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Wisdom, Puzzle and Intuition

Conventional wisdom suggests that authoritarian states are more likely to suffer from the problem of credible commitment because of weak accountability and rule of law. This intuition can plausibly explain why most developing countries have difficulty attracting foreign direct investment (FDI). 

Two countries however do not fit the story – Vietnam and China. Both countries have the biggest share of FDI in the world. In the case of China, Weingast et al (1995) offers the argument of market preserving federalism. Vietnam, however, does not have the equivalent of a market preserving federalism. The Weingast story cannot explain the Vietnam case and the literature offers no explanation as well. 

A plausible and more general explanation is that it is in the interest of authoritarian regimes to make credible commitments to preserve their legitimacy. I refer to this as the legitimacy-preserving hypothesis. The logic is that the insecurity that comes without a popular mandate via elections creates incentives to secure legitimacy via sustained economic growth that will create jobs and prosperity. Therefore, it is in the self-interest of authoritarian regimes, if they value their legitimacy, to make commitments credible as a signal to attract FDI and promote growth. 

I argue that this intuition applies to Vietnam. After the severe economic crises it suffered in 1986 under a command and control economy, Vietnam responded by introducing doi moi or renovation. The economy was gradually liberalized and FDI flooded the country, which created jobs, increased incomes and helped strengthen the survival and legitimacy of the ruling party.  Sustaining economic growth in the last 25 years in turn depended upon the ability of the government to make credible commitments to private capital. 

This story would have been intuitive but for another puzzle: Vietnam is a world leader in terms of attracting FDI for manufacturing with some $48B worth of investments in 2008 but it is a laggard when it comes to attracting private investments in infrastructure where investments are negligible. What explains this paradox? 

I hypothesize that while Vietnam has addressed the problem of credible commitment in the manufacturing sector, it has failed to do so in the infrastructure sector. I argue that the main reason for this is that it has failed to address the risks inherent in the infrastructure sector. Based on field-work in Vietnam, key informant interviews and document reviews, I find some evidence to support this hypothesis. 

Conceptual Framework

I argue that the likelihood of credible commitment is a function of three components: 1) the risk characteristics of infrastructure; 2) characteristics of the players and the 3) transaction cost characteristics of relevant laws, regulations and risk mitigation practices. Figure 1 provides a conceptual framework.

Risk characteristics of infrastructure

The risk characteristics of infrastructure that can give rise to strategic political behavior and the problem of credible commitment include the following: substantial sunk costs, asset specificity and long time to recover investments which all lead to the hostage and hence credible commitment problem; political salience and electoral cycles (the more politically salient is the good, for example water, and more regular is electoral cycle, the more likely it is to encounter the problem of credible commitment). The profitability and cost of equity of privatized / concessioned firm also makes a difference in the performance of PPP in infrastructure (Guasch 2006, p.135).  The lower rates of return for water and sanitation investments (11% compared with 21% for telecoms) could explain the problem of credible for water PPP projects compared with telecoms projects. 
Figure 1: A Conceptual framework to the problem of credible commitment in infrastructure
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Attributes of Players
Players in the PPP game includes investors / operators, regulators, politicians and consumers. The characteristics of the players could shape their incentive structure. For instance, their history of cooperation or previous experience with PPP and the prospects of repeated interaction can affect the extent of trust and trustworthiness. The incidence of poverty among consumers can affect the political salience of the infrastructure or the extent to which the infrastructure becomes subject to populist political rhetoric and hence greater political risk. The characteristics of regulators and the presence or absence of arms length regulation also matters to the credibility of enforcement.  The political power of consumers – the presence of powerful consumer lobby groups for example – also affects the calculations of regulators and investors. When consumer groups are staunchly opposed to rates increases, the ability of regulators to make credible commitments on tariff reform would be constrained. 

Transaction Cost Characteristics 

Transaction cost characteristics of the relevant laws, regulations, contracts and risk mitigation practices are also postulated to affect the credibility of commitments. For instance, whether the enforcement mechanism is through a regulatory framework enforced by an independent regulatory agency or through contract based regulation matters to the calculations of regulators and investors. Another example is the complexity of contractual arrangements. For major projects, the private partnership arrangement is usually a purpose-built consortium and may include designers, constructors, users, financiers etc. The size of the consortia increases complexity of interests and negotiations over contract conditions. A third example is whenever a private partner is expected to recoup its investment from user charges or financing is through project finance or secured against the project, it will likely seek some kind of explicit or implicit guarantees from government – for example guarantees for volumes, revenues, input prices, etc such that the government is left with significant risks of contingent liabilities. Governments faced with tight budget constraints are less likely to make credible commitments. 
The Case of Vietnam

Since the last 25 years, Vietnam’s economy has grown by an average of 8 percent, a rare feat held by only 13 countries. At this rate of growth, Vietnam has a huge demand for infrastructure investments, which are currently financed from central government budget or official development assistance (ODA). It is estimated that the government is able to meet only approximately 25% of investment requirements while donors another 25%. There is therefore a huge financing gap that can be filled by the private sector but in the last 10 years, they have shown little interest to invest despite the huge potential in the sector. 

A review of Vietnam’s regulatory framework for PPP in infrastructure reveals a problematic situation that makes private investment in infrastructure risky and unattractive. I argue that this is the main reason why investments in PPP infrastructure have lagged behind in Vietnam. 

First, state owned enterprises (SOEs) are heavily competing with private investors in infrastructure projects. Their roles are yet to be clearly codified and institutionalized. The issue of a level playing field has not been settled and Vietnam cannot credibly commit to push the SOEs to compete in a level playing field.

Second, the governance structures of SOEs are weak. One of the largest SOEs – Vinashin – went bankrupt in 2010 due to corporate governance issues. Private investors are wary of forming joint venture agreements with SOEs.Third, commercial incentives for PPP-type projects are weak. State guarantees for risky investments are unclear. Fourth, accessing domestic capital is difficult for (foreign) investors along with a volatile currency market. 

Fifth, project preparation is costly and difficult. Government approval and support is often uncertain. Project preparation before the bidding process is insufficient because it is difficult to prepare proposals when financial support and risks are unclear. Sixth, the selection of investors is problematic because the competitive bidding process is not yet the norm. This weakens incentives to invest in project preparation. Seventh, the investment environment in Vietnam is weak because of the underdeveloped nature of local financial, construction and operational markets. Vietnam’s legal and judicial system is still in their nascent stage of development, which adds to the uncertainties of private investors.  
To address these weaknesses, the government passed in January 2011 the legal and regulatory framework (Decision 71) on the use of public private partnerships for pilot infrastructure projects. The framework provides for the conditions, procedures and principles to be applied on a pilot basis to a number of infrastructure investment projects in the form of public-private partnerships. It identifies the sectors for pilot investment using public-private partnership arrangement, project selection criteria, the cost and procedure for project development, the role of different Ministries, and defines scope of public sector participation, among others. An assessment of this new regulatory framework shows that it has adequate provisions to protect the interests of the government but not enough incentives to attract private investors for major infrastructure projects. The new framework has failed to address the risks that prevent private capital from investing in infrastructure in Vietnam – particularly revenue, financial, operational, political and procurement risks. I argue that the problem of credible commitment in the PPP sector can be solved if the government takes a risk-based approach to PPP development. 

Government participation and guarantees
The PPP regulatory framework provides that the extent of government participation in a PPP project must not exceed 30% of the total investment level of a project, except as otherwise decided by the Prime Minister. The issue with this is that 30% may not be sufficient to attract private investors if the gap between the project's financial feasibility and economic desirability is substantial.  In the end, there will be little interest in the PPP project.  

As defined in the regulatory framework, government participation means a combination of all forms of state participation, including state capital, investment incentives and relevant financial policies, which are included in the total investment level (total investment capital) of a project with a view to increasing its feasibility. Based on the characteristics of each project, the state participation portion may cover one or more of the above forms. The state participation portion is neither the contributed equity capital in the project enterprise nor associated with the right to receive profits from the project's revenues. State capital under current law includes state budget capital, official development assistance, government bonds, state-guaranteed credit, state development investment credit, development investment capital of state enterprises and other capital sources which give rise to public debts managed by the State. 

While Vietnam may have the resources to contribute its 30% share of the partnership, such projects - low financial feasibility-high economic benefits - are better financed by ODAs, because they are subject to clearer rules than through a hybrid PPP that has none of the financial discipline of the private sector. Since such financing is a disguised public expenditure, it is actually a subsidy that should be treated as sunk costs, e.g. right of way acquisition, feasibility studies, etc. It should be made clearer in the implementation guidelines if such sunk costs are treated as part of the 30% ceiling on government participation in PPP. 

Regulatory Risks
Regulatory risk is the threat associated with a change of laws or regulations governing a given industry, country, project or type of security that negatively impacts on investments. It may also take the form of investors being unable to adjust rates or tariffs to contractually agreed levels by virtue of orders issued by regulatory agencies or the courts.

More important than financial guarantee is assurance to the private proponents that the government can credibly commit to minimize regulatory risks and will actually enforce contractual commitments.  This is an important issue for private investors because the current regulatory framework does not clearly spell out the regulatory mechanism, formula and process for rate adjustment, compensation for expropriation and repatriation of profits.   There is uncertainty for private investors whether government regulatory bodies responsible for hearing petitions for user-charge adjustments will act in a timely and decisive manner. 
In addition, mechanisms for dispute resolution including arbitration, insurance, and recourse to international disputes resolution are also not explicitly addressed in the regulatory framework.  

Take or pay arrangements
The current regulatory framework on PPP in Vietnam is vague on the subject of “take or pay provision” and do not categorically rule out indirect guarantees for commercial risks. As shown by the experience of the Philippines, this can lead to abuse. Take or pay provision essentially allowed independent power producers (IPP) in the Philippines to be paid whether or not the power plants they have built are producing electricity.  This has to be clarified in the implementation guidelines particularly whether or not this falls under the ambit of the 30% ceiling of government participation in a PPP project. 
Financial Risks 

In the current regulatory framework, there is little reference how to deal with financial risks such as debt-service coverage; project or sovereign risk and exchange rate risk including denomination of contracts. Exchange rate risks are particularly problematic for Vietnam whose economy suffers from the effects of dollarization. The value of the dong – Vietnam’s currency – has also dropped by 20 percent since 2007 in large part because of currency controls adopted by the government.  These issues are particularly important for foreign investors and would be interested to have them clarified. 

Procurement issues

There are also a number of outstanding procurement issues in PPP in Vietnam such as bidding procedure, the mechanism for rate-setting and adjustment, funding of future capital upgrading and expansions, restriction of ownership transfer (i.e. the government wants to lock the private partner who wants to be able to change its portfolio over investment lifetime).  There also remain unclear provisions on issues of tax concessions such as rates and exemptions, energy tariffs and credits or waivers for certain outstanding liabilities. Moreover, issues on investment protection such as mechanisms for dispute resolution, repurchase or bailout options are yet to be clarified under the current legal and regulatory framework. 

Furthermore, the current regulatory framework has no clear-cut provisions to deal with unsolicited proposals. As the experience of the Philippines has shown, unclear provisions for unsolicited proposals can lead to abuses especially if the period for Swiss challenge (developing a counter proposal) is too short (60 days in the case of the Philippines).  As a result, too many contracts were awarded under the unsolicited mode because such arrangement avoids competitive bids, as the Swiss challenge is unlikely. Through connivance with the implementing agency, some projects have been delisted from the priority list of the government so that an unsolicited proposal may be submitted and thereby avoid competitive bidding. 
Risk Based Regulation

As the current PPP regulatory framework would show, there remains a problem of inadequate understanding or appreciation of the importance of a risk based approach to PPP and the principles of risk allocation. For instance, the framework in Vietnam does not explicitly recognize principles of risk allocation: 1) that risk should be allocated to the party with the best capability to control the events that might trigger its occurrence; 2) that risks must be properly identified and understood by all parties involved in the project; 3) that the party must have the technical and managerial capability to manage risks; 4) that a party must have the financial ability to sustain the consequences of the risks or prevent the risks from occurring; and 5) the party must be willing to accept the risks.  

Implementation Issues

Even while the regulatory and legal framework for PPP in Vietnam has been defined, a major challenge is its implementation. Some of the likely challenges faced by Vietnam include 1) weak capacity (in terms of staff competence and resources); for example, estimation of contingent liabilities accruing to the government as a result of the PPP project require specialized expertise that may not be available among government agencies; 2) credible-commitment problems in dealing with line agencies which could discourage reliance on contracts (and therefore increases transaction costs); 3) weak accountability that results to collusive and rent seeking behavior; and 4) weak fiscal capacity that makes it more difficult for the government to provide subsidies for regulated industries and provide adequate resources for State participation. 

Conclusion

Vietnam is a leader in FDI but a laggard in PPP.  I have argued that while it is able to make credible commitments for FDI, it was unable to do so for infrastructure. The reason for this is its inability to address inherent risks such as large sunk cost, length of time to recoup investments, asset specificity and political salience of infrastructure.  The policy implication is that the problem of credible commitment in PPP for infrastructure can be approached using risk analysis. 
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