response to a request from donors, since 1996
the five year socio-economic development plans
have been accompanied by a Public Investment
Program (PIP), intended to serve as a basis for
dialog between donors and government, as well
as to guide the allocation of ODA.

The country’s Comprehensive Poverty
Reduction and Growth Strategy (CPRGS)—
established

requirements from the donor community—can

in fulfillment of borrowing

be regarded as an extension of the five year
plans. The Prime Minister’'s guidance to
ministries preparing the 2006-2010 SEDP is that

THE FIVE - YEAR
SOCIO - ECONOMIC
DEVELOPMENT PLAN
2006-2010

IANOL SEPFTEMBER 2005

the SEDP and the CPRGS should be merged. The
guidelines require that the five year plan should
address the Vietnam Development Goals, which
should result in a more outcome-focused plan.
Although the draft 2006-2010 SEDP has made
progress over the previous SEDP in drawing out
the linkages between broad growth and poverty
objectives and specific investments, there
remains room for improvement.

Sectoral investment plans, such as the
Master Plans for water or electricity, are
developed by line ministries and relevant SOEs.
Consistency between sectoral plans and socio-
economic plans is coordinated by the Ministry
of Planning and Investment at central level and
by Planning and Investment departments at the
provincial, city and district level.

Spatial planning takes place under the
direction of the Ministry of Construction and
sets out spatial arrangements, building
footprints and infrastructure siting at the
regional, provincial, city and district level.
Unfortunately spatial planning constraints are
not incorporated into the preparation of sectoral
investment plans. Construction approvals
appear to be facilitated by SEDP investment
approval, but SEDP investment approval is
neither necessary nor sufficient for construction
approvals to be granted. There is inadequate
coordination between sectoral investment plans
and spatial plans. The impact of this lack of
coordination, aggravated by a divergence
between national and local spatial planning, is
particularly felt in urban areas, and is discussed
in greater detail in section 3.4.

3.2.1. Incorporating Financing Constraints
into Investment Planning

The principal failure of coordination in the
preparation of socio-economic and sectoral
investment plans is the failure to incorporate
financing constraints into investment planning.
Vietnam’s system of “dual budgeting” entails the
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separation of authority for investment and
recurrent expenditure. In effect, it also entails
the separation of planning from budgeting. The
Ministry of Finance (MOF), and Departments of
Finance (DOF) at sub-national levels, are given
responsibility for preparation of the fiscal
framework and recurrent expenditure, while
the Ministry of Planning and Investment (MPI),
and Departments of Planning and Investment
(DPI) at local levels prepare the investment
budget, including capital expenditure and
donor funded projects.

The PIP provides a long list of investments
compiled from sectoral master plans. But the
PIP is prepared without reference to financing
sources. It is effectively a wish-list which could
potentially be implemented in the absence of a
hard budget constraint. To fully implement the
2001-2005 PIP would have required investment
of approximately 15 percent of GDP per year.

A central process for allocation of public
funds to the PIP would be desirable, to permit all
proposed projects to be considered together
when financing priorities are decided. In
practice, sectoral ministries obtain finance
directly from the state budget (with allocations
made by the National Assembly, or Provincial
People’s Councils), or from line ministries” own
budgets, from the DAF, ODA, or from retained
SOE earnings. Finally, the State Bank of Vietham
can place informal pressure on SOCBs to lend to
specific projects. The absence of consistent
criteria for project selection across these
organizations means that there is no effective
system for prioritizing the commitment of
public funds to investment projects.

A better organized system for the allocation
of public funds would provide greater certainty
to sectoral planners when designing projects.
Under the current system, uncertainties over
financing lead to projects frequently change
scope, size, location, and timing. There are

unimplemented projects, unfinished projects,
and untimely delivery.

Lack of coordination between investment
and financing approvals has created serious
problems in the past. During 1999-2002 about
35% of commitments for transport had received
prime ministerial approval, but had not been
allocated funding. The Ministry of Transport
contracted state-owned construction companies
to undertake work, on the promise of
subsequent reimbursement. State-owned
commercial banks were encouraged to advance
credit to the construction companies, and to
provide subsequent loan rollovers when budget
funds were still not allocated. Arrears in the
Ministry of Transport amounted to VND 1,200
billion, and debts of the Transport Construction
Corporation to its creditors amounted to VND
1,000 billion. The Government ultimately
agreed to absorb debt incurred for projects
implemented in fulfillment of master-plans, but
many projects had not even been the subject of
master plans. The brunt of the Government’s
decision not to pay for these projects was borne
by construction companies and by the SOCBs.

To date, the government’s attempts to better
co-ordinate budgeting and investment planning
has focused on clarification of the respective
responsibilities of the MPI and MOF, rather
than better integration.

One recent step towards better matching of
finances with planned projects is the introduction
of pilot programs for medium term expenditure
frameworks (MTEFs) (see Box 3.3) in the
transport sector and other non-infrastructure
sectors. A positive effect of incorporating budget
constraints into the Mi