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INTRODUCTION

To read Petitioners' October 2, 2002, commentsis to take atrip back intime. They
appear to long for the time when countries were on one side of the Cold War or the other. But,
such labels are not particularly meaningful today. With the Cold War behind us, it has become
increasingly clear that the world’ s economies cannot be defined in black and white terms. The
world is made up of economies of all stripes, none of which is easily categorized, few of which
areisolated from the market forces of globalization. Vietnam’sis one such economy, and the

fact that the Communist Party remains active in Vietnam does not change that fact.*

Rather than apply the blunt instrument of Cold War rhetoric, as Petitioners propose, the
Department’ s job in thisinquiry isto undertake a sophisticated economic analysis that accounts
for the reality of today’s global market place. Fortunately, the six factor approach the
Department appliesinitsanalysis of acountry’s economic status reflectsthisreality. Weurge
the Department not be to be swayed by the ideological battles of thelast century, but to focus on
the facts that matter -- Vietnam’s economic reforms and their proven performancein creating a

market economy where one did not exist 20 years ago.

As commenting on the socio-political system is not appropriate for the purpose of the
Department’ sanalysis, we should not waste the Department’ s or our time doing so. However, as
Petitioners have focused heavily on the issue, before moving to that analysiswe wish to correct

some of the mischaracterizations set forth in the cover letter to Petitioners’ comments. First and

! Indeed, Petitioners' first exhihit to their comments contains a September 10, 2002 article from Agence France
Presse that depicts Vietnam as a “socialist -leaning market economy.” Comments of Catfish Farmers of America
(Octobe 2, 2002 (“ Petitioners' Comments”), Exhibit A. Such delineations certai nly show that nomindly socidist
and capitalist systems are not as mutually exclusive as Petitioners suggest.
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foremost is the notion that the Communist Party does not support the market-oriented reforms
currently being undertaken by our Government. To the contrary, the Communist Party not only
supports the legal and economic reformsinitiated to facilitate devel opment of Vietnam’s market

economy; the Party initiated the “doi moi” or renovation policy during its 6™ Congressin 1986.

The Party has confirmed that the market economy system isinevitablein today’ s world and must
exist irrespective of political regimes. The Party views these developments as consistent with
the theories of Ho Chi Minh, Vietnam’s President and Founder of the Communist Party in

Vietnam.

Vietnam’s Constitution clearly states our country’ s determination to develop a socialist
market economy 2 and to provide equal positions for all economic sectors, including the state
sector, the collective sector, the private sector, and the foreign invested sector.® Our Contitution
praises the power of the people and the rule of law, encourages wealth creation, respects and
protects the basic rights of its citizens aswell asforeigners (including rights to private
ownership, freedom of business, freedom of association and religion), and guarantees the rights
of workers to form trade unions and to bargain collectively.* The Constitution also calls for
Government action through economic policy in order to make “the people rich and the country

strong.”®

2 The Constitution of Vietnam (1992 as amended in 2002), Article 15.
3 1d. Article 16.
“1d. Article 15-21

®1d. Article 16.



The Vietnamese Government’ sintentionsin this regard are not so different from those of
the various market economies throughout the world. When announcing our own Declaration of
Independence on September 2, 1946, Ho Chi Minh quoted favorably from the U.S. Declaration,
whereit states: “We hold these truths to be self-evident, that all men are created equal, that they
are endowed by their Creator with certain unalienable Rights, that among these are Life, Liberty
and the pursuit of Happiness.” Our Government, like the U.S. Government, seeks to ensure that
these words have meaning. As such, the Government isnot entirely silent when it comesto the
economy, just asthe U.S. Government is not silent. It iswidely recognized that governments
must sometimesintervene in the market to support economic development and correct market
failuresif necessary. The United Statesitself was forced to intervene to address the causes and
effects of corporate failures of such companies as Enron, Worldcom, and Xerox, to namejust a
few. We, likethe U.S. Government, view such intervention as necessary to abide by

government’ s promise to protect the people.

Asfor Petitioners' claim that the laws promulgated by our National Assembly must be
viewed with “ skepticism,” we obviously disagree. Petitioners simply misunderstand the facts.
Under our Constitution, the National Assembly -- as the representative of the people -- has
supreme power and holds exclusive constitutional and legislative powers® The National
Assembly exercisesits powers on the basis of democracy and transparency. All billsof law are
widely publicized so that the public may comment before afinal decision is made by the
National Assembly. The Assembly engagesin transparent debate as most sessions are broadcast

live on public television and radio. When enacting alaw, Assembly members' vote are recorded

©1d. at Article 83.



either electronically or in writing. Upon approved by the National Assembly, thelaw is posted
in the Official Gazette and otherwise publicized by the media. And, as our economic
performance demonstrates, the laws the National Assembly has passed are, in fact, being

implemented.

Asfor the allegation that international organizations like the World Bank and the IMF
“rel[y] heavily on anecdotal evidence and incompl ete data that often are compiled by the
Vietnamese Government,” thisjust isn’t true. In order to provide the Department with an
objective view, werefer in our comments to information and assessments mostly provided by
respected independent international organizations such asthe IMF, the World Bank, and the
ADB, al of which have undertaken their own analysis. Petitioners’ argument underestimatesthe
reputation, objectivity, and independence of these organizations, whose data compilation and
analyses are routinely relied upon throughout the world. These sources, which are plentiful, are
certainly more appropriate than some of the outdated and/or market-purist sources on which

Petitionersrely in making their most outrageous arguments.

The Department can see from the our initial comments of October 2, 2002, that
Vietnam' s reforms are not merely reflected in the laws that have been passed, but in the business
activities that are occurring under those laws. To suggest that Vietnam has undertaken dejure

changes that have not yet resulted in de facto improvements in market-oriented freedoms, as



petitionersallege,” isjust false. Indeed, in someinstances, Vietnam's economic performance

outpaces the legal reforms the Government has implemented.®

The Government of Vietnam (“GVN”) fully admits, as Petitioners quote from the World Bank,
that Vietnam isan “ extremely poor country.” The misinterpretation by Petitionersthat Vietham
has poor policies becauseit isapoor country iswrong. The remarkable achievements that
Vietnam has accorded in its economic development during recent years are a testimony to the
sound policies of the Government and the tireless efforts of its people. To besure, Vietnamisin
no different position from amultitude of other developing countries whose policies do not meet
the standards of developed nations, either in terms of wealth or in terms of policy making. More
to the point, judging policies by looking at the level of development of a country issimply
inappropriate. But, asthe Department iswell aware, thisis not the standard used to determine
whether a country isamarket economy or not. Plenty of developing countriesin the world are
treated as market economies in the Department’ s antidumping analysis, and Vietnam should be

no different.

7 Petitioners’ Comments at 6 (cover letter).

8 Petitioners, for instance, argue that Vietnam's labor laws are poorly drafted (Petitioners Comments at I1-5), yet
the vast majority of the population moves freely from one job to the next, ably negotiating the terms of their

employment. In thisinstance, de facto reforms may be outpacing de jure reforms.

-5-



. FACTOR 1. VIETNAM’S CURRENCY ISCONVERTIBLE

In their October 2 submission, Petitioners note the existence of Vietham's currency
restrictions and argue these “limits on currency convertibility have significant impact on the
ability of demand and supply forces to determine domestic market pricesin Vietnam.”°
However, in order to evaluate the legitimacy of thisargument, it is necessary to understand that
the Department’ s analysis of the currency factor depends on arelevant contextual framework,
something which petitionersfail to provide. Consider Petitioners’ contention that the existence
of current-account restrictions, evidenced by Vietnam’s non-ratification of the IMF s Article
VII1, proves that the Vietnamese VND, or dong, is not convertible.’® However, the Department
considers Colombia, Egypt, and Iran, al of whom are non-compliant with Article V111, and
Brazil and Indiaboth all of whom possess current-account restrictions, as market economies.**
The sameistruefor Petitioners' argument on capital-account restrictions; Colombia, Egypt,
India, Indonesia, Iran, Malaysia, and Russia all maintain significant capital-account restrictions,

and yet the Department still treats each of these countries as market-economies.*?

If the Department really considered the existence of both current and capital-account

restrictions alone to be dispositive proof of adistorted currency such that domestic prices could

®  Petitioners’ Comments at |-2.

10 Article VIII prohibits the use of current-account restrictions and discriminatory currency practices (i.e, adel
exchange rate) while guaranteeing the availability of funds for current-account transactions.

1 See Certain Fresh Cut Flowers From Colombia; Final Results of Antidumping Duty Administrative Reviews,
61 FR 42833 (August 19, 1996); see dso Notice of Preliminary Determination of Sales at Less Than Fair Value:
Urea Ammonium Nitrate Solutions from the Russian Federation, 67 FR 62008 (October 3, 2002) (“Urea
Ammonium Nitrate from Russia’) (where the Department used Egypt as a surrogate country for Russia).

2 |nternational Monetary Fund, Annual Report or Exchange Arrangements and Exchange Restrictions a 1038
1044 (2001) (“IMF Exchange Report”).




not reflect global market prices, then the Department would surely not use Egyptian pricesasa
surrogate for NME prices.®® Y et, the Department does so, indicating that the existence of either

or both of these restrictionstell very little about a country’s currency regime. Therefore pladng
their argument in arelevant context, it becomes apparent that the Petitioners' submission does

not provide any useful manner to inform the Department’ s analysis of currency convertibility.

To be clear, while ratification of Article V11l and the non-existence of capital-account
restrictions would certainly suggest that a country’s currency isfreely convertible, it does not
follow that the exact opposite means that a currency is nhon-convertible. AsDepartment practice
demonstrates, there are mitigating circumstances in which the presence of both types of
restrictions do not fully restrict the convertibility of arestriction, or in other words, thereisa
context which would explain these circumstances. In the case at hand, the context is Vietnam's
status as a devel oping, low-income country, which isrecognized by virtually every international
aid agency. World Bank, IMF, and Asian Development Bank (“ADB”) aid programs all focus
on the reduction of poverty.** Moreover, as noted in ajoint World Bank, ADB, and United

Nations Development Program report, Vietnam fits the profile of adeveloping country: an

13 Notice of Final Determination of Sales at Less Than Fair Value: Silicomanganese from Kazakhstan, 67 FR

15535 (April 2, 2002). Seeadso Urea Ammonium Nitrate from Russia.
14 Vietnam currently accepts aid from the IMF under the Poverty Reduction and Growth Facility, from the ADB

under the Poverty Reduction Partnership Agreement, and the World Bank under a variety of deveopment related
programs. See IMF Vietnam: Second Year Review Under The Three-Y ear Agreement Under The Poverty
Reduction And Growth Facility And Request For Waiver Of Performance Criteria, IMF Country Report 02/151

(July 2002) (“IMF Second Review"); see dso ADB Poverty Reduction Partnership Agreement (October 10, 2001)
(available at http://www.adb.org/Documents/Poverty/pa_vie.pdf). World Bank in Vietham website has more
information concerning World Bank programs in Vietnam (available at
http://Inweb18.worldbank.org/eap/eap.nsf/81a3222fd954f 1c4852567c90077b8e9/e06eccf9350a04c4852567ch000ea
937?0OpenDocument).




agrarian-based economy that needs to develop itsindustry and services.*® Thereport further
compares that Vietnam’ s development mirrors that of several more-devel oped Asian economies

like South Koreain the late 1970s through the early 1980s and Thailand in the 1980s.

Vietnam and other devel oping countries face a unique set of economic circumstances that
can skew the evaluation of a country’s currency system. Although the academicideal is
typically alaissez-faire economy, economists have long understood that free and open currency
markets are not necessarily the best development course for low-income countries. To put it
another way, developing countries often need some sort of currency restrictionsto guard agai nst
global financial shocks and other exogenous distortionsin the global market. The debilitating
effects of the recent Asian Financial Crisis and its aftershocks exemplify the enormous risks of
completely open currency markets. Thailand, Indonesia, Malaysia, Singapore, Hong Kong and
K orea, many of whom were praised as open market economies,'’ saw their economies collapse
as speculation and capital flight became rampant -- the Asian financia crisisled to a$109 hillion
turnaround in the region as $97 billion in inflows transformed into $12 billion in outflows during
the period of one year, or roughly ten percent of the regions’ pre-crisis GDP.*® The financial
crisis changed the way mainstream economists viewed currency controls -- capital flight-

restrictions, which are often viewed as an anathema to market economists, became somewhat

5 Joint Report of the World Bank, ADB, and UNDP, Vietnam 2010: Entering the 21% Century (2001) at 3-4
(available at http://www.adb.org/Documents/Reports/VietNam_2010/Overview.pdf)

% 1d. at 3-4.

17 James Surowiecki, The Asian About Face (January 23, 1998) (available at http//:slate.msn.com/7id=2637).

18 Jeffery Sachs and Steven Radelet, Consulting Assistance on Economic Reform What HaveWel eamed, SoFar,
From the Asian Financial Crisis? at “ The Origins of the Crisis’ (March 1999) (“ Sacks Asian Financial Crisis’)
(available at http://www.cid.harvard.edu/caer2/htm/framsets/fr_loc.htm).
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acceptable. Respected mainstream economists like Paul Krugman of MIT and Jeffery Sachs of
the Harvard Institute for International Development even advocated their use.’® The recent
economic woes of Brazil and Argentina, each of whom was often idolized as the poster child of
the IMF's free market policies,”® further raised serious questions about mainstream economic
arguments concerning the benefits of full financial liberalization.?* Thefinancial crisis, then,
changed the way mainstream economists viewed the neoclassical policies-- as often

exemplified by the IMF -- of complete market liberalization:

First and foremost, the Asian crisisis a cautionary tale about
financial liberalization in emerging markets. The Asian economies
had gone far in creating a stable macroeconomic environment and
in liberalizing trade and investment regimes... Most of their
vulnerabilitiesin the mid-1990s arose as aresult of rapid financial
liberalization undertaken in the late 1980s and early 1990s. Well-
functioning financial systems require a much stronger legal and
regulatory infrastructure than do regimes for open trade and
foreign direct investment. In all of the more advanced
industrialized economies, financial transactions are heavily
supervised and regulated to a much greater degree than trade and
investment transactions. Financial markets arefar from being free
and open, as is sometimes supposed.??

19

Paul Krugman, Capital Control Freaks: How Malaysia Got Away with Economic Heresy (September 27, 1999)
(available at http://slate.msn.com/?id=35534). See aso Sachs Asian Financial Crisis at Section “Some Policy
Implications.”

20 See Paul Krugman Don't Laugh at Me, Argentina: Serious lessons from asilly crisis (Quly 20, 1999) (“Krugmen
Argentina’) (available at http://slate.msn.com/?id=32173). See aso Paul Krugman, Don't Blameit onRio... or
Brasilia Either (February 12, 1999) (“Krugman, Brazil”) (available at http://slate.msn.com/?id=19110).

L Inlieu of capital-flight controls, the IMF required countries accepting emergency loans to raise interest ratesin

order to keep foreign capital in each respectiv e country and limit the exchange-raeplunge Ye, by rasng interes
rates, these countries effectively guaranteed a bad recession by choking off domestic economic recovery. Malaysia,
however, used capital-flight controls instead of interest rates. The debate over the benefits of capital-flight
restrictions still rages on. See Krugman, Brazil. See dso Paul Krugman, The Confidence Game: How Washington
Worsened Asia's Crash (October 5, 1998). (Available at http://www.pkarchive.org/crises’/krugmanl.html.)

22 sachs Asian Financial Crisis at Section “Some Policy Implications.”
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Moreover, Petitioners even cite an article which significantly undercuts their argument on
currency restrictions and reflect their lack of understanding over thisissue. In International

Financial Architecture, Capital Account Convertibility and Poor Developing Countries,

Christopher Gilbert, Gregor Irwin, and David Vines write in conclusion, “We have suggested
that what matters most importantly {to poor developing countries} for growth isforeign direct

investment rather than capital account liberalisation.” %

The lesson then is that while open financial markets are the ideal, fully open and
integrated markets can often be more detrimental to devel oping countries than beneficial, afact
which the Department has recognized in its previous market economy determinations, most
notably in the case of K azakhstan.* Moreover, other devel oping market-economy countrieslike
Brazil and India al so use extensive current-account controls similar to those of Vietham. With
regard to capital-account transactions, Colombia, India, Indonesia, Kazakhstan, Malaysia, and

Russia, among others, also possess significant controls.

2 Christopher Gilbert, Gregor Irwin, and David Vines of the Overseas Development Institute, International

Financial Architecture, Capital Account Convertibility and Poor Developing Countries (June 2000) at 20.

% In particular, Kazakhstan also subjects current-account payments to areview process and restricts investment-

related payments. See IMF Exchange Report at 483-484. Russia aso uses some limited forms of current-account
controls. See Russian Determination at 9 (internet pagination). Russiarequires: 1) importersto “deposit aruble
equivalent of the imported goods to clear customs”; 2) that import and export -related transactions must be
“screened and processed by government-authorized banks acting as currency control agents’; and 3) that “exporters
must repatriate their foreign-exchange earnings and must surrender 50 percent.”
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Table 1: Capital -Account Controls Among Developing Countries and Russia®

Capital Transactions
Controls On:

Colombia

India

Indonesia | Kazakhstan | Malaysia | Russia | Vietham

Capital Market Securities

Money market
instruments

Collective investment
securities

Derivatives and other
instruments

Commercial Credits

Financial Credits

Guarantees, sureties, and
financial backup facilities

Direct Investment

Liquidation of direct
investment

Ya

Real estate transactions

Personal capital
movements

Provisions specific to:

Commercia banks and
other credit institutions

Institutional investors

Ya

- Indicates that the specified practice is a feature of the exchange system.

¥ Indicates that datawere not available at time of publication.

25

IMF, Exchange Report at 1038-1044.
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In each of the above cases, except for the two which were just recently graduated to market
economy status, the Department has not revoked, reconsidered, or questioned their market
economy designation, implicitly recognizing that Department practice allows for consideration

of mitigating circumstances.

Even given its status as a developing country, Vietham has made significant strides
within the past two years to raise its currency regime up to international standards, apoint which
Petitioners conveniently ignore. The Economist notesthat foreign investors“may now purchase
foreign currencies at prescribed banks in Vietnam without an SBV permit” and that “ ordinary
foreign-currency accounts may be used to service current-account transactions, and no regulatory
approval isneeded.”?® Contrary to Petitioners’ claim that “Vietnam is one of the few member
countries that has not agreed to assume Article VIII obligations,” Vietham has pledged to
remove all policiesinconsistent with Article VII1 by the end of 2002, including the tax on profit
and remittances (investment-related current-account transactions) and all approval requirements
for payments abroad (general current-account transactions). 2’ As part of the bilateral trade
agreement with the United States, all limits on availability of foreign exchange for payments of
imports [will be] removed.?® Moreover, Vietnam has faithfully complied with all requirements

of the variousinternational aid organizations from which it receives money, including the IMF

% Economist Intelligence Unit, Country Commerce Vietnam at 39.

27 Remaining procedural requirements remain in place to prevent capital flight and tax avoidance. See

Government of Vietnam Comments of the Government of Vietnam on the Market Economy Status of Vietnam in
the Antidumping Investigation of Certain Frozen Fish Fillet from Vietnam (October 2, 2002) at 23. These

requirements are similar to Russia’s licensing requirements for capital -account transactions. See Russa
Determination at 9 (internet pagination).

2 Article 11, Chapter IV of the U.S.-Vietnam BTA.
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which often requires a country to substantially liberalizeits financial marketsin exchange for
aid?° Therefore, by 2003, Vietnam will be virtually indistinguishable from other market-
economy countries like Kazakhstan, Russia, India, Malaysia, and Indonesiain terms of its

currency regime.*

Instead of objectively evaluating Vietham’s currency regime and its continuing evolution,
Petitioners choose to mischaracterize it egregiously by selectively focusing on afew redrictions,
apractice which leads to contradictory conclusions. For instance, Petitioners argument
regarding capital-account restrictionsignores the reality that there is alegitimate and logical
reason for their use and that many market economies utilize these restrictions, but more
importantly it leads to an interesting result -- Petitioners' claim that the extent of Vietham's
capital-account restrictions are “in sharp contrast to Russia... where the Department found that

the rubleis convertible for capital account purposes.”3! Oddly enough, the IMF reports that

2 The IMF is often criticized for attaching strings on thismoney. In fact, the IMF recently placed severe strings

on its recent aid to Brazil in anticipation of aleftist victory in the elections. See Dow JonesBusnessNews Brazl
President Candidate: IMF Money Won't End Econ Crisis (September 18, 2002) (available at
http://story.news.yahoo.com/news?mpl =story& u=/dowjones/20020919/bs_dowjones/200209182135000991). Se
also Business AP Finance Ministers Portray Optimism (September 28, 2002) (available at
http://story.news.yahoo.com/news?tmpl=story& u=/dowjones/20021003/bs_dowjones/200210022258000909). The
World Bank also makes the funding conditional on reforms for countries including Vietnam. See Catherine
McKinley, Dow Jones Newswire [nterview: Vietnam “Question has changed,” says WB head (September 3, 2002)
(“McKinley, Vietnam Question has Changed”) (available at http://www.usvtc.org/News/Sep%2002/interview.htm).

30 Like all these other market-economy countries, Vietnam will be compliant with Article V111 while also

imposing various capital account restrictions.

31 Ppetitioners’ Comments at |-7.
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Russia uses the same types of capital-account restrictions as Vietnam. 3? Therefore, by extension,

the VND is aso convertible for current-account transactions.

Petitioners’ focus on Vietnam’ s surrender requirements are similarly off base. Whileitis
truethat Vietnam does have a 30 percent surrender requirement, it is simultaneously true that 82
other IMF members, including Russia, also have surrender requirements. Infact, Russiahasa50
percent surrender requirement,® which would suggest that Russia’ s requirement “distorts the
supply and demand balance for {the ruble} relativeto foreign currency, and thus, the exchange
rate” ** morethan Vietnam's. Moreover, Petitioners claim that the surrender requirement’s
purposeisto “increaseitsreserve of hard currency so that it can allocate the currency” to state-
owned enterprises (“ SOES”) ignores the reality of the VND which is pegged to thedollar. The
surrender requirement was instituted during the Asian financia crisis, and thus, was intended to
provide the State Bank of Vietnam (“SBV”) sufficient financial liquidity to defend the VND
from massive devaluation.** Additionally, as part of the Poverty Reduction And Growth Facility
Aid Program, the IMF requires the SBV to maintain a certain level of foreign currency (known
asthe Net International Reservestarget) in order to guarantee the relative stability of the VND

and protect Vietnam' s developing financial framework from exogenous monetary shocks.®

32 SeeTable 1 above. Russiaalso applies capital account restrictions to amost all types of transactionsinvolving
stock, bond, derivates, real estate, and other assets. Seeaso IMF, Exchange Report at 762-766.

% [Russia case.]

34 Petitioners Comments at |-5.

% Therefore, Vietnam's surrender requirement is no different from that of Russia, Thailand, and Malaysia, which
did the same thing. See IMF Exchange Report at 1041-1043.

% |MF, Second Review at 16.
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Therefore, the SBV does not maintain the surrender requirement to funnel foreign currency to
SOEs. Indeed, the IMF' s close work with Vietnam during the past three years effectively
preventsthis. It stretchesthe limits of credulity to believe that the IMF would allow such
behavior.®” Moreover, Petitioners even cite articles which acknowledge this situation: Vietnam

isindeed “‘ hard-currency strapped.’” %

Petitioners’ misguided arguments concerning currency restrictions seem to reflect alarger
misunderstanding of exchange-rate regimes and the Department’ s standard on currency.
Petitioners criticize Vietnam for using a managed float exchange rate regime, citing in afootnote
that “{t} ransitions to floating rate regimes require some central bank independence” which
suggests that Petitioners believe that Vietnam should have afree floating exchange rate regime. *°
However, thisis clearly not the standard. To be absolutely unambiguous on this point, the
Department considers numerous countries which do not have free floating rate regimes to be
market economies, including Argentina, Egypt, Honduras, Israel, Malaysia, Trinidad and

Tobago, Uruguay and Venezuela.*® Indeed, only 43 percent of all IMF members have floating

37 Such behavior would seriously undermine the IMF' s reform effort, and therefore, place the IMF sinvestment in

Vietnam at seriousrisk. As the paragon of Western Banks, it would be di fficult to believe that the IMF would not
protect itsinvestment. In fact, as the structure of the recent IMF loan to Brazil shows, the IMF will go to great
lengths to protect itsinvestment. Anticipating avictory of Luiz In&cio Lula da Silva of the lef tis Workers Party,
the IMF granted |oans where the majority of the aid would be paid to Brazil after the next election and only if Brazil
is able to meet the IMF' s harsh requirements. See Corpwatch Brazil: IMF Loan L eaves Next Presdent L ittle Room
to Maneuver (August 21, 2002) (available at http://www.corpwatch.org/news/PND.jsp?articleid=3609).

% Ppetitioners’ Comments at |-6.

% |d. at I-5 at footnote 16.

40 IMF, Exchange Report at 1035-1036.
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exchange rates, and Vietnam is one of them.** It is also noteworthy that the IMF does not
stipulate or restrict the type of exchange rate a country can choose. Rather, the IMF recognizes
that each country possesses the sovereign right to choose an exchange system best suited for
each respective country.*> The IMF’srecognition of sovereign choice reflects the fact that
economic theory on exchange rate regimes has vacillated greatly during the past half century as
developed countries moved from the gold-standard to managed floating or free floating
currencies*® and that no consensus exists on exchange rate regimes especially with regard to
developing countries.** As Paul Krugman notes, “the big issues of monetary economics —fixed
vs. flexible exchange rate, whether countries should have i ndependent currencies at all -- aredill
wide open. It'san eternal controversy, and not even the pope can resolveit.” *° Therefore,
Petitioners’ concern over Vietnam’'s exchange rate regimeisirrelevant in the Department’s

analysis of whether Vietnam's currency system is market oriented.

In this respect, Petitioners’ criticism of the SBV is also erroneous and irrelevant.

Petitioners claim “the SBV remains under state control.” What central bank doesn’t? Even the

41 The IMF has reclassified Vietnam's currency system from a“Pegged Exchange Rate within horizontal bands’
to “Managed floating with no pre-announced path for exchange rate.” This reflects that Vietnam has made
enormous progress in terms of adopting market -oriented monetary policy. Itisalsoimportant to notethet Vienam's
monetary system is “IMF supported.” See|MF Annual Report 2002: Appendixes 2002 at 28-29 (2002) (avalablea
http://www.imf.org/external/pubs/ft/ar/2002/eng/pdf/filed.pdf ).

42 IMF, Articles of Agreement at Article IV (available at http://www.imf.org/external /pubs/ft/aalaa04.htm).

43 John Williamson, Senior Fellow at the I nstitute of International Economics, From Bretton Woodsto Bipolarity:

The Evolution of Thought on Exchange Rate Regimes, 1971-2001 (July 20, 2001) (available at
http:www.iie.com/papers/williamson0801.htm).

4 Thisisalso reflected by the IMF's highly controversial move to peg the Argentinean peso to the dollar in 1991

in an effort to stem hyperinflation. Although it succeeded in stopping inflation, it also prevented Argantinafrom
effectively using monetary policy to fight off arecession or promote stable growth. See Krugman Argentina.

% d.,
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U.S. Federal Reserveisunder state control. (Alan Greenspan isafederal employee, last timewe
checked.) AstheIMF reports, the SBV activity isto “stem disorderly conduct” in the FOREX
market, in which caseit operatesin amanner no different than many other central banks.*®
Additionally, Petitioners seem to believe that central banksin market economies are completely
independent of the government, despite the fact that economic and financial literature have long
suggested otherwise. The U.S. manufacturing sector persistently accuses the central bank of
Japan of intervening in FOREX markets to stop the yen from appreciating and consequently
forcing it to depreciate in an effort to fuel Japan’s export growth.*” Economists have noted that
the central bank of Japan conducts these operations at the instruction of the Ministry of
Finance.*® Additionally, the recent furor over Treasury Secretary Paul O’ Neill’srefusal to
depreciate the dollar reflect that the U.S. Treasury Department affects Federal Reserve policy
and plays an activerolein setting the dollar’ svalue.*® In particular, business and labor interests

testified that the “dollar won't fall because Treasury won't let it” and that “the idea that market

4 IMF, Second Review at 63.

47 See Ernest H. Preeg, Senior Fellow in Trade and Productivity for the Manufacturers Alliance (MAPI),
Exchange Rate Manipulation to Gain an Unfair Competitive Advantage: The Case Against Japan and China
(September 24, 2002) (“Preeg Unfair Competitive Advantage”) at 2-4 (attached asExhibit 1). Seeds G. Muda
Mohatarem, Chief Economist of General Motors Corporation, Impact of Strong Dollar on U.S. Auto Industry
(September 24, 2002) (“Mahatarem Dollar Impact on U.S. Autos”) at 8 (attached asExhibit 2). Seed Kathryn
M.E. Dominguez, University of Michigan and NBER, Foreign Exchange I ntervention: Did it Work in the 1990s?
(September 16, 2002) at 1-6 (“Dominguez Foreign Exchange Intervention”) (attached as Exhibit 3).

48 Edwin M. Truman, Senior Fellow of the Institute for International Economics, TheLimitsof Exchange Market
Intervention (September 24, 2002) at 1 and footnote 11 (“ Truman Limits of Market Intervention) (attached as
Exhibit 4).

49 Business and labor interests were actively pushing the Bush Administration to devalue the dollar. SeMahew
Dalton, The Hill, Business - |abor coalition fights monetary policy (May 15, 2002) (“Dalton Labor Coalition™)
(available at http://www.hillnews.com/051502/tpa.shtm).
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forces are responsible for [the dollar’s price] isridiculous.” > Other economic institutes have
similarly noted that the United States' economic woes have resulted in part from “many years of
{ Federal Reserve} intervention and manipulation.”®* Additionally, aformer Federal Reserve
employee noted that “both the U.S. Treasury and the Federal Reserve have independent legal
authority to operatein the foreign exchange market, and they normally act jointly for their
separate accounts’ and that “U.S. authorities intervened in exchange markets heavily, including

on 97 daysin 1989.”>2

Therefore, Petitioners’ anecdote about the SBV’ s unwillingness to widen the daily VND
band islargely meaningless. Asnoted above, some economists believe that the United States has
created an overly strong dollar to attract investment and allow the United St atesto finance overly
profligate domestic consumption. Of course, a by-product of such apolicy isthat import prices
fall relative to U.S. products while U.S. exports become relatively more expensive.>® Extending
Petitioners' logic would lead to the conclusion that U.S. domestic prices are so distorted asto

guestion whether the U.S. is amarket economy. However, amore logical conclusion isthat

0 Statements of Frank Vargo, vice-president of international economic affairs for the National Association of

Manufacturers, and Thomas Palley, assistant director of public affairs for the AFL -CIO, respectively. SeeDdton
Labor Coalition.

1 SeeHanz F. Sennholz, Ludwig Von Mises Institute, The Fed on the Horns of the Dilemma (October 2, 2002)
(“Sennholz, The Fed") (available online http://www.mises.org/full story.asp?control=1058). The Ludwig Von Mises
Institute is aresearch institute for classical liberalism and the Austrian School of Economics.

52 Truman Limits of Market Intervention at 2 and footnote 11. See dso Dominguez Foreign Exchange
Intervention at 5.

5 Sennholz, The Fed. Seedso Preeg Unfair Competitive Advantage at 9. Mohatarem specifically notes that the
Government of Japan’s intervention to depress the yen’s value created a $3,000 - $3,500 subsidy on mid-levd
sedans like the Nissan Maxima. See Mohatarem Dollar Impact on U.S. Autos at 9.
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distortions happen in market economies, even in acountry that is as open, free, developed, and

wealthy asthe United States.

The simplereality isthat there is no such thing as a completely open, competitive and
undistorted market place, and thus, Vietnam cannot be held to the standard as Petitioners are
implicitly suggesting. Rather, Vietnam should be viewed as a developing country and provided
the same consideration granted, both in the past and in the present, to other devel oping market
economies like Brazil, Egypt, India, Indonesia, Kazakhstan, Malaysia, and Russia.>* Therefore,
the Department should focus on the substantial advances within the past two years and the
progress promised under the IMF program and determine that the VND is sufficiently

convertible to reflect market prices.

5 Our analysis primarily focuses on present-day comparisons of policy, therefore, it is extremely useful to note

that all of the aforementioned countries are further along the development path than Vietnam and that it is highly
likely that these countries employed more stringent measures than those being used in the present day. However,
the Department has always considered these countries to be market economy countries.

-19-



. FACTOR 22 WAGESIN VIETNAM ARE DETERMINED BY FREE
BARGAINING

Petitioners' arguments on labor again ignore the reality of the country. Viethamisalow-
income devel oping country, and as such, it is primarily an agrarian economy. Agriculture and
smaller household businesses employ the vast mgjority of Vietnam’sworkforce, and therefore,
the labor market isvery fluid. Asnoted in our first submission, the agrarian sector of the
economy employs approximately 89 percent of the total workforce. (The private sector asa
whole employs around 91 percent of the workforce). Petitioners even noted in their first
submission on thisissue (i.e., Exhibit 12 of the petition) that unions do not play a predominate
rolein agriculture, and that “their wages are not set by the state.” >®> Even if we wereto agree
with Petitioners’ allegation that unionsin Vietnam are mere extensions of the state, then it is till

evident that the vast majority of the population’s wages are set independently of the state.

Y et, in fact, labor negotiations are not controlled by the state, unions, or any combingion
of thetwo. Vietnamese law stipulates that the individual employees and individual employers
negotiate all labor contracts. The Congressional Research Service report on Vietnam’s labor
market (to which petitioners refer repeatedly) cites areport from the U.S. Overseas Private
Investment Corporation which notes that working conditions are largely set by individual
contracts and not by collective negotiations.>® This situation mirrors the labor markets of

Kazakhstan and Russiawhere “wages... as a general rule, are determined on the basis of

5 Petition Filed by Valerie A. Slater, Akin Gump Strauss Hauer and Feld, on Behalf of Catfish Farmers of
America at Exhibit 12 at 9 (Jun. 28, 2002) (“Petition™).

% Mark Mayin, Thomas Lum, Lois McHugh, Phoung-K hanh, and Wendy Zeldin, Congressional Research

Service, Vietnam's L abor Rights Regime: An Assessment (March 23, 2001) (“CRS Report”) at 15. Thisreportis
attached to Petitioners’ Comments at Exhibit 2.




individual employment contracts and, to a much lesser extent, collective bargaining

agreements.”>’

The most relevant comparison for the Department’ s analysisis Kazakhstan. The
Department noted in its determi nation that “the labor force is mobile and free to pursue new
employment opportunities, as evidenced by the rapid expansion of certain sectors (e.g., oil), and
the contraction of others (e.g., agriculture).” °8 Similarly, Vietnam's economy is shifti ng away
from an agrarian base to an industrial and service base as evidenced by the massive labor
migration from rural to urban areas Vietnam’slatest census shows the rate of increasein
urbani zation was 23% percent over the census period, up from 17% during the prior census

period.®®

The massive migration from the rural to urban areas has inevitably led to a shift of labor
from agriculture to services and industry, but more importantly, urbanization indicates that
Vietnamese |abor moves to where opportunities and wages are best -- the Vietnamese people
bargain with their feet.®® In other words, Vietnam’ s workforce reacts to the market. Garment
and footwear companies report problemsin recruiting workers due to “harmful working

conditions, poor welfare and extra hours.”®* Therefore, assuming that Petitioners are correct in

5" Russia Determination at 10 (internet pagination).

% Russia Determination at 9-10 (internet pagination).

%9 Tradeport, Vietnam: 1999 Census Results (December 10, 1999) (available at
http://www.tradesport.org/ts/countries/vietnam/mrr/mark0079.html).

€ CIEM Vietnam's Economy at 11.6.1

1 Services, Trade Sectors Lure Most Workers in Jan-Jul (August 27, 2002) (attached as Exhibit 5).
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arguing that the rights granted under the Labor Code are “unreliable,” it becomes evident that
this does not change the analysis of Vietnam'’s labor market. The majority of Vietnam’s
workforce bargain with their feet -- if job conditions do not suit them, they move on to other

jobs.

Although Petitioners argue otherwise, the freedom enjoyed by the Vietnamese labor force
issimilarly bestowed on enterprises, including foreign-invested enterprises (“FIES’). In
particular, Petitioners claim, “FIEs are severely limited in their ability to freely hire Viethamese
workers' because, “by law, FIEs are required to hire employees selected or recommended by
state-run job placement centers.”®2 However, the law to which Petitioners cite was repealed in
2001.5% As noted by the numerous submissions from American businesses operating in Vietnam,

FIEs arefreeto recruit and hire directly from the labor force.

Moreover, Petitioner’ s arguments concerning the higher minimum wage standard for
FIEsissimply irrelevant. While such apractice may be distortive, this practice does not concern
whether wages are determined through a process of free bargaining between labor and
management. This practice does not prohibit or restrain labor from negotiating wages or

working conditions with FIEs, nor does it restrict worker mobility.®*

52 petitioners’ Comments at |1-6.

83 Seelabor Code at Art. 132; see also Economist Intelligence Unit, Country Commerce Vietnam at 55-56 (Al
2002).

% Moreover, this practice is largely redundant. FIEs typically operate in higher val ue-addedindustrieslikeail or

industry, and therefore, one would expect FIEs to pay more than other businesses in an effort to attract skilled labor.
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Petitioners also strongly mischaracterize Vietnam’ s union system as an instrument
through which the state can control the labor market. Their argument ignores the reality that
individual employeesin each business meaningfully exercise agreat deal of autonomy: union
membership is optional, union leadership is elected, collective bargaining agreements are
optional, and collective bargaining agreements must be approved by amajority vote among all
employees of abusiness. Therefore, unions typically operate in a manner consistent with
Western understanding of unions -- they represent worker rights. The Congressional Research
Service reports that Vietnamese unions fought hard for workers' rights during the drafting
process of Vietnam’s current Labor Code of 1994. In fact, unions applied so much pressure that
the Government of Vietnam published draft versions of the Labor Code in magazines f or public
review, and when the Labor Code was finalized, the Congressional Research Service noted that
the unions “had scored a number of victories, including the explicit guarantee of workers' right
to strike; the requirement that trade unions be establis hed in al enterprises, not just thosethat are
state-owned; the unionization of foreign-invested enterprises; and the inclusion of provisions

establishing minimum wages, maximum working hours, maternity leave, and overtime pay.” &

Rather than provide substantial arguments concerning Vietnam’ s labor market,
Petitionersrely on spurious arguments to bias the Department’ s eval uation by claiming, “the

Vietnamese Government restricts public information.” °® Y et Petitioners do not cite or provide

%  CRS Report at 10.

%  petitioners’ Comments at I1-2.
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one piece of evidence which would corroborate this claim.®’ Petitioners further claim that the
lack of public information regarding Vietnamese labor conditions “ evidences the absence of free
market forces in the Vietnamese labor market.”®® However, this assertion is tantamount to
presuming guilt. In essence, Petitioners are arguing that in the absence of evidence, itis
reasonabl e for the Department to presume that Vietnam is guided by non-market principles.
Petitioners have not provided any evidence which would support or corroborate this assertion
because no such information exists. The reports which do exist from such sources as the World
Bank, the IMF, the ADB, and the UNDP instead focus on poverty, development, and

urbanization which is no shock because Vietnam s, after all, adeveloping country.

Petitioners use Vietham' s standing in the ILO to support their assertion that Vietham's
labor market islimited. They state, “...Vietnam'slimited progressin the labor rights arenais
also demonstrated by its unwillingness to ratify International Labor Organization (“1LO")
Conventions on collective bargaining, freedom of association, and protection of the right to
organize” and note that “Vietnam’ s ratification of only three of the eight fundamental ILO
Conventions placesit in the company of other devel oping nations such as Somalia, China, and

Afghanistan.”®® However, acloser examination yields the following:

57 Seeid. Stating that some reports rely on information that is often compiled by the government in no way entails
that the Government restricts public information. If that were the case, it ishighly likely that the ILO or the State
Department would note this in one of their reports, but they have not done so. SeePditioners Commentsat |1-2.

% petitioners’ Comments at I1-3.

% Ppetitioners’ Comments at I1-7.
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Table2: Ratificationsof ILO Core Conventions as of October 11, 20027°

Forced Labor Freedom of Discrimination Child Labor
Association

Con.29 | Con.105| Con.87 | Con. 98 | Con. 100 | Con. 111 | Con. 138 | Con. 182

Armenia

Myanmar

Oman

United States

Vietnam

India

Malaysia . X

Indonesia

- Indicates ratification of this convention. Each core convention (e.., forced labor) has 2 conventions
X Indicates that the country has denounced this convention.

The United States has not ratified all conventions regarding the freedom of association and
collective bargaining, €limination of forced and compulsory labor, elimination of discrimination
in respect to employment and occupation, and abolition of child labor. The United States’
ratification of only two of the eight fundamental ILO Conventions placesit in the company of
Armenia, Myanmar, and Oman. Under Petitioners’ logic, then, isit reasonable to conclude that
Somalia, China, and Afghanistan have better [abor rights than the United States? Of course not.

The sameistruefor Vietham. Under its charter, all ILO members agree to adhere and promote

® 1f non-ratification of core conventions is indicative of non-market oriented labor practices thenhow aeweto

interpret Malaysia's denouncement of a core convention? See |LO, Ratification of Core Conventions(October 11,
2002) (available at http://webfusion.ilo.org/public/db/standards/normes/appl/appl-ratif8conv.cfm?Lang=EN).
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the eight core conventions, regardless of whether the countries have ratified them. ** Ratfication
only indicate that a country agrees that the convention islegally binding (i.e., the govermment of
that country could become legally liable for damages).”? Moreover, according to the ILO
website, no complaint has been filed against Vietnam under the Freedom of Association and
Collective Bargaining conventions of the ILO.”™ Conversely, market economy countries like

Japan, Peru, Taiwan, India, and Mexico currently face complaints.

To be clear, however, Vietnam is still awork in progress and suffers from some
problems. While Petitioners would like the Department to believe that Vietham's p roblemsstem

from some insidious effort to maintain state control, "

the CRS report and other U.S. government
officials have noted that Vietnam is working with the U.S. Department of Labor and the ILO to
improveits labor markets.”® Sincejoining the ILO, Vietnam has worked closely with the ILO,
and currently there are 24 ongoing projects with the ILO, some of which deal with the

fundamental ILO principles.”® Moreover, Vietnam drafted its Labor Code with input from the

" SeeVirginia Foote, President of the U.S.-Vietnam Trade Council, “ Testimony Before the Subcommittee on
Trade of the House Committee on Ways and Means” (Jul. 18, 2002) (available at
http://waysandmeans.house.gov/trade/107cong/7 -18-02/7-18foote.htm). See dso CRS Report at 6.

2 CRS Report at 6.

™ 1LO, Cases of the Committee on the Freedom of Association (available at

http://www.ilo.org/il olex/english/caseframeE.htm).

" Petitioners claim that the implementation is left to local Communist Party organizations. Thisis however,a

gross mischaracterization of the source to which Petitioners cite, which already states that implementation is the
responsibility of local governments. Petitioners’ Comments at 11-5, n.14.

S Christopher Lafleur, Acting Assistant Secretary for East Asian and Pacific Affairs, “ Testimony Before the
Subcommittee on Trade of the House Committee on Ways and Means” (Jul. 18, 2002) (available at
http://waysandmeans.house.gov/trade/107cong/7 -18-02/7-18l afleur.htm); Seeaso CRSreport at 9.

6 CRS Report at 8.

-26-



ILO."" Therefore, Petitioners are again off base when they claim that rights “easily granted and
easily amended may be easily withdrawn.” ® Although Vietnam suffers from alack of technical
expertise because it is adeveloping country, Vietnam does not suffer from alack of effort. Its
cooperation with various groups like the ILO haslead to tangible results. The CRS notes that
Vietnam' s drafting of laws has been “improving in recent years.” ”® It should also be noted that
the mere fact that Vietnam amendsitslawsis highly indicative of Vietnam’ sintense efforts and

serious commitments to devel op a healthy market-driven labor market.

Recent developments are also highly promising. The CRS notes that grass-root unions
and labor associations are forming and that some of these unions “have been effectivein
improving working conditions.”# Occupational unions, which possess more independence than

trade unions, are forming and establishing global ties by joining international unions.®*

Vietnam’sintensive efforts have culminated in alabor market that is driven by market
forces, and therefore satisfies the Department’ s standard. The neophyte status of Vietham’'s
labor market does not differ from Russia’s situation where the Department noted that the lack of

unions was not indicative of non-market orientation but resulted from the continuing evolution of

" CRS Report at 9.

"8 Anything is a possibility, but it is particularly interesting that petitioners do not provide acite or any such
example of occurrences where rights have been repealed. The fact that Vietnam has had to amend laws indi cates
that Vietnam is still awork in progress. See Petitioners’ Comments at 11-5.

"  CRSReport at 6.

8  CRSReport at 16.

8 CRSReport at 13.
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the collective-bargaining process in Russia.®> The Department should also note that recent

reportsindicate that “increasingly competitive markets for skilled labor is helping” to fuel the
development of amore-market oriented labor environment.®® A substantial body of literature
like the CRS Report and various World Bank papers note that VVietnam is on theright track in
terms of significantly raising its labor market, where, “since Vietnam moved away from central

planning, market forces have played an increasingly important role in determining wages.” 8

82 The Department noted that the downward trend in union membership reflected more the lack of effectiveness of

unionsin Russia. Similarly, Vietnam’s low union membership also reflects Vietnam’s lack of experience with
collective-bargaining agreements. See Russia Determination at 10 (internet pagination).

8  CRSReport at 15.

8 U.S. Department of State, Bureau of Democracy, Human Rights, and Labor, Vietnam Country Reports on

Human Rights Practices - 2001 at 19 (March 2002) (“Human Rights Report”) (available at
www.state.gov/g/drl/rls/hrrpt/2001/eap/8384pf.htm).
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1. FACTOR 3: FOREIGN DIRECT INVESTMENT ISBOTH PERMITTED AND
ENCOURAGED IN VIETNAM

Asthe Department essentially noted in the Kazakhstan determination, it ishard to argue
with success.®® Although Petitioners attempt to downplay Vietnam'’ srelatively high inflows of
foreign direct investment (“FDI") in the early and mid 1990s as a symptom of the newness of
Vietnam' s financial market, they ignore the simple fact that foreign investors do not invest in
markets where they cannot control their investment.®® Asrational market actors, investors
possess the most incentive to protect their investment, and therefore, the attraction of high
investment inflows strongly indicate the openness and health of amarket. Therefore, Vietnam
could not have attracted foreign investment without it being sufficiently liberal, afact which
Petitioners even acknowledge when they cite an observation by the United Nations Conference
on Trade and Development: “economies that have been relatively isolated from international
capital flows and have recently opened up may... get a substantial wave of FDI” (emphasis
added).?”

Before discussing Vietnam’ sinvestment climate, it isimperative to distinguish between
licensing procedures and actual prohibitions on investment. Licensing requirements are largely

regulatory in nature, though they can sometimes present bureaucratic obstacles to investment.

8 The Department noted that “Kazakhstan’s relatively high level of FDI is a strong indicator that the GOK
effectively enforces {foreign investment} laws at the national level and actively encourages foreign investment.”
See Kazakhstan Determination at 9 (internet pagination).

8 Vietnam's success at attracting foreign investment is not in question here. Even Petitioners do not dispute
Vietnam’ s accomplishment in this respect, though they do try to attribute the underlying reasons for it to exogenous
factors (i.e., investors like the fact that Vietnam’'s market is new). See Petitioners' Comments at 111-8.

8 See UNCTAD, World Investment Report: Benchmarking FDI Performance and Potential (Chapter 2) a 23
(Sep. 2002) (available at http://www.unctad.org/WIR/pdfs/full WIR02/pp23-36.pdf) (“World Investment Report
Chapter 2”).




However, licensing requirements are common and utilized by many market-economy countries.
For instance, aswe noted in our prior submission, the Malaysian government reviews all
investment proposals to see if these investments are consistent with their strategic and social
policies. Malaysia pays particular attention to manufacturing projects and reviews whether
foreign investment is consistent with the “ Second Master Plan.” %8 Moreover, other countries,
both developed and devel oping, use licensing procedures, including Russiaand K azakhstan.®® In
each case, the Department nonethel ess treats these countries as market economies. Vietham’s
government review is no more burdensome.

Actual prohibitions on investment include equity limits, negative lists (i.e., lists of
industries where investment is not allowed), and land controls. Investment prohibitionstend to
guarantee that domestic businesses will be able to survive against large multinational companies
and are therefore more common among developing countries. Equity limits are the least severe
of the two prohibitions mentioned as they allow for some investment in protected sectors.
Malaysiais alarge user of these limits-- numerous sectors are affected by equity restraints

including all businesses that export, tel ecommunications companies, shipping companies,

forwarding agencies, and insurance companies.”® Negative lists are also more often used by

8 U.S. Commercial Service, Malaysia: Country Commercial Guide at Chapter 7 (2002) (“Malaysia Country
Commercia Guide”) (available at http://www.usatrade.gov/Website/ CCG.nsf/CCGurl/ICCG-MALAY S A2002-CH-
7:-006E009A).

8 Russia Determination at 14 (internet pagination); see aso U.S. Commercia Service, Kazakhstan Determingtion
Country Commercial Guide at Ch. 7 (2002) (available at http://www.usatrade.gov/website/ CCG.nsf/CCGurl/CCG-
KAZAKHSTAN2002-CH-7:-004C034F).

% Malaysia currently employs the following equity limits:

for projects exporting from 51 - 79 percent of output, majority foreign ownership of up to 79 percent is
permitted;

for projects that export between 20 percent and 50 percent of output, 30 percent to 51 percent for dgn
ownership is alowed;
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countries still in the difficult process of development, including Malaysia, Indonesia, the
Philippines, Russia, and K azakhstan where foreign i nvestment is not allowed in utilities®® Land
controls are also used by developing countries to protect domestic economies. However, land
controls do not restrict investment or investor autonomy. Rather, they merely ensure that all
domestic land cannot be purchased by more liquid foreign investors. Developing countrieslike
Indonesia, Malaysia, and the Philippines all prohibit foreigners from owning land. In each of
these countries, foreigners are only allowed to lease land.*

Such regulatory controls on investment fulfill alogical and economic purpose. While
economists have long understood the benefits of foreign investment, economists now note that
foreign investment also comes at a cost for devel oping countries. The severity of the costs can
be immense and is dependent on government efforts to regulate the country’ s investment climate.
Foreign investment can |lead to “ short and long-term financial fragility” unlessthe “developing

country governments{ control} (@) the timing of the FDI; (b) the total amount of FDI; aswell as

for projects exporting less than 20 percent of output, maximum foreign ownership is 30 percent;
allowable foreign ownership in telecommunications firms range from 30 percent to 61 percent, although
the government requires that foreign equity to be reduced to 49 percent after five years; and
allowable foreign ownership is 70 percent in shipping companies (up from 49 percent), 49 percent in
forwarding agencies (up from 30 percent) and 51 percent in insurance companies (up from 49 percen).

See Malaysia Country Commercial Guide at Ch. 7.

9 U.S. Commercia Service, Russia: Country Commercial Guide at Ch. 7 (2002) (available at
http://www.usatrade.gov/Website/ CCG.nsf/CCGurl/CCG-RUSSI A2002-CH-7:-00362231); see also Kazakhstan
Determination at 9 (internet pagination).

92 See each country’s respective Country Commercial Guide (2002) (available at

http://www.usatrade.gov/website/ CCG.nsf?OpenDatabase). For more information on Russia’ s land use rights, see
Russia Country Commercia Guide. See also Kazakhstan Determination at 9 (internet pagination). Land userights
in Vietnam are discussed in section IV.
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(c) the selection of large projects by multinational s.” 9 Failure to regul ate investment inflows
can lead to a“ potentially disruptive force that can offset any domestic or external goals” and
create asolvency crisis.”* The effects of such afailure areimmense; economists point to the
Asian financial crisis as an example of the del eterious effects of unfettered foreign investment.®
Thus, such policies as limiting the equitization of foreign-invested enterprises (“FIES’) in the
nascent stock market make sense in order to mitigate the potential damage of investors who
rapidly sell off their investmentsin the midst of afinancial crisis.®

Petitionersignore the fact that Vietnam’sinvestment climateis no different from other
developing countries nor isit inconsistent with rational economic theory, and instead
mischaracterize Vietnam by arguing that individual restrictions are indicative of the overall
investment climate. Y et, Petitioners do not effectively account for the fact that Vietnam’'s
developing country status necessitates some controls on foreign investment. More importantly,
Petitioners in no way distinguish Vietnam’ sinvestment environment from those of its market -
economy neighborslike Indonesia, Malaysia, or the Philippines, all of whom subject foreign
investment to comprehensive review, export -requirements, negative lists, land controls, and/or
equity limits. Consider Petitioners argumentsindividually:

= TheMinistry of Planning and Investment reviews investment proposals and issues
investment licenses;”’

9 Ajiit Singh, University of Cambridge, Foreign Direct Investment and International Agreements: A South
Perspective (Oct. 2001) (“ Singh, FDI") (available at
http://www.southcentre.org/publications/occasi onal/paper06/occasi onal 6. pdf).

% |d. at 8.

% 1d

% E|U, Country Commerce Vietnam at 22.

97 Petitioners Comments at I11-5.
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»  Certain sectors of the economy have export -requirements;*®

= Vietnam restricts the form of foreign investment to only 100 percent FIEs and joint-
ventures among other forms;*® and

= Vietnam is considering restricting investment in industries like law, banking, mining,
aviation, telecommunications, electricity, and oil.*%°

On their face, none of these arguments presents any rational reason as to why the Department
should not grant Vietnam market-economy status when numerous other market economies
possess similar or even more stringent investment regimes. Aswe noted in our prior
submission,'®* Indonesia, Malaysia, and the Philippines, all possess similar restrictions. For
instance, Malaysiaregulates its investment market by requiring “most existing foreign-owned
manufacturing firms... to export a certain percentage of their production,” imposing the
aforementioned equity limits, subjecting investment proposals to the previously described

102 \when Vietnam’ s investment

licensing process, and maintaining an extensive negative list.
climateisviewed initstotality, it becomes evident that not only is Vietnam no different from
many other developing countries with market economies, it isin many cases better. Whereas

Malaysiais known asa“comparatively illiberal investment regime,” 1> Vietnam has been

% |d. atll1-5to 111-6.

% |d. at l11-3to 111-4.

100 14 at 111-7.

101 Government of Vietnam (“GVN") Comments at 43-47.
102

See Malaysia Country Commercial Guideat .

193 gingh, EDI at ix.



praised as having “ one of the most liberal foreign investment codes of any developing nationin
the world, let alone Southeast Asia.” %

Moreover, Vietnam has aready addressed and continues to address these restrictions.
Under the US-VN BTA agreement, Vietnam has agreed to remove export -requirements and to
open restricted sectors, including banking, telecommunications, and distribution, to foreign
investment. Vietnam has already reduced its licensing requirements and streamlined the
process.'®® Despite Petitioners' claim that foreign investment is restricted in oil, multinational
oil companies like British Petrol, Petronas Cargali, Lundin Oil (Sweden), Korean National Qil,
Anzio Pte. Ltd. (Australia), Conoco, Geopetrol, and Gazprom (Russia), among numerous others,
currently invested in Vietnam’s oil sector.’®® British Petrol isalso activein Vietnam's
burgeoning natural gas sector.*®” In fact, the IMF notes that British Petroleum and Amocojust

completed a$1.4 billion oil and gas project and “two other projects totaling $1 billion.” 1%

%4 Thomas R. Stauch, International Lawyer, The United States and Vietnam: Overcoming the Past and Investing in
the Future at 7 (Winter 1994).

195 |MF, Second Review at 30-32; see dlso Asian Development Bank, Vietnam: Asian Development Ouitlook 2002
at 2 (2002) (available at http://www.adb.org/Documents/Books/ADO/2002/V | E.asp). The IMF report also indicates
that Vietnam pledged to remove or reduce the business licensing requirements for an additional 50 sub-ssctorsby
the end of 2001.

1% Trade Partners UK, Qil, Gas, Refining and Petrochemical: Vietnam Profile (Oct. 1, 2001) (available at
http://www.tradepartners.gov.uk/oilandgas/vietnam/profile/overview.shtml). In fact, the IMF notes that British
Petroleum and Amoco just completed a $1.4 billion oil and gas project and two other projects “totaling $1 billion.”

197 Vietnam Oil and Gas Expo, BP agrees to Statoil gas stake sell off (available online at
http://www.cpexhibition.com/offshore/news6.htm).

1% \MF, Second Review at 47-48.



Not only do Petitionersfail to present any compelling arguments regarding Vietnam’'s
investment climate, Petitioners also resort to simply outrageous and |u dicrous claims 1%
Specifically, Petitioners note that in previous market economy determinations, the Department
found that recently graduated countries “permitted virtually all forms of foreign investment” and

list two examples: joint ventures and wholly -foreign owned companies.**°

Petitionersthen argue
that foreign investmentsin Vietnam “are limited to four major types: wholly -owned companies,
joint-ventures, business cooperation contracts, and build-operate transfer projects.” *** The
obvious question is how doesthis constitute alimitation? Foreign investors can chooseto run
their own business (wholly -owned business), create a partnership (joint-venture), enter into
revenue-sharing contracts (business cooperation contracts), or invest in infrastructure projects
(build-operate transfer projects). These four forms of investment grant investors enormous
freedom to operate in an autonomous manner in the business environment. Foreign investorsare
able to judge risk and return and choose their investment form accordingly.

Moreover, while Petitioners claim that the predominance of joint ventures (which they
overstate in any event -- see further discussion below and in Factor 4) isindicative of a
restrictive investment climate, in reality, the popularity of the joint-venture form reflects sound
business judgment by foreign investors. Sinceit only started market reformation in 1986,
Vietnamisarelatively new market. To hedge against risk, it makes sense that foreign investors

would want Vietnamese part ners to navigate an unfamiliar business environment in theinitial

109" Another exampleisthat Petitioners claim that land can be reclaimed at any time. Thisistrue of any country -
governments can expropriate land. However, the U.S. Commercial service reportsthat no instances of expropriation
have been reported in Vietnam, a point which Petitioners conveniently omit. SeePdtitioners Commentsat I11-4.
110 petitioners’ Comments at I11-1.

11 petitioners: Comments at 111-3.



years. Asforeign investors become more familiar with the country, one would expect investors
to prefer the wholly -owned FIE investment form. And thisis precisely what has occurred in
Vietnam as “foreign investors are now opting more often for 100% ownership,” which also
reflects the fact that foreign investors have agreat deal of confidence in the stability of the
market in Vietnam.*? Furthermore, many foreign investors who initially choose the joint-
venture form are now buying out their partners to form 100 percent owned FIEs. '3

Despite Vietnam’ s substantial successin creating aliberal and attractive investment
climate we admit, there have been setbacks. Petitioners correctly notethat FDI commitments
have suffered since “Vietham initially attracted awave of foreign investment in the early and
mid-1990s.” However, Petitioners appear to attribute most of the downturnin FDI to alack of
reforms, ignoring the fact that there is unequivocally a global economic slowdown that will
naturally cause aslowdown in FDI, especially in developing countries.*** The World Bank, in
particular, notes, “Unfortunately, as{ Vietnam’s} “internal drivers’ of development have been
strengthening, the global context has worsened dramatically... therefore Vietham' s short term

outlook isworse than ayear ago.” **> While Vietnam' s rankings on the Growth and Current

12 E|U, Country Commerce Vietnam at 16.

13 1d. at 18.

114 petitionersindirectly acknowledge this by stating that FDI inflows have sunk “in part” because of regulatory
restrictions, they ignore the fact that the “other part” in this equation is infact the mog sgnificant part -- thegobel
economic slump. See Petitioners’ Comments at 111-9. It isalittle disingenuous for Petitioners to blame FDI
declines on Vietnam when worldwide FDI inflows in 2001 fell to “less than half the 2000” figure. S2UNCTAD,
World Investment Report: Opening Statement at 1 (Sep. 2002) (available at
http://www.unctad.org/WIR/pdfswir02_os.en.pdf). Under thistype of framework, one could argue that the United
States economic slowdown is also the fault of failed government policy (eq., itsfalure to sufficiently regulate the
investment bank market or accounting institutions).

115 world Bank, Vietnam Development Report 2002: Implementing Reforms for Faster Growth and Poverty
Reduction at 1 (2002) (“World Bank Vietnam Development Report”) (available at
http://www.worldbank.org.vn/data_pub/reports/Bank1/rep34/vdr2000.htm)
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Competition Indexes dropped in 2001, so did most other developing countries. Consider that
Vietnam' s drop was mirrored by most other developing countries like Indonesia and Venezuela,
and that Vietnam still received a higher ranking than Russia on the Growth Competitiveness
Index (60th for Vietnam as compared to 63" for Russi a). Similarly, in another index created by
the Heritage Foundation, Vietnam’s overall economic ranking placesit in company with
Venezuela, Indonesia, and Russia - all market economies*®

While these types of indexes are of limited usein determining the absol ute conditions of
acountry’s business environment, they do prove useful in a comparative sense, and thus, itis
important to note that both of these indexes place Vietnam in the company of other developing

countries that are market economies.**’

So, when Petitioners argue that there are“ deficienciesin

the investment climate,” it isimperative to consider what measures Viethnam has enacted to

correct these shortcomings.**® As noted above and in our initial comments, Vietnam has enacted

major legislative changes within in the past two years aimed at further liberalizing the investment

environment and promoting private sector growth. Numerous international aid organizations

have praised Vietnam’s continued improvement, including the World Bank which notes:
Overall, the economic outlook for Vietham continuesto improve.

The adoption and implementation of a phased program of specific
reform measuresin early 2001 -- in trade policy, private sector

116 The Heritage Foundation, The Index of Economic Freedom: Global Distribution of Economic Freedom (2002)
(available at http://www.heritage.org/resear ch/features/index/2002/world.html).

17|t isimportant to note that the Growth and Current Competitive | ndexes account for numerous factors which are
not directly afactor under consideration in this determination. For instance, the Current Competitive Index mainly
examines “an economy’ s effective utilization of its current stock of resources.” It stands to reason that |ow-income
developing countries with alarge working population will always score low on thisindex, not necessarily because of
government policy or market orientation, but because the country is poor. See Jffery Sachs Michad Porter, and
John McArthur, Executive Summary: Competitiveness and Stages of Economic Development (available at
http://www.cid.harvard.edu/cr/pdf/ GCR0102%20Exec%20 Summary.pdf).

18 petitioners’ Comments at 111-8.
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development, banking, state-owned enterprises... and the

Government’ s announcement of a master-plan on public

administration reform and legal system devel opment has improved

business sentiments significantly, and put Vietham on a healthier

mediumterm growth trajectory... A renewal of foreign investor

interest isalso evident. Therisein ratings of Vietnam by various

foreign rating agencies confirm that foreign perceptions about

Vietnam have improved too.!
Vietnam’s progressis also reflected in the improved ranking in the United Nations Conference
on Trade and Development’s (“UNCTAD”) World Investment Report where Vietham climbed
from the 53" to the 20" most successful country in attracting foreign investment.*?° Vietnam's
index value of 2.0 indicatesthat Vietnam has been able to attract roughly double the amount of
FDI than one would exp ect based onits global share of GDP. Asthe UNCTAD noted,
“{ countries with an index value greater than one} may have exceptionally regulatory regimes, be
very well managed in macroeconomic terms, or have efficient low-cost business
environments.” *2*

Additionally, the bilateral trade agreement with the United States and the ASEAN Free

Trade Agreement (“AFTA”) further integrate Vietnam into the global economy and commit it to
continued reform. Under each of these agreements, Vietnam has committed itself to massive
trade and investment liberalization and improving transparency in its regulatory framework by

issuing “advance notice of all forthcoming regulations and decrees, to publish these documents

and make them available, and to provide specific contact points within the bureaucracy for

119 World Bank, Vietnam Economic Monitor at 3 (Spring 2002) (“World Bank, Vietnam Economic Monitor”)
(available at http://www.worldbank.org.un/whais_new/monitor.pdf).

120" Government of Vietnam submission at 48. Seeaso UNCTAD, World Investment Report: Vietnam - Country
Fact Sheet (Sep. 2002) (available at http://www.unctad.org/wir/pdfs/wir02_fs.vn.en.pdf).

21 World Investment Report Chapter 2 at 23.



obtaining further information.” **> Moreover, Vietnam has enacted commitments under AFTA
ahead of schedule. '

Dueto Vietnam'’s significant economic integration into the global economy, Vietnam
possesses a massive incentive to continue devel oping its burgeoning market economy, especialy
inregard to foreign investment. The share of industrial GDP attributable to private enterprisesin
general, and FIEs specifically, has risen dramatically within the past five years.*** Moreover, the
inflows of foreign investment have increased generally. Both of these factsillustrate that
Vietnam is on the right path and that to continue developing, it needs to remain committed to
further reform.

Indeed, many international organizations, most notably the IMF and the World Bank, tie
funding to continued reforms.**® Thus, Vietnam has worked hard to pass effective reforms and
continuesto do so. Although Petitioners deride the Law on Competition, it should be noted that
Vietnam isworking with the UNDP and UNCTAD to enact an effective law.'®® Therefore, the
fact that the Law on Competitionisin itsfifth iteration is a positive sign that Vietnam isindeed

working to get it right.

122 F|U, Country Commerce Vietnam at 16.

123 world Bank, Vietnam Development Report at 39-40.

124 One would expect the most notable gainsin the industry sector for two reasons: 1) Vietnam is a primarily an
agrarian economy whose agriculture sector is aready predominated by the private sector; and 2) developing
countries with underdeveloped industrial sectors tend to draw foreign investors because industria projects tend to
have higher rates of return. See GVN Comments at 60, Table 4 to see percentage share of industrial GDP. Sedo
further comments herein concerning Factor 4.

125 McKinley Vietham Question has Changed.

126 Development Governance, UN Helps Competition L aw (Sept. 18, 2002) (attached to Petitioners Comments at
Exhibit 3-2).




When Vietnam is understood in the context of a developing country with a substantially
liberalized investment climate, comparable to many of its neighboring developing countries who
aready have market economy status in the eyes of the Department, Petitioners’ attempt to
characterize Vietnam as an unfriendly and restrictive environment for foreign investorsis
without merit. Though Vietnam'slegal framework is still awork in progress, it should be noted
that the Department’ s standard does not require a fully developed and completely open
investment climate. Assuch, Vietham’sinvestment environment iscomparableto that of Russia
and Kazakhstan and is consistent with other market economies. Therefore, it becomes quite
clear that the Department should consider Vietnam' sinvestment environment to be market -

oriented asit allows foreign investors autonomy in choosing and overseeing their investments.



V. FACTOR 4: OWNERSHIP AND CONTROL OF THE MEANSOF
PRODUCTION ARE LARGELY IN THE HANDS OF THE PRIVATE SECTOR

Petitioners make much ado about Vietnam’ s socialist leanings, so much asto suggest that
under such a system the Government by definition owns and/or controls the means of
production. But, as stated in the introduction, thisisjust Cold War bluster. Whileitistruethat
Vietnam appreciates the socialist philosophy and its objective of maximizing social welfare, the
Government of Vietnam has long understood that only a market-based economy will enablethe
country to achieveits ultimate objective, i.e. “to make peoplerich and the country strong,” and to

have democracy, social progress, and an equal society.**’

Rhetoric aside, however, the Department generally compares economic reformsin an
allegedly NME country to the functioning of other market economies, taking into account that
“market economies around the world have many different forms and features.” 2 Thus, the
Department should compare Vietham's economy with countries for which NME status was
recently revoked, as Petitioners argue, and al so those countries that have long been treated as

having market economies.

In addition, the Department should take into account the differences among Vietnam's
economy and those of many Eastern European countries, specifically the fact that Vietham’'s
industrial sector is comparatively under-developed, increasing the importance of its numerous

household businesses, individual s engaging in business and manufacturing activities, and small

127 Vietnam’ s Constitution, Article 16.

128 K azakhstan Determination at 5; see dso Poland Determination at 22.
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farmersin Vietnam, the combination of which account for a significant share of the current

economy.1?°

Thisis particularly important given that the pending and rumored antidumping cases
against Vietnam (frozen fish fillets and shrimp, respectively) involve the agriculture sector.
Thus, the Department should consider the economic reformsin this sector just as heavily —if not
more so -- asthose in the industrial sector, rather than ignore them as Petitioners effectively

propose.

Finally, it iscritically important that the Department not be confused by Petitioners
misleading arguments as to the policy and efforts of the Government of Vietnam in pursuing
further reformsto institute a market-based economy. The Government’s effortsin thisregard
have been acknowledged by the international community, including the United States. To the
extent Vietnam’ s performance has lagged expectations, the Department must take account of the
difficulties facing Vietnam, such as the Government’ s limited human and financial resources;
global economic downturns that precipitate reductionsin the growth of FDI; falling prices of
strategic export products; and fierce competition from other countries, in both trade and
attracting FDI, especialy thosein theregion (i.e. ASEAN and China). These difficulties have
been discussed in various reports of the World Bank and IMF as adversely impacting Vietnam’'s

economic performance.**

129 For afurther discussion on the Vietnam’s agricultural sector in our GVN’'s Comments at 56-61.

130 World Bank, Vietnam Economic Monitor at 4-14; and see also World Bank, Factor 2, Factor 3, and below.
Vietnam Development Report at 21-30. The World Bank noted that “The Globa Economic downturn ... makesthe
achievement of Vietnam’s goals much more difficult ...” SeeVietnam Development Report at 21.
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A. Reformsin Vietnam Have Succeeded in Largely De-nationalizing the
Economy

The Department should be consistent with the analysis performed in previous cases by
assessing the de-nationalization processin Vietnam based broadly on growth in the private
sector’ s share of the economy, whether such growth comes primarily from newly established
private enterprises and FDI, asin the case of Vietnam, or from privatized SOEs, asin the case of
Russia or most of the former Soviet Union. 3! We also urge the Department to consider
carefully the existence of market-based competition in most of the major economic sectorsin
Vietnam as aresult of the strong presence of the private sector, especialy FDI, in most of the
major industrial sectors, particularly oil and gas, infrastructure, energy and services sectors, as
well asthe high level of import-export activitiesthat link Vietnam to the world economy.

1. The private sector holdsincreasingly higher sharesin Vietnam’s
economy.

Asthe dataset forth in our initial comments demonstrate (and as Petitioners also
admit'3?), SOEs represent about 39 percent of GDP and |ess than 10 percent of employment.
Meanwhile, once accounting for all the various kinds of private businesses -- including farmers
and household businesses, private corporate enterprises, collectives, and FIEs -- the private

sector represents 61 percent of GDP and more than 90 percent of employment.**® (This

131 See Russia Determination at 15-16. See dso Kazakhstan Determination at 12-15. Inthesecages condgtentwith
its previous decisions, the Department assessed the extent of de-nationdization in Russaand Kazakhstan based on
the contributions of private sector in GDP, and not merely with respect to privatization of SOEs. The Depatment
also emphasized that existence of competition from FDI in major economic sectors, including the sectorsin which
the Government till held controlling shares, indicated that market forces were largely governing output and pricing
decisions.

132 petitioners’ Comments at |V-4.

133 IMF, Vietnam Statistical Appendix and Background Notes, IMF Country Report No. 00/116 at 56 (August 2000)
(“IMF Statistical Appendix”) (available online at http://www.imf.org/external/pubs/f+/scr/2000/cr00116.pdf).
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compares favorably to the 60 percent represented by the private sector in Kazakhstan and t he50
percent in Poland when the Department decided to treat those countries as a market

economies.*>%)

In thisregard, the Department should be careful not to rely on the shallow statistical
analysis proffered by Petitioners. They state incorrectly, for instance, that there was “virtually
no progress’ in reducing government control over the economy and that the private sector fell
from 1996 to 2001, accounting more recently for only 48 percent of GDP. Petitioners have
excluded FDI in their analysis, which is by definition a part of the private sector. They try to
downplay the importance of FDI by stating in afootnote that 70 percent of all FDI arejoint
ventures with SOEs, but their information issimply wrong. In fact, there are more than twice as
many 100 percent foreign owned FIEsin Vietnam today than there are joint venture FIEs, and
more than 83 percent of the joint venture companies have more than 50 percent foreign

135

ownership.~*> So, the notion that FDI in Vietnam is subject to Government control is spurious.

In addition, contrary to Petitioners' argument, the private sector in Vietnam al so accounts
for amajority share of theindustrial sector. The private sector held 58 percent of industrial GDP
in 2000, a 12 percent increase from the 52 percent share held by private companiesin 1997,% of
which the domestic private sector -- mostly households and private corporate sector —hddmore

than 22 percent.

134 K azakhstan Determination at 10. See also Poland Determination at 22.

135 See Report from the Vietnam Ministry of Planning and Investment (“MPI”) on Total FDI in Vietnam classified
by forms of investment (updated to August 30, 2002) (“MPI Report”) (attached as Exhibit 6).

136 IMF, Statistical Appendix at 63.



In addition, though Petitioners correctly identify that the private domestic sector sharein
GDP fell between 1996 to 2001, this reduction was not the result of government intervention or
growth in SOEs. On the contrary, it was due to market forces, including (@) the gains made by
FDI® and, critically, (b) the declinein the regional and global economies during this period,**®
and particularly the agricultural pricesthat fell to historically low levels, such asfor critical
export products like rice and coffee.**® GDP, after all, is avalue-based measurement. Any
decline in the prices private Vietnamese farmers can obtain for their exports will obviously
reduce their relative share of GDP. It would beironic, to say the least, for the Department to use
Vietnam’ s declining domestic private sector GDP as a basis for non-market economy status
when such declines were based in part on market influences! Any question of the impact such
factors are having on the domestic private sector is proven by the fact that the share of domestic
private industrial enterprisesinindustrial GDP have grown by a startlin g rate of 20 percent from

1999 through the first quarter of 2002.*4° It is merely unfortunate that the decline in global

137 CIEM, Vietnam’s Economy at Table |1-4 (Petitioners Comments at Exhibit B).

138 The Southeast Asia financial crisis began in 1997 and the overall global economy began its more significant
decline in 2000.

139 CIEM, Vietnam’s Economy, at Table I1.3 and Table I1.4. See also World Bank, Vietham Development Report
2002, at 23-26 and IMF Statistical Appendix at 46-47. The decrease of private sector in GDP during 1997-199was
mainly due to the high growth of FDI (output). During 1997-1999, FDI share in GDP (output) increased by 4.8
percent of GDP, and at the same time, domestic private sector share decreased by 3.6 percent (SOEs share also

decreased by 1.1 percent during this period). The decrease of private sector in GDP during 1999-2001, however,
resulted from the decrease of agricultural output, heavily affected by the historic low price of coffee, tea, pepper,

cashew nut, as well as the decrease of export earnings in general. Though this downturn in export may impactal
economic sectorsin Vietnam, private domestic sector is suffering the most because private sector accounts for

almost 95 percent of agriculture GDP and is more export oriented than SOEs and FDI. (See CIEM Vietnam's
Economy, Tablel.3.) Agricultura decreased as a percentage in total GDP by 2.46 percent during 1996-2001. S
aso World Bank, Vietnam Development Report 2002 at 23-26; IMF Statistical Appendix at 46-47.

140 World Bank, Vietnam Economic Monitor at 5.




demand for Vietnam’ s agricultural exports has contributed to an overall declinein domestic

private sector GDP, notwithstanding gainsin other private sectors of the economy.

Petitioners’ information on the number of private corporate enterprisesis also misleading.
The figure of 35,000 registered domestic enterprises are those that were newly registered
between 2000 and 2001, not the total.*** These additional companies brought the total number of
private corporate enterprisesto 70,000 by early 2002, and, which increased further to 82,000 by
the end of August 2002. 1*? Yet, even this corrected figure excludes the 2 million active non-
farm households, the 4000 collectives, 3,457 FIEs**® and the literally millions of farmers. Asa
result, Petitioners' already relatively low calculation that SOESs account for 7-15 percent of the
total number of enterprisesin Vietnam™** isvastly overstated. Indeed, the World Bank
recoghized that by 1999, in manufacturing activities, there were 1,786 industrial SOES or less
than 2.9 percent of total such enterprises, comparing to 615,453 domestic non-state industrial

enterprises, and 959 industrial FIEs.**°

14114, at 8. The World Bank estimat esthat the number of new enterprises registered was 20,000 in 2001 and 14,000
in 2000.

142 According to the Record of the Ministry of Planning and Investment, by the end of August 2002, the total
registered corporate enterprises was about 82,000. See Submission of the Embassy of Vietham, August 1, 2002.
The World Bank reported that there was about 70,000 enterprises in early 2002, resulting from 21,000 new
enterprises registered in 2001. See World Bank, Vietnam Economic Monitor at 8 and 16. The remaining 12,000
was contributed to by new enterprise registered during the first eight months of 2002.

143 See MPI’s Report (Exhibit 6).
144 Petitioners’ Comments at V-3.

145 World Bank, Vietnam's Statistical Appendix at Table 8.1 (available at
http://www.worldbank.org.vn/data_pub/reports/Bank1/rep34/statistic.pdf).
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Further, the Department simply cannot, as Petitioners apparently desire, ignore the small,
household element of Vietham's economy. With respect to agriculture, the Government long
ago de-associated farming collectives and handed land and the means of agricult ura production
over to individuals and household farmers. The Government’ srolein the agriculture sector has
fallento only 5 percent. Thereformsin this sector have lead to impressive economic
achievements, such that Vietnam now holds a permanent position among the world leaders of

rice, coffee and peppers.4

Asfor the non-agricultural sector, there are 2 million household businesses that are not
registered under any corporate formslisted under the Law on Enterprise, but their business and
right of ownership are recognized by the law™*’ and they represent at least 13 percent of
industrial GDP.}*®  Many of these businesses are being converted to registered corporate
businesses, reflecting their legitimate role in the economy. Of the 2.5 million non-farm
household businessin Vietnam in 1999 plus the new household businesses registered since

then,*° about 30 percent were converted into various business corporate forms by 2002.*%°

146 World Bank, Vietnam Agricultural Price Risk Management at 12, 48 available at
http://www.itf.com/prisk.org/documents/documents_database/vietnam.pdf.

147 Those household and individual business previously registered under Decree 66 of the Government (previously
called Council Ministers) (1992) and presently under Decree 02/2000/ND -CP dated Feb. 18, 2000 on Business

Registration. The ownership rights of households business are guaranteed under the Constitut ion, Artides15and
22, and the Civil Code at 6.

148 |MF, Statistical Appendix at 63.
149 UNDP, Non-State Business Sector and Job Creation at 12.

150 World Bank, Vietnam Economic Monitor at 16
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The Department has never taken the slow privatization of SOES as a determin ativefactor
in its consideration of acountry’seconomic status. Rather, the Department looks at the private
sector as awhole, whether it results from the registration of new private companies and FDI or
from privatization of SOEs™ Indeed, the Department noted in the K azakhstan decision that
while privatization of SOEsin Kazakhstan was slow and SOEs remained active in various
economic sectors, it did not indicate a misallocation of resources where those SOEs are subject

to market forces in the form of competition from the domestic private sector and FDI.*?

The process of privatization of SOEsin Vietham is nevertheless partly misstated by the
Petitioners. First, it isnot due to Government policy that privatization of SOEs has been slow.
Asdiscussed inour initial comments, since 1998 the Government has adopted a policy to subject
all SOEsto the equitization process,*>® except those that are explicitly set forth by law to remain
under the Government’ s full ownership. Asdiscussed in our initial comments, the various
Government effortsinclude improving legislation, reducing administrative procedures, setting up
acentralized committee to streamline the transformation of ownership of SOEs, and providing
newly equitized SOEs with various tax incentives and restructuring assistance.*** To speed up

this process, the Government adopted a five-year SOE reform plan in March 2001, with annual

151 K azakhstan Determination at 14. In this cases, the Department |o oked a private sector share of GDP, without
separating whether such shares came from privatized SOEs, domestic private sector, or FDI.

152 K azakhstan Determination at 14.

153 See GVN's Comments at 62-64. See also Decree No. 44/1998/ND-CP of the Government dated Jne29, 1998
on Equitization of SOEs.

154 GVN's Comments at 62-66.



targets specified for 2001-03.**® According to this plan, approximately 1,800 out of the current
5,500 SOEswill be subject to enterprise-specific reform measures, mostly through equitization
(1,400), divestiture (140), or liquidation/closure (220).*® The Government’ s policy to equitize

many more SOEs and to speed up this process was al so acknowledged by Petitioners.*>’

Note also that the reduction of SOEs from 12,000 to 5,500 resulted from the
Government’ s efforts to restructure SOEs, and liquidate others.™®® However, since SOEs are
granted with substantial autonomy, equitization of SOESs must be agreed first by the SOES’
management and employees.”° In addition, and again notwithstanding Petitioners’ assertionsto
the contrary,*®° all SOEs by definition under the Law on State Enterprises of 1994 are now
organized under the form of limited liability companies. They are, therefore (as the UNDP has
noted), separated from those ministries that once literally operated them. The transformation of
SOEs to private ownership has been progressing since 2000. More than 550 SOESs were
equitized and otherwise privatized from January 2000 to August 2002, which ismorethan 1.5
times the total number of SOEs previously equitized.®* In contrast to Petitioners’ allegation,*®?

most of the equitized SOEs have majority private sharehol ders.*®?

155 IMF, Statistical Appendix at 32.

%6 IMF, Statistical Appendix at 32.

157 petitioners’ Comments at 1V-4.

1%8 See GVN's Comments at 62, citing the UNDP's comment that the reduction of SOE sfrom 12,000to about 5500
was due also to liquidation of SOEs, not just restructuring as argued by Petitioners.

159 petitioners’ Comment at 1V-4-5.
160 petitioners’ Comments at |V-4-5.

161 Sep GVN Comments at 65.
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The exclusion of certain “strategic” SOEs from the equitization process, or the retention of
the state’ s controlling sharesin major SOEs, is aimed at protecting national security and serving
economic devel opment strategies, rather than the Government’ sintent to control the means of
production. Asdiscussed in our initial comments, most of the SOES that remain under
Government control are in strategic industries such as aviation, telecommunication, electricity,
oil and gas.*®* Although some of them arein trading activities, they mostly involve export of
food and other agricultural and textile products that are, in addition to oil, a main source of
export revenue for Vietnam. Those companies, however, mainly act as export agentsto facilitate
the trading of farm productsin the international market, which obviously may not be carried out
efficiently by family farmers and household businesses. Instead of equitizing those SOEs, as
discussed below, the private domestic sector and FIEs are all granted the right to export most of

these products directly without any license or quota restrictions.®®

Thispolicy isalso designed to diversify the economy and provide affordable utilities and
other infrastructure services to the public, which is essential for the development of Vietnam’s

economy and the reduction of poverty inthe country. With respect to diversification, Vietnam

166

has traditionally been dependent on crude oil exports as a source of revenue, " thus limiting

162 Id

183 For example, in 2001, 178 equitized SOEs out of 246 have sold more than 65% share to private shareholders.
See World Bank, Vietnam Economic Monitor at 17.

164 The World Bank has also acknowledged that a number of SOEs including the General Corporations, i.e the17
state general corporations mentioned in Petitioners’ comments at |'V-6, will remain under government control for
reasons of national security and special (i.e., strategic) interest. See Vietnam Economic Monitor at Annex 2.

185 Exceptions are certain textiles exported to the EU and other countries where quotas areimposed on Vietnam's
textile exports.

186 IMF, Statistic Appendix at 4-7.



growth of the overall economy. Vietnam, therefore, has no choice but to develop its other
sectors where SOEs are important players at present. But, learning from the failed mass
privatizationsin many countriesin Eastern Europe, it may not be wise for Vietnam to subject al
of the essential industrial SOEs to mass privatization while domestic industries are still very
small. At the sametime, investment and development of infrastructure, utilities, roads and
public transportation, are fundamentally important for Vietnam, and SOEs are still viewed as
necessary to provide these services at affordable rates for alarge and relatively poor population
in Vietnam, which may not be available from profit-oriented providers.*®” Thus, instead of
equitizing the current SOEs in those sectors, the Government has encouraged private investors,
including foreign investors, to invest in infrastructure projects, thus, creating market-based,

168

commercial aternativesto entrepreneursin these sector.” (The presence of FDI projects as

market alternatives in these sectorsis discussed in more detail below. %)

The Department made clear inits analysis of Kazakhstan’s market economy status that
where the Government’ s policy isto target particul ar sectors with the purpose of reviving a
depressed market and rejuvenating industrial growth, it should not be viewed the Government

imposing its control over the means of production.*”® The Department has recognized in various

167 \Vietnam's Pillars of Development, Providing Efficient Infrastructure Services at Chapter 5 (available at
http://www.worldbank.org.vn/vn_pillars/privide/provide001.htm). See also the costs of electricity in Vietnam as
compared to other countriesin the region, at GVN's Comments at 75.

188 This matter have also been discussed in many instances in the GVN’s comment and in the above mentioned
discussions on foreign direct investment.

189 For further analysis on energy industry in Vietnam, please see the World Bank's paper: Fueling Vietnam's
Development (1999) (available at http://www.worldbank.org.vn/data_pub/reports/Bank1/rep13/fu001.htm). This
paper provides a deep review of the energy sector in Vietnam, and demonstrates that the presence of FDI in the
energy sector in Vietnam is significant.

170 K azakhstan Determination at 15.
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instances that state control in these natural monopoly or strategic sectors are quite popular in
market economies, including those for which NME status was recently revoked aswell asthose
which were always treated as market economies.*”* Thisis essentially what is happening in

Vietnam, and is clearly misunderstood by Petitioners.*’

Petitioners correctly point out that FIEs may not be listed on the stock market because
they are established as limited liability companies, instead of stock-based companies. The
Government has already called for regulation allowing the transformation of these enterprises
into stock-based companies, making it possible for those companiesto be listed.*”® But, for the
time being, Vietnam is no different from many other devel oping countries whose stock markets

arerelatively undevel oped.

Developing countries face the often paradoxical situation of needing to raise capital and
ensure stability. Over the recent past, more and more devel oping markets have turned to stock
markets as atool for raising capital. While FDI generally allows countries to develop beyond
their savings, aswe noted earlier, it can simultaneously expose a country’ s macroeconomic
174 A

framework to severe exogenous stocks. This problem is exacerbated by a stock market.

developing country with a stock market needsto attract capital but it also needs to ensure that

"1 GVN's Comments at 77-81.
172 petitioners’ Comments at |V-6.

173 IMF, Statistical Appendix at 34.

174 Jason Gottlieb, Suite 101.com and Columbia Law Student, Launching the Phnom Phem Stock Exchange 4:
Justifying Stock Markets (January 28, 2000) (“Gottlieb Justifying Stock Markets”) (available at
http://www.suitel01.com/article.cfm/politics_east_asia/30748).
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this capital can be used effectively over time. In other words, companiesraising money through

astock market need to know that the money raised will stay in the market.

However, asthe Asian financial crisis showed, thisis not always the case. The stock
markets in Thailand, Hong Kong, Malaysia, and Indonesia dived quickly asinvestors pulled their
money out of these economies at arapid pace.'”® In particular, an examination of Hong Kong's
experience provides a useful lesson about small stock markets. At the onset of the crisis, Hong
Kong was the second largest market in Asia, one that was widely acknowledged to operate on
market principles”® The Hong Kong dollar was pegged to the U.S. dollar and Hong K ong was
not cash-strapped.>”” Yet, the value of Hong Kong stock market dropped precipitously over a
four-day period, losing approximately 23%. The drop resulted from avariety of reasons
including western hedge funds which possessed enormous stakes in the stock market and
allowed them to “attack” the market by holding short positions and flooding the market with
Hong Kong dollar by selling assets denominated in Hong Kong dollars. Inthe aftermath of the

stock market devaluation, the secretary general of the UNCTAD stated,

in the absence of broad international consensus on how to curb
volatile capital movements, areasonable degree of flexibility for
measures to deal with inward and outward capital movements
remain essential for national authorities of developing countries.*”®

%5 Martin Khor, director of the Third World Network, Hong Kong Crash: ‘ Objective market forces' at work?
(available at http://www.twnside.org.sg/title/khor3-cn.htm).

178 |d. This experience was also mirrored in other countries like Thailand where some accused George Soros of
massive speculation. See dso Gottlieb, Justifying Stock Marketsat “Thailand.”
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2. The presence of the private sector, including FIEs, in virtually all
major economic sectors, creates strong mar ket-based competition.

Petitioners’ alege that the presence of SOEsin many sectors and its majority sharein
certain natural monopoly sectors|eads to an environment “virtually devoid of competition.” The

evidence proves otherwise.

As discussed above, the dominant and growing private sector in Vietnam places
competitive pressure on non-monopoly SOEs that have no choice but to adjust to market forces.
Whatever criticism Petitioners can level against Vietnam's Party Congress pronouncements or
the slow pace of “privatization,” the data speaksfor itself: the growth of the private sector, with
the help of foreign investment, isforcing all businesses -- including SOES -- to respond to market
influences. Further, in those sectors where SOEs are required to compete with private
enterprises (including FIES) -- i.e,, the majority of the sectorsin which SOEs operate -- they by
definition must operate in accordance with market principles. Asaresult of sharp competition,

many SOEs are operating at aloss.*"®

The competition faced by SOEsinevitably resultsin areduction in the share SOEs
represent of GDP in the industrial sector aswell asin the economy in general, as discussed
above. Evenin traditional state monopoly sectors such as banking, insurance, energy,
telecommunication, infrastructure, oil and gas, SOEs are all subject to tremendous competition,
especially from FDI. Consider the list attached here at Exhibit 7, which providesalist of FDI
projectsin awide variety of industries, including in those industries the Petitioners claims are

monopolized by the state. With the possible exception of the transportation industry, foreign

179 Petitioners al'so recognized that many SOEs are operating at aloss in its comment at |V-8.
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investors have become important players, if not more important than SOES, in most of the

industries traditionally run by the state. For example:

inthe oil and gasindustry, there are 28 FDI projects, with registered capital of US
$3,176,049,881 including exploration, production, distribution and refinery, both
upstream and downstream;

FDI in power generation and distribution includes 8 mega projects, with total
investment of US $1,370,315,018;

in infrastructure development, FDI represents 15 projects, with registered capital
of US $3830,120,015;

in water production and supplies, FDI contributes at least 3 large scale projects,
with total investments of US $330,125,000;

in port construction and operation, FDI represents at least 3 projectsworth US
$125,261,017;

for telecommunication services and equipment manufacturers, FDI represents no
less than 19 projectswith total investment of US $2,363400,448;

in mineral exploitations and production, other than oil and gas, including mainly
coal, gold and various metals, FDI has 6 projects, representing US $339,137,021
in registered capital;

for cement productions, there are no lessthan 5 FDI projects, representing US
$1,385,260,000 in registered capital;

in construction of houses and apartments for lease or sale, there are 20 projects,
representing in US $4,882,366,214 registered capital.

For other industriesin which Petitioners claim that SOEs are suppressing competition in the
domestic market, Exhibit 7 shows:
for sugar production, there are at least 8 FDI projectsin operations with total
registered capital of US $449,721,000;
for textiles and garment industry, there are many, many FDI projects, 16 of which

have more than USD 20 million in capital each, only these 16 projects alone
comprise US $1,661,395,063 in registered capital;



in manufacturing automobile, motorbikes, and sea vessels, there are a'so many
FDI projects, 25 of which have USD 10 million or more invested, the total of
which equals us $1,259,452,680 in registered capital.

Thus, it is obvious that strong competition existsin Vietnam in most economic sectors
and therefore create market-based alternatives that subject SOEsto market forces. Though the
Government may maintain certain policiesto ensure social and public interestsin certain areas,
the significant presence of foreign and multinational companies with strong bargaining powers
subject virtually all industriesto market influence. Indeed, the presence of FDI in strategic
sectors where SOEs would normally hold a monopoly makes Vietham's case far stronger than
that of Kazakhstan. In Kazakhstan decision, the Department concluded that the p resenceof FDI
and private enterprises in the economy subject SOEs in mgjor industries in Kazakhstan to market
forces and provide market based alternatives to SOEs 2 -- though the level of FDI in
Kazakhstan' s economy was far lower than in Vietnam today (cumulative FDI in Kazakhstan was
only about USD 10.4 billion in 2000, compared to at least USD 17.9 billion in capital
disbursement of FDI in Vietnam),'®? and FDI in major industries in VVietnam, other than oil and
gas, is much higher and widespread among industries compared with K azakhstan.*®® Thus, FDI
in Vietnam provides a much higher level of competition than that offered by FDI in Kazakhstan

at the time its economy was deemed market oriented.

180 K azakhstan Determination at 14-15.

181 See EBRD, Kazakhstan Investment Profile at 8 (found at Tab 4 of July 5, 2001 Submission of the Republic of
Kazakhstan).

182 \/ietnam Country Commercial Guide at 92.

183 EBRD, Kazakhstan Investment Profile at 8.



In addition to FDI, SOEs are also subject to competition from foreign companies
providing services, (e.g. construction and construction services, in the form of foreign
contractors), or branch offices of foreign companies (e.g. in banking services, cigarette

manufacturing and distribution), as well as products imported into Vietnam.

In sum, FIEs play an important role across most economic sectors, provide market-based
alternatives to SOEs, and subject SOEs to competition. Thus, the existence of SOEs clearly does

not prevent prices and costs from reflecting market forces.

The performance of the private sector, including FDI, proves not only the presence of
market influencesin Vietnam's economy, but also that the Government’ sreforms are having an
obvious effect. To suggest, as Petitioners do, that Vietnam’ s reforms are “ embedded in the
expectation of continued government dominance” isto ignore the facts. Without the reforms
implemented since the initiation of doi moi, the private sector, including FDI, would never have
reached the numbers apparent today, and would certainly never place competitive pressure on
traditional state monopolies like those discussed above. Petitioners’ citation to general

Government rhetoric that has no basis in fact should simply be ignored.

B. Land reformsin Vietham have provided substanti al private use of land
including therightsto transfer and disposetheland

Vietnamese law essentially providesfor a“bundle of rights’ that arguably mirror western

notions of property rightsin which “land ownership is actually a complex set of relationships
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involving a sometimes bewildering assemblages of rights.” *®* Vietnam’s land laws provide for
theright to use, transfer, convey, lease, sublease land, use land as collateral for loans and other
contractual obligations.*®® Although the land istechnically owned by the state, asis the case
with Israel and Hong Kong, Vietnam'’s land-use rights amount to a de facto private control of
land such that they create areal market. Aswe noted in our first submission, Vietham's
continued effortsto strengthen its land-use right system hasled to anoticeable growth in therea

estate market.

While Petitioners do highlight some problemsin Vietnam’ sland-use right system, it is
important to note that Petitioners do not dispute that land-rights are guaranteed. |nstead, they
note that banks may only value land at 70% of appraised value, that the government may
expropriate land, that a real-estate black market exists, and that the government restricts building
on farmand.*® However, these arguments all assume that a market already exists-- thereisno
need to appraise land if land cannot be bought or sold just asit cannot be appraised if thereisnot
amarket for land. Similarly, Government expropriation necessarily means that individuals have
property rights. While massive expropriation would indeed render property rights, whether land-
use rights or not, meaningless, the U.S. Country Commercial Guide for Vietnam reported no

instances of expropriation.*®” Black markets only exist viadistortionsin the “ official” market,

184 | owa State University, Land Use Series: Rights in Property and L and-use Regulation: Tradition and Tensionsin
a Changing World at 1 (February 2001) (“lowa State University Land Use Series’) (available at
http://www.extension.iastate.edu/Publications/PM 1868C.pdf).

185 GVN Comments at 68-72.
188 petitioners’ Comments at 1V-10 - 1V-11.

187 U.S. Commercial Service, Vietnam: Country Commercial Guide at Ch. 7. (2002) (available at
http://www.usatrade.gov/Website/ CCG.nsf/CCGurl/CCG-VIETNAM2002-CH-7:-0067B8CE).
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and restriction on building on farm land do not differ from zoning law restrictions herein the
United States and other countries.*® Although zoning lawswidely restrict building (most often
restrict commercia development in residential zones), they are not considered to exclude
markets. Rather, zoning laws distort markets. Thus, Petitioners are essentially arguing that

Vietnam’ s land-use right system has problems which distort the market.

Government regulation of property rights are widely thought of asnecessary. The United

Nations policy on land states:

Land...cannot be treated as an ordinary asset, controlled by
individuals and subject to the pressures and inefficiencies of the
market. Private land ownership isalso aprincipal instrument of
accumulation and concentration of wealth and therefore contributes
to socia injustice; if unchecked, it may become amajor obstaclein
the planning and implementation of development schemes. The
provision of decent dwellings and healthy conditionsfor thepeople
can only be achieved if land is used in the interests of society asa
whole. Public control of land useis therefore indispensable...." 1&°

Theland useright regimein Vietnam is simply not an impediment to finding that Vietnam has a
market economy.

188 7oning laws are often cited as examples of police powers. Seelowa State University, Land Use Seriesat 1.

189 sovereignty International Inc. The UN and Property Rights (citing the United Nations policy on land as
established by the Conference on Human Settlements in Vancouver, B.C. in 1976) (available at
http://www.sovereignty.net/p/land/unproprts.htm).
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V. FACTORS5: PRIVATE ENTERPRISE LARGELY CONTROLSALLOCATION
OF RESOURCESAND PRICE OR OUTPUT DECISONS

Petitioners have misstated key factsin arguing that the Viethamese Government directly
and indirectly controls output and price, allocates commodities and resources, and thereby
prevents prices from reflecting market-based demand and supply. Asdiscussed in our initial
comments and here below, Vietnamese farmers, households, and enterprises enjoy independent
decision-making powers for investment, input sourcing, output and pricing for all goods and
service, without government interference. The Government does not impose or enforce any
output targets or alocations, rather it simply sets general goals to oversee the country’s
economic development, which is necessary for mulating economic policies. The scope and
extent of government intervention in price setting is governed strictly by law and is neither
exceptional in market economies nor in excess of the Department’ s standards. Vietnam has also
implemented substantial banking reformsin both itslegal regime and practice such that various
foreign and private banks have been operating actively in competition with state-owned banks.
All banks enjoy extensive business autonomy in allocating capital to the economy, while
overseas financial lenders and domestic self-financing from savings also contribute to capital
allocation but remain outside of the banking system. Such level of banking reform in Vietnam
clearly exceedsthe Department’s standards. As discussed in our initial comments and here
below, these facts are clearly supported by both the law and factual information regarding
Vietnam’s economic development, as officially recognized in Vietnam and acknowledged by

highly respected independent international organizations such asthe IMF and the World Bank.

Indeed, Vietnam’s economic efficiency is evidenced by the strong presence and high

growth of FDI and the domestic private sector in Vietham, the impressive growth of the
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economy, and the economy’s high level of integration into the world market. In theory and as
recognized by the Department, such efficiency could not be achieved with the Government’s

distortive control of prices and allocation of resources.

A. The Government neither directly nor indirectly setsthe price of most goods
Petitioners have misstated the factsin arguing that the Government imposes extensive
price controls throughout the economy either by directly setting prices or through the dominant

presence of SOEsin most economic sectors.*%

Petitioners also misinterpreted the Department’s
standardsin arguing that the Government’ sintervention in setting prices of public servicesand
natural monopoliesis contrary to market economy principles. Such policies, as noted by the

Departrent, exist in most market economies.***

1. Lack of direct control

Thefirst action taken by the Government under the reform policy in 1986 was to abandon
price setting and output allocations for most goods and services in the economy.**? TheWorld
Bank has also observed that since 1989, Vietnam effectively removed all forms of direct
subsidization of production and price control.**® The Government’s Decree No. 137-HDBT
introduced in 1992, which was recently codified and improved in the Ordinance on Pricein

2002, limits the Government’ s control and intervention in pricing and reconfirms the autonomy

10 petitioners’ Comments at V-3, V-4.

191 Seee.q., Kazakhstan Determination at 18; Russia Determination at 17.

192 See GVN's comment at 73-74.

193 See Trade Policy Reform in East Asian Transition Economies, Table 5, at 18, available at
http://econ.worldbank.org/files/1393 wps2535.pdf.
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of entrepreneursin setting their prices. Private control of prices also has been protected as part
of the constitutional right to business autonomy and profitability, aswell aslaws governing the
right to do business for profit by individuals, households, private domestic enterprises, and

FIEs!®*

Under thislegal regime, the Government generally is not allowed to set or control prices
of goods and services. Thelimited exceptionsinclude the price of public goods and services
(e.g., health care, land rent, education), products and services of natural monopolies, and
temporary measures, to setting prices to achieve price stabilization for commodities that are
essential to the economy, when thereis an accidental distortion of prices.**> When the
Government is permitted to set or control prices, the Government is required to balance the
interests of consumers, the enterprises providing these goods and services, and the national
interests, taking into account costsinvolved, demand, supply, Vietnam dong purchasing parity,
domestic and international market prices, and any objectives for macroeconomic -social

development 1%

The Ordinance has effectively codified the Government’ s method of compromising

different interestsin determining the prices of certain natural monopoly goods and services. For

19 Constitution 1992 (as amended in 2002), Articles 16 and 21.

195 Decree 137/HDBT on Price at Art. 1-3 (Apr. 27, 1992); Ordinance of Price at Art. 6-7 (Apr. 26,2002). The
Government is also permitted to interfere in prices set by entrepreneurs, but only in limited circumstances: (i) to

prevent monopoly pricing due to collusion or abuse of market power and (ii) to fight against dumping. SeeDecree
137/HDBT on Price at Art. 1-3 (Apr. 27, 1992); Ordinance of Price at Art. 30-31 (Apr. 26, 2002). Suchintervertion
may be found under antitrust law or legal regimes on monopoly or competition in most market economies, including

the United States (as evidenced by this very case).

196 sep Ordinance of Price at Article 2, 5, 8.
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example, since August 2001, negotiated contractual prices on electricity for industrial and
commercial uses are now permitted. Under Decree 45/2001/ND-CP dated August 2, 2001,
independent electricity providers are permitted to negotiate with industrial and commercial
customers for the price of electricity.®” The Government’sintervention only exists asto
electricity provided to the public through the national electricity system or where the parties

could not reach an agreement.%®

Petitioners' analysis of the Ordinance on Priceis misleading or misinterpretsthe legal
regime of Vietnam, exaggerating the practical effect of certain measures.*® Under the
Ordinance, the Government may introduce certain temporary measures for stabilization of
market prices only when exceptional speculation may threaten the public or the economy. The
Government is permitted to chose among a number of measures, including purchasing or selling
of national reserves (mostly applied for rice and other grains), providing price subsidies,
intervening in supply and demand in the domestic and international markets, and setting
minimum and/or maximum prices. The Government, however, may exercise that right in limited

exceptional circumstances and only on atemporary basis.

The Government’ s intervention for the purpose of stabilizing prices for essential
commoditiesis not exceptional in market economies. The measures permitted by the Ordinance

on Price are also widely applied by market economies. For example, the United States may sell

197 Decree 45/2001/ND-CP dated August 2, 2001 on Electricity Activities and Electricity Usage, Article 38.
19 See|d. For further discussion on electricity price, please see the World Bank report: Fueling Vietnam's
Development available at http://www.worldbank.org.vn/data_pub/reports/Bank1/Repl13/fu2001.htm, and its updated
reports available at www.worldbank.vn.

199 petitioners' Comments at V-5.



and buy oil for or from its national reserves for the purpose of reducing oil price pressure.
Various market economies have also been found to provide or apply safeguard measures to
protect their local industries from injury due to unfair international trade practices or to pursue
certain vital economic strategies. For example, the European Union’s heavy subsidies and
prohibitively high tariffsresult in artificially high prices for agricultural productsincluding,
among others, sugar.?® Thelaws of Kazakhstan and Russia both grant similar rightsto the

governments to intervene in setting the price for essential commodities.?**

Petitioners’ argument that the Ministry of Trade plansto coordinate with other ministries
and agencies to examine the costs of exported goods so that it may properly exempt quotafeesor
customs feesis completely irrelevant in this matter as this practice serves simply to reduce
administrative costs for these goods and, therefore, has nothing to do with Government control

over pricing.

Petitioners have introduced misleading statements as to the right of the Vietnamese
Government to set prices for public goodsincluding land, water surfaces and important natural
resources, state assets, and monopoly goods and services. Asdiscussed inour initial comments

and in the above discussion on the ownership of land, water, and important mineral resources,?%2

200 sen“Europe rejects sugar ‘exclusion charge” (august 22, 2002). Inthis article see Phil Bloomer, “the Sugar
regime is a clear example of European’s blatant hypocrisy in dealing with developing countries,” available at
http://news.bbc.co.uk/2/hi/sci/tech/2210085.stm.

201 K azakhstan Determination at 16 (K azakhstan’s government reserved the rights to re-imposeimport restrictions);
see Russia Determination, Rebuttal Brief by Respondents at 126 (Feb. 7, 2002).

202 5ee GVN’s Comments at 77-80. The price for land, natural resources or state assets are set by the Govemment
at the time they are leased or sold to individuals or organizations or for the purpose of determining taxes. The
transactional prices of the items, for example land use rights transferred between individuals and organizations is
subject to the market, e.g. real estate market. See, for example, Decree 81/2001/N D -CPof the Governmert, prices
for residential houses including underlying land use rights are agreed upon by the parties (Article 10).
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the scope and extent of the Government’ s control clearly do not exceed the Department’s

standards.?%®

Petitioners al so misstate the facts in arguing that prices of some commodities are directly
set by the Vietnamese Government.?**  For example, Petitioners reported that the Government

205 petitioners’

Pricing Committee (“ GPC”) directly sets prices for cement, sugar and fertilizers.
source neither mentions the GPC nor the Government’ s price controls.?°® Rather it mentionsthe
high production costs of domestically -produced cement, sugar and fertilizers as compared to

import prices to support its position that Vietnam’ s economic policies should not support and
protect domestic industriesthat do not have international comparative advantages dueto its poor

207

technology and managerial skills="* Whether theinformation in this article is correct or not

(which we doubt),?%® and while Vietnam'’ s various policies are the subject of legitimate debate,

203 |_d

204 Ppetitioners’ Comments, at V-3.
208 Id. The Government Pricing Committee functions as the Government’s arm to govern prices when authorized,
to formulate pricing policy, and to monitor the market by reporting and gathering statistics on market prices. Se
Decree No. 01/CP (Jan. 5, 1993) on duties, powers and organizational structures of the Government Pricing
Committee.

206 petitioners’ Exhibit 5-1.
207 |y

208 Many articles on which petitioners heavily relied contain inaccurate and confusing information, and most of the
time, the conclusions therein do not have any supporting facts. For example, in Exhibit 5-1, theatide"Vietnam
New Brief, Miscellaneous: Old Way of Thinking still Depresses Economy” contained a statement that “ the
Government annually sets production targets for all industries, which are usudly met.” Thisisclearly untrue given
the strong presence of FDI and domestic private companiesin most of theindustries. Another article, “Reality and
Solution,” reported various inaccurate facts. For example, Government decrees were reported asthehighest leve of
documents governing state corporations, while these corporations and other state-owned enterprisesare ubject to
the Law on State Owned Enterprises. In addition, production and distribution of cigarettes and port constructionare
reported as absol ute state monopoly despite the strong presence of foreign investorsin those sectors. World leading
tobacco companies, such as Philip Morris and British American Tobacco, have branches and joint ventures for
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the high production costs of those productsin no way support Petitioners’ argument that the
Government directly controlsthe price of these products. Indeed, competition from low priced
imported products mentioned in this article clearly evidences the contrary, i.e., the Government
does not set the prices of these products. These prices, are, infact, dictated by market forcesdue

to domestic competition and world market prices.2%°

Finally, though dual pricing for FIE still existsfor electricity and telecommunications
services, the Government has made a specific commitment with the IMF to phase out most dual
pricing policies by 2003 with the remaining (i.e., electricity) to be removed by 2004.?*° Dual
pricing may remain as between utility prices charged to public activities and those to production
and commercial activities. But this practice is popular in market economies. For example, as
discussed in our initial comments, electricity is often priced differently for consumption,
production, and commercial activitiesin Japan, South Korea and many other market
economies”™! Yet, in Vietnam, as FIEs have the option of obtaining contractual prices for

electricity as discussed above, the pricing policies are less likely to impact their operations.

2. Lack of Indirect Control

With respect to the Government’ s allegedly indirect control through SOEs, petitioners’

argument cannot survive the fact that FDI and the domestic private sector compete sharply with

distribution and production of cigarettesin Vietnam. Similarly, foreign investors are aso involved in building and
operating commercial portsin Vietnam. (Seethe List of Selected Major FDI Projects attached hereto as Exhibit7.)

209 see detailed discussion in Factor 1V and Factor V1 of this Comment.
2% |MF Second Review at 17.

21 50 GVN’'s Comments at 75. See also discussions on price control in Indiain the WTO, Report by the
Secretariat: Trade Policy Review of India, WT/TPR/S/100 (May 22, 2002).
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SOEsin providing most goods and servicesin Vietnam, % where, as noted by the Department,
FIEs and domestic private enterprises are entirely driven by market forces. Asdiscussed above,
SOEs operate based on market forces due in part to the strong presence of FDI and domestic
private sectors. On the other hand, as discussed below in factor VI, dueto Vietnam’ sintegration
into the ASEAN market and the world market in general, substantial portions of the products
Vietnam trades are subject to prevailing global prices. Thelow tariffsunder AFTA that are
mostly in place at present also subject most domestic goods to direct competition from freely

priced imports, especially from ASEAN countries.**?

Asshowninthelist of selected major FDI projects, FDI has astrong presencein virtually
all economic sectors, including those specifically noted by Petitioners as under SOE
monopolization or domination. As explained above in the context of Factor 4, SOEs, FIES, and
domestic private enterprisesin these sectors are competing with one another under market forces
and, therefore, their prices and output are dictated by the market. Indeed, contrary to Petitioners
misleading argument, the IMF observed, for example, that “ SOEs in textile and footwear sectors
are already facing increased competition from China and private domestic firms that have been
forming joint ventures with foreign partners. The further opening up of the economy combined
with other ongoing trade reforms[i.e. the removal of quantity restrictions] isbound to increase

competition and restructuring of the SOE sector.” #'* At the same time, Vietnam’ s openness to

212 Asdiscussed in the Government’ s comments at 52-56 and in section IV above, FDI and the private domestic
sector provide goods and servicesin virtualy al sectors of the economy. See also the list of selected Major FDI
projectsin Vietnam, Exhibit 7.

%3 The openness in trade and investments in Vietnam has been discussed in Factor 4 and Factor 6 in GVN’s
comment and in the rebuttal comment.

24 |MF Statistical Appendix at 42.
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international trade also subjects domestic market to the international market and, eventually lets
the world price dictate domestic prices. Asobserved by the World Bank, for example, world

commodity prices have substantially dictated domestic prices of agricultural products.?*®

B. Vietham Hasa Market-Based Banking System, Duein Part to Major
Banking Reforms

Asdiscussed in the Government’ sinitial comments, Vietnam has undertaken major
banking reforms since 1990 by removing government control over the banking system and
permitting the development of a significant and strong private banking sector. While banking
reform is progressing and banking operations are generally subject to strong competition, other
financing options are available, including through FDI, domestic self -finance, overseas
commercia lending, official development aid, and other official financing under strict conditions
and monitoring from foreign and international organizations. Together, the variety of financing
options demonstrates that the banking sector and the allocation of capital/credit to the economy
are no longer controlled by the Government, but rather are driven by commercial motives and

market forces.

As discussed below, Petitioners have misstated or misunderstood the key facts
concerning the banking structure in Vietnam or relied on simple statements without factual
support in arguing that the Vietnamese Government, through the banking system, controls capital

allocation throughout the economy.?'® This allegation is simply untrue and unfounded. The

215 SeeWorld Bank: Vietnam Economic Development, at 26. The World Bank reported that the fluctuation of the
global price of rice impacts farmers and households in Vietnam. It addressed the lack of Government support to
farmers and farm products to mitigate the impact on poor farmersin Vietnam.

216 petitioners’ Comments at V-7 to V-9.



Government’ s policy isto develop astrong, healthy, market-based banking sector in which
domestic banks compete with foreign banks to achieve the international level of banking

activities and to provide local and foreign entrepreneurs with diversified resources.

First, Petitioners claim incorrectly that the State Bank of Vietnam (“SBV”) hasinstituted
control s throughout the economy viaits mandate to manage the state budget and the state reserve
and to supply capital to the Vietnamese economy.?*’ The article on which Petitionersrely states
clearly that Vietnam has reformed its banking system and has established atwo -level system by
which the SBV functions as a central bank and does not manage commercial banks or
commercia activities?'® Moreover, the SBV neither manages the state budget nor provides

direct lending to the economy.?°

Asdiscussed in the Government’ sinitial comments, the separation of the SBV from the
Government and the separation of commercial banks from direct management of the SVB were
implemented through a series of laws, including the Ordinance on the State Bank of Vietham
(1990) and the Ordinance on Banks, Credit I nstitutions and Financial Companies (1990), which
have been codified respectively in the Law on State Bank of Vietnam (1997) and the Law on
Credit Institutions (1997). The Department has specifically recognized that separation of the

Government and banking oversight creates alegal frame work to ensure the removal of the

217 petitioners' Comments at V-7

218 « get for Big Overhaul” Saigon Times Magazine (attached as Exhibit 5-1 of petitioners’ comments).

219 gee L aw on the State Bank of Vietnam at Art. 1-5, Ch. II (1997). The Ministry of Finance and the State Treasury
are responsible for the state budget.
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government control over the banking sector.??® Indeed, the SBV functions much like central

banksin other market economies.

At the same time, foreign banks and financial institutions have also been permitted in
Vietnam. Asalso recognized by the Petitioners, the banking sector of Vietnam includes many
foreign banks, including 4 joint venture banks, 30 foreign bank branches (or at least 27 foreign
bank branches as cited by the Petitioners), 53 foreign bank representative offices, 6 state-owned
commercial banks (SOCBs), and 34 joint stock banks (JSBs).??! The strong presence of foreign
bank branches (wholly -owned subsidiaries of parent foreign banks) and numerous JSBs
undoubtedly creates market-based competition in banking activities. Contrary to Petitioners
argument that the Government limits foreign involvement in the banking sector,??? foreign
participation in Vietnam compares favorably to the banking sector in Kazakhstan at the time its
NME status was revoked, where foreign bank branches were not permitted and only 16 banks
had foreign participation®?® and in Russiawhere the banking sector is still not open to

foreigners??*

Petitioners al so misstated numerous facts or quoted outdated facts about the banking

sector and activitiesin Vietnam. For example, Petitioners claim that the SBV setsa

220 5en Russia Determination at 17; Kazakhstan Determination at 17.

21 petitioners’ Comment at V-9.

22 |g

223 K azakhstan Determination at 19.

224 see Russia WTO accession: current state of negotiation, and forecasts of the effects prepared by the Centrefor

Economic and Financial Research, Moscow, Russia on Russia’'s WTO negotiation, available at
www.efir.org/papers/ccfwpl6.pdf .
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“fundamental rate” for al loans and therefore prevents banks from making loans based on the
market. Yet, the IMF, inreviewing Vietnam’s banking reforms, has noted that the financial
sector in Vietnam offers the private sector “accessto credit under market-related interests
rates.”?*® The IMF also specifically noted that interest caps have been “wholly or partially”
lifted. Thelast interest cap on Vietnam dong was lifted on June 1, 2002, following the removal
of capsfor foreign loansin June 2001. And, even earlier, in 2000, controls over margins above
base lending rates were removed, giving banks “adequate flexibility” to price risks and thereby
offering private corporate enterprises better access to credit.??® At present, banks are free to set
interest rates on both VND and USD, for deposits and loans.??” Indeed, limitations on interest
charged by banks are quite popular in market economies,*?® and yet, it does not prevent banksin
those countries from lending on market terms. Thus, Petitioners’ argument that it is not possible
for banksin Vietnam to allocate capital resources according to market forces where there are

certain limitations on interest ratesis clearly unfounded.

Petitioners also try to associate the Government, SBV and SOCBstogether as dominating
the allocation of capital to the economy by distorting capital costs and restricting capital

availableto the private sector. By so doing, Petitioners misrepresent the all ocation of capital to

225 |MF, Selected Issues and Statistical Appendix at 33.

26 4.
227 50 GVN's Comments at 84.
228 For example, in many U.S. states, such as Pennsylvania, the Government still maintains certain limitation on

interest charged to bank lending. See Pennsylvania Credit Union League: Lending compliance, available at
http://www.pacul .org/icomply/lending/ratesnfees.htm.
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the economy generally and by the banking sector specifically.?* First, whileit istruethat non-
SOCBs credit to the economy fell from 32.1 percent in 1999 to 26.7 percent in 2000, 2% the
share of credit received by the non-state sector increased from 50 percent in 1999 to 55 percent
in 2000. %% Indeed, SOCB lending to the private sector isincreasing relative to lending extended
by non-SOCBs with about 40 percent of SOCBSs' outstanding |oans being extended to non-
SOEs?* Therefore, Petitioner’s statement that SOCBs are reluctant to extend loans to the

private sector isjust false.?*?
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229 Petjtiong

230 5ee |MF Statistic Appendix at 74. The IMF explained that lower growth rate of non-satebark creditswerecue
to tighter credit risk management which, however, will help to make more effective banking reform and more credit
available at lower interest rates. See also IMF Statistic Appendix at 33.

231 Id
232 5ee IMF Statistic Appendix (2002) at 33 (footnote 21).

233 petitioner’s comments at V-7. Even if SOCBs are involved with policy loans, it is not an exceptional practice
even in market economies which have been extensively targetted by the US countervailing duty law. Moreover,
since mid-1999, the Government has implemented a comprehensive plan for banking reform under which loans
extended to SOEs will be restrained and subject to strict monitoring (including ceiling cap), SOCBs, as well as

private domestic banks are also subject to strict monitoring, including international audit and re-dructuringplans
closely monitored by the IMF. See Vietnam’'s Second Review 2002, at 8 and 13. This program is aiming to
improve Vietham's banking system. Indeed, it is commonly known that many market economies such as Korea's

and Thailand’ s banking sector had a very similar experiences with the IMF right after their financial crises.
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Moreover, while Petitionerstry to portray the Government’s policy as tightening the
control of the banking sector as well asrestraining bank creditsto the private sector, thefact is
that, since mid-1999, bank credits extended to the private sector have grown substantially,
leaping by 47 percent from 1999 to 2000 and by 40.5 percent from 2000 to 2001, while credits
extended to SOEs grew at aslower rate, by 28 percent and 17 percent during the same periods. ?**
Petitioners also do not take into account the allocation of capital through forms other than bank
credit. Consider, for instance, the strong inflow of FDI which until May 2001 had reached a
cumulative US 17.9 hillion, out of atotal FDI commitment of about US 37 billion.?** In
addition, the increase of the private corporate sector that uses self-financing-- representing total
investment of 6 percent of GDP in 20012% -- gives amore comprehensive picture of capital
alocation in the economy. In addition, like in many other countries where the banki ng sysemis
still infant, Vietnam has alarge amount of capital outside of the banking system. Just as an

example, the dong liquidity volume aloneis amost equal to the volume of credit to the

234 See IMF Statistic Appendix (2002) at 74. See also IMF Second Review (July 2002) at 8.
235 \/jetnam County Commercial Guide, at 52.

26 \World Bank: Vietnam Economic Development at 40.
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economy.?®” Thus, contrary to Petitioners’ argument, it is clear that the allocation of capital in

Vietnamislargely influenced by market forces.

The Department made clear that FDI in Kazakhstan -- which was only about USD 10.356
million -- sufficiently compensated the small role of bank financing especially for the private
sector.?®® Clearly FDI in Vietnam as asource of capital is more than sufficient to make up the

shortage of capital from banks, if any.

In addition, Petitionersincorrectly interpret certain restrictions applied to onshore
transactions in foreign currencies among foreign enterprises as a measure imposed by the
Vietnamese Government to limit the development of foreign banksin Vietnam. 2° In fact, this
type of limitation is very popular in market economies, and has nothing to do with the
Government’s restriction of foreign participation in the banking sector. Rather it isgenerally
regarded as a measure to strengthen the independence of local currencies and reduce the
dollarization outside of the banking system, which would be advisable given the IMF’ sgodsof
limiting the high cost of dollarization in Vietnam. ?*° As discussed in the GVN'sinitial comments

on the convertibility of the VND, Vietnam allows domestic companiesto borrow loansin foreign

%7 See IMF Second Review at 35. Many researchers also suggest that there are alarge amount of USD outsidedt
the banking system as transfer from Vietnamese overseas.

28 Kazakhstan Determination at 19. See EBRD, “Kazakhstan Investment Profile”, at 8.
29 petitioners’ comment at V-9.

240 |MF Selected Issues and Statistic Appendix.
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currencies from banks operating in Vietnam and offshore lenders, and make paymentsin the

same currencies?*

Petitioners also claim that foreign banks and foreign-invested banks extended alarge
portion of loansto SOEs and FDI instead of domestic private companies due to their lack of
credit history and accountability. These bankstherefore “indirectly play arolein the Vietnamese
government’ s continuing ability to control capital alocation.” Thisisclearly unfounded and, in
any event, contrary to the Department’ s analysis.?*? In Vietnam's case, these banks make
rational market-oriented lending decisions, taking into account such risks as the lack of
collateral. The IMF independently identified the private sector’ slack of collateral in the form of
land use rights as one of the reasons preventing access to bank loans.?** Thus, the fact that not
only SOCBs but also foreign banks did not extend alarge portion of loans to the private sector
due to adverse risks evidences that at least private banksin Vietnam made lending decisions

independent from the Government’ sinfluence.

The GV N fully acknowledges the weaknesses in Vietnam’ s banking system. Like any
developing country, this sector needs to be strengthened to facilitate economic growth. But, the
existence of such weaknesses alone does not support the argument that the Government controls

the allocation of capital in the economy. In the Russia determination, the Department concluded

241 GVN's Comments at 87-88. See also Pecree 63/1998/ND-CP of the Government on Foreigh Exchange Control,
(amended in 200), Article 5.

242 K azakhstan Determination at 20. In that case, the Department concluded that commercial banks behave as
financial intermediaries where large banks concentrated the allocation of loansto blue chip customers at the expense
of riskier endeavors.

243 IMF, Statistical Appendix at 33.
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that the Russian Government did not control the allocation of capital despite the fact that the
banking sector experienced acrisis at least twicein its ten-year life.2** Specifically, the
Department noted that the problem with the Russian banking sector is not relevant to the i ssue of
the extent of government control over credit allocation where there was significant self -financed
investment.?*® Similarly, the Department concluded that despite the low level of development of
the banking system in Kazakhstan and its relative inactive role in private investment, Kazakhstan
banks were not controlled by the Government and its economic development was largely
supported by FDI.2*¢ While the Vietnamese banking sector may suffer certain problems similar
to those in Kazakhstan and Russia, the existence of self-financing and the strong presence of
foreign and private domestic bank competition favoring marked-based |ending behavior of
Vietnamese bankers coupled with the current banking reform progress clearly support the fact

that the allocation of capital to the economy is not controlled by the Government.

C. The Government DoesNot Restrict Production Output

Petitioners utterly fail to make out aclaim that production output is controlled by the
Government in Vietnam. Aswith price controls, their arguments focus on the targets SOEs must
try to meet, but SOESs are not as significant as Petitioners claim, nor are they predominantly
monopoly run. Therefore the extent of such control isindirect at best, and even then haslittle
impact on the economy as awhole, particularly given that most SOEs must compete against

domestic private enterprises and FDI that are not subject to such controls.

244 Russian Determination at 18-19
245 Id

248 K azakhstan Determination at 19.
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In addition, by relying on several quotes taken from newspapers articles without
supporting facts and with outdated information, petitioners have made extensive misstatements
in arguing that the Government of Vietnam controls output through SOE activities, quota

systems, and strict production targets for the economy.?*’

The facts clearly show that the Government allows and encourages the private sector,
including FDI, to increase the export volume in all commaodities including strategic goods such
asrice, coffee, and other agricultural products.?*® These policies resulted in a substantial
increase in productive output. In 2001, overall industrial GDP increased by about 7.2 percent the
domestic private sector output grew by 20 percent while FDI and SOE industrial output grew by
12 percent).?*° The World Bank’ s analysis of Vietnam’'s GDP growth in 2001 pointed out that
growth in production and import of various goods, including consumer goods and materialsfor
construction, are due to “rising consumer affluence and increasing demand from new business’,

not the Government’ s actions or influences over production or output decisions.?*°

Petitioners’ argument that local governments maintain monopoly power in, for example,

the beer and rice sectors,?®* is clearly untrue. International companies have invested tens of

247 petitioners’ Comments at V-10-11.

248 5ee World Bank: Vietnam Economic Monitor, Appendix 1, Box 4-5. The World Bank has noted anumber of
Government actions taken during 1998-2002 for the purpose of facilitating international trade and private sector
development, among others, (i) abolishing licensing requirementsfor domestic private enterprisesinvolved in cross
border trade (1998), (ii) permitting FIEs to be involved in exporting coffee, mineral, textiles and rice (1999-2001),
and (iii) removing quantity restrictions on imports of most of goods.

249 Id. at 5

250 ﬁ at 7.

21 petitioners’ Comment at V-10-11.



millions of U.S. dollarsinto the production in Vietnam of world brand names such as Heineken,

San-Miguel, and Fosters, which are now distributing their products throughout the country 252 As
for rice, the World Bank has observed that since 1998, FIEs have been allowed to purchaserice
directly from farmers for export.?>® Thisis also supported by the UNDP’ s observation that

internal trade in rice has been liberalized in Vietnam since the late 1980s.2%*

In making its argument on the Government’ s control of private business through limiting
output, Petitioners mischaracterize the news article on which they rely.?>® The article discussed
the Government’ s policy for allocating of textile quotasimposed by importing countries on
exports from Vietnam (e.g. EU), which is common in many countries whose exports are faced
with such trade restrictions in other countries. Furthermore, the article actually summarized the
Government’s Decision on its five-year trade reform policy -- i.e. Decision 46/2001, April 4,
2001 -- which was praised by the World Bank asit enables longer term planning among traders
based on predictable Government policy.**® Asnoted by a Trade Minister Vu Khoan athetime
(now the Vice Prime Minister), this Decision was a positive step to enhance domestic firms'

preparation for regional and international trade integration.?>” As mentioned in our discussion

22 See the List of Selected Major FDI Projects, attached as Exhibit 7.
253 World Bank: Vietnam Economic Monitor, Appendix 1, Box 4.

%4 gee United Nation Development Program (“UDNP”), Vietnam’ s Reform Experiences: The Quest for Stability
during Transition, at 8.

25 petitioners’ Comment at V-11. Petitioners cited to the Article: “Vietnam Government Release 5 year Trade
Policy Plan for the 1% time,” Asia Pulse, May 24, 2001, Petitioners Comments Exhibit 5-1.

258 5ee World Bank: Vietnam Economic Monitor, Appendix 1, Box 4, making a compliment on Decision 46/2001
dated April 4, 2001 of the Government.

%7 «\/ietnam Government Release 5 year Trade Policy Plan for the 1% time” AsaPulse, May 24, 2001, Peiitioners
comment Exhibit 5-1.
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below, trade reforms have been significantly implemented and the quantity restrictions on
imports mentioned in the article have been mostly lifted, leaving the total items subject to that

restriction at only two items by the end of this year.?*®

Petitioners has also made misleading arguments as to the targets set by the Government
in consultation with the Party.?*® Indeed, the Party’ sinfluence as to Government’ s policy is not
unusual because governments policiesin many market economies, including the United States,
are usually influenced by the party dominating the government. Most countries make projectsor
targets for economic devel opment, usually measured by GDP. The World Bank and the IMF
also frequently announce their estimation of economic development to be achieved in the
countries they follow and encourage the Governments to adopt policiesto achieve these targets.
Contrary to Petitioners' argument, the Government’s plans to contract out to farmers and
househol ds producing coffee is not for the purpose of controlling coffee output,?®° butrather for
the purpose of hedging risksthat are suffered by small farming and household businesses due to
the volatility in the world market. Such policies include securing future prices based on
contracts for coffee growers, something done in the United States through theCFTC. Thisisone
of the methods suggested by international consultants, including experts from the World Bank,

for reducing the risk suffered by farmers.?®® In the same way, the information cited by

%% See IMF Second Review at 10.

29 petitioners’ Comment at V-11-12

260 |4,

21 gee Vietnam: Agricultural Price Risk Management at 57. This paper discussed risks managements for

agriculture products in Vietnam, including peppers, rubber and coffee. In variousinstances, this paper reported that
prices and production output are on the hand of growers, private companies involved in processing and trading,
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petitionersin fact indicated that VICOFA (the Vietnam Coffee Association) tried to lobby the

Government to increase its control of coffee exports.?®2

The Government’ s policy to encourage plantation of unused land or usage of unused
water surface, as cited by Petitioners,?®® is meant to support a different policy, -- tomaximizethe
use of land and water surface for plantation of agricultural commodities, which is mostly
unrelated to the control of output or allocation of resources. Even if the Government may use
certain policies such as subsidies to support agri cultural products, these policies should be
viewed as supporting socia objectives and strategic economic development policy, i.e. to reduce
poverty in rural areas by encouraging plantation and production of agricultural commodities.
Any such measures instituted by the Government of Vietnam with respect to several agriculture
commodities, -- e.g. peppers and coffee, which were recently subjected to recent price declines -
should be view as temporary measures that help farmers and producers against serious impact
during arecession. The United States recently implemented similar measures to help its farmers.
Indeed, such agricultural subsidies are common throughout the world, and subject to constant

debate among Membersto the WTO.

including FIEs as well as SOEs. available at http://www.itf-
commrisk.org/documents/documents_database/vietnam.pdf.

262 See Petitioners’ Comments at V-12 and Exhibit 5-1.

263 ﬂ



VI. FACTOR 6: OTHER FACTORS

A. With Support from the Communist Party, Vietham Has Expressed a Strong
Commitment to a Market Economy and International Integration

As set forth in the Introduction above, the Communist Party of Vietham has taken an
activerolein the development of a market-based economy in Vietham. Leadership of the
Communist Party does not prevent acountry from having a market economy where its economy
meets the statutory threshold standards. Petitioners prefer to equate political regimeswith
economic status, turning the presumption of market economy status on its head when a
communist country is considered. Y et, in accordance with the most-favored-nation principle,
with which the President has agreed since 1994 and recently reconfirmed under the US-VNBTA
and Jackson-Vanik waiver, Viethnam’s economy must be subject to the same analytical standards
as applied to other economies, including those for whom NME status was recently revoked by
the Department. The Department cannot legally short-circuit the required statutory analysis
simply because Vietham’s main political party iscommunist. The Department must consider a
country’ s economic status based solely on economic criteria as specified under U.S. law without
regard to the political party in power.?®* Indeed, countries are found to have market economies

despite differencesin their political regimes or political parties.?®®

As discussed above and in the Government of Vietnam’ sinitial submission, the

Government has expressed a strong commitment to and has pursued consistently a market

264 petitioners cite Slovakia s and Hungary’s NME determinations as evidence of the importance of the political
regime. SeePetitioners’ Comments at V1-2. Yet, even these excerpts demonstrate that politics can influence
(“deepen,” “bolster,” “revitalize[],” or “reinforce[]”) economic progress, but a country’s status is by no means
determined by the political party in power. See Slovak Determination at 13-14; Hungary Determination at 17.

265 For example, France has an active communist political party, but has never been considered to be non-market.
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economy. Since 1986, Vietnam has opened its door to the international community, encouraging
close relations with every nation, east or west, regardless of political and cultural differences.
Vietnam isamember of numerous bilateral and multilateral treaties and international
conventions for investment, trade, taxation, environmental and wildlife protection, and other
international economic and non-economic functions.2®® It has devel oped |ong-term and mutually
beneficial relationships and enjoyed MFN status with most of the countriesin the world.?’
Vietnam isin good standing with the United Nations, IMF and ILO and is prepared to join the
WTO no later than 2004. Vietnam’s commitment to international cooperation is evidenced by
the fact that it is now hometo not only foreign investors and international corporations, but also
international associations and non-governmental and international organizations operating in
various fields of activities, such as supporting political philosophy, social and environmental

protection, humanitarian and religion.2®®

Like other countriesin the world, Vietnam's Constitution praises the power of the people
and the rule of law, encourages wealth creation, respects and protects basic rights of its citi zens
aswell asforeigners (including rightsto private ownership, freedom of business, freedom of
association and religion), and guarantees rights of workersto form trade unions and to
collectively bargain.?®® Indeed, the Communist Party has supported conversion to a market

economy in general and the development of FDI and the private sector specifically. The“doi

266 See Vietnam Country Commercial Guide FY 2002, at 68-69. See also IMF, Selected Issues and Statistic
Appendix at 39.

%71d. Vietnam has enjoyed MFN status under its bilateral and multilateral Agreements on Investment and Trade.
268 See the List of NGOs in Vietnam, available at www.vietgate.net/community/nonprofit.

269 The Constitution of Vietnam (1992 as amended in 2002), Articles15-26.
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moi” or renovation policy wasinitiated by the Communist Party under its 6" Congressin 1986.
Contrary to Petitioners' allegation that Vietnam was forced by the World Bank and IMF to
pursue economic and institutional renovation, the UNDP once recognized that “in the
Vietnamese case, the key policies |eading to success were conceived in the country and
implemented within a particular national context” with alimited support and advice from “afew
bilateral donors and the UN agencies.”2"® Also, the World Bank has recognized the Communist
Party’ s support of the international integration of Vietnam’s economy as well asthe
implementation of its commi tments under the US-VN BTA?"* The Communist Party has also
issued Resolution No. 07-MG/TW dated November 27, 2001 on international economic
integration, which confirmed the Party’ s supports to the international economic integration and
suggests actions and policies that should be taken by the Government in this process. The
Government has also announced an Action Plan for the implementation of Vietnam’s obligations

and commitments under the US-VN BTA 272

In consideration of acountry’s market economy status, the Department has taken into
account international integration in trade and investment, which helpsto eliminate trade and
pricedistortions. Y et, acountry’spolitical regime, or the philosophy of the leading party of that
country, has never been dispositive of the economic orientation of a country’s market. Indeed,
most countries in the world now have market economies despite huge differencesin their

political regimes. (Consider, for instance, dictatorships like Saudi Arabia or nominally

270 UNDP, Vietnam's Reform Experience at 5 (1996).

271 Seee.g. the most recent actions taken by the Party to support private sector development. World Bank, Vienam
Economic Monitor at Box 2 at 15.

272 5ee Decision No. 23/2002/GD_TTg of the Prime Minister on March 12, 2002, announcing the Action Plan.
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democratic countries like Mexico whose political system was dominated by asingle party for
most of the 20™" Century.) Vietnam isintegrated into the international trade and investment
system and itstrade is free from distortion as compared to many market economies. Thus,
without substance economic analysis supports Petitioners' alegation that Vietham does not have
amarket economy because of its political regime or the ideology of the leading Party, is

therefore, clearly unfounded.

B. The U.S. Government HasNot Made Any Decision asto the Market
Economy Status of Vietham Under U.S. Antidumping and Trade Remedy
Laws
The U.S. Government has officially recognized that Vietham’s economy isin a state of
transition.?”® However, the process for establishing a country’ s economic statusunder 19 U.S.C.
§1677(B) is another matter. Petitioners recognize that thisis thefirst time the Department has
thoroughly analyzed Vietnam’ s economic status under U.S. trade laws. But, Petitioners would
rather have the Department substitute this analysis for vague or off-handed comments by
government officials and thereby overlook Vietnam’s current economic reforms. Asthe
Department iswell-aware, the statute mandates a thorough factual and legal analysis of six
enumerated factors that evidence market orientation for purposes of antidumping and

countervailing duty proceedings.?”* Other statements by U.S. government and non-govemment

officials cannot replace this rigorous process.

273 USVN BTA, Preamble.

274 In all of its determinations and re-determinations of the market economy status of various countries, the
Department has always reviewed the market economy status based on it sindependent andyss of the country’ smost
updated economic reforms.



Petitioners also claim that other countries’ treatment of Vietnam is authoritative in this
case. Yet, theU.S. statutory standard for determining market economy status varies from other
countries’ processes. Indeed, the Department treats some countries -- such as Belarus and
Lithuania-- differently from the European Community and other authorities.>’> Therefore, as
with other pronouncements, other countries’ determinations -- even if made in the context of
antidumping and countervailing proceedings -- have no bearing on the Department’ sanalysisin
this case. The Department must analyze independently each of the statute’ s six factors based on
the most recent information available. Based on the record developed in this case, the
Government of Vietnam is confident that the Department will agree that Vietnam is a market

economy.
C. Vietnam |s Committed to Trade Liberalization and I nternational Integration
in Tradeand Investment; and by Nature, Vietham’s Economy IsLargely
Dependent on the World Market and Prices
Petitioners assert that Vietnam isisolated from international markets®’® Yet, Petitioners
fail to recognize that Vietnam’s economy is externally oriented and highly exposed to the world
market and prices. Asdiscussed below, Vietham has substantially liberalized foreign trade and

has progressed towards i nternational integration in trade and investment in light of its planned

accession to the WTO. Thus petitioners’ assertion should be disregarded.

275 see World Trade Net Newsletter V at 3-4 (June 2002) (available at
http://www.intracen.org/worldtradenet/docs/whatsnew/newsl ettervol 3no6.htim).

276 petitioners’ Comments at V1-5to VI-8.



1. Vietham’s economy islar gely dependent on external trade

By nature, Vietnam’s economy islargely dependent on the world market because cross
border trade accounts for an important part of the economy. Vietnam'’s exports and imports
increased rapidly throughout the 1990s.2”” Since 2000, exports have accounted for about half of
the country’s GDP.?"® Imports also represented an important part in the economy and, together
with exports, increased from more than 50 percent in 1993 to about 94 percent of GDP since
2000.2" Vietnam’s exports and imports are reported as broadly diversified by items and trading
partners.?®® Thus, prices of products either asinputs or outputs are substantially subject to the

world market.

Many commodities named by Petitioners as subject to state monopoly or under strict
government control are indeed subject to world market prices. Vietham’s main exportsinclude
crude ail, coal, rubber, rice, coffee, seafood (i.e., marine products), garments, footwear,

handicrafts, and electronics.?®! Vietnam’s agriculture trade accounts for about 42 percent of

277 See IMF, Selected |ssues and Statistic Appendix at 42-53. Vietnam'sannual exportsincreased by more than 30
percent during 1993-1997 (prior to Asian economic crisis) and by more than 24 percent during 1999-2000,

continuing to increase despite the global downturn and historic low prices of key agricultural exports and crude oil.
Vietnam’s annual imports have also increased by more than 40 percent. See World Bank, Vienam Devdopment

Report 2002 at v- ix.

278 IMF, Selected Issues and Statistic Appendix at 42.

219 |d, at 42-43. The opennessindicator (measured in terms of exports plusimports asaratio of GDP) representsthe

importance of foreign trade to a country. At 94 percent, Vietham's opennessis much higher than China's (at less
than 50 percent).
20 |d at 42.

281 |9 gt 52



agricultural GDP, comparing favorably to many other market economies such as the Philippines

(27 percent) and Indonesia (30 percent).?®2

Vietnam’s main imports include petroleum products and industrial products, such as
fertilizers, insecticides, steel, iron, cement, motorcycles, cars, trucks, textile yarn, cotton, leather,
garment material, cigarette material's, machinery, equipment, and electronics.?®® During 1996-
2000, imports accounted for more than 50 percent of total GDP and more than 100 percent of
industrial GDP.?®* Thus, Vietnam’s economy is highly externally oriented and vulnerableto the
world marketplace. Indeed, as showed in the Figure below, Vietnam’ s trade orientation is

clearly distinguishable from China' s position, for example.

Openness of Selected Asian Countries 1993-2000°%°
(In percent of GDP)
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“*2 IMF Statistical Index, at 43. “Openness’ is measured as the value of exports plus imports as a percentage of total
GDP.

-87-



2. Vietnam has made substantial progressin trade liberalization

Contrary to Petitioners’ allegations, both the World Bank and the IMF have recognized
that Vietnam has made substantial progressin trade liberalization.?®® Since 1996, by joining the
ASEAN Free Trade Area (“AFTA"), Vietham has committed to eliminate tariffs and non-tariff
barriers?®” In addition, Vietnam has bilateral trade agreements with the European Union, most
Asian countries, Australia, Canada, New Zealand, and various transition economies®® Under
the landmark bilateral trade agreement with the United States reach in 2000, Vietnam has
furthered its trade liberalization and has taken important steps towards WTO accession, to be

completed no |ater than 2004.2%°

Indeed, unlike the intentionally misleading picture painted by Petitioners, the Working
Party for Vietnam’s WTO accession has been active since its establishment in 1995. Vietnam
has taken important steps by signing various bilateral agreementswith WTO members,
accel erating further bilateral access negotiations, implementing reformsin the areas of tariffsand
taxation, and issuing action plans for implementation of WTO agreements such as those
concerning intellectual propertiesrights (TRIPs) and investment (TRIMs). More importantly,

because the US-VN BTA mirrors WTO commitments in many respects, implementation of the

26 1. at 38; see also World Bank, Vietnam Economic Monitor at 14-15.

287 petitioners imply that Vietnam is moving slowly towards its commitments under the ASEAN Free Trade Area.
See Petitioners’ Comments at VI-5to VI-6. Yet, even Petitioners' own source shows that “senior” ASEAN
members Brunei, Indonesia, Malaysia, the Philippines, Singapore, and Thailand have until 2010 to abolish taiffs
Vietnam and other newer members (Cambodia, Myanmar, and Laos) have until 2015. SeeBenRowss “USSays
Vietnam needs to speed up economic reforms” Agence France Presse (Sep. 10, 2002) (provided in Ex. 6-1 of
Petitioners' Comments). Understandably, newer members would not be forced to implement such commitments at
the same time as earlier members.

288 | MF, Selected Issues and Statistic Appendix at 39.

289 |d, at 38-39; IMF, Vietnam Second Review at 10.
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BTA has pushed Vietnam ahead of schedule to implement various WTO accession

requirements?°® Thus, Vietnam has taken comprehensive steps towards WTO accessionand, its
position in this process may be more favorable than Russia's, * asVietnam is already ahead of
Russia and Kazakhstan with respect to its liberalization in certain areas, such as market accessto

service sectors and low agriculture tariffs.

Vietnam has al so made outstanding progress implementing other international
commitments. The Government mostly removed quantitative restrictions ahead of schedule,
leaving only two items-- sugar and petroleum products -- as of the end of 2002.%% Tariffsare
also largely reduced under AFTA, the US-VN BTA, and various bilateral trade agreements. By
March 2002, under the AFTA, only 962 items out of 6520 items (or less than 15 percent) are
subject to atariff rate of more than 20 percent, of which 770 are on a“ Temporary Exclusion
List” and will be released for tariff reduction by 2003.2°3 The remaining 5558 items are on the
“Inclusion List,” which are subject to tariff reduction and currently represent about 85 percent of
all items and -- with the addition of the temporary excluded products -- will increase to 97

percent by 2003.2%* Of these items, about 65 percent are subject to atariff of 0-5 percent and the

290 5e0 |MF, Vietnam Second Review at 10

29! Seejd,; see also IMF, Selected |ssues and Statistical Appendix at 40-42.

292 |MF, Selected Issues and Statistical Appendix at 39.

293 1d.: IMF, Vietnam Second Review at 10

294 Id



remaining are subject to 5-20 percent, making an average rate of about 7.3 percent in 20002

even beforethe US-VN BTA was signed.

Vietnam' stariffs compare favorably to MFN tariffs of market economies having asimilar
economic structure such as India, which had MFN tariffs of more than 30 percent during 1997 -
2001.%°° Similarly, Vietnam's agriculture tariffs are already at very low levels. From 1996-
1999, Vietnam'’ s weighted average agriculture tariff was 14.3 percent, comparing favorably to
developing countries (18.1 percent), transition economiesin Europe (16.2 percent), and other

ASEAN countries such as Thailand (32.1 percent) and the Philippines (18.9 percent).?%’

As discussed concerning Factors 4 and 5 above, in addition to tariff reductions, trade
liberalization has progressed by lifting import license requirements; encouraging FDI to export

commodities including textiles, garments®%®

, minerals, and coffee; eliminating the quotaon rice
exports; and allocating textiles and garment quotas largely through auctioning among SOEs, FDI

and private companies.?®®

295 |MF, Selected Issues and Statistical Appendix at 87.

298 WTO, Report by the Secretariat: Trade Policy Review of India, WT/TPR/S/100 at viii (May 22, 2002).

297 World Bank, Liberalizing Trade in Agriculture: Developing Countriesin Asia and the Post Doha Agenda, a 17-
18.

298 5ee WTO Report by the Secretariat: Trade Policy Review of India, WT/TPR/100 (May 22, 2002) for detail
discussions.

299 |d. at 40; see dlso World Bank, Vietnam Economic Monitor at Annex 1, Box 4.
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Indeed Vietnam’s openness for trade and investment comp are favorably to a number of
countries having market economies, that are already WTO members, including India. *% Finaly,
asdiscussed in greater detail above with respect to factor 1, trade liberalization is enhanced by
more flexible foreign currency controls. In particular, foreign and domestic firms can contract
directly with commercial banksto buy foreign currencies for their imports and surrender
reguirement was reduced from 50 percent to 40 percent in 2001 and 30 percent, effective from

2002.

D. Ruleof Law

While Vietnam’srule of law isindeed young and developing, Petitioners’ notion that itis
so deficient that it does not support or even prohibits market economy principlesignores
Vietnam’ sintensive reforms, as discussed in our initial comments and in preceding sections of
these rebuttal comments. More importantly, this argument, as espoused by Petitioners, holds
Vietnam to a standard that is not applied to any other country, whether devel oped or devel oping.
Judicial inequity, political favoritism, or outright political cronyism are ubiquitous problemsin
the world and are not unique to Vietnam or the developing world. 1nthe United States, Federal
judges are appointed by the executive branch and are arguably chosen based on what Petitioners

would call “political convictions.” 3% Additionally, the recent furor over charges of political

300 For Textile and Garment, as discussed in Factor 5 above, the current quota allocation is applied due to restrictions
of Vietnam's exports by certain countries.

%01 Thisisawell-known fact. Many social scientistsin the United States advocate el ections for judges to avoid
political cronyism and partisan politics. See The Federalist Society for Law and Public Policy Studies Judicia
SHection White Papers (2001) (available at http://www.fed-soc.org/Publications/White%20Papers/

judicial appointments.htm). Examples of judges picked on extremely partisan basis include the nomination of
Robert Bork (which ultimately failed). SeeFind Law Why Supreme Court Nominetions Fail: Six Unsuccessful Bids
that Played Into Culture Wars (August 9, 2001) (available at
http://writ.news.findlaw.com/commentary/20010809_shenkman.html).
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influence concerning big oil influence on U.S. energy policy, the Enron scandal, and accounting
transparency reflect that these problems also occur in the United States.**? As one observer
noted, “Enron is not what happens when corporations break the law -- it's what happens when

corporations make the law.” 3%

Obviously, thisis not to say that the United Statesis similar to Vietnam in thisregard as
there are obvious differencesin magnitude. Vietnam is, after all, adeveloping country. If we
momentarily grant the assumption that corruption or political influence affects Vietham's
judicial system, how does such an argument effectively distinguish Vietnam from other
devel oping market economies where the same thing occurs? To our knowledge, the Department

has not considered revoking these countries’ market economy designations.

But we want to stress that Vietnam has a substantial body of law governing and
protecting the business environment, thereby limiting the opportunities for corruption. While
Vietnam does need to continue devel oping itsrule of law, the Economist findsthat “...high level
corruption is perhaps not as marked as other south-east Asian societies.”*** Indeed, the
Economist found there to be “aremarkable commitment to good governance among senior ranks,
which to some extent balances the party’ stight control over the levers of power and

influence.”3%® Therefore, in thislight, problemswith the judicial system and the rule of law

302" Green Peace Environmentalists Protest Big Qil Influence on Energy D ebatewith Action Near Capital (Februery
27, 2002) (available at http://www.greenpeaceusa.org/media/press_releases/2002/02272002text.htm).

303 | nternational Unions of Painters and Allied Trades Money Talks How Corporate Influence Drives Public Policy
(April-June 2002) (available at http://www.iupat.org/NewsEvents/pdfs/AJ02p12+.pdf).

304 Economist Intelligence Unit, Country Commerce Vietnam at 8.

305 Id
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reflect more that Vietnam is a devel oping country and not that corruption is an officially
sanctioned activity. For instance, the lack of common law indubitably reflects the neophyte
status of Vietnam’slegal system more than it reflects any efforts by the Government to influence

economic activity.

Moreover, recent developments are promising. Vietnam has recently enacted concrete
measures to correct concerns, as noted by Petitioners, over arbitrary customsvaluations asit has
adopted customs val uation methodol ogies in accordance with WTO standards.>*® Petitioners
arguments concerning regulatory expropriation are also unfounded as Vietnam has granted
foreign investors protection from such actions.*®” Although Petitioners would like the
Department to believe that Vietnam’ slegal system provides no recoursefor foreign investors, the
Economist notes that “ several foreign firms have recently won domestic litigation suits against

local partnersfor breaches of contract.” 3%

In any event, most foreign investors depend on contractual provisionsthat allow for third
party arbitration, thus minimizing the effect of Vietnam’'s admittedly nascent judicial system.
Since Vietnam isasignatory to the New Y ork Convention on the Recognition and Enforcement

of Arbitral Awards, foreign arbitration are legally enforceablein Vietnam. 3°°

308 U.S.-Vietnam Trade Council Education Forum Catalog of Legal Updates at 3-4, 20 (September 15, 2002)
(available at http://www.usvtc.org/Documents/Catal ogOfL egal updates/Catal 0g%20Sept%2015%202002. pdf).

307 petitioners’ Comments at VI-9. Seealso GVN Comments at 39.

308 E|U Country Commerce Vietnam at 8.

309 vietnam Country Commercial Guide at Ch. 7. See also Economist Intelligence Unit, Country Commerce
Vietnam at 8.



While Petitioners correctly note that the director of the World Bank in Vietnam has
concerns over the country’ stechnical capacity, it is also important to note that the same
individual has expressed his belief that a market economy already existsin Vietnam: “the
guestion has changed { since 1997} . Then it was ‘will Vietham move toward a market-based
economy? but now the question is ‘what kind of market-based economy while Vietham

have?” 310

E. Vietham’'s Tiesto Cuba and North Korea Are Not Relevant tothe
Department’s Analysis

Petitioners claim that Vietnam' stiesto other communist countriesis somehow relevant to
the Department’ s consideration of Vietnam’s status as a market economy ™' As discussed
above, acountry’s political regime -- and thereby its political associations with other countries —
is not determinative of that country’s market status. Rather, the country’s economic and legal
framework evidences market or non-market principles. Moreover, Vietnam has and continuesto

develop trading ties with awide range of countries throughout the world.

Asfor Vietnam'’ s relationship with North Koreaand Cuba, it is not the only country with
such ties. North Korea sinternational relationships reach far beyond the “communist” world.

Currently, North Korea's mgjor trading partnersinclude Russia, Indonesia, Singapore and

310 catherine McKinley, Dow Jones Newswire |nterview: Vietnam “Question has changed,” says WB head
(September 3, 2002) (available at http://www.usvtc.org/News/Sep%2002/interview.htm).

311 petitioners’ Comments at V1-10 to V1-11.



Thailand.*'? North Korearecently completed trade agreements with Austria, Australia,
Denmark, Finland, Italy, the Netherlands, New Zealand, the Philippines, Portugal, Sweden, and
the United Kingdom.®"® Belgium, Brazil, and Turkey are also progressing towards bilateral
agreements with North Korea.®* None of these countries is considered to have a non-market

orientation.

Moreover, the United States appearsto be one of the only countriesin the world that does
not maintain normal diplomatic or trading ties with Cuba. Cuba has diplomatic relations with
173 countries and investment protection and promo tion agreements with 53 countries.3*> For
example, Canadais Cuba sthird largest trading partner after Venezuelaand Spain.®'® Even the
United Statesis moving toward closer trading ties with Cuba, recently permitting hundreds of
U.S. companies to attend a trade show in Cuba for the first time since the 1959 revolution.3'’
Indeed, the United Statesitself has relationships with other countries that it believes restricts

certain freedoms, such as China, Malaysia, and Saudi Arabia.**® Onewould never question the

312 Ajdan Foster-Carter, “Pyongyang Watch: O Paek, Opaque: North Korea, not ARF That Is’ AsaTimesOnline
(Jul. 25, 2001) (available at http://www.atimes.com/koreas/ CG25Dg03.html).

313 «K orea-Brazil Agreement Includes Gl obal Trade, N.K. Policy” Korea Now (Sep. 21, 2002) (available at
http://kn.koreaherald.co.kr/SITE/data’/html_dir/2001/01/27/20010127005.asp); Aidan Foster -Carter,“Pyongyang
Watch: O Paek, Opaque: North Korea, not ARF That Is” Asia Times Online (Jul. 25, 2001) (available at
http://www.atimes.com/koreas/ CG25Dg03.html).

814 «K orea-Brazil Agreement Includes Global Trade, N.K. Policy” Korea Now (Sep. 21, 2002) (available at
http://kn.koreaherald.co.kr/SI TE/data/html_dir/2001/01/27/20010127005.asp).

315 U.S.-Cuba Trade & Economic Council, Realities of Market Cuba at 7-8 (2002) (available & www.cubatrade.org).

318 Canada's Department of Foreign Affairs and International Trade, “Canada-Cuba Trade and Investment”
(available at http://www.dfair-maeci.gc.call atinamerica/cubatrade-e.asp).

317 «The Havana Trade Show” St. Petersburg Times (Oct. 4, 2002) (available at
http://www.sptimes.com/2002/10/04/news_pf/Opinion/The_Havana_trade_show.shtml).
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United States' market orientation simply because it has a relationship with such countries.
Similarly, the Department should not doubt Vietnam’'s market economy status based on its

associations with North Korea or Cuba.

318 geott Lindlaw, “Bush Says He Won't Lift Cuba Embargo” (May 20, 2002) (available at
http://www.wehaiti ans.com/may%202002%20news%20and%20anal ysi s%20thi s%20month.html).
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CONCLUSION

For the reasons set forth above, the Government of Vietnam urges the Department to find

that Vietnam is a market economy.

Respectfully submitted,

Matthew R. Nicely

Counsel to the Government of Vietnam
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Exchange Rate Manipulation to Gain an Unfair Competitive Advantage:
The Case Against Japan and China

by
Ernest H. Preeg

Senior Fellow in Trade and Productivity
Manufacturers Alhance/MAPI
for a Conference on the Dollar at the
Institute for International Economics
Washington, D.C.
September 24, 2002

Article IV of the IMF Agreement states that members should “avoid manipulating exchange rates

. in order . . . to gain an unfair competitive advantage over other members,” and the related
surveillance provision defines manipulation to include “protracted large-scale intervention in one
direction in the exchange market.” In other words, if a U.S. trading partner makes protracted large-
scale purchases of dollars and other currencies (i.e., one ‘direction intervention), which leads to a
lower than market-based exchange rate and a larger than market-determined trade surplus, there is
prima facie evidence of IMF proscribed exchange rate manipulation to gain an unfair competitive
advantage.

In this context, this paper examines four questions: N

1. Have Japan and China, among others, been manipulating their exchange rates in recent years,
as defined by the IMF?

And if so:

2. What has been the impact of such currency manipulation on the dollar exchange rate and the

U.S. trade deficit?

1525 Wilson Boulevard, Suite 900, Arlington, VA 22209-2411
703-841-9000 A FAX 703-841.9514 0or 7104 A www.mapi.net




3. What are the consequences for U.S. economic and foreign policy interests?

4. How should the U.S. government respond?

1. Have Japan and China, Among Others, Been Manipulating Their Exchange Rates in
Recent Years, as Defined by the IMF?

The answer begins with an assessment of the two adjectives about intervention, “large scale” and
“protracted.” In the cases of Japan and China, as shown in Tables 1 and 2, they unquestionably
apply. Japanese one direction intervention to buy dollars and other foreign exchange totaled $233
billion since 1998, with large purchases each year, including $48 billion during the first seven
months of 2002. Chinese cumulative purchases were $98 billion since 1998, with a sharp upward
trend to $46 billion in 2001 and $31 billion, or more than $5 billion per month, during the first six
months of 2002.

Even with this clear evidence of protracted large-scale intervention, two other tests are
appropriate to conclude that the motivation was to gain an unfair competitive advantage. The first
test is of the “adequacy” of reserve holdings. If a country has run down its reserves through previous
sales of foreign exchange, the motivation for purchases may simply to be to restore an adequate level
of reserves. There is no precise definition of “adequacy,” although the World Bank benchmark over
the years has been that a country should maintain reserves equal to at least 25 percent of annual
imports. Japan and China, however, have levels of reserve holdings far above any comparable
measure, as also shown in Tables 1 and 2. Japanese foreign exchange holdings as a percent of annual
imports increased steadily from 73 percent in 1998 to 111 percent in 2001, while Chinese holdings
have ranged between 81 percent and 104 percent of annual imports.

The second test relates to balance of payments adjustment, and whether a country is running a

large deficit or surplus on current and long-term capital accounts. A country in a chronic large




deficit position, like the United States, could “manipulate” its currency to gain a competitive
advantage, but such intervention might not be judged “unfair” if the objective is to bring external
accounts back toward balance. Once again as shown in the tables, however, this rationale to justify
currency manipulation would not apply for Japan and China because they both run chronically large
trade and current account surpluses and, in the case of China, a very large net inflow of foreign direct
investment (FDI) as well. Japan had current account surpluses of $89-$121 billion per year during
1998-2001 and, even taking account of a net outflow of FDI, there was still a very large net overall
inflow of foreign exchange of $57-$100 billion (line B 4). In the case of China, the current account
surplus ranged from $21-$31 billion, while a very large net inflow of FDI raised the overall net
inflow of foreign exchange to $57-$72 billion. Indeed, for the balance of payments test, the
presumption would be for Japan and China, if anything, to be selling rather than buying foreign
exchange in order to reduce chronically large surpluses on external account.

In conclusion, Japan and China, based on all criteria related to the IMF definition, have been
persistently manipulating their currencies to gain an unfair competitive advantage.

There are also other likely official currency manipulators, but their full identity would require
considerable further research. The two most glaring suspects, however, are South Korea and Taiwan.
South Korea increased its foreign exchange holdings from $52 billion in December 1998 to $103
billion in December 2001, and to $116 billion in July 2002. During the same period, Korea had a
sustained current account surplus ($9 billion in 2001) and a large net inflow of FDI ($12 billion in
2001). Taiwan increased its foreign exchange holdings from $122 billion in December 2001 to $155

billion in July 2002, while running an annual current account surplus of $25 billion.




2. What Has Been the Impact of Such Currency Manipulation on the Dollar Exchange Rate
and the U.S. Trade Deficit?

IMF-defined currency manipulation, especially by Japan and China, is irrefutable, but how much
impact this manipulation has had on exchange rates and the U.S. trade deficit is a much more
difficult question, and there is no precise answer. Although the unprecedentedly large market
intervention by central banks from the late 1980s through 2002 offers considerable opportunity for
econometric testing, the profession has apparently not yet risen to the challenge. Thus the best that
can be offered here are rough orders of magnitude based on the gross figures in play, and the
conclusion drawn is that the protracted and very large-scale official intervention of the past several
years, principally in East Asia, has had a substantial impact on exchange rates and the U.S. trade
deficit. The yen is probably at least 20 percent weaker than it would be based on market forces
alone, while the Chinese renimbi is probably in the order of 40 percent weaker. As a consequence,
the U.S. trade deficit is probably about $100 billion larger than it would otherwise be, taking account
of Japan, China, and other likely currency manipulators.

Before looking in detail at the derivation of these numbers, however, it is useful to make three
analytic points which have often been ignored or misinterpreted by observers who conclude that
currency manipulation has little actual impact on exchange rates and trade balances.

1. The great asymmetry.—There is a world of difference between central bank sales of foreign
exchange to keep a currency above market-determined levels and central bank purchases to keep a
currency below market-determined levels. The former was the case for the series of financial crises
since the mid-1990s (Mexico, Thailand, Indonesia, South Korea, Brazil, Russia, Turkey, and
Argentina). They all failed because the central bank had a known quantity of foreign exchange to
sell, and as reserves approached zero, speculation against the currency accelerated and a financial

crisis was precipitated. In the latter case of central bank purchases of foreign exchange, which is the




currency manipulation situation discussed here, there is, in very sharp contrast, no limit to official
purchases, as starkly shown in Tables 1 and 2. Japan and China together have bought more than
$330 billion of foreign exﬁhange over the past three-and-a-half years, and they could buy another
$330 billion or more in the next several years, with no end in sight. This is the “great asymmetry” of
official currency intervention, and those who claim intervention cannot work for very long based on
the experience of Mexico, Thailand, etc., are at the wrong end of the feasibility curve. The fact is
that intervention usually does not work for very long to maintain an overvalued currency, but it can
work to prolonged and substantial effect to maintain an undervalued currency.

2. Net versus gross flows.—Some observers conclude that currency manipulation has no
significant impact on exchange rates because annual official foreign exchange purchases of $40-$70
billion per year by countries such as Japan and China pale by comparison with a trillion dollars or
more per day of international financial transactions. The error in this assessment is to compare net
and gross financial flows. The very large majority of gross market financial transactions are
offsetting inflows and outflows, just as most trade consists of offsetting exports and imports in its
impact on exchange rates. What really counts for upward and downward pressures on exchange rates
is the net dollar inflow or outflow on trade, current, and long-term capital accounts, as shown in
section B of Tables 1 and 2. These are more comparable in their impact on exchange rates with the
net increases in official foreign exchange holdings, although, as explained below, official purchases
of foreign exchange can have even more impact on exchange rates, dollar for dollar, than do
trade/current account surpluses and net inflows of FDI.

3. Currency manipulation is only one part of the equation.—Yet another misleading
observation about currency manipulation is to compare official purchases of foreign exchange with
apparently contradictory movements of the exchange rate. Japan intervened heavily in the spring of

2002 while the yen still appreciated from 130 to 120 to the dollar. At the time of the Asian financial




crises in 1997-1998, there was little intervention by any of the East Asian central banks, and yet the
dollar rose substantially, as did the U.S. trade deficit. The obvious explanation for such
developments is that there are various forces in play that influence exchange rates and trade balances.
The prospect of record level, unsustainable U.S. current account deficits and corporate scandals put
overriding downward pressure on the dollar in the spring of 2002, while the dollar as “safe haven”
for short-term capital inflow boosted the dollar rate in 1997-1998 despite the temporary lull in
currency manipulation. What is relevant for this discussion of the impact of “currency manipulation”
is the differential impact of such intervention on exchange rates and the U.S. trade balance. How
much weaker would the dollar have been absent the protracted large-scale official intervention over
the past several years, and how much smaller would have been the U.S. trade deficit? It is to these
questions that the presentation now turns.

The impact on exchange rates.—As noted earlier, there are no precise estimates of the impact of
official currency intervention on exchange rates. The gross figures on the relationship between such
intervention and the balances of trade, current, and long-term capital accounts nevertheless provide
indicators of the broad orders of magnitude involved. The way this interrelationship plays out,
however, is very distinct between Japan and China, and each is thus addressed in turn.

In the case of Japan, official foreign exchange purchases equaled 59-61 percent of the trade
surplus in 1999-2001 (Table 1, line B 1). For the broader measure of current account surplus plus
FDI net flow (line B 3), the figures rise to 72-77 percent. What this means is that the protracted
intervention has directly offset, dollar for dollar, about 60 percent of the upward pressure on the yen
from the very large trade surplus, and about 75 percent of the net inflow of dollars from the current
account/FDI balance. Moreover, in addition to this direct quantitative relationship, Japanese
currency intervention policy has a strong reinforcing qualitative dimension, which can be called the

“credible threat multiplier effect.” The experience has been that when faced with upward pressure on




the yen, not only does the Bank of Japan buy large quantities of foreign exchange, but the Ministry of
Finance states emphatically that Japan will intervene as much as necessary to keep the yen down, as
an overriding economic policy objective to ensure continued export-led growth.! Such statements
strongly dissuade currency dealers from intervening in anticipation of market-generated upward
pressures on the yen. The overall result is currency manipulation through a combination of large-
scale intervention plus credible threats of further intervention, with the latter constituting the
“multiplier effect.” A reasonable adjustment for this multiplier effect could raise the trade surplus
offset from 60 percent to 75 percent and the current account/FDI offset from 75 percent to 100
percent.

Based on these relationships, how much stronger would the yen be if currency manipulation were
halted through a categoric statement by the Government of Japan that it would indefinitely cease all
purchases of foreign exchange. The rise in the yen would almost certainly be substantial, quite likely
by at least 20 percent, to 100 or less yen to the dollar. Such an assessment, moreover, is supported
by another quantitative relationship related to the U.S. trade deficit. The U.S. trade deficit, as a share
of total trade, is similar to that of the Japanese trade surplus, and considerable econometric work has
produced the rule of thumb that a 1 percent decline in the dollar would reduce the U.S. trade deficit
by $10 billion, and thus a 20 percent decline would reduce the trade deficit by $200 billion, or by half
of the total U.S. trade deficit. This relationship can be compared with Japanese official intervention,
to opposite effect, amounting to a 75 percent offset to upward pressures on the yen from the trade
surplus, and thus with an implied strengthening of the yen from termination of the intervention of 30
percent. In other words, if a 20 percent decline in the dollar exchange rate can cause a 50 percent
decline in the U.S. trade deficit, currency manipulation to offset 75 percent of the Japanese trade

surplus impact on the exchange rate would equate to a 30 percent weaker yen. To err on the

! Such statements, incidentally, constitute official admission that the intent of the intervention is to gain a competitive advantage
in trade.




conservative side, however, the conclusion drawn here is that Japanese currency manipulation
probably results in a yen exchange rate at least 20 percent lower than it would be based on market
forces alone.

In the case of China, the renimbi is fixed to the dollar, but is nonconvertible on capital account.
What this means in practice is that export earnings in foreign exchange, plus FDI not utilized for
plurchases on current account, have to be sold to the central bank for renimbi at the fixed exchange
rate. In effect, official intervention is carried out through mandatory foreign exchange sales to the
central bank rather than central bank purchases in the market, as take place in Japan and elsewhere.
The net effect, nevertheless, is currency manipulation through protracted large-scale purchases of
foreign exchange by the Chinese central bank.

As to how much stronger the renimbi would be if the central bank ceased to buy foreign
exchange, the basic analytic approach would be the same as applied to Japan, although with more
indirect assumptions as to what would take place if the renimbi were freely convertible, and the
appraisal is thus limited to an order of magnitude. The ratios of official foreign exchange purchases
to the trade surplus and the current account/FDI net dollar inflow have been rising sharply in 2001
and 2002. During the first six months of 2002, central bank purchases have been at an annual rate of
$62 billion, or roughly 200 percent of the trade surplus, and about 100 percent of the current
account/FDI net inflow. These ratios, compared with Japan, indicate a rough order of magnitude for
exchange rate impact almost double that caused by Japanese intervention. This should not be
surprising because during 2002 the dollar linked renimbi has declined 10 percent vis-a-vis the yen
and the euro, with consequent strong positive impact on the Chinese trade surplus (up 55 percent in
the first half of 2002) and FDI inflow (up 22 percent during January-July). Moreover, even with the
$62 billion annual rate of mandatory sales to the central bank, market pressures from the huge

foreign exchange net inflow stimulate underground cash flows out of the country of billions of




dollars per year, linked to massive official corruption.” Taking all of these factors into account, the
conclusion drawn here is that Chinese currency manipulation probably results in a renimbi
exchange rate in the order of 40 percent lower than it would be with a convertible rate based on
market forces alone.

The impact on the U.S. trade deficit.—The bottom line question is how much smaller the U.S.
trade deficit would be if others did not manipulate their currencies as described above. In this case,
the analysis is more straightforward. Assuming the renimbi 40 percent stronger vis-a-vis the dollar,
and the yen, the Korean won, and the Taiwanese dollar (the latter two with intervention/trade surplus
ratios similar to that of Japan) 20 percent stronger, the dollar exchange rate, weighted by U.S.
imports, would be 7 percent lower. Based on the rule of thumb that a 1 percent decline in the dollar
would lead to a $10 billion reduction in the trade deficit, the net result would be a $70 billion
reduction in the U.S. trade deficit if these four trading partners ceased currency manipulation.

This calculation, however, understates the trade impact for several reasons. Exports of these four
trading partners are almost entirely in manufactures, which have relatively high price elasticities®
compared with other sectors of trade, and therefore this trade would have an above-average
quantitative response to a given exchange rate adjustment. Moreover, their exports have grown
rapidly in recent years and thus the $10 billion/1 percent benchmark, based on earlier econometric
work, should be adjusted upward. There has also probably been some additional currency
manipulation beyond the four cited here, particularly during 2002 when the effects of the recession in
the United States and a declining dollar have weakened export performance around the world and

created political pressures to intervene and keep currencies down relative to the falling dollar. For

2 See the Financial Times, August 22, 2002, p. 5, “China gears up to halt capital flight.” The article cites estimates of capital
flight as high as $20 billion per year, as well as a temper tantrum by Chinese Premier Zhu Rongji over the fact that nearly every
corruption scandal in China in the last decade involves around officials, or businessmen who have bribed them, fleeing overseas
with large amounts of money.

* The price elasticity relates percentage changes in relative prices and quantities of goods traded. For example, a -2 elasticity of
demand for imports means a 1 percent decline in the relative price of imports would lead to a 2 percent increase in the quantity of
imports.
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example, Russia, India, and Thailand have made substantial official purchases of foreign exchange
during the first half of 2002 even while running large current account surpluses. Again, bringing all
of the factors together, the conclusion drawn here is that roughly 3100 billion, or about one-

quarter of the total U.S. trade deficit, can be attributed to currency manipulation.

3. What Are the Consequences for U.S. Economic and Foreign Policy Interests?

There are three distinct adverse consequences for U.S. interests from the currency manipulation
that has resulted in a U.S. trade deficit roughly $100 billion larger than it would be based on market-
determined exchange rates alone: (1) the short-term impact on jobs and output; (2) the longer term
economic impact on U.S. productivity and growth; and (3) the broader effects on U.S. foreign policy
interests. Only the first has received serious attention, while the second and third consequences are
at least as important for overall U.S. interests, and possibly more so.

1. The short-term impact on jobs and output. The rising U.S. trade deficit means less jobs and
output for both U.S. export and import-competing industries. The National Association of
Manufacturers (NAM) estimates that since August 2000, 500,000 jobs have been lost from the
decline in exports alone. Relating a $1 billion increase in the trade deficit to 15,000 jobs, a $100
billion larger trade deficit as a result of currency manipulation equates to 1.5 million less jobs, or
more than 1 percent of the labor force, and a corresponding lower level of output.

Some observers contend that such lower levels of employment in export and import-competing
industries are not a problem because they can be offset by more jobs created in other sectors. In
effect, a larger trade deficit simply results in a shift of employment among sectors with no net loss of
jobs. This analysis, however, is faulty on two counts. First, it assumes full employment, which has
not been the case during 2001-2002. Jobs lost to a rapidly growing trade deficit have not been offset

by job creation elsewhere, as the unemployment rate has risen from 4 percent to 6 percent. And
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second, the composition of the labor force and output among sectors can have a substantial impact on
longer term productivity and growth in the U.S. economy. The manufacturing sector is ten times
more engaged in trade than the services sector, in terms of exports and imports as a ratio of domestic
output, and has been bearing 80-90 percent of job losses from the rising trade deficit.* The net result
from a $400 billion trade deficit—$100 billion of which is related to currency manipulation—is thus
a relatively much smaller manufacturing sector within the overall U.S. economy. And this, in turn,
has significant adverse impact on longer term productivity and growth in the U.S. economy, or
consequence number 2 as presented here.

2. The longer term impact on U.S. productivity and growth. The manufacturing sector has
long been the engine for growth in the U.S. economy, and this central role strengthened during the
1990s as new technology development and application spurred much higher levels of productivity
and growth throughout the “new economy.” More than 60 percent of R&D and over 90 percent of
new patents derive from the manufacturing sector. Productivity growth within the sector was two-to-
three times higher than in the services sector throughout the 1990s, while productivity growth in
other sectors is primarily a result of new products developed and marketed by manufacturing
industry. In addition, the manufacturing sector is restructuring rapidly to become even more high
powered in generating productivity and growth. The share of value added by production workers
since 1950 is down by more than half to 18 percent, with value added becoming more and more
concentrated in R&D, new investment in plant and equipment, and higher skilled and professional
employees. U.S. manufacturing as the engine for growth is further reinforced by the economic

globalization process. Rapid growth in international trade and investment increases competitive

4 A full discussion of the contrasting roles of manufactures and services in trade is contained in Emest H. Preeg, Surging Yet
Volatile Productivity Growth in U.S. Manufacturing Industry: The International Trade Dimension (MAPI, October 2001).

5 The transformation underway in U.S. manufacturing summarized in this paragraph is analyzed in detail in U.S. Manufacturing:
The Engine for Growth in a Global Economy, Thomas J. Duesterberg and Emest H. Preeg, editors (Praeger, early 2003).
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pressures to cut costs and develop new products faster and broadens global markets so as to spread
out the large fixed costs of R&D and investment.

It is in this overall growth-oriented context that record U.S. trade deficits of $400 billion per year,
of which about $350 billion is in manufactures, can have substantial adverse impact on the U.S.
economic growth course ahead. A smaller manufacturing sector means a smaller engine for growth
and fewer productivity gains. Likewise, the currency manipulators identified here—Japan, South—-‘.-s
Korea, Taiwan, and China most of all—are keenly aware of the fact that technology-intensive
manufacturing industry is the primary engine for their growth as well. They each pursue the

mercantilist approach of maintaining a large trade surplus as an overriding policy objective, with

central emphasis on technology-intensive manufactured exports. And their favored policy instrument

for pursuing such mercantilism is currency manipulation. -

3. The broader effects on U.S. foreign policy objectives.® The motivation for protracted large-
scale purchases of foreign exchange by currency manipulators is almost certainly to achieve the
international competitive advantages described up to this point. In addition, however, there are a
number of broader adverse consequences for U.S. interests from the massive buildup of official
holdings of dollars abroad, particularly in East Asia. There is first the interest payments on official
dollar holdings which constitute a permanent flow of resources from the U.S. to the other economies.
At 5 percent interest, the $436 billion Japanese foreign exchange holdings, probably 80-90 percent in
dollar denominated assets,” would yield a United States to Japan annual payment of $17-$19 billion.
China is reported to hold some of its dollar holdings in Freddie Mac/Fannie May bonds in order to

obtain a higher yield on its $243 billion of official foreign exchange holdings.

¢ The effects on U.S.-China policy, in particular, are elaborated in Ernest H. Preeg, “Chinese Currency Mampulatlon Testimony
Before the Senate Committee on Banking, Housing, and Urban Affairs, May 1, 2002.

7 The precise composition of official foreign exchange holdings is kept secret, as explained in policy response step 4 below.
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Other actual or potential adverse consequences for U.S. interests are more in the foreign policy
field. The huge official foreign exchange holdings of Japan and China provide a geopolitical
opportunity to offer concessionary trade and investment finance to regional trading partners,
particularly in Southeast Asia, as a means of strengthening Japanese and Chinese economic
engagement at the expense of the United States. Some first steps along these lines have already been
taken, reportedly to weaken “U.S. economic hegemony” in the region, and such trade-related
incentives will likely be expanded. The recent Chinese initiative for a free trade agreement with the
Association of Southeast Asian Nations (ASEAN) could be enhanced with a regional financial
facility similar to the European Payments Union (EPU) financed by the United States to support
European growth in the 1950s.

In the national security field, Chinese purchases of weapons and other military equipment abroad,
as regularly received from Russia in particular, can be made without financial constraint, having
$243 billion of ready cash in the central bank.

More speculatively, China could use its official dollar holdings as foreign policy leverage against
the United States by threatening to sell large quantities of dollars on the market, or merely shifting its
reserves away from dollars and into euros and yen. This will not happen anytime soon because the
result would be a decline in the dollar with adverse impact on Chinese exports. At some future point,
however, if China were to become less dependent on exports to the United States for economic
growth, such a threat could become credible. For example, the threat of substantial Chinese sales of
dollars, with its implications for a disruptive decline in the dollar and the U.S. stock market,
especially during a recession and/or an election year, could influence the course of U.S. policy
toward Taiwan. Chinese military officers, in fact, in their studies of nonconventional defense
strategies, include reference to George Soros and his attack on the British pound in 1992 as a

template for disrupting a rival’s (i.e., the United States) economic system.
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These are the wide-ranging economic and foreign policy adverse consequences for the United
States from continued large-scale currency manipulation by others. They certainly add up to a strong
case for action to curtail such manipulation. Fortunately, the specifics of such a policy response are

readily at hand.

4. How Should the U.S. Government Respond?

The U.S. response to end exchange rate manipulation for unfair competitive advantage would
consist of four steps pursued in parallel, with a fifth step held in reserve on a contingency basis:

Step 1. A clear statement of U.S. policy.—U.S. exchange rate policy, in broadest terms, is to let
market forces determine exchange rates, and U.S. official intervention is rare and of token size.* U.S.
policy has been in denial, however, about exchange rate manipulation by others, which is in
fundamental conflict with a system of market-determined rates. This should be rectified through a
clear statement of policy by the Secretary of the Treasury along the following lines:

“U.S. exchange rate policy is to let market forces determine the rates. Official intervention in
currency markets to counter short-term disruptive market conditions should be of limited duration
and carried out in concert among major currency nations. In recent years, however, some others have
engaged in protracted large-scale intervention to buy dollars and other foreign exchange, thus
pushing their exchange rates substantially below market-determined levels. One important
consequence has been a much larger U.S. trade deficit than would prevail based on market-
determined exchange rates alone. The IMF Agreement explicitly proscribes such exchange rate

manipulation to gain an unfair competitive advantage, and the United States will actively seek to

® U.S. currency intervention has averaged $3 billion per year since 1995, in some years net purchases, in other years net sales. In
contrast, with six times as much trade as China, U.S. net purchases on the current Chinese scale would be about $370 billion per
year.
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curb further manipulation through direct consultations with trading partners and IMF review
procedures.”

Such a statement would constitute a major change in U.S. policy with respect to currency
manipulation. The 1988 Omnibus Trade and Competitiveness Act requires the Secretary of the
Treasury to report to the Congress twice each year about currency manipulation by others, but the
reports have been brief and essentially evasive. Japan, the most obvious manipulator, has never once
been mentioned. When Treasury officials are pressed, they dismiss the issue by claiming that
currency manipulation is simply too vague and ill-defined. This, of course, is not the case, as
explained in the answer to question 1 above.

Step 2. G-7 consultations.—The United States would pursue this newly stated line of policy
within the Group of Seven (G-7) finance ministers, whose membership represents the principal
international currencies. In fact, six of the seven—representing the U.S. and Canadian dollars, the
euro, and the British pound—do follow a market-determined floating rate policy, with very limited
intervention, and they all suffer on trade account from the mercantilist policies of currency
manipulators. Japan, in contrast, would be the target for curtailing manipulation within the Group,
and the thrust of G-7 discussions would be about how Japan could restructure its growth strategy
toward greater reliance on domestically generated growth and less reliance on a sustained trade
surplus. Indeed, such a change would be as much in the Japanese interest as in that of the other six.

Step 3. Bilateral consultations.—The United States would pursue bilateral consultations with
targeted currency manipulators. Bilateral consultations with Japan would be an adjunct to the G-7
discussions. Consultations with such trading partners as South Korea and Taiwan would be along
similar lines. Consultations with China would be more complex and also the most important in view
of the extreme degree of currency manipulation involved and the fact that the largest U.S. bilateral

trade deficit is with China. The short-term objective for China would be an upward adjustment of the
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fixed nonconvertible renimbi by at least 20 percent. The longer term objective would be a transition
by China to a fully convertible, freely floating renimbi, as a mutual economic interest and the best
way to avoid trade conflict with the United States resulting from further unjustified currency
manipulation.

Step 4. IMF transparency/consultations.—The United States would approach the IMF to seek
greater transparency in official market intervention and to curtail currency manipulation. As for
transparency, members do not now publicly report currency intervention even though it is often the
most important policy instrument utilized under a floating rate international financial system and has
significant impact on companies and banks engaged in international trade and finance. Current IMF
disclosure is limited to a monthly statement of member total foreign exchange holdings, with a two-
three month time lag, in International Financial Statistics. The composition of the reserves—dollars,
euros, yen, etc.—moreover, is never made public. In effect, China could shift $10 billion from
dollars to euros, with significant impact on the dollar/euro exchange rate, and the transaction would
remain secret not only for private sector traders but for other governments as well® The United
States, preferably together with like-minded free floaters, should therefore propose mandatory public
reporting by central banks of significant purchases and sales of foreign exchange, including a
breakdown by major currency.

Curtailment of currency manipulation would be pursued through the appropriate IMF review
mechanism for Article IV commitments and related surveillance procedures. The specific objectives
would be findings of currency manipulation against and commitments to cease such manipulation
from targeted members, beginning with Japan and China.

These four steps would be advanced in parallel, and hopefully would lead to agreement to curtail

currency manipulation to gain an unfair competitive advantage. The question remains, however, as

* The IMF publishes global official holdings by currency in September for the previous year, or nine months after the fact, but
without a breakdown in such holdings by member country.
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to what the United States and other adversely affected trading partners should do if currency
manipulators ignore the bilateral and IMF admonitions and continue their manipulative exchange rate
policies. Under such circumstances, a contingent fifth step would be taken in the World Trade
Organization (WTOQO).

Step 5. WTO dispute settlement.—The General Agreement on Tariffs and Trade (GATT) Article
XV, now incorporated within the WTO, addresses “Exchange Arrangements,” and stipulates that
members should not take exchange rate actions which “frustrate the intent of the provisions of this
Agreement.” The intent of the Agreement, in turn, as stated in broadest terms in the Preamble, is the
objective of “entering into reciprocal and mutually advantageous arrangements directed to the
substantial reduction of tariffs and other barriers to trade.” Clearly, exchange rate manipulation that
results in a $100 billion per year larger U.S. trade deficit than would otherwise occur frustrates, to
say the least, such reciprocal and mutually advantageous arrangements. The United States could thus
file a complaint within the WTO dispute settlement mechanism against recalcitrant currency
manipulators. GATT Article XV also provides for full consultation with the IMF, including that
members “shall accept all findings of statistical and other facts presented by the Fund relating to
foreign exchange,” which would link any such U.S. initiative in the WTO to prior IMF consultations
as described in step 4.

This is the five-step policy response readily at hand. Step 5 should clearly be held in reserve, to
be avoided if at all possible, but at the same time the United States should not be hesitant to state that
it would be obliged to pursue this course if all other actions proved fruitless. The rationale
throughout all steps of the policy response would be derived from the adverse impact on U.S.
interests described earlier. Currency manipulation to gain an unfair competitive advantage has
simply become too important an issue within the evolving international financial system to ignore

any longer, and the practice therefore needs to be sharply curtailed or eliminated.
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Epilogue: Systemic Implications

This paper has been about currency manipulation and its direct impact on exchange rates and the
U.S. trade deficit in particular. The issue also has broader implications, however, for the
international financial system as it evolves into a “two-corner” system of floating exchange rates and
monetary unions.” And in this context, a thorough appraisal of currency manipulation leading to its
sharp curtailment or elimination would constitute a major step forward for realizing such a system
within a cooperative multilateral framework.

The international financial system has been essentially undefined for three decades. The dollar
fixed-rate system created at Bretton Woods ended in 1971 when the United States closed the window
on dollar convertibility into gold. This precipitated a potpourri of exchange rate relationships from
fixed to floating rates, with various forms of adjustable pegs and currency bands in between. The
lack of systemic definition was highlighted in 1994 at the 50 year anniversary of Bretton Woods,
when a Bretton Woods Commission group of 47 distinguished financial leaders and experts, chaired
by Paul Volcker, called for the “establishment of a new system . . . (because) the alternative to a new
global system is to continue the present nonsystem.” The Commission report had little to offer,
however, as to what form the new system should take except to note that, “this system could possibly
involve flexible exchange rate bands.”

Five months later the Mexican peso crashed through the bottom of its dollar exchange rate band,
and financial markets assumed the lead role in pushing governments toward a truly new post-dollar
floating rate system. Subsequent financial crises in Thailand, Indonesia, South Korea, Russia, Brazil,

Turkey, and Argentina all resulted in shifts from some form of dollar-linked currencies to floating

" The evolving two-corner system is analyzed in detail in Emest H. Preeg, The Trade Deficit, the Dollar, and the U.S. National
Interest (Hudson Institute, 2000), especially chapters 2 and 9.
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rates. Meanwhile, in the other monetary union corner, the European Monetary Union (EMU) was
launched and more modest steps were taken toward dollarization."

The outstanding and indeed critical question for this new, predominantly floating rate system is
to what extent will the floating rates be “managed” through official intervention in currency markets.
Will rates be heavily managed, lightly managed, or allowed to float freely? Heavily managed rates,
as described earlier, are subject to the “great asymmetry,” wherein heavy intervention through
foreign exchange sales to maintain a currency above the market-determined level has consistently
failed, with resulting much higher foreign debt obligations and more painful ultimate adjustment. A
lightly managed or free float is clearly preferable at this end of the asymmetric curve, although
painful lessons are still being learned in Argentina, Brazil, and Turkey.

And then, at the other end of the curve, there is the heavily managed float through official large-
scale purchases to maintain an exchange rate lower than the market-determined level, which often
translates into currency manipulation. The case made in this paper is that such heavy management to
gain an unfair competitive advantage should also be sharply curtailed if not eliminated.

The net result for the evolving international financial system should thus be definitive movement
to lightly managed or freely floating rates. Heavily managed rates in one direction do not work,
while in the other direction “currency manipulation” should be at least sharply curtailed. And this
outcome, in turn, has important implications as to how the overall international financial system
would work, including the IMF role within it. For example, there would be little need for foreign
exchange reserves since their only purpose is for official intervention, which would be small to nil
under lightly managed or free floating rates. The United States, in this regard, is ahead of the curve,

with a close to free floating rate and only $30 billion of foreign exchange reserves, equal to a mere 2

"' Ecuador has dollarized and Central American leaders are considering it. Based on “optimum currency area” analysis, the small
Caribbean Basin economies heavily dependent on trade with the United States would be optimal candidates for dollarization. See
Ernest H. Preeg, “Dollar Rising Over the Caribbean,” American Outlook, winter 2000, pp. 42-43.
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percent of annual imports.”? A lightly managed or freely floating yen, in contrast, would make the
$436 billion of Japanese foreign exchange reserves grossly redundant, raising the question as to what
should be done with them.

There would also be little further need for large IMF loans, and the $30 billion loan package to
Brazil in August 2002 could turn out to be the last hurrah for such lending. This would follow the
longer term process of IMF “graduation.” None of the industrialized countries, which comprise two-
thirds of world trade and investment, has taken out a large IMF loan in over 25 years. Emerging
market economies that shifted to floating rates in the 1990s, such as Mexico, Thailand, and Russia
should not need further recourse to large IMF loans. Certainly the currency manipulators—Japan,
China, South Korea, and Taiwan—who have such excessive reserve holdings, which would become
even more excessive to the extent they adopted lightly managed floating rates, will never need an
IMF loan. Indeed, if the current financially troubled Argentina, Brazil, and Turkey, already with
floating rates, could be nurtured away from largely counterproductive dependency on IMF lending,
close to 90 percent of the global economy would be classified as IMF graduates.” And what would
remain would mostly be the poorest countries, where highly concessionary loans and grant assistance
from multilateral development banks and bilateral aid programs are more appropriate forms of
official financial support than high cost IMF borrowing.

There would still be a role for the IMF, but a much more modest role as a consultative forum, the
repository of basic norms and financial market commitments of multilateral scope, and a provider of
technical support for members adopting financial policy reforms. But the era of large-scale IMF
loans, with all its political contention and painful economic aftermath, would be over. Members

within the monetary union corner of the new financial architecture would by definition have no need

12 The United States also holds $262 billion of gold reserves, but they are essentiaily useless. If even $10-20 billion of the gold
were sold on the market to prop up the dollar, the market price of gold would crash and the value of reserves along with it.

13 This transition is elaborated in Emest Preeg, “Argentina’s painful graduation,” Financial Times, August 3, 2001.
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for an IMF loan to defend internal national currency relationships that no longer exist, while
members with lightly managed or free floating currencies would also have little or no need for IMF
loans.

Graduation should be a joyous occasion, and graduation of the international financial system to a
new cooperative order of floating rates and monetary unions would be worthy of celebration. We
have not yet reached that point, however, with the biggest remaining obstacle the persistent practice
of currency manipulation to gain an unfair competitive advantage in international trade and

investment.
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Table 1
Indicators of Currency Manipulation
Japan

1998 1999 2000
A. Foreign Exchange Reserves ($billions)

1. Total, end of period 203 278 347
2. Increase from previous period X 75 69
3. Cumulative increase from 1998 X 75 144

B. Trade, Current, and FDI Accounts ($billions)

1. Trade balance, goods +122 +123 +117
2. Current account balance +121 +107 +117
3. FDI net flow -21 -10 -23
4. Current account plus FDI net flow +100 +97 +94

C. Foreign Exchange Reserve Increase
as a Percent of:

1. Trade surplus X 61 59
2. Current account surplus X 70 59
3. Current account surplus plus FDI net flow X 77 73

D. Adequacy of Reserves
1. Foreign exchange (end of period) as a
percent of imports (goods and services) 73 90 92
* Jan.-July

Source: IMF, International Financial Statistics

2001

388
41
185

+70
+89
-32
+57

59
46
72

111

2002*

436
48
233




*

Jeok

Indicators of Currency Manipulation

Foreign Exchange Reserves ($billions)
1. Total, end of period

2. Increase from previous period

3. Cumulative increase from 1998
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Table 2
China
1998
145

X
X

Trade, Current, and FDI Accounts ($billions)

1. Trade balance, goods

2. Current account balance

3. FDI net flow

4. Current account plus FDI net flow

Foreign Exchange Reserve Increase
as a Percent of:
1. Trade surplus
2. Current account surplus
3. Current account surplus plus FDI net flow

Adequacy of Reserves
1. Foreign exchange (end of period) as a
percent of imports (goods and services)

Jan.-June
The Economist

*** Estimate

Source: IMF, International Financial Statistics, except as otherwise indicated.

+47
+31
+41
+72

x

104

1999

155
10
10

+36
+21
+36
+57

28
48
18

93

2000

166
11
21

+34
+21
+37
+58

32
52
19

81

2001 2002*

212 243
46 31
67 98

+23**
+21 *%k
+40***
+61

200
219
75

91**




IMPACT OF STRONG DOLLAR

ON U.S:"AUTO INDUSTRY

G. Mustafa Mohatarem
Chief Economist

General Motors Corporation

The Dollar and the U.S. Economy: A Company View
September 24, 2002




2002 is shaping up to be another banner year for auto sales in the U.S.
Calendar-year-to-date sales have been running at a pace slightly above 17.0
million units. If this pace were maintained for the remainder of the year, 2002
would go down ‘as the fourth best sales year ever. Auto sales have now
exceeded the 17.0 million mark — & level that was cons;idered unattainable in as
late as the mid-1990s for three straight years — including the recession year of

2001.

Given the strength.of auto sales, one would think that U._S."auto manufacturers,
auto suppliers, and their workers would be celebfating. But, we are not. Despite
the strong sales level, auto manufacturers and suppliers are struggling to turn a
profit and many autoworkers have been laid off or are threatened with lay-offs.
Credit ratings for U.S. auto manufacturers have been downgraded, and many
suppliers are faced with bankruptcy. While there aré many reasons for the
current challenges facing auto manufacturers, the strong dollar stands out as one

of the primary causes.

However, before | give you a detailed explanation of why the strong dollar is
depressing profits for domestic auto manufacturers and our suppliers, let me

briefly talk about the recent performance of the U.S. auto industry.

Immediately after the terrorist _attacks of September 11, consumer confidence fell

by roughly ten points. Historically, falling’ consumer confidence has lead to sharp




reductions in vehicle sales: “when the economy catches a cold the auto industry
catches pneumonia.” And, it looked liked it would no different this time. In the
days immediately following September 11, vehicle sales fell by more than 35
percent. Custorhe; Zraffic in our showrooms évaporated, suggesting that sales

- =

would remain depressed.

We recognized that without some bold measures, the induétry could be headed
for a deep downturn. GM responded with our “Keep America Rolling” program,
which offered conéumers zero interest financing on all o.f- our products. The
response to this program and similar programs by many of our competitors
exceeded all expectations. Vehicle sales surged to a record 21.5 million annual
rate in October 2001, and stayed a strong 18.2 million in November. 'The
industry ended the year selling over 17.4 million vehicles in 2001, the third best

year ever.

Chart 1 illustrates the imp’act of early incentives on vehicles sales by contrasting
auto sales in this recession versus the recessions of 1990-91 and 1979-80. As
.you can see, in a typical recession, auto sales can drop off more than 15-25
bercent from their trend level. In this downturn, auto sales maintained their very
strong pace. Professor Alan Blinder has noted that the sales stimulus provided
by Keep America Rolling and matching progréms by‘our competitors drove “auto
sales to record highs while other categories of consumer spending were

slumping ... The zero percent financ_:ing programs thus amounted to a kind of




‘privatizéd’ stimulus policy — wonderfully timed, well-targeted and effective.

Would that Congress had done so well.”

We estimate that fo“rvthe industry as a whole, the zero percent interest programs
generated roughly 500,000 additforial sales. Keep in mind, this is a very
conservative estimate, and assumes that the U.S. economy would have
stabilized following 9/11 even without our incentive programs. In any case, using
Bureau of Labor Statistics (BLS) methodology, the 500,000 additional vehicle
sales — an additioﬁ of more than $10 billion to the U.S. ‘GDP — translate into
115,000 avoided layoffs in auto and related supplier industries during the lowest

point of the recession.

Of course, we can't take all the credit for the strength of vehicle sales in the
period since 9/11. Aggressive easing by the Fed certa—inly'lowered the cost for
auto manufacturer’s offering zero or low interest rates. In addition, the Bush tax
cuts added to disposable income. But as Professor Blinder pointed out in a
Washington Post (12/11/01) op-ed., “Waiting for Congress to pass the much-
needed economic stimulus bill is beginning to look like waiting for Godot.
-Fortunately for the U.S. economy, two large private industries — automobiles and
homebuilding — have stepped up to provide the stimulus that the government has

thus far failed to deliver.”




From a slightly longer-term perspective, auto sales have been exceptionally
strong since the mid 1990’s (chart 2). The 90s started on a sour note for the U.S.
auto industry. With the economy in a recession, auto sales fell precipitously.
While sales recbvéréd as the economy emerged from recession, the sales
recovery was muted. It became po&pular among analys—ts that follow the industry
to argue that auto sales would remain weak for an extended period because
customers were more interested in computers, boats and home improvements.
Fortunately, the pessimists were proved wrong as industry sales improved
steadily through thé 1990s. Auto sales exceeded the 15 4r'nillion mark — which
was considered the benchmark for a strong sales year — for an unprecedented

five consecutive years before jumping above 17 million for three years.

The 1990’s also marked the revival of the U.S. auto industry and American-
owned auto manufacturers. In the 1980s and early’— 1990s, it had become
conventional wisdom that American auto companies would not survive the
competitive challenge from Japan. Yet, by the end of the decade, it was the

Japanese auto companies that were struggling.
What happened?
First was the economy.

The U.S. economy thrived in the 1990s while Japan’s economy was stagnant.

The strong U.S. economy led to strong vehicle sales — more than 15 million each




year since 1995. In contrast vehicle sales in Japan trended down steadily and
are now at levels last seen in the early 1980s. U.S. auto companies benefited
greatly from strong domesﬁc sales. While Japanese companies also benefited
from the strength <;fvthe U.S. market, it was not sufficient to offset their weak
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domestic market.
Second was restructuring.

The U.S. auto companies were forced to restructure their U.S. operations in the
1980s and 1990s by the threat of foreign competition. In contrast, Japanese
companies delayed restructuring in Japan in the hope that domestic recovery

would make such restructuring unnecessary.
Third was business strategies.

in the late 1980s, American auto companies chose to invest heavily in light trucks
and truck-like vehicles, such as sport utilities and minivans. In contrast, all the

major Japanese auto companies invested heavily in luxury cars.

Thus, when the market for sport utilities and minivans took-off in the U.S,,
American auto companies were the primary beneficiaries. In contrast, the market

for luxury cars did not develop to the extent that Japanese companies had




anticipated. Moreover, an effective response by German auto companies

prevented the Japanese companies from gaining share at their expense.
Finally, exchange rates.

Like many other U.S. manufacturers, the domestic auto companies benefited
from the dollar's substantial depreciation from 1985 to 1995 (Chart 3). The
stronger yen resulted in déclining imports from Japan (Chart 4) and increased
production in the US by both domestic manufacturers aﬁd by the Japanése

manufacturers in the U.S. (Chart 5)

In short, as Michael Moskow, president of the Chicago Fed stated, the Midwest
economy in general, and the U.S. auto industry in particular, were the surprise -
stories of the decade (of the 1990s). Written off as ’Ehe rust belt in the early
1980s, the auto industry flourished in the 1990s. The combined annual profits for

GM, Ford, and Chrysler averaged over $13 billion per year from 1993-2000.

In contrast, Japanese companies delayed restructuring in Japan in the hope that
a domestic recovery would make such restructuring unnecessary. Failure to act
combined with a weak domestic economy and appreciated currency left them
with excess capacity and excess borrowing. By the end of the decade, Renault
took controlling interest in Nissan, Ford took management control over Mazda,

and DaimlerChrysler took over Mitsubishi. Even healthy companies such as




Suzuki and Fuji Heavy Industries sought alliances with GM. Who would have
thought a decade ago that Nissan, the second largest auto company in Japan,
would fall under the control of a foreign firm — Renault. Or, that the GM group
(GM, Isuzu, Suzu’ki; r;nd Fuji Heavy Industries) would become the second largest

=

seller of cars in Japan.

The good news for American auto companies would have continued into the new
millennium were it not for the fact that the government of Japan d'ecided to
embark on an expért-led growth strategy again. In particultér, as the yen began
to appreciate in late 1998, Japan started to intervene heavily in 1999. During the
year, it bought more than $75 billion of U.S. currency in order to weaken the yen
(chart 6). By the -start of 2000, the heavy intervention~combine_d with frequent
comments from Japanese officials threatening additional intervention succeeded
in halting the yen’s appreciation. However, Japan wasvnot_satisfied with simply
halting the appreciation of the yen. It continued to intervene and to jawbone the
currency lower. By the end of 2001, Japan had succeeded in pushing the yen

down to around 134 yen/dollar.

| Many analysts continue to question the effectiveness of Japan’s intervention.
Indeed, there is a strong belief among economists that intervention only has
short-term impact on exchange rates. The.se economists must not work at
Japan’s Ministry of Finance. More importantly, these economists base their view

on attempts by countries to defend their currency. Japan proves that as long as




inflation is not a concern, a country can intervene to lower the value of its

currency without any limits.

One measure of 'Ja“puén’s intervention is c.hang"e in reserves. As shown in Chart
6,1 Japan’s reserves have risen by réughly $200 billior;, from roughly $250B to
$450B, over the last three years. Certainly, no one believes that a hard currency
country needs reserves of this magnitude. For examplé, U.S. reserves are
around roughly $50B. In any case, Japan has made no secret of its intervention

or of its desire to drive the value of the yen lower.

So, what difference did this make in the auto industry? Chart 7 illustrates the
impact vividly. The change in the value of the yen from 116 yen/dollar in Jaruary
2001 to 126 yen/dollar in May 2002 added roughly $3,000 in additional margin on
the Nissan Maxima. The margin differential is obviou—sly much greater if one
© considers the differential between 100-105 yen/dollar, what | believe to be
equilibrium exchange rate and roughly the value in January 2000, and the

weakest point in the current cycle, around 135 yen/dollar.

ls it any surprise then that 2001 marked the turning point in the performance of
the Japanese and U.S. auto companies? Armed with a $3,000-$3,500 per unit
subsidy, the Japanese companies were sodn reporting improving profits and
increasing share in the U.S. Honda and Toyota, the two strongest, reported all-

time record profits in 2001. And, Nissan’s turnaround made Carlos Ghosn a




household name in Japan. Interestingly, both Toyota ahd Honda attributed the

entire improvement in their profits to the depreciation of the yen.

Using the change i-ﬁvprofits reported by Hond’a and Toyota in 2001, it appears
that Toyota’s profits improve by Y20 billion for every— one yen fall in the yen
against the dollar. For Honda, which has a higher level of production relative to
sales in the U.S., the improvement is around Y12 billion. Using a longer data set,
MorganStanley estimates that Toyota’s profits change by $125 per unit for.each

percentage change in the value of the yen against the dollar.

If it was only profits, we would be less concerned. But, with auto sales in Japan
stagnant, Japanese auto companies have taken advantage of the weak yeén to
increase market share in the U.S. In the last two years, share of U.S. market
captured by irﬁports from Japan has jumped by 1.2 ;Sercéntage points. The
Korean manufacturers, who also enjoy a weak currency, have gained another 1.2
percentage points, and the European manufacturers have gained about 0.8
percentage points. In total, the import share has gained 3.2 percentage points.
Of course, the Japanese also have gained share through increasing local
production, which also benefits from the weaker yen. But, contrary to PR from
Japan, much of the gain has come from imports. lndeéd, MorganStanley
estimates a .75 percent correlation between Japanese import share and longer-

term movements in the yen versus the U.S. dollar.
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It has been suggested that U.S. manufacturers can offset the currency changes
through hedging. That is not true. We can and do hedge our own currency
exposure. But, we can’t hedge our competitive exposure. More importantly, we
shouldn’t have to. »~ }he auto industry ié already intensively competitive. We

should not be forced to compete agaihst subsidized competitors.

Make no mistake, intervention on the scale that Japan has engaged in is no
different than other forms of subsidies that governme'nts offer. That is why the
WTO has explicit brovisions against currency manipulatiovn."That is also why the
IMF proscribes manipulation of currenéy values. And, that is why fhe Omnibus
Trade Act of 1988 required the U.S. Treasury Department to monitor currency
manipulation by other countries and to take appropriate measures to prévent
other countries from manipulating their currencies to gain a competitive

advantage for their producers.

Given the macroeconomic significance of exchange rates, | am hesitant to
recommend any changes in policy other than to insist that Treasury enforce its
statutory responsibility to act agéinst currency manipulation. But, if Japan
continues to intervene, then [ think it would be appropriate for the U.S. to
question Japan’s actions in the IMF and to consider a WTO challenge. As | said
before, there is only one reason that Japan ‘is intervening in currency markets

today — to give its firms an unfair competitive advantage.
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Of course, we have to focus on things under our control — products,
manufacturing efficiency, and supply chain management. And, we are doing
that. Productivity at GM has increased substantially and quality has improved
even more as the ’;irvﬁe required to bring new products to market has declined.

But, it is hard to overcome the curréncy disadvantage of 20 percent or more.

And, it is not just a short-term problem. Keep in mind that Japanese, the
Koreans, and the European are plowing their profits back into products and
'production facilitieé — some of which are in the U.S. In othér words, not only are
they getting a short-term advantage, they could well be gaihing a longer-term

advantage.

In closing, the second half of the 1990s marked a revival of fortunes for the
American auto industry. The strong U.S. economy and demand for vehicles, a
competitive value of the dollar, strong products, improved quality, and
restructuring of manufacturing allowed the domestic manufacturers to compete
successfully with foreign-owned manufacturers. GM and Ford solidified their
positions as the number one and two manufacturers in the WOrld. And, while
Chrysler merged with Daimler, the combined company -- DaimlerChrysler —
becamé the number three manufacturer. In the mean time, Japanese auto

companies struggled with weak home market and appreciated yen.
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The new millennium has started with another reversal. The American companies
are struggling to earn a profit while the Japanese companies are again in
ascendancy. To be sure, some of the American companies’ problems and the
Japanese compén{e;' recent success can be attributed to market factors.
However, an even larger contribltor to the relative performance has been
Japan'’s intervention to lower the value of the yen. The weak yen has lowered
the cost of vehicles imported from Japan by roughly $3,000 on a $20,000 vehicle.
It is no surprise that Japanese companies are reporting record profits and
expansion aroundx the world, while American compan_iés are announcing

significant cutbacks in capacity and employment.
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Chart 3
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Chart 7

The excessive weakness of the yen has given
substantial competitive advantages to
-.. Japanese auto manufacturers.

The 2002 model year retail price'of-an Nissan Maxima SE sedan

on January 1, 2001 was 2.96 million yen.

Converted at that day’s exchange rate:
The US price would be $25,989

However, if you converted that same yen
price of that Nissan Maxima SE sedan on May 1, 2002:

The US price would be only $23,040

As seen above, Nissan has a windfall cost advantage of over
$3000 per car as a result of the yen / dollar currency exchange
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I Introduction

For as long as there have been exchange rates, there have been individuals and
governments who have sought to manipulate them. Although there is anecdotal evidence
that some individuals have been highly successful at influencing markets (e.g. George
Soros in 1992), theory suggests that as markets develop and deepen they should become
less vulnerable to manipulation. This, in turn, may imply that over time interventions by
central banks in well-developed foreign exchange markets may be less and less likely to
be successful.' Dominguez and Frankel (1993b) find strong evidence that interventions
by the U.S. Federal Reserve (Fed), German Bundesbank and Bank of Japan (BOJ) in the
1980s influenced dollar exchange rates. Other studies come to similar conclusions.
Does intervention policy continue to work? Or, as theory would predict, has dollar
intervention policy become less effective?

There are at least four reasons to think effects of foreign exchange intervention in the
1990s might differ from the effects of earlier interventions. First, economic conditions in
the G3 countries changed dramatically in the 1990s. The United States experienced its
longest lasting economic expansion over this period, while economic growth in Germany
and Europe was largely stalled, and the Japanese economy was often in recession.
Second, the US current account deficit grew dramatically over this period, in large part
due to the strong relative position of the US economy over the decade. Gross portfolio
and foreign direct investment flows also rose dramatically in the 1990s, suggesting that
global capital flows were higher and financial markets were more globalized. Third,
culminating in the establishment of the European Central Bank (ECB) in 1999, the
European countries achieved monetary union in the 1990s, and the ECB took over
jurisdiction of intervention policy for Germany and the other European countries. Fourth,
interest rates in Japan were so low over this period that monetary policy was thought to
be largely ineffective.

Researchers examining recent data continue to find evidence that intervention operations
are effective, though estimates of the magnitude of the effects vary, as do views on
whether intervention is a useful policy tool.> Part of the explanation for the differing
results is that studies focus on different central banks, different exchange rates, and
different time periods, all leading to difficult comparisons. But, in large part, the

! Here I am implicitly assuming that a transaction in the foreign exchange market by a Central Bank is no
different than one made by an individual investor or non-governmental institution. It may be that because
Central Banks have the ability to support interventions with current or future changes in monetary policy,
interventions are likely to influence exchange rates whether or not markets are developed. This study tests
whether interventions influence exchange rates, but not why this is the case. See Dominguez (1992, 1998),
Dominguez and Frankel (1993abc), Evans and Lyons (2001), Lyons (2001), Montgomery and Popper
(2001), Mussa (1980) and Naranjo and Nimalendran (2000) for discussions of why interventions might
influence exchange rates.

% See Edison (1993) and Sarno and Taylor (2001) for excellent surveys of the intervention literature. Also
see, Dominguez (1990, 1992, 1997, 1998), Dominguez and Frankel (1993abc), Henderson (1984), Kenen
(1987), Lewis (1995) and Obstfeld (1990).

? See, for example, Fatum and Hutchison (2002abc), Humpage (1999), Ito (2002), Neely (forthcoming),
and Ramaswamy and Hossein (2000).




differences in results across studies, and in views regarding the efficacy of intervention,
are consequences of the way in which researchers define the success of an intervention.

Central Bankers, market participants and researchers are all likely to agree that a
successful intervention is one that significantly influences either the relative price or the
volatility of a currency in the appropriate direction. Where disagreement about success is
likely to arise is in the definition of “significant influence”, which in turn, depends on the
size and persistence of intervention’s influence on exchange rates. One of the reasons
this is difficult to resolve is that there does not exist a consensus model of exchange rate
determination, so it is difficult to compare actual behavior to what exchange rates would
have been in the absence of intervention.* There is also the problem of defining temporal
correlations. Should there be a direct correlation between intervention operations and the
immediate movement of the exchange rate in order to make the case that intervention
caused the change in the exchange rate? Or, is it possible to claim causality when after
days of interventions (with no discernible contemporaneous changes in the exchange
rate), there is an eventual movement of the exchange rate in the desired direction?

This study examines the intervention operations of the G3 countries (the United States,
Japan and Germany) over the period 1990 through 2002. I analyze the very short-term
(four-hour) effects of G3 intervention operations on dollar exchange rates, as well as the
longer-term correlations between episodes of intervention and subsequent currency
movements. The more recent G3 intervention data suggest that intervention policy is
both alive and well — G3 central banks continue to intervene to influence currency values
-- and these interventions were often successful in influencing short and longer-term
exchange rate movements.

IL Dollar Exchange Rate Movements and G3 Interventions in the 1990s
Compared to Those in the 1980s

In the 1980s we saw dramatic long run movements in the yen-dollar and mark-dollar
exchange rates. The dollar was strong against most currencies in the early 1980s and
then depreciated by over 40% relative to the yen and mark over the course of about a year
starting in 1985 (coincident with the famous Plaza Agreement Intervention operations
that took place in September 1985).° Figures 1 and 2 show the yen-dollar and mark-dollar
exchange rates over the period 1977 through 2002. Although day-to-day volatility in
both rates remained fairly constant over the twenty-five-year span, the longer-term
movements were less dramatic in the 1990s.

* Meese and Rogoff (1983) were the first to show that a random walk model out-performs standard
exchange rate determination models in predicting exchange rate behavior out of sample.

% See Dominguez and Frankel (1993b), Funabashi (1988), Henning (1994) and Klein and Rosengren (1991)
for a detailed account of the politics and economics of the Plaza Agreement and other intervention episodes
in the 1980s.




The yen-dollar rate reached historic lows in 1995, though from its’ peak of 159.7 in April
1990 to its lowest point of 80.6 on April 18, 1995, the decline in the dollar was relatively

gradual. And for most of the 1990s the yen-dollar rate stayed within the relatively
narrow bounds of 135 and 105.

FIGURE 1 Yen-USD exchange rate, 1977-2002
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The mark-dollar rate was even more stable than the yen-dollar rate in the 1990s, reaching
its low point of 1.35 in April 1995 and peaking at 1.88 in August 1997. (After the
introduction of the Euro in January 1999, the mark-dollar rate climbed to 2.36 in October

2000.) And, over most of the 1990s the mark-dollar rate stayed within a narrow band of
1.75 to 1.40.

FIGURE 2 DM-USD exchange rate, 1977-2002
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Although the G3 central banks continued to intervene in foreign exchange markets in the
1990s, they did so much less frequently than in the 1980s. Figure 3 shows Fed dollar
interventions operations in the yen and mark markets over the period 1977 through 2002.
The two most active periods of Fed intervention were in the late 1970s and early 1980s
and again in the mid- to late 1980s. Although the total number of Fed operations fell in
the 1990s, the size of daily operations was generally much larger. The largest daily Fed
purchase of 1.6 billion dollars occurred on November 2, 1994 (and involved an $800
million sale of yen and a $800 million sale of marks). The largest daily Fed dollar sale

involving $1.34 billion (for Euros) occurred on September 22, 2000. Figure 3 also shows

that the last two Fed interventions involved operations over only one day. In the 1980s
Fed intervention episodes typically continued for weeks and sometimes months.

FIGURE 3 Fed Intervention Operations, 1977-2002
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The BOJ recently released its official daily intervention series going back to 1991. In the
past, researchers were forced to rely on financial press reports of BOJ interventions to
compile a daily series, and these reports rarely included intervention magnitudes. Figure
4 includes the pre-1991 unofficial BOJ intervention series (used in Dominguez and
Frankel, 1993abc), shown arbitrarily as (1000,0,-1000) dummy variables for better
visibility on the graph (and where positive observations denote BOJ purchases of dollars




and negative observations denote BOJ sales of dollars). Without information on the size
of BOJ interventions before 1991 it is difficult to do a direct comparison of the operations
in the 1980s relative to the 1990s, though a visual scan of Figure 4 suggests that the BOJ
was probably more active in the earlier period. If we focus only on the operations after
1991, the BOJ was much more likely to purchase dollars than sell them, though the
largest operation on one day involved a sale of just under 20 billion dollars against yen on
April 10, 1998. The largest daily BOJ purchase of (13.5 billion) dollars occurred on
April 3, 2000. Unlike the Fed, the BOJ has continued to intervene in the last few years,
and episodes have generally continued to involve operations across multiple days.

FIGURE 4 BOJ Intervention Operations, 1977-2002
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§ The Japanese Ministry of Finance discloses BOJ interventions four times a year at
http://www.mof,go.jp/english/e1¢021.htm and provides historical data starting in 1991.




The Bundesbank continued to intervene actively in the mark-dollar market though 1992,
though after that, the few remaining inventions only involved dollar purchases against the
mark. In contrast to the Fed, Bundesbank operations in the 1990s were generally smaller
on a daily basis than had been the case in the 1980s. The largest Bundesbank dollar

purchase after 1990 involved $492 million on March 3, 1995 and the largest dollar sale
involved $592 million.

FIGURE 5 Bundesbank Intervention Operations, 1977-1998
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The next section focuses exclusively on the efficacy of the G3 interventions in the
1990s. It is instructive though to keep in mind the historical context of these
interventions. Long run movements in the two main dollar exchange rate were less
volatile than was the case in the 1980s, though the daily volatilities did not change
much over the two decades. Perhaps as a consequence of the less dramatic long run
movements in currency values, the G3 central banks were generally less active
interveners in the 1990s. The Bundesbank operations were the smallest and the least
frequent of the three. The Fed was a less frequent intervener in the 1990s relative to
the 1980s, though the average size of daily Fed operations was much larger,
especially after 1994. The BOJ was by a wide margin the most active intervener of
the G3 in the 1990s, and the size of the largest BOJ interventions was almost three




times larger than Bundesbank operations and twice the size of the largest Fed
operations.

III.  Analysis of G3 Interventions in the 90s
a. Timing of Interventions

The foreign exchange market is open 24 hours, though the most active trading periods in
the market occur during business hours in Asia, Europe and New York. In Dominguez
(forthcoming) I analyze Reuters reports of G3 interventions from.1989-1993. The reports
indicate that central banks typically intervene during business hours in their respective
markets.” Frequency distributions of the times of G3 intervention suggest that the BOJ is
most likely to intervene at 3:56:36 GMT (or around 1pm in Tokyo). The Bundesbank is
most likely to intervene at 11:31:16 GMT (or at 12:30pm in Frankfurt). And, the Fed is
most likely to intervene at 14:57:10 GMT (or 10am EST). Table 1 shows the relative
timing of the Tokyo, Frankfurt and New York markets using the GMT scale and indicates
the times when each central bank is likely to be in the market. It is worth noting that
Tokyo business hours end just as the Frankfurt market opens and the New York market
overlaps the Frankfurt market for two hours. The New York market closes two hours
before the Tokyo financial market opens.

Table 1
Typical Timing of G3 Interventions during the 24 hour clock
GMT22(t-1) | GMT6 | GMT8 | GMT10 | GMT14 | GMT17 | GMT22
Tokyo 7am 3pm | Spm
/ BOJ interventions
Frankfurt 9am 11am 3pm 6pm
Bundesbank Interventions
New York 9am | noon S5pm
Fed Interventions

GMT is Greenwich Mean Time.

The G3 central banks all currently make public historical daily intervention data.
Unfortunately, they do not provide the exact timing of interventions, nor do they disclose
how many operations occurred over the course of the day. Therefore, in order to measure
the influence of interventions on foreign exchange markets it is important to take into
account the timing of when interventions are likely to take place. For example, if we
want to know whether an intervention by the BOJ on day t influenced the yen-dollar rate
on same day, we would want to look at the change in the yen-dollar rate before
GMT24(t-1) when the Tokyo market opens and after GMTS8 when the market closes.
However, if the Fed or the Bundesbank intervened on the same day it would be

7 Neely (2000) provides detailed information about the practice of central bank intervention based on
survey data. Beattie and Fillion (1999), Chang and Taylor (1998), Dominguez (forthcoming), Fischer and
Zurlinden (1999), Goodhart and Hesse (1993), Neely (forthcoming), Payne and Vitale (forthcoming) and
Peiers (1997) examine the intra-daily efficacy of central bank interventions.




inappropriate to look for the effects of those interventions on the yen-dollar rate during
the Tokyo market hours because neither bank would have likely intervened until well
after the Tokyo market was closed. In this study I use seven hourly observations of the
yen-dollar and mark-dollar exchange rates in order to be able to measure the
contemporaneous impact of the interventions during the relevant business hours — as well
as measuring the persistence of these effects.®

b. The Efficacy of BOJ interventions

The BOJ was the most active intervener of the G3 in the foreign exchange market during
the 1990s. The total volume of BOJ interventions exceeded those by both the Fed and
the Bundesbank by over 13 times. The BOJ was also much more likely to intervene
unilaterally than either of the two other G3 central banks. Only 47% of BOJ interventions
were coordinated with another central bank. Figure 6 shows the yen-dollar exchange
together with BOJ interventions over the period 1991 through June 2002. The BOJ
intervened on a total of 219 days over the twelve-year period spending a total of just
under 300 billion dollars. These interventions generally involved purchases of US dollars
(and sales of yen) indicating that the BOJ was generally attempting to weaken the yen
relative to the dollar over this period. BOJ operations were episodic with long spells of
no intervention activity and then weeks, and sometimes months, of periodic operations.
Table 2 indicates that there are two episodes over this period when the BOJ sold dollars
(and purchased yen), in 1991-1992 and again in 1997-1998, in both of these periods the
yen-dollar rate exceeded 125 and the BOJ’s stated objective was to strengthen the yen
relative to the dollar. In the three episodes when the BOJ purchased dollars the yen-
dollar rate was always well below 125, implicitly suggesting that 125 was a target or
threshold value of the yen-dollar exchange rate over this period.

® The GMT6 exchange rate data are from the Reserve Bank of Australia, GMT8 data are from the Bank of

Japan, GMT10 data are from the Swiss National Bank, and GMT14,17,22 data are from the New York Fed.

I am grateful to Carol Osler, Andres Fischer, and Masashi Nakajima and especially Chris Neely for their
assistance in putting together these data.




FIGURE 6 BOJ Interventions and the Yen-USD Exchange Rate
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In early 1991° through August of 1992 the BOJ intervened on 27 days selling a total of 6
billion dollars in an attempt to increase the value of the yen relative to the dollar. Over
the same period the yen-dollar rate fell from a high of 138.7 yen to the dollar on May 13,
1991 (on the moming of the first day on which the BOJ intervened) to 127.9 yen to the
dollar at the end of last day of intervention on August 11, 1992. Although the movement
of the yen over the two-year period is consistent with BOJ (and Fed) interventions, the
daily correlation of interventions and exchange rate movements is negative (and
statistically insignificant) over this period, indicating that on the days when the BOJ sold
dollars the dollar typically rose in value. Overall, the objective of the BOJ (to strengthen
the yen) seems to have succeeded over this period — though analysis of the daily data
does not provide direct evidence to indicate that it was the intervention operations that led
to the rise in the relative value of the yen.

? Official BOJ intervention data are available starting in January 1991. Reports in the financial press
indicate that the BOJ was also very active in foreign exchange markets in 1990, but since these data may
contain type I and type II errors (meaning that they may include days when no intervention actually took
place, and may exclude days when intervention did take place), the analysis of BOJ operations in this paper
starts in 1991.
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Table 2
The Influence of BOJ interventions on the yen-usd rate during Tokyo Business Hours
91-02 5/91-8/92 | 4/93-2/96 | 11/97-6/98 | 1/99-3/00 | 9/01-6/02

Full period $ sales $ buy § sales 3 buy $ buy

# interventions 219 27 152 11 17 11

Average size $1357.3 -$222.9 $746.90 -$2894 $5706 $4320.6

Total Amount $297249.70 | -$6017.60 | $113524.1 | -$31834.2 | $97001.2 $47527.0

% daily returns

correctly signed 47% 48% 42% 27% 75% 82%

% coordinated

with Fed 10% 11% 12% 9% 0% 0%

4hr impact of

BOJ Intervention 1.027 -0.527 1.014 1.027 1.006 0.533

t-stat 4.244 -0.207 2.261 0.544 2314 2.728

8hr impact of

BOJ intervention 0.004 -4.033 0.326 0.717 0.429 0.341

t-stat 0.354 -1.44 1.114 1.807 2.187 3.397

Persistence? No No No No Yes Yes

Yen-USD before

interventions 135.7 138.73 114.03 120.33 108.78 117.29

Yen-USD after

interventions 124.15 127.96 104.26 136.54 104.80 124.15

Notes: “# interventions” is the number of days on which the BOJ intervened in the yen market. “Average
size” is the average dollar size of the daily interventions. *“Total Amount” is the dollar sum of all
interventions over the stated time period. “% daily returns correctly signed” is the percentage of
intervention days when the daily yen-usd rate moved in the appropriate direction (so that a dollar
strengthening operation led to an increase in the yen-usd rate) during Tokyo trading hours. “% coordinated
with Fed” are the percent of BOJ intervention days when the Fed also intervened. “4hr impact” is the
coefficient on BOJ intervention in a regression of 4 hour yen-usd returns on a constant, BOJ, Fed and
Bundesbank dollar intervention magnitudes (with each central bank’s intervention assumed to occur during
the 4 hour morning period in each of the respective markets). “t-stat” is the t-statistic based on robust
standard errors for the corresponding regression coefficient. “8hr impact” is the coefficient on BOJ
intervention in a regression of 8 hour yen-usd returns on a constant, BOJ, Fed and Bundesbank dollar
intervention magnitudes (with each central bank’s intervention assumed to occur during the 8 hour trading
period (9am-5pm) in each of the respective markets). “Persistence?” indicates whether 48 hour lags of BOJ
intervention operations are statistically significant. “Yen-USD before interventions” is the Yen-USD rate
just before the opening of the Tokyo market (GMT22,) on the first day of BOJ interventions in the
episode. Yen-USD after interventions” is the Yen-USD rate at the end of the NY market (GMT22) on the
last day of BOJ interventions in the episode.
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The second episode of BOJ intervention started in April 1993 and continued through
February 1996. Over the four-year period the BOJ intervened on 152 days purchasing a
total of 113 billion dollars in an attempt to weaken the yen relative to the dollar. As can
be seen in Figure 6, the yen-dollar rate hovered around 124 in J anuary 1993, hit a low of
81 in April 1995, and rose back to 126 by April 1997. The BOJ began its intervention
operations when the yen-dollar exchange rate was 114 in April 1993 and ended
intervening when the rate reached 104 in February 1996, with the largest dollar purchases
occurring in August and September 1995. If we look at this period as one long
intervention episode, the BOJ objective of weakening the yen was unsuccessfitl in the
sense that the yen-dollar rate ended up at a lower rate after the interventions than it was
before they started. It is impossible, however, to know how the yen-dollar rate might
have moved had the BOJ not intervened. On the other hand, if we look only at the
interventions that occurred starting in August 1995 (after the yen-dollar rate had
bottomed) the operations look to have been highly successful. An analysis of the daily

 data over the full four-year period indicates that interventions did impact 4-hour returns

both significantly and in the right direction — but this effect does not show up in the 8-
hour returns suggesting that the efficacy of the operations was extremely short-lived. If
we examine the 11 interventions that occurred starting in August 1995 through February
1996 separately, we find both a 4-hour impact effect and strong evidence of persistence. '’

The third episode of BOJ intervention involved sales of dollars (and purchases of yen)
starting in November 1997 and ending in June 1998. This is another case where the yen-
dollar rate over the period actually rises initially and subsequently falls — so that the
connection between the interventions and currency movements is not uni-directional. On
a daily basis, interventions are found to impact the exchange rate in the right direction
(though the effect becomes more significant, although smaller, after 8 hours) and there is
evidence of persistence beyond 48 hours. The largest daily intervention operation by the
BOJ occurred in this period on April 10, 1998 with a sale of 19.9b dollars resulting in a
1.9% fall in the yen-dollar rate by the close of the New York market. Interestingly, as
shown in Table 3, the BOJ’s next dollar sale (on June 17, 1998) involved just 1.6b in
dollar sales (coordinated with a $833m Fed operation), but it had a much larger effect
(4.87%) on the yen-dollar rate.

1 The eleven BOJ dollar purchases from August 1995 through February 1996 totaled $41.6B and averaged
$3.5B. The four-hour impact of BOJ interventions on returns was 1.701 with a t-statistic of 3.444, after 8
hours the effect falls to 0.219 and continues to have a statistically significant effect after 48 hours. The
yen-dollar rate on the first day of these operations was 88.07 and at the end of the period it was 104.26.
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Table 3

The Largest Daily Impact BOJ Interventions, 1991-2002

BOJ’s 3 Largest USD BOJ’s 3 Largest Yen
Strengthening Interventions Strengthening Interventions
% increase | BOJ Coordinated % decrease | BOJ Coordinated
Date yen-usd | § amt with G2? Date yen-usd | § amt with G27?
Aug 19 ‘93 4.21% 3167 Fed Jun 17 98 4.87% -$1612.8 | Fed
Aug 15 ‘95 3.37% $515 Fed & BB Dec 17 97 291% -$2143.5
Aug?2 ‘95 3.26% $7671.9 | Fed Jan 17 92 2.91% -$49.1 Fed

Notes: Yen-usd returns are measured over a 24hour period, starting two hours before the Tokyo market
opens and ending with the close of NY trading.

The BOJ returned to purchasing dollars (and selling yen) in January 1999 through March
2000 and then, after a year’s hiatus the BOJ again bought dollars in September 2001
through June 2002. In the first of these dollar-buying episodes the yen-dollar rate fell
from 108.8 to 104.8 suggesting that the BOJ was not successful at weakening the yen.
The analysis of the daily impact of these operations suggests, however, that they were
both statistically significant and persistent. To borrow a battlefield analogy, the BOJ
seems to have won many daily battles with the foreign exchange market in this period,
yet lost the war. Dollar buying resumed again in September 2001 and in May through
June 2002. Over this period the yen-dollar rate rose from 117 to 124 and the daily
analysis suggests that on average these operations had a statistically significant and
persistent influence.

c. The Efficacy of Bundesbank Interventions

The Bundesbank had jurisdiction over mark intervention policy though 1998, though its
last operation took place on August 15, 1995. Sixty percent of Bundesbank interventions
over this period were coordinated with the Fed, and all interventions after 1991 were
coordinated. Figure 7 shows Bundesbank intervention operations and the mark-dollar
exchange rate over the period 1990 through 1998. The information summarized in Table v
4 indicates that the Bundesbank intervened on 36 days over this period, for a total of just
over 7 billion dollars, with the bulk of operations occurring before 1992. Bundesbank
daily interventions were generally much smaller than BOJ operations in magnitude, and
in most instances the Bundesbank intervened over much shorter episodes. The majority
of Bundesbank intervention operations involved sales of dollars for marks in early 1990
and late 1991. In both episodes of dollar sales the mark-dollar rate was well above 1.6.
And, in three of the four episodes of dollar purchases the mark-dollar rate was well below
1.5, suggesting that 1.55 was the relevant pivot rate for the Bundesbank over this period.
The one episode that is a bit puzzling occurred in May and June 1994 when the
Bundesbank purchased dollars on two occasions when the mark-dollar rate was above
1.55, though both of these operations were coordinated with the Fed and the BOJ,
suggesting that these may have been intended to strengthen the dollar relative to the yen,
rather than weaken the mark. :
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FIGURE 7 Bundesbank Interventions and the DM-USD Exchange Rate
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Over the six episodes of Bundesbank intervention, only the 1990 operations had
persistent effects on the mark-dollar rate beyond 8 hours. That said, Figure 7 shows that
in all but the 1994 episode, the mark-dollar rate eventually moved in the direction of the
Bundesbank interventions. So again, an evaluation of the overall efficacy of Bundesbank
operations depends critically on whether one expects to see effects of interventions on the
exchange rate immediately or over a longer horizon. It obviously becomes more difficult
to make the case that interventions “caused” the subsequent changes in the mark-dollar
rate when the two series are not closely linked temporally. In all of the episodes the sign
on the coefficient of Bundesbank interventions is positive suggesting that, on average, the
mark-dollar rate moved in the appropriate direction on the day of interventions. And in
four of the five episodes (including the 1994 operations), and in the full sample period,
Bundesbank interventions had a statistically significant influence on the mark-dollar rate
over an 8-hour period. Table 5 shows that the largest percentage change in the mark-
dollar rate on an intervention day occurred on August 15, 1995 when the Bundesbank
purchased 398.1 million dollars (together with the Fed and the BOJ).

14




Table 4

The Influence of Bundesbank Interventions on the dem-usd rate during Frankfurt Business

Hours

90-98 1-3/90 Feb 91 3-8/ 91 7-8/92 5-6/94 3-8/95

Full $ sales $ buy $ sales $ buy $ buy § buy

period
#interventions 36 5 4 17 4 2 4
Average size $201.7 -$147.7 $67.6 -$208.6 $128.2 $253.1 $421.7
Total Amount $7260.6 -$738.7 $270.2 -$3545.8 $512.8 $506.2 $1686.9
% daily returns
correctly signed 47% 80% 50% 35% 50% 50% 50%
% coordinated
with Fed 61% 40% 100% 29% 100% 100% 100%
4hr impact of BB
Intervention 2.106 1.432 17.085 3.042 1.218 10.485 1.125
t-stat 0.816 1.038 1.584 0.810 0.191 1.033 0.203
8hr impact of BB
intervention 9,777 16.570 17.181 1.734 7.717 23.939 20.650
t-stat 1.906 4.147 1.879 0.259 0.454 2.195 1.638
Persistence? No Yes No No No No No
DM-USD before
interventions 1.727 1.727 1.468 1.585 1.456 1.636 1.443
DM-USD after
interventions 1.476 1.698 1.454 1.824 1.403 1.584 1.476
Notes: See Table 2.
Table 5
The Largest Daily Impact Bundesbank Interventions, 1990-1998
Bundesbank’s 3 Largest USD Strengthening Bundesbank’s 3 Largest DM Strengthening
Interventions Interventions

% increase | BB Coordinated % decrease | BB Coordinated

Date dem-usd | $ amt with G2? Date dem-usd | $ amt with G2?
Aug 1595 2.823 398.1 Fed & BOJ | Jul1291 2.528 -339.5 Fed
Jul 20 92 2.371 100.9 Fed Jan 4 90 2.401 -50.4 BOJ
May 31 95 1.015 395.6 Fed & BOJ | Apr2391 1.255 -430.3

Notes: mark-dollar returns are measured over a 24hour period, starting two hours before
the Tokyo market opens and ending with the close of NY trading.

d. The Efficacy of ECB interventions

In January 1999 the Euro replaced the mark and became the European currency. The
European Central Bank (ECB) has jurisdiction over euro intervention policy, and, after
much speculation in the financial press over whether it would ever intervene, the ECB
intervened on four occasions in September and November 2000. Figure 8 shows the euro-
dollar exchange rate together with the four ECB interventions in the fall of 2000. The
dollar magnitudes of the ECB operations have not been made publicly available so the
operations are shown on the graph (arbitrarily) as of equal size (100 million). The ECB
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operations came as the euro was at its weakest against the dollar, and the operations
coincided with a substantial (although relatively short-lived) strengthening of the euro.
The first ECB operation was coordinated with the Fed and the BOJ, along with other
central banks.

FIGURE 8 ECB Interventions and the Euro-USD Exchange Rate
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Table 6 shows that ECB operations had statistically significant effects at 4 hours, though
the effects largely die out by the end of 8 hours. Again, if we consider the longer-term
(but not long term) movement of the euro relative to the dollar there is some evidence of
longer term persistence.
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Table 6
The Influence of ECB
Interventions on the Euro-
USD rate during Frankfurt
Business Hours
9-11/00
$ sales
# interventions 4
% correctly
signed 75%
% coordinated 25%
4hr impact of
ECB Intervention 2.649
t-stat 2.655
8hr impact of
ECB intervention 7.920
t-stat 1.337
Persistence? No
Euro-USD before
interventions 2.272
Euro-USD after
interventions 2.254

Note: See table 2.

e. The Efficacy of Fed Interventions

Over the period 1990 through 2002 the Fed intervened on 74 days, there were 39 daily
operations in the yen-dollar market, 48 daily operations in the mark-dollar market and 1
operation in the euro-dollar market.!! Figures 9 and 10 depict Fed operations in each of
the currency markets together with relevant exchange rate. Just as it was the case for the
BOJ and Bundesbank, the Fed intervened episodically in both markets, and tables 7
through 10 provide summary information on the daily effects of these interventions.

' There were 14 days on which the Fed intervened in both the yen-dollar and mark-dollar (or euro-dollar)
market over this period.
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FIGURE 9 Fed Intervention and the Yen-USD Exchange Rate

180 1000
+ 800
160 1
+ 600
400
140
g
4200 2
=
g I ’ ¥ Py
2 120 ] Y T ) Lo €
g [ | 2
o
+} 200
£
100 -
+ -400
+ -600
80 4
- -800
60 -1000

Jan-90  Jan-91  Jan-92  Jan93  Jan-94  Jan-95  Jan-96  Jan-97  Jan-98  Jan-99  Jan-00  Jan-0%  Jan-02

Fed interventions in the yen-dollar market can be grouped into seven episodes, many of
which overlap with the episodes examined earlier for the BOJ. Indeed, on 94 percent of
the Fed intervention days in the yen-dollar market the Fed coordinated its operations with
the BOJ (and all operations after July 1992 were coordinated with the BOJ).

All the Fed operations prior to July 1992 involved sales of dollars for yen in an attempt to
lower the yen-dollar rate. These operations were relatively small in magnitude. The
operations in 1990 exerted a statistically significant influence on the yen-dollar rate on
impact, though the negative coefficient on Fed intervention suggests that, on average, the
dollar rose rather than fell in value during the morning hours in New York. There is no
evidence of intervention’s influence, however, beyond the New York morning.

The longest period over which the Fed intervened in the same direction involved 18 days
of purchasing dollars for yen over the period 1992 through 1995. Over this time period
the yen-dollar rate fell from 110 to just above 80 and then eventually reached 96.81 at the
end of the last day of Fed intervention. Recall that over this same period the BOJ
intervened on 152 days. Dividing the Fed interventions over this period by year (as
shown in Table 7), it is only in 1994 that Fed interventions have a statistically significant
influence on the yen-dollar rate, this time in the correct direction. The effect does not last
beyond the New York morning hours.

The most successful Fed operation, in terms of immediate impact and 48-hour
persistence, occurred on the Fed’s last day of intervention in the yen-dollar market, June
17, 1998. On this day the Fed sold 833 million dollars in an effort to strengthen the yen in
coordination with the BOJ. As shown in Table 8 the Fed and BOJ interventions on this
day led to a 4.87% decrease in the yen-dollar exchange rate between the Tokyo moming
and the close of the New York market.
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Table 7
The Influence of Fed interventions on the yen-usd rate during New York Business Hours
90-02 1-4/90 | 3/91-2/92 | 7/92-8/95 | 4-8/93 | 4-11/94 3-8/95 Jun 98
$ sale $ sale $ buy $ buy $ buy $ buy $ sale
# interventions 39 16 4 18 5 5 8 1
Average size $271.50 | -$136.30 | -$57.50 $408 $286.20 | $522 $412 -$833
Total Amount $10,595.30 | -$2,180 -$238 | $7344.30 | $1431 | $2,610 | $3303.30 [ -$833
% daily returns
correctly signed 35% 7% 50% 55% 40% 80% 50% 100%
% coordinated
with BOJ 94% 94% 75% 100% 100% 100% 100% 100%
4hr impact of
Fed Intervention 2.231 -15.106 15.557 2.788 4.178 4.745 0.199 9.439
t-stat 0.952 -2.451 0.332 1.093 | 0.389 2.304 0.048 15.743
8hr impact of
Fed intervention 2.151 0.0581 16.931 0.0631 | 5.884 1.055 1.644 10.084
t-stat 1.104 0.104 1.130 0319 | 0.736 1.300 1.008 16.818
Persistence? No no No No no no no Yes
Yen-USD before '
interventions 144.52 144.52 136.23 110.07 | 110.07 | 101.75 | 96.40 138.75
Yen-USD after
interventions 136.53 158.33 128.63 96.81 105.97 97.75 96.81 136.53
Notes: see Table 2.
Table 8
The Largest Daily Impact Fed Interventions on the Yen-USD, 1990-2002
Fed’s 3 Largest USD Strengthening Fed’s 3 Largest Yen Strengthening
Interventions Interventions
% increase | Fed Coordinated % decrease | Fed Coordinated
Date yen-usd $amt with G2? Date yen-usd $ amt with G27
Aug 19 ‘93 4.21% $165 BOJ Jun 17 ‘98 4.87% -$833 BOJ
Aug 15 ‘95 3.37% $300 BOJ& BB | Jan17 ‘92 2.91% -$50 BOJ
Aug 2 ‘95 3.26% $500 BOJ Mar 2 ‘95 1.58% -$150 BOJ & BB

Notes: Yen-dollar returns are measured over a 24hour period, starting two hours before
the Tokyo market opens and ending with the close of NY trading.

Figure 10 shows the Fed interventions that were intended to influence the mark-dollar

exchange rate. Table 9 provides a summary of the results of analyzing five main
episodes of Fed intervention over this period, with the largest episode from 1992 to 1995

further broken out by year. With the exception of two short episodes of dollar sales in

early 1990 and mid-1991, the bulk of interventions in this market were aimed at

strengthening the dollar relative to the mark.

The first intervention episode involving dollar sales in early 1990 was extremely

successful both in terms of daily and longer term movements of the mark-dollar exchange
rate. The coefficient on Fed intervention is statistically significant, correctly signed, and
large in magnitude, indicating that the two 100 million dollar interventions led to an
average 1.18 percent decline in the mark-dollar rate in the New York morning hours. And
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the interventions led to an additional 0.3 percent decline in the New York afternoon with
further evidence of statistically significant persistence for 48 hours. It is interesting to
note that both Fed interventions in this episode were coordinated with the Bundesbank.
In May 1990 the Fed switched to buying dollars in an effort to strengthen the dollar
relative to the mark, and although the Fed intervened on 17 occasions and spend $1
billion dollars, the interventions were unsuccessful both on a daily basis and over a
longer-term horizon. In February 1991 the Fed again purchased dollars, and this time (as
shown in Table 9) there is evidence that the interventions significantly influenced the
mark-dollar rate in the New York morning. The negative sign on the coefficient on Fed
intervention suggests, however, that the dollar fell rather than rose on impact. There is no
evidence of persistence beyond the New York morning. The long string of Fed dollar
purchases between 1992 and 1995 generally resulted in the mark-dollar rate falling rather
than rising on a daily basis. Over the longer term the dollar did eventually rise both in the
aftermath of the interventions in July and August 1992, as well as in the period after the
last Fed intervention of the episode in August 1995.

FIGURE 10 Fed Intervention and the DM-USD Exchange Rate
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The final Fed intervention over this period was (again) the most successful. On
September 22, 2000 the Fed sold 1.34 billion dollars and purchased euros together with
the ECB and the BOJ in an effort to raise the relative value of the euro. On the day of the
joint intervention the euro rose 2% from before the Tokyo market opened to the end of
the New York market. And the influence of the interventions continued though 48 hours.
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Table 9

The Influence of Fed interventions on

Business Hours

the DM-USD rate during New York

90-02 1-4/90 5-7/90 2/91 3/91-7/91 | 7/92-8/95

Full period | § sale $ buy $ buy $ sale 3 buy
# interventions 49 2 17 7 6 16
Average size $253.40 -$100 $58.8 $190.9 -$86.7 $501.3
Total Amount $12416 -$200 $1000 | $1336 -$520 $8020
% daily returns
correctly signed 47% 100% 57% 42% 17% 44%
% coordinated
with Buba 57% 100% 0% 57% 83% 63%
4hr impact of Fed
Intervention -4.796 11.819 -12.634 | -13.357 -20.763 -2.634
t-stat -2.693 2.926 -1.375 -2.914 -0.557 -1.055
8hr impact of Fed
intervention 0.543 3.593 -0.742 -3.039 -0.769 -1.487
t-stat 0.329 6.216 -0.071 -0,751 -0.047 -0.580
Persistence? No Yes No No No No
DM-USD before
interventions 1.701 1.701 1.672 1.466 1.573 1.451
DM-USD after
interventions 2.231 1.698 1.644 1.454 1.789 1.476

Notes: see Table 2.

Table 9 (Cont.)

The Influence of Fed interventions on the DM-USD rate
during New York Business Hours (cont.)

7-8/92 4-11/94 3-8/95 Sep 00
$ buy $ buy $ buy $ sale
# interventions 5 5 6 1
Average size $254 $700 $541.7 -$1340
Total Amount $1270 $3500 $3250 -$1340
% correctly
signed 40% 60% 33% 100%
% coordinated
with Buba 30% 40% 66% 0%
4hr impact of Fed
Intervention -9.064 -2.588 -1.102 7.109
t-stat -0.694 -0.776 -0.358 4,588
8hr impact of Fed
intervention -1.717 -1.058 -4.154 1.495
t-stat -0.270 -0.261 -1.369 9.377
Persistence? No No No Yes
DM-USD before '
interventions 1.451 1.653 1.462 2.270
DM-USD after
interventions 1.403 1.519 1.476 2.231

Notes: see Table 2.
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Table 10
The Largest Daily Impact Fed Interventions on the Yen-USD, 1990-2002

Fed’s 3 Largest USD Strengthening Fed’s 3 Largest DM Strengthening
Interventions Interventions

% increase | Fed Coordinated % decrease | Fed Coordinated
Date dem-usd | $ amt with G2? Date dem-usd | $ amt with G2?
Aug 1592 2.822% $400 BOJ & BB Jul 12 91 2.528% -$100 BB
Jul 20 92 2.371% $170 BB Sep 22 00 1.993% -$1340 BOJ
May 31 95 2.015% $500 BOJ & BB | Mar 590 1.058% -$50 BOJ & BB

Notes: mark-dollar returns are measured over a 24hour period, starting two hours before
the Tokyo market opens and ending with the close of NY trading.

Iv. Conclusions

Empirical evidence from the 1990s suggests that intervention can effectively influence
exchange rates. The G3 central banks were less active interveners in the dollar market in
the 1990s, and long run movements in the dollar exchange rate were less dramatic than
had been the case in the 1980s, but intervention operations were nevertheless often
effective. Dominguez and Frankel (1993b) challenged the conventional view that
intervention could only be effective if combined with contemporaneous changes in
money supply (or, in other words, only if interventions were unsterilized). That study
concluded that foreign exchange intervention could continue to work, especially if it were
“properly conceived and executed”. More specifically we argued that intervention was
least likely to be effective if it was inconsistent with either future monetary policy
intentions or future exchange rate fundamentals. The interventions in the 1980s that had
the largest and most sustained influence were the dollar sales in 1985 that helped bring
down the relative value of the dollar which was viewed both at the time and with
hindsight as massively overvalued. The closest analogy to 1985 in the 1990s was the
appreciation of the yen in April 1995. The yen-dollar rate at 80 was widely thought to be
inconsistent with fundamentals. As was the case a decade earlier, the BOJ and Fed
intervention operations in this period eventually led to a rise in the yen-dollar rate,
returning it to a more appropriate level.

Dominguez and Frankel (1993b) also made some specific recommendations regarding the
execution of intervention policy. Interventions that were unanticipated, publicly
announced, and coordinated were the most effective. Behavior of the G3 central banks
since 1990 is largely consistent with these recommendations. Ito (2002) notes that Dr.
Sakakibata, the Director General of the International Finance Bureau and the person in
charge of intervention policy for Japan starting in June 1995, felt that the market had
become too accustomed to BOJ interventions. Under his jurisdiction BOJ intervention
policy became less predictable, less frequent, and daily intervention magnitudes
increased. Fed interventions over this period were also larger, less frequent and
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unpredicted. Although the size of the ECB interventions have not been made public,
since 1999 the ECB has only intervened on four occasions, and financial reports suggest
that these operations caught the market by surprise. In the 1970s and 1980s central banks
rarely acknowledged their own intervention operations. This is no longer the case. The
U.S. Treasury started to routinely release information to the press after Fed interventions
in the mid-1990s. The BOJ is also much more forthcoming about its presence in the
market after intervention operations have take place. The Ministry of Finance in Japan
has gone so far as to publish its daily intervention data on its homepage on a quarterly
basis. Central banks were also much more likely to coordinate intervention operations in
the 1990s. Ninety four percent of all Fed interventions were coordinated in the full
period, and all interventions after July 1992 were coordinated. The Bundesbank also
coordinated all of its interventions after July 1992. The bulk of BOJ interventions in the
1990s continued to be unilateral, although some of the largest and most successful one-
day operations were coordinated with the Fed.

This examination of the intervention operations by the G3 central banks in the 1990s
suggests that even as financial markets became more globalized, and economic
conditions across the countries diverged, interventions in the foreign exchange market
continued to serve as a useful policy tool. Although there were plenty of intervention
days when exchange rates either did not move, or even moved in the opposite direction
from where central banks hoped they would, the longer-term movements in the dollar
rates largely conformed to central bank objectives. The deeper questions of why and how
the interventions operations in the 1990s influenced exchange rates remain for further
study.
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Introduction

On April 29, 1983 the Summit Finance Ministers, Central Bank Governors, and
Representatives of the European Community (1983) issued a Statement on the
Intervention Study, which had been commissioned at the Versailles Economic Summit in
June 1982. The final paragraph read:

Under present circumstances, the role of intervention can only be limited.
Intervention can be useful to counter disorderly market conditions and to reduce
short-term volatility. Intervention may also on occasion express an attitude
toward exchange markets. Intervention normally will be useful only when
complementing and supporting other policies. We are agreed on the need for
closer consultations on policies and market conditions; and, while retaining our
freedom to operate independently, are willing to undertake coordinated
intervention in instances where it is agreed that such interventions would be
helpful.

I would submit that finance ministry and central bank attitudes in the major
industrial countries toward sterilized exchange market intervention have not changed
substantially in the intervening twenty years. If anything, officials have become more
skeptical about the usefulness of the instrument. They are more reluctant to intervene to
counter disorderly market conditions or reduce volatility that is short-term in nature.’

! The Japanese authorities are the least reluctant, and MOF officials are the most likely to be quoted
expressing concern about short-term volatility, leading to more frequent intervention operations. However,
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They are prepared to express an attitude toward exchange market developments when
their “close consultations” lead them to a consensus. If they can agree that coordinated
intervention would be helpful, they are willing to do so. However, they continue to think
intervention is not a separate instrument of policy and normally will only be effective
when it is seen to be complementing and supported by other policies. Those are
demanding conditions!

As a U.S. central bank official, I spent much of my career leaning against the
current U.S. official fashion with respect to the effectiveness of foreign exchange market
intervention. Because during much of that period, including the early 1980s, U.S. official
fashion was anti-intervention, I was involved in efforts to demonstrate the effectiveness
of the instrument, including service as the Federal Reserve’s representative on the
Working Group on Exchange Market Intervention that was chaired by Philippe Jurgensen
(1983) (Jurgensen Report). During other periods, such as the late 1970s when U.S.
Treasury officials felt that the inflation problem in the U.S. economy did not require
tighter U.S. monetary policy and could be successfully addressed by exchange market
intervention or the late 1980s when the U.S. authorities intervened in exchange markets
heavily, including on 97 days in 1989, with little or no effect, I leaned equally heavily to
the other side of the ongoing debate.

The evidence on the short-run effectiveness of exchange market intervention is
sufficient in my view to support the judicious use of intervention by the United States as
a supplementary policy instrument as long as it generally is used in manner consistent
with other economic policies, but that same evidence falls substantially short of
demonstrating that intervention is a separate policy instrument that can be used to
manage exchange rates with any lasting effect, in particular, in disregard of the settings of
other instruments of macroeconomic policy. The limits of intervention are to be found,
therefore, in its limited effectiveness and in the demanding conditions under which the
probability of that effectiveness is likely to be enhanced: consistency with fundamental
economic policies, avoidance of collateral damage, and the need for international
consensus to support coordinated intervention.

The remainder of this note is divided into two parts. The first addresses the
technical question of the effectiveness of exchange market intervention by the major
industrial countries. The second addresses policy considerations from a U.S. or national
perspective and from an international perspective.

1. The Effectiveness of Intervention

The literature on the effectiveness of exchange market intervention has blossomed
since the early 1980s, aided in large part by the studies that were produced at the Federal

as detailed by Ito (2002), since the mid-1990s the Japanese approach has changed substantially away from
repeated operations day after day toward larger, tactical operations.
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Reserve and elsewhere as background for the Jurgensen Report.” Neither the research
.that was done as background for the Jurgensen Report nor any of the subsequent research
conforms to the characterization found in Kathryn Dominguez (2002) that the
conventional view as of the early 1990s was that “intervention could only be effective if
combined with contemporaneous changes in money supply (or, in other words, only if
interventions were unsterilized).” Sterilized intervention never has been dead as a policy
instrument even for the major economies with large open capital markets; the issue
always has been how effective it is and to what extent it can be relied upon as an
instrument of policy.

Research on the effectiveness of intervention has been aided by the gradual
relaxation of prohibitions on access to intervention data, but the availability of those data
has proven to be less helpful in resolving the basic issues surrounding the effectiveness of
intervention than many had hoped. One reason is the lack of a robust model explaining
exchange rate determination.

Kathryn M. Dominguez working alone (1987) and also collaborating with Jeffrey
A. Frankel (1993) has been one of the major contributors to this literature. Her most
recent paper (Dominguez 2002) continues in that tradition. Dominguez uses statistical
analysis to examine intervention episodes that are as short as a single day and as long a
several years. In the former episodes, she embeds the day of intervention in a month’s
worth of data to derive her results. Dominguez’s research on G3 intervention in the
1990s finds that intervention by G3 monetary authorities is effective only in the sense of
moving the exchange rate in the intended direction at most half the time and only in the
very short run, i.e., periods ranging from four hours to 48 hours. She presents no
evidence that intervention is either always effective or that it has any long-lasting effects.
The basic message is that sometimes intervention appears to have an effect on exchange
rates, but long-term or lasting effects are unproven, and the effects over any time horizon
are imprecise and unpredictable.

Conclusions from surveys of the intervention literature range from sympathetic to
skeptical. Among the more sympathetic surveys are Lucio Sarno and Mark P. Taylor
(2001) and Michael M. Hutchison (2002). Sarno and Taylor conclude, “Overall, the
evidence on the effectiveness of official intervention, through either the portfolio balance
channel or the signaling channel, is still mixed on balance, although the more recent
literature does suggest a significant effect of official intervention on both the level and
the change of exchange rates.” (Sarno and Taylor 2001, 862) Dominguez (2002)
concludes based on her study of the 1990s that “intervention policy is alive and well.”
This is a somewhat surprising statement in light of the paucity of G3 intervention since
1995; even the Japanese have sharply cut back on the frequency of their operations.

2 For a summary of the ten studies produced primarily at the Federal Reserve see Dale W. Henderson and
Stephanie Sampson (1983).

3 Since February 1996 (and through June of 2002), the Japanese authorities operated on only 39 days or
about once every other month. In contrast, the Japanese operated 179 days from the start of 1991 through
February 1996 or about three days every month on average. Since August 1995, over the subsequent seven
years, the U.S. authorities have operated on only two days and the European (Bundesbank or ECB) on only
four days.
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Much of the recent evidence on the effectiveness of intervention has been based
on so-called “event studies” or “case studies.” The former are more statistically
sophisticated than the latter, and in practice either approach often involves the application
of a range of statistical techniques, but the more they resemble event studies, narrowly
defined, the more likely it is that they discard a good deal of the context found in broader
descriptive case studies. See for example, Rasmus Fatum (2000), Hutchison (2002),
Takatoshi Ito (2002), and Pietro Catte, Giampaolo Galli and Salvatore Rebecchini (1994).

Hutchison (2002) concludes, “Empirical work based on event study
methodologies is much more supportive of the effectiveness of sterilized intervention
than most work based on time-series methodologies.” His policy conclusion is that there
is “a limited role for sterilized intervention and that it should play a role in short-run
stabilization policy.” Similarly, Fatum (2000, 18) concludes in his study of U.S. and
German intervention, “The results clearly suggested that intervention is indeed effective
in terms of influencing the evolution of exchange rates over the short-run, thereby
questioning the view that sterilized intervention is central bank force of habit rather than
rational policy conduct.” However, he immediately qualifies his conclusion, “The
potency of sterilized intervention on its own should not be exaggerated. Although
potentially effective in the short run, sterilized intervention is unlikely to have lasting
effects on its own.”

The case study and event study literature is not without its critics. One of the
most trenchant criticisms is that the selection of events is biased in the direction of a
finding of success because in many cases the authorities clearly continued to operate over
many days until they could declare victory, but the evidence that such victories were
associated the intervention, as opposed to the other market forces just exhausting
themselves, is questionable.*

Edison (1998) conducts a careful study of U.S. intervention in support of the
dollar through sales of Deutsche mark (DM) and yen from 1993 to 1995 using an event
study methodology. However, in her study, the length of the events was limited to a few
days at most. With respect to the DM, in eight episodes she finds that three were
complete failures; they neither reversed the movement of the currency of the previous
day nor reversed it after a month. Two were definite successes, in that they were
associated with favorable movements on the day of the intervention as well as on over the
next month. Two episodes involved only short-run success and one involved only
longer-run success. With respect to the yen out of 14 episodes, five were failures, five
were definite successes, one was a short-run success and three were longer-run successes.

Edison also reexamines the Catte et al. episodes for the period January 1985 to
March 1991. Their episodes generally involved long periods of intervention. She
examined the data on an objective, statistical basis in terms of the results over the month
following the end of the operation in place of the subjective judgments by Catte et al.

* One of the first such studies is that by Catte et al. (1994), which I criticized on these grounds when it was
first presented (Truman 1994).
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She finds success in about a third of the episodes, failure in about a third, and temporary
success in about a third.> Edison (1998) reaches a conclusion that is similar to hers in
Edison (1993), “it is possible to show that intervention can have short-lived effects.
Thus, this explains why central bankers might want to keep intervention in their toolkit.
However, it remains to be shown that intervention can have a long-lastmg, quantitatively
51gn1flcant effect.”

One of the principal drawbacks of the case or event study approach is that the
studies are not based on structural models and, therefore, can shed no light on the
channels through which intervention may be effective. Sarno and Taylor (2001) suggest
that we should expand the list of channels beyond the traditional portfolio balance
channel, for which there is limited support to date and which may, in any case, be losing
relevance for the major currencies, and the signaling channel, for which there is greater
support, to include what they call a “coordination channel” aimed at overcoming a
coordination failure in the market when almost all participants know that an exchange
rate has gone too far, but no individual actor has the power/resources to buck the trend.®
They motivate their discussion of the coordination channel by an appeal to the literature
on second-generation speculative attacks and the avoidance of a bad equilibrium.

For the policy maker, it is a disappointment that the portfolio balance channel has
not been supported by the empirical studies; the supply-and-demand framework of the
portfolio balance model is inherently appealing when thinking about intervention
operations. The signaling channel, on the other hand, is problematic for the policy maker
because if it is a signal about future policy, in the absence of that policy, the intervention
should lose its effectiveness, and in the presence of that policy, it is the policy not the
intervention that has been effective.

In a significant number of the important episodes of intervention, the crux of the
issue is the nature of the signal. For example, in the 1992 phase of the ERM crisis, the
United States sold DM in July and August to signal that the United States was not
practicing benign neglect toward the dollar’s weakness, but the intention was definitely
not to signal that the Federal Reserve’s trend of easing interest rates was about to be
reversed. For the European participants in this drama, the central issue was the signal
conveyed by their massive intervention operations about their economic policies, in
particular monetary policy, but also other policies, and whether those policies were going
to be addressed solely at defending existing exchange rate pegs or were going to be
addressed at the needs of the underlying economy. (See Truman 2002.)

The attraction of the coordination channel for the effectiveness of intervention is
that it focuses on market dynamics without implicating policy. One reason for the

> Temporary success occurs when the post-intervention exchange rate move is in the intended direction,
but the next intervention episode is in the same direction.

8 The Jurgensen Report put forward 14 possible, not mutually exclusive objectives of intervention. It also
discussed sending a signal to the market (paragraph 25) — the coordination channel — and (paragraph 66) the
“demonstration effect” of intervention influencing “expectations about future underlying economic
conditions or policies” — the signaling channel. The signaling channel also has been associated with
Michael Mussa (1981).
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apparent effectiveness of intervention that is implemented within such a conceptual
framework is that by its nature it is designed to catch the market off guard, forcing short-
term traders to absorb losses as they close their open positions and, at least for a period of
a few hours, contributing to a market dynamic that differs from one that may have
prevailed over the previous days, weeks or months. Market participants may be led to
“think” about whether the rate has moved “too far.”

Two implications flow from the conceptual framework of a coordinating channel.
First, intervention operations that are repeated or reactive are not likely to be effective.
The authorities have a few chances, perhaps, extending over a period of at most a few
days, to make their point and alter market psychology. If they are not successful, they
risk becoming victims of the “tar-baby syndrome,”” seeking to extricate themselves from
the market without admitting to failure. As a consequence, operations have become
larger to ensure that some damage is inflicted on the traders’ positions, and they have
become more infrequent. Some call the approach guerrilla tactics.

The second implication of the conceptual framework of a coordination channel is
that the authorities have been induced to abandon strategies that seek regularly to counter
disorderly market conditions, i.e., they no longer try to smooth day-to-day fluctuations in
rates, while remaining free to deal with disorder that might be associated with isolated
events like the failure of a large financial institution or a political shock. Furthermore, to
the extent that intervention is directed at defending a soft or hard exchange rate band, it
must rely on another framework for its effectiveness — the portfolio balance or policy
signaling channels — because sporadic operations can not be counted upon to have long-
term effects and repeated operations face diminishing returns. On the other hand, to the
extent that intervention is a policy tool that is used in the context of a loose notion about
the rate that is consistent with long-term economic and financial trends, it would be
compatible with a framework for exchange market intervention that relied on the
coordination channel and sporadic operations for its effects.

To summarize, my reading of both the economics literature on the effectiveness
of intervention and my assessment of the actual use of the instrument by G3 authorities in
recent years is essentially the same as it was a decade ago (Truman 1994, 249): the
evidence is sufficient “to support the continued judicious use of intervention as a
supplementary policy instrument.” Even Sarno and Taylor (2001,862), who as noted
earlier are in the camp of those positive about intervention’s effectiveness, state that the
studies “allow us to conclude cautiously that official intervention can be effective,
especially if it is publicly announced and concerted and provided that it is consistent with
the underlying stance of monetary policy.” Two aspects of this statement deserve
emphasis: First, they conclude that intervention “can” be effective, which is not the same
as saying it is always effective. Second, they lay down three conditions in which it is
more likely to be effective: public announcement, multilateral engagement, and policy
consistency. While public announcement is simple and now common practice among the
G3 authorities, the other two conditions are more demanding and are discussed further in

7 This term was often used by Sam Y. Cross, a former U.S. Treasury official, who was Manager of Foreign
Operations for the Federal Reserve System Open Market Account from the early 1980s through 1991.
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the second part of this note. Reaching international agreement that now is the time to
operate in the foreign exchange market is a tedious process, in part, because the interests
-of the two or more sets of authorities may differ and, in part, because their views may
differ on the effectiveness of the instrument and the costs of its overuse. Moreover,
frequently there is a lack of consensus that an intervention operation would be consistent
with underlying macroeconomic policies. One consequence is that attempts to establish
guidelines for G3 intervention operations such as in the 1987 Louvre Accord are destined
to fail within a few days or weeks as soon as conditions and attitudes change to destroy
the consensus.

II. Exchange Market Intervention: Policy Considerations .

From a U.S. or national perspective, the overriding objective of macroeconomic
policies is to achieve maximum sustainable non-inflationary growth. In this context, the
foreign exchange value of the dollar and the U.S. current account or international
investment position are endogenous variables. The dollar and the flow or stock U.S.
external position are not policy objectives. Policy makers, reflecting the views of the
general public, may have preferences about the allocation of fully employed resources
between sectors producing traded (manufactured) goods and services and sectors
producing non-traded (primarily non-manufactured) goods and services. They also may
have concerns about the sustainability of the U.S. current account or international
investment position. However, they lack an instrument independent of the settings of
monetary and fiscal policies to achieve the desired allocation of production across sectors
or to alter the external accounts.

Policy makers, of course, do take account of actual and potential developments in
exchange rates and external accounts when making policy and balancing risks. For
example, they try to anticipate the effects of exchange rate depreciation on the real
economy and thereby on inflation, they try to anticipate that exchange rate appreciation
tends to dampen the real economy, and they generally are alert to the possibility that an
unsustainable position in the external accounts will eventually be corrected. That
amounts to good analysis, but it is not the same thing as directing economic policy at an
exchange rate target or at the current account.

Under some circumstances, economic conditions and the orientation of monetary
and fiscal policy may be consistent with the judicious use of exchange market
intervention in an effort to influence exchange market behavior in a manner that supports
those objectives. However, conflicts are common.

Figure 1 depicts annual data from 1981 to 2002 for the U.S. output gap (a
summary measure of the condition of the domestic economy), the stance of U.S.
monetary policy (indexed by the change in the real federal funds rate), and the foreign
exchange value of the dollar (as measured by the broad real exchange rate index
developed by the staff of the Federal Reserve Board). The figure illustrates several
points.
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FIGURE 1
U.S. Output Gap, Monetary Policy Stance, and Real Exchange Rate Index, 1981 to 2002
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Sources: Output Gap: OECD Economic Outlook No.65, 67 and 71; Real Broad Dollar Index: Federal Reserve Board Statistics; [nflation Data
(to compute real Federal Funds Rate): Bureau of Labor Statistics.

First, even using these crude indicators, in two thirds (14 of the 22) of the years
the stance of monetary policy was consistent with the needs of the macro economy; the
direction of monetary policy was toward ease when the output gap was negative and vice
versa.® (See Figure 2.)

Second, in half the years, the stance of monetary policy was inconsistent with bringing
the foreign exchange value of the dollar back toward its average value for the entire
period, which is presented as a reasonable norm, on the assumption that easier policy
would tend to depreciate the dollar and vice versa. In other words, in half the years (11
of 22), there was a potential conflict between the use of intervention to influence the
dollar’s value and the stance of monetary policy.” Restricting attention to the 14 years
when the stance of policy was clearly consistent with the needs of the macro economy, in

8 The eight years where this relationship did not hold are three years in the early 1980s (1981-83) when
monetary policy continued to tighten in order to stamp out the high inflation and attendant inflation
expectations of the late 1970s and the economy experienced two recessions, 1986 and 1990 when the
measure of the stance of monetary policy is distorted by the impact of oil prices (lower in 1986 and higher
in 1990) on the consumer price index that is used to deflate the federal funds rate, 1994 and 1995 when the
Federal Reserve took preemptive action to tighten monetary policy when the output gap (as measured) was
still negative, and 1999 when monetary policy was eased when global financial conditions tightened in the
wake of the Russian default although the output gap suggested that the policy should be tightened.

° If leaning against changes in the real broad dollar index from the previous year is used as an indicator of
the direction that monetary policy should move, again half the years were conflict situations, though, of
course, the years are not all the same.
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half the years, again, there was a potential conflict between the use of intervention and
the stance of monetary policy: 1987, 1991, 1992, 1993, 1996, 1998, and 2000. In the last
two years, monetary policy was tightening when the dollar was above the average for the

period; i{lothe other five years, monetary policy was easing when the dollar was below the
average.

FIGURE 2
Consistency of U.S. Monetary Policy With the Needs of the Real Economy and the Real Exchange Rate Index
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Yes No
Monetary
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real economy
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No 1995 1986
1999 1990

*Monetary policy unchanged.

U.S Monetary Policy: Change in Real Federal Funds Rate

Needs of Real Economy: Sign of Output Gap
Exchange Rate: Deviation of Real Broad Dollar Index from 1981-2002 Average

(Federal Reserve)

Third, in six of the seven years in which there was a potential conflict between the
use of exchange market intervention to move the dollar toward its average value and the
stance of monetary policy, the U.S. monetary authorities did operate in the exchange
market. The exception was 1996. In five of those six years, the direction of the operation
was consistent with trying to move the dollar toward the average. The sixth year was
1991 when the dollar was below the average and the U.S. authorities sold dollars against
yen and both bought and sold dollars against DM; total dollar purchases did exceed total
dollar sales.

10 For 11 years in which the stance of monetary policy was inconsistent with moving the dollar back
toward the average for the period, in six years policy was easing when the dollar was below the average, in
four years policy was tightening when the dollar was above the average, and in one year policy was
unchanged when the dollar was below the average.
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Excluding 1991, a judgmental assessment of the success or failure of U.S. foreign
exchange market operations in the remaining five years suggests that they failed in their
objectives in 1987 (when the dollar continued to fall despite the Louvre Accord) and
1992 (when the dollar also continued to fall). In 1992, the dollar was caught for much of
the year in the backwash of the unfolding events of the first year of the 1992-93 ERM
crisis. That year also posed the most severe conflict between the needs of the domestic
economy and the associated stance of monetary policy and the dollar’s external value; the
negative output gap was 175 basis points, the real funds rate was reduced by 92 basis
points, and the dollar was more than 10 percentage points below its average for the period
as a whole.

In 1993, 1998 and 2000, results of U.S. intervention operations were mixed. In
1993, the dollar rose based on the broad index of the dollar’s value in real terms, and also
rose against the DM, but the dollar fell against the yen. In 1998 and 2000, in which there
were one-day U.S. intervention operations, buying yen in June 1998 and buying euro in
September 2000, the intervention apparently produced the desired short-run effect of
temporarily weakening the dollar against those two currencies, but in both years the
dollar later appreciated further against these currencies and appreciated on average for the
year in terms of the broad index of its real value.

As is generally the case in this area, different observers may choose to interpret
differently the evidence just presented. I conclude that it points to the limits of exchange
market intervention when it is inconsistent with underlying policies and to the consequent
risk of failure that would further discredit the use of the instrument.

The risks associated with exchange market intervention are not limited, however,
to the risk of failure. Aside from the possibility of failure, four possible risks can be
identified. First is distraction risk — intervention may distract the authorities from the use
of other policies to address the fundamental problems of the economy. For example in
1978-79, following the failed attempt of the Carter administration to devalue the dollar to
restore economic prosperity to the U.S. economy, exchange market intervention was used
heavily as an alternative to tightening monetary policy in the face of rising inflation. As I
commented to the FOMC during its 1990 discussion of U.S. foreign exchange operations,
“Treasury officials [in 1989 and 1990] certainly are on the side that say intervention is
and has been and should be — certainly should be — effective. ... They were in exactly
the same situation in the 1978-79 period.” (Board of Governors of the Federal Reserve
System 1990, 66) The delay in 1978-79 caused by the distraction of exchange market
" intervention in trying unsuccessfully to deal with the symptoms of a weak dollar led to
the highest rate of U.S. inflation recorded in the post World War II period and to the need
to adopt draconian measures to bring inflation under control which were, in turn,
associated with one of the deepest recessions of the postwar period.

Second is signal risk — intervention may send the wrong signal about policy. That
was the case in 1989-90 when U.S. monetary policy was tightening and the U.S.
intervention operations were oriented toward weakening the dollar. This was a period of
conflict between the Federal Reserve and the U.S. Treasury over intervention operations.
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The Federal Open Market Committee (FOMC) held an extended discussion of the
Federal Reserve’s involvement in U.S. intervention operations on the basis of a report
from a staff “Task Force on System Foreign Exchange Operations™ and against the
background of U.S. intervention operations in 1989 on a record 97 days designed to
weaken the dollar, or resist its strengthening, at a time when the Federal Reserve was
tightening policy. Manley Johnson succinctly summarized the policy conflict, “If T were
a market participant and I were sitting out there seeing the Federal Reserve talking about
price stability and yet selling massive amounts of dollars, I think eventually I’d decide
that was a joke as a policy.” (Board of Governors of the Federal Reserve System 1999,
55) Gerald Corrigan echoed Johnson’s concerns, “As I see it, the biggest danger with
intervention — whether or not it’s done by the Federal Reserve or the Treasury or both —is
the danger that it can ultimately co-opt monetary policy.” (Board of Governors of the
Federal Reserve System 1999, 58)

Third is exacerbation risk ~ intervention, if it is successful, may exacerbate
problems in the domestic economy. For example if foreign exchange market intervention
had been used extensively in 1999 to lower the foreign exchange value of the dollar when
the economy was already booming and the output gap was positive and that intervention
had been successful in reducing the dollar’s value substantially, the domestic economy
could have suffered extensive damage. ~

The simulations presented by Martin Baily (2002) illustrate this point. If the
dollar somehow had been held constant at its 1991 level during the 1990s, the trade
deficit would have been substantially reduced in the late 1990s, but consumption would
have been lower, investment would have been lower, inflation would have been higher
(even under the assumption that the Federal Reserve would have reacted to the higher
growth and inflation), and growth in 2000 and 2001 would have been significantly
reduced. It is worth noting that if the Federal Reserve had eased monetary policy in order
to reduce the attractiveness of the dollar in the late 1990s, there is now in retrospect a hot.
debate whether the actual easing of Federal Reserve policy in 1998 that carried over into
1999 and produced a reduction in the real federal funds rate of almost one percentage -
point on average in 1999 was not a mistake because it allowed the stock market bubble to
persist for another year and subsequently damaged the economy.

Fourth is success risk — intervention may be too successful. In 2000, for example,
the U.S. economy appeared to be operating above potential and monetary policy had
shifted toward restraint, although, based on the indicator shown in Figure 1, the shift
amounted to only a few basis points because much of the rise in the nominal federal
funds rate was offset by a rise in consumer prices in part associated with higher
petroleum prices caused by tight conditions in global oil markets because of rising
demand. The risk, as perceived by some policy makers at the time, was that the U.S.
economy would slow down, equity markets would collapse, and the foreign exchange
value of the dollar would reverse sharply its levitation of the late 1990s. Successful
exchange market intervention might have precipitated precisely the scenario that policy
makers wanted to avoid, broad-based turbulence in a wide range of financial markets.
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Thus, from a national policy perspective, there may be occasions, such as June
1998 and September 2000 when judicious use of foreign exchange market intervention
may both be effective even if not fully consistent with the stance of U.S. macroeconomic
policies, but those occasions are not likely to be frequent and each involves a number of
potential risks.

Bringing in the international perspective, policy considerations surrounding
exchange market intervention are even more complex because all the considerations that
have just been outlined from a national perspective are replicated in one or more
economies elsewhere in the world. These considerations are relevant because exchange
rates are two sided, by definition, and because of the general perception that coordinated
operations have a greater chance of being effective.

Even if the U.S. authorities reach a judgment that the balance is tilted in the
direction of operating in exchange markets, views elsewhere may differ. Authorities in
other countries have differences in view about the effectiveness of intervention. Views in
other countries may also differ because of different economic circumstances; for
example, today neither the Japanese nor the European authorities are anxious to see their
currencies appreciate because that would be inconsistent with the needs of their domestic
economies. Finally, views in other countries may differ on the appropriateness of
intervention given the risks of collateral damage as outlined above.

As in the United States, reaching a favorable judgment in other economies that
foreign exchange market intervention is appropriate usually involves alignment of the
views in the finance ministry and those in the central bank. It may be that one or the
other institution has the final say or that one or the other institution is very much a junior
partner in such operations, but rarely does intervention occur on any substantial scale
over the active opposition of one of the two institutions."!

In addition to these policy and institutional considerations, coordinated exchange
market intervention often involves a host of technical and tactical considerations. Given
how rare intervention is these days, time is required to conduct the necessary
consultations to crank up the machinery. Tactical considerations include such matters as
agreeing on what is to be said before, during and after the operation. Moreover, it is
often important to some participants, as it was to the United States in 1998 and 2000, that
it be known who initiated any coordinated foreign exchange market operation.

-1 Bach of the G3 economies operates under different institutional arrangements. In the United States, both
the U.S. Treasury and the Federal Reserve have independent legal authority to operate in the foreign
exchange market, and they normally act jointly for their separate accounts, unless one or the other party
does not agree, which occasionally occurs. In Japan the intervention decisions are made by the Ministry of
Finance, which also holds the bulk of Japan’s foreign exchange reserves. In Germany, the Bundesbank
made intervention decisions. With the birth of the euro, the European Central Bank makes the tactical
decisions, but the euro area finance ministries are involved in strategic decisions. In this context, it is
somewhat unfortunate that Dominguez (2002) follows the normal convention of associating intervention
with the central bank conducting the operation rather than the monetary authorities (central bank or finance

ministry) that makes the decision.
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Conclusion

Exchange market intervention has definite limits as a policy instrument. Its
effectiveness is uncertain and imprecise, and therefore it is at best a blunt or a blunted
instrument. It is advisable that it be used as a supplement to and consistent with
fundamental economic policies. Experience of the United States over the past twenty
years suggests that roughly half the time the potential use of intervention would be in
conflict with those policies. The possibility of collateral damage further limits the scope
to use the instrument. Finally, it is a challenge to align official attitudes about foreign
exchange operations in other countries with the prevailing attitude in the United States
because views about these issues, in light of their own experience and circumstances,
necessarily differ.

Where does this leave intervention as a policy tool? First, intervention is not a
separate instrument of policy that can be used regardless of the stance of other economic
and financial policies; it is not effective in achieving discrete adjustments in exchange
rates, moving them from one level to another and holding them there. ‘Second,
intervention is not an available instrument to manage G3 exchange rates within target
zones or to fine tune exchange rate movements.

Foreign exchange market intervention is analogous to a drug that has not
received, and is not likely to receive, FDA approval for general use. We know it works
sometimes, but we do not know why it works. We also know it can have negative side
effects, for example, adding generally to financial market turbulence or distracting the
authorities from focusing on economic fundamentals. The consequences of the use of the
instrument are decidedly imprecise. As result it is dangerous to prescribe the use of the
instrument except in extreme situations, and it is certainly not recommended for every
day use. This suggests that the instrument should be used sparingly and cannot be
counted upon to address satisfactorily actual or perceived misalignments of exchange
rates.

It follows that it is appropriate to be modest in any claims about the effectiveness
of exchange market intervention. For example, when addressing the legitimate concerns
of U.S. manufacturing industries, it is fraudulent and irresponsible to claim that exchange
market intervention can be used with any confidence or precision to improve their
competitiveness, in particular, without requiring any other complementary policy
adjustments, for example, increases in interest rates or strengthening of fiscal positions,
in particular, when the economy is at or near full employment.

On the other hand, in the context of a broad consensus that the dollar is
misaligned, if such a consensus is shared by the other G3 authorities, and under
conditions in which the principal (monetary and fiscal) instruments of macroeconomic
policy are pointed in a consistent direction in all three economies, it is reasonable to
consider coordinated intervention operations. Isubmit that those conditions do not
prevail today. The G3 authorities have not reached a consensus that the dollar is
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seriously misaligned. U.S. monetary policy may be consistent with a weaker dollar, but
U.S. fiscal policy is not because of the renewed prospect of ever widening fiscal deficits.
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Bowen concluded his editorial by praising the efforts
made by Kerry and McCain in promoting bilateral ties,
particularly in preventing the bill from being passed.

The bill was passed by the US's House of
Representatives last September, along with the
bilateral trade agreement between the US and Vietnam.
It requires humanitarian, educational or business
groups working in Vietnam to submit an annual report
on human rights progress in Vietnam, or lose US
federal government support. The Vietnamese Government
has protested the US decision to tie the "so-called"
human rights bill to the trade bill.

The two countries' trade turnover reached $1.5 billion
in 2001. (The People Aug 29 p8, People's Army Aug 29
p4, Labor Aug 29 p7)

Labor & Education:
HCM City: Services, Trade Sectors Lure Most Workers in
Jan-Jul

Around 87,910 workers in Ho Chi Minh City found
employment in the trade and services fields in the
first seven months of this year, accounting for 63% of
new jobs created in the period.

BAnother 8,370 workers went to agriculture and 43,300
to industry, helping to realize 70% of this year's job
creation targets.

Foreign trade, finance, accounting and business
administration are were the fields attracting the
largest numbers of employees in the period. According
to job placement centers, the demand for engineers in
mechanics, food processing, micro-organism chemistry
and information technology, and skilled mechanics
workers, welders and fitters are also on the rise.

By contrast, garment and focotwear production fields
found it difficult to recruit workers due to harmful
working conditions, poor welfare and extra-hours. They
report demand of around 40,000 workers per annum,
including 18-20% for leaving ones.

The period also saw some 18,424 laborers quitting

" http://us.f105.mail yahoo.com/ym/ShowLetter?Msgld=8061_ 3843934 61991 1434 _4120... 08/29/2002
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thelr jobs, accounting for 3% of the city's workforce,
Vice Head of the local Service of Labor, Invalids and
Social Affairs Nguyen Kim Ly said.

In the remaining months of the year, the city requires
an additional 62,400 laborers, of whom 12,000 will go
to agriculture, 32,700 to industry and 18,000 to
services and trade.

The employment structure next year is forecast to
include around 10% of university and college students,
more than 52.5% of trained workers and 37.5% of manual
laborers. However, the labor supply in the city will
continue to be disproportionate and there will be no
jobs for around 25.5% of graduates from universities,
colleges and manual workers, despite a shortage of
some 25.5% of skilled workers and technicians.
(Laborer Aug 27 pll)

Health & Environment:
Dissolving Nylon Made for Agri-Forestry

Scientists from the Polymer Center under the Hanoi
University of Technology have successfully produced
dissolving nylon bags for cultivating seedlings,
helping to reduce environmental pollution caused by
nylon waste in agri-forestry fields.

Dr Pham Ngoc Lan, the bag's creator, said that this
kind of nylon will disintegrate shortly after being
used, but long enough for seedlings to take root.

Lan, héwever, was concerned about the unpopularity of
the new nylon as it is much more expensive than what
is currently used.

A dissolving nylon bag sells for VND1,100 (7.2 US
cents), 100 times higher than the price of a PE bag.

Dissolving nylon for daily life is still not yet
available.

Scientists from the center are also producing PE bags
to gather rough and bulky goods, particularly waste in
hospitals and parks. They are focusing on materials
used in nursery gardens and forestry, aiming to reduce

http://us.£105.mail.yahoo.com/ym/ShowLetter?Msgld=8061_3843934_61991_1434_4120... 08/29/2002
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EXHIBIT 6

FDI in Vietnam by Form of Investment

(Cumulative up to August 30, 2002)

No Forms of Number of R?;Stigfd Legal Capital
- Investment Projects (US 5 "Mi"ion) (US $ Million)
1 JVCs 1,076 19,947 8,079
of which:
JVCs with 50%
Foreign Share 896 18,748 7,422
or More
2 100% Foreign
Owned 2,281 13,673 6,074
Companies
3 Business
Cooperation 163 3,857 3,288
Contracts
4 BOT Projects’ 6 1,253 369
Total 3,516 38,730 17,810

Source: Ministry of Planning and Investment (MPI)
Note: Only active projects are reflected here. Projects accounted by current forms of
investment at the time of report. Registered Capital are updated at the time of report

(inclusive of increased capital).

1

BOT means build, operate and transfer.

1648271
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