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I. Introduction Financial system is the backbone of the economy. A well-functioning financial system actively contributes to economic growth since it mobilizes and allocates financial resources to the most efficient uses (King and Levine, 1993; Levine, 1997; Rajan and Zingales, 1998). Transition countries are in much need of such systems, so reforming the weak ones inherited from the central planning era is inevitable. Several transition countries, e.g. Hungary, Poland, and the Czech Republic, have adopted reasonably sequencing banking reforms and punctually amended the wrong happenings, thereby making their banking systems better developed as compared to those of others. Given this, these countries provide useful lessons to those transition countries that have undergone banking reforms but less advanced in this respect. Vietnam is the case. Vietnam’s banking system was given birth in the 19th century and has experienced dramatic changes alongside the country’s history. Before 1954, the system was deliberately designed to serve the French colonization. Between 1954 and 1975, due to the division Vietnam had two fundamentally different banking systems at the same time: the one in the North (i.e. the Democratic Republic of Vietnam) was patterned on the Soviet (monobank) model, whereas the one in the South (i.e. the Republic of Vietnam) was a market-based two-tier one. Shortly after reunification in 1976, Vietnam merged these two systems and intentionally implemented the monobank model. But this system was too weak and thus completely failed to back up doi moi (economic renovation) initiated in December 1986 in order to tackle the multifaceted economic crisis that aggravated the country. Therefore, Vietnam embarked on reforming it. Vietnam’s banking reforms started in 1988 aiming at expanding and diversifying the banking system, rationalizing interest rates, and improving credit allocation, legislation, and supervision. The ultimate aim was to create a sound banking system capable of mobilizing and allocating scarce financial resources of the country to the best uses so as to enhance its economic growth. Although Vietnam’s banking reforms have to some extent contributed to its economic growth, the system remains fragile, undercapitalized, largely exposed to governmental ownership and intervention, improperly managed, regulated and supervised. This is an inevitable outcome of the erroneously sequencing banking reforms that have been carried on so far. As a matter of fact, there is no study on the impact of Vietnam’s banking reform sequencing on its banking system’s performance although a causal relationhttp://lekhuongninh.googlepages.com
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ship between them could be observed. Without the knowledge, policies aiming to further reform the banking system may not work. This paper, which is based on an in-depth literature review in combination with evidence obtained via fieldwork and official statistics, contributes to filling this niché by providing the reader with an insight into Vietnam’s banking reform sequencing in relation to the performance of its banking system. The remainder of this paper is structured as follows. Section II reasons out the logical sequencing of successful banking reforms in transition economies. Section III is devoted to a brief description of Vietnam’s banking system before 1986 – the year of doi moi. Section IV, the focus of this paper, examines Vietnam’s banking systems since 1986. In this section, we examine the sequencing of Vietnam’s banking reforms to figure out how it has affected the performance of its banking system. Section V evaluates the current status of Vietnam’s banking system as a consequence of the sequencing banking reforms analyzed earlier. Section VI concludes the paper. II. Background of sequencing banking reforms in transition economies Transition countries started banking reforms by dismantling the monobank systems to create two-tier ones in the late 1980s or early 1990s. Afterwards, financial liberalizations were initiated, bringing about many new small banks (Berglof and Bolton, 2002). But the newly created banking systems remained dominated by stateowned commercial banks (SOCBs) and inherited from the central planning era a large stock of non-performing loans (NPLs) due mainly to state-owned enterprises (SOEs) and poor management skills (Mitchell, 2001). As the economic reforms advanced in these countries, NPLs started to swell since most of SOEs became unprofitable or went bankrupt (owing to changes in relative prices, the breakdown of the CMEA block,1 emerging competition as a result of trade liberalization, reduced state subsidies, and the switching to positive real interest rates, all coupled with inexperienced staff and poor bank management), thus being unable to service their debts (Dittus, 1994). For instance, in 1991 NPLs accounted for 50% of total loans in Hungary, 40% in Poland, 55% in the Czech Republic, 44.2% in Bulgaria, and 36.6% in Romania (Thorne, 1993). Another factor behind the rise of NPLs was the absence of a proper incentive structure since the residues of the former monobank systems were deeply ingrained
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in the newly created ones. On the one hand, the intimate, sometimes locked-up, connections between SOCBs and SOEs have persisted, making the latter think that their privileged access to the former’s credit is the norm. On the other hand, SOCBs that risked on resurgence of ailing SOEs continued lending to them. Governments, wanting to keep SOEs afloat as a source of national budget and employment to politically please the public, implicitly allowed SOCBs to do so. All this, together with problems in the real economic sectors, exacerbated the situation of the banking systems. Some transition countries have successfully tackled such bad situations by taking on a sequencing banking reform strategy like this: (i) adoption of adequate regulations, strong enforcement, and improved bank supervision and management; (ii) government support of cleaning up of NPLs in conjunction with one-time recapitalization of banks; and (iii) privatization of banks. The philosophy of this sequencing is as follows. Regulation, supervision, and management Liberalizations on bank entry, interest rates, etc. not only have benefits, e.g. improving the efficiency of credit allocation, but also pitfalls. The entry of new banks will intensify competition pressures, inducing banks, both new and old, to loosen acceptance criteria for granting loans so as to attract more demand, which in turn gives rise to a higher default probability (Goldstein and Rurner, 1996; Bolt and Tieman, 2004). After liberalization, deposit interest rates tend to rise due to the competition for scarce financial resources, pushing up lending interest rates and thus risks for banks (Williamson and Mahar, 1998; Szapáry, 2002). Therefore, in order to avoid those adversities, financial liberalization should be closely followed by enforceable legislation, regulations, and effective supervision. As widely known, legal enforcement determines the development of a banking system since it keeps banks in discipline and hence stable. Typically, the legislation and regulations encompass the following important aspects. • Loan classification schemes with criteria based on payment delays as well as borrowers’ financial status will help reveal the precise scale and composition of NPLs. Then, provisions for NPLs in line with international experiences will reduce the risk stemming from the possible loss of NPLs. In addition, accounting standards, audits, and disclosure practices following international norms must 1



CMEA stands for Council for Mutual Economic Assistance.
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also be strictly imposed to back up the loan classifying and loan-loss provisioning. • Capital adequacy recommended by the Basle Committee will protect banks from sliding into insolvency in the face of shock. • At the outset of banking reforms, governments in transition countries were often lax in licensing new banks, thus creating a number of small and undercapitalized ones that are normally vulnerable and difficult to supervise. Therefore, minimum capital requirements need to be raised in order to end the proliferation of this sort of weak banks. • Exposure rules that disallow banks to over-extend credit to single and related borrowers are to protect them from these borrowers’ failures. • Deposit insurances that restore and reinforce the public confidence in the banking system will prevent bank runs. Besides, it also levels the playing fields for domestic private banks that have normally had a low profile. Deposit insurances should be capped and partial. However, it should be stressed that regulations and supervision alone cannot always assure that banks will perform well if their management is irresponsible and/or incompetent, which is very likely to be the case in many transition economies. This argument has telling evidence. Szapáry (2002) divulges that weak management incapable of implementing modern methods of risk assessment caused banking crises in a number of transition economies. Incompetent and reckless management that misjudged the creditworthiness of borrowers coupled with rapid credit expansions led to bank failures in Estonia and Lithuania. Therefore, bank management should have a certain degree of integrity, adequate banking skills, and right incentives. NPL resolution and bank recapitalization In the early stage of economic reforms, banks in transition economies were burdened with NPLs, as explained above. Since banks usually used NPLs in the past as an excuse for current poor performances (Dornbusch and Giavazzi, 1999), the old NPLs must be resolved. Basically, two approaches are available to do that: one is decentralized and the other is centralized. The decentralized approach relies on the banks themselves to manage the NPL resolution, e.g. by setting up their own debt work-out departments. The centralized approach rests on the transfer/sale of NPLs to a government-sponsored agency created for this particular task. A mixed approach that combines these two was also applied, e.g. in Hungary. 6
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The decentralized approach has both strength and weakness. Its strength is twofold: (i) it is less costly for the government and thus more politically palatable, specifically in budget-deficit countries; and (ii) since banks must be responsible for NPLs, they will become more prudent in making lending decisions and have the opportunity to gather reliable information about clients. Its weakness is: (i) resources of the banks are used to resolve NPLs instead of developing new business; and (ii) the intimate linkages between banks and SOEs may lengthen or even impede the NPL resolving process. In contrast, by detaching banks from SOEs the centralized approach may advance faster, soon freeing up banks for future business and privatization. But this approach may create huge social costs and bank moral hazard, since banks are not held accountable for NPLs. In order to abate the costs and eliminate moral hazard, governments of those countries that opt for this approach should inform the banks that the government-supported clean-up of NPLs is strictly a one-time action, as is recapitalization. After resolving NPLs, banks need to be recapitalized so as to have sufficient capital to absorb market shocks, survive competition, and grow. According to their financial capacity, governments in transition countries have recapitalized banks by giving them governmental bonds, purchasing their shares, or extending loans to them. However, recapitalization, if repeated and unconditional, will cause moral hazard since the recapitalized banks, counting on being recapitalized again, will continue to lend and rollover bad debts to loss-making SOEs, bringing about new NPLs (Szapáry, 2002; Wihlborg, 2003; Ábel and Siklo, 2004). Experiences of transition countries, e.g. Vietnam, show that given the state ownership, weak management, and poor supervision, repeated recapitalization created new NPLs (Le, 2003; World Bank, 2005). Therefore, prudent regulations and supervision must be imposed beforehand. For instance, in order to stop banks’ rolling over their bad debts, Hungary adopted a devastatingly effective bankruptcy law (Berglof and Bolton, 2002). That law forces in-debt enterprises to initiate self-bankruptcy procedures if they default on their debts more than 90 days, thereby weeding out those enterprises that were not viable, bringing to the surface the already realized losses in the banks, and narrowing the opportunity to accumulate further losses. Moreover, governments in transition economies have to make clear that recapitalization is a one-time action, as argued earlier. Regardless of which approach to resolving NPLs being applied, reliable information about the precise magnitude and composition of NPLs have to be provided. Thus, accounting practices in accordance with international standards should http://lekhuongninh.googlepages.com
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be imposed in advance. Also, banks must be audited, and the audit reports should be publicized ahead of cleaning up of bank balance sheets and recapitalization. Privatization Privatization will end the recapitalization-induced moral hazard and enable better corporate governance and supervision, thereby preventing the making of new NPLs (Barth, Caprio, and Levine, 2004). Also, privatization will terminate detrimental policy lending, which has prevailed in several transition economies. All this will improve the performance of the banking systems. Banks in transition economies have been privatized through issuing shares in capital markets (Otchere, 2005) or direct sales to foreign and/or domestic buyers by means of auction (Megginson, 2005). The practice in transition economies, e.g. Hungary, Poland, and the Czech Republic, has shown that attracting strategic foreign partners that can promptly provide needed capital, technology, and genuine banking know-how is a better way to privatize banks (Szapáry, 2002; Ábel and Siklos, 2004; Bonin, Hasan, and Wachtel, 2005). However, it should be noted that foreign banks will hesitate to buy stakes in countries where legislation is weak (Berglof and Bolton, 2002). Therefore, an enforceable legislative system has to be introduced and enhanced ahead of privatization. In addition, privatization of banks that plagued by NPLs and have a small or negative net worth is risky since those banks may have the incentive to continue lending to unprofitable clients in the hope of a reversal (Wilhborg, 2004). Moreover, investors may not want to be involved in such weak banks. As a result, NPL resolution, non-repeated bank recapitalization, and management enhancement should be conducted prior to bank privatization so as to make the privatization advance in a due pace.
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III. Vietnam’s banking system before doi moi One may argue that examining Vietnam’s banking system in the period before doi moi is superfluous because it seems to go beyond this paper’s focus. But due to the country-specific feature of division, this brief examination will give the reader an insight into the banking system that helps better grasp the essence of banking reforms in Vietnam in the period after 1986 when doi moi was initiated. This period is decomposed into two sub-periods: (i) before 1975 when Vietnam was divided and (ii) 1975–1986 when Vietnam pursued the central planning regime. Before 1975 Vietnam’s banking system is not as young as usually thought of. Its history dates back to 1870 when Hong Kong and Shanghai Banking Corporation (HSBC) set up its first branch in Saigon (now Ho Chi Minh City, hereafter HCMC) to finance trading activities.2 In 1875, the French colonists established the Bank of Indochina, which acted as a central bank of Indochina, including Vietnam, Laos, and Cambodia. In the same year, Banque Indosuez (France) came to Vietnam. In 1904, Standard Chartered Bank (UK) set up its branch in Saigon. The French colonists also encouraged Vietnamese landlords to develop rural credit associations to distribute credits received from the Bank of Indochina. In 1912, the first rural credit associations were founded in My Tho town in the South. These rural credit associations throve during the world economic recession in 1929–33. In the early 1920s, other foreign banks also started doing business in Vietnam, i.e. Bank of East Asia (1921), and Banque Française Commerciale (1922). In 1927, a group of Vietnamese intellectuals and dignitaries launched a first domestic bank called Bank of Vietnam (Société Anamite de Crédit). In 1950, the Bank of Indochina was replaced by the Issue Institute for Vietnam, Laos, and Cambodia. Later, an agreement between the French and these three countries enabled the establishment of separate national banks for those countries, putting an end to this common Institute. After World War II, Vietnam continued resisting to and eventually defeated 2



This branch was in operation for over 100 years, until its closure in 1975. In 1992, the Bank reopened representative offices in HCMC, which became a full-service branch in August 1995, and in Hanoi. In 2005, it opened a second branch in Hanoi and has since then become the largest foreign bank in Vietnam .
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the French colonists on May 7, 1954 at Dien Bien Phu, opting for reunifying the country. Yet, Geneva Peace Act in 1954 split up Vietnam into two portions, with the North (i.e. the Democratic Republic of Vietnam) pursuing the central planning mechanism and the South (i.e. the Republic of Vietnam) being a market-oriented economy. Due to this division, Vietnam had two fundamentally different banking systems at the same time. The one in the North patterned on the Soviet style consisted of a monobank, i.e. the National Bank of Vietnam (NBV) established on May 6, 1951 in accordance with Decree No. 15/SL by President Ho Chi Minh. This bank acted as the central bank as well as the sole SOCB supplying credit to and receiving deposits from SOEs and other economic entities following the central plan’s prescription. Given the bound of the central plan, the NBV was an accounting and funding agency, and a treasury of SOEs rather than a commercial bank. It was also used as a conduit for implementing and enforcing the central plan’s targets. By Circular No. 20/VP-TH on January 21, 1960, the NBV was renamed the State Bank of Vietnam (SBV) in tandem with the 1946 Constitution. The function and operation of the SBV, basically identical to those of its predecessor NBV, were ruled by Ordinance No. 171/CP dated October 26, 1961. The SBV boasted an operational system covering all provinces, central cities, provincial towns, and most of district towns. It remained the sole cash, credit and payment body in the country. Southern Vietnam’s banking system – a market-based two-tier one – was basically different from the Northern one. The National Bank of Vietnam – the central bank of the South – was established on December 31, 1954 by a decree of King Bao Dai and authorized to oversee a number of commercial banks. Also in 1954, Vietnam Industrial and Commercial Bank came to exist. One year later (1955), Vietnam Commercial Trust Bank was also established. In 1972, the banking system in the South consisted of 14 foreign bank branches (FBBs), 17 private commercial banks, one SOCB, and one joint-stock bank (JSB), with all having 174 branches, 95 in Saigon and 79 in other provinces (Thuc Doan, 2001). 1975–85 After reunification in 1976, the banking system in the South was promptly nationalized and taken over by the SBV. By Decision No. 32/CP dated February 11, 1977, the SBV was also allowed to extend credit to SOEs and other economic entities. On June 16, 1977, the government promulgated Ordinance No. 163/CP to regulate the organization and function of the SBV. A one-tier banking system following the Soviet model was established in which the SBV was the sole issuing bank of Viet10
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nam overseeing specialized banking affiliates, i.e. Industrial Bank, Trade Bank, Agricultural Bank, Foreign Trade Bank, and Socialist Savings Funds. The SBV assumed the responsibility of state management monetary, credit, and payment operations. In the early 1980s, Vietnam issued Decision No. 172/ HDBT, enabling the SBV to embark on a credit expansion. In short, Vietnam’s banking system in the period of 1975–85 was typical of a centrally planned economy, which comprised only the SBV with a few banking affiliates and was completely accommodative to SOEs (Leung and Vo, 1996). IV. Vietnam’s banking system since doi moi As an inevitable outcome of the central planning mechanism, in 1986 Vietnam’s economy looked very gloomy: huge budget deficit, hyperinflation, depressed production, and dire poverty (Dinh, 1997). The cause of this situation was the lingering existence of the central planning mechanism that had mismanaged the economy by means of top-down unrealistic orders. This situation, together with the threat of aid withdrawal of the Soviet Union, the friction with China, and the impact of the embargo imposed by the United States, urged Vietnam to adopt doi moi at the 6th Communist Party Congress in December 1986 so as to reform and hopefully revitalize the economy. Due to its importance, the banking sector was selected as one of the first sectors to undergo reforms. As we have seen, in the previous period the role of the mono-SBV was simply to fulfill the capital allocation requirement of the central plan. As such, there was no distinction between commercial banking and state banking. Market-based banking expertise, regulations, supervision, etc. were void. Thus, the banking reforms had to start from scratch. In common with other transition countries, the first step for Vietnam to take is to decentralize the monobank system to create a two-tier one. IV.1. Decentralization Being the first banking reform attempt, Order No. 218/CT on July 3, 1987 focused on delineating between the functions of the SBV and its banking affiliates (The Banker, April 1, 1990). This Order, implemented at the SBV’s branches in four major cities and provinces, i.e. Ha Noi (north), Hai Phong (north), Quang Nam–Da Nang (central), and HCMC (south), was supposed to transform those branches into SOCBs. These branches were requested to focus on deposit mobilization and pursue efficient and secured lending (by means of collateral and guarantees), and due http://lekhuongninh.googlepages.com
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repayments. Unfortunately, no report of this action is available. But, it might fail since the banking system remained unchanged afterwards. If so, this Order resulted in no progress. Recognizing the serious weakness of the monobank system, Vietnam enacted a set of reforms to create a two-tier banking system. On March 26, 1988, Decision No. 53/HDBT was promulgated to commercialize the banking system by detaching state management in money, credit and banking from commercial banking. Since then, the SBV has acted as the central bank of Vietnam, responsible for conducting national monetary policy and supervising commercial banks. However, as was often reported the SBV has a limited independence from the government, which has mitigated its role as a supervisory body, especially over SOCBs (The Banker, January 1, 1993; IMF, 1998). Also in 1988, the SBV’s former commercial banking function was passed over to four newly established SOCBs (hereafter the Big Four), i.e. the Bank for Foreign Trade of Vietnam (often called Vietcombank or VCB), the Bank for Investment and Development (IDB), the Bank for Industry and Commerce (ICB), and the Bank for Agricultural and Rural Development (BARD). The banking system was thus decentralized, and a two-tier banking system was created accordingly. At their onset, all the Big Four were sector-specialized. The VCB was primarily responsible for financing foreign trade transactions and managing foreign currency reserves of the country, implying its close tie with the SBV. The ICB was a financier of industrial development projects. The IDB served as a development bank that financed infrastructure and investment projects. The BARD offered credit services to the agricultural sector and rural areas. IV.2. Liberalization After decentralization, Vietnam’s banking system was overwhelmingly dominated by the Big Four and repressed because of the ceilings on interest rates, the restrictions on bank entry, etc. All this, together with the segmentation of the banking sector as a result of the sector-specialization of the Big Four, caused an irrational allocation of the country’s financial resources. For instance, in 1991 90% of bank credits were givien to SOEs (Table 3). To avoid this deficiency, the banking system needed to be liberalized. In 1989, the government removed the sector-specialization of the Big Four and deliberately liberalized the entry of new banks (IMF, 1998). Yet, the interest rate ceiling mechanism was retained till August 2000, which is a wise policy since 12
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at that time the economy was not stable enough to tolerate the impact of a more full-fledged liberalization, and the banking sector was premature whilst interest rate liberalization might enable banks to accept risky borrowers (WB, 1995). The liberal entry led to a surge in the number of branches and representative offices of foreign banks, JSBs, credit cooperatives, as well as the so-called people’s credit funds in the first half of the 1990s. A few joint-venture banks (JVBs) between the Big Four and foreign banks were founded too. Later, another SOCB, i.e. Mekong Housing Bank (MHB), came to fore in accordance with Decree No. 769/ TTg on September 18, 1997. The Bank for Social Policies was set up by Decision No. 131/2002/QD-TTg dated October 4, 2002 to replace the former Bank for the Poor, which was founded on September 1, 1995 to carry out the task of lending to the poor living in underprivileged areas. Recently, on July 1, 2006 Vietnam Development Bank (VDB) was created out of the Fund for Development to undertake lending programs of the government. The structure of Vietnam’s banking system during the period of 1990–2007 is revealed in Table 1. Table 1. Structure of Vietnam’s banking system, 1990–2007 Year 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006* 2007**



SOCBs 4 4 4 4 4 4 4 5 5 5 5 5 5 5 5 5 5 5



PBs 0 0 0 0 0 1 1 1 1 1 1 1 1 1 1 1 2 2



JSBs 0 4 22 41 45 48 51 51 50 48 48 43 36 38 36 36 35 34



JVBs 0 1 2 3 3 4 4 4 4 5 5 5 5 5 5 5 5 5



Note: PBs: policy banks; (*) as of September 2006; (**) as of July 2007. http://lekhuongninh.googlepages.com
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Source: The Banker, January 1, 1993; IMF Economic Reviews No. 13, 1994; The Banker, June 1, 1997; IMF, 1998; IMF, 1999; Oh, 2000; Dufhues, 2003; The Banker, April 1, 2003; EIU, 2005; Banking Review (in Vietnamese) No. 9-2006, p.28.



Like most of transition countries, despite the liberalization the degree of competition in Vietnam’s banking sector has been low given the domination of the Big Four thanks to the undercapitalization of JSBs, the legislative constraints over foreign bank branches, and the minuscule JVBs (IMF, 1998; The Banker, June 1, 2004; The Banker, August 1, 2005). Evidently, the Big Four accounted for 89% of total bank assets in 1994, 87% in 1995, 82% in 1998, 80% in 2002, and around 70% in 2005 (WB, 1995; The Banker, January 1, 1996; IMF, 1999; The Banker, April 1, 2003; WB, 2005). They also made up a substantial share of total bank credit and deposits (Table 2). Different from many successful transition economies, in Vietnam the domination of the Big Four has prolonged. Table 2. Vietnam: Credit and deposit share by bank ownership, 2000–03 (%) Year 2000 2001 2002 2003



Total credit SOCBs Non-SOCBs 73.3 26.7 75.8 24.2 75.9 24.1 76.7 23.3



Total deposits SOCBs Non-SOCBs 74.4 25.6 75.3 24.7 74.3 25.7 73.9 26.1



Source: IMF, 2003a; IMF, 2006.



IV.3. Legislation and supervision Countering to the logical banking reform sequencing discussed earlier, Vietnam liberalized the entry into the banking sector without having had prudent regulations and supervision in place yet. This was a flaw since banks must be strictly regulated and supervised so as to avoid the risk of systematic crises, especially in this early stage of doi moi when the economic situation was very uncertain and the bank managements were naive given their very brief commercial lending experiences. Subsequently, scandals started to erupt, with the earliest one breaking up out of the undercapitalized but over-leveraged credit cooperatives in early 1990. Given the liberal entry, credit cooperatives, i.e. collectively owned credit institutions that accept deposits to lend, sprouted (Montes, 1995). In 1990, there were some 300 credit cooperatives that held deposits of around USD100 million (Fforde 14
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and De Vylder, 1996). Many of them attracted deposits by offering very high interest rates, i.e. four times those offered by banks (Fallavier, 1998) or sometimes up to 15% per month (Fforde and De Vylder, 1996). No official action was taken to contain this behavior since the authority might not know it or deem it dangerous. With such deposit interest rates, the deposited could only be lent to fraudulent, i.e. extremely high-risk, borrowers, as well explained in Stiglitz and Weiss (1981), or remained unused. The interest rate bubbles then burst because the cooperatives did not afford repaying the depositors, and the fraudulent borrowers continuously defaulted. The problem culminated in early 1990 as a number of the credit cooperatives collapsed with VND billions of deposits unpaid. Many others were shut down by the government without solving the problem of unpaid deposits, since the bankruptcy code had yet to be in place till 1991. This panicked people. They rushed to withdraw money, forcing many others to go bankrupt. This crisis led to a downfall of more than 2,000 private enterprises and caused significant losses to depositors (Roman, 1994; Fforde and de Vylder, 1996; Dinh, 1997). Only a few urban credit cooperatives could survive the crisis but then suffered from a serious loss of public confidence, mass deposit withdrawals, and a huge amount of arrears. Particularly, the loss of public confidence has persisted and widely spread over the entire banking system, causing the protracted hoarding of private savings away from the banking system. This crash warned the authority of the importance of prudent banking legislation and supervision. As a response, on May 23, 1990 Vietnam issued the first two market-based banking codes, i.e. the Ordinance on the SBV (Ordinance 1) and the Ordinance on Banks, Credit Cooperatives and Finance Companies (hereafter the 1990 Ordinance 2), both effective October 1, 1990. According to the 1990 Ordinance 2 (Article 2), credit cooperatives must be licensed by the SBV, which has banking expertise, instead of local people’s committees – an outsider – as before. This Ordinance also requires all the credit institutions, including credit cooperatives, to supplement 5% of annual profits (called “the reverse fund”) to chartered capital and set aside 10% of annual profits (called “the special reserve fund”) to offset business risks until the fund reaches the level of chartered capital (Article 14). But new problems emerged shortly as the regulations allowed those ailing credit cooperatives that survived the crisis to transform themselves into JSBs. These undercapitalized and mismanaged JSBs had later in 1997–98 gone beyond the control of the SBV, violating the rules on credit exposure, notoriously defaulting on the repayment of letters of credit (L/Cs) to foreign banks, and having comhttp://lekhuongninh.googlepages.com
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mitted to fraudulent activities (Le, 2003). This again aggravated the adverse problem of public confidence in the banking system. The two Ordinances were too primitive to safeguard the banking system. However, the legislative reform has been piecemeal and sporadic. After all, law enforcement that determines the safety of the banking system has been doubtful. It is thought that the large size of the Big Four, together with their weak financial status, has blocked the legislative reform and dissipated law enforcement. The legislative reform is also influenced by the retrenchment of Vietnam’s government toward the economic reform process. The rest of this subsection is devoted to discussing those legislative features that cause the weakness of the banking system. Loan security In order to help secure loans given by the credit institutions, on August 17, 1996 the SBV issued Decision No. 217/QD-NH1 (hereafter Decision 217), which allows borrowers to pledge land-use right certificates (LUCs) as collateral for bank loans. Apart from LUCs, houses, factories, vehicles, equipment, gold, and other precious metals or stones are also acceptable. Credit institutions were permitted to give a loan amounting up to 70% of the value of the asset used to secure it (the 70% Rule). Notably, the value of that asset is determined by the government, but not based on its market value. Table 3. Vietnam: Distribution of bank credit, 1991–2006 (% of total) Year 1991 1992 1993 1994 1995 1996 1997 1998



To the state sector 90.0 81.7 66.8 63.0 57.0 52.8 50.2 52.4



To the nonstate sector 10.0 18.3 33.2 37.0 43.0 47.2 49.8 47.6



Year 2000 2001 2002 2003 2004 2005 2006*



To the state sector 45.0 42.1 38.7 35.5 34.0 32.8 32.4



To the nonstate sector 55.0 57.9 62.3 64.5 66.0 67.2 67.5



Source: EIU, 1996; IMF, 1998; IMF, 2000; IMF, 2003b, IMF, 2006; IMF, 2006. Note: Data on 1999 are not available. *: As of March 2006.



Decision 217 is an advancement for it aims to safeguard the banking system and improve the access to credit for the people at the same time. Yet, this Decision 16
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should have been endorsed by a mechanism to verify the true land-use rights that can deny pseudo-collaterals. The reality shows that, given the lack of skill and integrity of bank officials plus the complexity of land-use rights, in many cases borrowers have deliberately put up pseudo-collaterals that could not be expropriated in case of default, thus endangering the banking system.3 In addition, the volatility of land prices and the inaccuracy of the land boundaries stated in many LUCs make it hard for banks to value collaterals. Therefore, many banks, deviating from the 70% Rule, have cautiously applied their own rules that cap loans, e.g. at 50% of the face value of the LUCs, to avoid risk. Some others simply refused LUCs (WB, 2005). Decision 217 also creates an uneven playing field against the non-state sector, particularly private enterprises, as it requires all non-state entities to pledge assets for bank loans while completely exempting SOEs from that requirement.4 This rule, in association with the fact that collaterals are normally undervalued and the Big Four remain dominated and in favor of SOEs, hinders the access of non-state enterprises to bank credit, leaving more credit for SOEs to amass. Table 3 indicates that during the period of 1991–2004 the state sector, represented by SOEs, received 41.5% of total credit of the banking system while the non-state sector, including a huge number of farmers that account for around 80% of Vietnam’s population and numerous private enterprises, received just 58.5%. However, the share of the state sector in total bank credit dropped remarkably, i.e. from 90% in 1991 to 34% in 2004. Loan classification and loan-loss provision On November 13, 1996, the SBV promulgated Decision No. 299/QD-NH5, which classifies loans based on past due status, i.e. Class 1 is for loans of which principal and interest payments are current while Class 2, 3, and 4 are for loans of which payments have been due for six months, one year, and over a year, respectively. No loan-loss provision was required this time. Although this time-bound loan classification scheme reflects a certain concern of the SBV with the soundness of the banking system, it virtually ignores the vari3
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The biggest banking scandal occurred in the late 1990 that involves two HCMC-based firms – EPCO and Minh Phung – which were allegedly able to access loans in excess of USD400 million, primarily from ICB, using bogus collateral (The Banker June 1, 1999). Actually, in some very special cases farming households are exempted from pledging collateral when borrowing.
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ety of the NPL recovery rates and the probability of loan loss, thus being unable to reveal the nature of the risk facing banks. A SOCB’s general director once disclosed that many loans were still considered current but the borrowers went bankrupt already (SET, February 12, 2004). Woefully, this defect was not amended until April 2005 – nine years since the issuance of this Decision. Consequently, NPLs in the banking system have been underestimated in official reports, giving banks a safe “shelter” to unwarily continue with bad practices. Let take the Big Four to illustrate the point made above. Table 4 reveals that during the period of 1993–2003 their NPLs ranged between 7.4% and 12.0% of total loans and between 4.3% and 7.1% of total assets, using the aforementioned loan classification scheme on the basis of Vietnam Accounting Standards (VAS). Those figures look so fine. But IMF (1999) reckons the Big Four’s NPLs at 30– 35% of total loans at the end of 1997, with a range from 17–25% for the two better banks and to 40–45% for the two worse ones. In 2003, an international auditing corporation randomly picked up 1,000 loans of one of the Big Four to assess their quality. As those who are well informed of Vietnam’s banking system may expect, 40% of them were deemed as NPLs of which 58% could be unrecoverable according to International Accounting Standards (IAS) (SET, February 12, 2004). WB estimates NPLs in Vietnam’s banking system at 15–20% of total loans in 2004.5 All these figures are much higher the official ones, indicating the inappropriateness of Vietnam’s loan classification scheme and VAS. Why have the Big Four’s NPLs been so extensive? The main cause of that is the policy lending in favor of a “commanding height” for the state sector in a “market economy with a socialist orientation” (IMF, 2003a; Dufhues, 2003). Notably, in Vietnam both central and local governments are decisive in allocating the Big Four’s credit. They have required the Big Four to allocate a substantial amount of credit to SOEs at concessionary interest rates and without collateral as a matter of policy rather than profitability, particularly at the provincial level.6 The overriding policy lending brought into their loan portfolios a huge amount of NPLs since the borrowers often failed to repay, and the banks frequently rolled over the credit that 5 6



Source: VietNamNet, August 18, 2004. This phenomenon is reported in a large number of studies as well as laws, e.g. The Banker, October 1, 1992; The Banker, January 1, 1996; Dinh (1997); IMF (1998); Law on Credit Institution, 1998, Article 52; Moreno, Pasadilla, and Remonola (1999); The Banker, June 1, 1999; O’Connor (2000); Gates (2000); IMF (2002); EIU (2004); WB (2005); and SET, August 31, 2006, p. 13.
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could not be paid without limit (IMF 1998; O’Connor, 2000; IMF, 2002). For instance, in 2000 around two-thirds of the Big Four’s NPLs were to SOEs (IMF, 2003a). More recently, it was reported that NPLs made up 29.57% of total outstanding loans in 2000, 27.28% in 2001, 25.23% in 2002, 23.42% in 2003, 21.95% in 2004, and 20.70% in 2006 (Phuc, 2006, p. 10). These figures seem to go in line with the estimates of the international organizations. Actually, Vietnam has tried to wean using the Big Four as a conduit of social policies. First, in 2002 the Bank for Social Policies was created to carry out this task; for the same token the Vietnam Development Bank came forth in 2006 (see Subsection 4.2). Second, Decision No. 162/2003/QD-TTg dated August 5, 2003 gives commercial banks the right not to finance projects that are infeasible according to their own evaluations, even including those approved by the Prime Minister. But that is always easier said than done. Put it different, there is a dearth of consistency of the government on what have been officially said (see Subsection IV.5 below). Table 4. Vietnam: NPLs, 1993–2003 1993 Entire banking system % of total loans 11.1 % of total assets na The Big Four % of total loans 11.6 % of total assets 6.9 JSBs % of total loans na % of total assets na



1994



1995



1996



1997



1998



1999



2000



2001



2002



2003



9.5 na



7.9 na



9.3 na



12.4 na



12.0 6.8



13.8 7.5



9.7 5.4



8.5 4.7



7.1 4.1



6.8 3.9



10.9 6.3



9.1 5.2



11.0 6.4



12.0 7.1



11.0 6.2



10.8 5.8



10.0 5.4



8.8 4.9



7.6 4.4



7.4 4.3



2.6 na



3.3 na



4.2 na



12.9 na



17.5 9.8



28.9 16.9



9.0 5.1



7.7 4.2



5.6 3.2



5.3 2.9



Source: Nguyen and Nguyen, 2002; IMF, 1998; IMF, 2003b. Note: na – not available.



Furthermore, in order to circumvent the making of new NPLs SOCBs and SOEs have to be transformed at the same time, as argued by van Wijnbergen (1997) and followed by most of transition countries. In Vietnam, the market-oriented reforms of SOEs during the period of 1988–92 improved their financial performances till 1994. But the reforms stalled, even backtracked, afterwards as the authorities have retrenched the entire economic reform process for a key role of SOEs (Law on Credit Institutions, 1998, Articles 5 and 6; IMF, 1998). In September 1997, the SOE reform was resumed, mainly through privatization that is called “equitization”. http://lekhuongninh.googlepages.com
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Yet, Vietnam does not adopt a broad-based but a gradual privatization program of non-strategic SOEs, using a sale process that favors incumbent managers and workers. Since the equitization was targeted at small- and medium-sized SOEs, and the rules on selling shares are restrictive, it did not attract much public attention. Therefore, the equitization process had lagged far behind the roadmap (Table 5).



Table 5. Vietnam: SOE roadmap and actual transformation



Equitization Transfer, sale Liquidation, bankruptcy Other Total



2001 Roadmap Actual 478 204 55 57 90 21 87 710



2002 Roadmap Actual 460 164 49 44 68 6



0 282



74 651



0 214



2003 Roadmap Actual 473 101 38 21 61 11 64 636



32 165



Source: IMF, 2003a.



Such a low pace of equitization is also attributable to the difficulties regarding share pricing, bad debt resolution, and strong resistances of SOE management (EIU, 2004). Besides, legislation also matters. Directive No. 01/2003/CT-TTg stipulates that the government will retain at least 51% stake of any equitized firm that has capital of more than VND5 billion and is profitable. This stipulation in fact creates a sort of joint-stock cum state-owned enterprises because, according to the Law on Enterprises in 2005 (Article 4), SOEs should embrace the equitized enterprises in which the government holds a controlling stake. Presumably, few investors would like to buy shares of those semi-SOEs because their voting rights may be null, and these SOEs may operate the way they used to under the government’s mandates executed by the same managements. As a result of that slow equitization, at the end of 2004 there remained 4,300 SOEs in operation (EIU, 2005). Exact figures of the profitability of SOEs are virtually unavailable because of the information disclosure tradition. Yet, a few indicators of it can be come up with. The rate of return on capital of SOEs fell from 19.1% in 1995 to 9% in 1998. In 1997, less than two-fifths of SOEs were profitable, and the worst-performing 40% SOEs had an average debt worth twice their equity capital (O’Connor, 2000). The situation has become worse since Asian financial crisis in 1997–98. In 1999, around 50% of SOEs were loss making or mar20
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ginally profitable, and the financial difficulties in many SOEs from that time continued. The debt-equity ratio of SOEs rose by 50% from 1.0 in 1997 to 1.5 in 1999 (IMF, 2003a). In October 2004, the rate of return on equity capital of SOEs was of 7.6% (SET, April 7, 2005). In November 2004, debts of Vietnam’s SOEs were 1.2– 1.5 times their equity capital, mainly to the Big Four, which accounted for 76% of SOEs’ total debts (SET, November 11, 2004). All this implies that the Big Four were increasingly involved in financing unprofitable SOEs. In 2004, the Prime Minister demanded an accelerated SOE reform. But again this may take time to materialize due to the reasons above. Another cause of NPLs of the Big Four is the lack of integrity and skills of a certain part of that their staff. Lack of integrity due to low pay, distorted incentives, etc. means that they are not committed to the interests of banks but their own ones instead. Moreover, due to the influence of kinship in staff recruitment, the Big Four have staff whose skills are not sufficient to genuinely appraise the feasibility of projects, especially large ones, proposed by borrowers. In such cases, in order to get the projects approved, bribing may help. This will bring in default risks for the banks. Low pay is also a reason why domestic banks have lost adept staff to foreign ones, depriving the former of the capacity to apply modern methods of banking management. In order to abate NPLs, banks’ management must be held responsible for their performance. This was problematic due to soft budget constraints. Recent years have witnessed an improvement as the Big Four started to be better aware of the quality of their lending portfolios. For example, in early 2005 they refused to finance a USD172 million fertilizer plant in Hai Phong city (north), turning down the government’s direction to do so. Before that, they declined funding a urea plant in Ca Mau province (south). Such things were inconceivable just a couple of years ago (EIU, 2005). However, as mentioned above the problem is the lack of consistency in the government’s policies. In May 2006, the SBV, on behalf of the government, requested the Big Four to finance Son La Hydraulic Power Plant (north) unconditionally, i.e. without appraising the feasibility of this project (SET, August 31, 2006, p. 13). On April 22, 2005, the SBV issued Decision No. 493/2005/QD-NHNN (hereafter Decision 493) to bring Vietnam’s loan classification and loan-loss provisioning practices in line with international norms and the IAS. This Decision (Article 6) requires banks to provision 5% of the value of loans that are not current but are less than 90-day overdue. The provisioning rate goes up to 20% for loans that are overdue by 90 to 180 days (including those loans that are being properly serviced but http://lekhuongninh.googlepages.com
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have been rescheduled), to 50% for loans overdue up by more than 180 to 360 days, and to 100% for those above the one-year threshold. Apparently, Decision 493 aims to pick up the variation in the recovery rates of NPLs. Although it is hard to just if these provisioning rates are good estimates of losses associated with different NPLs, they are based on international experiences and can hence be used to estimate of the loss of NPLs in the banking system. The estimated loss amounts to 13.3% of outstanding loans (WB, 2005). Credit exposure The rules on credit exposure were first established by the 1990 Ordinance 2 (Article 25), which prohibits credit institutions to lend to a single client more than 10% of their equity plus reserve funds, and total loans to ten largest clients must not exceed 30% of their total loans. The Law on Credit Institutions, effective October 1, 1998, adjusted the rules on credit exposure, allowing credit institutions to lend to a single an amount up to 15% of their equity, except for loans made out of the funds of or authorized by the government, organizations or individuals or loans made to other credit institutions (Article 79). This clause does relax the access of economic entities to credit. But the exception it encompasses in fact leaves room for external interference in the banks’ business and also for the banks to maneuver, which may in turn nullify its effectiveness. As a result, banks have often violated this rule. For instance, many JSBs over-extended credit to bank management-related shareholders (IMF, 1998; Le, 2000; O’Connor, 2000; Oh, 2000; WB, 2000a; ST, December 31, 2001; SET, April 8, 2004), contributing to their NPLs peaking at 28.9% of outstanding loans in 1999 (Table 4). Again, this shortcoming had existed till April 19, 2005 when Decision No. 457/2005/QD-NHNN (hereafter Decision 457) was enacted. Attempting to get accession to WTO, in 2005 Vietnam issued several banking regulations in an effort to improve the credit quality and the safety of the banking system. Among those is Decision 457, which requires credit institutions (except for FBBs) to formulate criteria for defining “single customers” and “groups of affiliated customers” as well as credit limits applicable to each of these types. Because “groups of affiliated customers” is a new term, Decision 457 lays out a number of criteria to define it. The banks are now obliged to gather information not only about single customers but also customers’ “affiliates”. Customer databases must be regularly updated to changes in their status and relationships. This task is hard since the banks’ 22
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clienteles vary continuously whilst their banking expertise and information technology remain largely backward. Anyway, the banks must follow these requirements: (i) loans to a single borrower are capped at 15% of the bank’s capital; (ii) loans and guarantees to a single customer are capped at 25% of the bank’s capital; (iii) total outstanding loans extended to a group of affiliated customers must not exceed 50% of the bank’s capital; (iv) total outstanding loans and guarantees to a group of affiliated customers must not exceed 60% of the bank’s capital; (v) financial leases to the single customer are capped at 30% of the finance leasing company’s capital; (vi) total financial leases for a group of affiliated customers must not exceed 80% of the finance leasing company’s capital. Similar limits apply to the lending and guarantee-issuing activities of foreign bank branches though the limits are based on the capital of their foreign “parent” banks rather than the paid-up capital or chartered capital of the branches in Vietnam. Capital adequacy Most if not all transition countries have moved in proportion to the 1988 Basle Accord and its revisions,7 which basically require banks to have their equity equal to at least 8% of risk-adjusted assets. This celebrated regulation is vital in protecting banks because the more the equity is, the better the bank is able to absorb adverse market shocks. Unjustly, Vietnam had not adopted this standard until May 2005. This delay adds to the weakness of the banking system because there was no benchmark to force banks to raise capital. Initially, Law on Credit Institutions in 1998 (Article 81) requires banks to maintain minimum capital adequacy that is the ratio of equity to total risk-adjusted assets. But this requirement is vague and thus unenforceable in that it neither defines the so-called “equity” nor spells out the level of capital adequacy that credit institutions must attain to as well as how to adjust assets for risk. Due to this, in Vietnam bank capital adequacy was often expressed in terms of the ratio of chartered capital to total unadjusted assets, which is virtually low (Table 6). According 7



The international convergence of bank capital regulation began with 1988 Basle Accord on capital standards signed by the G10 countries, intended to apply only to international active banks, and focusing on the measurement of capital and the definition of capital standards for credit risk. Due to its effectiveness, the Accord has been applied to many other banks in countries other than the G10. It was amended in 1999 (Santos, 2001).
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to Table 6, the Big Four’s capital adequacy ratios had largely deteriorated till 2001 and improved a bit afterwards, with the BARD leading the group. Yet, those ratios were far below the minimum 8% ratio recommended by the Basle Accord. If adjusted for risk, they would become much lower. Table 6. Vietnam: The Big Four’s CARs, 1998–2004* Bank BARD IDB ICB VCB All four



1998 5.63 2.35 2.08 2.07 3.07



1999 5.54 2.58 2.42 2.18 3.12



2000 4.70 2.60 2.33 1.79 2.80



2001 3.09 1.74 1.47 1.39 1.92



2002 4.75 3.00 3.38 3.08 3.57



2003 4.30 3.50 3.40 3.50 3.80



2004 5.43 4.76 3.64 3.64 4.20



Note: (*) i.e. ratio of chartered capital to total assets (%). Source: VET, January 17, 2005.



Decision 457 requires the credit institutions to maintain a minimum CAR of 8%, computed by dividing capital to total risk-weighted assets.8 The total riskweighted assets are the aggregate of on-balance-sheet assets (i.e. cash, gold, deposits, loans, and receivables) and off-balance-sheet assets (i.e. lending agreements, letters of credit, and payment acceptance) weighted by risk weighting factors, which are based on the risk level of the assets. Decision 457 gives a comprehensive definition of “capital” of a credit institution. Capital of a credit institution is divided into two tiers. Basically, tier-1 capital comprises chartered capital, retained earnings and reserves (i.e. reserves for the purposes of chartered capital supplement, financial provisioning, and investment and development) constituted from the deducted profits of a credit institution. Tier2 capital covers surplus value of the assets revalued, increased capital from internal and external sources (including convertible bonds, preferential stocks and certain subordinated debt instruments) and general loan loss provisioning (not exceeding 1.25% of the total risk weighted assets). This Decision, however, sets forth certain restrictions against tier-2 capital, e.g. total tier-2 capital must not exceed tier-1 capital and the aggregate value of convertible bonds, preferential stocks and other debt instruments must not be more than 1.5 times tier-1 capital. By adding tier-2 capital, the two-tier capital mechanism allows credit institutions to augment capital, making it easier for them to meet the prudent ratio of 8%. 8



Foreign bank branches are excluded.
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In parallel with the adding-up of tier-2 capital, capital of a credit institution must exclude the total amount of the reduced value of fixed assets or investment securities following their revaluations, the total paid-up equity or shares in other credit institutions, the share of the credit institution in the equity, joint-venture capital or shareholding capital of other investment funds and enterprises that exceeds 15% of its capital, and business losses. In fact, all the Big Four have not reached the required CAR of 8%. Therefore, the SBV suspends the application of Decision 457 for three years beginning May 15, 2005 to give the banks time to increase capital, provided that the annual increase shall be at least a one-third of the gap between the current ratio and the required 8%. However, in 2005 a top local banking official doubted that the Big Four would need VND117 billion (USD7.4 million), i.e. ten times the amount of capital injected into them during the period of 2001–04, to raise their CAR up to 8%.9 If so, this policy is certainly implausible and may thus be reconsidered. On the other hand, JSBs are not bestowed with this grace period, so those JSBs that have not met the required CAR have to call for additional capital at a short notice, which is also difficult. At present, only two JSBs seem to have found the way out by signing foreign partnerships, i.e. Techcombank with HSBC and VP Bank with the Overseas Chinese Banking Corporation (OCBC) (The Banker, February 1, 2006). This, albeit unintentionally, enables foreign banks to boost their presence in Vietnam (see Subsection IV.7). Deposit insurance Deposit insurance in Vietnam is governed by Decree No. 89/1999/ND-CP (dated September 1, 1999) and Circular No. 03/2000/TT-NHNH5 (dated March 16, 2000). Under these guidelines, the commercial banks must purchase deposit insurances from the Deposit Insurance Corporation of Vietnam (DICV) for all VND deposits of individual depositors. They must pay an annual premium equivalent to 0.15% of average balances of all VND deposits of individuals, and this premium is payable in four installments. The maximum insurance coverage is VND30 million per account/individual per bank. As of end-2004, 902 credit institutions had paid an insurance premium of VND 567.75 billion (USD36.1 million).10 The effectiveness of deposit insurance in Vietnam has not been tested because 9 10



Source: VietNamNet, October 1, 2004. Source: Deposit Insurance of Vietnam.
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no bank has failed since the onset of the DICV. A survey conducted by Saigon Marketing Group on a sample including clients of two SOCBs, six JSBs, two jointventure banks, and one FBBs in HCMC shows that as much as 60% of the sample’s population were not aware of the existence of the DICV.11 This would mean that the effectiveness of deposit insurance scheme in terms of restoring and strengthening the public confidence in the banking system may not be that great. The maximum insurance coverage of VND30 million (around USD2,000) per account/individual only gives trusts to small depositors who are unlikely cause bank runs. Although deposit insurance is a good device to protect banks from failure by preventing bank runs, it may also induce them to take on risky activities. In addition, deposit insurance can be costly if banks themselves are incapable of absorbing shocks. This problem justifies for enforceable bank capital regulations, especially capital adequacy. That is why most countries, including transition ones, have moved in line with the 1988 Basle Accord,12 which strictly requires a bank to have equity capital equal to at least 8% of its risk-adjusted assets, as discussed above. Supervision As divulged, in the course of banking reform Vietnam has promulgated an array of prudent regulations to safeguard banks. However, the regulation system was not strongly enforceable due to the superiority of policy lending to the law, the close ties of the Big Four’s incumbent management to the authorities, and the incompleteness of the regulations themselves. In such a situation, supervision should have been effective to keep banks in discipline and stable. But in Vietnam this is not the case for two reasons. First, the role of the SBV as a supervisor of the banking system is meager for it lacks autonomy. Second, due supervision requires true and accurate information, but it is unavailable owing to the weak VAS and the information disclosure practice. In Vietnam, bank financial statements are not made in compliance with international standards since Vietnam does not apply internationally accepted account11 12



Source: Saigon Marketing, November 6, 2003. The international convergence of bank capital regulation began with 1988 Basle Accord on capital standards signed by the G10 countries, intended to apply only to international active banks, and focusing on the measurement of capital and the definition of capital standards for credit risk. Due to its effectiveness, the Accord has been applied to many other banks in countries other than the G10. It was amended in 1999 (Santos, 2001).
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ing principles. Banks have hardly been audited by independent auditors but by internal ones, i.e., government agencies, instead. If audited, the reports would not be made public for the rule on information disclosure. Besides, loan classification was based on the past time due but not credit risk, making it impossible for the SBV to verify the caliber of commercial banks, especially regarding NPLs, so an effective supervision cannot be exercised properly. The SVB has simply checked individual transactions, with overly detailed legal requirements. What has been missing is appraising banks’ risk management and business strategies. In fact, the SBV has only exercised strict supervisions and enforcements on JSBs but not the Big Four, because the latter is politically influential. To a certain extent, those supervisions and enforcements have helped restore the stability of the banking system. In 1998, as a response to the mismanagement-induced surge of NPLs of JSBs the SBV took action on consolidating them, placing six JSBs under a special care and viewing 14 JSBs as problematic and in need of being restructured (Le, 2000). In 1999, the SBV raised the minimum capital requirement for all credit institutions, according to Decree No. 82/1998/ND-CP dated October 3, 1998. Those JSBs that had chartered capital lower than this minimum requirement was forced to raise capital or merge with others. Then, in 1999 four JSBs were either closed or merged (The Banker, June 1, 2000). Another four JSBs underwent the same process in 2001 (ST, February 18, 2002). All the mergers occurred between JSBs under the SBV’s discretion. The SBV also revoked licenses of the JSBs that had chronically poor performance. The consolidation was fruitful since JSBs have performed much better. Their NPLs had dropped drastically, i.e. from 28.9% of total loans in 1999 to 5.3% in 2003 (Table 4). In 2003, JSBs’ profits were 17% of total loans, comparable to that of banks in other countries in the region (SET, January 15, 2004). In February 2004, two JSBs had chartered capital of above VND500 billion (USD31.2 million), and most of the remaining JSBs had chartered capitals between VND100–300 billion (USD6.2–18.7 million) (Tuoi Tre, February 17, 2004). Due to such a good performance, the International Finance Company (IFC), an affiliate of the WB, invested in Saigon Commercial Bank (Sacombank) and Asia Commerical Bank (ACB), two largest JSBs of Vietnam. Sacombank was established on December 21, 1991 with a chartered capital of VND3 billion. After a recession in 1991–2001, Sacombank has performed so well that it received an investment of USD3 million by IFC. Its chartered capital was VND190 billion in 2001, VND271 billion in 2002, VND505 billion in 2003, VND740 billion in 2004 http://lekhuongninh.googlepages.com
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(Duong, 2005) and VND 4.449 billion.13 In March 2005, Australia’s ANZ bought 9,87% stake of it for USD27 million. Dragon Financial Holdings Capital (England) also holds 8,77% of its stake. Sacombank managed to expand by raising its legal capital from VND740 billion to VND1 trillion (USD65 million) in May 2005 on the basis of additional contributions by more than 6,000 shareholders, thereby overtaking ACB as the largest JSB of Vietnam (EIU, 2005; The Banker, June 1, 2004; The Banker, August 1, 2005). Sacombank has shown a great ambition of becoming a leading retailing banker in Vietnam. Given 59 branches plus 125 transaction offices spreading over the country, Sacombank proves to be able to reach creditconstrained small- and medium-sized enterprises (SMEs) and microtraders at marketplaces. On July 12, 2007, Sacombank became the first JCB of Vietnam listed on the Ho Chi Minh Stock Exchange. As for ACB, in June 2005 Standard Chartered Bank bought an 8.56% stake of it for USD22 million, putting its chartered capital up to VND950 billion (USD60 million), a huge rise from a mere VND20 billion when ACB was founded in 1993, (EIU, 2005; The Banker, August 1, 2005). Both Sacombank and ACB are expected to list on Vietnam’s stock exchange in the next year or so, following the SBV’s recent decision to permit JSBs to list (The Banker, August 1, 2005). Some of the more adept joint stock banks are focusing on market niches that they hope will allow them to compete with the large state-owned commercial banks and foreign bank branches. For instance, Techcombank, a Hanoi-based JSB, has targeted SMEs and the growing number of affluent individuals in urban areas (The Banker, June 1, 2004). Recently, more far-sighted JSBs commenced fairly rapid growth trajectories, in a bid to establish sufficiently robust portfolios, brands and branch networks that should allow them to compete in a much less protected marketplace or at least make them attractive acquisition targets. The SBV has also encouraged JSBs to diversify away from lending and deposit-taking activities to new products and services where their in-depth market knowledge may give them an advantage over foreign banks. A few local banks have even begun to offer asset management and other private banking services, aimed at the country’s burgeoning nouveau riche (The Banker, August 1, 2005). IV.4. Resolution of NPLs In 2000, the government started to regulate the establishment and operation of 13



Source: http//www.sacombank.com, read on August 31, 2007. 28
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bank-affiliated Asset Management Companies (AMCs). In November 2004, ten commercial banks had their own AMCs, which concentrate on exploring and managing the mortgaged assets received from their parents, i.e. the commercial banks, in order to restore the NPLs. Basically, these companies have faced the same problem as the banks themselves do, i.e. being unable to seize the debtors’ assets, especially those who are SOEs of which assets belong to the government according to the law (WB, 2005). Moreover, several equitized firms negated the responsibility to repay debt arguing that ownership has changed and thus new shareholders of the firms have nothing to do with the old debts. Since a large part of the NPLs are not secured with collateral, the NPL resolution was done mainly through debt write-offs by the banks themselves. Badly, it is reported that new NPLs were being created more or less at the same speed at which the old ones were written off, if not faster (WB, 2005). IV.5. Recapitalization The overall aim of recapitalization is to provide banks with sufficient capital to absorb market shocks, survive competition, and grow. In principle, recapitalization should be conducted only after NPLs are resolved (so that banks do not have excuses for poor performances), prudent regulations and supervision are imposed (so that banks cannot made bad loans), right bank management incentives are provided, and policy lending is phased out. More importantly, recapitalization must not be repeated to preclude moral hazard. Although the prerequisites have not been done yet, Vietnam’s government has recurrently recapitalized the Big Four using state budget, revenues from selling government bonds to the public, or buying their bonds (Perkins, 2001). Recurrent recapitalizations that create soft budget constraints will be deeply rooted in the mind of the banks’ management, resulting in moral hazard, i.e. they, relying on being bailed out again, continued to make bad loans to ailing SOEs.14 Any financial deterioration of SOEs will jeopardize banks but also induce them to give out new loans and/or roll over the old ones so as to save SOEs because banks cannot get back the previous loans if the latter fail.15 In Vietnam, the problem is even worse as 14



15



Soft budget constraints refer to “a situation in which a state-owned enterprise manages to survive even though it has made persistent losses, because time and again the state rushes to its aids” (Kornai, 2001). Berglof and Roland (1998) argue that soft budget constraints of banks lead to soft budget con-
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the government orders banks to do so, regardless of efficiency. For instance, in February 2004 the government sanctioned nine SOCBs and JSBs to rollover their loans to Cienco 5 – a state-owned Transportation Construction Company – which has been chronically ill due to weak and dishonest management, although in June 2003 the SBV issued Circular 478 to warn banks about this company’s insolvency. On the word of this sanction, the interest rate proceeds forgone because of that rollingover was deducted from the pre-tax profits of the banks.16 Due to this, it is very likely that the Big Four have financed the most troubled SOEs because this sort of SOEs are always in need of urgent helps and try hard to be bailed out. As a result, the recapitalizations boosted the Big Four’s capital. But the capital was quickly gone with the SOEs, forcing the government to repeat recapitalization to avoid credit crunches. There is a risk that the government cannot stop recapitalizing the Big Four due to the recapitalization-created moral hazard, making the social cost of nurturing them greater over time. That is evident. In October 1998, the SBV converted its VND2.4 trillion loans into these banks’ capital (IMF, 1999). In 2001, Vietnam started a phased recapitalization of the Big Four with state funds, conditional on their fulfillment of bank-specific operational and financial reform targets set up by the government. Oddly enough, all of them were recapitalized, no matter wether or not they have met the set targets. In June 2003, the MOF allocated VND1,900 billion (USD126 million) from the national budget to the Big Four in which IDB, ICB, and VCB received VND400 billion (USD26 million) each and BARD received VND700 billion (USD45 million). In 2004, through open market the SBV again injected VND38,102 billion (USD2.5 billion) into the Big Four, i.e. three times that of 2003 and 3.5 times of that of 2002 (SET, December 30, 2004). IV.6. Privatization The most important move forwards in the banking sector is the pending privatization (equitization) of the VCB, regulated by Decision 230/2005/QD-TTg dated September 21, 2005. This bank is the most prominent of the Big Four. In 2004, it made a profit of VND2 trillion (USD127 million) out of deposits of VND88.5 trillion



16



straints of SOEs. This phenomenon is also documented in other studies, e.g. Kornai, 2001; Lizal and Svejnar, 2001. Due to this problem, it would be very likely that banks only finance worst firms. Source: VietNamNet, February 23, 2004.
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(USD5.6 billion). The VCB’s net worth was booked at VND7 trillion (USD443 million) at the end of 2004 (EIU, 2005). It had assets of USD8.3 billion at the end of 2005, up from USD7.6 billion a year earlier (VNeconomy, February 27, 2006). The government will hold at least 51% of shares of this bank (Banking Review 92006, p. 24). A certain amount of its shares are earmarked for its staff. Some will be sold to foreign investors. After equitization, it is expected to list on HCMC stock exchange, and on Hong Kong’s or Singapore’s stock exchanges. However, the VCB equitization proceeded slowly due to such obstacles as how to price its shares, how much of the bank’s value is to be divested, and how precisely the equitization is to be done. Since early 2006, this effort seems to have been back on track as the VCB, to prepare for its initial public offering (IPO), called for consultants to assist in its share auction. Four global leading investment banks, i.e. Citigroup, Credit Suisse, Goldman Sachs, and UBS, are the candidates. As planned, the IPO consultation would take around ten months. Afterward, this bank will issue shares to investors, both domestic and foreign. Vietnam is now keen to equitize more SOCBs, either through formal auctions or as IPOs. In 2005, the government approved the roadmap to complete the equitization of the Big Four by 2010, i.e. the IDB by 2007, the ICB by 2008–09, and the BARD by 2010 (WB, 2005). This roadmap asserts the government to hold less than 51% stake of any equitized bank – the rate applied to the VCB. By the recent regulation, shares for foreign partners in a joint-stock bank are still limited at 30% in total, and each of them is allowed to hold 10% at most.17 Unlike the transition countries in the right side of the Great Divide, e.g. Hungary, Poland, and the Czech Republic (Berglof and Bolton, 2002), Vietnam does not consider foreign banks as strategic partners in equitizing the Big Four. Thus, vexing questions arise. The first one is how the corporate governance of the equitized banks will look like. Another question concerns the pace of the equitizations, given the limited capital of domestic investors and the weak financial status of the banks. Would foreign investors be needed to speed up the equitization process of the VCB? What can FBBs contribute to reducing state ownership in the banking system if the legislation surrounding them are very restricted? The next subsection tries to have the answer to the last question. IV.7. Foreign banks



http://lekhuongninh.googlepages.com



31



Sequencing banking reforms in transition economies: Vietnam



As widely said in the literature, foreign banks benefit a transition economy in several manners, e.g., bringing in modern banking technology and management expertise; triggering competition in the banking sector, thereby improving the efficiency and quality of banking services; and promoting foreign direct investment (FDI) and external trade. Therefore, many transition countries consider the presence of foreign banks in the local market as a virtual element of a successful banking reform. In the early 1990s, inspired by Vietnam’s stunning economic growth foreign banks started to pour in (The Banker, April 1, 1990; The Banker January 1, 1993; The Banker June 1, 1996). Perceiving the benefit of foreign banks plus a sheer desire to boost FDI, on June 15, 1991 Vietnam issued Decree No. 189/HDBT to officially admit FBBs. In 1992, foreign banks were granted permission to open full commercial branches. In July 1993, the responsibility for issuing representative office permits for foreign banks passed from the Ministry of Trade to the SBV, bringing all the approvals under one roof (because both issued foreign bank branch licenses before) and making the process of upgrading representative offices to full branches somewhat easier (The Banker, February 1, 1994). As a result, Vietnam had 28 FBBs in 1993 and 39 in 1994, as compared with only five foreign bank representative offices in 1992 (The Banker, January 1, 1993; Freeman, 1996; The Banker, June 1, 1994). Foreign banks in Vietnam include many world-class ones, e.g., Banque Française du Commerce Exterieur (BFCE) (arriving in 1989), Banque Indosuez (1989), Credit Lyonnais (1990), ANZ (1992), Banque Nationale de Paris (BNP) (1992), ABN-AMRO (1995), Deustche Bank (1995), Standard Chartered Bank (1994), Citibank (1994), HSBC (1995), Bank of America (1995), Bank of Tokyo (1996), JB Morgan Chase Bank (1999), etc. Initially, it was strongly believed that these mighty banks would contribute to upgrading Vietnam’s banking sector quickly. As a matter of fact, they have faced legislative constraints, making them fall short of the belief. Basically, FBBs were allowed to undertake only a limited number of activi18 ties, and were given licenses for only 20 years only (The Banker, November 1, 1993). They were required to have a minimum in-country (local) capitalization of USD15 million,19 of which 25% must be allocated to fixed assets, and 40% (or 15% 17 18 19



Source: VNEconomy, February 27, 2006. The Banker, November 1, 1993 gives full details about this. This is steep as compared with Singapore and Taiwan, which demand USD 2–3 million (The
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if the bank approves loans for investment projects in Vietnam) must be deposited in the SBV at a poor interest rate of 2.75% per year. FBBs were allowed to take deposits in VND but only up to an equivalent of USD1.5 million (The Banker, February 1, 1992; The Banker, January 1, 1993), placing them at a severe disadvantage because they might not have enough VND to lend when demanded. Like domestic banks, FBBs were not allowed to lend more than 10% of capital to any single project/borrower and no more than 30% of total loans to ten largest borrowers (The Banker, November 1, 1993). In June 1993, the SBV removed the latter limit. But FFB were still not allowed to take LUCs to secure their loans (till November 2001). Due to a doubt that the unrestricted advent of giant foreign banks would swamp undercapitalized, unskillful domestic banks (again, the Big Four) before the latter could manage to adjust to the competition, in 1993 Vietnam’s government imposed a moratorium on new FBBs (The Banker, February 1, 1994; The Banker, June 1, 1994; McLaughlin and Russel, 2002). The moratorium was also because FBBs had bothered the government as they were not engaged in long-term project financing to improve the country’s infrastructure but only financed foreign-invested enterprises and some SOEs instead (Dinh, 1997; McLaughlin and Russel, 2002).20 The moratorium, together with the legislative restrictions and the lack of hard information and reliable data on domestic enterprises, precluded FBBs from really rivaling the Big Four. In addition, foreign shareholdings in JSBs were not permitted, with the case-by-case exception of several foreign investment funds since 1995 (McLaughlin and Russel, 2002). Despite the moratorium, foreign banks continued to come in. In 1995, nine FBBs and 18 representative offices were opened. It was daunted that the continued arrival of FBBs might become an inhibiting factor to the ongoing efficient operation of Vietnam’s banking system. Also, too many new entrants could contribute to imprudent activities on behalf of market participants, undermining the credibility of the banking sector as a whole (The Banker, June 1, 1996). Since late 1995, the pace at which FBBs are lending to Vietnamese companies and foreign investment projects appeared to have picked up remarkably, so did the loan size, with competitive terms of most of the loans. Given the perceived level of risk in Vietnam, this indicates a fierce competition among FBBs.



20



Banker, February 1, 1992). For instance, Deutsche Bank, which opened its first branch in Vietnam in 1992 with a chartered capital of USD15 million, had only served foreign companies and companies exporting to Germany and Vietnamese students in Germany (SET, January 6, 2005).



http://lekhuongninh.googlepages.com



33



Sequencing banking reforms in transition economies: Vietnam



In October 1995, following the WB’s advice Vietnam scrapped the 15% turnover tax on FBBs that was viewed as a penalty (The Banker, January 1, 1996). On October 1, 1998, the SBV set up a rule that limits maximum loans of commercial banks, both foreign and domestic, to a single customer at 15% of their chartered capital. Since at that time FBBs in Vietnam had registered capital of between USD15 and USD20 million, this would mean that they were allowed to lend USD2.25–3.0 million per customer at maximum. Since 1999, more liberal policies toward FBBs have been adopted. The SBV has permitted all foreign-invested financial institutions to transfer remittances of overseas Vietnamese and open savings and current bank accounts for deposits from remittances (ST, October 28, 2000). FBBs began to provide remittance services and open accounts in foreign currencies and VND at the disposal of remittance receivers. In November 2001, Vietnam issued Decree No. 79/2001/ ND-CP to enable domestic enterprises to collateralize LUCs with FBBs to get loans (SET, November 22, 2003). This Decree opens an opportunity for FBBs to increase their market share. The ratification of the bilateral trade agreement (BTA) between Vietnam and the United States in December 2002 brought all American bank branches the right to receive VND deposits up to 100% of chartered capital (SET, December 5, 2002). Later, in early 2004 Vietnam allowed the other FBBs to receive VND deposits up to a level equal to 50% of chartered capital, as compared to 25% stipulated previously, in return for access of its commodities to foreign markets and its accession to WTO (The Banker, June 1, 2004; SET, February 5, 2005). According to Decision No. 193/2004/QD-NHNN dated March 22, 2004, which replaced the directives issued in 1992 allowing FBBs to deposit no more than 30% of registered capital and joint-venture banks no more than 10% at foreign banks, FBBs in Vietnam now have the autonomy in opening time and demand deposit accounts at FBBs and financial institutions without limit. The purpose of the directives in 1992 was to restrict FBBs to using their capital in foreign currencies in Vietnam. Yet, Vietnam’s foreign exchange reserves have been up to a level that enables the SBV to deal with FBBs without resorting to administration devices.21 Thus, the 1992 directives are no longer needed. After the Asian financial crisis in 1997–98, FBBs in Vietnam suppressed 21



As of end of 2003 Vietnam’s foreign exchange reserves reached USD4,6 billion, increasing by USD1 billion as compared to 2002 (SET, April 1, 2004). In 2004, Vietnam’s foreign exchanges went up by USD300 million (SET, January 6, 2005).
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lending. In 1997, they accounted for 28% of total loans of the whole banking system. This share dropped to 25.7% in 1999 (Nguyen and Nguyen, 2002) and to 15% in early 2002 (SET November 28, 2002). The number of FBBs has also declined. In 1998, 19 FBBs ceased operation (The Banker, June 1, 1999). In June 2002, the number of FBBs and joint-venture banks in Vietnam was 27. Despite the lending suppression and closing down of branches, the presence of foreign banks had surged, implying that those FBBs that remained in Vietnam got opportunities to expand. In 2001, FBBs accounted for 12.5% of total bank assets, up by 11.3% over 2000; their mobilized capital went up by 19.8%. Apart from providing short-term trade financing and loans to foreign companies, SOEs, SOElinked companies, and local banks, the foreign banks have ventured into correspondent banking services, cash management, project advisory services, longer-term loans, international payments, and foreign exchange services. In 2003, two new branches and four new representative offices of foreign banks that operate in Vietnam were opened. In the mean time, one branch and four representative offices were closed. Total assets of the branches increased. Their profits increased by 23% in 2003, but their lending market share dropped to 7.56%, from 8.4% in 2002 (VET, December 23, 2003). FBBs have become a reliable bridge between foreign investors and Vietnam. Through them, a number of lending projects and credit agreements have been signed between FBBs and Vietnamese firms. They have actively supported parent banks to broaden agent relationship with Vietnamese banks and helped train their staff. In 2004, two foreign banks opened branches in Vietnam, i.e. Far East National Bank of the United States and a Japanese bank. The branch of Crédit Lyonnais was merged with that of Crédit Agricole Indosuez. Two FBBs, a Taiwanese and a Japanese, were given licenses to open representative offices. FBBs in Vietnam substantially increased their share in the credit market. They accounted for more than 10% of total deposits of the whole banking system (up by 1% over 2003). Their outstanding loans made up 8.26% of the total outstanding loans. FBBs had overdue debts of only 0.16% of total outstanding credits. Their profits rose by 30% compared to 2003. In 2004, the SBV permitted FBBs to received deposits in VND up to a level equivalent to 250% their local chartered capital, as compared to 50% previously allowed. In 2005, the total balance of outstanding loans from FBBs increased by 30% against 2004, twice the overall growth of the banking system.22 FBBs in Vietnam have large-sized customers, i.e. foreign investors and the
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principal domestic export-import companies, and a small number of staff but with good banking skills. They are also strong in capital and technology. Even so, in the short run FBBs may not able to impose much competition threats on local banks because the latter have advantages in terms of lower labor costs, close relationships with local customers, and a wider network of local branches. Yet, in the longer run the competition will be fiercer as FBBs have enough time to adapt to local methods of doing business with domestic firms and adjust their strategies to penetrate the local market. Also, Vietnamese people seem to have had a stronger trust in foreign banks than in domestic ones. In 2005, foreign banks started to buy shares of local JSBs. In March, ANZ bought a 10% stake in SCB for USD27 million and has been interested in raising stake in this JSB.23 In June, Standard Chartered Banks bought an 8.56 stake in ACB for USD22 million. In December, HBSC got an agreement to acquire a 10% stake in Techcombank – the third largest JSBs of Vietnam – for USD17.3 million.24 Following these forerunners, in March 2006 OCBC bought a 10% stake in VP Bank for around USD15.7 million. The legislative restrictions on what a FBB can do have motivated FBBs to buy shares of local banks. Partnering with local banks makes sense to get around the restrictions and become truly local. Foreign banks believe that local banks will dominate the retail banking market as they mature. In so doing, they expect to take advantage of local banks regarding banking facilities and customer networks in order to expand operations since Vietnam is still significantly underbanked, so there is much growth potential (The Banker February 1, 2006). FBBs may help JSBs enhance their lending to local SMEs – their main clients – which may be the engine of the country’s economic growth in the near future. V. Current status of Vietnam’s banking system This section aims to describe the current status of Vietnam’s banking system as the aftermath of the poorly sequencing banking reforms discussed previously. Generally, the quantity and quality of Vietnam’s banking system are inadequate. Table 7. M2 by country, 1997–2004 (% of GDP) 22 23 24



Source: VietnamEconomicNews, March 1, 2006. Source: Business Week, April 18, 2005. Source: Time, January 22, 2006.



36



http://lekhuongninh.googlepages.com



LE KHUONG NINH



Countries Vietnam China S. Korea Malaysia Thailand



1997 26.0 122.2 105.3 103.7 91.7



1998 28.4 133.4 132.1 102.7 102.7



1999 35.7 146.1 127.0 112.1 104.7



2000 50.5 150.5 122.3 103.3 102.2



2001 58.1 162.7 123.0 108.4 102.1



2002 61.4 175.9 127.4 106.1 98.8



2003 67.0 188.7 123.9 108.1 95.1



2004 75.2 186.1 121.4 119.4 90.5



Source: Computed from ADB, 2005.



As to quantity, Vietnam remains an under-banked economy. The nature of Vietnam as an under-banked country is shown by its low M2-to-GDP ratio, a commonly used measure of financial development, as compared to its neighboring countries in Asia (Table 7).25 China – transition country with a banking system that has a similar structure with that of Vietnam – had much higher M2-to-GDP ratios than Vietnam. For instance, in 2004 China’s M2-to-GDP ratio was 2.5 times that of Vietnam, implying that China has had a higher level of financial development than Vietnam. Undeniably, as to this respect it seems that Vietnam is catching up with Thailand but still far behind South Korea and Malaysia. Another criterion often used to measure financial development is the ratio of bank credit to the private sector to GDP (King and Levine, 1993; De Gregorio and Guidotti, 1995; Levine, 1999; Cull, 2001). Bank credit to the state sector is excluded because it is usually given under governmental discretions rather than on the basis of profitability. Thus, it fails to reflect the improvement in the quality and efficiency of banking services. In terms of the ratio of bank credit to the private sector to GDP, the gap between Vietnam and other Asian countries was huge (Table 8). For instance, in 2004 this ratio of Vietnam was merely 41.7% of that of China. Such an impressive amount of credit to Chinese private sector may be one of the reasons why this country have grown up at spectacular rates for a relatively long period of time. Also in 2004, the ratio of credit to the private sector in Vietnam was just around two-thirds of Thailand’s, 42.5% of South Korea’s, and 52.2% of Malaysia’s. Table 8. Credit to the private sector by country, 1997–2004 (% of GDP) Countries Vietnam 25



1997 9.9



1998 20.1



1999 21.7



2000 35.3



2001 39.3



2002 43.1



2003 48.4



A higher M2-to-GDP ratio means a larger financial sector and thus a greater financial intermediary development.
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China S. Korea Malaysia Thailand



103.5 155.0 112.1 124.7



114.3 165.2 117.2 118.5



121.8 156.4 111.6 112.5



124.5 141.1 104.4 89.1



117.7 143.8 110.9 77.1



136.0 152.7 108.3 84.1



147.3 147.5 105.0 82.1



141.4 138.4 112.8 78.1



Source: Computed from ADB, 2005.



Such a little credit to the private sector would mean that Vietnam’s private enterprises and households must rely on their own capital and/or credit from the informal sector. Indeed, our survey shows that in 1999 as mush as 60% of the surveyed enterprises used own capital only, and just 37.1% of them got access to bank credit (Le, 2003; Le and Phan, 2003). Another survey reveals that in 2004 own capital accounted for 60.1% of the investment of the private enterprises, informal credit for 12.5% while bank credit just for 27.1% (Le, 2005). What impeded the access of private enterprises to bank credit was the lack of collateral and cumbersome borrowing procedures that substantially increases the borrowing costs. Lack of credit for investment has deprived Vietnam’s private enterprises of competitiveness. Thus, enhancing the banking system in order to provide them with cheaper credits is crucial. Table 9. Currency-to-deposit ratio by country, 1997–2004 (%) Countries Vietnam China S. Korea Malaysia Thailand



1997 82.6 41.3 2.9 9.1 7.8



1998 67.0 40.4 2.0 7.6 6.8



1999 76.0 41.6 2.8 8.8 10.2



2000 58.0 38.1 2.4 7.6 8.3



2001 60.9 35.5 2.3 7.7 8.7



2002 56.7 32.2 2.2 8.0 9.5



2003 46.6 30.7 2.0 7.9 10.1



Source: Computed from ADB, 2005.



Further, Table 9 reveals a great divide between transition economies, i.e. China and Vietnam, and other Asian economies, i.e. South Korea, Malaysia, and Thailand, in term of the currency-to-deposit ratio. These two transition economies had had high currency-to-deposit ratios as compared to that in the other Asian countries. For instance, in 2004 China’s currency-to-deposit ratio was around 13 times that of South Korea. Even though, in the same year that ratio of Vietnam was 40% higher than China’s, 18 times South Korea’s, 5.4 times Malaysia’s, and 3.6% Thailand’s. All this implies that Vietnam is an economy where cash payments remain predominant. Indeed, it is reported that over 50% of local business transactions 38
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were conducted outside of the banking system.26 At present, there are only around 10,000 individual bank accounts for a population of 82 million. The predomination of cash payments is attributable to the underdevelopment of banking services. The outreach of Vietnam’s banks is limited. They, except some tiny rural JSBs, have mainly served the high-income portion of the urban population while have been unable to reach the rest. It will take a lot of time for Vietnam’s banking system to reach the level of development of, for instance, South Korea’s unless Vietnam’s banking reforms are speed up in a desirable manner. In the pursuit of WTO membership, since 2005 Vietnam has hastened its banking reform process, so a decided improvement in the banking services is deemed imminent in 2006 (The Banker, February 1, 2006). Table 10. Vietnam: Deposit and lending interest rates (% per year, end of period) Interest rates Three-month deposit rates Short-term lending rates



2000 4.3 9.8



2001 5.9 8.8



2002 7.0 9.9



2003 6.1 10.0



2004 6.7 10.7



Note: (*) Data as of June 2005. Source: IMF, 2006.



Qualitatively, the banking system in Vietnam is exemplified as fragile because it has had a high level of NPLs, as discussed above. NPLs have reduced the banks’ capitalization, urging them to raise deposit interest rates in order to attract deposits since interest rates were liberalized in August 5, 2000.27 Table 10 shows that the former interest-rate ceiling mechanism managed to bring down the three-month deposit interest rates to 4.3% per year in 2000. However, since 2000 – the year of the interest rate liberalization – the interest rates went up, i.e. from 4.3% per year in 2000 to 7.5% in 2005, due largely to the abovementioned reason. As a matter of fact, the Big Four have always been the ones that have initiated the interest-rate races. The increase in deposit interest rates leads to higher risk for the banking system because the banks have to raise lending interest rates to earn profits (Table 10). Stiglitz and Weiss (1981) show that the higher the interest rate is, the higher the 26 27



Source: http://www.usatrade.gov. Another factor that induces banks to increase interest rates is some government organizations and agencies as well as SOEs are allowed to issue bonds having interest rates higher than those maintained by banks. For instance, Ho Chi Minh City issues municipality bonds, General Petroleum Company (Petrolimex) issues corporate bonds (Tuoi Tre, September 9, 2003).
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risk of the borrower will be because of adverse selection and moral hazard. Moreover, the spread between the lending rates and the deposit ones had widened over time. Table 11. Profitability of Vietnam’s banking system, 2001 Revenues Income from lending Lending interest rates



10.4% 10.4%



Total



20.5%



Costs Lending costs Deposit interest rates Operational costs Unrecoverable loans Total Loss



9.1% 4.9% 4.2% 13.0% 31.2% 10.7%



Source: SET, November 15, 2001.



Despite improvement, the confidence of the public in the banking system remains low. Therefore, depositors have usually held short-term deposits with banks. But many banks have used these short-term deposits to meet the demand for medium- and long-term credit. For instance, as of September 2003, short-term deposits made up 80% of deposits with the banking system while the system had mediumand long-term loans accounting for as much as 40% of the outstanding loans. The banks also bought a substantial amount of long-term municipality bonds (Labor, September 12, 2003). This term mismatch will lead to higher risks for the banks. Another problem that plagues Vietnam’s banking system is the operational costs. Since the authorities as well as banks want to disclose the information on operational costs, little about it is available. In 1993, total cost of the BARD was 4% of its total loans. In 1995, this figure was 5.9%. In 1999, this ratio was 4.2% for the entire banking system, twice of that of the Malaysian (SET, November 15, 2001). This, together with the NPL problem, making Vietnam’s banking system largely inefficient. Table 11 gives a detail about this problem. The widening of the spread between lending rates and deposit ones mentioned earlier seems to confirm this argument. Table 12. Gross domestic savings by country, 1997-2004 (% of GDP) Countries Vietnam China S. Korea



1997 20.1 41.5 35.8



1998 21.5 40.8 37.9



1999 24.6 39.4 35.8
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2000 27.1 39.0 33.9



2001 28.8 39.4 31.9



2002 28.7 40.3 31.4



2003 27.4 42.5 33.0
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Malaysia Thailand



43.9 35.7



48.7 35.2



47.4 32.9



47.3 33.0



42.3 31.9



42.1 32.2



42.3 33.3



Source: Computed from ADB, 2005.



Finally, the underdevelopment of Vietnam’s banking system in terms of the quantity and quality of banks is partly be responsible for the low financial resource mobilization in the country, reflected in the relatively low gross domestic savings rate in the banking system (see Table 12). Due to the weaknesses of the banking system, people prefer to hold their savings outside the banking system. According to O’Connor (2000), there is a significant share of savings held in non-liquid assets or in USD outside the banking system; only one-fourth of total savings was held in the banking system. Although the saving rate has increased, it was still low as compared to those in many other Asian countries. Private savings must be mobilized through the banking system. This requires not only the availability of services but also the confidence of the public in banks.



VI. Concluding remarks Since 1986, Vietnam has undertaken a number of banking reforms. These reforms have to a certain extent led to the development of Vietnam’s banking system. However, as revealed, they were not properly sequenced. First, the bank entry was freed up in the early 1990s, but prudent regulations and supervision were not ready yet. This gave rise to the establishment and then collapse of a number of undercapitalized but over-leveraged credit cooperatives, causing the serious loss of public confidence in the banking system. That loss is one of the reasons why the savers have hoarded their savings away from the banking system. In spite of that problem, Vietnam seems to have been reluctant to speed up the legislative reform. The reason of this is that Vietnam has retrenched the entire economic process for the central role of SOEs. Tightening banking regulations will bring to surface serious but unsolved problems of the Big Four, which have dominated the banking system and been used as a policy instrument to nurture SOEs. This may result in economic disturbance that is politically unpalatable in Vietnam, where the government always prioritizes economic stability. The supervision of the SBV, especially over the Big Four, has also been loose owing to its subservience to the authority with whom the Big Four have intimate connections. The delay in the legislative reform has given rise to the weakness of the bankhttp://lekhuongninh.googlepages.com
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ing system, especially the Big Four. First, they have had a relatively high level of NPLs. But this has been hidden away with help of the outdated loan classification scheme on the basis of the backward VAS, giving the banks with the safe “shelter” to go on with bad behaviors. The main cause of such a high level of NPLs is the policy lending to ailing SOEs to maintain its central position in the economy. This is also because of the lack of integrity and banking skills of a part of the banks’ staff as a result of low pay, the kinship in staff recruitment, etc. Next, standard criteria on capital adequacy in accordance with the international norms have not been fully imposed, making it impossible for the SBV to judge and force them to raise capital. As a result, their capital adequacy ratios have been low, confronting them with insolvency in the face of shocks. The analysis in the main body of this paper has shown that although the problem of NPLs has not been solved, the legislative system remains incomplete and largely unenforceable, and the supervision are weak, Vietnam has recurrently recapitalized the Big Four to raise their minimum capital adequacy ratios to 8% according to the Basel Accords. As a matter of fact, the recapitalizations have helped raise their capital, but only to a very modest level, since the capital has quickly gone with the inefficient SOEs due to the moral hazard problem of both SOCBs and SOEs. In pursuit of accession to WTO, since 2005 Vietnam has recently issued a number of banking regulations to improve the soundness of the banking system and privatize (equitize) the Big Four. Initially, the equitization of Vietnam’s SOCBs advanced slowly but seems to have been backed on track since early 2006. Different from some transition countries in Eastern Europe, Vietnam does not view foreign banks as strategic partners in the SOCB equitization. Despite that, foreign banks have found the way to strengthen their presence by taking stakes in the most largest JSBs, which may help both to expand. As a result of the poorly sequencing banking reforms, Vietnam’s banking system is quantitatively and qualitatively inadequate.
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