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Currency Equivalents

The Vietnamese currency is the dong (D). A currency reform in 1985 replaced ten old
dong with one new dong.

Calendar 1994 December 1994
US$1.00 = D1O, 975 US$1.00 = D11,200
D 1,000 = US $0.09 D 1,000 = US$ 0.09

Fiscal Year

January 1 - December 31

Weights and Measures

Metric System

Abbreviations and Acronyms

ASEAN - Association of South-East Asian Nations
BIDV - Bank for Investment and Development of Viet Nam
CMEA - Council for Mutual Economic Assistance
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DRC - National Debt Resolution Committee
FDI - Foreign Direct Investment
D - Dong
GDP - Gross Domestic Product
GOV - Government of Viet Nam
IDP - Institutional Development Plan
JDCC - Joint Department Circular on Credits
IMF - International Monetary Fund
MIS - Management Information System
MOF - Ministry of Finance
NGO - Non-governmental Organization
NPA - Non-performing Asset
RRs - Reserve Requirements
SBVN - State Bank of Viet Nam
SCCI - State Committee for Cooperation and Investments
SGI - State General Inspector
SOCB - State-owned Commercial Bank
SOE - State-owned Enterprise
VLSS - Viet Nam Living Standards Survey
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VIET NAM

FINANCIAL SECTOR REVIEW

AN AGENDA FOR FINANCIAL SECTOR DEVELOPMENT

Executive Summary

Introduction and Objectives

1. Viet Nam's financial sector has evolved considerably since the World Bank's 1990
financial sector review. Significant legislative and operational changes have established the State Bank
of Viet Nam (SBVN) as an institution performiing many classical central banking functions, and a
commnercial banking sector is emerging. There are several challenges still facing the financial sector in
Viet Nam. The Government of Viet Namn (GOV) wishes to contain inflation to single-digit levels, and
to achieve economic growth of around 8% per annum. The critical importance of the financial system
for economic stability and growth means that further improvements in institutions, policies, and the legal
framework underpinning them are still needed. This report reviews Viet Nam's achievements in financial
sector reform and recommends areas for further reform. It addresses:

* SBVN's evolving role and the exercise of its monetary control function;

* the performance of the commercial banking system and constraints to intermediation;

* issues related to bank supervision and prudential regulations;

* the legal and regulatory framework affecting the banking system, and

* financing issues in the rural, industrial, and housing sectors, including the state enterprise
sector.

Based on this review, an agenda for further financial sector development is proposed, with an emphasis
on the priorities for reform and their sequencing.

Macroeconomic Context

2. Barely eight years into its "doi moi" economic renovation program, Viet Nam is making
a steady transition to a market economy. It has carried out ambitious reforms, including decollectiviing
agriculture, liberalizing prices, and promoting the domestic and foreign private sectors. It has achieved
significant progress in fiscal and monetary policies. The fiscal deficit, which was the root cause of
inflation, has been reduced through a combination of tax reform, eliminating subsidies, and expenditure
restraint. The exchange rate has been unified and devalued. Real GDP grew at an average rate of 7.4%
over 1989-94 (September) and inflation was brought down from triple digits in 1989 to 14.4% at end-
1994 (September).

3. There have also been significant improvements in the financial sector. The previous
monobank has been dismantled, and commercial and central banking activities separated. Interest rates
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have been adjusted in line with inflation, making them positive in real terms, and inter-sectoral
differences eliminated. Bank entry restrictions have been greatly liberalized, and now some 60
commercial banks are operating in Viet Nam. Despite these achievements, Viet Nam remains an "under-
banked" country. The banking system's total assets amounted to D48.4 trillion (29% of GDP) at end-
September 1994, a level well below that in other countries in Asia. The financial system consists
essentially of the banking system, which is dominated by the state-owned commercial banks (SOCBs) and
has not developed quickly enough to keep up with the requirements of the real sector. Bank savings
mobilization is still inadequate and far below potential; intermediation costs are high, and the banking
system's transactional and allocational efficiency low.

4. A key challenge facing the Government of Viet Nam (GOV) is to strike a proper balance
between its desire for rapid growth and the need for macroeconomic stability. In 1994, structural policies
aimed at strengthening private sector activity and a market-based economy gathered momentum, and real
GDP grew 8.7%. Gross domestic expenditures increased moderately. Investment rose to 19.9% of GDP;
the national savings rate recovered to 15% of GDP from 11.2% in 1993. As a consequence, the use of
foreign savings (i.e. external current account deficit) declined to 4.9% of GDP. The improved saving
performance was due to the increase in budgetary savings which brought down the overall budgetary
deficit to 1.9% of GDP from 4.7% in 1993.

5. A necessary underpinning to a strong financial sector is a credible, sustained, and stable
macroeconomic environment. Without effective stabilization policies, financial sector reform is unlikely
to be successful and may even aggravate macroeconomic imbalances, as shown in the financial
liberalization experiences of Latin American and Asian countries during the 1980s, and the transition
economies in Eastern Europe and Russia. The GOV must ensure that the principal stabilization measures
- control of money and credit, fiscal consolidation, and exchange rate adjustment - are mutually
consistent and set the stage for smooth and progressive financial sector deregulation. Most state-owned
enterprises (SOEs) and the new private sector enterprises will, for the foreseeable future, continue to rely
on the banking sector to finance their operations. At Viet Nam's stage of development, financial sector
reform will initially involve restructuring the banking system. However, banking sector reform must go
hand in hand with restructuring the real sector, as the health of the real sector has a direct bearing on the
viability of the banking system.

6. Developing a well functioning banking system is the cornerstone to further deepening the
financial system to incorporate nonbank financial institutions and capital and securities markets. Savings
mobilization, which is key to sustained development of the financial system, is perceptibly weak in Viet
Nam. There has been a lack of confidence in the financial system, which can be traced to the historical
legacy of a monobank that was not geared to serve the individual, and to failures in several credit
cooperatives in the post-1989 period. The financial condition of banks - particularly the SOCBs - and
their unfamiliarity with various aspects of credit management, and the deficient payments system and cash
management that result in delays in effecting financial transactions or making cash withdrawals, have
undoubtedly contributed to this lack of confidence. It is also likely that there are reservations in the
public mind about the sustainability of macroeconomic policies.

7. The economic renovation program has contributed to greater macroeconomic stability,
and the success of Viet Nam's monetary policy is illustrated by the dramatic decrease in inflation since
the late 1980s. The GOV recognizes the need to maintain macroeconomic stability and is focussing on
improving it in a sustained manner through an economic program supported by the International Monetary
Fund (IMF). To transforn its economy and put it on a path comparable to that of the ASEAN countries,
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Viet Nam also needs to tackle more difficult structural reforms, especially the restructuring of state
enterprises and privatization. Much effort will also be required to build the enabling infrastructure to
support transition to a market economy, including legal and regulatory frameworks and market-oriented
institutions. Policies to create a conducive enabling environment must focus on developing a strong
financial sector to support the growing needs of a market economy.

The Financial Sector

8. The financial sector in Viet Nam consists essentially of the banking sector. Until 1988
SBVN discharged both central and commercial banking functions. There were two specialized banks:
the Bank for Foreign Trade of Viet Nam (Vietcombank) handled trade finance and foreign exchange
management, and the Bank for Investment and Development of Viet Nam (BIDV), provided long-term
finance for public works and infrastructure projects. Under the 1988 reforms SBVN began gradually to
devolve its commercial banking functions and shift its role more to that of a modem central bank. Two
additional state-owned commercial banks (SOCBs) were created: the Industrial and Commercial Bank
(Incombank), from SBVN's industrial and commercial loan department, and the Viet Nam Bank for
Agriculture (Agribank), from the agricultural credit department. Legislation put in place after 1990
extended banking services to include shareholding joint stock banks, joint venture banks, branches/offices
of foreign banks, and credit cooperatives. Early 1994 regulations allowed savings and loans institutions
- called popular credit funds - to be established. These banking reforms have encouraged commercial
banks to improve intermediation.

9. By the end of 1994, in addition to the four SOCBs, there were in operation 36
shareholding banks (30 in urban areas), 69 credit cooperatives, 3 joint-venture banks, 9 foreign banks
(and 32 foreign bank representative offices), and about 153 popular credit funds. There were also two
finance companies, and one government-owned insurance company. The GOV is developing a securities
market, and a legal and regulatory framework is being defined with IFC technical assistance. The
securities market exercise envisions a limited debt securities market trading GOV securities, negotiable
certificates of deposit of first-tier commercial banks, and, possibly, very high quality corporate issues,
by end-1995. An equity security market should be achievable by 1997-98.

10. Assets of the deposit money banks (SOCBs and 16 reporting commercial banks) amounted
to D48.4 trillion as of September 1994, of which the SOCBs accounted for 89% (D43.3 trillion). Assets
of the SBVN as of September 1994 amounted to D43.7 trillion, with capital and reserves of D500 billion
(1.1% of assets). Combined capital and reserves of commercial banks were D4.8 million or 10% of
assets.

Financial Deepening

11. Financial deepening as represented by the ratio of currency and deposit liabilities of banks
(or M3) to GDP increased rapidly up to 1989, slowed thereafter, and appears to have stabilized at around
23%. With the inclusion of holdings of GOV securities, held largely by private households, financial
assets stood at about 27% of GDP as of September 1994. Anecdotal evidence and data from the Viet
Nam Living Standards Survey (VLSS) indicate there are large savings in the form of holdings of foreign
currency, gold, and precious stones and metals outside the banking system.

12. The share of cash in broad money rose to 45% in 1994 from 32% in 1989, compared to
about 10% in most ASEAN countries and less than 25% in most transitional economies. In addition to
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lack of confidence in the banking system, this change in the cash/broad money ratio reflects a deficient
payment system, lack of individual checking accounts until very recently, and a commonly felt shortage
of currency that induces the public to hold cash for longer periods. Two recent developments are of
particular interest and augur well for further financial deepening in Viet Nam. One is the growing
importance of GOV securities holdings, which were first issued in 1991 and have risen to some 13% of
financial assets. The other is growing non-state bank savings mobilization, evidenced in their share of
deposits rising to 14% in 1994 from 6.5% in 1991.

The State Bank of Viet Nam

13. SBVN's role is slowly but steadily evolving as it modernizes its operations in the context
of a developing market economy. It ceased direct lending to the productive sectors in 1991 and
terminated direct financing of the state budget in 1992. However, SBVN is involved in refinancing loans
made by the SOCBs to support credit needs. SBVN is gradually adopting credit and money controlling
policies along the lines of central banks in market economies.

14. To discharge its functions effectively and efficiently manner, a central bank in a
deregulated environment needs autonomy and relative policy independence. SBVN still operates under
GOV guidance. If SBVN is to be a major player in macroeconomic management, steps should be taken
to increase its independence. SBVN also needs organizational streamlining - its 53 branches are a vestige
of its former monobank role and have little relevance to its new functions. Training and skills-building
are also required.

15. SBVN's system of managing foreign exchange reserves does not pernit much flexibility
in maintaining a desired yield curve or currency diversification. Reserves are held at both SBVN and
Vietcombank, which has impeded more sophisticated management of reserves to strike a better balance
between risk and profitability. Reserves are being gradually centralized at SBVN. SBVN also operates
a foreign exchange auction in which all banks and some large enterprises are allowed to participate.
Dollar auctions are held daily, and the exchange rate is allowed to fluctuate up to a limit of about 1%
of the previous day's closing rate. A formal interbank market for foreign exchange was established in
October 1994, and SBVN intends phasing out foreign exchange auctions as this market develops. A
market was established in 1993 for interbank borrowing and lending in dong, and banks are allowed to
trade funds freely every business day. There is, however, scope for further development of the market.
At present, SBVN guarantees foreign bank lending to SOCBs in the interbank market. This should be
phased out in favor of market determination of the risks involved in lending and borrowing. While it is
likely that the need for SBVN guarantees is dictated by an absence of good collateral, SBVN should, if
necessary in the transitional phase, offer these guarantees at a price, pending the development of markets
for treasury bills and other government bonds that could be used as collateral.

16. Financial Performasnce. SBVN's net foreign assets increased substantially over 1990-94
(September) from negative D508 billion to D4.8 trillion. During this period net domestic assets more
than doubled to D18.2 trillion, though their composition changed significantly, with credit to SOCBs
growing faster than net credit to the GOV. One disturbing development is the large increase in SBVN's
net unclassified assets. Most of this increase represents SBVN losses attributed to large administrative
and non-interest expenses, foreign exchange operations, and subsidized interest on loans. Under normal
circumstances, a central bank earns profits, which are used to maintain capital and reserves at an adequate
level. SBVN, in contrast, has seen a declining trend in its capital to assets ratio, which is a cause for
concern as recurring losses would further erode its already frail capital base. SBVN and the GOV should



tum their attention to strengthening the bank's operation and accounting practices as a part of an overall
program of financial system development.

Monetary Control

17. SBVN exercises monetary control through three policy instruments: setting interest rates
on banking system liabilities and assets, varying the cost and availability of central bank credit to banks,
and setting reserve requirements. There has also been some control on bank lending policies through
informal or formal advice, particularly with regard to choice of borrowers. SBVN has introduced credit
ceilings, in the aggregate and on a bank-by-bank basis, in an attempt to contain credit expansion.

18. Interest Rate Policy. In 1993 SBVN abandoned stipulating sector-specific lending rates
and instead, differentiated them according to the purpose of loans - fixed and working capital. Its
current interest rate policy sets maximum rates on bank deposits and lending, with the exception of
"purpose-linked" funds (also called deposit substitutes), which can be mobilized and on-lent at higher
rates. Interest rates have been positive in real terms since 1989, except during 1990-91. While the thrust
of interest rate policy is in the right direction, there are some shortcomings. First, the number of
maximum lending rates and deposit rates is too high. Second, there is no convincing rationale for
prescribing lower rates on deposits for economic entities than households. Third, purpose-linked lending
should be treated no differently from normal bank lending, since exempting banks from the maximum
lending rate runs the risk of adverse selection and may have a negative impact on banks' financial
soundness. Fourth, although the interest rate on medium- and long-term loans was raised in August,
1994, it remains lower than that on short-term loans. This inverted rate structure does not reflect
mnaturity or credit risk premia, and discourages term lending. All these aspects of interest rate policy
create financial distortions and aggravate financial market segmentation at a time when it is urgent to
unify the formal financial system and forge links with the informal credit market.

19. At issue, then, is how the authorities should modify interest rate policy to strengthen the
financial liberalization process. The first best choice is to fully liberalize interest rates and allow the
market to determine the level and structure of interest rates. However, complete deregulation of interest
rates is not advisable in the immediate future, as Viet Nam's macroeconomic stability is not yet robust
enough to bear the impact of complete liberalization. Also, the financial position of banks is not sound,
and interest rate liberalization might encourage banks to accept risky borrowers and further jeopardize
their profitability and soundness. An alternative that would protect and preserve the banking system in
the short- to medium-term would prescribe one minimum deposit and one maximum lending rate. A
minimum deposit rate would afford banks flexibility in attracting deposits, while a maximum lending rate
would provide some restraint on indiscriminate or risky lending practices. The maximum lending rate
can be gradually increased to allow for a larger spread as banking supervision practices are strengthened
and as better loan classification and provisioning practices are instituted in banks.

20. Refinancing. SBVN provides two refinancing facilities: short-term lending to banks in
the event of shortfalls in payments clearing and settlement arrangements, and a longer-term facility for
refinancing documented loan contracts. The first facility, available to all banks, is appropriate and similar
to all modern central banks; however, the rates charged are lower than the maximum lending rates
stipulated for banks. This provides little incentive for banks to manage their short-term liquidity, and
may even encourage them to use SBVN as a source of funds for onlending to the economic sectors. It
is necessary to make this rate a penal one. Under the second facility, which is available mainly to the
SOCBs, loans were refinanced until mid-1994 for 45 to 180 days with a refinancing rate of 95% of the
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loan contract rate (85% for Agribank). The refinancing rate has recently been increased to 100% for
SOCBs (including Agribank). In a subsequent phase, the refinancing rate should be raised even further,
and the authorities should continue their efforts to reduce the element of automaticity in central bank
refinancing to make SBVN genuinely a lender of last resort.

21. Reserve Requirements. Despite a prescribed level of 10%, effective reserve
requirements (RR) for all banks was 9.4% at end-1994; this ratio was lower in the preceding two years.
The penalty on shortfalls is rarely enforced, and the reserve requirements policy as applied in Viet Nam
attenuates its monetary policy significance. However, there are other, non-statutory ratios SBVN imposes
on banks, which vary depending on the liquidity situation in the financial system. These reserves earn
interest of 0.1 % per month, substantially below the maximum bank lending rate and less than most
deposit rates; these constituted around 12% of bank deposits at end-1994. In sum, this ratio has been
used more as a monetary policy instrument than the RR ratio. SBVN now prescribes separate RR for
demand and time deposits that leave scope for banks to evade its impact. SBVN and the GOV should
revert to the earlier policy of a unified RR ratio applicable to total deposits, and exclude T-bills from RR.
With banks allowed to hold T-bills in their portfolios and improvements in the clearing and settlement
function, a separate liquidity ratio is not required.

22. Open Market Operations. Viet Nam has no money market instruments that can be used
for indirect monetary policy procedures. The GOV issues T-bills of short maturities in odd lots that bear
interest rates higher than those paid by banks on deposits of comparable maturity. The GOV also issues
limited amounts of other bonds of one-, two-, and three-year maturity. Until recently, commercial banks
were not allowed to purchase T-bills, and holdings by non-residents are still disallowed. There is no
redemption of bills or bonds by the GOV before maturity. The tradeability of government securities is
generally limited by a lack of market-based standard securities in sufficient volume.

23. The GOV is contemplating introducing an auction system to issue T-bills, which would
make the return on T-bills reflect market conditions and pilot auctions commenced in end-1994. This
would help open market operations to evolve. SBVN should, as a fiscal agent of the GOV, be actively
involved in conducting T-bill auctions. It is imperative that the MOF and SBVN maintain close
cooperation to coordinate GOV debt-management policy with SBVN's monetary management policy. An
appropriate forum to ensure this close relationship is the Fiscal and Monetary Policy Committee, in which
the First Deputy Prime Minister, the Minister of Finance, and the SBVN Governor participate.

24. To develop open market operations as an effective indirect tool of monetary management,
certain conditions have to be met: auctions of T-bills or other government paper should be market
determined; investors should be given a wide choice of maturities; SBVN should participate in both
primary and secondary markets - in the former through new issues and redemption and in the latter
through purchases and sales of pre-existing securities. A secondary market that ensures T-bill liquidity
takes time to evolve. Until then, SBVN should stand ready to ensure liquidity of securities through
buying or rediscounting them through a special window, and SBVN should synchronize its rediscount
policy with its transactions in government securities to maintain consistency between both policies.
Fulfilling these conditions would ensure more effective development of indirect monetary policy
instruments to regulate the cost and availability of domestic liquidity and foster rigorous and healthy
financial sector development.

25. Central Bank Bills. SBVN is contemplating issuing bills as an instrument for conducting
open market operations. The risks involved in such an undertaking cannot be overemphasized. Countries
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have used this practice when government securities were not forthcoming because of surpluses in the
government account, which makes the issue of bills unnecessary. However, this is not the case in Viet
Nam. By issuing its own bills, SBVN would incur interest costs which, if not compensated for by an
asset of equal or greater yield, would further strain its profitability and build up a quasi-fiscal deficit with
all the attendant inflationary consequences. It is far more desirable to maintain transparency in GOV's
fiscal deficit, and allow SBVN to use GOV securities to conduct open market operations. It is, therefore,
recommended that the use of central bank bills, if necessary, be on a very selective basis.

The Commercial Banks

26. The commercial banking sector is dominated by the SOCBs, which accounted for almost
87% of commercial bank operations in Viet Nam in 1994. Despite the inadequacy of the legal framework
and transitional problems, commercial banks have made significant progress. There has been substantial
growth in credit to the private sector since 1990, and although SOEs are still the dominant users of credit,
their share of bank credit fell to 63% as of September 1994, from an average of 86% in 1991-92. This
altered pattern of credit has two significant features. First, credit to the private sector consists primarily
of short-term loans for agriculture and commerce, the two areas in which output increases in 1994 were
substantial. Second, long-term lending, provided mainly by the SOCBs and extended primarily to SOEs,
is largely in foreign currency. Foreign currency loans carry lower nominal interest rates than dong loans,
but this reduction in SOE financial costs comes at the risk of a significant increase in foreign exchange
exposure. The structure of commercial bank credit funding has also changed in 1994. About 40% of
credit flows was met from a rundown of net foreign assets, particularly by SOCBs; this reflected in part
an increase in SOCB medium-term borrowing (largely trade-related) from foreign banks. Of the
remainder, about one-third of credit flows emanated from resources mobilized by the banking system on
its own, with another third originating from net borrowings from SBVN. The rest of the credit flow is
from unclassified net assets, which reflect float associated with the weak payment system in Viet Nam.

27. An accurate assessment of bank financial performance is problematic, as accounting
practices deviate in many ways from international standards. Such information as exists on bank
operations is scanty, scattered, and incomplete. Bank profits are difficult to measure, as little is known
about their provisioning practices. The only data available that throw light on bank performance and the
quality of their portfolios relate to overdues on service payments on loans, which were as high as 20%
of their loan portfolios in 1991, but declined to 12% in 1994 (September).

28. SOCB Performance. Total overdues as of September 1994 were D3.3 trillion. The vast
portion of overdues - 96% in 1994 - is held by the SOCBs, and 63% was owed by the SOEs. The
private sector's share of overdue credits rose to more than 27% in 1994 from 6% in 1991, with the bulk
concentrated in Agribank. The recorded overdues understate the precariousness of SOCB financial
conditions, and likely underestimate the level of non-performing assets. For example, they do not include
estimates of substandard or doubtful assets. If non-performing assets were calculated using international
accounting standards, they would be much higher than the recorded amount -in a region of D5-6 trillion
or well over 25 % of outstanding loans and twice the capital and reserve of banks. With such a potentially
heavy non-performing asset overhang, SOCBs should have a sufficiently strong cushion of capital and
reserves. Current regulations covering capital adequacy norms only set a debt/equity ratio of 20:1. In
the absence of criteria to assess risk capital, a standardized loan classification system and the application
of international accounting standards to determine what constitutes capital and reserves, it is not possible
to place credence on the present capital adequacy ratios. Official data indicate that the capital and
reserves of SOCBs amount to about 4.9% of assets or 7.8% of nonrisk-weighted outstanding loans, with
some SOCBs being considerably worse off than others. All SOCBs reported pre-tax profits in 1994,
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ranging from 2.4% return on assets (Incombank) to only 0.6% (Agribank). However, the basis on which
these profits were derived deviates from international norms: the treatment of earnings from problem
loans is unclear, provisioning appears to be nonexistent for all practical purposes, and net income from
non-interest operations, other services and administrative expenses is not known.

29. Comprehensive portfolio audits of the four SOCBs, using internationally accepted
practices and standards, need to be undertaken on a priority basis to determine the level of non-
performing assets and capital adequacy. Following this, bank restructuring is likely to be required to
carve out bad debt and adequately capitalize the SOCBs. To mobilize domestic savings and service the
credit requirements of the real sector, the banking system must be sound. The audits would indicate the
extent to which the banking system is indeed financially viable, and enable better identification of problem
loans that need to be resolved. Also, a system for regular portfolio review needs to be established so
potential problem loans can be identified and remedial action taken. This implies establishing a system
of loan classification, and enforcing it. In parallel, SOCB internal control mechanisms and management
information system (MIS) must be further developed. Significant staff training and skills-building efforts
will continue to be required to improve the institutional capacity of the SOCBs.

30. Restructuring SOCBs. The GOV can resort to various financial engineering techniques
to reconstitute the banking system, drawing on experience in other countries. In some countries, central
banks have been involved in restructuring and recapitalization exercises, but this has invariably entailed
monetary expansion. In other countries, governments have issued their own bonds for bank capitalization
purposes. This course of action has usually been dictated by weak central bank capitalization and a desire
to contain monetary expansion. Viet Nam's situation resembles that of this latter group of countries.
The GOV should not place the financial burden of restructuring SOCBs on SBVN because its own
capitalization is low and its institutional capability is weak. However, recapitalization through budgetary
resources would create a significant burden on public finances, and it would be desirable to explore
avenues to raise private capital. SOCB and SOE restructuring should coincide if the banking system is
not to lapse into financial distress again. There are several prerequisites to a successful recapitalization
exercise: significant progress in SOE restructuring and privatization; mechanisms to hold SOCB managers
responsible for financial performance of their banks; and better prudential regulations and supervisory
capacity at the SBVN. In the absence of these measures, recapitalization is likely to be a futile exercise.

31. Non-SOCBs. The performance indicators of the 16 reporting non-SOCBs are generally
better than those of SOCBs. However, like the SOCBs, non-SOCBs suffer from questionable accounting
practices and lack of appropriate provisioning. The share of overdues in outstanding non-SOCB credits
fell to 4.7% in 1994 (September) from 29% in 1991. Reflecting in part their recent creation, the banks
appear to be better capitalized than the SOCBs, with capital to assets ratio at 13.1 %, and capital to
nonrisk-weighted outstanding loans ratio at 22.2% in 1994. Non-SOCBs appear, on average, to be more
profitable than the SOCBs, with a ratio of 2.3% on return to assets in 1994 (September). However
credible profitability and capital adequacy figures depend on a full accounting of non-performing assets
and adequate provisioning.

Constraints to Intermediaton

32. In addition to high effective reserve requirements, two important constraints on financial
intermediation are high bank taxation from the tumover tax and profit tax, and the underdeveloped state
of the payment system.
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33. Taxation of Banking. Banking operations continue to be subject to turnover taxes of 2%
to 30%, depending on type of operations and banks. This adds to intermediation costs, which translate
into lower rates for savers and higher rates for borrowers. In addition, basing such taxes on the type of
bank creates distortions in the system (banks offering similar products are subject to different tax rates),
and goes against the stated objective of promoting universal banks. Since the tax is assessed on the
spread, it discriminates against newer banks that rely less on borrowing and deposits to support their
lending activities. A turnover tax is a hangover from the monobanking system, and has no relevance
under a two-tiered universal banking system. It should be phased out. Profit taxes payable by banks also
vary by type of bank. For SOCBs, a profit tax of 50% is payable, whereas for foreign bank branches
and joint-venture banks, the rate is 25 %. This differentiation in tax treatment is difficult to justify, and
discriminates against the SOCBs. Another area of concern is the stage at which this profit tax is levied.
At present, it is levied before banks set aside reserves for NPAs and doubtful assets. In consonance with
standard taxation policies adopted in market-oriented economies, the GOV should set procedures for
banks to allocate essential provisions from their earnings, and tax the residual at an appropriate rate. This
would prevent the accumulation of bad debts in bank portfolios, and introduce necessary discipline, as
bank earnings would be directly affected by the quality of their portfolios. If this is not done, the banks
will accumulate arrears on their bad loans, even after restructuring.

34. Payment System. Cash is the predominant means of payment in Viet Nam, and there
are few other payment instruments for commercial and individual use. There have been significant
improvements in the domestic payment system in the past year, but the consensus among users is that
more needs to be done to foster an effective and efficient payment system. Although payments within
the major cities are now effected within one or two business days, payments between cities, and between
cities and provinces take considerably longer. The number of transactions treated at present is very
limited. The heavy reliance on cash in the economy has a historical basis, and is compounded by the
public's lack of familiarity and trust with non-cash instruments. One factor contributing to this lack of
trust is the difficulty in making cash withdrawals from banks: delays of two or three weeks are
sometimes experienced at the provincial level in converting funds from a bank account into cash.
International payments are made through those domestic banks that maintain a wide network of
correspondent banks; SWIFT membership is being pursued to facilitate these payments.

35. Each provincial or city branch of the SBVN acts as a center for clearing and funds
transfer. This means that banks have to hold separate clearing balances in several SBVN branches.
Settlement is final with each clearing, which implies that SBVN is prepared to lend money, unsecured,
to banks with shortfalls in their settlement account balances. An important issue with regard to the
existing payments system is thus financial risk for SBVN. Banks could use their funds more efficiently
if SBVN would consolidate settlement balances in one or, as an interim step, two main centers and
provide for national or regional net settlement. Consolidation would further reduce the need for
settlement loans, as banks would, at most, have to fund two accounts. Another constraint is a lack of
standardization in payments instruments. As new payments instruments are developed and as their use
increases, standardization issues will arise more frequently. Standards need to be defined and a
mechanism for regular updating put in place. The present equal treatment of low- and high-value
transactions is not satisfactory, and a differentiation based on value and time-criticality will be required.
To deal with these issues systematically it is advisable to formulate a development strategy for the country
over a 5-10 year planning horizon, which should clearly define the requirements and responsibilities of
the various participants and also suggest an appropriate agency such as a national payment council to
coordinate payments system development. SBVN is preparing a project to improve the national payments
system, and has requested Bank support to design and implement a system beginning in 1995.



Bank Supervision and Prudential Regulations

36. Bank supervision has existed since SBVN's creation in 1951, with the State General
Inspector auditing banking activity. Even now, bank supervision reports to the State General Inspector
regarding the internal audit of SBVN, and to the Governor of the SBVN regarding the supervision of
commercial banks and other financial institutions. Within SBVN, supervision activities are fragmented,
and there is dispersion, and some duplication, of supervisory functions between departments. It is critical
for effective communications and timely decision-making that all supervisory activities be brought under
a single deputy governor.

37. Licensing. The outcome of licensing decisions rendered (the absence of even a single
denial) suggests that SBVN has followed a policy of relatively free entry into the banking system, or that
assessment of applicant financial projections and prospects has not been performed with much rigor.
There has also been a reluctance on the part of SBVN to actually deny a license; rather delaying tactics
are sometimes used. The implications of a relatively free entry policy are that banking failures are more
likely to occur and, therefore, a formalized approach to dealing with banking insolvency and the
protection of depositors is required. The licensing process should be strengthened by challenging
applicant financial projections with greater rigor, prohibiting dividends in the first three years of a new
bank's existence, tightening entry policy, and ensuring that proposed managers have demonstrated
experience and competency at the manager level.

38. On-site Examination. On-site examinations has been largely bottom-up at the branch
or sub-branch level. SBVN still has offices in the 53 provinces, each with its own contingent of bank
examiners. To a large extent, this organizational structure drives the examination schedule, and the
approach remains one of audit. A two-tier banking system in transition to a market economy requires
a change in the focus of supervisory work to ensuring the health and stability of the banking system, and
a redirection of resources toward the greatest systemic risks. This should be easily attainable with existing
supervisory resources if the examination approach is modified so that only those offices that pose
significant risks, and a sample of others, are visited. This will require consolidating staff in those
geographic areas in which financial activities are concentrated.

39. The banks themselves must be the first line of defense against unsafe and unsound
practices. A major part of the examiner's role, then, becomes determining whether a bank's policies are
reasonable and complete, whether management adheres to the policies, whether limits and other
parameters for risk-taking are appropriate, and whether the systems and controls are sufficient to identify
instances of non-adherence in a timely manner so that corrective action can be taken. A key complement
to the supervision process will be further development of the audit profession, both internal and external.

40. SBVN's attempt to classify loans in categories is a first step in asset classification, but
addresses only historical performance, i.e., whether a borrower is current or past due. Since a major
purpose of loan classification is to identify problems at an early stage, the process of classification should
include a continuous program of loan review based on analyzing financial statements and other credit
informnation. While financial statements in Viet Nam are not generally reliable, the best means of
bringing about improvements in their quality is pressuring banks to require and analyze current and
satisfactory financial information on their borrowers on a regular basis.

41. Provisioning and Capital Adequacy. The MOF does not allow provision expense as
a tax deductible charge against earnings, and banks are not required to maintain adequate capital for the
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risks being borne. Lacking these essential elements of discipline, it is unlikely that bank supervision can
ever be truly effective in ensuring the health and stability of the banking system. Appropriate rules
should be formulated and enforced for classifying assets as to the risk of repayment, provisioning for
actual and potential losses, and maintaining adequate capital. A truly effective system of bank supervision
will minimize the accumulation of bad debts in the balance sheets of banks, effectively deal with problem
banks, and force insolvent banks to exit the system in a manner which is the least disruptive and costly.

42. Off-site Surveillance. The off-site surveillance system, developed through technical
assistance from the IMF, is based on monthly prudential returns submitted by banks, which are automated
and used to produce standard reports. Based on the evaluation of the off-site reports, a written monthly
report on each institution assigns it a rating ranging from "A" (best) to "C" (worst or problem bank).
Banks rated "C" may have their licenses withdrawn. However, a clearly defined approach to resolving
bank failures and facilitating exit from the system does not exist. Data quality in the reports is often poor
as management information systems for most banks are still rudimentary. There are also definitional
problems: for loans payable on a term or instalment basis, the overdue amount includes only the amount
of the delinquent payment. Accepted international practice calls for including the entire loan balance as
overdue. In addition, there are indications that some banks include frozen state enterprise debts in their
current portfolios. Both practices serve to understate overdues. With the exception of these definitional
aspects, improved off-site surveillance is largely dependent on the improvement of each bank's MIS.

43. Prudential Regulations. Greater market orientation will require the financial sector to
exercise better credit discipline and to allocate resources in response to market forces. At the same time,
banks must be seen by the public as "honest brokers". To guard against potential conflicts of interest,
and to ensure the stability of the banking system, adequate prudential regulations and supervisory capacity
must be in place. While the present legislative framework addresses key causes of bank failures, such
as insider abuse and credit concentration, it should be strengthened in several areas. First, there should
be rules explaining how loans are to be combined to prevent loans through nominees, third parties, or
related parties that exceed prescribed limits. Second, Viet Nam's 5 % capital-to-asset ratio is too low and
does not take into account the risks associated with different activities; phased implementation to a higher
floor and eventual transition to limits based on a risk-based capital adequacy formula should be
considered. Third, it is important that managers and directors can be removed for engaging in unsafe
and unsound banking practices that might otherwise be legal, and not just for violations of law. Fourth,
it would be appropriate to develop intermediate enforcement measures such as prohibitions on paying
dividends when capital is not adequate.

The Legal and Regulatory Framework

44. A large volume of legislation related to the banking and financial systems has been
enacted to define the organization and function of these systems. While the overall legislation is
impressive, the need to address new issues quickly has led to a lack of cohesiveness and occasional
inconsistencies, particularly in cross-referencing between laws and regulations.

45. There is also some uncertainty over the interpretation, application, mechanics, and
enforcement of specific provisions of law, and enforcement mechanisms are not uniform. This is mostly
due to the GOV's unfamiliarity with new legal concepts and practices, a lack of jurisprudential history,
and the sheer volume of new legislation and the rapid pace of change. The legislation also creates a
number of structural problems that should be reviewed with the intent of strengthening the ability of
financial sector institutions to provide the stability and resources needed for rapid and sustained economic
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growth. The most important of these are SBVN's lack of independence and autonomy in formulating and
implementing monetary policy, and overlapping functions and responsibilities for developing and
implementing macroeconomic and monetary policies. There is also a high degree of government
intervention and control - through SBVN - in state and private commercial banking institutions that
likely reflects GOV's unwillingness to rely completely on market forces to shape the banking system.

46. To achieve an orderly and sustainable development of the banking system, it is necessary
to review and revise the legal and regulatory framework. The SBVN decree law should be revised to
provide greater autonomy; emphasize SBVN's role as lender of last resort; strengthen its supervisory
function; and tighten the criteria for government financing, if such financing is deemed appropriate. A
cohesive legal framework that delineates banking activities more clearly and ensures a level playing field
among institutions is required; as is legislation on collateral and negotiable instruments. The GOV should
establish transparent and timely enforcement of the rights and obligations of the parties involved in
financial transactions; training programs for judges and concerned parties would be needed. Public
confidence in the banking system could be increased through appropriate prudential banking regulations
and supervision by the SBVN. Authorized translations of laws and regulations would reduce duplication
and uncertainty.

Sectoral Financing Issues

47. Viet Nam's renovation program has seen a significant increase in private sector activity.
This activity has been the most striking in the agriculture sector, where the private sector now accounts
for virtually all production. Only recently has financing through the banking sector been an option for
the nascent private sector. Although bank credit to the private sector more than tripled over 1992-94,
it only accounts for about 28% of total credit, most of which is short-term. The lack of access to credit,
particularly medium- and long-term, is cited by the private sector as a major constraint to increased
activity. One of the legacies of Viet Nam's centralized planning system is that existing financing facilities
are geared to serve the large state enterprise sector. Also, the capital market, which usually provides
investment capital for private economic activity, is almost non-existent at the present stage of Viet Nam's
economic development.

The State Enterprise Sector

48. SOEs accounted for 25% of GDP and 9% of employment at end-1993. The scale of
enterprises in Viet Nam's SOE sector is small, and some 300 enterprises account for 80% of the sector's
total contribution to the budget. The number of SOEs has been reduced from 12,000 in 1990 to around
7,000. Some 2,000 SOEs are centrally managed, generally through line ministries, while the remainder
come under local and provincial authorities. SOEs in the industrial sector (including energy), of which
there are around 2,500, have kept their dominant role, and accounted for 50% of industrial output in
1993. Governance and control over SOEs are limited. Since 1987, SOEs have received greater
autonomy in production, planning, and business operations, but this has not been accompanied by suitable
control and oversight by the state as owner of the assets. Financial performance data do not seem to be
systematically monitored and SOEs are not subject to regular external audits. The lack of effective
monitoring and control is more acute for locally controlled SOEs: little is known about the assets of the
2,000 firms that have been closed and liquidated, and the extent to which their banking sector debts have
been paid off.
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49. SOEs are largely financed by the SOCBs, and the bulk of SOE credit is short-term. The
share of credit denominated in foreign currency increased from 19% in 1989 to 49% as of September
1994. The shift to foreign currency borrowing has come about due to the large perceived differential in
interest rates, but carries with it significant exchange rate risk which, if not properly managed, could
result in future portfolio problems for the SOCBs.

50. SOE overdues to the banking system were around D2. 1 trillion as of September 1994,
which is very likely an underestimate, as loans that would be classified substandard on the basis of
international accounting criteria are not included. SOE overdues alone account for over 75 % of the total
capital and reserves of the banking system and close to 100% of the total capital and reserves of the
SOCBs. Banks have extended guarantees to foreign financial institutions on behalf of the SOEs, which
represent off-balance sheet risk that could have significant repercussions. Also, it appears to be normal
procedure to roll over or reschedule SOE debt.

51. By virtue of its importance in commercial bank portfolios, the direction and health of the
SOE sector is important to Viet Nam's financial sector. Concerted efforts are required to address the
SOE debt problem, the true extent of which can only be gauged through portfolio audits of the SOCBs.
Better control and governance are required. An adequate performance monitoring system for the 300
largest SOEs should be established, and they should be subject to mandatory annual audits. Reforms at
the enterprise level to institute accountability and financial discipline should be undertaken. A program
of bank portfolio and enterprise-level restructuring is also urgent. Most importantly, however, banks
should be allowed to exercise their discretion in granting new credit, be it to public sector or private
sector firms, and should then be held accountable for their own performance and results.

Rural Finance

52. The agriculture sector accounts for a significant share of Viet Nam's employment,
production and exports, and has played a lead role in the transition to a market-based economic system.
This transition has unleashed a major upward shift in private-sector demand for capital for agriculture.
A system of rural credit delivery is evolving from the old state bank structure toward a more diverse set
of rural financing institutions, and Agribank plays a major role in this changing structure. Informal credit
sources remain a significant part of the rural credit picture.

53. Agribank and the new private rural financial institutions have been attempting to increase
rural financial intermediation through loans to private rural households and small-scale businesses;
expanded use of group-lending schemes; increased use of local offices, and simplifying loan procedures.
These developments reflect Agribank's shift away from financing SOEs toward financing private
households and businesses. The fundamental problem is a severe rationing of formal rural credit, which
leads to over-reliance on the informal market. The flow of rural credit remains subject to vestiges of a
planned credit allocation scheme.

54. Rural financial institutions onlend at rates derived from the reference rates set by SBVN.
The observed variation in short-term loan rates is quite small (2.7-3% per month) given the likely
differences in credit risk between groups of short-term borrowers, and suggests that differences in credit
risk are not being appropriately evaluated. The SBVN's 1.7% per month reference rate on medium-term
loans does not reflect maturity or credit risk premia, and acts as a barrier to more effective intermediation
in the medium- and long-term segment of the rural credit market.
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55. A rough estimate of the rural sector's financing needs indicates that the formal banking
system is able to meet barely 25% of needs. The solution to the credit deficit is multi-dimensional: the
banks should intensify their efforts to mobilize rural savings (without recourse to the use of deposit
substitutes); policies and institutional arrangements should be considered to develop better access of other
rural financial institutions to loanable funds such as a domestic inter-bank funds market, and efforts
should be made to link the informal and formal segments of the rural credit market.

56. Agribank maintains an extensive rural branch banking system that serves a primary role
as a direct lender, and acts as an indirect lender through cooperatives and other rural financial institutions.
Although licensed as a universal bank, Agribank remains a highly specialized, agricultural bank whose
loan portfolio is dominated by short-tern production loans to farm households. Agribank maintains a
monopoly position in many rural districts. This suggests both a high level of credit risk exposure due
to the implied high level of loan concentration in agriculture, and a lack of effective competition in the
rural areas. Agribank loans have historically been funded through the SBVN refinancing facility, and
automatic refinancing continues at a preferential rate.

57. Alternative private financial institutions began to emerge in rural Viet Nam since 1992
through the efforts of SBVN. Foremost has been the replacement of the former rural credit cooperatives
with private shareholding banks and popular credit funds. This emerging set of financial institutions is
characterized by small size, weak capitalization and reliance on Agribank for a significant share of their
loanable funds. The weak financial status and lack of financial market access of these new rural
intermediaries limits the degree to which they can effectively compete with the SOCBs.

58. Popular credit funds provide improved local access for small borrowers and savers by
controlling transaction costs, risk-sharing across local lending units, and emphasizing savings mobilization
and loan repayment, all highly appropriate for rural credit in Viet Nam. The recent economic
liberalization has led to a resurgence of informal credit institutions and markets, which meet a significant
part of the financing requirements of the rural population. Despite much higher interest rates, informal
lenders have been able to perform without much competition, either because the formal banking system
is simply not present or because it cannot fulfill credit needs with respect to size of loan and maturity.

59. The availability of medium- and long-term credit should be improved as part of an overall
strategy to improve rural financial services. Long-term loan availability does not appear to be a
collateral-based problem. Rather, the banks are hesitant to lend on terms that exceed their deposit
maturities due to uncertainty about interest rates. To address this problem, SBVN should reconsider its
interest rate policy, which inverts the term structure of loan rates. A strategy for increasing the maturity
of deposits and encouraging depositors to respond should be evolved. Finally, the maturity of short-term
loans should be extended from the present 3-4 month duration to periods of 9-12 months.

60. Measures should be taken to increase the efficiency of rural financial intermediation by
injecting greater competition and through innovations. Agribank dominates the sector and appears not
to be efficient in its operations. Strengthening actions to improve the viability of Agribank include the
development and implementation of a capital plan; a strategy to rationalize Agribank's network of
branches; and a review of lending procedures and policies. The popular credit funds should be expanded
to other provinces. SBVN should assist rural banks by offering an alternative to Agribank financing.
Access to a domestic inter-bank funds market would provide them with another source of loanable funds.
SBVN should also consider providing them direct access to SBVN refinancing facilities, if such facilities
are maintained.
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61. Operational efficiency could be increased by banks integrating their savings mobilization
and credit delivery functions through more effective use of rural client groups. Rural banks should
develop cofinancing arrangements for rural borrowers when loan requests exceed the lending capacity of
individual banks. Means to link the activities of the informal financing sector with those of the formal
lending institutions should be explored, since this would lower credit delivery costs, particularly for small
rural loans. A final efficiency measure would be to eliminate the role of local Peoples' Committees in
the credit approval process. Their role can be more efficiently and effectively fulfilled by the banks, the
courts, and the private sector.

62. Training programs in general banking and accounting should be provided to all bank
management staff, and specialized staff should be trained in auditing, MIS and accounting software,
investment and risk analysis, and financial management.

Industrial Finance

63. In 1993 the industrial sector accounted for 21% of GDP and 11.6% of the labor force;
however, excluding power and fuel, the sector's contribution to GDP was 16%. Despite the opening of
the economy to the private sector, the industrial sector remains dominated by SOEs. In the industrial
private sector, there are about 2,500 industrial units, most of which run small workshops with 10-15
workers and fixed capital of less than $50,000 equivalent, and produce garments and handicrafts for
export. The role of the domestic private sector in industry has been limited due to poor infrastructure
and banking services, and by lack of capital and inability to acquire land. Most new investment in
industry has come from abroad in the form of joint ventures with SOEs, with the SOE contributing land
as equity. Household business units dominate trade in urban and semi-urban areas. The dynamism of
the trade sector is seen in an increasing number of new shops throughout the country, reportedly earning
good profits. Their earnings, if translated into private savings in the urban sector, together with savings
from the prosperous agricultural sector, could provide a financial springboard for the private sector.

64. Viet Nam's trade and industry is financed by the banking system and informal credit
markets. However, the bulk of financing is short-term. The main reasons for chronic shortage of
investment finance for domestic firms are crowding out by SOEs; a lack of long-term funding for term
lending; a lack of long-term intermediation instruments other than time deposits and passbook savings;
an interest structure that makes interest rates for fixed investment lower than those for working capital,
and an unsettling legal framework that makes bank lending, and in particular, tern lending, quite risky.
The lack of sufficient collateral is also a problem, as are difficulties in foreclosure procedures because
of Viet Nam's weak system for dispute resolution.

65. As foreign borrowing is not available, and given the banking system's preference for
lending to SOEs, the organized private sector must rely on small private banks that provide them with
some term lending through rolled over short-term loans, or the informal financial sector. The private
sector's resurgence has been sustained by entrepreneurs' savings and the savings of their families and
friends, and through groups of money lenders, mainly in Ho Chi Minh City and rotating savings/credit
associations in both the North and South. Intimate knowledge of borrower businesses is key to this type
of lending since no collateral is required.

66. The prospects for the private sector appear bright in Viet Nam, but its full potential is
unlikely to be realized without access to long-term financing. In the absence of a developed capital
market and, given the fact that foreign borrowing is not as yet available to the new private sector, some
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means of providing term finance to the private sector need to be devised. The inverted interest rate
structure provides few incentives to the banking system to actually provide term resources, and should
be redressed. Improvements in collateral and contract enforcement; improvements in accounting and
auditing, and the banks' own abilities to analyze financial statements and undertake project evaluations;
and the development of new deposit and lending instruments would also encourage term lending by banks.
Another option is to channel external resources through a well-designed credit program, to be made
through a market-based delivery system.

Housing Finance

67. Housing is closely linked to reform of the enterprise, labor and financial sectors. The
demand for urban housing in Viet Nam is likely to explode as reforms take hold and incomes grow, and
an efficient financial system is a key requirement for mobilizing and allocating the resources for urban
development. The benefits of financing housing as an integral part of the financial system are substantial.

68. Most urban housing in Viet Nam was provided by the state in the past and financed
directly from the GOV budget or by SOEs. The change in housing policy in the late 1980s made
individuals responsible for their housing, including its financing, but resources for housing do not yet
flow through the formal financial system. Transactions in existing units and the burgeoning construction
of new units in the major cities are financed by a combination of cash, asset sales, transfers, and informal
borrowing. Only the construction and real estate development industry receives limited formal credit
through two small private shareholding banks and the BIDV.

69. These three banks make few or no term loans for the purchase of housing. The majority
of loans are to construction firms for working capital, and typical maturity is three months. The security
for lending is usually a claim on real property, although the legal infrastructure for mortgage and
foreclosure of such collateral is incomplete at this time. Interest rates on loans are prescribed by SBVN
and the two private banks are charging the maximum rate. Both these banks charge unregulated fees for
originating a loan. The rate of loan delinquency is low and remedies are available to collect from
borrowers. As with all commercial banks in Viet Nam, the two private housing banks are permitted to
provide equity to firms by purchasing shares. The regulations limit the extent of this investment, but place
no limits on the proportion of shares that a bank may take in an enterprise. Both banks are active
investors and may have controlling interest in some businesses.

70. The most important reforms for housing finance are those related to regulating the
housing banks and their activities. First, even within the context of continued administered interest rates,
the bias against longer-term lending, and specifically housing, should be removed. Second, the banks
need more freedom to mobilize longer-term deposits by offering higher returns and having the flexibility
to respond to changing conditions in the economy. Third, the short-term instrument now in use is not
appropriate for longer-term lending and should be modified to permit automatic adjustment for inflation.
Fourth, the regulation and supervision of lending to bank owners and investing in enterprises should be
examined with a view to reducing the risks associated with these practices.

'I. Any GOV intention to subsidize housing should be transparent and kept separate from
,sing finance so as not to confuse and contaminate the development of market-based housing finance.

GOV proposal to create specialized housing finance companies in an effort to promote housing
should be critically reviewed to ensure that these companies are not non-market solutions to

sector development questions. The sequence of reform in the housing sector in Viet Nam
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appropriately has the real reforms leading, which will create an environment for good performance. The
creation of key markets for housing assets and inputs is essential, and the programs to privatize formnerly
state-owned housing should be reviewed, reformed, and accelerated. The revision of the land, mortgage,
and foreclosure laws and their regulations should be accelerated and fully synchronized with housing
sector policy. Finally, housing policies should be reviewed with the financial aspects fully articulated.

Priorities for Reform

72. The financial system in Viet Nam is in evolution. There has been significant new entry,
but the new banks are small and the sector remains dominated by SOCBs. The SOCBs and the SBVN
continue to operate in a monobank mode, despite their greater autonomy. Three key objectives should
be pursued in the further development of the sector:

move toward a market-based policy in monetary management;

foster efficiency and competition in the sector through equal treatment for all participants;
and

promote public confidence in the banking system.

As stressed earlier, a credible, sustained and stable macroeconomic environment is a necessary
underpinning to financial sector development, and GOV should continue to focus attention on restoring
and maintaining macroeconomic stability.

73. The SOCBs will continue to play an important role in the banking sector in the
foreseeable future, and it is important to "level the playing field" so that SOCBs are neither discriminated
against nor given special treatment. The true state of the SOCBs' financial condition should be
established as a matter of priority, and means to ensure their financial soundness devised and
implemented. In parallel, SBVN should continue to refine its instruments of monetary policy. A
suggested agenda and sequencing for financial reform are shown in Figure 1 and discussed below. The
main thrust of the proposed reform is to strengthen the banking system - SBVN and the commercial
banks - so that it can play a better role in the country's development. This requires strengthening sector
infrastructure - legal and institutional - and ensuring the health and soundness of the system.

74. In 1995-96, priority is accorded to instituting a comprehensive legal framework
governing SBVN, commercial banks, and other financial institutions because the progress of financial
reform is critically dependent on delineating clearly the functions and operations of financial institutions.
Most of the legislative reforms for securities and equity market are earmarked for 1995-96 to follow the
modernization of banking and central banking laws. A cohesive and modern law on negotiable
instruments, as well as legislation on collateral, are required, and work on these should begin
immediately. The system of contract enforcement needs improvement, and training to judges and lawyers
should be provided. Finally, authorized translations of Viet Nam's laws should be established in order
to avoid uncertainty (paras. 44-46).

75. Several actions are required to improve the institutional capabilities of the SBVN. An
appropriate organizational structure should be defined and put in place. The objective would be to
rationalize the existing structure, both at headquarters and within the provincial branch network. This
exercise should start in 1996, but is likely to require several years for full implementation (para. 14).
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A thorough review of the SBVN's financial position is also necessary, and should take place as soon as
possible. Accounting practices need to be brought up to inernational standards at the very beginning of
the reform process if the operations of the central bank are to reflect its real financial position and
functional efficiency. For this reason, action in these areas needs to be taken during 1995-96 (para. 16).
A personnel development plan should be defined to identify skills gaps and training needs; appropriate
training programs should be delivered to SBVN staff. Training and staff development should be an on-
going activity (para. 14).

76. In the revision of the relevant banking legislation suggested in the 1995-96 period, the
objectives of the supervision function should be expanded to address issues of banking health and
stability, competition, etc. Similarly, the reorganization of the SBVN should ensure that supervision
functions are consolidated under one deputy governor. A change in the focus of supervision should be
instituted, beginning in 1996 or sooner. Banks should be examined on a consolidated basis; human
resources should be redeployed to areas of greatest risks; a top-down approach using targeted
examinations should be implemented (para. 38). A key reform is to require banks to make adequate
provisions and maintain adequate capital (para. 41). This should be phased in over the 1996-98 period.
In preparation for this, efforts to strengthen prudential regulations should be made in 1995. A tighter
entry policy should be pursued inmmediately (para. 43). As for the SBVN in general, training and skills
imnprovement are required in both supervision and licensing, and should be an on-going activity.

77. Interest rates should be deregulated in phases, with full deregulation when the banking
system is fully divested of non-performing assets. In the interval, the authorities should modify interest
rate policy by stipulating one minimum deposit rate and one maximum lending rate to prevent financial
disintermediation and excessively high real interest rates on loans (para. 19). In view of its importance,
this action should be taken in 1995. SBVN's refinancing policy should be progressively rationalized
over 1995 (para. 20). It has been the experience in several developing countries that full open market
operations take five to six years, as developing the needed secondary market for government paper is a
slow process. This means that the auction process should begin as soon as possible (paras. 22-24). The
1993 modification in the reserve requirements ratio was retrogressive and should be reversed as soon
as possible if the financial sector reform is not to stall. It is equally important to eliminate the excess
cash or liquidity ratio, which is currently used as a monetary policy instrument (para. 21).

78. Special audits of SOCBs are urgently required to establish the condition of SOCBs'
portfolios and to gauge their capital adequacy (para. 29). SOCB recapitalization should take place as part
of a comprehensive and coherent plan of bank restructuring (para. 30). There are several prerequisites
to recapitalization. In particular, significant progress in the restructuring and privatization of SOEs is
required. Thus, the restructuring of the SOE sector, including better governance, is given priority. The
imnmediate measures on the SOE sector include settlement of inter-enterprise arrears, settlement of SOE
debt owed to banks, the institution of a performance monitoring system to adequately monitor the sector,
and the carrying out of audits for key SOEs (para. 51). These actions should start immediately. This
sets the stage for restructuring SOCBs, which is scheduled to begin in 1996 when the special audit reports
are expected to be completed. In 1995, the SOCBs should focus on institutional strengthening through
modernizing accounting practices and management autonomy. Training of SOCB staff in modern banking
practice should be continued (para. 29).

79. The differentiated taxation of banking constrains development of the financial system.
The turnover tax should be removed immediately. Unification of the profit tax for SOCBs and non-
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SOCBs may have to be phased in over a 2-3 year period, depending on the implications for the budget
(para. 33).

80. The authorities have taken important measures toward establishing a payment system and
the system should be consolidated before giving new impetus to its development; further changes demand
a more sophisticated staff and new technology. Hence, changes in this area should be introduced during
1995-96 (para. 35).

81. A study of means to alleviate the scarcity of term finance should be carried out in 1995
(para. 66). The study's findings with regard to collateral and its enforcement would feed into the
legislative reforms proposed above. The study should also focus on the development of appropriate
deposit and lending instruments and a credit delivery system for term finance on market-based
considerations to meet the financing needs of the private sector. Implementation of the study's findings
would be spread out over the reform period.

82. Extending short-term rural loan maturities from 3-4 months to 9-12 months should be
initiated in 1995 and expanded through 1998, as the present maturity profile causes serious rural liquidity
constraints. The availability of medium- and long-term loans is constrained by the maturity structure of
bank deposits and other liabilities. A strategic approach to extending loan terms needs to be developed
in 1995 and implemented over the reform period to expand the financial capacity of banks and other
formal credit institutions (para. 59). Rural shareholding banks face periodic liquidity problems from their
high loan/deposit positions and seasonal variations in credit demand. Access to the SBVN refinancing
facility would allow them to meet their liquidity needs without reducing lending activity (para. 60). This
could be introduced in 1996 after a detailed study of terns, conditions, and procedures, which should be
completed in 1995. Many rural banks are small, and have correspondingly small capital positions that
limit loan size; they also provide few additional financial services. Rural banks should be encouraged
to develop correspondent banking arrangements for the purpose of providing participating loans and
expanding the range of services for their rural customers (para. 61). These banking relationships will
take time to develop and it is expected that they can become operational in 1996. Similarly, the basic
framework of business planning needs to be developed in consultation with the banks during 1995-96 to
help rural banks improve financial intermediation (para. 62). Annual reporting/examination requirements
should also be instituted in 1995-96.

83. Housing rmance development depends on creating key markets for housing, assets, and
inputs, and the creation of these markets should be accelerated in 1995 (para. 71). The bias against
longer-term bank lending (para. 70) should be removed in 1995 through the change in interest rate policy,
while the separation of subsidy obligations from housing finance (pzara. 71) should take place in 1996.
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I. INTRODUCTION

1.1 Viet Nam's economic renovation program (doi moi), which covers all the major sectors
of the economy, began in 1986 and accelerated in 1989. The reforms have given considerable market
orientation to the economy, and progress in fiscal and monetary policies, price liberalization, promotion
of the private sector, and domestic and foreign trade has been impressive. Doi moi has also brought about
significant improvements in Viet Nam's financial sector. The previous monobank has been dismantled,
separating commercial and central banking activities. Interest rates have been adjusted in line with
changes in inflation, making them positive in real terms, and inter-sectoral differences have been
eliminated. Entry restrictions on new banks have been greatly liberalized, and some 60 commercial banks
now operate in Viet Nam. Despite these achievements, however, Viet Nam remains an "under-banked"
country. The total assets of the banking system amounted to D48.4 trillion (29% GDP) at end September
1994, a level well below that in other countries in Asia. The financial system consists essentially of the
banking system, which is dominated by the state-owned commercial banks (SOCBs) and has not
developed quickly enough to keep up with real sector requirements. Bank savings mobilization is still
inadequate and far beneath potential; intermediation costs are high, and the banking system's allocational
and transactional efficiency low.

1.2 The World Bank's previous financial sector review-' was undertaken in 1990, when
significant reforms were launched in the financial sector. At the time, the separation of commercial
banking from central banking had just been announced, with the State Bank of Viet Nam (SBVN) being
responsible for conducting monetary policy and for supervision and regulation of the financial system.
A two-tier banking system was being evolved, with diversification of institutions and ownership, increased
competition between banks and increased autonomy and independence in both central and commercial
banking functions. That study endorsed the basic thrust of the reforms, and suggested measures for their
further deepening and implementation, but recognized that the reforms were very new and their effects
yet to be felt.

1.3 The financial sector has evolved considerably in the four years since the previous study.
The authorities have implemented many of the study's recommendations. On the central banking side,
monetary policy has been managed to bring inflation under control; the SBVN has ceased direct financing
of productive sectors and the budget; interest rate policy has been rationalized; the payments system has
been improved; and progress has been made in implementing an off-site surveillance system. On the
commercial banking side, banks have been granted more autonomy; a common chart of accounts has been
put in place; entry by non-SOCBs into the banking sector has been encouraged; and training programs
for commercial bankers have been launched. Many of these reforms have been supported by technical
assistance from various bi-lateral and multi-lateral donors, including the International Monetary Fund
(IMF), United Nations Development Program, Swedish International Development Authority and others.
The World Bank has also been involved in executing technical assistance and training programs for the
banking sector.

1.4 There are several challenges still facing the financial sector in Viet Nam. The
Government of Viet Nam (GOV) wishes to contain inflation to single-digit levels, and to achieve
economic growth of around 8% per annum. While part of the resources required to support this growth
target will come from abroad, a significant effort to mobilize domestic savings will also be required. Viet

Viet Nam: Transformine a State Owned Financial System. A Financial Sector Study of Viet Narn. Report No. 9223-VN,
World Bank, April 1991.
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Narn's nascent banking sector will have to rapidly modernize to play a greater role in resource
mobilization. The relationship between SBVN, GOV and the Ministry of Finance (MOF) is evolving and
needs to be better defined and clarified. Interbank markets and securities markets need to be developed.
There has been a lack of confidence in the banking system, due in part to the historical legacy of a
monobank system that was not geared to the individual and the rapid devaluation of the currency, but also
due to the financial condition of banks and the delays reportedly experienced in making cash withdrawals.
This lack of confidence has meant that a significant portion of private savings has eluded the formal
financial system. Efforts to develop government and private security markets will bear fruit only when
the banking system is modernized, payments arrangements are further systematized and strengthened, and
appropriate monetary and financial policy instruments are in place.

1.5 This report reviews the achievements of financial sector reforms in the post-1990 period,
and recommends areas for further reform. The report begins with a brief discussion of the
macroeconomic context as it relates to Viet Nam's financial sector development (Chapter II). Chapter
III provides an overview of the financial sector that describes the institutional structure, assesses the
financial performance of the banking sector, and identifies constraints to intermediation. The chapter also
discusses interest rates and other monetary policy instruments that can be used to improve the sector's
functioning. Chapter IV identifies bank supervision and prudential control problems and discusses
measures for improving supervisory machinery. The legal and regulatory framnework is discussed in
Chapter V. Sectoral financing issues are described in Chapter VI, and the final chapter proposes an
agenda for financial sector development, with an emphasis on the priorities for reform and their
sequencing.
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II. THE MACROECONOMIC CONTEXT

A. Introduction

2.1 Continued poor macroeconomic perfornance in the first half of the 1980s, reflected in the
stagnant real GDP growth, high inflation, and a weak balance of payments, hastened Viet Nam's
dismantling of its centrally planned economy. The economy was characterized by a low overall savings
rate with large overall budget deficits, the financing of which fueled price increases to hyperinflationary
levels. Public investment outlays were inadequate, leading to weak physical infrastructure. Moreover,
the economy was highly dependent upon Soviet aid. In the external sector, demand for Viet Nam's
exports was concentrated in the economically weakening CMEA countries, the dong exchange rate had
become significantly overvalued, and sizeable external payments arrears had been accumulated.

2.2 The reorientation of the economy toward a market-based system began in 1986, and gathered
momentum from 1989 onwards. Far-reaching systemic and structural changes were underpinned by a
sharp tightening of fiscal and monetary policies aimed specifically at controlling inflation and
strengthening the balance of payments to set the basis for sustained growth. Fiscal measures included
substantial downsizing of public sector employment, eliminating subsidies to state owned enterprises
(SOEs) and imposing a hard budget constraint on their operations, tax reforms to raise revenue, and a
shift away from banking system credit to finance the central budget. Monetary measures focussed mainly
on adjusting interest rates to make them positive in real terms, and eliminating the negative spread
between deposit and lending rates. In the external area, the dong was devalued sharply and foreign
exchange markets were unified, while the deternination of the exchange rate was made more flexible and
market-oriented.

2.3 A key structural measure was the dismantling of the collective farming system and a return
to family farming household production units. The GOV began gradually to promote private sector
production activities and open possibilities for attracting foreign investment. Controls on prices were
virtually eliminated and price setting substantially liberalized. Greater flexibility and unification of the
foreign exchange system was accompanied by imnportant steps to liberalize the trade system. In the
financial sector, movement away from a monobanking system to two-tiered banking began in 1988, and
measures to permit the operations of nonstate banks were put in place.

B. Macroeconomic Trends and Policies in 1989-92

2.4 The economy's response to these structural and stabilization measures in Viet Nam was
impressive, even more so when seen against the need for strong adjustment due to the collapse in Soviet
aid and the loss of Viet Nam's major trading partners in the CMEA.

2.5 Real GDP growth averaged 7.2% over 1989-92 (Table 2.1). In sharp contrast to other
centrally planned economies in transition, Viet Nam has been successful in bringing inflation under
control. The 12-month rate of inflation, which reached 300% through the mid-1980s, decelerated to 35%
by 1989. However, even though public finances were tightened in 1990 and 1991 in response to the
precipitous decline in Soviet aid, there was still a large recourse to domestic bank financing, which
prompted a doubling in the rate of inflation in these two years. Sustained restraint in monetary and fiscal
policies again brought inflation down to 17.5% by the end of 1992.
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Table 2.1: Selected Macroeconomic Indicators, 1989-94
(Percent)

1989 1990 1991 1992 1993 1994(Est)

Annual Changes
Real GDP 8.0 5.0 6.0 8.6 8.1 8.7

Agriculture (6.9) (1.5) (2.2) (7.2) (3.8) (5.5)
Industry (-4.0) (3.0) (8.6) (13.3) (12.9) (12.6)
Services (17.6) (10.8) (8.6) (7.2) (9.4) (9.3)

GDP Deflator 70.0 41.8 72.9 32.6 14.3 11.3
Inflation - CPI

Average 95.8 36.4 82.7 37.7 8.3 --

End of Period 34.7 67.5 67.6 17.5 5.2 14.4

Ratios to GDP
Gross Investment 11.6 11.7 15.1 17.0 19.4 19.9
Gross National Savings -- 7.4 13.1 16.3 11.2 15.0
External Current Account Balance -8.3 -4.2 -1.9 -0.7 -8.3 4.9

Budgetary Savings (cash basis) -1.5 -0.0 2.0 5.0 3.5 6.6
Budgetary Revenue 13.9 14.7 13.5 19.0 22.3 25.4

Tax (private sector) (3.9) (4.1) (3.7) (5.0) (8.1) --

Other (10.0) (10.6) (9.8) (14.0) (14.2)
Budgetary Outlays - current 15.4 14.7 11.5 14.0 18.8 18.8
Budgetary Outlays - capital 5.8 5.2 2.8 5.8 7.0 7.2
Overall Budget Deficit (cash basis) -7.5 -5.9 -1.5 -1.7 -4.7 -1.9

(In millions of dollar

Extemal Debt-' 10,291 10,439 9,979 9,936 9,998
Extemal Debt-Others (convertible) 1,793 2,704 2,739 3,775 4,024 4,500
Gross International Reserves (change) III 159 276 463 -527 254
Gross Reserves (weeks of imports) 1.0 5.0 10.0 9.5 6.0 8.5

' Millions of transferable rubles.
Source: General Statistical Office, State Bank of Viet Nam, Ministry of Finance, IMF and staff estimates.

2.6 Viet Nam's recovery stemmed initially from strong performance in agricultural production
and services (Table 2.2). Following some difficult adjustments, industrial output also recovered,
particularly in petroleum products and light manufacturing. The structure of production shifted
dramatically as the private sector blossomed, accounting for two-thirds of GDP by end-1992. However,
the overall level of investment remained low, and bottlenecks became increasingly evident in physical
infrastructure, energy and other utilities, and human capital. The decline in public sector investment over
this period was a major concern. While the overall level of gross investment rose in relation to GDP
because of a pickup in private domestic and foreign investment, and the efficiency of investment appeared
to have improved, continued low public investment had negative implications for future GDP growth.

2.7 One positive development was the increase in national savings, which more than doubled
by end- 1992 to 16.3 % of GDP (Table 2.1), largely offsetting the fall in use of foreign savings in the form
of Soviet aid. This stemmed in particular from a significant switch from negative public savings to a
positive level of 5% of GDP by 1992, and the increase in domestic interest rates to positive levels. In
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contrast to the average rate of 25 % in ASEAN and other East Asian countries, the savings rate in Viet
Nam remains very low. Anecdotal and other evidence, however, suggest that private households have
large savings held outside the formal banking system in the form of gold, other precious metals and
stones, and foreign currency (see para. 3.4).

Table 2.2: Real GDP by Industrial Origin at Market Prices, 1989-94
(Shares in percent of GDP)

1989 1990 1991 1992 1993 1994(Est)

Agriculture & Forestry 41.7 40.8 39.3 38.8 37.2 36.1
Industry 19.2 15.4 19.8 21.7 21.5 |
Construction 3.8 3.8 3.8 3.9 4.2 J 26.6
Trade 11.9 11.9 12.7 13.8 12.8
Finance, Insurance & Banking -- 1.6 1.4 1.4 1.7 5 
State Sector -- 13.0 8.9 8.8 10.5 
Others 23.5 13.5 14.1 11.6 12.1

Total 100.0 100.0 100.0 100.0 100.0 100.0

Source: General Statistical Office.

2.8 The improvement in public finances came from both revenue and expenditure measures; as
noted above there was also an unfortunate compression of needed public investment. There was a
successful switch from reliance on nontax revenue sources to tax revenue, which benefitted from a major
tax reform and a widening of the tax base. Current outlays on a cash basis were also reduced, though
further reduction will be more difficult as Viet Nam improves its relations with external creditors and
debt service payments resume in the future.

2.9 The reduction in the overall public sector deficit and the consequent fall in recourse to
banking system net credit, particularly in 1992, together with tight controls over bank credit in general
and higher interest rates, were the major elements moderating inflationary pressures in this period.
Available evidence indicates the nonperforming debts of the banking system (2 % of GDP) remained small
relative to the experiences of other economies in transition (e.g. 25% of GDP in Romania and Russia).

2.10 Well-conceived stabilization polices had also strengthened the balance of payments as the
external current account deficit fell to less than 1 % of GDP by 1992 and the accumulation of gross
international reserves grew to some 16 weeks of imports (Table 2.1). There was a major shift in trade
from CMEA to convertible currency markets, and trade with the former Soviet bloc has become almost
negligible. The dollar value of exports rose more than five-fold to $2.5 billion in 1992, but imports also
rose to about the same level. However, reflecting the strong stabilization policies, higher domestic
interest rates, and large official and private capital inflows, the exchange rate of the dong appreciated in
real effective terms in 1992. External debt in transferable rubles has hovered close to 10 million during
this period. With the resumption of financial assistance from Western sources, convertible currency debt
more than doubled in this period to $3.8 billion (39% of GDP) in 1992.
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C. Financial Reforms in Context of Economic Developments in 1993-94

2.11 In 1993-94 structural policies aimed at strengthening private sector activity and a market-
based economy seemed to gather momentum. Real GDP growth continued at around 8.5%, with strong
performances again in the industry and services sectors, and construction. The sharp increase in
aggregate demand was reflected mainly in a jump in imports, and inflation, which had fallen to 5.2% in
1993, accelerated to 14.4% at the end of 1994.

2.12 Gross domestic expenditures increased moderately; investment rose to 19.9% of GDP in
1994 and the national savings rate recovered to 15% of GDP from 11.2% in 1993. As a consequence,
the use of foreign savings (i.e the external current account deficit) declined to 4.9% of GDP in 1994.
The improved saving performance was due to the increase in budgetary savings which brought down the
overall deficit to 1.9% of GDP in 1994 from 4.7% in 1993. Together with a sharp increase in bank
credit to SOEs and the private sector as a whole in 1993, and a lowering of nominal interest rates, there
was a loosening of the monetary policy stance.

2.13 Gross official reserves fell to about 6 weeks of imports in 1993 but recovered to 8.5 weeks
in 1994. External debt in convertible currency rose to $4.5 billion in 1994 (30% of GDP), reflecting
foreign borrowing by GOV at commercial terms. There is a need for the GOV to introduce a system for
contracting and managing foreign borrowing to avoid the debt problems encountered by other developing
countries.

2.14 For appropriate structural measures to take hold in the move to a market-based system, the
GOV needs to continue to strike a balance between its desire for rapid growth and the need for
macroeconomic stability. Without effective stabilization policies, financial sector reform will not be
successful and may even aggravate macroeconomic imbalances - as seen in the financial liberalization
experiences of Latin American and Asian countries during the 1980s, and the transition economies in
Eastern Europe and Russia. Because of the direct relationship between macroeconomic stability and
financial sector reform, the Government must ensure that the principal stabilization measures -
controlling of money and credit, fiscal consolidation, and exchange rate adjustment - are mutually
consistent and set the stage for smooth and progressive deregulation of the financial sector.

2.15 For a transition economy such as Viet Nam, financial reform will involve restructuring the
banking system, which, if it is to be effective, must go hand in hand with restructuring the real sector.
With greater competition, market orientation of businesses, and abolition or reduction of subsidies,
established enterprises, mainly in the public sector, will come under increasing financial pressure. Even
new enterprises in the private sector, whose number is mushrooming in response to incentives and
profitable opportunities, are likely, in the initial stages, to have a high mortality rate.

2.16 Since most SOEs and new private sector enterprises will, for the foreseeable future, continue
to rely on the banking sector to finance their operations, any solvency problems they face will directly
affect the viability of the banking system as well. Situations may well arise when the depositors'
continuing claims on banks will no longer be backed by the repayment capabilities of debtors, who are,
by and large, SOEs. This nexus between the banking and enterprise sectors is of critical importance and
underscores the need to integrate restructuring of those two key sectors. Admittedly, all these reforms
will exert a great deal of pressure on the GOV budget and may have an adverse impact on the fiscal
deficit. This, in turn, could regenerate macroeconomic instability which would compromise the long-term
growth prospects of the financial sector.



2.17 A well functioning banking system is the cornerstone to the further deepening of the
financial system to incorporate nonbank financial institutions - and, at a later stage, capital and
securities market. Savings generation and mobilization, which are key to sustained development of the
financial system, are weak in Viet Nam. Despite high real interest rates, savings in the informal sector
have eluded the organized banking system, indicating thereby a lack of confidence in the financial system.
In part, the public's lack of confidence in the banking system can be traced to the historical legacy of a
monobank system that was not geared to serve individuals, and to failures in several credit cooperatives
in the post-1989 period. The financial condition of banks - particularly the state-owned banks - and
their unfamiliarity with various aspects of credit management, and the deficient payments system and cash
management that result in unacceptable delays in effecting financial transactions or making cash
withdrawals, have also undoubtedly contributed to this lack of confidence. It is also likely that there are
reservations in the public mind about the sustainability of macroeconomic policies. As a consequence,
savers may continue to choose to stay outside the formal banking system, and hold their savings in the
form of gold and currency.

2.18 The Government recognizes the need to restore macroeconomic stability in light of the
reemergence of inflationary pressures in 1994, and is focussing on further reducing the fiscal and external
deficits under an economic program supported by the IMF and the World Bank. To transform its
economy and put it on a path comparable with that of the ASEAN countries, Viet Nam needs to tackle
more difficult structural reforms, especially the restructuring of state enterprises and privatization. Much
effort will also be required to build the enabling infrastructure needed to support transition to a market
economy, including an appropriate legal and regulatory framework and market-oriented institutions.
Policies to create a conducive enabling environment must focus on developing a strong financial sector
to support the growing needs of a market economy.
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III. THE FINANCIAL SECTOR

A. Overview of the Financial Sector

Institutional Framework

3.1 Viet Nam's financial sector reforms started in 1988 with the dismantling of the monobank
system. At the time, the SBVN performed both central and conmnercial banking functions. In addition,
there were two specialized banks, the Bank for Foreign Trade of Viet Nam (Vietcombank), which handled
trade finance and management of foreign exchange, and the Bank for Investment and Development of Viet
Nam (BIDV), which provided long-term finance for public works and infrastructure projects. SBVN
gradually devolved its commercial banking functions, with the objective of shifting its role more to that
of a modem central bank. Two additional state-owned commercial banks (SOCBs) were created: the
Industrial and Conmnercial Bank (Incombank), from the industrial and commercial loan department of the
SBVN, and the Viet Nam Bank for Agriculture (Agribank), from the agricultural credit department. With
enabling legislation put in place after 1990, banking services were extended to include those of
shareholding (joint stock) banks, joint venture banks, branches/offices of foreign banks, and credit
cooperatives, and some housing banks. In early 1994 regulations were introduced for establishing savings
and loans institutions known as Popular Credit (or Peoples') Funds.

3.2 By the end of 1994, in addition to the four SOCBs, there were in operation 46 shareholding
banks (30 in urban areas), 69 credit cooperatives,'' 3 joint-venture banks and 9 foreign banks (there are
also 32 foreign banks representative offices). About 153 People's Funds had been licensed (see Table
3.1). There are also two finance companies, and one government-owned insurance company.

3.3 At the end of September 1994, total assets of the commercial banking system (SOCBs and
16 reporting conmmercial banks) amounted to D48.4 trillion or 29% of GDP. Assets of the SBVN were
D43.7 trillion. SBVN's capital and reserves totaled D500 billion (1.1 % of assets) and those of reporting
commercial banks D2.8 trillion (10% of assets) (see Table 3.1 and 3.2). Within the banking system,
SOCBs accounted for 89% of total assets; however, non-SOCBs are gaining in importance as their share
of deposit liabilities rose to 14.3% in 1994 from 6.5% in 1991, notwithstanding the larger branch
network of the SOCBs.

The current 63 cooperatives are those that have been relicensed; urban credit cooperatives suffered widespread failures
in 1990. For a detailed discussion of circumstances surrounding the problems of credit cooperatives see World Bank
Viet Nam: Transforming a State Owned Financial System. A Financial Sector Study of Viet Nam (Report No. 9223-
VN), April 15, 1991 and also Chapter VI of this report.
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Table 3.1: Strcture of the Finandal System
As of December, 1994

Assets Number of Capital &
Institutions (D trillion) Number Bnnches Resrves

Centnl Bank:
State Bank of Viet Nam 43.7 53 provincial D 500 billion

Commnrcial Baks: 4.4 Minimum capitl each bak
USS20 million (D20 billiok)

1. State-owned banks 43.3 D 2,114 billion

Actual caital & reserves
Foreign Trade Bank 16.1 14 provincial D 435 billion

Agricultunl Bank 9.6 56 provincial; D 597 billion
500 district

Bank of Investment 7.6 53 provincial; D 658 billion
and Development 41 distrct

Bank of lndusty an 10.1 50 provincial; D 374 billion
Commerce 37 district

2. Other repoting banks 5.1 16 D 673 billion

a. Joint-Stock banks Minimum CDRil

Urban 30 D 20 billion:
D 50 billion for banks in Hanoi;
D 70 billion for banks in HCMC

Rurl 16 D I bilion. (w/o branches);
D 3 billion. (with brunches)

b. Joint-venture banks 3 USSI0 million

c. Foreign bank brnches 13 USS IS milion
(licensed, 9 opertin)

Others

3. Credit cooperdves 69 D 300 mllion

4. People's Crdit Funds 153
(licensed)

5. Finance companies 2 D lObillion

6. nswrance companies I

Source: Fnancial Insdtutions Depatment, Sote Bank of Vwt Nam.
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Table 3.2: Summary Monetary Survey, 1989-94
(Billions of dong)

1989 1990 1991 1992 1993 1994
(Sept)

Net Foreign Assets 452 1.658 6,708 109,54 5.610 6.599
SBVN (508) (810) (1,456) 3,477 3,259 4,861
Commercial Banks 960 2,468 8,164 7,147 2,351 1,738

Net Domestic Assets of which: 6.969 9,701 13.595 16,549 26.678 31.880
Government (net) 3,145 3,969 4,121 1,913 3,957 4,442
State Enterprises 3,607 5,140 9,129 12,439 15,511 17,404
Private/other Sectors 496 598 1,002 2,743 7,669 10,217

Broad Money (M3) 7.421 11,359 20.303 27.143 32.288 38.479
Narrow Money (Ml) 3,395 5,071 8,817 14,550 19,014 21,623
Other 4,026 6,288 11,486 12.593 13,274 16,856

State Bank of Viet Nam

Net Foreign Assets 508 (810) (1,456) 3.447 3.259 4.861

Net Domestic Assets of which: 4.679 7,314 10.408 12.183 15.747 18,258
Government (net) 2,973 3,903 4,069 4,547 4,025 4,338
State Enterprises 120 84 80 89 - -
Commercial Banks 1,615 2,741 3,640 5,004 6,792 7,421
Unclassified Assets (net) (31) 579 2,620 2,543 4,929 6,499

Liabilities 4.171 6.504 8.952 15.630 19.006 23.1 19
Currency in Circulation 2,535 4,095 6,605 10,887 14,756 18,081
Bank Deposits 1,056 2,069 1,125 3,427 3,541 4,468
Other 580 340 1,222 1,316 709 570

Consolidated Accounts of Deposit Money Banks

Net Foreign Assets 960 2.468 8.164 7.147 2.351 1.738

Net Domestic Assets of which: 3.528 4.815 5.409 9,158 15.645 19.373
Government (net) 172 66 52 (2,634) (68) 104
State Enterprises 3,487 5,224 9,049 12,350 I5,511 17,404
Private/other Sectors 496 598 1,002 2,743 7,669 10,217
Balance with SBVN (net) (284) (340) (2,330) (1,163) (2,886) -2,356

Liabilities 4.488 7,283 13,573 16.305 17,996 21.111
Dong Deposits 2,399 3,700 5,219 8,092 10,590 12,517
Foreign Currency Deposits 2,089 3,583 8,354 8,213 7,406 8,594

Sources: Annex 1, Tables 1, 2, and 3.
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Financial Deepening

3.4 Financial deepening as represented by the ratio of currency and deposit liabilities of banks
(or M3) to GDP has slowed since 1989, when economic reform was unleashed, from 28% to 24.5% in
1992. Nonetheless, it is considerably higher than it was in the early eighties. With abatement of
inflation, this ratio appeared to have stabilized in 1994 at about 23% (Annex 1, Table 6). With the
inclusion of holdings of GOV securities, which are held largely by private households, financial savings
in relation to GDP stood at 27% at the end of 1994 (September). Figure 3.1 provides a comparison of
Viet Nam's monetary aggregates with those of other countries in the region or undergoing a similar
transition process (see also Annex 1, Table 6). Anecdotal evidence and the data from the Viet Nain
Living Standards Survey (VLSS) indicate clearly that there are large financial savings in the form of
holdings of foreign currency, gold, and precious stones and metals outside the banking system. The
challenge for the financial sector in Viet Nam is to bolster public confidence in the banking system, and
bring these savings into the formal market.

Figure 3.1: Monetary Aggregates of Selected Countries, 1989-94
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3.5 While financial deepening has slowed since 1989, its composition has undergone some
significant changes. The share of narrow money (currency plus demand deposits or MI) to broad money
(M3) has grown from 46% in 1989 to 56% in 1994. Moreover, currency continues to make up about
80% of Ml (see Figure 3.2) and thus the share of cash in broad money also rose to 45% in 1994 from
32% in 1989. This compares with a cash/broad money ratio of about 10% in ASEAN countries (except
the Philippines) and less than 25 % in most transitional economies (Annex 1, Table 6). In addition to a
lack of confidence in the banking system, this change in the cash/broad money ratio reflects a deficient
payment system, lack of individual checking accounts until very recently, and a commonly felt shortage
of currency which induces the public to hold currency for a longer period.
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Figure 3.2: Composition of Ml, 1989-94

TRILL IONS OF DONG

22

20

la

16

12

2 t9s9 1S1 X
1990 1W62 1998

OBND 085 ITS

3.6 There has also been a marked change in the composition of bank deposits. The share of
forcign currency deposits fell to 41% in 1994 from a high of 62% in 1991 (see Figure 3.3). This can
be attributed to the sharp increase in real interest rates on dong deposits relative to those prevailing
abroad. At the same time, the progressive liberalization of the exchange and trade regimes and greater
foreign exchange availability reduces the need to hold large foreign currency deposits. Among dong
deposits, the share of deposit substitutes, which attract higher interest rates, increased to 17% in 1994
from ailmst nil a few years ago. The proportion of time deposits in total deposits has also inreased,

reflecting a reduction in inflationary expectations. Nonetheless, Viet Nam's deposit/broad money ratio
is several times smaller than that of its ASEAN neighbors.

Figure 3.3: Composition of Financial Asses, 1989-94
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3.7 Two recent developments are of particular interest with regard to the prospects for further
financial deepening in Viet Nam. One is the growing importance of holdings of GOV securities. These
debt instruments were first issued in 1991 and have risen to some 13% of financial assets, equivalent to
28% of total bank deposits. Holdings of GOV securities by savers were larger in value than bank savings
and time deposits combined. At the end of 1994 they were mainly T-bills of six-month's maturity, on
which interest rates were higher than those on bank deposits of equivalent maturity. This is contrary to
practice in other countries, where financial instruments issued by the government tend to bear lower
interest rates due to lower risk (implicit government guarantee to honor its obligations). GOV securities
of longer than one year are usually indexed to the domestic price of gold. The second development is
the growing success of non-state banks in mobilizing savings, as evident from a rise in their share of
deposits to 14% in 1994 from 6.5% in 1991. In particular, their share of foreign currency deposits
doubled and that of time/savings deposits increased fourfold to 19%.

Securities Market

3.8 While the banking system will continue to be the major vehicle for financing the real sector
in Viet Nam in the short to medium term, GOV has shown foresight in initiating arrangements for
developing a securities market. The formal banking system now serves only a small proportion of the
population and there is substantial reliance on informal markets. A securities market would strengthen
financial intermediation significantly by making available a variety of financial assets, such as bonds and
shares, with attractive yields and opportunities for capital gain. There are clearly certain immediate
benefits that would accrue to Viet Nam from a viable securities market. First, it would accelerate
SBVN's use of open market operations for conducting monetary policy. Second, it would enhance efforts
to attract foreign investments. With bonds and shares traded in the securities market, foreign investors
would find it easy to enter and exit the market for portfolio investment, thereby increasing investor
confidence. A securities market would provide a boost to the government's privatization program, since
it would be a more acceptable and impersonal route for divesting state-owned assets to domestic and
foreign investors. In addition, SOE shares would constitute a critical mass of market capitalization and
provide an important catalyst to further securities market development. More generally, establishing a
securities mnarket in Viet Nam would represent an important broadening and deepening of the financial
sector and be a potentially significant vehicle for financing growth.

3.9 SBVN has made a welcome move to set up a securities market in the next few years, with
technical and financial assistance from the International Finance Corporation. The exercise focusses on
establishing a legal framework, market institutions and a regulatory apparatus, and staff training. A
national securities decree addressing security holder contractual rights has been drafted, as have
organizational regulations and a national securities commission constitution. Operational procedures for
a national securities exchange, and rules governing the listing and trading of securities have also been
fornulated.

3.10 The securities market exercise envisions establishing a limited debt securities market trading
GOV issues, negotiable certificates of deposit of first tier commercial banks and, possibly, very high
quality corporate issues by end-1995. An equity securities market should be achievable by 1997-98. A
key precondition for establishing equity markets is a clear conceptual understanding that equity shares
represent ownership. At present, certain aspects of ownership are not fully appreciated. For exarnple,
it is envisioned that joint venture companies would, in principle, be allowed to seek listing of their equity
shares on the securities market. Nevertheless, under current Vietnamese regulations, a joint venture
company does not evidence its ownership through tradable shares; instead, participation in such
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enterprises is evidenced by certificates of ownership that can only be transferred with unanimous approval
of the shareholders. More significant, however, is that currently foreign participation in a joint venture
company is limited by the tenure of the investment license, typically 25-45 years. At the end of this
investment period, the assets of the joint venture are transferred to the state, normally for a prenegotiated
price. Such a holding in a joint venture cannot be termed equity, since equity ownership is by definition
for a infinite period of time; joint venture participations held by foreign investors could perhaps more
accurately be described as "royalty" interests that benefit from income in the form of dividends for the
stipulated investment period. This is just one example of the ambiguous conceptual understanding of
what constitutes an equity holding.2' Resolving these ambiguities will take time, and the authorities
would be well-advised to focus their attention on developing debt securities markets as an initial stage,
following which equity markets can be developed.

B. Operations and the SBVN's Evolving Role

3.11 SBVN's role is slowly but steadily evolving as it modernizes its operations in the context
of a developing market economy. In 1991 SBVN ceased direct lending to productive sectors. In 1992
direct SBVN financing of the state budget was also terminated; this was made possible in part by direct
bank lending to SOEs. Reliance on a credit plan was slowly eliminated, and the earlier policy of directed
credits largely abandoned. SBVN, however, has been involved extensively in refinancing SOCBs loans
to support credit needs, as SOCBs have experienced difficulties in mobilizing loanable resources on their
own. Nevertheless, SBVN has gradually begun to adopt credit and money controlling policies along the
lines of central banks in market economies. Other central banking functions that SBVN now undertakes
include active management of foreign exchange reserves and the conduct of interbank markets for
domestic funds and foreign exchange.

3.12 During 1990-1994 (September) SBVN's net foreign assets increased substantially, from
negative D508 billion to D4.8 trillion, and accounted for a growing share of net foreign assets (73% in
1994) of the consolidated banking system (Table 3.2 and Annex 1, Table 2). During the same period
its net domestic assets more than doubled to D18.2 trillion and their composition changed significantly,
with rapid growth in credit to the SOCBs. What is striking, however, is the large increase in the net
unclassified assets of the SBVN (Table 3.2). Most of this increase represents accumulated SBVN losses
attributable to large administrative and non-interest expenses, foreign exchange operations, and subsidized
interest on loans (see Table 3.3). Under normal circumstances, a central bank should eam profits, which
are used to maintain capital and reserves at an adequate level. In the case of SBVN, there has been a
sharp decline in the capital and reserves ratio, which is a cause for concem, since recurring losses would
further erode the SBVN's already marginal capital base. It is recommended that SBVN and the GOV,
inter alia, focus their attention on strengthening SBVN's operating and accounting practices as n part of
the overall policy of financial system development.

3.13 SBVN has begun to develop skills in managing foreign exchange reserves. The techniques
utilized at present tend to be rudimentary, as SBVN still lacks experience and skills, and do not
necessarily maximize returns. The current system does not permit much flexibility in maintaining a
desired yield curve, or currency diversification. SBVN, with IMF technical assistance, is initiating
changes in administrative arrangements that will be conducive to more sophisticated mranagement of

21 See Section C of A Survey of Viet Nam's Legal Framework in Transition, The World Bank, April 1994.
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reserves and ensure better balance between risk and profitability. The division of reserve holdings
between SBVN and Vietcombank.3' has, in the past, impeded effective management of foreign exchange
reserves. However, reserves are being gradually centralized at SBVN as the Vietcombank unwinds its
foreign positions, for efficient management and domestic monetary policy purposes.

Table 3.3: SBVN Selected Financial Performance Indicators, 1991-94

------- - Billions of dong -- --- Percent -------------------

Total Loan/ Capital/ Capital/ Return on
Assets Income Expend. Net Profit Deposit'' Assets Loans Assets

1991 12,686 384 263 121 120 7.2 11.6 1.6

1992 24,821 545 608 -63 86 3.1 8.4 -0.3

1993 31,972 566 744 -178 75 1.5 4.3 -0.6

19941! 43,666 784 353 431 64 1.1 4.3 1.0

La Credits to Currency in circulation.
/b September.
Source: State Bank of Viet Nam and staff estimates.

3.14 SBVN also operates a foreign exchange auction system that determines the dong exchange
rate. Dollar auctions (the dollar/dong rate is the only one that is managed at present) are held at the
Foreign Exchange Centers in Hanoi and Ho Chi Minh City - two days a week in the former and three
days in the latter; all banks, and some large enterprises, are allowed to participate. SBVN fixes the
opening rate based on the best bid price received (as indicated by the participants on a confidential basis
beforehand); this opening price can vary by two digits - about 1 % - from the previous closing price.
The opening rate is subsequently moved by market demand and supply, and SBVN intervenes if the
market does not clear.

3.15 A national foreign exchange interbank market was established in October, 1994. SBVN has
taken many measures to promote this market, including issuing regulations on its organization and
activities. The market operates on a continuous basis, with commercial banks buying and selling
bilaterally. A middle rate determined by the SBVN is announced each morning with buy/sell rates within
a margin of 0.5% around the middle rate. If the swing in rates exceeds the stipulated margin, SBVN
intervenes. However, the market remains far short of an effective interbank market for foreign exchange
that permits forward, swap, and option transactions. To achieve this, SBVN will have to formulate a
code of conduct for market operations to prevent irregularities often experienced in these markets. Once
an active and well developed interbank foreign exchange market emerges, SBVN intends phasing out its
usual foreign exchange auctions.

3 Because of a default in the past, Vietcombank is required to keep large foreign exchange deposits with correspondent
banks in order to open letters of credit.
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3.16 A formal centralized market for interbank borrowing and lending in dong was established
in a rudimentary form in 1993, strengthening SBVN's role in monetary management. Initially, banks
were asked to send representatives to the two trading sessions per week in Hanoi, but they were not
permitted to undertake bilateral transactions separate from the centralized ones. Bids and offers in the
interbank market were not necessarily balanced, unless SBVN intervened, although it rarely did so. In
the latter ha]f of 1993, operations of the interbank market for dong funds were made more flexible. The
ban on bilateral transactions outside the formal centralized market was removed. Banks are now allowed
to trade funds freely on a mutually agreed basis on every business day, within stipulated timing;.they are
required to report the amounts, terms, and rates of their transactions to SBVN. These changes
superseded the centralized nature of the interbank market, eliminating the need for SBVN lending to the
market to match bids with offers. There is, however, scope for further development of the market. At
present, SBVN guarantees foreign bank lending to SOCBs in the interbank market. This is an intrusion
that should be avoided, with the market determining on its own the risks in lending and borrowing. It
is likely that the need for SBVN guarantees is dictated by the absence of good collateral, in which case
SBVN should offer these guarantees at a price, pending the development of markets for treasury bills and
other government bonds that can be used as collateral.

3.17 SBVN's role in exercising prudential and supervisory control on banks is evolving in the
right direction, but is constrained by inadequacies in the legal framework, lacunae in necessary
administrative arrangements, uncertain and partial information flow, and an unclear perception of what
bank supervision should entail (see Chapter IV for a comprehensive discussion).

3.18 To discharge its functions effectively and efficiently, a central bank in a deregulated
environment needs autonomy and relative policy independence. The main role of a central bank is to
promote price stability. Experience has shown that central banks cannot achieve this aim if there is undue
interference and pressure from governments. This interference can take many forms: governments may
direct their central banks to provide credit to specific sectors, to take over loss-making banks, to borrow
money on behalf of the government, to subsidize credit to certain sectors, and so on. Such activities may
have significant inflationary consequences, and may adversely affect the central bank's own finances.
Ultimately, this interference would render the central bank powerless to fulfil its mandate of price
stability. For this reason, it is considered desirable that a central bank be independent and autonomous.
SBVN still appears to operate under the guidance of the GOV in policy matters, as evidenced by constant
pressure to refinance SOCB loans to SOEs. If SBVN is to be a major player in macroeconomic
management steps should be taken to increase its independence. This would require, as a first step, a
central bank act that safeguards its institutional independence. Such a law would put the central bank in
a strong position to conduct effective monetary and exchange rate policies. Chile, Mexico, and the
Philippines have introduced such provisions in their central bank laws, influenced by their experiences
of serious inflationary pressures in recent times. Among developed countries, the United States and
Germany have independent central banks that have played very effective roles in conducting monetary
policy. Japan and France also have independent central banks, but without formal legal frameworks.
A genuine commitment on the part of the political authorities is an indispensable condition for preserving
central bank independence. This political commitment can be evidenced by transparency in the
appointment of a monetary council, and by supporting clear and autonomous decision making authority
by the central bank. Chapter V provides a discussion of some of the legal aspects of central bank
independence; relevant excerpts from some central bank laws are contained in Annex 7.

3.19 SBVN's organizational structure is shaped by its monobank history, and needs to evolve in
line with the functions of a modern central bank. It has branches in each of the 53 provinces of the
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country; these branches are involved in various central bank activities such as supervision and clearing
and settlement of transactions. This large branch network loses its relevance in a two-tier banking
system. Within SBVN headquarters, there are organizational anomalies. For example, supervision
activities are dispersed across two departments (see Chapter IV), which complicates commnunication and
tinely decision-making. There is a need to redefine the SBVN's organizational structure, including the
role of its provincial branch network. Once the organizational structure is defined, there is a need to
adequately staff it and to remunerate staff competitively. Significant institution-building is required:
numnagement information systern, skills upgrading, systematic personnel development planning over a
medium-term horizon. Technical assistance in these areas would be desirable and would greatly
contribute to the further development of the SBVN.

C. Operations and Performance of the Commercil Ban

3.20 Total assets of all commnercial banks almost tripled between 1990 and 1994 (Septenber).
The share of SOCBs in total bank assets, which was at 93.3% in 1991, declined to 86% by September,
1994, due to the significant entry of shareholding and foreign banks into the sector. There has been
significant growth in credit to the private sector-' since 1990. Thus, although SOEs are still the
dominant users of credit, their share of total bank credit fell to 63% as of September 1994, from an
average of 80% in 1991-93 (Figure 3.4 and Annex 1, Tables 3 and 4). This pattern of credit displays
two significant features. First, credit to the private sector consists primarily of short-term loans for
agriculture and commerce, the two areas in which output increases in 1993 were substantial. Second,
long-termn lending, provided mainly by the SOCBs, was extended to SOEs and was largely in foreign
currency. Foreign currency loans carry lower nominal interest rates than dong loamu, which muy have
reduced financial cost to the SOEs at the expense of a significant increase in their foreign exchange risk
exposure.

*' This section deals only with the four SOCBs and 16 other non-state banks for which information is available. Only
scamy information is available for the remaining financial institutions, however, their operations ar believed to be
relatvely small.

a' The private sector nay include emities with partial SOE ownership.
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Figure 3.4: Bank Credit, 1989-94
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3.21 The structure of commercial bank credit funding also changed in 1994. About 40% of
credit flows were met from a rundown of net foreign assets, particularly of SOCBs; this reflected in part
an increase in medium-term borrowing by the SOCBs, largely trade related, from foreign banks. Of the
remainder, about one-third of credit flows emanated from resources mobilized by the banking system on
its own, with another third originating from net borrowings from SBVN. The rest of the credit flows
is from unclassified net assets, which reflect float associated with the weak payment system in Viet Nam.
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3.22 Viet Namn's banking legislation requires that the financial position of commercial banks be
published every year, but banks rarely comply. There are also problems in accurately assessing the
financial performance of banks, as accounting practices deviate in many ways from international
standards. Such information as exists on the operations of banks is scanty, scattered, and incomplete.
For instance, bank profits are difficult to measure, as little is known about their provisioning practices.
The only data available to throw light on bank performance and the quality of their portfolios relate to
overdues on service payments on loans (Table 3.4, Figure 3.4 and Annex 1, Table 4). The overdues
were 20% of bank loan portfolios in 1991, but declined to 12% in 1994 (September).

Table 3.4: Consolidated Deposit Banks
Selected Financial Indicators, 1991-94

8i,ltm of dong PerCet=

TOW 4et L4an Capitll/ Capital/ Rets on Aevt limmt -
Asseu Ittane Expend. Profit Dqemt Asets LOAM Ascets

Earmd raw mu

1991 28.018 1,642 1,363 279 77 7.4 17.7 1.0 13.4 8.5 4.4
1992 34.468 3,407 2,971 436 81 6.3 14.1 1.3 11.7 6.9 4.8
1993 38.825 3.915 3,263 652 126 6.9 10.8 1.7 12.5 7.2 5.3
1994 48,439 4,343 3,648 695 115 5.8 10.3 1.4 11.9 7.4 4.5

Smu: State Bukdc of Viet Nam and staff estimates.

SOCB Performance

3.23 The largest portion of overdues - 96% in 1994 -was held by the SOCBs, and 62% was
owed by the SOEs. The overdue problem is not confined to the SOEs alone: the private sector's share
of overdue credits has risen to more than 30% in 1994 from 6% in 1991, with the bulk concentrated in
Agribank, whose lending to the farm sector entailed repayment delays due to crop failure. However, the
recorded overdues (D3.2 trillion as of September 1994) understate the precariousness of the SOCBs'
fmancial condition, and very likely underestimate the level of non-performing assets. For examnple, they
do not include estimates of substandard or doubtful assets. If non-performing assets were to be calculated
using international accounting standards, they would likely be much higher than the recorded amount -
in the area of D5-6 trillion or well over 25% of outstanding loans and twice the capital and reserve of
banks. The non-performing assets comprise four elements: (a) frozen debts of SOEs closed or merged
into other SOEs; (b) guarantees provided by the SOCBs on behalf of SOEs to foreign financial
institutions; (c) bad debts owed by the nascent private sector, usually the farm sector; and (d) the rise in
outstanding debt caused by hefty devaluations in the post-1989 period. It is likely that the quality of the
credits extended by SOCBs will continue to deteriorate unless their lending practices change. Both
SOCBs and non-SOCBs currently extend much of their credit on the basis of collateral, and little or no
assessment is carried out of the profitability of the borrower operations, cash flow positions, existing debt
burdens, capitalization, or general capacity to repay.

3.24 SOCBs should have a strong cushion of capital and reserves to counter this potentially heavy
overhang of non-performing assets. However, the position of SOCBs with regard to capital adequacy
is not reassuring. SBVN regulations covering capital adequacy norms only set a debt/equity ratio of 20:1.
In the absence of criteria to assess risk capital, a standardized loan classification system, and the
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application of international accounting standards to determine what constitutes capital and reserves, it is
not possible to place credence on the present capital adequacy ratios. Official data indicate that SOCB
capital and reserves anount to about 4.9% of assets or 7.8% of nonrisk-weighted outstanding loans
(Table 3.5). This highlights the vulnerability of the SOCBs. Table 3.5 also shows that there are
significant variations anong individual SOCBs, with some considerably worse off than others. All
SOCBs reported pre-tax profits in 1994, ranging from 2.4% return on assets (Incombank) to only 0.6%
(Agribank). The return on assets ratio is 1.4% for all SOCBs as against 2.3% for non-state banks (Table
3.6). However, as pointed out earlier, the basis on which profits were derived deviates from international
norms, particularly because the treatment of earnings from problem loans is unclear, provisioning for
such loans appears to be nonexistent for all practical purposes, and net income from non-interest
operations, other services, and administrative expenses is not known.

Table 3.5: SOCBs - Financal PerfoAnce Indcators, 1991-94

lBillions of dong Pucent -

Toal Net 1a Capiwl Capil/ Returm - Aveg Inseres-
Ase Income Expend Profit Deposit Asst Loans on A Ened Pad Net

St:_-wd Bobb

1991 26,562 1,537 1.254 283 78 6.6 15.7 1.1 13.6 8.9 4.7
1992 31,631 3,201 2,782 419 82 5.5 11.3 1.3 12.0 7.1 4.9
1993 35,150 3,658 3,088 570 128 5.5 8.5 1.6 12.6 8.9 3.7
1994 43,316 3.785 3,165 620 132 4.9 7.8 1.4 12.1 7.6 4.5

A~

1991 4,971 376 489 -113 165 3.8 7.3 -2.3 25.5 15.9 9.6
1992 5,140 960 1.004 -44 161 8.4 10.8 *0.9 24.7 13.0 11.72
1993 7,498 1.294 1.288 6 163 5.8 7.1 0.1 19.6 13.4 6.2
1994 7.568 1,403 1.344 59 129 6.2 8.4 0.6 17.8 13.0 4.8

3IUDV

1991 2,143 108 48 60 291 55.5 83.1 2.8 15.0 3.9 11.1
3992 4,209 253 144 109 123 13.4 27.4 2.6 13.0 7.6 5.4
1993 5,577 357 216 141 2S8 10.5 15.7 2.5 9.3 7.9 1.4
1994 7.568 384 271 113 281 8.7 14.0 1.5 8.6 6.9 1.7

3991 5.399 454 317 137 111 4.4 7.8 2.5 24.5 18.4 6.1
1992 6,246 1,083 1,038 45 107 5.7 8.5 0.7 20.0 12.3 7.7
1993 8,284 1,264 1,103 161 117 4.7 6.4 1.9 17.8 9.2 8.6
1994 10,064 1,379 1,139 240 110 3.7 5.5 2.4 16.8 10.3 6.5

Vhkmb.k

1991 14,049 599 400 199 41 1.0 3.6 1.4 5.5 4.6 0.9
1992 16.036 904 516 388 48 2.5 7.5 1.9 5.0 3.5 1.3
1993 13,790 742 481 261 91 3.8 7.8 1.9 3.6 3.3 3.0
1994 16.021 784 618 166 97 3.0 5.7 1.0 7.0 3.3 3.7

Source: State Bank of Viet Nam and stRff esonmtes.
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3.25 The first step is to assess the true extent of the problem. To achieve this, a comprehensive
portfolio audit of the four SOCBs using internationally accepted practices and standards needs to be
undertaken to determine the level of non-performing assets and capital adequacy. Following this, bank
restructuring is likely to be required to carve out bad debt and adequately capitalize the SOCBs. To
effectively mobilize domestic savings and service the credit requirements of the real sector, the banking
system must be sound. The results of the audit will indicate the extent to which the banking system is
indeed financially viable, and enable better identification of the problem loans that need to be resolved.

3.26 Significant institutional strengthening is required at the SOCBs. Operational policies and
procedures have to be developed and implemented. Banking sector staff have not, for the most part, been
exposed to modem banking practices, either through university curricula or through on-the-job training.
The World Bank is executing a banking training program financed by SIDA, targeted to mid-level
banking sector professionals as well as to trainers and lecturers in SBVN's two banking colleges. This
program can obviously meet only a small fraction of needs, but the outreach of the program will be
greatly increased with the development of local capacity to deliver such training. Banks could increase
operational efficiency through the upgrading of their accounting procedures and the introduction of
automation in some back office operations; such automation would also permit timely consolidation
between branches and headquarters. Intemal control mechanisms and management information systems
will also need to be put in place.

Non-SOCB Performance

3.27 The performance indicators of the 16 reporting non-SOCBs are generally better than those
of SOCBs (see Table 3.6 and Annex 1, Table 4). However, non-SOCBs also suffer from questionable
accounting practices and lack of appropriate provisioning, which is a problem of particular concern for
certain shareholding banks that have recently proliferated. The share of overdues in non-SOCB
outstanding credits fell to 4.7% in 1994 from 29% in 1991. Reflecting their recent creation, the banks
appear to be adequately capitalized, with capital to assets ratio at 13.1 %, and capital to nonrisk-weighted
outstanding loans ratio at 22.2%. Non-SOCBs are, on average, more profitable than SOCBs, with a
return of 2.3% on assets in 1994. However, as in the case of SOCBs, the basis on which profits are
derived and the definition of what constitutes capital and reserves are unclear.

Table 3.6: Non-SOCBs Selected Financial Performance Indicators, 1991-94

---------- --Bililions of dong ------------------- ------------------------------------------------ Percent ---------------------------

Total Net Loan/ Capital/ Capital/ Return on ----------- Averagelnterest-
Assets Income Expend. Profit Deposit Assets Loans Assets

Earned Paid Net

1991 1,456 106 109 -3 61 21.0 57.7 -0.2 9.6 6.8 2.8
1992 2,837 206 189 17 74 21.4 49.6 0.6 8.7 5.1 3.6
1993 3,657 258 175 83 105 20.5 34.9 2.3 10.7 4.8 5.9
1994 5,122 392 275 117 103 13.1 22.2 2.3 10.8 5.9 4.9

Source: State Bank of Viet Nam and staff estimates.
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Restructuring SOCBs

3.28 The GOV can resort to various financial engineering techniques to reconstitute the banking
system, drawing on the diverse experiences in other countries. In Chile, a "carve out" approach was
adopted under which the central bank directly purchased substandard loans from bank portfolios. This
scheme was supplemented by allowing the central bank to purchase loans up to 150% of capital and
reserves of bank which, in turn, used the cash received to pay off their outstanding central bank loans.
In Argentina, the central bank provided loans to the "liquidating" banks equivalent to 5% of GDP and
12% of the total deposits of the financial system. Repayment of deposits was financed by expanding the
monetary base. Ghana followed the same route as Chile and Argentina. The government recapitalized
its state-owned commercial and development banks through a central bank bond issue. Malaysia tackled
its privately owned problem banks somewhat differently. The central bank replaced management,
revamped boards of directors, asked existing shareholders to inject new capital through rights issues, and
itself supplemented the resources to enable banks to meet capital adequacy requirements. The common
feature of all these techniques is that central bank involvement in the restructuring exercise entailed
monetary expansion. Other countries have followed a different route. In the Philippines, India, El
Salvador, and some East European countries, governments issued their own bonds for bank capitalization
purposes. This course of action has usually been dictated by the weak capitalization of the central bank
and a desire to contain monetary expansion. Viet Nam's situation resembles that of the latter group of
countries. The GOV should not place the financial burden of the restructuring of SOCBs on SBVN
because its own capitalization is low and its institutional capability is, at present, weak. However,
recapitalization through budgetary resources would create a significant burden on public finances, and
it would be desirable to explore avenues to raise private capital.

3.29 GOV's actions to restructure the banking sector should coincide with SOE restructuring, if
the banking system is not to lapse into financial distress again. Here, too, it is rewarding to absorb
lessons drawn from the experiences of countries that recapitalized banks without corresponding efforts
to restructure their parastatal clients. In the Central African Republic, one bank was restructured three
times. In Mauritania, five state-owned banks were recapitalized at a cost equivalent to 15% of GDP in
1988, but recent audits show that they still suffer losses up to 50- 60% of total loans. In Kenya, in 1989,
eight failed banks were merged into a "turnaround" bank, now edging on the verge of bankruptcy.
Ghana, on the other hand, avoided these financial hazards by ensuring that bank restructuring proceeded
concurrently with restructuring state enterprises, so that the restructured banks could avoid falling into
the morass of financial distress again.- There are several prerequisites to a successful recapitalization
exercise. Significant progress in the restructuring and privatization of SOEs would be required; a
mechanism to hold SOCB managers fully accountable for the financial performance of their banks would
need to be put in place; better prudential regulations and supervisory capacity would need to be built up
at SBVN. In the absence of these measures, recapitalization is likely to be a futile exercise.

D. Constraints on Financial Intennediation

3.30 There are several obstacles in the way of financial intermediation. Apart from high reserve
requirements, two important constraints on financial intermediation are bank turnover and profit taxes,

World Bank, Adiustment in Africa: Reforms. Results, and the Road Ahead, Policy Research Report Number 2, Policy
Research Department, August 13, 1993.
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3.25 The first step is to assess the true extent of the problem. To achieve this, a comprehensive
portfolio audit of the four SOCBs using internationally accepted practices and standards needs to be
undertaken to determine the level of non-performing assets and capital adequacy. Following this, bank
restructuring is likely to be required to carve out bad debt and adequately capitalize the SOCBs. To
effectively mobilize domestic savings and service the credit requirements of the real sector, the banking
system must be sound. The results of the audit will indicate the extent to which the banking system is
indeed financially viable, and enable better identification of the problem loans that need to be resolved.

3.26 Significant institutional strengthening is required at the SOCBs. Operational policies and
procedures have to be developed and implemented. Banking sector staff have not, for the most part, been
exposed to modern banking practices, either through university curricula or through on-the-job training.
The World Bank is executing a banking training program financed by SIDA, targeted to mid-level
banking sector professionals as well as to trainers and lecturers in SBVN's two banking colleges. This
program can obviously meet only a small fraction of needs, but the outreach of the program will be
greatly increased with the development of local capacity to deliver such training. Banks could increase
operational efficiency through the upgrading of their accounting procedures and the introduction of
automation in some back office operations; such automation would also permit timely consolidation
between branches and headquarters. Internal control mechanisms and management information systems
will also need to be put in place.

Non-SOCB Performance

3.27 The performance indicators of the 16 reporting non-SOCBs are generally better than those
of SOCBs (see Table 3.6 and Annex 1, Table 4). However, non-SOCBs also suffer from questionable
accounting practices and lack of appropriate provisioning, which is a problem of particular concem for
certain shareholding banks that have recently proliferated. The share of overdues in non-SOCB
outstanding credits fell to 4.7% in 1994 from 29% in 1991. Reflecting their recent creation, the banks
appear to be adequately capitalized, with capital to assets ratio at 13.1 %, and capital to nonrisk-weighted
outstanding loans ratio at 22.2%. Non-SOCBs are, on average, more profitable than SOCBs, with a
return of 2.3% on assets in 1994. However, as in the case of SOCBs, the basis on which profits are
derived and the definition of what constitutes capital and reserves are unclear.

Table 3.6: Non-SOCBs Selected Financial Performance Indicators, 1991-94

---------------- Billions of dong ----------------- ------------------ ---- Percent ----------- --------- ---- ---

Total Net Loan/ Capital/ Capital/ Return on ------------ Averaelntere--
Assets Income Expend. Profit Deposit Assets Loans Assets

Earned Paid Net

1991 1,456 106 109 -3 61 21.0 57.7 -0.2 9.6 6.8 2.8
1992 2.837 206 189 17 74 21.4 49.6 0.6 8.7 5.1 3.6
1993 3.657 258 175 83 105 20.5 34.9 2.3 10.7 4.8 5.9
1994 5,122 392 275 117 103 13.1 22.2 2.3 10.8 5.9 4.9

Source: State Bank of Viet Nam and staff estimates.
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Restructuring SOCBs

3.28 The GOV can resort to various financial engineering techniques to reconstitute the banking
system, drawing on the diverse experiences in other countries. In Chile, a "carve out" approach was
adopted under which the central bank directly purchased substandard loans from bank portfolios. This
scheme was supplemented by allowing the central bank to purchase loans up to 150% of capital and
reserves of bank which, in turn, used the cash received to pay off their outstanding central bank loans.
In Argentina, the central bank provided loans to the "liquidating" banks equivalent to 5% of GDP and
12% of the total deposits of the financial system. Repayment of deposits was financed by expanding the
monetary base. Ghana followed the same route as Chile and Argentina. The government recapitalized
its state-owned commercial and development banks through a central bank bond issue. Malaysia tackled
its privately owned problem banks somewhat differently. The central bank replaced management,
revamped boards of directors, asked existing shareholders to inject new capital through rights issues, and
itself supplemented the resources to enable banks to meet capital adequacy requirements. The common
feature of all these techniques is that central bank involvement in the restructuring exercise entailed
monetary expansion. Other countries have followed a different route. In the Philippines, India, El
Salvador, and some East European countries, governments issued their own bonds for bank capitalization
purposes. This course of action has usually been dictated by the weak capitalization of the central bank
and a desire to contain monetary expansion. Viet Nam's situation resembles that of the latter group of
countries. The GOV should not place the financial burden of the restructuring of SOCBs on SBVN
because its own capitalization is low and its institutional capability is, at present, weak. However,
recapitalization through budgetary resources would create a significant burden on public finances, and
it would be desirable to explore avenues to raise private capital.

3.29 GOV's actions to restructure the banking sector should coincide with SOE restructuring, if
the banking system is not to lapse into financial distress again. Here, too, it is rewarding to absorb
lessons drawn from the experiences of countries that recapitalized banks without corresponding efforts
to restructure their parastatal clients. In the Central African Republic, one bank was restructured three
times. In Mauritania, five state-owned banks were recapitalized at a cost equivalent to 15% of GDP in
1988, but recent audits show that they still suffer losses up to 50- 60% of total loans. In Kenya, in 1989,
eight failed banks were merged into a "turnaround" bank, now edging on the verge of bankruptcy.
Ghana, on the other hand, avoided these financial hazards by ensuring that bank restructuring proceeded
concurrently with restructuring state enterprises, so that the restructured banks could avoid falling into
the morass of financial distress again.§' There are several prerequisites to a successful recapitalization
exercise. Significant progress in the restructuring and privatization of SOEs would be required; a
mechanism to hold SOCB managers fully accountable for the financial performance of their banks would
need to be put in place; better prudential regulations and supervisory capacity would need to be built up
at SBVN. In the absence of these measures, recapitalization is likely to be a futile exercise.

D. Constraints on Financial Intennediation

3.30 There are several obstacles in the way of financial intermediation. Apart from high reserve
requirements, two important constraints on financial intermediation are bank turnover and profit taxes,
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and an underdeveloped payments system that causes delays for large transactions and domestic and
international inter-bank fund transfers.

Taxation of Banking

3.31 Turnover Tax. Banking operations continue to be subject to turnover taxes ranging
between 2 % -30 %, depending on the type of operation and bank. This cumbersome system of taxes adds
to intermediation costs, which translates into lower rates for savers and higher rates for borrowers.
Basing these taxes on the type of bank creates further distortions in the system (different tax rates apply
for similar activities), and goes against Viet Nam's stated objective of promoting universal banks. Since
the tax is assessed on the spread, it discriminates against newer banks that rely less on borrowing to
support their lending activities. A turnover tax is a hangover from the monobanking system, and has no
relevance under a two-tiered universal banking system. It should be phased out.

3.32 Profit Tax. Profit taxes payable by banks also vary, depending on type of bank. For
SOCBs, a profit tax of 50% is payable, whereas for foreign bank branches and joint-venture banks, the
rate is 25%. This differentiation in tax treatment is difficult to justify, and discriminates against the
SOCBs. Two aspects of this tax are of concern. The first is the high level of the tax for SOCBs. The
second is the stage at which this profit tax is levied: it is levied before banks set aside reserves for non-
performing and doubtful assets. In consonance with standard taxation policies adopted in market-oriented
economies, the GOV should lay down a procedure for banks to allocate from their earnings various
essential provisions, and tax the residual at an appropriate rate. This would not only prevent the
accumulation of bad debts in bank portfolios, but would also introduce necessary discipline, as bank
earnings would be directly affected. If this is not done, the banks will accumulate arrears on their bad
loans, even after they are restructured.

Payment System

3.33 Payment Instruments. Viet Nam's financial system development is significantly hampered
by the rudimentary nature of its payment system. Cash is the predominant means of payment in Viet
Nam, and there are few other payment instruments for commercial and individual use. SBVN estimates
that the maximum volume of daily transactions involving non-cash payments instruments is around 60,000
for the country as a whole; of this amount, over 41,000 transactions are interbank, and some 10,000 are
processed by SBVN for final settlement.2' Checks are the most widely used instrument other than cash,
and are of two types: transfer payment checks and cash transfer checks (including certified or guaranteed
checks). Individuals have only recently been allowed to open checking accounts. Payment orders (letters
of remittance) are used for national commercial payments. Since November 1992 payments vouchers in
fixed denominations of dong 100,000, 500,000 and 1 million are available, with an expiry date 6 months
after date of issue. The denominations are considered too low by commercial banks, and too high by
certain payees, who often cash the vouchers, sometimes at discount (which is illegal), and revert to cash
for their own payments. Payment vouchers are also susceptible to fraud, given the printing techniques
utilized. There is a growing use of international credit cards, first accepted in Viet Nam in 1990. Their
popularity has encouraged domestic banks like the Vietcombank to issue their cards.

2' It is very likely that there is double-counting of the transactions, with the same interbank item counted in two or more
institutions.
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3.34 Payment System Operation. Interbank payments in dong within a city are effected through
an exchange of drafts between banks, cleared twice a day. Intercity payments between bank branches
are made by internal book transfers, and payments are reportedly completed within two business days.
For interbank and intercity transactions, payments are first made to the beneficiary bank's local branch
and then completed by internal book transfer. SBVN has implemented an interbank clearing system based
on computerized procedures in Hanoi and Ho Chi Minh City, and is used primarily for exchanging
commercial payment transactions between the banks and for settlement against their accounts at SBVN.
For dollar payments, local banks generally maintain dollar accounts with Vietcombank, and use its branch
network to effect local dollar clearing. In either currency, there is no special treatment for high value
transactions.

3.35 Each provincial or city SBVN branch acts as a center for clearing and funds transfer. This
means that banks have to hold separate settlement balances in several SBVN branches. A dial
communication network links the 53 provincial SBVN branches to an operations center in Hanoi or Ho
Chi Minh City, which are also linked to each other. Settlement is final with each clearing, which implies
that SBVN is prepared to lend money, unsecured, to banks with shortfalls in their settlement account
balances. The SBVN has also implemented a money transfer system, which is used largely by
corporations for settlement of payments. The SBVN money transfer system is used when a commercial
bank is not represented in the province of the payee, and by commercial banks that are not as yet
computerized.

3.36 International payments are made through domestic banks that maintain wide networks of
correspondent banks. SWIFT membership is being actively pursued by several banks to facilitate
international payments, and it is expected that a SWIFT access point station will be installed in 1995 for
SBVN and three commercial banks in a first phase.

3.37 Constraints on the Payment System. There have been significant improvements in the
domestic payment system in the past year, but the consensus among users is that more needs to be done
to foster an effective and efficient system. Although payments within the major cities are now effected
within one or two business days, payments between cities, and between cities and provinces, take
considerably longer, about two weeks or more. The number of transactions treated is very limited.
Government payments between agencies, as well as other expenditures, are handled outside the banking
system, as are customer payments for utilities. There is no electronic payment of payroll, even in the
larger companies. The heavy reliance on cash in the economy has a historical basis, and is compounded
by the public's lack of familiarity and trust with non-cash instruments. One factor contributing to this
lack of trust is the difficulty in making cash withdrawals from banks: delays of two or three weeks are
sometimes experienced at the provincial level in actually converting funds from a bank account into cash.

3.38 Financial risk is an important payments system issue. SBVN guarantees settlement for each
clearing, and is prepared to lend money to banks if they are unable to mobilize funds on a timely basis.
With the establishment of an interbank market in July 1993, conmmercial bank recourse to SBVN for
settlement loans seems to have decreased. Nonetheless, banks could use their funds more efficiently if
SBVN would consolidate settlement balances in one or, as an interim step, two main centers (Hanoi and
Ho Chi Minh City) and provide for national or regional net settlement. Consolidation would further
reduce the need for settlement loans, as banks would, at most, have to fund two accounts. Another
constraint is the lack of standardization in payments instruments. As new payments instruments are
developed and their use increases, standardization issues will arise more frequently. Standards need to
be defined and a mechanism for their regular updating put in place. The equal treatment of low- and
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high-value transactions, as is presently the case, is not satisfactory, and differentiation based on value and
time-criticality will be required.

3.39 Future Changes in the Payment System. Critical improvements required on the domestic
side include: (a) expediting clearing and settlement operations; (b) reducing float in the system and
minimizing SBVN risk; (c) minimizing excessive settlement balances now required at several, if not all,
the 53 provincial branches, and consolidating the reserve and settlement accounts at SBVN headquarters,
and (d) introducing standard technological commercial bank interconnections to ensure links to a national
payments system. To deal with these issues systematically it is advisable to formulate a development
strategy for the country over a 5-10 year planning horizon that clearly defines the requirements and
responsibilities of the various participants and also suggest an appropriate agency - such as a national
payments council - to coordinate system development. SBVN is preparing a project to improve the
national payments system, and has requested Bank support in designing and implementing a appropriate
system, which is expected to become operational in 1995.

E. The Banking Sector and the Instruments of Monetary Policy

3.40 Viet Nam's repressed banking system was an offshoot of centralized planning under which
credit was allocated through cash and credit plans. The methods employed by the monobank then
prevailing were direct, and involved a considerable discretionary element. Under these arrangements
banks were no more than the administrative arm of the planning agency, which disbursed credit without
much regard to risk assessments of borrowing entities. Guided credit allocation continued after the
banking reforms of 1988, with surface changes in modalities. Interest rates were set by GOV in
conjunction with SBVN, and even though consideration was given to the role interest rates can play in
credit allocation, the rates that evolved reflected GOV priorities more than differences in asset risks and
miaturities. The refinancing policy that was introduced in the wake of initial reforms has been of a lender
of first resort type - in contrast to that in market-oriented economies - with the sole basis being the
satisfaction of state enterprise credit needs. The other instrument adopted was a minimum reserve
requirement to regulate the lending policies of banks.

3.41 The GOV has taken bold and far-reaching actions on a wide front to unshackle the economy
from central control, and has faced severe macroeconomic imbalances in the transition process. Given
the circumstances in the recent past, the authorities have had no alternative to using tight monetary policy.
However, such desirable and unavoidable policies tend to have unintended adverse effects on the progress
of the banking system. Banks perform monetary and the financial intermediation functions
simultaneously. These two functions do not work in the same direction, especially when severe economic
imbalances arise as they did in Viet Nam during the last five years. These necessitate a restrictionist
monetary policy, which constrains the growth of banking system liabilities and assets, as illustrated by
experience in Korea, Malaysia, Indonesia, and the Philippines.' The second feature of the banking
system emanates from bank debt-intermediation that transforms short-term fixed-fee liabilities (deposits)
into long-term fixed-fee assets (loans). This function places banks at the risk of runs and insolvency
unless there is appropriate goverrnment supervision and regulation. In addition, the dominance of debt
intermediation in the financial market makes corporate firms (when they are highly leveraged) vulnerable

F Yoon-Je Cho and Deena Khatkhate, Lessons of Financial Liberalization in Asia: A Conmarative Study. World fnk
Discussion Paper 50, World Bank, Washington, D.C. 1989.
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to economic downturns and increases in interest rates, necessitating government intervention that
inevitably results in the atrophy of the banking system. This is underscored by the experiences of several
countries during the 1980s. The Korean government maintained control over interest rates and intervened
in credit allocation to prevent massive bankruptcies of corporate firms in early 1980s. At the other
extreme were the Latin American countries and the Philippines, which were involved in wholesale
restructuring of banks and enterprises and, as a consequence, experienced sharp credit and monetary
expansion.

3.42 Viet Nain is confronted with a similar dilemma of reconciling the imperative of restoring
macroeconomic imbalances with the urgency of promoting healthy growth in its banking system. This
somewhat antithetical situation will continue in the immediate future, as there is a plethora of liquidity
in the economy, partly induced by the inflow of foreign funds and partly by slack fiscal and monetary
policies in the recent past. For the foreseeable future, therefore, Viet Nam's monetary policy stance will
have to be contractionary, which will slow the progress of financial intermediation. During this
interregnum, SBVN and the GOV should focus on refining existing monetary policy instruments, such
as the refinancing and minimum reserve requirement policies, and developing new indirect monetary
procedures such as open market operations, which, when used, will facilitate rapid financial sector
development while achieving the monetary policy objective of maintaining macroeconomic stability. It
should be noted that technical assistance from the IMF is being provided to develop monetary policy
instruments.

Existing Monetary Policy Instrunents

3.43 SBVN exercises monetary control through three instruments of monetary policy: setting
interest rates on banking systerm liabilities and assets; varying the cost and availability of central bank
credit to banks, and stipulating reserve ratios on their deposits. There has also been some control on
bank lending policies through informal or formal advice to them, particularly with regard to choice of
borrowers. SBVN has introduced credit ceilings, in the aggregate and on a bank-by-bank basis, which
can almost be seen as a variation on reserve requirement policy. Although reserve requirements are
sometimes described as indirect monetary instruments, they are more direct than indirect in character and
impact. The use of these instruments has an interventionist flavor, and as such, tends to interfere with
the efficiency and development of the banking system. The paragraphs below describe historical
experience with these instruments with a view to indicating their evolution in developing a healthy and
efficient financial system in a more market-oriented environment.

Interest Rate Policy

3.44 In the early stages of the transition in 1989 SBVN set the level and structure of interest rates
on both bank deposits and loans. As in all transition economies, there was a multitude of interest rates,
differentiated according to economic sectors. This resulted in banks setting different rates for different
customers for non-economic reasons and tended to aggravate the distortions already prevailing in Viet
Nain's financial system. As experience was gathered in operating a banking system with greater freedom
for banks to manage their assets and liabilities, the authorities were prompt in changing the framework
of interest rate policy with simplicity as the main guiding principle, although its interventionist tone
continued unabated. More importantly, the GOV and SBVN linked interest rates to the inflation index
to ensure that they remained positive in real terms. This helped nudge the banking system toward more
autonomous functioning.
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3.45 In 1990 SBVN and GOV made a significant change in the format of interest rate policy, and
introduced maximum lending rates in domestic and foreign currency, differentiated according to the
borrowing sectors (Table 3.7 and Annex 1, Table 7). Similarly, the deposit rate was differentiated by
type and holder of deposits, and, although not described as such, was defacto a maximum rate. Further
changes in interest rate policy, particularly in regard to lending rates, occurred in 1993 when SBVN
abandoned stipulating sector-specific rates and instead, differentiated them according to whether loans
were for fixed or working capital. In actual implementation, however, banks maintain all interest rates
at the level prescribed, as they operate under window guidance from SBVN. The exception to this
practice involves "purposes-linked mobilized funds," also described as deposit substitutes. In this case,
banks can offer rates higher than the prescribed deposit rates on funds so mobilized, which can then be
lent at rates higher than the prescribed maximum lending rates, so that profit margins are not impaired
(a spread of 0.3 % per month is allowed). Thus, the current interest rate policy prescribes maximum rates
on bank deposits and lending. Banks get around such spreads and maximum lending rates by charging
up-front fees, which are not regulated. The interest structure resulting from SBVN and GOV directives
is given in Annex 1, Table 7.

Table 3.7: Selected Interest Rates, 1989-94
(Percent per month; end of period)

1989 1990 1991 1992 1993 1994
Dec. Dec. Dec. Dec. Dec. Sept.

Demand Deposits - Households 5.0 2.4 2.1 1.0 0.7 0.7

Three-month Savings - Households 7.0 4.0 3.5 2.0 1.4 1.4
Economic Units

Lending Rates
Agriculture 3.7 2.4 3.3 2.5 - -
Industry and Transport 3.8 2.7 3.0 2.0 -

Conmnerce and Tourism 3.9 2.9 3.7 2.7 --

Fixed Capital -- 0.8 0.8 1.8 1.2 1.7
Working Capital - - -- 2.7 2.1 2.1

SBVN Rates
Transaction Balances -- 1.0 0.3 0.1 0.1
Refinancing Agriculture - -- -- 0.9 /a Lb
Refinancing Other Uses - - - 1.2 /a /b

' Refinancing rates were set at 85 % and 95 % of lending rates for agriculture and other sectors,
respectively.

h Refinancing rates increased to 100%.

Source: Annex 1, Table 7.



- 28 -

3.46 This interest rate policy has led to interest rates that have been positive in real terms since
1989, except during 1990-91. This was achieved by upward adjustment in nominal interest rates and a
decline in inflation. Currently, interest rates are positive in real terms (given official inflation estimnates),
and banks have been able to eliminate the previous negative spread between their deposit and lending
rates, enhancing their profitability.

3.47 While the thrust of interest rate policy is in right direction, it has several unfortunate
features. First, the number of maximum lending and deposit rates is too high. Second, there is no
convincing rationale for prescribing lower rates on deposits for economic entities than on those for
households. Third, the treatment of purpose-linked lending should be no different from that of normal
lending by banks, and both should be subject to similar rules. The rationale for mandating a maximnum
lending rate is to avoid adverse selection, whereby banks, in an attempt to cover the higher cost of
resources, seek out risky borrowers who are willing to pay high interest rates on loans. This can have
a negative impact on the bank's profitability and financial soundness, since risky borrowers are more
prone to default. Exempting the banks from the maximum lending rate for purpose-linked lending
negates the stated intent of protecting against such adverse selection. Fourth, although the interest rate
on fixed capital loans was raised in 1994, it remains lower than that on working capital. The present
inverted rate structure does not reflect maturity or credit risk premia, and discourages term lending by
the banking sector. All these aspects of interest rate policy create financial distortions and aggravate
financial market segmentation at a time when it is an urgent to unify the formal financial system and forge
links with the informal credit market.

3.48 At issue, then, is how the authorities should modify the present approach to interest rate
policy so that it strengthens the financial liberalization process. The first best choice is admittedly to fully
liberalize interest rates and allow banks to determine the level and structure of rates on their assets and
liabilities. However, complete deregulation of interest rates immediately in Viet Nam is not
recommended for several reasons. First, the financial position of banks is not sound, due both to their
small profit margins and large amounts of nonperforming assets. Under the circumstances, interest rate
liberalization may encourage banks to go in for risky borrowers, which would further jeopardize their
profitability and soundness, as borne out in the experience of several Latin American countries. Second,
deregulation of interest rates could result in excessive rate increases as euphoric expectations coupled with
the unsound liabilities structure of borrowing firms causes a sharp rise in distress borrowing. This, too,
has been corroborated by the experiences in Chile, Argentina, and Indonesia during their financial
liberalization process. Third, Viet Nam's macroeconomic stability is not yet robust enough to bear the
impact of a complete liberalization of interest rates. Worldwide experience during the 1980s shows that
an ill-timed interest rate liberalization can aggravate macroeconomic instability by fueling increases in
inflation and foreign debt and contributing to a decline in output.

3.49 In Viet Nam's situation, an appropriate alternative that would protect and preserve the
banking system in the short to medium term would aim at prescribing a single, minimum deposit rate and
a maximum undifferentiated lending rate. Under the current policy, banks tend to maintain profit margins
at the cost of depositors, which, inter alia, contributes to the relatively sluggish growth of bank deposits,
a high ratio of cash to money supply, and the large amount of dollars in circulation. A minimum on
deposit rates would afford banks some flexibility in attracting deposits, while a maximum lending rate
would provide some restraint on indiscriminate or risky lending practices. Deposit rates will tend to
move in the direction of rates on other financial assets, both in the formal and informal markets, thereby
arresting banking disintermediation. The maximum lending rate can be gradually increased to allow for
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a larger spread as banking supervision practices are strengthened and as better loan classification and
provisioning practices are instituted in banks.

SBVN Refinancing Facilities

3.50 SBVN provides two refinancing facilities. The first relates to short-termn lending to banks
in the event of any shortfall in payments clearing and settlement arrangements. This facility is available
to all banks. The second is a relatively longer-term facility and deals with refinancing of specific loan
contracts involving documents. SBVN uses this as an instrument to regulate the volume of credit
extended to banks in conformity with targets it sets for overall banking system credit. Initially, this
facility was confined to the SOCBs; it is now supposedly available to all commercial banks. In practice,
however, these facilities primarily benefit the SOCBs.

3.51 The first of these facilities, under which liquidity is provided to banks to tide over short-
term liquidity needs, is appropriate and similar to all modern central banks. The rates charged tend to
increase with the length of the period of refinancing,2' but are lower than the maximum lending rates
stipulated for banks. This provides little incentive to banks to manage their own short-term liquidity, and
may even encourage banks to use SBVN as a source of funds for onlending to the economic sectors.
Under the second facility, specific loans are refinanced for periods of 45 to 180 days. The refinancing
rates were, until end-1994, differentiated according to banks. For Agribank, the refinancing rate charged
was 85 % of the loan contracted by it, and for other commercial banks, the refinancing rate was 95 % of
their loan contract rates. In the event of failure of repayment on time of funds borrowed under this
facility, the rate charged was 150% of the original refinancing rate.

3.52 The refinancing mechanism needs to be improved to make it more effective as a monetary
policy instrument, and non-SOCBs must be given access on an equal footing with SOCBs. The
refinancing rate on the short-term facility is lower than the maximum lending rate prescribed for banks,
and permits them automnatic and cheap access to SBVN credit with all its inflationary potential. It is
therefore necessary to make the rate a penal one to deter banks from freely using that facility for
onlending. This would induce banks to galvanize their efforts to mobilize deposits for onlending and
impel them to observe greater discipline in managing their liquidity. It would also encourage the use of
interbank markets.

3.53 The long-term refinancing facility is more problematic, given its economic development role.
The authorities have to reconcile two objectives: moderating credit expansion by banks, fueled by
borrowings from SBVN, and encouraging development of certain economic sectors, such as agriculture.
This was thrown in sharp relief during the second half of 1993, when promotion of certain sectors
through refinancing from SBVN claimed priority over the need to curtail credit expansion. Towards the
end of 1994, the refinancing rate was increased to 100% and overall refinancing subject to quantitative
limits. By October 1994, a penalty rate on reserve deficiency was imposed to the extent of 200% of the
maximum lending rate. The authorities should continue their efforts to reduce the element of automaticity
in central bank refinancing to make SBVN genuinely a lender of last resort. Only then would SBVN
refinancing emerge as a more potent indirect instrument of monetary policy consistent with the avowed
goal of introducing open market operations, as discussed later in this section.

2' Refinancing by SBVN of credit under this facility is at an interest rate of 0.06% per day for credit for one to five days;
0.09% per day for six to ten days and 0.12% per day for more than ten days.
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Minimum Reserve Requirements

3.54 Minimum reserve requirements figure as a potentially effective monetary policy instrument
in Viet Nam, although it is not so used. Under the SBVN statute, banks are required to maintain between
10% and 35% of their total deposits, including foreign deposits, as minimum reserves. The prescribed
reserve requirements through March 1994, in the form of deposits with SBVN, were 10% of total
deposits. The deposit base for each month is calculated as an average of deposits outstanding at the
beginning and the end of the previous month. The procedure was cumbersome and, as a result of
reporting delays, banks could not calculate with any degree of precision their required reserves at the time
reserves were due. As a result, SBVN estimated them for each bank. However, the effective reserve
requirements for all banks averaged 9.4% as of September 1994; this ratio was lower in the preceding
three years (Figure 3.5). There are variations in the reserve requirement ratio as maintained by
individual banks (Annex 1, Table 8). Also, the penalty on shortfalls appears to be rarely enforced. In
sum, the reserve requirements policy as applied in Viet Nam generally attenuates its monetary policy
significance.

Figure 3.5: Compliance with Reserve Requirements, 1991-94
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3.55 However, there are other ratios (non-statutory) imposed by SBVN on larger cash holdings
of banks that vary depending upon the liquidity situation in the financial system. If SBVN feels there is
excess liquidity, it stipulates a ceiling on cash holdings by banks and asks them to hold any excess with
it in a separate transactions account that earns interest at 0. 1 % per month. This is substantially below
the maximum bank lending rate, and less than most deposit rates. Figure 3.5 and Annex 1, Table 8 show
that these reserves averaged 12 % of bank deposits, which is higher than the observed reserve
requirements ratio. In other words, this ratio has been used more as a monetary policy instrument than
reserve requirements.
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3.56 A major policy change in March 1994 altered the character of reserve requirements
considerably. First, in place of one ratio applied to total deposits, two separate ratios are now prescribed
for demand and time deposits, including foreign currency deposits. The prescribed ratio for demand
deposits is 13%, and for time and savings deposits, 7% (which was raised later in 1994 to 8%). As
regards the latter, time and saving deposits, and deposit substitutes of maturity of over one year, are
exempted from reserve requirements. Second, the components of reserve requirements were changed.
In contrast to the earlier policy of keeping reserves only in deposit balances with SBVN, banks can now
hold not less than 55% of the total reserves in form of deposits with SBVN, not more than 15% in
Treasury Bills issued by the GOV and not more than 30% in cash in vaults both in dong and foreign
currencies. Third, the coverage of financial institutions holding reserve requirements is extended to
include financial companies. Fourth, the holding period for reserves is modified. Depending upon the
availability of reported information, banks can calculate the deposit base as a daily average outstanding
of deposits during the month or the average outstanding deposits as on 5th, 10th, 15th, 20th, 25th and
the last day of the month, giving more latitude to banks to choose the deposit base.

3.57 Two aspects of the revised reserves policy will have an adverse impact on the financial
system. First, a separate reserve requirement for demand and time deposits will leave scope for banks
to evade its impact. Since demand deposits attract higher reserve requirements, banks can collude with
customers to camouflage demand deposits as time or saving deposits. Because of this, several countries
that use reserve requirements as a monetary policy instrument have abandoned separate reserve
requirement ratios and unified them. Besides, given Viet Nam's situation, where procedures in respect
of banking transactions are not well understood or well defined, and where staff expertise is limited,
observance of the new policy is likely to cause problems, and monitoring and enforcement of the policy
by SBVN are likely to be troublesome. From this point of view, the new system is a regressive step.

3.58 Secondly, inclusion of Treasury Bills in reserve requirements will weaken its monetary
policy impact, as holdings of such bills only change the composition and not the volume of credit.
Vietnamese authorities point to the example of neighboring countries, such as Thailand, that include
government paper in their statutory liquidity ratio. However, there are two ratios generally resorted to
when such a practice is followed. One is the cash ratio, which is analogous to what Viet Nam is
maintaining, and the other is the liquid assets ratio, which is more in the nature of a safety valve and is
not used as a monetary policy instrument.

3.59 SBVN and the GOV should revert to the earlier policy of a unified reserve requirement ratio
applicable to the total deposits and exclude T-bills from reserve requirements. Inclusion of vault cash is
welcome, however, and would minimize the cost of reserve requirements to banks.

3.60 Questions are often raised about the cost involved in holding required reserves. It is argued
that reserve requirements impose a tax on financial intermediation. However, the issue is one of the level
required, rather than the stipulation of reserve requirements as such. Every central bank incurs certain
expenses for supervision and provision of clearing and payment arrangements. If SBVN keeps reserve
requirements at a level that compensates these services, they should not be considered as a tax on banks.
Going by experience in neighboring countries, reserve requirements of about 7-8 % can be considered a
break-even level. However, SBVN has been employing excess cash reserves held in the transaction
account as a monetary policy instrument, and that ratio is indeed very high - in fact, higher than the
effective reserve requirements ratio. These two ratios together clearly impose a heavy burden on
financial intermediaries, even allowing for the fact that some interest is paid on the excess cash reserves.
With the banks allowed to hold T-bills in their portfolio, a separate excess cash ratio may not be required.
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SBVN should combine the two ratios into one, fix its level, and vary it more often than in the past to
control domestic liquidity arising from inflows of foreign funds or government fiscal operations.

Transition to Indirect Monetary Control-Open Market Operations

3.61 As financial reform progresses, competitive forces are let in to determine the cost and
quantity of credit made available to the economy. With direct controls, the cost and quantity of credit
are determined through administrative intervention. With indirect monetary control, market forces
differentiate interest rates to reflect both the riskiness of borrowers and the maturities of instruments.
Bank credit thus flows to those economic sectors that can afford to pay the market-related cost of credit
and earn the highest expected rates of return. Financial intermediation costs are minimized within the
range set by the maximum return to depositors and the bearable cost to the users of credit. Indirect
monetary control also leads to the development of new money market instruments priced to reflect the
preference of investors and borrowers, and promotes a secondary market for them. Annex 2 contains
a description of monetary control procedures in Brazil, Indonesia, Malaysia and Mexico.

3.62 At present, there are no money market instruments that can be used for indirect monetary
policy procedures in Viet Nam. Governments normally issue short-term T-bills or medium- and long-
term bonds that are often employed in conducting indirect monetary policy because of the low risk
involved in holding them. At present, the GOV issues T-bills of maturities of three months, six months
and one year in odd lots bearing interest rates higher than those paid by banks on deposits of comparable
maturity. The GOV also issues limited amounts of other bonds of one, two and three year maturities.
Commercial banks were not allowed until recently to purchase T-bills, and holdings by non-residents
continue to be disallowed. There is also no redemption of bills or bonds by the GOV before maturity.
In general, the interest rate on T-bills is higher than that on government bonds of longer maturity. Since
1992 GOV has also floated gold-indexed bonds, whose price fluctuates according to the price of gold;
the interest on these bonds is lower than on other government bonds of comparable maturity, as holders
are compensated for changes in real value. Over and above this, foreign currency bonds bearing an
interest rate of 4.2% per annum were issued on a pilot basis in December 1993. The tradeability of
government securities is generally limited because of the lack of market-based standard securities in
sufficient volume. The total amount of outstanding government debt, including gold-indexed bonds, was
estimated at about D5.9 trillion in 1994.

3.63 The GOV is contemplating introducing an auction system to issue T-bills, which would make
returns on T-bills reflect market conditions. Pilot auctions were launched in December 1994. This
decision is welcome and would help evolve open market operations in due course. While the primary
responsibility in formulating policy relating to government funding should reside with the MOF, it should
also be recognized that the fiscal deficit and its financing have important implications for monetary policy
formulation and its effectiveness. First, the amount raised and the timing of T-bill issues bear on liquidity
in the economy. Second, interest rates on T-bills tend to become the indicators of market interest rates,
determining the cost and availability of credit economy-wide. For a market for T-bills to develop, it is
necessary to have a robust secondary market, which can evolve only if the central bank actively
participates in the market. Third, SBVN is a fiscal agent of the GOV and should, as in many countries,
be actively involved in conducting the auction of T-bills. Fourth, T-bills or any other paper used by
government to raise funds becomes the instrument for open market operations. It is therefore imperative
that the MOF and SBVN maintain close cooperation to coordinate GOV's debt management policy with
SBVN's monetary management. The most appropriate forum to ensure such close relationship is the
Fiscal and Monetary Policy Committee which includes the First Deputy Prime Minister, the Minister of
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Finance, and the Governor of SBVN. The MOF should, through this committee, focus on matters
relating to its sphere of economic policy, such as the volume of T-bills, cost of funding to the budget,
type and maturity of instruments to be issued. SBVN can advise on the timing of the issue in the context
of the domestic liquidity situation and its monetary consequences.

3.64 If T-bills and other government paper are to develop as indirect SBVN monetary policy
instruments, certain conditions have to be met:

* The market should, in the course of time, have depth and breadth, which can only come
about if the auction is market-based. It is possible that in the initial phases, the interest
rates on T-bills may shoot up under auction, either because of a lack of knowledge on the
part of market participants about how the auction system works or because of the size of
the fiscal deficit. However, the price of T-bills will stabilize as experience in operating T-
bill auctions develops. The authorities should make every effort to develop a broad based
market including sales to financial institutions, enterprises, and households. This will
reduce T-bill price volatility.

* Investors should have a wide choice in the maturity of T-bills. It may be necessary to start
with short-term T-bills of one month, six month and one year maturity, and gradually
extend the maturities offered to longer periods so that a market-determined term structure
of interest rates can emerge.

* SBVN has to be a participant both in the primary and secondary markets, as open market
operations are carried out in both markets - in the former through new issues and
redemption, and in the latter through purchases and sales of pre-existing securities.
Transactions in the primary market become a necessity in developing and liberalizing
countries such as Viet Nam because shallow securities markets are not conducive initially
to an emergence of secondary markets. However, operations in primary markets, though
more rigid, have the same monetary policy effects.

- A secondary market that ensures T-bill liquidity takes time to evolve. Until then, SBVN
has to impart liquidity to governrment bonds. For that reason, SBVN should establish a
window through which it can either rediscount the securities held by banks or buy them
outright. It can also enter into agreements with banks under which it purchases securities
with a view to reselling them at an agreed future date (repos). Such a policy would help
ensure liquidity of securities and encourage rapid development of a secondary market over
timne. SBVN should operate the discount window in such a manner as to indirectly
influence monetary conditions in a desired direction. If there is a plethora of liquidity,
SBVN can close the discount window altogether, or enforce reverse repurchases by banks
under previously negotiated agreements. In that event, the banks would be compelled to
raise their bids for funds in the interbank market or sell their securities to other banks or
non-bank investors, exerting upward pressure on interest rates. The same effect could also
be achieved by raising the rediscount rate on purchases of securities from banks. In the
opposite situation of a liquidity shortage, the whole transaction can be reversed.

* There is a need for SBVN to synchronize its existing rediscount policy with its transactions
in government securities to maintain consistency between both policies. For instance, if the
objective is to reduce liquidity, SBVN should maintain access to and cost of refinancing
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facilities in such a way as to discourage banks from cheap and easy access to central bank
credit on the basis of their newly purchased securities. In this way, bank holding of
securities will not be different from reserve money. This caution is warranted because
SBVN is currently very liberal and almost automatic in its refinancing policy. Similarly,
SBVN should take every step to prevent monetization of the fiscal deficit through
governrment borrowing from SBVN.

3.65 With these measures, the GOV and SBVN will be able to develop indirect monetary policy
instruments to regulate the cost and availability of domestic liquidity more effectively, while contributing
to the vigorous and healthy financial sector development. As open market operations come into play,
SBVN should scale down the high minimum reserve requirements and excess cash ratio, which taxes
financial intermediation. Similarly, credit ceilings to curtail domestic liquidity can be eliminated, as these
are inferior to open market operations as an instrument of monetary policy. Pending the development
of indirect monetary control measures, the existing instrunents should evolve along the lines discussed
above. Their use can be modulated depending on the macroeconomic environment. There are trade-offs
between macroeconomic stability and financial deepening, as discussed in paragraph 3.41. These trade-
offs apply to the operation of the instruments of monetary control as well. For example, a high reserve
requirements ratio would be a disincentive to intermediation; a low interest rate level would affect deposit
mobilization, while a high interest rate level may lead to problems of adverse selection. The guiding
principle is to maintain macroeconomic stability, which, for the foreseeable future, implies a
contractionary monetary policy stance (para. 3.42).

3.66 Central Bank Bills. SBVN has been contemplating issuing SBVN bills as an instrument
to be employed in conducting open market operations. The risks involved in such an undertaking cannot
be overemphasized. Countries that have used this practice do so when government securities are not
forthcoming because of a surplus in the government account, which makes the issue of bills unnecessary.
However, in the case of Viet Nam, the GOV is running a fiscal deficit, and it is not clear why the GOV
should wish to refrain from issuing its own debt or using these debt instruments for open market
operations. By issuing its own bills, SBVN would incur interest costs which, if not compensated for by
an asset of equal or greater yield, would further strain SBVN profitability. The resulting deficit would
be no different from the GOV's usual fiscal deficit, only less transparent. The experience of countries
such as the Philippines, Ghana, and Jamnaica has shown that such a situation has an adverse impact on
the financial health of the central bank. The governments in these countries financed their fiscal deficits
through the central bank; as a result, the losses of the central bank, which are quasi-fiscal deficits,
assumed large proportions with all the attendant inflationary consequences. In addition, the subsequent
weakening of the financial position of the central bank deprives it of its capacity to conduct monetary
policy, either directly or indirectly. Ultimately, governments have to recapitalize their central banks
through infusion of budgetary resources. It is far more desirable to maintain transparency in the GOV's
fiscal deficit, and allow SBVN to use GOV securities to conduct open market operations. The use of
central bank bills, if necessary, should be on a very selective basis.
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F. Summary of Recommendations

3.67 The foregoing discussion of Viet Nam's financial sector and monetary policy instruments
indicates that while the financial sector has begun to develop along the lines expected in a market-oriented
economy, there are many gaps in the system that need to be filled. SBVN has now taken on many
functions of a modem central bank: it has been instrumental in setting up interbank markets in domestic
currency and foreign exchange; it has begun to move towards evolving indirect monetary policy
instruments, and started the process of refining existing monetary policy instruments, such as the
refinancing policy, reserve requirements, and the framework of regulated interest rates. However, its
financial condition is quite fragile and needs to be strengthened to enable it to shoulder new
responsibilities of monetary policy management. The financial condition of SOCBs is also very weak and
SOCBs need to be restructured so that they can more effectively service the real sector, especially the
emerging private sector. The payment system needs improvement and taxation of the banking system
adversely affects its growth, diversification and its saving mobilizing capacity.

3.68 Given the importance of a well-functioning financial system, it is recommended that the
GOV and SBVN take the following steps to strengthen Viet Nam's financial system:

* SBVN should be given greater autonomy in the conduct of its operations. This requires a
central bank act that safeguards its institutional independence, as well as a genuine
commitment on the part of the political authority. As a first step in this process, the
financial position of SBVN should be scrutinized carefully and its mode of operation and
accounting practices placed on par with those adopted in other market-oriented economies.
SBVN's organizational structure should be rationalized and the role of its provincial branch
network redefined. For this and other institutional strengthening that is required (training,
skills upgrading), technical assistance should be sought.

3 Reputable independent international auditors should carry out a comprehensive audit of the
four SOCBs to determine the level of their nonperforming assets, evaluate the capital
adequacy norms they currently observe, and suggest ways to modernize their operations.
Following this, the GOV should consider restructuring the banking system to enable it to
effectively service the credit requirements of the real sector. There are several prerequisites
to a recapitalization exercise, however. SOEs need to be restructured and privatized; SOCB
managers need to be made fully accountable for results; and better prudential regulations
and supervisory capacity need to be built up. The GOV can adopt any of the financial
engineering techniques employed in many liberalizing countries in Asia and Latin America.
If the GOV wishes to maintain ownership of the SOCBs, the preferred option is for the
GOV (as opposed to SBVN) to capitalize banks and write off non-performing assets by
issuing its own bonds. This option would place a heavy fiscal burden on the GOV.
Another option would be to seek private capital for the recapitalization exercise.

* The GOV should remove the turnover tax on banks, unify the profit tax across banks, and
modify the profit tax so that allocations for essential provisions for bad debts and other
purposes are facilitated.

* While the changes in interest rate policy made over the years are in the right direction,
SBVN and the GOV should reformulate the interest rate policy framework to institute a
minimum deposit rate in place of the present maximum one, while maintaining the policy
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of a maximum rate on lending. In any event, the interest rate on loans for investment
should not be lower than that for working capital. Furthermore, the minimum deposit rate
should not be differentiated by saving sector. This will permit banks to mobilize savings
more effectively. At the same time, the authorities should reconsider their current policy
of treating deposit substitutes and the corresponding loans differently from other bank
deposits and loans. These should be subject to the same deposit and lending rate policy
applicable to other bank activities to avoid financial distortions, market segmentation and
potential adverse selection. The full elimination of control on interest rates should be
considered when the financial condition of SOCBs, other banks, and SOEs have improved.

* The SBVN refinancing facility should be extended to all banks, without preferential
treatment to SOCBs. At the same time, the refinancing rate should be a penal one to deter
banks from freely using that facility for onlending. The authorities should also reduce the
element of automaticity in central bank refinancing and divest it of its developmental
connotation to make SBVN genuinely a lender of last resort.

* SBVN and the GOV should consider reverting to the earlier policy of a unified reserve
requirements ratio applicable to total deposits. They should also abandon the use of the
excess cash ratio as a monetary policy instrument to control liquidity. Instead, both ratios
should be combined and used as a monetary policy instrument when necessary. With this
ationalization of the reserve requirements policy, and the resulting reduction in the effective

ratio, T-bills should not be included in reserve requirements as a means to compensate
banks for excess reserves.

* To develop open market operations as an effective indirect tool of monetary management,
certain conditions have to be met: the auction of T-bills or other government paper should
be market determined; investors should be given a wide choice of maturities; SBVN should
participate in both primary and secondary markets - in the former through new issues and
redemption, and in the latter through purchases and sales of pre-existing securities; SBVN
should stand ready at the initial stages to ensure liquidity of securities through buying or
rediscounting securities through a special window; SBVN should also synchronize its
rediscount policy with its transactions in government securities to maintain consistency
between both policies. Fulfillment of these conditions will ensure more effective
development of indirect monetary policy instruments to regulate the cost and availability of
domestic liquidity, which in turn will contribute to rigorous and healthy financial sector
development.

* SBVN should use T-bills and other GOV securities for conducting open market operations.
The use of central bank bills, if necessary, should be on a very selective basis.



- 37 -

IV. BANK SUPERVISION AND PRUDENTIAL REGULATION

A. Introduction

4.1 Bank supervision has existed in some form since the creation of SBVN in 1951. Its
origins are rooted in the former monobank system under which the Office of State Inspection audited the
activities of SBVN. Due to the complexities of banking, the State General Inspector (SGI) deemed it
necessary to create a group of inspectors dedicated to auditing banking activity, which evolved into
SBVN's banking supervision department. However, even now, bank supervision is still considered a unit
of the Office of State Inspection and bank supervision bureaus in local areas report to the People's
Conunittees network of State Inspection as well as SBVN. Thus, in some respects, bank supervision
reports to two heads: the SGI (as regards the internal audit of SBVN and other matters under the direction
of the SGI) and the Governor of SBVN (as regards the supervision of commercial banks and other
financial institutions).

4.2 The creation of a two-tier banking system in 1989 and the continuing transition to a
market economy imposed new challenges that require changes in the objectives, structure, and
implementation of the prudential supervisory framework. Foremost among these is the need to shift the
focus of supervisory work to ensuring the financial system's health and stability. A large bank failure,
or widespread distress among several smaller banks, could create a loss of confidence in the system,
sudden contraction of the money supply, failure of the payments system, and banking panics as depositors
seek to withdraw funds from the system. For Viet Nam, these risks will become more significant as the
financial system develops and becomes more highly integrated and interdependent. Furthermore, when
non-performing assets represent a large proportion of a bank's assets, financial intermediation can be
distorted. New monies mobilized from deposits and other sources are used to carry problem borrowers,
crowding out credit to productive users of credit who could help the economy grow. To contain these
risks, a strong and effective supervisory capacity is required. This chapter discusses the strengths and
weaknesses of the existing supervisory framework and the implications for SBVN.

B. Public Policy Objectives

4.3 An effective prudential bank supervision program starts with clear public policy
objectives. These objectives are later codified in the laws and regulations governing banking activity.
Government policy-makers determine how bank supervision should relate to the banks being supervised.
For instance, in some market economies, bank supervisors see their role as one or more of the following:
(i) ensuring the stability of the banking system; (ii) promoting competition and preventing undue
concentrations of economic power; (iii) promoting high levels of operating efficiency and innovation; (iv)
ensuring that banks meet the public's needs for conveniently available services; (v) promoting an equitable
distribution of costs and benefits among management, owners, creditors, and customers of banks; and
(vi) ensuring that the bank contributes to the beneficial economic development of its trade area. In other
countries, stated public policy is to prevent bank failures (as opposed to ensuring systemic stability) and
protect depositors. The nature of the relationship with the supervised banks should be clearly defined
by policy-makers, as it will guide bank supervision's decisions on many issues, such as policies regarding
entry into and exit from the system.
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4.4 There are often subtle differences embodied in the public policy objectives framed by
policy-makers. For example, supervisors in the United States, which permits relatively free entry into
the banking system, believe that a few bank failures are healthy as long as they do not represent a threat
to banking system stability. Relatively free entry stimulates competition, innovation, and more efficient
financial intermediation. Failures introduce an important element of discipline by forcing poor managers
and unsound banks out before their practices begin to destabilize the entire financial system. This means
that appropriate exit mechanisms must be in place. In the United States the mechanism is the Federal
Deposit Insurance Corporation. This public policy objective stands in marked contrast to one in which
a stated objective is preventing bank failures; this objective calls for tougher entry requirements so that
fewer, but stronger, banks are allowed in the system. The trade-off is often less competition, innovation,
and efficiency. For a country such as Viet Nam these subtle differences are important. Therefore,
careful consideration should be given at the policy-making level to formulating an appropriate set of
public policy objectives for banking supervision.

4.5 Currently, public policy objectives in Viet Nam, as codified in the introduction to the
Decree-Law on Banks, Credit Cooperatives, and Finance Companies, suggest that the role of bank
supervision is to ensure that credit institutions promote a multi-element economy, implement the monetary
policies of the state, and protect the legal interests of institutions and individuals. These objectives should
be further expanded to affirmatively address issues of banking health and stability, competition,
innovation, efficiency, convenience, and fairness to provide bank supervisors clear guidance on these
matters.

C. Organization of Bank Supervision

4.6 At the headquarters level, there is dispersion, and some duplication, of supervisory
functions between different departments. The Financial Institutions Department is in charge of licensing,
formulating prudential regulations, and some analysis of prudential returns, while the Bank Supervision
Department performs bank supervision, including inspection and off-site surveillance. These departments
report to different deputy governors. Communications between departments tend to be formal and
hierarchial, such that it occurs only at, or with the authorization, of the highest decision-making levels
and not at the working level. This detracts from timely and effective communications between
departments. As the financial system develops, it will become more and more critical for effective
communications and timely decision-making to bring all supervisory activities within the purview of a
single deputy governor.

Supervision

4.7 The Bank Supervision Department is organized in eight divisions (see Box 4.1 below).
Responsibilities for on-site inspection are divided among four divisions by type of institution. One of
these divisions formulates supervisory policies for the SBVN system. In addition, separate divisions are
responsible for functional activities such as consumer affairs, off-site surveillance, and administration.
Because of Ho Chi Minh City's prominence as a financial center, a regional office there is accorded the
status of a division. Each division is headed by a chief of division. They report to four deputy directors
and the director in charge of the department.

4.8 Because of its historic role as monobank for the whole of Viet Nam, SBVN still maintains
offices in 53 provincial cities. Bank supervision staff is assigned to each of the offices -approximately



- 39 -

30 supervisors are assigned to Ho Chi Minh City, 20 to Hanoi, 15 to Haiphong, and from 7 to 13 at each
of the remaining offices. Fifty-eight staff are assigned to the Bank Supervision Department at the Hanoi
headquarters. This dispersion of staff's implications for the inspection process are discussed below.

Box 4.1: Divisions Within the Bank Supervision Department

SupervisiDn of Supervision of Supervision of Supervision of Consumer Olf-site Admnistration Ho Chi Minh
the State State-Owned Share-holding Foreign Bank Affairs Survefllance City Regional
Bank Commercial Banks Branches Office
Inspection Banks
System

Formulates Supervises the Supervises Supervises Investigates Monitors and Administers the Supervises
supervisory tour stare- share-holding foreign bank consumer analyzes internal affairs banking
policies for the owned banks, most branches and complaints. banks and (personnel, activities in
State Bank commercial of which are joint venture systemic risks training. etc.) of the Ho Chi
inspection banks and one located in Ho banks. through off- the bank Minh City
system. gold company Chi Minh City. site supervision region.

surveillance department.

Source. Bank Supervision Department. SBVN.

4.9 Staffing. The Banking Supervision Department employs approximately 500 staff nationwide,
some 9% of the SBVN's total workforce. Because of the importance given bank supervision, the
department has been able to recruit a high proportion of college graduates; an estimated 80% of the staff
are graduates with degrees primarily in banking, economics, and law. This compares to a percentage of
only 20% college graduates for SBVN overall. Of the 500 bank supervision staff, approximately 60
perform clerical or support activities. Another 170 professional staff have less than five years experience
in banking supervision. The balance, a majority of approximately 270 professionals, are first- or second-
level supervisors with more than five years banking supervision experience.

4.10 Training and Career Development. Bank supervision is considered a career path. This is
appropriate given the training, skills, judgment, and experience required to carry out the bank supervision
function effectively. However, in principle, staff can move to other departments of SBVN after
promotion. Within bank supervision, the Department offers both technical and managerial career tracks.
After an apprenticeship of several years, the first significant promotion is to First-Level Supervisor. This
normally occurs after the candidate has rotated through other divisions and worked at least six years in
bank supervision. The next significant promotion is to Second-Level Supervisor. This normally requires
at least 12 years of responsible work experience. The top technical position is Third-Level Supervisor.
This position normally is reserved for the very best supervisors with not less than 18 years of work
experience. At present, there are no supervisors at the third level. There are several grades within each
level. The managerial track is independent of the technical track, and a first-level supervisor may be the
manager of a more senior supervisor.

4.11 SBVN provides all employees general training programs in technical and managerial
competencies. Specific training for new employees in bank supervision is primarily on-the-job. Trainees
are initially provided the regulations for study, then assigned to a division chief who designs specific
work programs for them. The trainee is expected to report back to the division chief on his/her work
program and studies within six months. More formal training for bank supervision staff is available
through the general offerings provided by the SBVN and seminars on specific banking topics. The
formner include college and university programs, including the State Bank's own banking college, while
the latter cover subjects such as legal issues, banking operations, foreign languages, and computers.
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Training centers are located in Hanoi, Ho Chi Minh City, and four smaller provincial cities. There is
a recognized need to develop and institutionalize more formal training specific to the needs of bank
supervision.

4.12 Compensation. Salaries and benefits for bank supervisors are comparable with the
compensation provided similarly qualified government employees in Viet Nam, but lag private sector
salaries. Thus far, turnover in bank supervision has been minimal, although SBVN has lost some
employees from other departments to the private sector. To a large extent, turnover has been preempted
by using employment contracts (typically two or six years in duration) and, in some cases, perquisites
such as housing, to retain the most qualified and experienced staff. However, over the long run, it will
be necessary to provide more favorable compensation to SBVN staff in general to compete with the
private sector, particularly as the demand for well-qualified professionals increases with foreign direct
investment and the emergence of new private companies and banks.

Licensing Activities

4.13 Licensing activities are performed by the Financial Institutions Department. The application
process for a banking license is outlined in a variety of applicable decrees, regulations, and circulars.!'
The application process is in two stages for both foreign and domestic banks.

4.14 Application for Approval in Principle. This preliminary approval provides a basis for
permitting the organizers to proceed in finalizing arrangements to establish a branch or joint venture.
A foreign bank wishing to establish a branch or participate in a joint venture must first file the application
for approval in principle with SBVN, together with a complete set of supporting documents. These
documents include copies of the banking license and charter of the foreign bank; regulatory approval and
certification by the appropriate foreign regulator attesting to the foreign bank's paid-up capital and the
results of its operations; the foreign bank's balance sheet and profit and loss statements for the preceding
three years; the proposed operating and business plans in Viet Nam including details of the first three
years of operation and the proposed scope of activities; a brief history of the foreign bank; and a
summary of previous relationships the foreign bank has had with Vietnamese banks and companies. In
the case of a joint venture, the draft contract between the joint venture parties must also be submitted.
A domestic bank files the application with the relevant provincial SBVN branch, which analyzes it and
submits the file with a recommendation to the head office. However, credit cooperatives can be licensed
at the provincial level.

4.15 SBVN is required by regulation to render a decision within three months from the date the
application for approval in principle and supporting documents are received. If approval is denied, the
reasons for disapproval must be given to the applicants.

These include the following: 1) Decree Law on Banks, Credit Cooperatives, and Finance Companies; 2) Decree of the
Council of Ministers on Promulgation of the Regulation on Foreign Bank Branches and Joint Venture Banks Operating
in Viet Nam No: 189/HDBT dated June 15, 1991; 3) Regulations on Foreign Bank Branches and Joint Venture Banks
Operating in Viet Nam; 4) Circular No: 178/NH-TT dated October 5, 1991 of the State Bank of Viet Nam Guiding the
Implementation of the Regulation on Foreign Bank Branches and Joint Venture Banks Operating in Viet Nam; 5) Circular
No: 06T-LN of the State Bank of Viet Nam and State Economic Arbitration Guiding the Business Registration; 6)
Circular No: 223/QD-NH5 of the State Bank of Viet Nam Specifying Minimum Capital Requirements for Joint-Stock
Banks and Finance Companies; 7) Circular No: 07/QD-NH5 of the State Bank of Viet Nam on the Opening and Closing
of Domestic Branches and Representative Offices of Joint Stock Commercial Banks.
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4.16 Application for a Banking License. The approval in principle is valid for twelve months,
during which the applicants must apply for a banking license and submit additional documents. The
documents submitted with the application for a banking license by a foreign bank include the authorized,
signed application; a list of expatriates and the number of local staff who will work in the institution; and
curricula vitae of the proposed manager of the foreign branch or board members and managers of the
joint venture bank. In the case of a joint venture bank, the agreed joint venture contract must also be
submitted. This contract should clearly outline the capital contributions of all parties, profit and loss-
sharing arrangements, and other rights and responsibilities. The application of a domestic applicant must
include information indicating the forn of license, i.e., bank, credit cooperative, or finance company,
desired; financial statements reflecting the applicant's economic and financial position and operating
results; the bank's charter, and curricula vitae on proposed directors and managers. During any stage
of the application process, SBVN may require other documents and information it considers necessary.

Box 4.2: Minimum Initial Capital Requirements

Type and Location of nstitution Anount Duration of Ucena

Joint Stock Banks In Urban Areas:

Ho Chi Minh City 070 Billion

Hanoi D00 Biflion

Other Cities and Provinces D20 Blillon

Joint Stock Banks in Rural Aras:

Bank With Branches D3 Billion

Bank Without Branchs DI Billion

Joint Stock Finance Company D0O Billion

Foreign Bank Branch *$1 Million 20 Yars

Joint Venture Bank $10 MillIon 20 Yeas

Source: Decree No. 189/HDBT dated June 1t 1991 and Irnplernwting Regulation and
CircuLar No. 223100-NH5 dated November 27. 1993.

4.17 As part of the application process, the applicants must stipulate to provide sufficient capital.
Effective January 1, 1994, minimum capital requirements for newly established joint stock banks were
increased in accordance with Box 4.2 above. Existing banks which do not meet the requirements have
three years to bring capital to a conforming level. As noted in Box 4.2, minimumn initial capital varies
by the location, form, and scope of activities of the proposed institution.

4.18 Upon receipt of the application and supporting information, SBVN begins a comprehensive
review of the application. The financial position of domestic applicants and proposed shareholders is
checked through the credit institutions under the supervision of a SBVN manager. SBVN reviews the
curricula vitae and background information for each proposed shareholder, manager, and director to
assess qualifications and character, and contacts the appropriate authorities to determine if an individual
has been convicted of a crime. It reviews financial projections and visits to the proposed business site
to deternine its suitability and whether sufficient potential business exists within the trade area.

4.19 Within three months after receipt of the application for a banking license, SBVN is required
to either grant or deny the application. If the banking license is granted, the applicants must pay a fee
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equal to 0.2% of the statutory or appropriated capital. Required initial capital must be fully paid in
within six months after the banking license is issued, but prior to commencement of operations. License
approval must be published in Vietnamese newspapers for five successive days, and in the Official
Gazette. Prior to opening, a pre-opening examination is conducted to ensure that suitable preparations
have been made to commence operations.

4.20 Licensing Decisions. Table 4.1 below indicates the disposition of applications for licenses
since 1990. The outcome of licensing decisions, i.e., the absence of even a single denial, suggests that
SBVN has followed a policy of relatively free entry into the banking system, or that assessment of
applicant financial projections and future prospects has not been performed with much rigor. Also,
SBVN has been reluctant to deny licenses, rather delaying tactics are employed in cases where there are
serious reservations about the candidate bank. Typically, new banks and other credit institutions are
prone to difficulties during the first year of operation. They are operating in new markets, developing
a new client base, training new staff, implementing new policies and systems, etc. Overhead costs
usually far exceed revenues, as a portfolio of sound, higher-yielding earning assets takes time to build.
The pressures are to generate loan growth quickly, often at the expense of quality. Further, in some
instances, shareholders may have invested capital from the proceeds of loan indebtedness incurred for that
purpose. Therefore, there may be an unwarranted pressure on the bank to generate profits and pay
dividends so that shareholders can service their debts. The implications of a relatively free policy of
entry are that banking failures are more likely to occur; this requires a formalized approach to dealing
with banking insolvency and protecting depositors. Recently, because many foreign bank branches are
incurring operating losses, SBVN has decided to hold licensing decisions for foreign bank branches in
abeyance until the matter is studied more carefully, although it is encouraging rural credit cooperatives.

4.21 Problems such as those mentioned above can be reduced by: (i) challenging financial
projections and underlying assumptions with greater aggressiveness; (ii) prohibiting the payments of
dividends during the first three years of a bank's existence; (iii) pursuing a tighter entry policy, given the
still developing capacity for prudential bank supervision, internal and external audit, and banking skills,
and (iv) ensuring that proposed managers truly have sufficient managerial and technical skills and
demonstrated experience at the manager level.
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Table 4.1: Disposition of Licensing Applications Since 1990

For Applications Filed During For Applications Filed During
Type of Institution the Period 1990 to 1993 the First Quaner of 1994

Received Appraved Denied Pending Receivwd Approved Denied Paring

Joint Stock
Banks: Citv 27 26 0 1 2 0 0 2

Joint Stock
Benks: Rural t6 16 0 0 1 0 0 1

Foreign Bank
Branches 26 B O is 0 0 0 0

Joint Venture
Banks 4 3 0 10 0 0 0

Finance
Companies 2 2 0 0 0 0 0 0

Urban Credit
Cooperatives 0 0 0 0 0 0 0 °

Rural Credit
Cooperatives 0 0 D 0 173 83 0 9O

Bank-Owned or
Managed Credit
Coops 73 73 0 0 0 0 0 0

Leasing
Companies 0 D 0 0 0 0 0 0

Insurance
Companies 0 0 0 0 0 0 0 0

Source: Financial Institutions Department, SBVN.

On-site Examination

4.22 On-site examination has been the cornerstone of the supervisory process in Viet Nam. This
is entirely appropriate since it is only through on-site examination that the supervisor can reasonably
verify data, evaluate asset quality, appraise management, assess funds management practices, and
determine compliance with internal policies, procedures, and controls. Annex 3 presents a detailed
description of this process.

4.23 On-site examinations are performed on scheduled and ad-hoc bases. The examination process
begins with examination planning at a systemic level and at the level of individual banks. Systemically,
SBVN has established a three-year examination cycle of visiting a third of the banking offices each year.
For the on-site examination of an individual bank or banking office, a decision by the State Bank's Chief
Inspector or the provincial/municipal Chief Branch Inspector defines the basis, target, purpose,
requirements, mission, content, and time limit for the inspection. Inspectors who carry out the
examinations are responsible to the issuer of the decision. Traditionally, the on-site examination has
focused at the level of the institution where business is transacted. Thus, the examination process has
been one that is largely bottom-up at the branch or sub-branch level, and the focus is on verifying the
accuracy of financial statements. Typically, all banking activities are reviewed. However, the recent
trend is to make greater use of targeted examinations. In this regard, inputs from the off-site surveillance
system are now being used to define prospective examination activities in individual banks.
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4.24 The examination report includes a general assessment of the banking office's strengths,
weaknesses, and active efforts to implement the policies of the state; a determination of the principal
problems; recommended corrective action and, where appropriate, suitable sanctions; and decisions on
handling violations of law. Individuals and banking units that have been examined are obligated to
comply with corrective measures the examiners specify. Implementation of these measures is monitored
by the division responsible for SBVN inspection system at the national level; however, follow-up
activities can be delegated to provincial offices. An appeals process covers disagreement over corrective
actions (see Annex 3).

4.25 Follow-up and enforcement measures should be strengthened and be made more timely. For
example, for those banks operating with inadequate levels of capital, a variety of measures could be
applied: (i) they could be asked to develop time-bound "capital plans" detailing measures to bring capital
to an adequate level; (ii) they could be forced to restrain growth or even shrink the bank in size; (iii) the
owners could be required to inject more capital or new capital could be sold to the public at large; (iv)
dividends could be restricted or prohibited until an adequate level of capital is attained. Measures such
as these need to be applied and enforced to ensure that discipline is imposed in the system.

A Critique of the Examination Approach

4.26 SBVN's "bottom-up" approach is due, in part, to historical reasons. As the sole commercial
bank in the former monobank system, SBVN had offices in each of the 53 provinces. The work
performed during this period was more in the nature of internal audit than bank examination. Despite
the present two-tier banking system, SBVN still has offices in each province. Each office has its own
contingent of bank examiners. Thus, because of the organizational structure, the tendency has been to
visit all banking offices. In fact, during the most recent three years, all 1,392 banking offices in Viet
Nam were visited by SBVN examiners. To a large extent, the existing organizational structure has been
a driving force in determining the examination schedule. This approach works well if the intent is to
ensure compliance with lending guidelines and other guidance from SBVN, or if the supervisors see their
role as one of audit, rather than examination. However, if the objective of bank supervision is to ensure
the health and stability of the banking system, it makes greater sense to focus resources on the greatest
systemic risks. In this case, the examinations of the 60-plus banks, each on a consolidated basis, over
an examination cycle not exceeding 18 months is preferable to visiting 1,392 banking offices over three
years. This cycle should be easily attainable with existing supervisory resources if the examination
approach is modified so that only those offices that pose significant risks, and a sample of others, are
visited using a "top-down" approach. The "bottom-up" approach typically provides only a "snap-shot"
of a bank's position at a given point of time. It is also labor intensive.

4.27 To make better use of limited human resources and focus on issues critical not only to a
bank's current financial condition and performance but also to its future financial condition, it will be
necessary to embrace a "top-down" approach for examinations. This approach is pro-active and
emphasizes establishing appropriate policies, procedures, planning, systers, and controls in banks. The
banks themselves must be the first lines of defense against unsafe and unsound practices. Sinc:
supervisors cannot, nor should they, pre-approve banking transactions, it is important that each bank have
realistic policies for each major banking activity within which the bank's management can be expected
to operate, and controls to ensure adherence to policy. A major part of the examiner's role using a top-
down approach becomes determining whether a bank's policies are reasonable and complete, whether
management adheres to the policies, whether limits and other parameters for risk-taking are appropriate,
and whether the systems and controls are sufficient to identify instances of non-adherence in a timnely
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manner so that corrective action can be taken before problems ensue. The focus on policies, procedures,
planning, systems, and controls is important because inappropriate policies and procedures or weak
systems and controls represent systemic problems that could result in massive losses or even a bank's
failure. It is more important for examiners to focus on weaknesses in policies that could result in massive
loan losses, for example, than to find a defalcation by a bank teller through the process of counting
cash.9'

4.28 A top-down approach also has implications for organizing bank supervision. If the focus of
bank supervision is to change to take a broader view of ensuring the health and stability of the banking
system, it will be necessary to target resources to the institutions and activities of greatest risk to the
system, and to evaluate each bank's overall financial condition, performance, and future prospects on a
consolidated basis. This approach means that there will need to be a consolidation of human resources
in those geographic areas in which financial activities are concentrated. For example, despite their
importance as financial centers, there are only 30 supervisors at the provincial branch in Ho Chi Minh
City and 20 supervisors in Hanoi (not including the head office). Since there would no longer be a need
to examine each and every banking office, examiners in many of the provinces and smaller cities could
be redeployed to the larger financial centers.

4.29 Notwithstanding the foregoing comments, progress has been achieved in that the examiners
are now trying to focus greater attention on credit policies and loan quality. In terms of credit policy,
particular attention is placed on loan underwriting standards. In evaluating credit quality, the examiners
attempt to assess the borrower's ability to repay, whether the loan proceeds were used for the purpose
stated, the collateral, and loan pricing. Special attention is paid to borrower performance. Based on their
assessment, the loan is graded and classified in one of three categories: good, overdue, or bad. A "good"
loan is current both on principal and interest. An "overdue" loan is delinquent on either principal or
interest. Overdue loans are further categorized by age in categories of 1 to 3 months, 3 to 6 months, and
more than 6 months. "Bad" loans lack collateral and the borrower cannot repay. These categories
represent a first step in asset classification. However, they are dependent on whether borrowers are past
due. Most classification systems attempt to classify assets based on both historical performance and
prospective performance. The system now in use in Viet Nam only addresses historical performance,
i.e., past due status. Since a major purpose of loan classification is to identify problems at an early stage
so that corrective action can be taken before a borrower's assets are dissipated, the process of
classification should include a continuous program of loan review based on analyzing financial statements
and other credit information. Annex 4 provides a "best practice" description of asset classification and
portfolio review. While financial statements in Viet Nam are not generally reliable, the best means of
bringing about improvements in the quality of financial statements is to pressure banks to require and
analyze current and satisfactory financial information on their borrowers on a regular basis.

v' During the short term, in the absence of effective independent audit, the examiners may need to perform sufficient audit
activities so as to ensure the reliability of data and to prevent large-scale fraud or insider abuse. However, the
responsibility for detecting fraud and safeguarding the bank's assets is traditionally that of the internal auditor. Therefore,
part of the system of control should be the development of effective internal and external auditing by qualified, independent
auditors. The development of effective auditing activities in banks should be encouraged by examiners during their onsite
examinations.
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4.30 To prevent the accumulation of bad debts in bank portfolios, supervisors in most countries
require banks to establish loan loss provisions3' through a charge against earnings and to write-off assets
considered lost (see Annex 4). The provisions have the effect of valuing assets at more realistic carrying
values while reducing bank profits. Thus, an essential element of discipline is imposed through
provisioning, as bank earnings are directly affected. Similarly, supervisors throughout the world require
banks to maintain adequate capital (i.e., owner's funds and retained earnings) as a cushion against unusual
losses (see Annex 5 for a description). Adequate provisions and capital are essential to imposing
discipline on bank managers in both state-owned and private banks.

4.31 Unfortunately, in Viet Nam, the MOF does not allow provision expense as a tax-deductible
charge against earnings. Nor are banks required to maintain adequate capital for the risks being borne.
Thus, lacking these essential elements of discipline, it is unlikely that bank supervision can ever be truly
effective in ensuring the health and stability of the banking system. Any serious attempt at strengthening
the banking system must ensure that appropriate rules are formulated and enforced for classifying assets
as to the risk of repayment, provisioning for actual and potential losses, and maintaining adequate capital.
A truly effective system of bank supervision will minimize the accumulation of bad debts in the balance
sheets of banks, effectively deal with problem banks in a timely manner, and force insolvent banks to exit
the system in a manner which is the least disruptive and costly.

Off-site Surveillance

4.32 The Banking Supervision Department is responsible for off-site monitoring of banks. The
off-site surveillance system is based on monthly prudential returns submitted by the banks, and has been
developed with IMF technical assistance. These returns are automated and are used to produce standard
output reports. The reports contain 319 ratios/indicators comparing performance against trends and peers.
Three peer groups have been established. These are: (i) the SOCBs, excluding the BIDV (because of the
different nature of its activities); (ii) joint stock banks divided into sub-groups based on location, i.e.,
urban or rural; and (iii) foreign banks split into sub-groups for foreign bank branches and joint venture
banks. Gold and gemstone companies are monitored as a sub-group of the SOCBs.

4.33 In evaluating the off-site reports, the bank supervisors focus on six major areas. The first
is observance of laws, regulations, and circulars. The supervisors have identified 27 legal or regulatory
requirements they regularly monitor for compliance. Second, the supervisors evaluate the financial
structure of institutions with particular attention to the sources and uses of funds and bank capital. The
third major area of evaluation is asset quality. In particular, supervisors monitor the level of overdues
using a variety of ratios and an aging report (1-2 months, 3-6 months, more than 6 months). When the

The loan loss reserve is a valuation reserve that, when netted against loans outstanding, provides a more accurate presentation of a bank's financtal

situation. It is created through a debit entry to provision expense and a credit entry to the reserve (also called the allowmancefor loan and lease Loi
(U.S.). reserve for bad debts (generic),provision (U.K.)). As losses are incurred, the amount of loss or write-down is debited against the reserve and
the offsetting credit entry is applied against the asset. Assets, or portions thereof. considered loss should be written-off. Such assets require a 100%
provision. Assets for which repayment is considered doubtful typically require a provision of around 50%. Problematic, or substandard, assets typically
require provisions in a range from 10-25%. Other assets may require provisions of from 1-5%. The high costs of provisioning provide an esental
element of discipline in the lending process that might otherwise be lacking. Large provisions are usually the single most common factor causing banka
to show losses in their profit and loss statements.

The loan loss reserve, as described above, differs from a capital reserve created from after-tax profits. A capital reserve is nothing more than a
segregation of capital. Such reserves are often required by law and, in auch instances, are referred to as statutory reserves. The amounts transferred
to the capital reserve from after-tax profits are linked to eamings and are usually in the range of 10-20% of after-tax profits. Thus, the linkage to auet
quality is missing. Therefore, the much-desired element of discipline is Lacking. Furthermore, the transfer of 10-20% of after-tax profits pales m
comparison to the amount of provisions required for a portfolio of loans.
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percentage of overdues exceeds 5 %, a warning is issued to the bank and the supervisors attempt to
identify the causes of the deterioration in asset quality so that corrective action may be undertaken.
Fourth, the supervisors evaluate bank earnings. Each major income and expense component is evaluated.
The fifth focal point is liquidity. Particular attention is dilected to the impact that poor quality assets
have on a bank's liquidity. However, the bank supervisors consider liquidity and funds management to
be arnong the least understood and an area in which assistance is needed. The last area of focus is
foreign exchange. The bank supervisors monitor bank compliance with the GOV's foreign currency
management policy. Specific attention is paid to monitoring the principal foreign currencies, particularly
the dollar. However, thus far, standards have not been formulated for monitoring, measuring, and
controlling bank exposures to foreign exchange risk.

4.34 Based on the evaluation of the off-site reports, a written monthly report is prepared on each
institution. Performance and future prospects are assessed in each of the six areas highlighted above.
Each bank is assigned an "A" (best), "B" (average), or "C" (problem) rating based on the overall
assessment of the six areas. Banks categorized as "C" may have their licenses withdrawn. However,
a clearly defined approach to resolving bank failures and facilitating exit from the system with a minimum
of disruption does not exist.

4.35 Problem Areas. A significant concern involves the quality of reported data. The internal
management information systems at most banks are still rudimentary, information is not compiled in a
timely manner, and there are weaknesses in the definitions and/or application of the rules for compiling
prudential returns. For example, for loans payable on a term or instalment basis, the overdue amount
includes only the amount of the delinquent payment. The appropriate treatment, as practiced
internationally, would be to include the entire loan balance as overdue. In addition, there is some
indication that some banks are including frozen state enterprise debts in their current portfolios. Both
practices serve to understate the amount of overdues. These weaknesses will need to be overcome to
create a more reliable off-site surveillance system. However, with the exception of these definitional
aspects, improvement is largely dependent on the improvement of each bank's internal MIS.

D. Banking Laws and Prudential Regulations

4.36 Viet Nam's banking laws, even in the two-tier system introduced in the late 1980s, are shaped
by the legacy of a centrally planned economy. The previous monobank was essentially a GOV funding
mechanism, and vestiges of this system remain, both in law (Chapter V) and in practice (Chapter III).
Experience has shown that even where strong economic regulation has been successful in achieving
certain developmental goals (as in Korea), this success has come at the cost of banking system
development. The principal danger of government intervention in the financial sector is moral hazard.
Borrowers who rely on the availability of cheap funds from banks at government directive may take
excessive risks in the knowledge that the government will always bail them out. Banks subject to credit
allocation directives do not always develop treasury or credit skills, and assume cheap refinancing will
always be available from the central bank. Since governments are rarely willing to allow large
enterprises or banks to fail, they are forced to absorb the losses, which are ultimately quasi-fiscal deficits.

4.37 As Viet Nam moves towards a market economy, the GOV will have to move away from
direct intervention in the allocation of resources toward greater market orientation. This is required to
enable the financial sector to exercise better credit discipline on enterprises and to play a more efficient
role in resource allocation in response to market forces. In most centrally planned economies there was
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little cause to differentiate between economic agents as far the bearing of risk was concerned.
Consequently, a problem common to most transitional economies is the blurred concept of "conflict of
interest." As independent and private ownership of assets and institutions develops, distinct and different
interests emerge. The banking system must be seen as a reasonable and fair protector of these interests
- banks must be seen by the general public as "honest brokers". Excessive lending to a single party,
lending to a bank's owners or related parties, and taking high equity positions in companies undermine
the ability of banks to play that role. The resulting conflicts of interest (the bank's honest broker role
is compromised by its interest in the individual company concerned) in turn increase the risk of financial
transactions for the economy as a whole and, ultimately, undermine confidence in the banking system.
To guard against such risks, the move toward greater market orientation in the economy as a whole and
the banking system in particular, requires that adequate prudential regulations and supervisory capacity
be in place.

4.38 The Decree Law on Banks, Credit Cooperatives, and Finance Companies establishes the legal
authority for implementing prudential regulations. As it relates to the limitations within which banks are
expected to operate, the most important of these subsidiary regulations are 107/QD-NH5 "Decision of
the State Bank Governor on Promulgating Regulations on Ensuring the Safety of Capital for Business
Transactions for Credit Institutions" and the regulations themselves. This legislation establishes the
following limits or constraints on banking activity:

Lending Limits. Loans to a single customer may not exceed 10% of capital and reserves. The
aggregate of loans to the ten largest borrowers may not exceed 30% of the total loan portfolio.

Insiders and Connected Parties. Loans to insiders and connected parties may not exceed 5%
of capital. Insiders are defined to include directors, managers, and shareholders owning or
controlling more than 10% of the voting shares of the institution.

Equity Participations. Investment in equity participations is limited 10% of the capital of the
equity participant. The aggregate investment in equity participations may not exceed 50% of the
bank's capital and reserves.

Capital Adequacy. The regulation establishes a minimum 5 % capital-to-assets ratio. In addition,
a leverage ratio is used. Total deposits may not exceed 20 times capital and reserves.

Sanctions. Sanctions include warnings and fines, setting limitations or prohibiting certain
activities, removal of directors and management responsible for violations, and withdrawing the
banking license.

4.39 While these limits and sanctions address key causes of bank failures, such as insider abuse
and concentration of credit, they should be strengthened with regard to several shortcomings. First, for
the purpose of applying limits to loans, there should be rules explaining how loans are to be combined
under those limits. This would prevent loans through nominees, third parties, or related parties from
escaping the limits. Second, a 5 % capital-to-assets ratio is the bare minimum acceptable in a soundly
managed bank operating in a stable and diversified economic environment. Further, a simple capital-to-
assets ratio fails to take into account the risks associated with different types of activities. Therefore, it
may be appropriate to consider a phased implementation to a higher floor and eventual transition to limits
based on a risk-based capital adequacy fornula. The latter will depend, of course, on the speed with
which banks can upgrade their internal management information systems. Third, it is important that
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managers and directors can be removed for engaging in unsafe and unsound banking practices that might
otherwise be legal, and not just for violations of law. Fourth, it would be appropriate to develop further
intermediate enforcement measures such as prohibitions on paying dividends when capital is not adequate,
civil money penalties on individuals as well as institutions, withholding of branch or other corporate
approvals, and financial liability against bank directors for losses incurred due to illegal acts carried out
by the bank, particularly those that are flagrant or recurring. Finally, it is important to build up an
adequate supervisory capacity so that the strengthened prudential regulations can indeed be monitored and
enforced.

E. Summary of Recommendations

4.40 Notwithstanding the above discussion, bank supervision practices at SBVN are well ahead of
most other countries in transition from socialist to market economies at this stage of the transition.
Commercial banks are generally complimentary, and indicate that the supervisors are both qualified and
capable. Nonetheless, some difficult decisions, particularly regarding loan loss provisions and handling
insolvent banks, will be necessary if a truly effective bank supervisory capacity is to be created. This
will require several important actions:

* Further define public policy objectives to provide guidance on issues of banking health and
stability, competition, innovation, efficiency, convenience, and fairness.

- Consolidate bank supervision functions in one department to avoid fragmentation and
duplication, and improve communications and response time.

- Examine banks on a consolidated basis so that financial condition, performance, and future
prospects can be properly assessed.

• Redeploy human resources to areas of financial activity that provide the greatest risks to the
system.

* Reorient the current examination approach to first focus on establishing prudent policies,
systems, and controls using a "top-down" approach, rather than working bottom-up.

* Make greater use of 'targeted" examinations to make the best use of resources and to ensure
proper focus on the health and stability of the system, rather than individual banking units.

* Impose greater managerial and financial discipline by requiring banks to make adequate
provisions and maintain adequate capital. As conditions permit, introduce market disclosure
to make managers more responsive and sensitive to financial condition and performance.

* Strengthen the licensing process by challenging applicants' financial projections with greater
rigor, prohibiting dividends in the first three years of a new bank's existence, pursuing a
tighter entry policy, and ensuring that proposed managers have demonstrated experience and
competency at the manager level.

* Strengthen the skills and abilities of supervisors to effectively deal with insolvent banks
through better training and improved methodologies.
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* Encourage further development of the audit profession as a key complement to the
supervision process.

* Encourage development of more timely and accurate management information systems in
banks as a key input into the off-site surveillance system, and ensure that prudential reports
are properly defined and completed accurately.

* Strengthen supervisory skills by developing technical assistance and more formal training that
specifically addresses the needs of bank supervision.

* Consider adopting compensation programs designed to attract and retain professional staff by
delinking supervisory salaries from normal civil service pay scales.

* Further elaborate and interpret prudential regulations and increase the menu of intermediate
enforcement actions available to supervisors.
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V. LEGAL AND REGULATORY FRAMEWORK

5.1 The GOV is establishing a legal and institutional framework to sustain its move towards
a market economy that includes legislation governing the banking and financial systems. This chapter
reviews the laws applicable to SBVN and the state-owned and private commercial banks, legislation
pertaining to foreign participation in banking activities, and the laws and enforcement mechanisms
governing collateral.

5.2 Viet Nam's banking and financial legislation defines the organization and function of those
systems, the participants and their mutual relationships, rights and obligations, and regulates mechanisms
for mobilizing funds. While the overall legislation is impressive, the need to address a myriad of new
issues quickly has led to a lack of cohesiveness and occasional inconsistencies, particularly in cross-
referencing between laws and regulations. These problems are, to some extent, the result of poor
coordination between donor-funded advisors who helped prepare the legislation.

5.3 There is also some uncertainty over the interpretation, application, mechanics, and
enforcement of specific provisions of law. This is mostly due to the GOV's unfamiliarity with new legal
concepts and practices being introduced, a lack of jurisprudential history, and the sheer volume of new
legislation and the rapid pace of change. Enforcement mechanisms are not uniform.

5.4 The legislation also creates a number of structural problems that should be reviewed with
the intent of strengthening; the ability of financial sector institutions provide the stability and resources
needed for rapid and sustained economic growth. The most important of these are:

The SBVN's lack of independence and autonomy in formulating and implementing
monetary policy.

Overlapping functions and responsibilities for developing and implementing
macroeconomic and monetary policies. Among others, the Monetary and Financial
Advisory Committee, State Planning Committee, MOF, the National Assembly, and
SBVN have roles in this process that are not clearly defined or coordinated.

A high degree of government intervention and control - through SBVN - in the
establishment, management and operations of state and private commercial banking
institutions that likely reflects GOV's unwillingness to rely completely on market forces
to shape the banking system.

A. State Bank of Viet Nam

5.5 The State Council passed two decree laws in May 1990 aimed at establishing a modern
two-tier banking system. The SBVN Decree Law redefines the organization and functions of the SBVN,
while the Commercial Banks Decree Law defines the rules for organizing and operating commercial
banks, credit cooperatives and state- and privately owned financing companies (see Section B, below).

5.6 The SBVN Decree Law defines the new central bank as "an organ of the Council of
Ministers responsible for administering monetary, credit and banking activities for the purpose of
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maintaining currency stability. " SBVN's creation as an integral arm of Government reflects a historical
legacy and was apparently also designed to avoid subjecting the bank to the sole control of the MOF, a
situation GOV perceived to be the case in other countries. This has led, however, to a legal framework
that potentially limits SBVN's autonomy and retains the GOV's ability to treat the central bank as the
primary source of government funding needs. This contrasts strongly with the policy stance of many
countries that central banks should be lenders of last resort to the banking system, and that loans to the
government should be banned or severely restricted (see Annex 6, para. 6).

5.7 The laws set several significant restrictions on SBVN's autonomy. The GOV holds wide-
ranging power to select, appoint and remove, at its discretion, members of SBVN's board of directors;
four of the ten board members are selected from ministries, and continue to hold their ministerial
positions while they serve on the board. GOV holds further power to intervene in the central bank's
operations by supervising its financial operations including approving the establishment of certain
reserves, setting the amounts, terms and conditions for loans to GOV, and supervising board deliberations
and approving its operating guidelines (see Annex 6, paras. 2 and 3).

5.8 The supervisory function of a central bank is generally viewed as essential to the health
of a financial system as a whole. A number of provisions of the SBVN Decree Law outline such
supervisory function. The Commercial Banks Decree Law dwells at greater length on this matter.
However, as further developed in Chapter IV above, there is need to strengthen this supervisory role
through prudential regulations and the further development of procedures and criteria for examinations,
and on-site inspections.

5.9 The proper degree of central bank flexibility and independence in conducting monetary
policy has been an issue in many countries. GOV has chosen to emphasize the positive aspects of its near
assimilation of SBVN, rather than the potential risks. There are indications that the greater the
independence of a central bank from intervention by government, the more effective it is in meeting
national macroeconomic objectives. To reach a balance between control and independence, many
countries have adopted a "consensus approach" in the relationship between the central bank and
government. The 1989 New Zealand Reserve Bank Act, the 1993 Central Bank Act of the Republic of
Philippines and the 1993 Central Bank Law of the Republic of Estonia are good examples of this
approach. Annex 7 contains relevant excerpts from these laws.

5.10 Revising the SBVN Decree Law to give the central bank greater autonomy in formulating
and imnplementing monetary policies along the lines adopted in New Zealand, the Philippines and Estonia
is recommended. The revised legislation should emphasize SBVN's role of lender of last resort to the
banking system, strengthen its supervisory function, and tighten the criteria for government financing,
if such financing is still deemed appropriate.

B. Banks, Credit Cooperatives and Finance Companies

5.11 The Commercial Banks Decree Law Decree Law covering banks, credit cooperatives and
finance companies acknowledges the formal participation of other players in the banking and financial
system under the SBVN's supervision, and eliminated the monopolies of the four SOCBs.

5.12 The stated purpose of the Commercial Banks Decree Law is to reinforce management and
guidance of commercial banking institutions to enhance the development of an economy based on
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diversified - state, private, cooperative and foreign -ownership), carry out the state monetary policy,
and protect the rights and benefits of organizations and individuals.

5.13 The operations permissible to commercial banks are described in very broad terms in
Chapter IV of the Commercial Banks Decree Law. Some of these require interpretation by SBVN
through implementing regulations." Others require a more detailed description, such as Article 18 which
provides in general terms that "A commercial bank shall be permitted to mobilize short-term and long-
term capital to extend short-, medium- and long-term financing". In contrast to this sparseness, the 1992
Banking Act of the Republic of Indonesia provides a good example of a more exhaustive list of
permissible activities by commercial banks (see Annex 8). On the other hand, the permissible operations
of Foreign Bank Branches and Joint Venture Banks are set forth in great detail in the Council of
Ministers' Decree No. 189-HDBT on Foreign Bank Branches and Joint Venture Banks Operating In Viet
Nam and its Regulations (see para. 5.18).

5.14 The legislation retains strong elements of government intervention and control, direct or
indirect. This can be seen in the rules governing supervision of commercial banks. Generally the
provisions of the Commercial Banks Decree Law fall into two distinct categories: there are provisions
designed to promote the safety and soundness of the CBls, while others are not as clearly prudential in
nature. Rather they appear designed to enable SBVN to exert a great degree of control in the management
and operations of commercial banks (See Annex 6, para. 9).

5.15 There remain gaps in the commercial bank legislation that need to be clarified or further
developed in the banking legislation. These include (a) the scope of permissible activities of the finance
companies and credit cooperatives; (b) the level of compulsory reserves; and (c) the operations of foreign
banks (see Section E). The elements of prudential regulation and supervision need to be strengthened,
while elements of control and intervention in the operations of commercial banks should be de-
emphasized. One other potential gap concerns other financial institutions, such as insurance companies
and pension funds. While these financial subsectors are still rudimentary in Viet Nam, there are some
insurance firms, and a legal framework and their relationship with the financial system should be further
researched and developed.

C. Foreign Participation in Banking Activities

5.16 The issue of foreign participation in banking and financial activities in Viet Nam is
approached through different pieces of legislation. The 1990 Commercial Banks Decree Law addresses
the matter but only in a cursory manner. The Council of Ministers has also issued Decree No. 189-HDBT
on Foreign Bank Branches and Joint Venture Banks Operating in Viet Nam and the related Regulations
(Foreign Banks Legislation) in 1991. As a result, it is unclear which, if any, of the provisions of the
Commercial Banks Decree Law remain applicable to foreign banks and joint venture banks with foreign
participation. The 1987 Foreign Investment Law as subsequently amended also appears to contain relevant
provisions.

For example, international transactions by a commercial bank (Art. 18); operations of financial companies and credit
cooperatives (Art. 20); source of other financing of the BIDV (Art. 19).
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5.17 Under the Foreign Banks Legislation and the Commercial Banks Decree Law foreign
investors have to submit applications to SBVN together with all relevant documents and evidence to
obtain the central bank's authorization to engage in banking activities. Foreign banking investors also
have to meet the requirements of the Foreign Investment Law and submit to application and registration
procedures under the control of the State Committee on Cooperation and Investment as a precondition
for authorization to start business. They also need to be registered with the State Arbitration Body (Annex
6, paras. 12-14).

5.18 In contrast with the broad terms in which the Commercial Banks Decree Law regulates
the operations and activities of domestic commercial banks, the foreign banks legislation sets out in great
detail the activities, both in foreign currency and in dong, that can be undertaken by foreign bank
branches and joint venture banks. However, foreign banking institutions are subject to certain
requirements that purely domestic banking institutions do not have to abide by. (See Annex 6, para. 15).

5.19 The complexity and fragmentation of the legislation create unnecessary confusion and
uncertainty for foreign participation in banking and financial activities. Differential treatment of foreign
and domestic banks is not desirable, and there is need to enact an all-encompassing legal framework to
establish a level playing field for all participants in the system.

D. Negotiable Instruments

5.20 Negotiable instruments are emerging in the formal banking system in Viet Nam.
Certificates of deposits and treasury bills have begun to appear in the market, while debentures, bonds
and promissory notes are still in an embryonic stage. However, no cohesive legislation exists governing
the rights and obligations of the parties to these negotiable instruments.

5.21 Currently checking accounts and the use of checks are allowed by a November 1993
decree on the execution of non-cash settlements and the related regulations issued by SBVN in February
1994. However, as noted in Chapter III, the effectiveness of checks as a mean of payment is hampered
by their lack of transferability and other restrictions.

5.22 There is an urgent need to provide the market with cohesive and modern legislation on
negotiable instruments and other methods of payments through a law on negotiable instruments. This law
should take into consideration complementary aspects addressed or proposed to be addressed in other
legislation.

E. An Overview of Collateral

5.23 Viet Nam does not have unified legislation on collateral. Rather, the subject is dealt with
in a fragmentary and non-cohesive manner. This is in part due to the fact that loan agreements may be
treated as either civil or economic contracts (see Annex 9).

5.24 There are four types of collateral to secure loans available to the formal and non-formal
financial systems. These are: (a) real estate mortgages (houses, buildings, ships and fixtures on land) and
mortgages of land rights use); (b) chattel mortgages (pledges) on personal property; (c) cash collateral;
and (d) third party guarantees. Reports on current market practices reveal that mortgages on real estate
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and cash collateral are the predominant types of security interest. Pledges on personal property are not
favored within the formal banking system, but appear to be of common use in the informal system. Third
party guarantees, while used in the financial system at large, in practice are only accepted if secured by
either a mortgage or a pledge on assets.

5.25 Detailed definitions of these forms of collateral described above are found in the
Ordinance on Civil Contracts. In contrast, a review of the available legislation on economic contracts
since 1956 has shown no definition of collateral to secure this type of contracts. The Ordinance on
Economic Contracts merely provides that performance of this type of contracts may be secured by
mortgaged property or by guarantees, in accordance with the law. It does not define the type of property
that can be mortgaged or the applicable law regarding guarantees.

5.26 In addition to the description provided in the Ordinance on Civil Contracts, references
to types of collateral may be found in the 1989 Resolution and 1991 Decision of SBVN. The former was
issued to foster secured lending by banks, and the latter to regulate loans to economic organizations to
meet their production and business plans. The 1989 SBVN Resolution has been issued in the absence of
a law on collateral in Viet Nam. It provides that "cooperatives, business groups, private households,
individuals and joint ventures between individuals involved in production and services and state servants
engaged in families business must offer collateral assets whenever applying for a loan from the banks."

5.27 The 1989 SBVN Resolution indicates the following assets that may be used as collateral:
(a) mortgage on real estate such as housing, production and storage facilities and equipment; (b) pledge
of refined gold and other objects in precious metals and other personal property, including savings
passbooks; and (c) guarantees provided by third parties duly secured by a mortgage or a pledge. The
SBVN Resolution also provides that: (a) the loan amount should not exceed 80% of the value of the asset
pledged; (b) the value of the asset subject to the security interest should be mutually agreed between the
parties and recorded in a statement certified by the notary public or the People's Committee in the
absence of the former; (c) once an asset is pledged it cannot be used as collateral for another loan
simultaneously; and (d) pledged assets, except real estate assets, must be held by the lender until the loan
is satisfied. Moreover, by its own terms the 1989 SBVN Resolution only governs bank loans whether the
loan contracts are deemed economic contracts or civil contracts (the latter, in case the bank's client is not
a registered business). The relevant provisions of the 1991 SBVN Decision are almost identical to those
of the 1989 SBVN Resolution.

5.28 This ad-hoc approach to legislation on collateral is exemplified in the mortgage of real
estate. This is a complex matter addressed in overlapping laws and regulations that have been enacted as
rights to real property evolved (see Annex 6, paras. 17 and 20-26).

5.29 These examples illustrate the maze of legislation relating one way or another to collateral.
The need for cohesive legislation on this matter cannot be overstated. It is also recommended that new
collateral legislation should provide for the use of additional types of collateral that are commonly used
to secure loans in other countries, for example, purchase money security interest and secondary
mortgages (see Annex 6, paras. 19 and 27).

5.30 The legislation should also provide for a transparent and prompt system of enforcement
and realization of the collateral. The Civil Code scheduled to be enacted in 1995 is expected to include
provisions regarding collateral. It is recommended that its provisions cover issues regarding collateral in
a comprehensive and cohesive manner.
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F. Enforcement and Liquidation of Collateral

5.31 The problem of enforcement and liquidation of collateral in the event of default is treated
in the same fragmentary manner as the questions of types of collateral and their creation (see Annex 6,
Part F). Stating that it was issuing its "Regulations on Assets as Collateral in Borrowing from Banks"
in the absence of a law on collateral, SBVN instructed that a lender should request the "Legal Authority"
(sic) to liquidate the asset and recover the principal and interest of the loan in default; if the proceeds of
liquidation are insufficient, a lender must bring legal action against the borrower in court. But it is
unclear who is the "legal authority" referred to and which "court" is the appropriate forum. The
procedures laid down by SBVN appears not to have been entirely effective. Thus, following the 1990
crisis of the banking system which was due, in part, on the nonexistence of legislation on enforcement
of collateral, the "Joint Circular on Credits No. 10" (JDCC) was issued by the People's Supreme Court,
the People's Supreme Prosecutor, the Ministry of Interior, the Ministry of Justice and the State Economic
Arbitration. The JDCC provided for the establishment of a "Resolution Committee" with broad powers
as an effective out-of-court method for the prompt enforcement and liquidation of collateral. Participating
in the Resolution Committee are representatives of People's Committees, Department of Police,
Department of Finance, SBVN, the State Prosecutor, the Courts, the Economic Arbitration and
representatives of the lending bank's shareholders, depositors, and management committee.

5.32 The state-owned commercial banks have their own internal guidelines for dealing with
defaulting borrowers and subsequent enforcement and liquidation of collateral. These internal bank
guidelines tend to rely first on a roll over/extension of the loan. In the event of continuing default, some
of these banks will set up their own resolution comunittee - to which they may invite representatives of
the People's Committee and the Department of Police - while others will bring the matter to the
Resolution Committee for settlement of the debt.

5.33 Reports of current practice indicate a clear preference for out-of-court methods of
enforcement and liquidation of collateral in the event of default. Only as a last recourse will the banks
bring the case to the People's Court or the Economic Arbitration for resolution. The preference for non-
judicial methods may be due to the time and expenses involved in court/arbitration proceedings and to
the banks' lack of experience in dealing with these matters.

5.34 Judicial methods of resolution are complex. Disputes related to civil contracts are
governed by the Ordinance on Procedures for the Resolution of Civil Cases (dated November 29, 1989,
effective as of January 1, 1990). This legislation provides specific provisions on procedures for
enforcement and liquidation of the four types of collateral available to secure a civil contract.

5.35 Dispute resolution related to economic contracts are governed by (a) the Ordinance on
Economic Arbitration (dated January 10, 1990, effective as of the same date); (b) the Regulations on
Steps and Litigation for Resolving Disputes over Economic Contracts and Dealing with Breaches of Law
on Economic Contracts (dated March 25, 1991, effective on the same date); and (c) by several circular
issued by the President of the State Economic Arbitration Body to supplement the lack of implementing
regulations on the Ordinance on Economic Arbitration. However, neither the legislation governing the
economic contracts nor the Economic Arbitration Body provide for procedures to be followed in case of
default and realization of the secured assets. Art. 7 of the Ordinance on Economic Contracts merely
indicates that disputes should be resolved by negotiation between the concerned parties or by arbitration.
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5.36 To add to the complexity, on March 16, 1994 a law was enacted providing for the
establishment of Economic Chambers of the People's Court. These Chambers will start functioning on
July 1, 1994, and will supersede the dispute resolution function of the Economic Arbitration Body in
existence since 1960.

5.37 For foreign banks and joint venture banks with foreign participation, the Foreign Banks
Legislation provides for dispute resolution between a Vietnamese legal entity or citizen and these type
of banks, namely, the Economic Arbitration Body. This gives rise to two set of issues: (a) the
mechanism for enforcement of the arbitral decision; and (b) the dispute resolution procedures between
these type of banks and joint ventures, foreigners individuals residing in Viet Nam, and arnongst these
type of banks. It is not entirely clear whether the recently issued procedures of the Economic Chambers
of the People's Court will now supersede the provisions of the Foreign Banks Legislation (see Annex 6,
pam. 42).

G. Summary of Recommendations

5.38 For Viet Nam to overcome the fragmentation and lack of cohesiveness in its legal
framework governing the financial sector and support its orderly and sustained development, it is essential
to review and revise the legal and regulatory infrastructure. There is a need to:

- Revise the SBVN Decree Law to provide the Central Bank greater autonomy in
formulating and implementing monetary policies; emphasize SBVN's role of lender of
last resort to the banking system; strengthen its supervisory function; and tighten the
criteria for government financing, if such financing is deemed appropriate.

* Establish a cohesive legal framework that delineates banking system activities more
clearly and ensure a level playing field among institutions.

* Legislate on negotiable instruments and collateral.

* Establish transparent and timely enforcement of the rights and obligations of the parties
involved in financial transactions.

* Foster integration of the informal financial market with the organized banking system by
laying down precise lending procedures and raising public confidence in the banking
system with appropriate prudential regulations and supervision by the SBVN.

* Develop training programs for judges and concerned parties on economic contracts and
other financial transactions which are emerging in the market.

* Establish authorized translations of Viet Nam's laws and regulations into English and
other major languages. The present unofficial translations are often inconsistent,
resulting in much duplication and uncertainty.
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VI. SECTORAL FINANCING ISSUES

6.1 Viet Nam's renovation program has led to a significant increase in private sector activity.
This has been most striking in agriculture, where the private sector now accounts for virtually all
production. Only recently has financing through the banking sector been an option for this nascent
private sector. While bank credit to the private sector more than tripled over 1992-94 (Chapter m), only
about 28 % of credit goes to the private sector, and the overwhelming majority of this is short term. The
private sector cites lack of credit access, particularly in the medium and long term, as a major constraint
to increased activity. One of the legacies of Viet Nam's centralized planning system is that financing
facilities, from the budget or financial intermediaries, are geared to serve the large state enterprise sector.
Also, the capital market, which usually provides investment capital for private economic activity, is
almost non-existent at the present stage of Viet Namn's economic development. In addition, the
agriculture and the housing sectors are adjusting to a new market environment - the switch to private
farming from earlier collective or cooperative farming and private housing investment initiatives in place
of govermnent-funded housing programs. Their credit requirements are sizeable and growing, and
meeting them will require rapid changes in the institutional sources of finance. This chapter examines
financing issues in these sectors, beginning with a brief discussion of the state enterprise sector, then
turning to rural, industrial, and housing finance.

A. The State Enterprise Sector

6.2 Viet Nam's state enterprise (SOE) sector is considerably smaller than in other transitional
economies, but still plays a significant role in the economy. Its contribution to GDP at end-1993 was
around 25%, and it accounted for 9% of employment - although these figures may be high, as a
considerable portion of private activity is not captured by official statistics. In contrast, the industrial
SOE sector alone accounts for 57 % of GDP and over 45 % of employment in China; in the former Soviet
Union, the SOE sector accounts for over 80% of net material product, and around 77% of employment.
Moreover, the scale of enterprises in Viet Nam's SOE sector is small: more than 58% of SOEs, have
capital of less than Dl billion ($100,000). Some 300 enterprises account for 80% of the sector's total
contribution to the budget, but revenue contributions declined from around 50% of total budgetary
revenues in 1989 to around 35% in 1993.

6.3 The SOE re-registration exercise has resulted in a reduction in their number from 12,000
in 1990 to around 7,000. Some 2,000 SOEs, mostly at the provincial level, have been closed, while a
further 3,000 have been merged with the remaining enterprises. Around 2,000 of the re-registered SOEs
are centrally managed, and the remainder are locally (provincial or city government) controlled. In
principle, SOEs are only re-registered if they are profitable, have ready outlets for their production, and
are free of arrears to other SOEs or the banking sector. In practice, however, SOEs that have not met
these criteria have been allowed to re-register, and it is estimated that some 20% are still loss-making.

6.4 The Ministry of Agriculture and Food Industry controls the largest number of centrally
managed SOEs (351 enterprises), followed by the Ministry of Defense (313). These ministries account
for some 36% of centrally managed SOEs. Ho Chi Minh City has the largest number of locally managed
SOEs (490), followed by Hanoi (314); there are 9 provinces with more than 100 SOEs. SOEs in the
industrial sector (including energy) have kept their dominant role, and accounted for 50% of industrial
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output in 1993. There are around 2,500 SOEs in the industrial sector, with the 10 largest accounting for
over 30% of SOE industrial output.

6.5 Governance and control over SOEs are limited. Since 1987 SOEs have received greater
autonomy in production, planning and business operations. This autonomy has not been accompanied
by suitable control and oversight functions exercised by the State as owner of the assets. By and large,
line ministries are charged with the management control and ownership function of the centrally managed
SOEs, but have neither the staff nor the resources to exercise their multiple roles. Financial performance
data do not seem to be monitored in any systematic fashion, and SOEs are not subject to regular external
audits. The lack of effective monitoring and control is more acute for locally-controlled SOEs: for
example, little is known about the assets of the 2,000 firms that have been closed and liquidated, and the
extent to which their banking sector debts have been paid off. This absence of adequate monitoring and
control, combined with the practice of not systematically classifying assets in performance categories,
makes it difficult to gauge the true import of the SOE portfolio on bank balance sheets.

State Enterprise Debt

6.6 As discussed in Chapter III, the SOEs are largely financed by the state-owned commercial
banks (SOCBs), which financed 93% of SOE credit as of September 1994. The bulk of SOE credit is
short term, but this proportion declined from over 80% in 1989 to around 63% in 1994 (September).
Over the same period the share of credit denominated in foreign currency has increased from 19% to
49%. Foreign currency credit represented over 60% of total long-term credit accorded to SOEs in 1994.
The shift to foreign currency borrowing has come about due to the large perceived differential in interest
rates, but carries with it significant exchange rate risk, which, if not properly managed, could result in
future portfolio problems for the SOCBs.

6.7 There are distinct variations between banks with regard to their SOE credit portfolios.
There has been a significant decline in the share of SOEs in total credit at the Agribank (from 78% in
1991 to 28 % in 1994), at Incombank (from 92 % in 1991 to 61 % in 1994), and at the non-SOCBs (from
92% in 1991 to 43% in 1993).!' However, both BIDV and Vietcombank have maintained their share
of SOEs in total credit at 90% or more over this same period. The bulk of foreign currency lending is
undertaken by Vietcombank and the non-SOCBs, but there was a sudden increase in 1993 and 1994 of
credit denominated in foreign currency at Agribank and BIDV. SOEs continue to receive a
disproportionate share of medium- and long-term credit: term credit represented around 28% of total
credit as of September 1994, with around 85% going to the SOE sector.

6.8 A key SOE issue in relation to the banking system is its arrears on loan repayments to
banks. Non-performing assets of the banking system on account of SOEs (as measured by SOE overdues
to the banking system) are estimated at around D2.1 trillion as of September 1994, which is very likely
an underestimate since loans that would be classified as substandard on the basis of international
accounting criteria are not included (para. 4.35). The non-performing assets of the SOEs alone account
for over 75 % of the capital and reserves of the banking system and almost 95 % of the capital and
reserves of the SOCBs. As indicated in Chapter IV, banks do not make specific provisions for
substandard assets. Banks have extended guarantees to foreign financial institutions on behalf of the
SOEs, which represent off-balance-sheet risk that could have significant repercussions; however,

All 1994 data are as of September.
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regulations have recently been introduced governing commercial bank extension of such guarantees, and
will permit better monitoring thereof in the future.-' Also, several SOCBs indicated that it was normal
procedure to roll-over or reschedule SOE debt. This may in part be due to their short-term deposit base
and a lack of medium and long-term instruments. But it is also likely that covert pressure and the lack
of collateral or the practical impossibility of realizing it act as incentives to continue lending to problem
performers. Furthermore, there is no incentive for a bank to even recognize a problem loan in the
absence of a mandatory loan classification system, monitored through external audits and enforced
through effective bank supervision.

6.9 Recognizing the seriousness of the problem, the GOV set up a National Debt Resolution
Committee (DRC) in March 1991 to settle all debts of economic units and organizations to improve the
financial relations and credit of SOEs with the banking system. This exercise is proceeding in two
phases. In the first, the DRC has established a matrix of inter-firm debt as of April 1991, which indicates
that gross inter-firm debt stood at close to D10 trillion as of that date. Of this amount, some D2.5 trillion
have been cleared between operating SOEs able to service their debt. The second phase of the exercise,
which started in August 1992, deals with the debt resolution problems of enterprises unable to service
their debt because of operational difficulties or because operations have ceased, and includes non-
performing SOE debt to commercial banks, as well as debt between commercial banks and SBVN. This
phase is proceeding more slowly, partly because some of the recorded debt is under dispute and is being
resolved on a case-by-case basis. The DRC data also provide evidence of the potential bad debt problems
&cing the SOCBs, either directly or indirectly: SOCB claims on bankrupt enterprises represent D895
billion that are unlikely to be recovered; claims of other economic agents on bankrupt enterprises amount
to well over D2 trillion, and are unlikely to be settled in their entirety. Unrecoverable inter-firm arrears
could set up a chain reaction of defaults that could well feed back into the banking system. Finally, it
should be noted that the above figures relate to the debt situation as of 1991; the situation today could
very well be worse.

State Enterprise Reform

6.10 The initial steps taken towards state enterprise reform have led to some significant results.
The authorities reduced the number of SOEs, laid off some 900,000 workers between 1989 and 1993,
and eliminated direct budgetary subsidies to SOEs. However, the reform process has slowed down in
recent months, partly because of the conflicting objectives the authorities have set for their reform
program, and partly due to a lack of consensus within the GOV about the future role of the state sector
in Viet Nam's growth strategy. There is widespread reluctance within GOV regarding further public-
sector layoffs; the objective of maintaining SOE employment is not, a priori, consistent with the objective
of improving SOE efficiency. The promotion of the private sector is being actively pursued; yet, the
GOV has also announced its intention of promoting large SOE conglomerates that could, by their very
existence, discourage private investment in the activities involved. The country's pilot "equitization"
program has resulted in the sale of only two companies to date, and indications are that this program will
proceed very gradually. The GOV's SOE reform strategy is being addressed as a part of the overall
country dialogue.

Decree No. 58 on foreign borrowing and repayment and related implementing regulations as well as Decision 23 on
guarantee and reguarantee for foreign borrowing.
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6.11 By virtue of its importance in commercial bank portfolios, the direction and health of the
SOE sector is relevant to Viet Nam's financial sector. With regard to the banking system, concerted
efforts are required to address the SOE debt problem. First, the true extent of the problem must be
determined. This translates to an urgent need to undertake comprehensive portfolio audits for the SOCBs,
which hold the bulk of SOE debt. Second, a system to monitor the evolution of SOE debt needs to be
established so potential problem loans can be identified and remedial action taken in a timely fashion.
This implies: (i) establishing a system of loan classification, and enforcing it, on the banking sector side;
and (ii) establishing an adequate performance monitoring system within the MOF or other designated
supervisory body for the 300 largest SOEs. Third, a program of bank portfolio and enterprise-level
restructuring should be implemented. On the banking sector side, a phased program to remove bad debt
from the books of the SOCBs should be pursued. In a first phase, the debt determined unrecoverable by
the DRC should be immediately removed from the SOCBs' balance sheets. In parallel, and to avoid a
recurrence of the problem, reforms are required at the enterprise level to institute accountability and
financial discipline. At a minimum, the 300 largest SOEs should be subject to mandatory annual audits.
Fourth, and most importantly, banks should be allowed to exercise their discretion in granting new credit,
be it to public- or private-sector firms, and should then be held accountable for their own performance
and results. This is perhaps the most difficult behavioral change to bring about in the SOCBs, and will
necessitate organizational change and significant institutional strengthening. An arms-length relationship
will need to be fostered between the SOCBs and the SBVN. Together with greater autonomy, SOCBs
must also be subject to greater accountability. Similarly, together with equal treatment in matters such
as taxation, SOCBs must also be subject to the same market-oriented financial criteria as the rest of the
banking sector.

B. Rural Finance

6.12 Agriculture accounts for a significant share of Viet Nam's employment, production, and
exports. The sector has also played a leading role in the transition to a market-based economic system
through the formation of private farms. This transition has unleashed a major upward shift in private
agricultural demand for capital, which has exceeded the capacity of the agricultural banks to respond.
The rural financial institutions have also undergone significant restructuring. At this juncture, short-term
credit for working capital dominates the financing offered through banks and informal lenders. Formal
credit is severely rationed because of the inability of the banks to mobilize sufficient savings and interest-
rate controls exercised by the SBVN. The credit gap in the rural sector is large and will likely remain
that way until fundamental constraints are removed, competition is enhanced, and public confidence in
the banking system is restored.

6.13 There are positive developments in the provision of rural credit through the Agribank,
which generally reflect the Agribank's shift away from financing SOEs toward financing private
households and businesses. However, the Agribank and the emerging rural share-holding banks and rural
credit pilot programs remain under-capitalized and require significant institutional strengthening. It will
require time, a continuation of policies to reduce government intervention in the financial system, and
a commitment to rural financial institution-building to significantly improve this situation.
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Rural Credit Delivery and Distribution

6.14 A system of rural credit delivery is evolving from the old state bank structure toward a
more diverse set of rural financing institutions. The emergent Agribank continues to play a major role
in this changing structure. This process of growth and diversification began only in 1991, and rural
intermediaries remain dependent on Agribank, the only entity that resembles a credit delivery system.
The only other SOCB that is involved in rural lending is the Incombank, which does not deliver credit
to rural households or small-scale agricultural enterprises. Informal credit sources remain a significant
part of the rural credit picture, but informal markets are fragmented and highly localized. Since there
has been no effort to integrate the formal and informal credit markets in Viet Nam, informal lenders
continue to represent a counterpart to the formal credit institutions operating in the rural areas. Finally,
various SBVN- and NGO-sponsored pilot credit schemes operate in rural areas, but they have quite
diverse operational characteristics and it is difficult to anticipate which programs will be self-sustaining
beyond their pilot phases.

6.15 Agribank and the new private rural financial institutions are increasing the outreach and
efficiency of rural financial intermediation through greater emphasis on loans to private rural households
and small-scale businesses, expanded use of joint-liability borrower groups and other group-lending
schemes, increased use of local offices and mobile, village-oriented banking teams, and simplification of
loan procedures and documentation.

6.16 Redirection of Lending. Agribank's reorientation toward rural households and small
businesses is apparent from the growth in new loan volume to those private borrowers from about D355
billion in outstanding loans at the end of 1991 to about D4,725 billion as of September 1994. This
redirection reduced loan volume to the SOEs from about D2,219 billion to D1,977 billion over the same
period. The decline in new loans from Agribank to the SOEs has been much sharper than these
outstanding loan amounts suggest, as the SOE loan portfolio of the Agribank contained a large percentage
of nonperforming loans through those years. In fact, rural SOE bankruptcies and liquidations created a
new source of credit activity in Agribank district banks as private individuals borrowed money to
purchase the assets - particularly buildings - of the former SOEs and develop new business ventures.

6.17 Group Lending Programs. Forming and using group lending programs has become
fairly widespread within the Agribank, rural shareholding banks popular credit funds, and credit
shareholding cooperatives. Group lending appears to be well suited to social mores at the commune level,
and is consistent with cooperative credit institutions that formerly existed in the rural areas. Group
lending schemes have taken various forms, some of which have not been highly successful because they
were not appropriately designed. Two basic forms are jointly liable borrower groups, and group credit
facilities through Agribank (where no joint liability exists). The joint liability groups require full
repayment of all group loans before new loans are provided, with loan repayment a collective
responsibility of the group. Borrower groups have been formed from members of the Women's Union,
the Farmers' Association, veterans groups, etc. The primary group lending objective of Agribank and
other rural lenders appears to be reducing transaction costs associated with making and collecting many
small loans, as groups provide some economies of size in the lending process. At present, the cost
advantages of group transactions are being realized on the lending side, but similar advantages would
accrue to the institutions if groups were used for savings mobilization.

6.18 Joint liability group lending potentially improves the rural poor's access to credit, as joint
liability serves as a guarantee that reduces the importance of tangible collateral in lending arrangements.
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In reality, many groups still require member collateral (e.g., houses or personal property). Empirical
evidence is not available to indicate the extent to which poor rural households are excluded from group
credit schemes due to lack of house ownership or clearly defined property rights in land. There are
indications that a significant percentage of farmers have not been able to establish clear land use rights
because of disputed ownership and the inability of the Peoples' Committees to resolve claims disputes
quickly. While group lending schemes generally improve rural household access to formal credit, the
fundamental problem still remains that there is a severe rationing of formal credit in the rural areas. As
a result, borrower groups frequently receives funds for only a fraction of their borrowing requests to
Agribank, must find the balance through informal credit.

6.19 Credit Distribution. The flow of formal and informal credit to agricultural subsectors
(crops, livestock, fisheries, and agro-industry) is difficult to document. Rough estimates of the 1993
distribution of short-term formal credit through Agribank, based on interviews with district officers,
suggests that new loan funds were broadly distributed: approximately 45 % to crops (including vegetables
and industrial crops such as tea and coffee); 20% to livestock (including pigs, chickens, cows, etc.); 20%
to other farm enterprises (e.g., fruit gardens and fisheries); and 15% to other economic activities (e.g.,
trading, small-scale processing, handicrafts, etc.). Alternatively, the categorization of loans by Agribank
suggests that the proportion of production and farm input supply loans was 25 % in 1991 and about 23%
in 1992 (see Table 6.1). Food marketing loans also reportedly declined from 31 % in 1991 to 25% in
1992. Given recent changes in how the Agribank reports loans by use, and the potential for
misinterpretation, no clear pattern of loan distribution can be discerned. This is further evidence of
Agribank's need to improve its management information system to assist in portfolio monitoring and
analysis.
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Table 6.1: Agribank Loans by Maturity and Use, 1991-92

Loan Category 1991 1992

(billion D) (%) (billion D) (%)
Short-term loans
Agricultural Production 1,971 25 792 11
Input Supply 896 12
Food Marketing 2,423 31 1,801 25
Agro-Industry 68 1 716 10
Forestry 198 2 226 3
Aquaculture, Fisheries
Salt Production 72 1 922 13
Tourism and Services 1,481 19 1,588 22
Other/unidentified 1,654 21 240 3

Sub-total 7,857 7,181

Medium-term Loans 26 _ 43

Total 7,883 100 7,224 100

of which:
Rural credit 370 5 2,501 35
Public enterprise credit 7,513 95 4,723 65

Source: World Bank, Staff Appraisal Report, 12065-VN, Annex 6, p. 5, 1993.

6.20 Historically the dominant use of farm loans was for working capital to produce crops.
Gradually, the rural population has demanded more loans for investing in commercially oriented activities
such as livestock (e.g.,pig-breeding and pig-finishing), fisheries (for shrimp, crab and fish production),
mixed fruit gardens, and agro-industry (for example, rice and sugarcane milling, fertilizer sales). A large
proportion of these loan requests is going unfunded or under-funded due to the lack of formal credit.
While Agribank has authority to lend up to 50% of borrower assets and 100% of expected income, in
practice it limits short-term loans to 70% of the proposed investment and 50% of medium-term
investments due to credit rationing.

6.21 The flow of credit to agriculture subsectors and geographical areas remains subject to
vestiges of a planned credit allocation scheme. Based on the annual availability of funds (annual savings
mobilization and Agribank funds allocations), Agribanks's provincial directors determine the balancing
of lending across their banking districts. The factors that go into these balancing adjustments are not
entirely clear, nor is the process by which the provincial directors make those determinations. Factors
that undoubtedly weigh in the final decision include the existence of designated economic enterprise zones
and priority borrower populations such as ethnic minorities, and district loan collection performance.
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6.22 A further breakdown of formal and informal credit according to production, marketing,
and capital investment loans is equally difficult. The banks simply do not track loans according to those
categories. Moreover, it is not possible to comment on the flow of informal credit to those uses. To
derive estimates of those proportions, some assumptions are applied to the interview data obtained. First,
marketing loans are assumed to be primarily for trading and small processing activities. Second, capital
investment loans are assumed to include all medium-term loans and various longer-term projects, such
as cattle breeding; fisheries, fruit gardens, land improvements and irrigation. The resulting rough
estimates are: 10% to capital investments, 15% to marketing activities, and the balance (75%) to
"production" uses. This suggests a severe shortage of both marketing and investment loans to agriculture,
at least through the formal financial sector.

6.23 Poor households represent a significant component of the rural population in Viet Nam.
They have traditionally had inadequate access to formal credit and, therefore, have relied upon informal
lenders and their own severely limited resources. Poor household credit access is constrained by small
farm sizes, lack of collateral (in the form of houses, personal property, and land use rights), and ethnic
background. The proportion of poor households actually served by Agribank was significantly lower than
their proportion in the rural population. For example, Agribank offices reported approximately 10% of
their loan volume going to poor households - which made up about 40% of rural households. In
contrast, the proportions of poor household borrowers at rural shareholding banks appear to be just the
reverse - poor households received 60% of the loan volume while they constituted just 30% of the
households in the service areas of the banks that were interviewed. While joint liability groups are
expected to have positive impact on the number of poor households gaining access to credit, Agribank
needs to review its lending and savings mobilization policy with respect to the rural poor to determine
how it can be improved. The Agribank policy of waiving collateral requirements on small loans is a
positive policy for the rural poor; acceptance of small loan and savings transactions is another.

Rural Interest Rates

6.24 The Agribank, rural shareholding banks, and other formal lending institutions operating
in rural areas onlend at rates derived from the reference rates set by the SBVN. The basic structure of
SBVN rates is one of increasing term structure on deposits, but an inverted term structure on loans. In
principle, the Agribank has latitude to adjust rates based on variations in operating costs and credit risks.
Interest rates paid by Agribank on demand and savings deposits generally follow SBVN guidelines, but
Agribank has become increasingly dependent on project-linked "deposit substitutes" (para. 3.43). These
substitute funding arrangements take various forms, including bonds (which may or may not be indexed
to gold) and promissory notes. The Agribank increased its dependence on deposit substitutes from 0.1 %
of total nonequity funds at the end of 1991 to 4.7% at end of 1992, and 19% as of September 1994. At
the end of September 1994 Agribank outstanding deposit substitutes represented approximately 41 % of
total deposit substitutes of all the deposit-taking banks in Viet Nam.
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Table 6.2: Selected Agribank Monthly Interest Rates, 1991-94

01/91 10191 05/92 08/92 10/92 04/93 10/93 as
to to to to to to to of

Item 10/91 05/92 08/92 10.92 04/93 10/93 03/93 09/94

Mobiization Rates
Deposits from Economic Units

Demand 0.9 1.0 1.0 0.5 0.3 0.1 0.1 0.1
Term 1.8 2.1-2.4 2.1-2.4 1.8 1.5 1.0 0.8-1.0 1.2-1.5

Household Savings
Demand 2.4 2.4 1.8 1.2 1.0 0.8 0.7 0.7
Term 4.0 4.0 3.0 2.3 2.0 1.7 1.4-2.0 1.4-2.0

Bonds N.A. N.A. N.A. 2.8 2.3 2.0 1.7 1.4-1.75

Lending Rates
Short-term Loans

Individuals
Salt Production 1.8-4.8 3.6 3.3 3.0 2.5 2.1 1.8 1.8
Farm, Livestock, Processing 2.1-5.1 4.0 3.6 3.0 2.5 2.1 1.8 1.8
Trade, Services 3.0-6.0 4.8 4.2 3.2 2.7 2.3 2.1 2.1

SOEs
Priority 2.5 2.1 2.1 2.0 2.0 1.5 1.4 1.4
Fertilizer, Agri-materials 2.58 2.7 2.7 2.5 2.5 2.1 2.1 2.1
Light Industry. Processing 3.18 3.3 3.0 2.8 2.5 2.1 1.8 1.8

Medium and Long-term Loans
SOEs 2.52 2.52 2.1-2.4 1.8 1.5 1.2 1.7
Individuals 1.8-3.6 3.6 3.0 2.1-2.4 1.8 1.5 1.2 1.7

N.A. indicates not applicable.

Source: Vietnam Bank for Agriculture, December 1994.

6.25 Agribank's short-term loan rates vary from the SBVN's reference rate, as reflected in
Table 6.2. The 2.5 % reference rate that was in effect in early 1993 is used to illustrate this. The 2.5%
rate is actually the rate at which the Agribank may provide short-term loanable funds to other
intermediaries, and Agribank loans to households and small businesses include about 1 % per month
spread over the SBVN rates. Thus, loan rates commonly vary from 2.7-3.0% per month, with the typical
rate to farm households being 2.8% per month. Agricultural trader financing in the rural areas carries
a slightly higher rate of 3.0% per month. Some variation in short-term rates was found through
interviews with Agribank officers. For example, processor loans were at 2.8-3.0% per month in adjacent
provinces in the south. Similarly, farmer loans were as low as 2.1 % per month in the mountainous
regions in the north. Other variations occurred in the rates charged farmers through joint liability groups.
Onlending rates through those groups varied from 2.3 to 2.9% per month, and primarily reflected
variations in the rates they paid Agribank. The medium-term loan rate for SOEs and farm households
is 1.2% per month, and no variation was observed in that rate in the rural areas. This lack of variation
in medium-term loan rates is quite unusual given the observed variability of short-term rates in the same
markets.

6.26 Two problems arise out of the rural loan interest rate structure. First, the observed
variation in short-term loan rates is quite small given the likely differences in credit risks between groups
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of short-term borrowers. For example, the 2.7-3.0% range applies to farmers, traders and processors
- each of which poses quite different production and market-related risks for Agribank's loan portfolio.
This small variation in short-term rates suggests that differences in credit risks are not being appropriately
evaluated by Agribank district offices, and that training in credit evaluation procedures may be warranted.
SBVN's interest-rate guidelines may also be creating an undesirable effect on the way in which short-term
loan rates are applied. The 2.5% per month rate sets an artificial minimum on short-term rates below
which Agribank districts are hesitant to go, even though quality borrowers merit lower rates. Thus, rates
are typically varied only slightly above that rate level and do not reflect true credit quality spreads.

6.27 The second major issue is the inverted rate level on medium-term loans. Clearly, the
SBVN's 1.7% per month reference rate on medium-term loans does not reflect maturity or credit risk
premia, and acts as a barrier to more effective intermediation in the medium- and long-term segment of
the rural credit market. Even if the banks could mobilize long-term deposits at those low rates (which
they cannot), lending short-term deposits on a medium-term basis at the SBVN rate would result in
negative spreads for the banks and expose them to potentially significant interest rate risk.

Rural Credit Requirements

6.28 In 1992 the Agribank provided credit to only about 9% Viet Nam's potential private rural
borrowers. Based on end-1993 loans outstanding, the corresponding percentage of rural households
receiving credit through Agribank had increased to about 20%. Despite Agribank's emphasis on private
household loans, credit requirement growth for those loans continues to far outdistance the ability of
Agribank and other formal rural lenders to respond with funding, and the informal credit market remains
a significant source of credit in the rural areas.

6.29 Provincial and district Agribank officers indicated that they met 25 % of estimated 1993
agricultural credit requirements in their service areas. Based on that credit situation and some simplifying
assumptions, it is possible to make an approximate estimate of agricultural credit requirements. Average
Agribank loans outstanding in 1993 amounted to approximately D5,063 billion. Assuming average yearly
loan turnover of 1.853', total credit during 1993 was approximately D9,366 billion (1.85 times the
average volume of Agribank loans). Agribank estimates it met about 25 % of credit requirements in 1993,
making the total credit requirement approximately D37,464 billion (about $3.7 billion). This amount does
not take into consideration the percentage of loan volume requests rejected due to nonviability; if this
were 10%, the aggregate credit requirement would be about $3.37 billion, and a 20% rejection rate
would cut that figure to about $3 billion. The 1994 credit requirement can be derived by adjusting the
1993 figure for inflation. Agricultural credit requirements are huge relative to the amount of formal credit
available through the Agribank and other rural financing institutions.

6.30 Clearly, Viet Nam's policy should not be to entirely close the credit needs gap in
agriculture; at some point additional credit serves only to trap resources (including labor) in the sector
- leading to a misallocation of scarce financial and economic resources and low sectoral economic rates
of return. This would be the outcome if the credit were directed to agriculture through nonmarket
interventions. If agriculture competes for funds based on market interest rates, a significant part of the
financing gap will be filled, as private agriculture appears to be generally profitable. Within this policy

This assumes a short-term loan turnover of 2 times/year and a medium-term loan turnover of 0.5 times/year. The
portfolio of VBA in 1993 was 90% short-term loans.
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framework, the solution to the credit deficit is multi-dimensional: banks should intensify their efforts to
mobilize rural savings (without recourse to the use of deposit substitutes); policies and institutional
arrangements - such as a domestic inter-bank funds market - should be considered to give the
shareholding banks and other rural financial institutions better access to loanable funds, and efforts should
be made to develop links between the informal and formal segments of the rural credit market.

Role of the Agribank

6.31 The Agribank remains the dominant formal credit institution in rural Viet Nam. It
maintains an extensive rural branch banking system that primarily serves as a direct lender, but also lends
indirectly through "economic organizations" such as cooperatives and rural financial institutions such as
the rural shareholding banks. Thus, Agribank exerts a strong influence on rural financial conditions.
Although the Agribank is a universal bank with authority to lend in various sectors, it remains a highly
specialized agricultural bank with a loan portfolio dominated by short-term production loans to farm
households: short-term loans represented about 90% of Agribank loans outstanding at end-1993. The
Agribank maintains a monopoly position in a large number of the rural districts. This suggests both a
high level of credit risk exposure due to the implied high level of loan concentration in agriculture, and
a lack of effective competition in the rural areas.

6.32 The Agribank is just beginning to develop greater operational efficiency and outrach
through rationalizing its rural network and innovative rural lending. However, these programs are a
rather fragmented approach to the general problem of insufficient rural financial services. The Agribank
has begun to experiment with extending banking services to rural areas by establishing subdistrict
transactions offices and forming mobile banking teams that make frequent village visits. Although no
formal evaluation has been done to determine if these activities are effective, it was observed that the
transactions offices provide better access for rural households by allowing more frequent savings deposits
and withdrawals and loan repayments.

6.33 The SBVN's financing facility has historically funded Agribank loans, and automatic
refinancing continues at only a slight decline in percentage terms. In 1991 the SBVN provided about
41.6% of Agribank's funds, and as of September 1994 about 40%. Meanwhile, the proportion of funds
derived through savings mobilization remained at about 54.6%. A closer look at savings mobilization
at the regional level indicates that a shift occurred in 1992-93 (Table 6.3). The proportion of savings
deposits mobilized relative to loans outstanding in the Hanoi and Danang regions exceeded the national
average through the 1992-94 period, but the gap between the regions narrowed in 1994.
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Table 6.3: Agribank Loans Outstanding and Savings Mobilized by Region, 1992-94
(BiBlions of dong)

1993 19----_____ l994

Loans Total Loans Total Loans Savings Total
Region Out- Savings Mobil- Out- Savings Mobil- Out- Deposits Mobil-
(city) standing Deposits Bonds ization/b standing Deposits Bonds ization/b standing Bonds izationfb

l(Hanoi) 1,562 866 6 1,340 2.725 615 527 1,978 4,161 861 925 3.054

1I(Ho Chi Minih) 1,219 201 94 428 1.689 56 485 750 2,475 160 838 1.464

11I(Qusangnam 195 86 6 159 418 73 53 265 537 83 139 374
Danang)

IV(Bitnh Dinh) 318 76 7 155 568 53 82 293 911 72 145 504

V(Can Tho) 700 64 88 211 942 38 221 369 1,188 53 369 567

Total 3.994 1,293 200 2.293 6,342 835 1,368 3,655 9,272 1,229 2.416 5,963

As of Novemnber 30, 1994.
The total mobilization figure reflects the sum of: savings, bonds. deposits of economic units, and the governunent deposits.

sUrce: Viet Nam Bank for Agriculture. December 1994.

rivate Financial Institutions

6.34 SBVN fostered the emergence of several alternative private financial institutions in rural
Viet Nam during 1992-94 under its strategy of licensing new institutions to supplement the efforts of the
SOCBs. Foremost has been the replacement of the former rural credit cooperatives with private, rural
shareholding banks and popular credit funds. In addition, credit shareholding cooperatives have been
established as new rural credit institutions. This emerging set of financial institutions is characterized by
small size, weak capitalization, and, in the case of the rural banks, direct reliance on the Agribank for
a significant share of loanable funds. Additionally, these new private institutions lack management skills
and public confidence, although confidence is being developed through continued growth in shareholder-
members and nonmember rural clients. Weak financial status and lack of financial market access limits
the degree to which the new rural intermediaries can effectively compete with the Agribank or
Incombank.

6.35 Popular Credit Funds. Popular Credit (or Peoples') Funds are commune-level credit
institutions introduced during 1993 into 14 provinces (73 districts and 173 communes) on a pilot basis
by the SBVN (Table 6.4). As Agribank was unable to fill the void created by the failure of the rural
credit cooperatives, the credit funds were part of SBVN's strategy to increase small farmer access to
production credit. The scheme is modeled after the caisse populaire system in Quebec and is built around
a central credit fund (with plans to eventually include a set of regional credit funds at the provincial
level). The central fund is designed to safeguard local credit funds against the covariant risks to which
they are exposed because of the local and highly specialized nature of their loan portfolios. The central
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fund receives 40% of its capital through the SBVN, and the balance through shares held by the local and
regional units. SBVN plans to broaden the scheme to about 200 popular credit funds in 1995.

Table 6.4: Summary of Popular Credit Funds Through October 1994

Authorized Open Statutory Loan Volume
Region/Province Funds Funds Members Capital Deposits Outstanding

--------------------number ------------------ ------------------million D-------------------
North
Vinh Phu 16 16 4,400 457 3,792 4,740
Ha Tay 12 12 3,862 564 5,229 6,379
Thai Binh 16 16 3,916 414 1,704 2,403
Hai Hung 14 14 3,494 612 5,284 6,147
Nam Ha 19 19 2,204 388 2,568 3,348

Central
Binh Dinh 10 10 3,700 686 2,073 3,010
Quang Ngai 11 10 1,643 171 494 833
Dac Lac 5 5 1,415 270 1,827 2,479

South
Dong Nai 9 9 2,229 1,348 2,631 5,273
Tien Giang 4 4 2,405 144 139 215
Soc Trang 9 8 1,843 1,162 2,640 3,873
Minh Hai 3 3 1,396 541 6,083 7,484
Kien Giang 14 14 3,091 1,062 4,446 6,310
An Giang 11 11 6,475 2,408 10,395 13,819

Total 153 151 42,046 10,227 49,305 66,313

Source: Popular Credit Fund Department, State Bank of Viet Nam.

6.36 There has been a remarkable growth in popular credit fund financing operations in 1994.
The popular funds provide only short-term credit through small working capital loans. The average loan
size among credit funds visited in the north varied from D250,000 to DI million (the smnallest loan
reported was just D50,000 - approximately $5). A majority of their loans are for farning activities such
as crop production and livestock raising, and their credit market niche is to meeting small farner credit
needs after referrals from Agribank. Similarly, the credit shareholding cooperatives are oriented to small
farms with a heavy emphasis on lending to rural poor households in their service areas. In each case,
the service area is quite small, which suggests that the funds will also remain small for some time.

6.37 Popular credit fund funding comes mainly from member shares and deposits. While
deposits are not required to receive a loan, a farmer must have purchased a share in the fund. Deposit
growth was rapid at the onset of their operations, and represented about 75 % of loans outstanding in
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October 1994. In aggregate, the popular funds maintain extremely high lending positions of over 130%
of deposits and 90% of total deposit and equity funds. Even with those illiquid positions, the popular
funds generate relatively modest operating profits because of controls placed on their deposit and lending
rates by the SBVN: they are allowed spreads of 1% per month over their cost of funds. Thus, a credit
fund in Hai Hung Province reported paying 1.7 % per month for 6-month deposits and charging borrowers
2.7%. The result was a 0.43% per month (about 5.3% annual) profit margin to cover anticipated loan
losses and expand the volume of loanable funds. In addition to deposit funds, the central credit fund has
reportedly loaned about D5 billion to the popular funds at 2 % per month, which the funds were allowed
to on-lend at 3%.

6.38 The popular credit fund system exhibits three features that are highly appropriate for rural
credit in Viet Nam: improved local access for borrowers and savers through controlled transactions costs,
risk-sharing across local lending units, and emphasis on savings mobilization and loan repayment. As
the system evolves, it will be characterized by numerous commune-level units because of its orientation
toward providing small rural borrowers and savers access to financial services. Growing clienteles and
local funds as the system expands to other provinces and districts, and the range of financial services is
expanded, are expected to create pressures within the system to develop a set of interrnediate-level
institutions that can effectively deal with the administrative aspects of credit delivery, funds mobilization,
and risk-sharing. Popular credit fund growth and expansion system should emphasize flexibility, cost-
efficiency and competitiveness.

6.39 Rural Shareholding Banks. Rural shareholding banks have also been gradually taking
the place of the old rural credit cooperatives. The majority are located in the south, and by end-1994
SBVN had licensed 16. Since many of the rural banks are new, ownership remains concentrated in the
hands of a few large shareholders.Those visited reported about 50-60 shareholders, with a few
shareholders having large share positions.

6.40 In most cases, the rural banks focus on lending to farm households in their service areas.
For example, in the south their primary emphasis has been on rice crop intensification, land-leveling, and
development of fruit gardens. The proportion of rural shareholding bank credit flowing to rural traders
and others is relatively small at approximately 15-20%. Rural bank loans carry short maturities, and are
generally small (D1-3 million). An additional rural bank feature is their relatively stronger emphasis on
lending to poor households. Although the definition of a poor household varies somewhat across the
country, the proportion of funds the banks loaned to the poor significantly exceeds the proportion of poor
households in the districts in which they operated. This is in contrast to the loan portfolios reported by
Agribank district and provincial offices, where the poor represented a minor borrower category. The
rural banks have also been financial innovators. They have utilized joint liability group-based lending
to rural borrowers and simplified lending procedures. In addition, they have attempted to expand savings
mobilization by combining the savings and credit activities of their customers.

6.41 Large proportions (50-80%) of rural bank funds are directly obtained from the Agribank
at rates of 2.6% per month. The banks onlend those funds to farmer households at 3.0%; in effect, they
operate as Agribank service centers, and their dependence on it for funds means that they do not
effectively compete with the Agribank. The rural banks report that they meet 10-30% of the estimated
credit needs in their areas, which is similar to the percentages quoted by the Agribank districts. Rural
bank funding problems emanate in significant part from the deposit interest rate limitations imposed by
the SBVN and their lack of access to financial markets. Rural bank savings mobilization efforts are also
thwarted by the fact that the primary savers are traders, who represent a relatively small part of their
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clientele. The emerging rural bank strategy is to expand share offerings to existing shareholders and
traders to develop a larger financial base from which to lend. That strategy appears to be warranted
given the small numbers of existing shareholders in these institutions.

6.42 The rural banks are legitimate financial institutions and will need greater access to funds
if they are to achieve their objective of extending credit and financial services to the rural population and
provide competition in those markets. The SBVN should explore: (i) development of an interbank funds
market with flexible interest rates and to which the rural banks would have access; and (ii) development
of a system of correspondent banking to expedite the flow of funds and increase rural bank capacity to
meet the demands of larger customers. Additionally, the SBVN should consider providing the rural banks
direct access to an SBVN rediscount facility so that they can expand their lending capacity and reduce
dependence on the Agribank. Either or both of these measures could help relieve the severe funds
constraint under which the banks now operate.

Informal Finance

6.43 Previously, informal credit markets were suppressed in Viet Nam. The recent economic
liberalization has, however, contributed to a resurgence of informal credit institutions and markets. The
infonnal agents (moneylenders, relatives, merchants, and friends) are unregulated and unsupervised in
their financing. The diverse financial agents in the informal segment of the rural financial sector meet
a significant part of rural production and consumption financing requirements. The recent VLSS provides
some information on the importance of the informal credit market.

6.44 There are a number of ways in which the rural population participates in these informal
credit arrangements: direct loans between individuals (such as family members) with loans granted and
repaid either in cash or in kind; loans from local moneylenders; formation of small enterprises with
voluntary subscriptions of shares by the members; or participation in rotating saving and credit
associations (see para. 6.64). Rural credit cooperatives (because they were largely unregulated) also acted
as informal financial institutions, but they have virtually disappeared in recent years as a result of loss
of funds and dissatisfaction with the way they were managed. Their numbers declined sharply from their
pre-existing network of 7500 cooperatives in 1990 to only about 69 in 1994.

6.45 Informal lenders have co-existed with formal lenders such as the Agribank because of
Agribank's current and historical deficiencies. Branches of the Agribank and other financial institutions
have not operated effectively in remote rural areas, and informal lenders have been able to perform
without much competition. The Agribank continues to have problems meeting the financing requirements
of private rural households and businesses. The limited size of formal-sector loans is a factor that
perpetuates informal lending. Agribank has not extended loans with sufficiently long maturities for
borrowers to generate income for repayment. This shifts reliance onto other household income sources
and borrowers use informal loans for liquidity to meet Agribank loan contracts at maturity. Borrowers
may be restricted to seasonal financing (as during the January-March interval for sugarcane milling);
when credit requirements occur outside of that period, the only recourse is to use informal bridge
financing until Agribank loans again become available. Finally, the Agribank and other formal lenders
commonly require collateral on loans, which creates entry barriers for some poor households. The
Agribank has made provisions to waive of collateral requirements for small loan requests (less than
D200,000, but the availability of these loans is limited.
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6.46 The VLSS provides additional insight into the reliance of rural households on informal
lenders. About 59% of the responding households indicated that they had loans, with an average of
approximately 1.5 loans per borrowing household. Loans from informal sources (moneylenders,
relatives, and other private individuals) represented 72% of total loans. Relatives (who tend to provide
relatively lower informal interest rates) comprised the single largest informal source with about 36% of
the total loans of the responding households. Formal, private and government banks provided only about
20% of loans, and the cooperatives just 6% . Since average loan size was nearly identical for informal
and formal loans in the survey, the implication is that these percentages also approximately represent the
loan market shares captured by the informal and formal segments - about 70% and 30%, respectively.

6.47 Agricultural production was the second most frequent use of loan funds among informal
borrowers, varying from 37% of moneylender loans to about 23% of loans from relatives and other
individuals. However, the VLSS results suggest that rural households rely relatively little on credit for
purchasing farm inputs. For example, only 2.5% of responding farmer households covered their seed
expenses by using credit - 9% from private credit sources (including informal), 30% from government
sources (Agribank), and the remainder from cooperatives. Similarly, only 4.6% of farmers purchased
fertilizer on credit - 13% from private credit sources, 38% from government, and 49% from the
cooperatives. A nearly identical pattern emerged for the pesticide purchases. As competition in the farm
input market has increased, more input suppliers are extending credit to farmers as part of their
merchandising strategy. The lack of formal credit financing of farm inputs appears to have been partially
offset by the ability of households to sell assets and liquidate their other savings.

6.48 Other purposes accounted for the largest category of informal loans and varied from 43 %
to 52% depending on the type of informal lender. House building was the primary reason for informal
noncommercial loans, and relatives tended to be the preferred source of housing loans. Most informnal
loans had one-month terms, which further demonstrates the interim nature of these borrowing
requirements.

6.49 Although there is variation in the interest rates informal lenders charge, short-term (1-2
month) informal rates are usually reported to be in the 6-10% per month range or about two to three
times the level of comparable formal lender rates. The VLSS results suggest that these rate relationships
differ by maturity and by comparison with formal lenders. For example, informal lender monthly rates
are about three times the rate available at the SOCBs. The corresponding interest rates on 1-year loans
place informal loan rates at five to six times SOCB rates. Thus, there is greater dispersion in longer-term
than short-term loan rates. This may be due to lack of competition at the longer maturities. Adding to
this dispersion is the fact that the SBVN has enforced an inverted interest rate structure on loans (so that
medium- and long-term interest rates are lower than short-term rates), while informal rates reflect a more
normal term structure.

6.50 The role of informal financing has changed in recent years with Agribank's growing
emphasis on small private farmers and rural businesses. Agribank's attempt to expand its rural lending
role and capacity, improved access to formal loans (at relatively lower interest rates) has undoubtedly led
to some reduction in informal lending. Other Agribank innovations challenging informal financing
institutions include establishing transactions offices in the communes, mobile banking units to reduce
transactions costs for rural borrowers and savers, and operating local gold and jewelry shops to
intermediate non-money transactions. It remains difficult to quantify the impact of these activities on the
informal sector because consistent data are lacking. Informal lenders will remain an important source
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of rural, agricultural financing due to the continuation of policy and capacity constraints of the formal
banking system.

Recommendations

6.51 The availability of medium- and long-term credit should be improved as part of an overall
strategy to improve rural financial services. Long-term loan availability does not appear to be a
collateral-based problem. Rather, the banks are hesitant to lend on terms that exceed their deposit
maturities due to uncertainty about interest rates. To address this problem, the SBVN needs to reconsider
its interest rate policy, which inverts the term structure of loan rates. The SBVN and commercial banks
need to evolve a strategy for increasing the maturity of deposits and encouraging depositors to respond.
Finally, the banks should consider ways to extend the maturity of short-term loans from their existing
3-4 month duration to periods of 9-12 months - particularly where livestock loans are involved.

6.52 Measures should be taken to increase the efficiency of financial intermediation in the rural
financial sector by injecting greater competition and through innovations. Agribank dominates the sector,
but requires significant strengthening to improve operational efficiency. The credit funds are an
innovation that should be expanded to other provinces as SBVN plans. However, the strategy to develop
a layer of regional funds in the credit fund system should be re-evaluated at this dynamic stage of
institutional development. The SBVN should assist the rural banks in their efforts to increase rural
lending. The banks need an alternative to Agribank financing and assistance in developing strategies for
deposit mobilization. Access to a domestic inter-bank funds market would provide the rural banks with
another source of loanable funds. As a second measure, the SBVN should consider providing direct
access of the rural banks to SBVN refinancing facilities. If the credit funds and rural banks are lower
cost providers of financial services (as expected), gains in the intermediation process associated with an
expansion of activity by both financial institutions would accrue to the rural clients of the banks through
lower interest rates.

6.53 Operational efficiency could be increased by integrating rural bank savings mobilization
and credit delivery functions. The focus could be on a more effective use of rural client groups. A
second innovation would be to devise means for the rural banks to develop co-financing arrangements
for rural borrowers when loan requests exceed the lending capacity of an individual bank. A third
innovation would be to develop ways to link informal financing activities with those of formal lending
institutions. The primary advantage would be lower cost of credit delivery, particularly for small rural
loans. A final efficiency measure would be to eliminate the role of the local peoples' committees in the
credit approval process. Their role can be more efficiently and effectively fulfilled by the banks, the
courts, and the private sector.

6.54 The transformation of Agribank requires that several strengthening functions be
undertaken to improve the viability of the institution (see Annex 10). The task of financial restructuring
of the Agribank revolves around the adequacy of capital and the resolution of SOE nonperforming loans,
and an adequate capital plan should be developed and implemented. An organizational plan to increase
operational efficiency should be developed, and should include a strategy to further rationalize Agribank's
network of village, district, provincial and regional branch offices. Agribank's lending procedures and
practices need to receive high priority in the development plan. Current lending rules of Agribank focus
on collateral and largely disregard a borrower's cash flow and ability to repay out of operating revenues.
As Agribank becomes more actively involved in term lending, the use of cash flow based lending will
become increasingly important. There is need to further define Agribank's MIS, and priority should be
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placed on developing tools which increase staff productivity and improve the capacity for district-level
credit management. Funding activities should also be developed through a strategy with national scope
for rural savings mobilization and the building of equity capital.

6.55 As the rural banking sector has moved away from credit planning, selective credit
controls, and preferential interest rates there has emerged a greater need for skills in credit analysis,
development of operating and strategic business plans, and marketing. Enhancement of these skills will
promote autonomy and accountability in the banking system. General banking and accounting training
should be provided all bank management staff; specialized staff should be trained in auditing, management
information systems and accounting software, investment and risk analysis, and financial management.

6.56 Extension programs for farmers and rural businessmen are also needed. The objective
would be to provide practical training in record keeping, preparing simple business plans, and preparing
and using financial information. This is a program which could be conducted under the joint sponsorship
of the commercial banks, the SBVN and donors.

C. Industrial Finance

6.57 This section discusses the problems and prospects of private sector financing for trade and
industry particularly manufacturing, in the post-1989 period.4' In 1993 the industrial sector-' accounted
for 21% of GDP and 11.6% of the labor force; however, excluding power and fuel, the sector's
contribution to GDP was 16%. One of the main characteristics of the sector is that SOEs play a major
role, accounting for 50% of industrial output in 1993. Total industrial equity stood at D37,400 billion
($3.7 billion equivalent), of which the private sector's share was only 8% (D2.7 billion).§' The 1989
reform program opened the economy to private participation, primarily in agriculture, but also, to a
smaller extent, in manufacturing, trade, and services. In terms of geographic dispersion, much of the
industrial activity has taken place in the South. There are about 2,500 industrial units in the industrial
private sector, most of which run small workshops with 10-15 workers and fixed capital of less than
$50,000 equivalent producing garments and handicrafts for export.

6.58 The role of the private sector in industry has been limited by lack of capital and inability
to acquire land. Most new investment in industry has come from abroad. Foreign investmnent approvals
rose from only $364 million in 1988 to $6.2 billion in 1993 (Table 6.5). Most foreign investments have
been in the form of joint ventures with SOEs, with the SOE contributing land as equity. The
implementation of foreign investment has been quite slow for a variety of reasons, including inadequate
infrastructure, lack of a transparent regulatory framework, bureaucracy and shortage of skilled workers.

As part of the Financial Sector Study, a brief survey of private sector entrepreneurs was conducted to assess their needs
(including their financing needs) and their perceived problems.

Viet Nam's statistics on Industry include the Energy Sector.

Data on private industry equity is provided by State Arbitrator Office, which is in charge of enterprise registration. The
figures are probably underestimated to the extent that some units have not been registered. According to a Survey by
the Viet Nam Chamber of Commnerce and Industry, the equity capital of private industry is D3.3 billion.
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Table 6.5: Foreign Direct Investmnent Approvals and Implementation, 1988-93
(Millions of US dollars)

1988 1989 1990 1991 1992 June
1993

Cumulative Capital Registered 364 903 1,503 2,726 4,663 6,214
(FDI approved)

Cumulative Inflow of FDI
(Investment implemented) 400 400 400 600 900 1,500

Source: State Committee for Cooperation and Investments (SCCI).

6.59 Household business units dominate trade in urban and semi-urban areas, and are beginning
to make their presence felt at the district level. The dynamism of the trade sector is evidenced by the
increasing number of new shops throughout the country, reportedly earning good profits. Table 6.6
below illustrates private sector growth in trade and services in Ho Chi Minh City. As can be seen,
private sector enterprises in trade and services in the South have rebounded. Their earnings, if translated
into private savings in the urban sector, together with the savings from the prosperous agricultural sector,
could provide a financial springboard for the private sector to take off.

Table 6.6: Private Sector Development in Household Trade
and Services in Ho Chi Minh City, 1990-93

(Thousands of dong)

1990 1991 1992 1993

Trade
Number of households 141,308 168,376 167,411 187,156
in trade business

Monthly earnings by household 3,132 5,810 9,878 11,415

Service
Number of households in service 27,148 28,578 35,037 37,868
businesses

Monthly earnings by household 910 1,473 3,486 3,999

Source: Statistical Yearbook 1993 for Ho Chi Minh City, Office of Statistics, Ho Chi Minh City,
December 1993.



- 77 -

Industrial Credit

6.60 Viet Nam's trade and industry derives its finance from the banking system and informal
credit markets. The private sector's share in total banking sector credit has increased substantially,
mainly in the agriculture sector. Of total bank credit of D27.6 trillion as of September 1994, term credit
accounted for D7.7 trillion, or 27.9%. The non-SOE sector's share of total term credit was only 15.5%,
and the private sector's share less than 11 %, or 3 % of total credit,with Agribank accounting for two-
thirds of the total private sector share. It should also be noted that there are definitional problems with
what is considered term credit: all credit that is not a working capital loan is classified in a medium- and
long-term category. Foreign banks rarely provide term credit. The bulk of term lending is provided by
the four SOCBs, often through their directed credit programs through the SBVN. The largest such credit
program is the "Construction Loans under State (Five-Year) Plan". The BIDV, mandated to finance
infrastructure, provided close to 50% of total tern financing in 1994, of which less than 1 % went to the
non-SOE sector. Given the stage of development of the financial sector, it is quite nornal for
commnercial banks to focus their operations on short-term loans and self-liquidating transactions.

Table 6.7: Maturity of Bank Financing, September 1994
(Billions of dong)

Total % Term Credit %
Credit

SOEs 17,404 63% 6,523 84.5%
Non-SOEs 10,217 37% 1,196 15.5%
Total 27,621 100% 7,719 100%

Source: State Bank of Viet Nam.

6.61 The main reasons for chronic investment finance shortages for domestic Vietnamese finms
are:

* crowding-out by SOEs;

* the lack of long-term funding for the banking sector to meet term lending requirements,
since the newly established private shareholding banks have mobilized only small
amounts of time deposits. The GOV is aware of this funding problem and in 1993
provided foreign exchange to Vietcombank ($100 million), BIDV ($170 million) and
Agribank ($30 million) to strengthen their term lending capabilities. However, most of
these fund went to the SOEs;

* the lack of appropriate intermediation instruments other than time deposits and passbook
savings to mobilize private savings for long-term use;

* the present unsettling legal framework (see Chapter V), which makes bank lending, and
in particular, term lending, quite risky. A lack of sufficient collateral is also a problem,
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as are the difficulties in the foreclosure procedure in the context of Viet Nam's current
weak system for dispute resolution.

6.62 As foreign borrowing is not available and given the banking system's preference for
lending to SOEs, the organized private sector must rely on small private shareholding banks that provide
some term lending in the form of rolled-over short-term loans, or the informal financial sector, which
charges interest rates higher than the formal market. The private shareholding banks are very small,
having equity between $2 million to $7 million equivalent, and an average deposit base of less than $2
million equivalent. It is noteworthy that most of the private shareholding banks have evolved from credit
cooperatives, which had limited modem banking experience.

6.63 The private sector's resurgence has been sustained by entrepreneur savings - together
with those of their families and friends - and informal credit markets. The main components of Viet
Nam's informal financial market are: (i) groups of money lenders, mainly in Ho Chi Minh City; and (ii)
numerous rotating saving and credit association or Hui Societies in the North and South. Semi-informal
financial institutions such as credit cooperatives were once common in all large cities, but collapsed in
1990, as a result of mismanagement, and the lack of supervision by monetary authorities.

6.64 The ten best known money lender groups are clustered in the Cholon district adjacent to
Ho Chi Minh City. Initially, the money lender groups catered to the needs of clothing merchants, but
now serve all kinds of businesses. It is estimated that with a total funding estimated at D1O million ($1
million) each day, these groups make loans ranging from D5 million to D100 million at interest rates of
6% to 7% a month. Most of the loans are of very short maturity, ranging from a few days to a few
weeks. Intimate knowledge of a borrower's businesses is key to this type of lending, as no collateral is
required. Despite high interest rates, merchants prefer this facility for meeting working capital
requirements.

6.65 Viet Nam's Hui system is a variety of the rotating savings/credit system and is
enforceable in equity even though the organizations are not registered. The enforceability of the system
stems from oral undertakings among members who promise to contribute their savings for use by other
members. Each member can draw on the pool of collective savings on a rotating basis. There is a slight
difference between Hui in the North and Hui in the South (see Box 6.1). The most popular Hui are the
weekly Hui (12 weekly payments by each members) and the monthly Hui (12 monthly payments).
Because the borrowing rate proposed by the bidder (the member who gets the loan) changes in each
bidding period, interest rates are very close to market rates. No data exist as to the total volume of this
saving/credit facility, but it is believed that almost all merchants and small entrepreneurs participate
routinely in Hui. The system is meant to provide short-term credit, but small businesses often participate
in several back-to-back Huis, approximating a rolled-over short-term bank credit, albeit on a small scale.
Viet Nam's Hui system and other informal credit institutions perform a valuable service to small business,
but they are no substitute for a formal industrial finance system.
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Box 6.1: Viet Nam's Hui System

A monthly Hui with a loan total of D12 million will illustrate the system. There are 12
members and one chief of the Hui. On the funding side, each month each member contributes DI
million less the interest proposed for that month. In the first month, whoever bids the highest
interest receives the loan, and the process is repeated for the remaining 11 months. For example,
in the first month the highest interest proposed is D200,000, so the 11 members contribute only
D800,000 each, instead of D1,000,000. The winner receives a loan of D800,000 X 11 =
D8,800,000. He must pay the chief a commission of 1%, i.e., D120,000. From the second to
twelfth months the first winner must repay D13,000,000. In the second month, one of the
remaining participants who proposes the highest interest, say D180,000, receives the loan. The
10 others contribute only D820,000 each. The winner for the second month receives D8,200,000
+ D1l,000,000 from the first winner. He again has to pay the chief a commnission of D120,000.
From the third to the twelfth month, he must repay D1,000,000.

The last winner receives a total of DI11,000,000 and he has to pay the same commission of
D 120,000 to the chief. He has in effect lent money to others during the previous 11 months and
has now been repaid.

In the Hui of the Northern type, the chief is not given a commission, but is entitled to the loan
free of interest, at the first month.

Recommendations

6.66 The prospects for the private sector appear bright, but its full potential is unlikely to be
realized unless it has access to long-term financing. The absence of term finance is a general constraint
in Viet Nam, especially for the industrial private sector. In the absence of a developed capital market
and, given the fact that foreign borrowing is not yet available to the new private sector, some means of
providing term finance to the private sector need to be devised. The inverted interest rate structure
(Chapter III) provides few incentives to the banking system to actually provide term resources, and should
be redressed. Improvements in collateral and contract enforcement (Chapter V); improvements in
accounting and auditing, and the banks' own abilities to analyze financial statements and undertake project
evaluations; and the development of new deposit and lending instruments (for example, callable variable
interest rate loans, which would be sirnilar to rollovers of short-term loans) would also encourage term
lending by banks. The option of channeling external resources through a well-designed market-based
delivery system (i.e., without subsidies, and open to all private sector activity) could also be considered.

D. Housing Finance

6.67 A fundamental reform in most transitional socialist economies has been to create market
for building and allocating urban housing. This is a priority both because the former systems have
performed so poorly and because housing is closely linked to reforming the enterprise, labor, and
financial sectors. Viet Nam faces the same initial distortions and problems, but in many respects has a
better outlook for resolving these problems.
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6.68 The demand for urban housing in Viet Nam is likely to explode as reforms take hold and
incomes grow. For example, in China, when urban economic growth became strong and housing demand
accelerated, the initial conditions with respect to the level of income and housing were better than in Viet
Nam today. Therefore, it is likely that the flow of resources into housing in Viet Nam will be even
greater. The stock of urban housing is extremely low and, given the former system of supply, quite
likely different from what people will purchase with their own resources. With 20% of the population
in cities and towns, Viet Nam is one of the least urbanized countries in Asia. The macroeconomic
strategy is likely to promote rapid further urbanization. Improving poor infrastructure, urban services,
and housing will require substantial public and private investment. Mobilizing and allocating the
resources for urban development, including housing, will be crucial to the success of this strategy. An
efficient financial system is a key requirement.

6.69 The experience of other reforming economies provides a clear lesson for Viet Nam. The
viability of financial institutions depends heavily on good real sector performance. This means that
essential market-making reforms on the real side, such as privatization, need to precede financial sector
reform. Real reforms are preconditions for successful investment in these sectors - and the financial
flows that will inevitably follow. The sequence of reform in the housing sector in Viet Nam,
appropriately, is led by real reforms, which will create an environment for good performance in the
housing finance system.

6.70 However, even in developed market economies, financing for the housing sector has
special characteristics. Housing is a large investment relative to the purchaser incomes, and is very long-
lived, providing a flow of services over many years. Even where the government does not directly
supply housing, it is a sector often subject to intensive regulation for social and political reasons, which
results in distortions in prices and patterns of physical development.

6.71 The benefits of financing housing as an integral part of the financial system, as proposed
in Viet Nam, are substantial. Institutions lending to the household sector are often well positioned to
increase the financial savings of their customers. Loans for homes can be safe, long-term assets for banks
which, in turn, will serve to increase depositor confidence. This type of business can also provide growth
opportunities for a broad range of financial institutions. From the government's point of view, a healthy
and responsive housing finance system can reduce the need for subsidies. Competitive financial services
to builders and buyers in the housing market can reduce costs and make the market responsive to the
needs of each in a commercially viable manner. Finally, for households, the ability to obtain liquidity
from the most widely held asset in the economy, housing, means that their financing needs for small
business can be supported with the collateral they already own.

Past and Present Housing Finance in Viet Nam

6.72 The state provided most urban housing in Viet Nam in the past, financed directly from
the GOV budget or by SOEs. The change in housing policy in the late 1980s made individuals
responsible for their housing, including its financing. GOV and SOEs are now phasing out their activities
in this sector, but resources for housing do not yet flow through the formal financial system.
Transactions in existing units and the burgeoning construction of new units in the major cities are
financed by a combination of cash, asset sales, transfers, and informal borrowing. Only the construction
and real estate development industries receive limited formal credit from the newly established joint-stock
commnercial "housing" banks.
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6.73 Three banks lend to the housing sector in Viet Nam. They are the Hanoi Building
Commercial Joint Stock Bank (Habubank), the Building Development Commercial Joint Stock Bank
(Buildebank) of Ho Chi Minh City and the BIDV with branches throughout the country. The first two
are chartered under the SBVN as regular commercial joint stock banks. The two joint stock housing
banks are very small, accounting for only 3% of the assets and 2% of the equity in the commercial
banking industry in Viet Nam. In contrast, BIDV is the fourth-largest commercial bank in Viet Nam,
although its activities related to financing housing are small.

6.74 Buildebank and Habubank are housing finance institutions by virtue of charters, intended
customers and lines of business, and the nature of their owners. Both were incorporated within the past
five years with charters stating their intention to provide "banking services primarily in construction
materials, land and housing". These banks have corporate shareholders. Although significant shares are
still owned by SOEs in related fields, such as construction, the picture has changed since their inception.
Habubank was established and owned 85% by SOEs; its capital has since tripled, and SOEs now own
only 40%. Buildebank is still almost totally SOE owned (90% of shares) with five large state-owned
construction firms owning 50% of its shares.

6.75 BIDV had loans outstanding of D4.7 billion as of September 1994, with about three-
quarters of its assets in medium- to long-term credits and loans to enterprises, mainly SOEs. Well over
half of BIDV's funding in 1994 came directly or indirectly from the state budget, and only 10% from
deposits.

6.76 Mobilization by both joint stock banks is primarily through demand and short-term
deposits from enterprises and households. The rates paid are the same as those in other commercial
banks. In an attempt to mobilize more deposits, Habubank and BIDV introduced saving-for-loan schemes
in 1994. These are schemes that require participants to save for a minimum of one year, at which time
they may withdraw their savings and borrow an equal amount for a similar term. The loans are intended
to be used by households to purchase or build housing. The deposit rates paid are well below those
prevailing in the market (7% versus about 21% per annum); lending rates are even lower: a margin of
3% is added to arrive at a 10% versus a 35% lending rate.

6.77 The three housing banks make few term loans for housing purchases. Most loans go to
construction firms for working capital. Typical maturity is three months, and interest rates are fixed for
that short period. Loan security is usually a claim on real property although the legal infrastructure for
mortgage and foreclosure of such collateral is incomplete at this time (see Chapter V).

6.78 The interest rates on loans are prescribed by the SBVN (Chapter III) and, as was also
noted for the SOCBs, the two joint stock banks are charging the maximum rate. Both these banks charge
unregulated fees for originating a loan. Since all loans are for very short periods, the interest rate is
fixed to maturity. Rollover procedures and charges are much like repeating the original underwriting
exercise.

6.79 Buildebank has about 2,000 loans outstanding, and some larger borrowers have more than
one loan. Overall, about 50% of the outstanding loans are to SOEs. Both banks reported minimal non-
performing assets. The overall rate of loan delinquency is low (less than 5% of assets in the one case
reported) and remedies are available to collect from borrowers. It is not clear that the same remedies
are available for SOEs and private borrowers. Two of the three banks further reported that they had
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experience with repossessing residential property and that they had been able to do so expeditiously using
the district level authorities to enforce written commitments to pay.

6.80 As with all commercial banks in Viet Nam, Habubank and Buildebank are permitted to
provide equity as well as loans to firms. These activities may take the form of purchasing shares in
existing companies or providing equity to new projects or firns. The regulations limit the extent of this
investment (para. 4.38) but place no limits on the proportion of shares that a bank may take in an
enterprise. Both joint stock banks are active investors and have controlling interests in some businesses.

6.81 There are good economic reasons to address housing finance explicitly as the economy
and financial system develop. Although they are now small, using commercial banks as the basis for a
market-based housing finance system is a good strategy. The issues to be considered in building such
a system can be divided among financial, fiscal and housing sector concerns. Each is discussed in turn
below.

Financial Issues

6.82 Viet Nam has very low levels of domestic resource mobilization. Household deposits
represent an insignificant share of the liabilities of the financial system. Overall lack of confidence in
the banks is particularly pronounced among households, and the relatively high returns to savers are not
themselves sufficient to resolve this problem. On the lending side, incentives for very short maturities
(typically three months) also make the housing sector an unattractive borrower. Moreover, the fixed-rate
lending instruments now used are unsuitable for longer-term lending. Finally, intermediation costs near
10 percentage points a year on top of high real interest rates makes credit expensive, although informal
rates are reported to be about double formal interest rates.

6.83 The saving-for-loans schemes are new and should be carefully reviewed. Although they
are just being introduced, it is not obvious that they are designed to meet their obligations to participants.
Typically such closed-circuit schemes have difficulty enrolling the necessary expanding base of savers
to fund the loans that every participant will want. There is a role for savings schemes where the purpose
is to test the income and credit practices of potential borrowers with irregular income or informal
employment, but the present schemes do not appear well designed for this purpose.

6.84 A relatively full range of deposit instruments is offered, but the nature and form of
interest-rate regulation limits the ability of banks to increase longer-term savings mobilization. The
administered upward yield curve on longer maturities is too little for too short a time. It will take some
experience with low inflation and positive savings interest rates for depositors to take on longer savings
contracts. Other practices related to savings accounts and the cash payments system provide negative
incentives for mobilization from households through the formal financial system.

6.85 Lending instruments and regulations are an even greater impediment to developing a
housing finance system. Only very short-term loans are offered, and their features make them unsuitable
instruments for longer-term lending. Most seriously, the interest rate regulation specifies a lower
maximum for housing loans than for short-terrn loans such as those for working capital, giving banks a
disincentive to make housing loans at present. Although interest rate regulation on lending is tied to the
cost of funds with a substantial positive spread, it does not adjust during the life of contracts. In fact,
there is no need to adjust during the typical three-month contact. These lenders perform virtually no term
intermediation, as assets and liabilities have almost identical maturities. A future issue for the banks to
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tackle is to manage maturity mismatch, but no one is prepared to do this now or has much idea of how
it can be done.

6.86 As the two housing banks are new creations in Viet Nam's post-monobank, two-tier
system, they are not saddled with bad old loans. Present underwriting practices are conservative in that
they rely on collateral for lending, but the underlying laws and regulations on real property rights,
mortgage and foreclosure are still under development (Chapter V). Both banks operate under exactly the
same legal and regulatory frarnework as other joint stock commercial banks chartered in Viet Nam.

6.87 Two activities on the asset side of these housing finance institutions need to be reviewed.
First is the policy, regulation, practice and supervision of lending to their owners. There is no evidence
that present regulations are being violated, but the policy needs to be reviewed to provide proper security
to depositors, whose confidence is low. Second, the overall policy of permitting a broad range of non-
banking activities by housing finance institutions, including equity investment in firms, should be
reviewed. The danger is threefold. First, direct management and/or equity in businesses is, by
definition, more risky than lending. Second, there may be a conflict of interest when these banks are
expected to be both active partners in real estate endeavors and impartial lenders to competing projects.
Third, such activities may distract the attention of management at a time when should be focused on
institutional growth.

6.88 Although these housing finance institutions are very small, they are fundamentally sound
and currently profitable. However, there is some official concern about the relatively small size of the
two housing banks and the fact that they are not yet lending to households for longer-term housing
finance. Since those concerned with housing sector performance are not able to influence directly either
financial sector reform or conmmercial bank behavior, their proposed solution is to go outside the banking
system to create "housing finance corporations." Although plans for their institution have not been
finalized, these separate channels look like GOV budget or non-market solutions to financial sector
development questions. A critical review may be in order to avoid subsidized competition to the
commercial banks activities in this area.

6.89 An important challenge facing the two housing banks increasing their capital to meet the
SBVN targets already announced. Although the objective of increasing the soundness and stability of the
financial system through larger and more robust financial institutions is sound, these very small banks
are going to have difficulty meeting the new requirements. The strategy for doing so includes introducing
foreign shareholders in at least one case.

Fiscal Issues

6.90 The newness of Viet Nam's two housing banks eliminates many of the problems in other
reforming economies. There is no significant portfolio of bad loans in these banks. The only major
fiscal implication of housing finance at present is that of subsidies. The history of state or public
provision of housing, along with the failure to price land and capital, leaves subsidies and finance as
intertwined concepts in Viet Nam. The interest rate regulation, mentioned before, that prescribes lower
rates for this sector despite its need for long-term finance, may be motivated by affordability or subsidy
concerns. Explicit subsidy policy and its funding and implementation is one of the reforms that should
precede the next steps in developing the housing finance system.
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6.91 All institutions interviewed mentioned what they considered to be high tax rates on profits
limiting their ability to grow and remain viable. As in the rest of the banking system, the issue that
emerges is the impact of high tax rates on incentives to be efficient and cost conscious. (Chapter III).

Housing Sector Issues

6.92 The fundamental reforms in the transitional economies are designed to create markets.
There was no market for urban housing under the former system in Viet Nam. Housing was supplied
as an obligation or entitlement by the government and by many employers. A market in privately held
housing assets and services is a prerequisite for the sound development of long-term mortgage lending.
These assets must be well defined legally, regulation must not make production or trading difficult, and,
perhaps most importantly, there should be wide private ownership housing assets. Viet Nam is making
progress on each of these issues but much remains to be done.

6.93 The right to own housing has been firmly established. It includes the right to use the
land. Ambiguity about the future of land law and regulation is being clarified, and the outcome looks
like a system of tradeable long-term land-use rights or leases from the state. The full system of
recognizing, documenting and recording this right is still under development, as are laws on
morigagability and foreclosure of real property.

6.94 The present process of financing the construction or purchase of a dwelling by a
household is less clear. There are virtually no market-based term loans from banks available for housing
purchase. Some developers offer limited installment payments or lease-purchase arrangements on a few
units but this may be a mandatory condition of the overall permission for development rather than
traditional sales financing. The VLSS illustrates the heavy reliance on informal markets for the financing
of housing: most housing is purchased using a combination of personal savings, transfers from family,
loans from friends and private sources, and sale of assets. Almost no formal borrowing is involved.

6.95 A well-functioning housing sector is not simply one where mortgage finance is readily
available. Instead, it is the outcome of the interaction of broad effective demand within a responsive
supply system. If the latter is not present, more housing finance yields higher prices, not greater output.
The sequence and comprehensiveness of reforms on the demand and supply sides of the market are
important. Developing and implementing a regulatory framework that creates an environment where
different interests can be translated into acceptable outcomes for householders, suppliers, financiers, and
government itself is the key policy issue to be addressed.

6.96 The supply side of the housing market in Viet Nam is also undergoing major revision.
New private construction and development firms exist alongside commercialized state firms. The capacity
and capability of this industry is growing rapidly in response to demand. The SOEs appear to behave
in a competitive commercial fashion without special advantages or treatment at the hands of regulators.
However, public ownership of these firms, and in turn their ownership of the two commercial banks
intending to specialize in this sector, may create a dampening effect on the vitality of this sector. In
order to create a more responsive and stable construction industry it is necessary to financially strengthen
the many weakly capitalized firms. The practice of substituting land for equity, especially in the SOEs,
may distort both housing and land markets.

6.97 The current mortgage system limits the ability of families to improve their housing
conditions without subsidies. Many buyers with typical capital and income are kept out of the cash-only
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housing market. This distorts the type of new housing for which there is effective demand, and raises
the cost of housing to those who must resort to higher-cost funding sources to satisfy their housing needs.
Finally, the inability of home-owning households to tap their own wealth for other purposes is an
unnecessary constraint on development.

Recommendations

6.98 The most important reforms for housing finance are those related to the regulation of the
housing banks and their activities. First, even within the context of continued administered interest rates,
the bias against longer-termn lending, and specifically housing loans, should be removed. Second, the
banks need more freedom to mobilize longer-term deposits both by offering higher returns and by having
the flexibility to respond to changing conditions in the economy. Third, the short-term instrument now
in use is not appropriate for longer-term lending and should be modified to permit automatic adjustment
to changing inflation. Fourth, the regulation and supervision of lending to bank owners and investing
in enterprises should be examined with a view to reducing the risks associated with these practices.
These reforms should be closely coordinated or even combined with those addressing similar issues for
other financial institutions.

6.99 The second recommendation is to separate subsidy obligations from housing finance and
make them part of housing sector policy. First, any specific regulations on housing finance, such as the
mandatory lower interest rate, should be changed to match other loans of similar risk and maturity.
Second, BIDV's activities in the housing sector should be reviewed from this point of view. Subsidized
competition for the housing banks should be eliminated. Third, the proposed separate housing finance
companies being planned with compulsory mobilization below market rates should be reviewed in terms
of their effectiveness as a subsidy delivery mechanism. Fourth, subsidy policy and sector financing
should be made explicit and separate so as not to confuse and contaminate the development of market-
based housing finance. There is an urgency to undertake detailed analysis of these questions in order to
put in place appropriate reforms to start the housing finance business on a sound basis. This will
eliminate the need for GOV or the banking system to assume the liability for unnecessary subsidies in
the future.

6.100 The third recommendation is to accelerate the creation of key markets for housing assets
and inputs. Since this is a prerequisite for developing the housing finance system, the programs to
privatize formerly state-owned housing should be reviewed, reformed, and fully implemented on an
accelerated schedule. This will require changes in pricing and sales strategies and switching program
financing from the budget to the financial system. Revising the land, mortgage and foreclosure laws and
their related implementation regulations should be accelerated and fully synchronized with housing sector
policy.

6.101 The fourth recommendation is to review and further develop housing policies with the
financing aspects fully articulated. Full integration of housing finance within the financial system requires
some adjustment to housing policies, regulations and the existing institutions. There is a need for the
Ministry of Construction to review aspects of housing policy dealing with finance together with SBVN
and the MOF. The role of housing finance institutions as leaders in mobilizing longer-term savings and
in making secure loans for residential construction and home mortgages should be elaborated.
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VII. AN AGENDA FOR FINANCIAL SECTOR DEVELOPMENT

7.1 Viet Nam has come a long way since the late eighties in re-orienting its financial system
from its central planning origins to one geared to meet the needs of an emerging market economy. As
this report stresses, however, the financial system is in evolution. There has been significant new entry
into the system, but the new banks are small and the sector remains dominated by the SOCBs. SOCBs
have several problems in their portfolios, lending practices and mode of operation. The SOCBs and the
SBVN continue to operate in a monobank mode, despite their greater autonomy. Three key objectives
should be pursued in the further development of the sector:

* move toward a market-based policy in monetary management;

* foster efficiency and competition in the sector through equal treatment for all participants;
and

* promote public confidence in the banking system.

As stressed earlier, a credible, sustained and stable macroeconomic environment is a necessary
underpinning to financial sector development, and GOV should continue to focus attention on restoring
and maintaining macroeconomic stability. The SOCBs will continue to play an important role in the
banking sector in the foreseeable future, and it is important to "level the playing field" so that SOCBs
are neither discriminated against nor given special treatment. The true state of the SOCBs' financial
condition should be established as a matter of priority, and means to ensure their financial soundness
devised and implemented. In parallel, SBVN should continue to refine its instruments of monetary
policy.

7.2 The formal financial sector reaches a very small proportion of the Vietnamese people.
There has been a lack of confidence in the banking system. In part, this is a legacy of the previous
monobank, which was not geared to cater to the individual. There are other historical reasons for the
public's lack of banking habits - rapid devaluations and negative real rates of interest in the mid eighties;
the failure of some credit cooperatives; the difficulties experienced in making cash withdrawals from
banks. This lack of confidence has to be countered if the formal system is to mobilize savings
effectively. Bolstering public confidence requires action on several fronts. A cohesive legal framework
and more stringent prudential regulations and supervision on the part of SBVN are required. The SOCBs
need to be restructured, which requires as a prerequisite that the SOE sector be radically restructured,
divested of debt overhang, and made economically viable and operationally efficient. In parallel, the
banking system has to be placed on a strong financial footing so that it will be an effective instrument
to finance the growing needs of the emerging corporate sector. In sectoral terms, the financing
requirements of the agricultural, rural, industry and housing sectors should also receive priority in the
reform agenda.

7.3 With these objectives in view, the GOV and SBVN should:

* formulate a comprehensive action plan for financial market development to ensure orderly
development of the financial market in the next five to ten years;
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* continue to refine the instruments of monetary policy with a view to moving from the
present system of largely direct controls to indirect monetary management;

* address the issue of the banking system's nonperforming assets at the same time that it
reforms the SOEs, the main source of nonperforming assets. This would involve: (a)
carrying out an independent portfolio audit of the SOCBs; (b) implementing a mechanism
to settle non-performing SOE debts; (c) instituting a system to avoid the recurrence of
same problem in the future, and (d) setting up a transparent performance monitoring
system for the SOEs;

* study, as a matter of priority, SBVN's role in financial markets, its relationship with the
SOCBs, and its organizational capability to carry out its functions - legal framework,
conduct of monetary policy, bank supervision, foreign exchange management - in a
market economy; and

* carry out a study of means to alleviate the scarcity of term finance. The study should
review mechanisms to improve collateral and its enforcement, development of deposit and
lending instruments and a credit delivery system for term finance on market-based
considerations to meet the financing needs of the private sector, especially the labor-
intensive manufacturing sector.

7.4 It is crucial that the reform process be adequately planned, particularly in light of the
broad agenda of financial sector reform. Orderly sequencing of the reform steps is essential. Planning
the reform process is important, not just to ensure coherence of the reform program, but also to focus
attention on an appropriate sequencing of reform that avoids misdirected or ineffective implementation.
The appropriate sequencing will necessarily depend on Viet Nam's unique situation, and on related real
sector reforms that can be implemented concurrently. Placing a sequencing order on the table makes the
process of financial reform transparent and removes uncertainty in the minds of participants in the
financial market. The GOV and SBVN should formulate a blueprint of financial reform to be
implemented over the medium-term. An indicative sequencing calendar based on the analyses and
recommendations contained in this report is shown in Figure 7.1. A broad rationale for sequencing
financial reform, implicit in the analysis contained in the earlier chapters of this report, is elaborated
below.

Priorities for Reform

7.5 The main thrust of the proposed reform is to strengthen the Vietnamese financial sector
so that it can play a better role in the country's development. This requires strengthening sector
infrastructure - legal and institutional - and improving public confidence in the banking system. The
guiding principles of the proposed strategy are to foster competition in the sector by creating equal
opportunities for SOCBs and non-SOCBs, and to ensure the health and soundness of the system.

7.6 In 1995-96, priority is accorded to instituting a comprehensive legal framework
governing SBVN, commercial banks, and other financial institutions because the progress of financial
reform is critically dependent on delineating clearly the functions and operations of financial institutions.
It is necessary, therefore, to have modern banking and other financial institution laws in place to promote
orderly development of the banking system. Most of the legislative reforms for securities and equity
market are also earmarked for 1995-96 to follow the modernization of banking and central banking laws.
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A cohesive and modem law on negotiable instruments, as well as legislation on collateral, are required,
and work on these should begin immediately. The system of contract enforcement needs improvement,
and training to judges and lawyers should be provided. This will help in obtaining a transparent and
timely enforcement of the rights and obligations of the parties involved. Finally, authorized translations
of Viet Nam's laws should be established in order to avoid duplication and uncertainty.

7.7 Several actions are required to improve the institutional capabilities of the SBVN. An
appropriate organizational structure should be defined and put in place. The objective would be to
rationalize the existing structure, both at headquarters and within the provincial branch network. This
exercise should start in 1996, but is likely to require several years for full implementation. A thorough
review of the SBVN's financial position is also necessary, and should take place as soon as possible.
Accounting practices need to be brought up to international standards at the very beginning of the reform
process if the operations of the central bank are to reflect its real financial position and functional
efficiency. For this reason, action in these areas needs to be taken during 1995-96. A personnel
development plan should be defined to identify skills gaps and training needs; appropriate training
programs should be delivered to SBVN staff. Training and staff development should be an on-going
activity.

7.8 In the revision of the relevant banking legislation suggested in the 1995-96 period, the
objectives of the supervision function should be expanded to address issues of banking health and
stability, competition, etc. Similarly, the reorganization of the SBVN should ensure that supervision
functions are consolidated under one deputy governor. A change in the focus of supervision should be
instituted, beginning in 1996 or sooner. Banks should be examined on a consolidated basis; human
resources should be redeployed to areas of greatest risks; a top-down approach using targeted
examinations should be implemented. A key reform is to require banks to make adequate provisions and
maintain adequate capital. This should be phased in over the 1996-98 period. In preparation for this,
efforts to strengthen prudential regulations should be made in 1995. A tighter entry policy should be
pursued immediately. As for the SBVN in general, training and skills improvement are required in both
supervision and licensing, and should be an on-going activity.

7.9 Interest rates should be deregulated in phases, with full deregulation when the banking
system is fully divested of non-performing assets. In the interval, the authorities should modify interest
rate policy by stipulating one minimum deposit rate and one maximum lending rate to prevent financial
disintermediation and excessively high real interest rates on loans. In view of its importance, this action
should be taken in 1995. SBVN's refinancing policy should be progressively rationalized over 1995:
the refinancing rate should be increased, and equal access to the facility should be given to both SOCBs
and non-SOCBs. It has been the experience in several developing countries that full open market
operations take five to six years, as developing the needed secondary market for government paper is a
slow process. This means that the auction process should begin as soon as possible. Modification in the
reserve requirements ratio is brought to the fore because the 1993 changes in these ratios were
retrogressive and should be reversed as soon as possible if the financial sector reform is not to stall. It
is equally important to eliminate the excess cash or liquidity ratio, which is currently used as a monetary
policy instrument.

7.10 Special audits of SOCBs are urgently required to establish the condition of SOCBs'
portfolios and to gauge their capital adequacy. SOCB recapitalization should take place as part of a
comprehensive and coherent plan of bank restructuring. The are several prerequisites to recapitalization.
In particular, significant progress in the restructuring and privatization of SOEs is required. Thus, the
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restructuring of the SOE sector, including better governance, is given priority. The immediate measures
on the SOE sector include settlement of inter-enterprise arrears, settlement of SOE debt owed to banks,
the institution of a performance monitoring system to adequately monitor the sector, and the carrying out
of audits for key SOEs. These actions should start immediately. This sets the stage for restructuring
SOCBs, which is scheduled to begin in 1996 when the special audit reports are expected to be completed.
In 1995, the SOCBs should focus on institutional strengthening through modernizing accounting practices
and management autonomy. The SOCB recapitalization exercise could commence in 1996, assuming that
there has been progress in the real sector reforms. Training of SOCB staff in modern banking practice
should be continued.

7.11 The differentiated taxation of banking constrains development of the financial system.
The tumover tax should be removed immediately. Unification of the profit tax for SOCBs and non-
SOCBs may have to be phased in over a 2-3 year period, depending on the implications for the budget.

7.12 The authorities have taken important measures toward establishing a payment system and
the system should be consolidated before giving new impetus to its development; further changes demand
a more sophisticated staff and new technology. Hence, changes in this area should be introduced during
1995-96.

7.13 A study of means to alleviate the scarcity of term rmance should be carried out in 1995.
The study's findings with regard to collateral and its enforcement would feed into the legislative reforms
proposed above. The study should also focus on the development of appropriate deposit and lending
instruments (para. 7.14) and a credit delivery system for term finance on market-based considerations to
meet the financing needs of the private sector. Implementation of the study's findings would be spread
out over the reform period.

7.14 Extending short-term rural loan maturities from 3-4 months to 9-12 months should be
initiated in 1995 and expanded through 1998, as the present maturity profile causes serious rural liquidity
constraints. The availability of medium- and long-term loans is constrained by the maturity structure of
bank deposits and other liabilities. A strategic approach to extending loan terms needs to be developed
in 1995 and implemented over the reform period to expand the financial capacity of banks and other
formal credit institutions. Rural shareholding banks face periodic liquidity problems from their high
loan/deposit positions and seasonal variations in credit demand. Access to the SBVN refinancing facility
would allow them to meet their liquidity needs without reducing lending activity. This could be
introduced in 1996 after a detailed study of terms, conditions, and procedures, which should be completed
in 1995. Many rural banks are small, and have correspondingly small capital positions that limit loan
size; they also provide few additional financial services. Rural banks should be encouraged to develop
correspondent banking arrangements for the purpose of providing participating loans and expanding the
range of services for their rural customers. These banking relationships will take time to develop and
it is expected that they can become operational in 1996. Similarly, the basic framework of business
planning needs to be developed in consultation with the banks during 1995-96 to help rural banks improve
financial intermediation. Annual reporting/examination requirements should also be instituted in 1995-96.

7.15 Housing rmance development depends on creating key markets for housing, assets, and
input, and the creation of these markets should be accelerated in 1995. The bias against longer-term bank
lending should be removed in 1994 through the change in interest rate policy, while the separation of
subsidy obligations from housing finance should take place in 1996.
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ANNEX I

VIET NAM
FINANCIAL SECTOR REVIEW

Financial Data

Table 1 Monetary Survey
Table 2 Summary Accounts of the State Bank of Viet Nam
Table 3 Consolidated Accounts of Deposit Money Banks
Table 4 Distribution of Bank Credit by Borrower
Table 5 Financial Holdings of the Private Sector
Table 6 Monetary Aggregates - Comparison with Selected Countries
Table 7 Selected Interest Rates, 1989-93
Table 8 Compliance with Statutory Reserve Requirements
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Table 1. Via Nam: Monetwy Survey

1989 1990 1991 1992 1993 1994

Net foreip assets 452 1.658 6.708 10594 5 610 6.599
SBVN (508) (810) (1,456) 3,447 3,259 4,861
Commercial banks 960 2,468 8,164 7,147 2,351 1,738

Net domestic as6ets 2 9.701 13.595 16549 26678 31.880
Govement (met) 3,145 3,969 4,121 1,913 3,957 4,442
Stale eantaes 3,607 5,140 9,129 12,439 15,511 17,404
Private/other sector 496 598 1,002 2,743 7,669 10,217
Claims on NBFIs 11 16 3 2 4 9
laterbak flokt 275 332 18S 414 365 597
Capital and rteeves (1,105) (1,902) (2,961) (3,131) (2,213) (3,287)

SBVN 1/ ((911)) ((911)) ((911)) ((776)) (476) ((S00))
Commercial banks ((194)) ((991)) ((2,070)) ((2,355)) ((2,689)) ((2,787))

Net anclassfied 540 1,548 2,136 2,169 2,337 2,498

Broad money 7.421 11.359 20, 27.143 32.288 38.479
Nurow money (MI) 3,39S 5,071 8,817 14,550 19,014 21,623

Currncy in circulatioa (2,352) (3,735) (6,419) (10,579) (14,218) (17,318)
Demand deposits (1,043) (1,336) (2,396) (3,971) (4,796) (4,30S)

Qunsi-money 3,446 5,948 11,175 12,333 13,200 16,807
Time/svins depoits (1,357) (2,365) (2,81S) (3,822) (3,250) (4,589)
Deposit snbatitute (--) (-) (6) (298) (2,544) (3,624)
Foreign currency deposits (2,089) (3,583) (8,354) (8,213) (7,406) (8,594)

Other 580 340 311 260 74 49

(Sources and uses of Fund-flova)

Source 4.734 10.024 6.990 5.179 6.313
Curency 1,383 2,684 4,160 3,639 3,100
DonS deposi 1,061 1,489 2,821 2,313 1,903
Forein currency deposits 1,494 4,771 (141) (807) 1,188
Capitil and reerves 796 1,080 IS0 34 122

Us" __6 9,595 6.729 058 5.915
Foreip asets 1,206 S,050 3,886 (4,984) 989
Goverment credit 824 152 (2,208) 2,044 485
State eaterxim credit 1,S33 3,989 3,310 3,072 1,893
Prnvia/othen credit 102 404 1,741 4,926 2,548

Net unclassified 1,069 429 261 121 398

(Peroent chanLes in relation to berinnins broad money stock)

Sourcs 63.8 88.2 34.4 19.1 19.6
Currency 18.6 23.6 20.5 13.4 9.6
Dong deposits 14.3 13.1 13.9 8.5 S.9
Foreign currency deposits 20.1 42.0 (0.7) (3.0) 3.7
Capital and reserves 10.7 9.5 0.7 0.1 0.4

Us" 49.4 84.5 33.1 18.6 18.3
Foreip asets 16.3 445 19.1 (18.4) 3.1
Goerameat credit 11.1 1.3 (10.9) 7.5 1.5
State enterrises credit 20.7 35.1 16.3 11.3 5.9
Private/othern credit 1.4 3.6 8.6 18.1 7.9

Net unclasified 14.4 3.8 1.3 0.4 1.2

Source: State Bank of Viet Nam and staff estimates.

IL Amount in 1989 and 1990 assumed to be same as 1991. s:\cl\lotus\v§m-surv
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Table 2. Viet Nam: Summary Accounts of the State Bank of Viet Nam

SEP

1989 1990 1991 1992 1993 1994

(end of period, in biaUions of dong)

Net fortein ames (508 (l0 (1.456) 3.447 32 9 4B861
Forein aaet 45 158 339 4,896 4,381 7,013
Freip liabilities 1/ 553 968 1,795 1,449 1,122 2,152

Net domwic e 4.677 7307 10.409 12.183 15.746 1.825
OoArrent (at) 2,973 3,903 4,069 4,547 4,025 4,338

Qedit (.) (.) (5,073) (7,280) (7,277) (7,611)
Deposiu (-) (-) (1,004) (2,733) (3,252) (3,273)

State cnuaprism 120 84 80 89 -- --

Comercil Banks 1,615 2,741 3,640 5,004 6,792 7,421
Stac bebak (1,615) (2,741) (3,633) (4,998) (6,788) (7,39)
Otbr () (--) (7) (6) (4) (22)
of which: foreign crenm /--/ /--/ 1-- 1250/ /1458/ 1291/

Other items (31) 579 2,620 2,543 4,929 6,499
Aasds (...) (..) (5,350) (9,000) (14,601) (23,765)
Liabilities (.) () (2,730) (6,457) (9,672) (17,266)

Liabilities 4.171 6.504 8.952 15.630 19.006 2L3J9
Ciuency in arcuiation 2,535 4,095 6,605 10,887 14,756 18,081
Bank deposits 1,056 2,069 1,125 3,427 3,541 4,468

Reswerequiement (119) (356) (98) (1,148) (1,458) (1,279)
Tranneion balaces (937) (1,713) (1,027) (2,279) (2,083) (3J189)

SBVNbia -- -- -- 280 159 21
Oer deposits 580 340 311 260 74 49
Capitaland r ... ... 911 776 476 500

Memrandum items:
Government credit ... ... 5,478 9,326 13,327 20,306

o.w. spcial pwposes (...) (...) (1,050) (4,890) (9,890) (15,890)
adjustment (.) (.) ((405)) ((2,046)) ((6,050)) ((12,695))

Ooanment deposits ... ... 1,574 4,273 4,883 7,519
o.w. adjustments () (.) (570) (1,540) (1,631) (4,246)

(Sources and Uses of Funds-flow)

Sourees (Re#serv Money) 2 .56 6 6.584 3.983 4252
QaTency 1560 2,510 4,282 3,869 3,3Z5
BDank-reerva 237 (258) 1,050 310 (179)
Bank-trana ctions balanm 776 (686) 1,252 (196) 1,106

Use L.755 411 6.746 1.079 2.2
Net forein asst (301) (647) 4,904 (188) 1,602
Credit to Government (net) 930 166 478 (522) 313
Qedit to state banks 1,126 892 1,364 1,789 611

Unclsified 818 1,155 (162) 2,904 1,726

(Souces and Uses in nercent of besinir, total liabilities)

Soe (Rese eMoney) 61.7 24.1 73.5 25.5 22.4
COracq 37.4 38.6 47.8 24.8 17.5
Bamk-reaeva 5.7 (4.0) 11.7 2.0 (0.9)
Bank-tractions balaem 18.6 (10.5) 14.0 (13) 5.8

Uses 42.1 6.3 75.3 6.9 13.3
Net fore4in aas (7.2) (9.9) 54.8 (1.2) 8.4
Cedit to Government (net) 223 2.5 53 (33) 1.7
Credit to sate banks 27.0 13.7 152 11.4 3.2

UWassified 19.6 17.8 (1.8) 18.6 9.1

Memosrdum items:
Imfito rte-anual(%) 34.7 67.5 68.1 17.5 53 14.4
OD nowthrate (%) 8.0 5.0 6.0 8.6 8.1 87
Nchane rate (doag per S) 4,100 6,817 12,145 10,555 10,450 11,045

Sosw: State Bank of Viet Nam.
1/ lnludes liabilitics to IMF. s:aI\otus\VNM-BNK



Tcble3. VIet tiM; ComsAltedA6 d ofDeposit Moaey Daub

1969 1990 1991 1992 1993 1994 SEP)State boab Othet Total State baab Othmr Total State beak Odim Toud Sbte Bank Otba Totl

(Esd of gglod. in bilhloas of do

tletforeip se 960 7.468 7, 330 6.164 6,761 386 7.147 2.117 234 2.3S1 M590 148 1.738AsseS 1,648 2,979 9,371 455 9,826 8,574 701 9,275 5,219 617 S,836 7032 821 7,853liablUtie 688 511 1,537 125 1,662 1,813 315 2,128 3,102 363 3,485 5442 673 6,115
Metdomestcamets 3 4.816 4,833 576 5.409 7.9 1.261 9.157 13.815 1.830 15.645 16571 2802 19.373Gove.meat(met) 172 66 52 __ S2 (2,634) -- (2,634) (68) -- (68) (3) 107 104Sioteestajises 3,487 5,224 8,547 S02 9,049 11,402 98 12,350 14,380 1,131 15,Stt 16,140 L264 17,404Privte/o sector 496 598 957 45 1,002 2,467 276 2,743 6,637 1,032 7,669 8,557 1,660 10,217Cbis ofNBFIs tl 16 3 -- 3 2 -- 2 -- 4 4 -- 9 9Balan with SBVN (aet) (284) (340) (2,412) 82 (2,330) (1,45S) 292 (1,163) (3,236) 350 (2,686) (2,766) 410 (2,356)Clams (1,246) (2,9) (1,222) (85) (1,7) (3,298) (292) (3,590) (3,377) (358) (3,735) (4,350) (410) 4,760LiabilitieS (1,530) (2,737) (3,634) (3) (3,637) (4,753) (--) (4,753) (6,613) (8) (6,621) (7,116) (--) (7,116) 0Capita & resa (194) (991) (1,754) (316) (2,070) (1,147) (606) (2,355) (1,934) (755) (2,689) (2,114) (673) (2,787) unOther items (160) 243 (560) 263 (297) (139) 353 214 (1,964) 68 (1,896) (3,243) 25 (3218)
Libilities 4.4S8 723 12667 906 13573 14,65 1,647 16.305 15932 2.064 17.996 18.161 2.950 21.11Do.gdeposits 2,399 3,700 4,942 277 5,219 7,435 657 8,092 9,645 945 10,590 11,062 1,455 12,517Fore uemy depcuoits 2,069 3,583 7,725 629 8,354 7,223 990 8,213 6,287 1,119 7,406 7,099 1,495 8,594

(Paceatage cbagr in relatiom to beitim ig lbiliies

Miet forelgmseb 33.6 782 -85 6.2 -7.5 -31.7 -9.2 -29.4 -3.3 -42 -3.4
Netdomesticeb 28.7 8.1 24.2 75.6 27.6 40.4 345 39. 17.3 47.1 20.7Govenamt -2.4 -0.2 -21.2 0.0 -19.8 17.5 0.0 15.7 0.4 5.2 1.0Stateest sa 38.7 52.5 22.S 49.2 24.3 20.3 11.1 19.4 11.0 6.4 10.5Priht/odr s 2.3 5.5 11.9 255 12.8 28.4 45.9 302 12.1 30.4 142Cladho(IBFIs 0.1 -0.2 -0.0 0.0 -0.0 -0.0 02 0.0 0.0 0.2 0.0sme widlt SBVN (et) -1.2 -27.3 7.6 232 8.6 -122 3.5 -10.6 3.0 2.9 2.9Capiutl&raerms -17.8 -14.8 0.1 -32.2 -2.1 -1.3 -8.9 -2.0 -1.1 4.0 -0.5Otherios(act) 9.0 -7.4 3.3 9.9 3.8 -12.5 -17.3 -12.9 -8.0 -2.1 -7.3
Libitis 623 86.4 15.7 81.6 20.1 8.7 25.3 10.4 14.0 42.9 17.3

Sovr= Stale Bak of Viet tNW; d staff estimat

|:NtW -ar
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Table 4. VietNam: DistribtimootBEakCreditbyBorrerOW

(an balio otfdons)

19S9 1990 1991 1992
ABV BIDV BICV VCOM aOHS. TOTAL ABV BIDV BICV VCOM OlHS. TOTAL

1. State eutemnri and othen

Total 3,982 5,710 2,S0 1,430 3032 2.192 547 10.051 4.0 2,060 4.190 3.619 12 ISD
o.w. owd e (489) (1059) (6S6) (84) (412) (690) (159) (2.031) (781) (74) (467) (583) (172) (2,07J)

foralgcurecy loase (664) (852) (12) (0) (42) (1,487) (327) (1868 (36) (8) (330) (2906) (696) (3,76)

State enterpres 34S7 5.151 2219 1,413 2.797 211 502 9049 223 2,033 3,600 3.533 94 JIM
o.w. oerdue (425) (889) (453) (71) (315) (689) (144) (1,672) (534) (62) (358) (SSI) (158) (193)

Sort-tem 2,908 4.021 2,161 355 2,687 1.937 489 7,629 2,167 457 3,376 3,141 gm 10,0f3
o.w.fore.ipcumrucylooms (661) (836) (12) (--) (42) (1.306) (327) (187) (35) (3) (304) (,484) (681) (3.07)

LAng-term 579 1,130 58 1,058 110 181 13 1.420 69 1.576 224 392 26 2237
o.w.foremipcunenCyloans (3) (11) (--) (--) (--) (116) (--) (116) (--) (5) (26) (345) (11) (387)

Pswte Sector 170 169 355 5 102 0 25 487 1.451 14 408 2 245 2M
o.w.overd e (T1) (39) (90) (3) (34) (--) (--) (127) (83) (3) (40) (--) (6) (132)

Sbort-term 42 60 34S 4 100 __ 25 477 1,3S7 10 371 2 245 2,01S
-.W rai Uwew JOAN (_ ) (_ ) ( -) (_ -) (-- (-) (-) (--) (- -) (- -) (- -) (-) (- -) (- -)

Long-tem 128 109 7 1 2 -- -- 10 64 4 37 -- -- 105
a.. .fompcubee oas (_ ) (_ ) (_ ) (_ )) (_ () ) ) ( ) ( ) ) ( ( )) (_ () ( -)

Oher secton 325 390 276 12 133 74 20 515 313 13 12 4 31 i
o.w. owrde (46) (131) (143) (10) (63) (1) (8) (225) (164) (9) (69) (2) (8) (252)

Short-tem 182 239 206 12 121 33 20 392 234 12 168 40 31 485
O.W. fougu Cure ecWYlosas (--) (5) ( -) (--) (--) (24) (--) (24) (--) (--) (--) (33) (4) (37)

Long-tem 143 151 70 -- 12 41 -- 123 79 1 14 4 -- 138
o.w. foegcrr ecuy loa (--) (-- ) (--) () (-) (41) (-) (41) (1) ( -) ( -) (44) (--) (45)

2. Cetrl Govemsest (net 171 66 -79 -179 -13 324 0 53 -163 -1.132 -29 -13 0 2 3
Credits 392 922 -- -- --- 1,64 -- 1,649 2 -- -- 1,632 -- 1,634
Deposits 221 856 79 179 13 1,325 -- 1596 165 1,132 29 2.941 -- 4,267

3. Overall bank credits 4.153 5,776 2,77t 1251 3.019 2,516 547 10.104 3S37 928 4 161 2310 14 12.1e

Memorsedus Items:
Totl abort-tem credit 3,132 4.320 2,715 371 2,90S 1,970 534 8,498 3,788 479 3,915 3,183 1,196 1256

foeeigcarmr ylomu (661) (841) (12) (--) (42) (1330) (327) (1,711) (35) (3) (304) (2,517) (685) (3.544)
o.w.: ovrdme f.cJ. (138) (310) (--) (--) (7) (624) (64) (695) (--) (--) (32) (519) (96) (649)

ovidne do. (246) (724) (635) (71) (394) (64) (95) (1,259) (722) (55) (422) (63) (74) (133S)

Tot lkng-term credit 850 1390 135 IO59 124 m 13 1,553 212 1.581 275 436 26 2,530
foreipgcuencyloras (3) (11) (--) (--) (--) (157) (--) (157) (1) (5) (26) (389) (11) (432)
o.w.: ovefdee tc.l. (- -) (_ -) (_~ (-)(~ ~ ) (_~ (-) (_ -) (_ -) (_ -) (_ -) (_-) (_

ow. me dong (105) (25) (51) (13) (11) (2) (--) (77) (60) (19) (13) (1) (--) (93)

(Aanua percent chaste)
1. State euterprie and othen

Total ... 43.4 ... ... ... ... 76.0 40.4 44.1 38.2 65t1 IP3 A
o.w.owerde ... (116.6) ... ... ... ... ... (913) (13S) (-11.9) (133) (-1553) () (2.3)

foreig c ieyloam ... (283) ... ... ... ... ... (1192) (200.0) (...) (685.7) (95.4) (112J8) (112.)

Stale esterprie ... 47.7 ... ... ... ... 75.7 O 43.9 28.7 662 S8 363

Prisvte Sector ... -0.6 ... ... ... ... ... 18.2 306.7 180.0 300.0 -- 0.0 3353

Oteracton ... 20.0 ... ... ... ... ... 32.1 13.4 S.3 36. 13.5 55.0 21.0

3. Owa1 back credits ... 39.1 ... ... ... ... ... 74.9 3t.5 -252 378 -8.2 IPA I

(Perent are o tolo)
1. State enterrim and otben

Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 lOOD I2
o.w.oerdoe (123) (185) (24.1) (5.9) (1.6) (315) (29.1) (20.2) (195) (3.6) (11.1) (16.1) (14.1) (133)

foreign cu cy hems (16.7) (14.9) (0.4) (0.0) (1.4) (67.8) (592) (8.6) (0-9) (0-4) (7.9) (803) (56.9) (a63)

State enterprum 87.6 902 77.9 96. 922 96.6 913 90.0 55.9 98.7 8S.9 97.6 775 828

PaiWte Sector 43 3.0 12.5 03 3.4 0.0 4.6 42 363 0.7 9.7 0.1 20.0 14.0

Others.cte 8.2 6.8 9.7 0O 4.4 3.4 3.7 5.1 73 0.6 43 23 2.5 4.1

Memada. Itenm:
Total sron -term credit 71.7 75.7 953 25.9 95.9 89.9 97.6 84.5 94.7 233 93.4 S.0 97.9 832
Totl hg-term crdit 213 243 4.7 74.1 4.1 10.1 2.4 15. 53 76.7 6.6 12.0 2.1 tu

Soorce: State Bak of Vet Na. red Staff eatimate.
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Tal 4. Vi Na: Doine nd Drr 01,5

1993 ~~~~~~~~19940M.
ABV IBIDV BICV %M O S. TTAL ABV BIDV am U HS. 1tOAL

1. 3Stm aMd &4 etO

TOtUl U 6.28 4 ZJ62 &17 S 27 4M 6 7 2fl Ztl 
ew.aWdu (954) (IOJ) (574) (101) (139) (2.59 (1=1) (193) (746) (1064) (138) (.3)

SauipcM-7Ies (650) (833) (939) (31^7 (1.115) (7,413) (1.17 (1) (793) (4.511) (1-441) (9^

Stie emtm Lf UV 4.140 4.46M LIIi 1LU 19 44!1 4I49 5.33 12s4 IM
.. w.due (244) (44) (419) 76) (93) (I1.54) (360) (148) (478) (1,A (9) (2)

3wa-sm 1,44 793 3,497 3020 1.040 10,59 105G 1056 3519 4,167 1.113 IU1
ow. hpcvms-7emma (10) (30) (4S7) (OX9 (719) (4.5) (160) (205) (323) (3.0) (714) (415)

L1g-su me 28 643 845 91 4,919 921 3.455 430 1.316 I51 6.833
e.w.e bnpeum aw (414) (801) (391) (79) (58) (233 (810) (1.405) (370) (1074) (101) (SA8

_re 3IS 74 16 _ SW IN 4 144 12 IN S 7
o.w. o. (658) (2) (71) (2A4) (19) (M0) (796) (37) (150) (26) (22) (1031)

Sbert-sum 3"510 59 1,539 St 569 5.735 4,179 119 1.716 145 8U7 7.06
ow. bemmcuuu_Ia (2) (--) (10) (12) (8) (112) (16) (1) (22) (24) (162) (=5)

1A*&-mm 414 15 78 36 7 550 546 25 U66 40 26 a
O.W._cvqbcaso slmm (I) (--) (16) (32) (2) (Sl) (- -) (--) (18) (7) (2) (49)

Olh ra 253 21 4 7 456 13 38 61 695 I7 7m7 Lo
ow. " (52) (9) (84) (13) (27) (15) (65) (a) (118) (29) (17) (2)

Sbo-su 165 21 384 128 425 1.123 309 57 633 301 715 27*15
ow. lamip OcN We (32) (--) (S2) (92) (219) (JOS) (132) (17) (37) (20) (36) (736)

LAog-iM. St 5 41 89 31 262 79 4 62 156 72 373
o.er - blosas (12) (2) (13) (72) (29) (128) (9) (--) (23) (113) (51) (196)

2. Ctraj floet lo") -453 - 134 76 4 0 -8 -L QB 2 Ll
Cuilk -- -- I 1.tl7 -- 1,718 4a 7 8 2.261 112 2.516
Dop0db 453 245 135 953 -- 1.786 276 * 79 11,19 4 2,411

3. CkOiV S boo nd74 MY0 W"S 1°4 63 31Z 62 310 .55 7 3 7

Total abt-ta4f lk 5.117 873 5420 4,006 2,034 1740 5.544 1,202 S.6 4,613 2.675 19.96
hmcmcum.qIeaaa (223) (30) (519) (3) (1136) (4.861) (308) (23) (30) (3.317) (1,2) (5,49)
ow.: "d. frI. (66) (--) (66) (702) (53) (S7) (74) (16) (46) (9M0) (38) (1.1U

omudue doe (024) (62) (492) (96) (86) (1.54 (16) (117) (676) (109) (100) (2,7

Toetl hg- t wdk 1,010 252 769 970 129 5,730 1,546 3,4U 8 1.562 249 7.719
hrnl-neagcul (427) (803) (420) (813) (89) (2552) (819) (1.4 (411) (1.194) (175) (4.2M)

.w-: _evd Cal( - ( -) ( -) ( -) ( -) ( -) ( -) ( -) ( -) ( -) ( -) ( -)
o (44) (39) (16) (3) (--) (122) (79) (80) (24) (5) (-) (148)

MAmeal Om t ehasre
1. Suit foum_ NWe

TeOl 5 09 47,7 315 76.7 5 15. A 9a Z.1 A l2
o.w. euim (222) (36.5) S2.9) (37A) (..) (23.7) (280) (91.1) (30.0) (328) (...) (309)

1eu1pCINCYlae 1 (1.70SAX101t25) (184.5) (33.4) (602) (8") (73A) (1192) (-155) (16.4) (292) ((30)

Suemhewq. -t2.8 783 15.0 32.0 193 25.6 IA 23.6 02 186 11. 12.2

hingu Seeor 170.4 428A 2963 4,600.0 135.1 196.5 20.4 94A 17A 9. 51 24

Otemater -192 1OD0 137A 1583 1,371.0 122.2 53A 1346 609 110.6 72A 723

3. Panl blk cib 47. 775. 45 45 7 IM Z!L 0S U& 2" 402 

fl*meomt hr of low)l
1. State .auqba el k.

TOWal lO0 10J" WOO NOO j 1000 10030 ia Im 1KA 100 Jo
ow. ewuue (156) (2.7) (93) (16.1) (64) (11.1) (172) (4.1) (11.1) (172) (4.7) (122)

cmuese y (I06) (224) (152) (77.9) (515) (3.0) (15.9) (39A) (11.8) (7.) (493) (15.1)

Ssstleuak. 31A 973 66.9 93 523 66.9 279 95f 615 896 432 4U

t Se 5c 66.0 2.0 26.1 19 26A 27.1 46.6 3.1 282 3D 293 283

Othuauim 4.1 0.7 7 44 211 .0 53 13 103 74 20 U

cm&lt 833 23.4 8A 803 94.0 753 782 25.7 87.0 74.7 913 7m1
Toel hag-swmalk 165 76 12.4 19.5 6 24.7 218 743 M3O 253 .5 27

S _er StBDakofVi tNa _-O
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Taebe S. Viet Nam: Finanal Hldings of the Prhate Sector

(In blios of donal

1969 1990 1991 1992 1993 194(SEP-
State Othen Towa State Otau Towl State Otben Todl Suk Otn -TouW

Baab Banb BARU Boasb

1. Comeacia Banks
Tot deicsiu 44S 72S3 12.667 906 13573 14A67 1647 16304 15.932 2064 17.996 13.161 fL 21W112
Dcemad depoiu 1,043 1,336 2254 144 2,396 3,671 300 3,971 4,421 375 4,796 3,929 376 4.305
T.meAaap deposits 1,357 2,365 2A, 133 2,t15 3,51S 304 3,S22 2,757 493 3,250 3,702 87 4,9
Depsk suh tikct -e- -- 6 - - 6 245 53 296 2,467 77 2,544 3,432 192 3,624
Foew-m y deposeit 2,0J8 35S2 7,725 629 ,354 7,223 990 S3213 6,2S7 1,119 7,406 7,098 1,496 ,394

1.poedepoau (312) (970) (1,949) (112) (2,061) (1,362) (346) (1,706 (1.195) (319) (1,514) (1,512) (464) (2,4)
Otherdeposl (1,776) (2,612) (5,776) (517) (6,293) (5S,61) (64) (6,505) (5,092) (S00) (S.,92) (5,516) (1,032) (6,546)

2. State Bak ofVwt Nan
Total liabilities 2.9M 4.075 6 729 10,3S 14.2 17367'
Canveqin ceulatieo 2,535 4,095 6,605 10,t87 14,756 18,01
Less cncy withb bna 133 360 IS6 306 53S 763

Otber deposis 50 340 310 259 74 49

3. Govemsent Debt latmuenu
Toal oetugadimg -- -- 132 S99 3.414 5.914
Three-month bi -- -- 52 -- -- --
Six-mouth bil -- -- t0 653 3,112 5,632
Gold idd bo -- -- -- 246 302 22

4. Total Finanial Labilhts
Ov Total 7,420 11,356 20,434 28,041 35,712 44,393

(Anssul puest chausel

1. Coercial lBanks
TOt 6l3 64 15.7 U1. 20.1 8.7 253 104 14.0 43D EJ
Demand deposits 28.1 795 62.9 1063 65.6 2D.4 25. 20.8 (11.1) 03 (102)
Tmle/sviap deposit 743 19.0 312 12.6 358 (21.6) 622 (15.0) 34.3 799 412
Deposit substittn -- -- 3,9S33 -- 48667 906.9 453 753.7 39.1 1494 4235
Foreip cTrey deposit 71.6 1332 (65) 57.4 (1.7) (13.0) 13.0 (9.8) 12.9 33.7 16.0

2. State Bsak of Viet Nan
Total 39.0 65.1 61.1 31.9
Cemyiaceelatin 613 61.3 64.8 35.5 225

3. Govemment Debt Iwaents
Toal SSI.I 279.53

4. Total Fieaneial Liabilitiu
Oerul Toal 53.1 79.9 372 273 243,

(ect sal of blo)

1. Commescial Ranks
Total IOD 100 1Q0 300 100 W
Demand depauts 23 i8 is 24 27 27
Time'smavia deposis 30 32 21 23 to IS
Depoasitsbstitstes 0 0 0 2 14 14
Foreipcurwenwydeposits 47 49 62 50 41 41

Memorandum htems:

ODP 26,723 41955 76,707 110.535 136,571 165,179
MlIGDP(pet) 12.7 12.1 11.7 132 13.9 13.
M3/)DP (perent) 275 27.1 265 24.6 23.6 233
Total LibabitioDP (pacent) 27.S 27.1 26.6 25.4 26.1 26.9

Somme: Stale Bank of Vit Nan and Go_mneet Treuay.

s \4otnsvam-liab 25-Peb-ff
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Table 6. Viet Nam: Monetary Aggregates -

Comparison with Selected Countries

(In percent)

1989 1990 1991 1992 1993 1994
SEP

1. Broad money/GDP

Viet Nam 27.8 27.1 26.5 24.6 23.6 23.3

ASEAN
Indonesia 26.4 32.7 35.6 43.7 48.2 46.8
Malayria 110.4 115.3 117.3 121.9 134.0 139.8
Philippines 34.6 34.4 27.5 28.0 31.6 29.6
Singapore 112.7 119.6 121.2 121.5 119.2 110.9
Tbailand 65.0 69.8 73.1 75.4 80.0 75.0

Otber Asian countries
Cbina 74.8 86.4 95.8 105.9 100.4 95.8
Korea 39.6 38.5 39.1 40.3 42.3 40.5
Lao, PDR 9.6 7.2 7.1 9.0 12.8 12.7
Mongolia 47.4 61.7 52.4 30.3 25.7 50.3
Papua New Guinea 34.1 35.2 35.2 35.1 32.3 30.8

Transition countries
Albania 24.2 33.1 69.1 58.1 44.4 36.9
Bulgaria ... 109.3 73.8 76.3 75.6 71.6
Hungary 37.0 39.0 41.0 45.1 44.7 41.9
Poland 90.0 31.9 31.7 36.0 36.0 36.1
Romania ... 60.0 46.9 30.5 22.7 21.3

2. Currencpqbroad money

Viet Nam 31.7 32.9 31.6 39.0 44.0 45.0

ASEAN
Indonesia 14.9 12.1 11.1 9.7 9.9 10.8
Malaysia 9.3 &8 8.4 7.7 6.9 6.5
Pbilippines 21.0 20.7 20.1 19.3 17.5 14.7
Singapore 10.3 9.4 8.9 9.1 8.1 8.2
Thaitand 9.8 9.0 8.1 8.5 8.3 8.0

Otbhr Asian countries
China 19.6 17.3 16.4 17.0 18.6 16.6
Korea 10.4 10.2 9.4 8.9 10.8 9.5
Lao, PDR ... ... 37.4 29.8 26.4 23.5
Mongolia 11.4 11.4 17.1 14.1 20.4 24.5
Papua New Guinea 11.7 12.5 10.8 9.4 9.9 10.2

Transition countries
Albania 27.5 30.4 39.0 34.4 35.8 36.5
Bulgaria ... 14.3 11.9 11.9 10.9 9.0
Hungary 285 25.9 25.6 24.8 23.7 22.9
Poland 11.4 20.8 21.5 19.0 17.8 15.9
Romania ... I10 17.1 2.2 23.4 20.7

s:\clotus\VNM -AGOR
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Table 6. Viet Nam: Monetary Aggregates -

Comparison with Selected Countries

(In percent

1989 1990 1991 1992 1993 1994
SEP

3. Time-savings deposits/broad moncy

Viet Nam 18.3 20.8 13.9 15.2 17.9 21.3

ASEAN
Indonesia 50.4 51.2 51.8 58.2 56.8 54.8
Malaysia 68.2 70.6 68.5 68.6 68.6 69.3
Philippines 68.0 69.3 69.9 70.9 72.2 74.8
Singapore 78.8 79.9 80.5 80.0 77.4 79.2
Thailand 85.3 87.1 87.7 88.1 88.0 87.9

Other Asian countries
China 37.8 42.5 42.0 40.9 40.7 42.8
Korea 74.7 76.3 72.8 73.4 73.5 76.0
Lao, PDR 0.7 2.0 8.2 12.7 24.2 26.1
Mongolia 29.1 24.1 20.1 33.9 23.7 37.6
Papua New Guinea 66.0 67.2 62.9 61.5 60.2 58.5

Transition countries
Albania 88.0 81.7 71.6 41.8 43.7 42.0
Bulgaria . .. 44.6 42.0 520 60.1 49.0
Hungary 66.1 60.3 55.2 58.6 55.3 54.7
Poland 16.7 19.5 33.9 38.8 36.1 36.0
Romania ... 79.0 79.0 59.9 47.6 57.2

4. Foreign currency depositsroad money

Viet Nam 28.1 31.5 41.1 30.3 22.9 22.3

ASEAN
Indonesia 15.6 14.3 19.1 17.7 17.8 19.1
Malaysia -- -- -- _ _ _ _ _ _
Philippines -- -- -- - - - - -

Singapore -- - - _ _ _ _ __
Thailand 0.2 0.1 0.2 0.1 0.2 0.2

Other Asian countries
China -- -- -- _ _ _ _ __
Korea 0.9 0.6 1.3 1.0 0.6 0.6
Lao, PDR 38.2 41.5 36.8 41.4 34.3 37.7
Mongolia 2.0 2.3 6.1 7.5 33.0 19.5
Papua New Guinea 0.8 0.9 3.2 5.0 7.2 6.4

Transition countries
Albania - - 2.1 1.3 23.8 20.4 21.4
Bulgaria ... 12.9 31.0 23.3 18.9 33.7
Hungary 5.4 13.8 19.2 16.6 21.0 22.3
Poland 61.6 31.5 24.7 24.8 28.8 2&6
Romania ... 2.9 3.9 17.9 29.0 22.1

Sources: State Bank of Viet Nam, International Monetary Fund, and staff estimates.
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Table 7. Viet Nam: Selected Interest Rates, 1989-93 0z295
(In percent per month: end of period)

1989 1990 1991 1992 1993 1994Mar. Dec. Dec. Dec. Mar. Jun. Sept. Dec. Mar. Jun. Sept. Dec. Aug.

Deposit rates
Denand deposits 9.0 5.0 2.4 2.1 2.1 1.8 1.2 1.0 1.0 0.8 0.8 0.7 0.7Househods 4.0 1.8 0.9 1.0 1.0 1.0 05 0.3 0.3 0.1 0.1 0.1 0.1Economic units
Three-month savings

Households 12.0 7.0 4.0 3.5 3.5 3.0 2.3 2.0 2.0 1.7 1.7 1.4 1.4Economic units 5.8 3.0 1.8 2.1 2.1 2.1 1.8 1.5 1.5 1.0 1.0 0.8 0.8Six-month savings
Householdis ... ... ... ... ... ... ... ... ... ... ... 1.7 1.7Economic units ... ... ... ... ... ... ... 1.5 1.5 1.0 1.0 1.0 1.0One-year savings ... ... ... ... ... ... ... ... ... ... ... 2.0 2.0

Lending rates I/
Agriculture 10-11 3.7 2.4 3.3 3.3 2.7 2.5 2.5 2.5 ... ... ... ...Industry and transport 10-11 3.8 2.7 3.0 3.0 2.5 2.8 2.0 2.0 ... ... ... ...Commerce and tourism 10-11 3.9 2.9 3.7 3.7 3.5 3.2 2.7 2.7 ... ... ... ...Fixed capital ... ... 0.8 0.8 0.8 1.8 1.2 1.8 1.8 1.5 1.5 1.2 1.7Working capital ... ... ... ... ... ... ... 2.7 2.7 2.3 2.3 2.1 2.1Foreign currency loans 21 ... ... ... ... ... ... ... ... ... ... 6.5 V 7.5 1 ...

SBVN rates V
Transaction balances ... ... ... 1.0 1.0 1.0 0.5 0.3 0.3 0.1 0.1 0.1 ...Refinancing agriculture ... ... ... ... ... ... ... 0.9 0.9 0.9 0.9 1 ...Refinanring other uses ... ... ... ... ... ... ... 1.2 1.2 1.2 1.2 1 ...

Memorandum items:
Interest rate spread 3/ -1.5 -3.3 -1.3 -05 -0.5 -0.5 0.5 0.7 0.7 0.6 0.6 0.7 ...Infation 4/ 7.3 2.7 7.7 4.8 3.4 0.8 0.2 1.1 1.0 0.3 0.1 1.2 0.9

Real interest rates: 5/
Three-month saving deposits

(households) 4.7 4.3 -3.7 -1.3 0.1 2.2 2.1 0.9 1.0 1.4 1.6 02 ...Lending idustry and transport 3.2 1.1 -5.0 -1.8 -0.4 1.7 2.6 0.9 1.0 ... ... ... ...fixed capital ... ... -6.9 -0.4 -2.6 1.0 1.0 0.7 0.8 1.2 1.4 - -wotkingcapital ... ... ... ... ... ... ... 1.6 1.7 2.0 2.2 0.9 ...

Source: State Bank of Viet Nam.

V1 Maximum lending rates, penalty for late payment was set at 150 percent of loan rate.
21 Annual rates.
3/ Difference between interest rates on lending to industry (from December 1992 on working capital loans) and households three-monthsavings deposits.
41 Average monthly inflation during the quarter.
5/ Measured with respect to nominal interest rates at the end of each quarter and the average monthly inflation during that quarter.6/ Refinancing rates were set at 60 percent and 80 percent of lending rates for agriculture and other sectors, respectively. s:\cl\lotus\vnm-inte
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Tabk 8. Vietnm: CompIiance %4tb Statutory Rese Requirements

(In Wiliam of doneal

1991 192 1993 1994 (SEP SAV BIDV BIcV VCOM OTHis. TOTAL ABV BIDV BICV VCOM OTbS. TOTAL ABV BIDV BICV VCOM OTHS. TOTAL ABV BIDV BICV VCOM OTHS. TOTAL

Depoul Bai 1.72D 491 2,719 9,328 06 t5,.67 2,412 1,680 3.909 10.60 1,647 20567 3,76 1,295 3,275 7.368 2,064 19.782 3,97 t.60 6.200 8.720 2.,54 23522
Requiredrera 172 49 272 933 91 1.517 246 168 391 1,007 165 2,057 376 130 528 739 206 1.979 335 13 535 737 229 2,049Paleoddepoit (19) (10) (10) (20) (10) (10) (19) (1') (10) (10) (10) (10) (10) (10) (10) (10) (10) (10) (8.4) (11.6) (9.0) (6.3) (7.8) (8.7)

Actual remwbo dnI 27 -- 21 47 7 102 213 31 319 349 30 1,142 213 44 31t 704 94 1,374 475 122 596 577 447 2,207Peren of depoits (1.4) (0.0) (0.6) (0.5) (0.8) (0.7) (8.7) (1.8) (8.2) (5.1) (1-8) (5.6) (5.7) (3.4) (6.0) (9.5) (4.6) (6.9) (22.9) (6.7) (9.6) (6.6) (I5.1) (9.4)
OtbrdamsoanSBV 38 376 268 1S. 2 Lo M 07 " 419 8 39 262 L44_ 1 316 606 264 123 77 L 544 263 4 2S.47Tra '- maww 248 367 165 158 61 1,019 232 384 315 663 208 2,002 235 4 70 202 500 171 1.790 767 1.1" 544 263 74 2,647Ceubbolinp *' 9 73 27 17 186 se 22 103 41 54 306 181 67 113 86 92 533 /243/ /62/ /187/ /97/ /173/ /762/SBV csuridw s… - 1 1 135 -- 138 -- 2 1 20 1 24 -- -- -- -- -- --GOV uai ies - - --- - /48/ /7/ /86/ J42V /11 /295/

Actual reivy pltu
atbur dhim 335 376 279 232 85 1.597 534 638 738 13U 292 3,590 649 763 635 1310 358 3,735 1,242 1.312 1,140 640 S21 5,055Purmoof depndtz (19.4) (76.6) (10-3) (2-5) (9.4) (6.6) (21.7) (38.0) (18.9) (12.6) (17.7) (17.5) (17.3) (603) (12.0) (17.7) (17.3) (18.9) (31.2) (76.6) (16.4) (9.6) (17.6) (21.5)
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INDIRECT MONETARY POLICY INSTRUMENTS

Meaning of Ind-rect Monetary Policy Procedures

1. The issues relating to the procedures applied to implement monetary policy in developing
or semi-developed countries have come to the fore in recent years as many of these countries, through
financial liberalization policies, have opened up their financial systems to market forces. The emphasis
has shifted from use of direct monetary policy instrument to indirect ones under which interest rates are
differentiated to reflect the riskiness of borrowers and the maturities of instruments, and bank credit tends
to flow to those economic sectors that can pay market-related cost of credits. In a system in which
indirect monetary policy instruments are resorted to, the central bank regulates short-term interest rates
in the interbank market, given the demand for bank notes and reserve deposits held by banks (whether
for clearing purposes or for meeting reserve requirements), by providing reserves on which it has almost
total control. Transactions by individual banks undertaken with a view to securing reserves from other
sources net out in the interbank clearing and merely redistribute reserves provided by the central bank.
The central bank's ability to control short-term interest rates depends, under indirect monetary control
procedures, on how it can induce banks to seek central bank accommodation at the margin. A
precondition for the effective control by the central bank over bank reserves is the pressure exerted on
banks by changes in other items in the central bank balance sheets so that they are left no other alternative
than to be dependent on central bank accommodation.

2. Accommodation by central banks is effected basically in three ways, though there are.
variations within each, depending upon the practices and traditions in a particular country. They are:
a central bank can supply reserves to banks through facilities for the rediscounting of commercial bills
at posted interest rates or changing the rediscount quotas, and the conduct of open market operations and
variations in the reserve reguirements (RRs) of traditional type. The last one has been in force in the
industrial countries, even when direct methods were employed. In fact, there has been a debate about
whether the RRs should be categorized as an indirect instrument of monetary control. When RRs are
used in the context of indirect monetary control procedures, its level is generally seen to be lower than
before, and only for meeting clearing requirements. In the main, it is used not to change the supply of
reserves to banks so much as to change the banks' demand for them, in a manner that reserve movements
become conducive to the achievement of money market objectives. Thus the RRs have become a fulcrum
of monetary policy.

Indirect Monetary Control Procedures in Selected Developing Countries

3. The use of market-related monetary policy instruments in four developing countries (Brazil,
Indonesia, Malaysia, and Mexico) is described here. These countries differ from each other in regard
to their stage of development, macroeconomic balances, and degree of liberalization of economic policies.
Brazil has high inflation, a fiscal deficit and the financial system (though diversified in terms of
instruments, institutions and financial sophistication) is still greatly interventionist. Indonesia has been
liberalized since 1983, and most of the sectors (trade, financial and industrial) are allowed to operate free
from much government controls; it has a free capital account. Since 1973, interest rates have been
determined by market forces; the financial system has become fairly competitive since 1983.
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Macroeconomic policies are well controlled with the fiscal deficit financed only by foreign loans.
Malaysia has had an open system for many years and progressed further since the end of the 1980s. It
also has a stable macroeconomic environment with a modest fiscal deficit and an almost open capital
account. Mexico, after serious economic and debt crises in the early 1980s, has emerged as a stronger
economy; the fiscal deficit has been converted into a surplus, and so have the external accounts. There
is relative price stability (from 2,000 percent inflation down to 20 percent in 1992), and its external debt
is now managed to be on a downward trajectory in the 1990s. Most of the interest rates are market
determined, with new money market instruments being widely used in a competitive financial system.

4. The common feature of all these countries is that they all have either abolished or diluted
the direct methods of credit controls. Another feature is that they operate a flexible exchange rate
system, though the exchange rate is a managed one leaving some scope for independent monetary policy.
As an indication of indirect monetary control, most of these countries have used monetary aggregates as
intermediation targets, while on some occasions interest rates also have been used as such targets.
Following financial reforms, Indonesia changed from targeting the domestic credit of the banking system
to targeting money and broad money. In Malaysia, the focus shifted from interest rates to broader
monetary aggregation. Brazil, Malaysia and Mexico also have monetary aggregation as their intermediate
targets (summarized in Table 1).

Table 1: The Policy Framework for Monetary Control
in a Sample of Four Developing Countries

Country Exchange rate Intermediate Operating targets
arTangement targets

Brazil Cruzado. Frequent Monetary Base money,
adjustments vis-a-vis the U.S. dollar, aggregates, real ovemight
in line with relative inflation. interest rates interest rates.
Temporarily fixed against the U.S.
dollar under the Cruzado Plan Feb.-
Oct. 1986

Indonesia Rupiah. Managed float, Monetary aggregates Exchange rate,
basket of currencies used as indicator and monetary base. interest rates.

Domestic credit before October
1984.

Malaysia Ringgit. Determined on the basis of Broad monetary aggregates. Exchange rate, long-tem
a basket of currencies. interbank rates, recenly

overnight interbank rates.

Mexico Peso. Two-tier system, with a free Monetary aggregates. Interest rates, debt sales.
and controlled foreign exchange
market. The rate in the controlled
market depreciated daily, by
predetermined amounts.

In all these countries, the main instrmnents used in money market operations are either treasury bills or
central bank bills, which are all sold through auction. Generally, the auction is conducted by the central
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bank and is free from discretionary element; though in countries like Mexico, a cut-off point in the
auction prices is fixed, using--to the extent possible--judgement based on market conditions. The main
purpose in using cut-off yields is to prevent wide swings in market interest rates. The type of instruments
used for exercising monetary control is given in Table 2. Details of procedures used in the five countries
are given below.

Table 2: Instruments for Monetary Control in a Sample
of Four Developing Countries

Other market-
Country Primary issues of Instruments of daily money based Refinance Direct Reserve

securities market management instruments facilities controls requirement

Brazil Weekly auctions of Repurchases/reverse Several, Selective Not actively
central bank bills (and repurchases. and outright including credit varied.
treasury bills, but mainly sales. subsidized controls.
for budgetary finance). facilities.

Indonesia Auctions of central bank Repurchase agreements and Several, Interest rate Not actively
bills. The frequency of daily auctions of central including and credit varied.
auctions has varied bank bills. subsidized controls
between daily and facilities. lifted as part
weekly. of financial

reform.

Malaysia Weekly auctions of Discount window, outright Several, Interest Not actively
treasury bills solely for sales and purchases of including rates liberal- varied.
government finance government securities, subsidized ized,
purposes. repurchase/reverse facilities. selective

repurchases, foreign credit
exchange swaps, recycling controls
of government deposit. remain in

effect.

Mexico Weekly auctions of Outright sales and Weekly Credit Actively
treasury certificates. purchases and auctions of ceilings. varied.

repurchases/reverse fixed deposits
repurchases. and placements

from the
central bank.

Lessons to be Learnt

5. There are several lessons which can be learnt by countries which decide to move towards
market-based monetary policy instruments. First, it is often difficult to ensure the success of indirect
monetary policy procedures if the central bank either becomes a residual source of finance for
government or if it tries to control interest rates on government securities by intervening in the primary
or secondary market for government debt. This means that it is necessary to place a ceiling on direct
central bank credit to the government or to create conditions under which the central bank will refrain
from intervening in the government bond market to keep down interest rates. It is also necessary that
seasonal or random fluctuations in a government's cash position, which can pose a large potential source
of disturbances in the supply of bank reserves, be avoided.
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6. Second, RRs, though continued as a monetary policy instrument, should be managed in such
a way that the reserve requirement level is kept sufficiently low so as not to constitute a heavy tax on
financial intermediation. The main consideration is that the level of RRs should be enough to meet the
clearing needs of the system. Furthermore, the RRs are relaxed, when used as a monetary policy
complementing market operations or to shelter certain domestic interest rates from external influences
such as controls on international capital movements.

7. Three, outright purchases of securities in the open market, often regarded as the purest form
of open market operations, are of major importance in well developed financial markets such as the US
and UK. These are less important in other countries where the use of repurchase agreements is more
prevalent. The developing countries have relied on this form in their move from a direct to an indirect
monetary policy control mechanism. The main advantage of this approach is that the operations can be
implemented quickly, without a significant effect on the prices of the underlying securities.

8. Four, the institutional changes that occurred in the money and foreign exchange market
following the initiation of indirect monetary control procedures has no doubt contributed to a greater
integration of the money market domestically and internationally. However, market integration and the
greater influence of market expectation on interest rate determination tend to impose constraints on
monetary policy. While money market strategy and instruments have been geared more to taking
exchange rate as well as domestic interest rate determination into account, developments in the market
have increased the risk that exchange rate and domestic money stock or interest rate objectives come into
conflict.

9. Five, in the developing countries covered in this annex, use has been made of regular
auction-either for central bank or treasury bills for monetary control purposes. Under these auctions,
the public submits bids containing the volume demand and a bid price to the central bank for
treasury/central bank bills on auction, and the central bank accepts or rejects bids on the basis of a cut-off
yield determined to be consistent with their desired operating target for monetary policy. The most
widely used operating target has been short-term interest rates; other operating targets have included
various liquidity measures. Some countries have instituted a formal limitation on cut-off yield in the
auctions. This means that the auction is somewhat managed when the developing countries begin a
transition to indirect monetary control procedures.
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VIET NAM
FINANCIAL SECTOR REVIEW

The On-Site Examination Process

1. Onsite examination has been the cornerstone of the supervisory process in Viet Nam.
This is entirely appropriate since it is only through onsite examination that the supervisor can reasonably
verify data, evaluate asset quality, appraise management, assess funds management practices, and
determine compliance with internal policies, procedures, and controls.

2. Planning the Examination. Onsite examinations are performed on both a scheduled and
an ad-hoc basis. The examination process begins with examination planning, both at a systemic level and
at the level of individual banks. At the systemic level, the basic approach has been the establishment of
a three-year examination cycle wherein a third of the banking offices are visited each year. For the onsite
examination of an individual bank or banking office, the preparation stage begins with the issuance of
a decision by the State Bank's Chief Inspector or the provincial/municipal Chief Branch Inspector that
an examination should be conducted. The decision defines the basis, target, purpose, requirements,
mnission, content, and time limit for the inspection. Inspectors who will carry out the examination are
responsible to the issuer of the decision. An inspection team is formed and the head of the tean is
appointed by the issuer of the decision. The team leader assigns tasks, stipulates schedules, and the
reports to be prepared. The team then collects data and documents related to the bank or office to be
examined. If subsequently, any change in the scope or timing of the examination is made, it must be
discussed with the issuer of the decision authorizing the examination.

3. Conducting the Examination. Traditionally, the onsite examination has focused at the
level of the institution where business is transacted. Thus, the examination process has been one that is
largely bottom-up at the branch or sub-branch level. Upon arrival at the banking office, the team leader
presents his credentials to the manager. Together, the head of the examination team and the manager of
the banking office work out a plan to ensure cooperation and the efficient flow of information to the
examination team. Internal audit work and internal controls are reviewed. Cash, gold, and other assets
are counted. The accuracy of the balance sheets and other reports sent to the SBVN is verified. Real
property is inspected. Compliance with laws, regulations, and regulatory guidance is determined. And,
credit files are reviewed to evaluate the credit process and determine credit quality. Vouchers, ledgers,
files, and other source documents are carefully reviewed to substantiate examination conclusions.
Typically, all banking activities are reviewed. However, the recent trend is to make greater use of
targeted examinations. In this regard, inputs from the offsite surveillance system are now being used to
better define prospective examination activities in individual banks.

4. Communicating Examination Results. At the completion of an examination, the team
leader is responsible for preparing a report of the team's findings. This report includes a general
assessment of the strengths and weaknesses, as well as active efforts, by the banking office to implement
the policies of the State and comply with laws, rules, and regulations; a determination of the principal
problems, including an assessment of the impact, the causes, and individual or unit responsibility;
recommended corrective action and, where appropriate, suitable sanctions; and decisions on the handling
of violations of law. Prior to leaving the banking office, the report is discussed in detail with the



- 103 -

ANNEX 3
Page 2 of 2

manager of the banking office. His comments and signature are required. Four copies of the report are
prepared for distribution to: the Chief Inspector of the SBVN; the manager of the banking office at the
same level as the issuer of the decision; the manager of the banking office examined; and a copy for the
examination files.

5. Examinations conducted by the examiners at the national level must be completed within
90 days from the time the decision is rendered until the report is issued. The time limit at the provincial
or municipal level is 50 days. These time periods can be extended only by the person who issued the
decision.

6. Following-Up on the Examination. Individuals and banking units that have been
examined are obligated to comply with the corrective measures specified by the examiners. The division
responsible for the SBVN inspection system at the national level is responsible for monitoring and
ensuring that corrective actions have been implemented. However, follow-up activities can be delegated
to provincial offices. If there is a disagreement over corrective action, an appeals process does exist.
Within 15 days, a written request must be submitted to appeal the examiner's findings or
recommendations. The examiners must complete the file on the unit inspected and forward it to the head
of the unit which issued the examination decision within 10 days after the conclusion of the examination.
The head of the unit has 10 days to review and comment on the file and appeal. Any change to the
examiner's findings or recommendations becomes the responsibility of the head of the unit which issued
the examination decision. If a unit or individual does not carry out the recommended corrective action,
administrative penalties and other sanctions may be applied.



- 109 -

ANNEX 4
Page 1 of 4

VIET NAM
FINANCIAL SECTOR REVIEW

Asset Classification and Provisioning

Background

1. Realistic valuation of assets and the prudent recognition of income and expense are
essential factors in evaluating the financial condition and performance of financial institutions. Since most
banking assets are loans and advances, assessing the quality of bank credit and its impact on the bank's
financial condition is critical. A most serious deficiency in many developing countries is failure of banks
to identify problem assets. Balance sheets often do not reflect the true financial condition and the income
statements often overstate profits upon which taxes and dividends are paid. This overstatement of profit
is primarily due to failure to establish realistic provisions for potential losses, write-off or provide for
actual losses, or suspend interest on non-performiing assets.

2. Because action is not taken to address problem assets, opportunities to strengthen or collect
these assets are lost and thus, portfolio losses accumulate. Readily marketable collateral quickly
dissipates as borrowers attempt to generate cash (in some cases diverting the cash to personal use). The
losses may multiply as bankers attempt to carry problem borrowers rather than sever the relationship.
Such losses may eventually threaten the solvency of the institution.

Portfolio Review

3. The starting point for any systematic review of asset quality is a comprehensive review of
the bank's lending policies and practices. These include credit approval procedures, loan underwriting
criteria, and the loan administration process. Review of the loan portfolio begins with the selection of
credits for review. Under normal circumstances, all large relationships, including off-balance sheet
commitments, above a cutoff amount are selected for review. All past due, non-performing, renegotiated,
internally-identified problem, watch list, and connected parties loans are reviewed. A sample of the
remaining portfolio is selected, using an appropriate sampling technique. The review of portfolio quality
should annually include not less than sixty percent of the aggregate amount of loans and advances
outstanding.

4. Credit files and collateral documentation are reviewed case by case. The review of the
credit file requires analysis of financial statements and other credit information. The purpose, source of
repayment, and repayment plan for each loan should be documented in the file. Information contained
in the credit file should permnit an assessment of the borrower's repayment prospects and the
reasonableness of the loan structure. For most loans, repayment will depend on:

* cash flow (for most term loans); or,
* the business asset conversion cycle (for working capital credits).

Collateral, except that which is readily marketable and properly margined (such as listed stock with a
broad distribution and active market), is normally viewed as a secondary source of repayment.
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Asset Classification

5. After the credit is reviewed, it is graded according to established criteria. An assessment
of all pertinent credit factors and the protection afforded by collateral should be taken into account. A
typical grading scheme used in many countries contains four grades of asset quality: standard or current,
substandard, doubtful, and loss. The first category includes assets which are not considered problems.
Assets in the latter three categories have various degrees of well-defined credit weaknesses. Collectively,
assets falling into the substandard, doubtful, or loss categories are referred to as classified assets. In
many countries, criteria for classification are based on subjective judgments. Because of the weakness
of supervisory authorities in many developing countries, it is useful to introduce elements of objectivity
that can be applied automatically to credits meeting the classification criteria.

6. The evaluation of some classes of smaller loans may be based on performance rather than
on more intensive review of the credit files. Loans in this category typically include small consumer
credits such as residential mortgages, installment loans, credit cards, and hire purchase.

7. When the aggregate of all classified assets represents say 50% or more of a bank's capital,
there is a strong likelihood that the bank's solvency and profitability may be impaired. Problem assets
may be non-earning. A realistic valuation may reduce their net carrying value and increase the needed
level of reserves and capital. Bank supervisors will probably consider this as a problem bank. Other
factors must be considered. These include the ability or actual performance of management to strengthen
or collect the problem assets, the severity of the classified assets (for example, a bank with more assets
classified as doubtful and loss would be considered in more serious trouble than one which had a similar
amount of problem assets but in the substandard category), the stability of funding sources, the ability
of the bank's owners to inject additional capital, and the bank's access to other sources of new capital
funds.

Colateral

8. Credit decisions in most industrialized countries are based on detailed analysis of a
borrower's ability to repay. The source of repayment, depending upon the nature and use of the credit,
is typically the cash flow of the firm or the business asset conversion cycle. In the absence of reliable
financial information, bankers often base their lending decisions primarily on the collateral support
provided by the borrower without fully considering the borrower's ability to perform. The experience
of most countries suggests that this over-reliance on collateral is an unsound lending practice because the
collateral is often illiquid, difficult to value during periods of financial distress, and costly (in terms of
both time and money) to acquire through foreclosure or other legal means. Foreclosed real estate may
involve carrying costs to maintain the property and market it. While bankers use collateral as protection
against loss, this should not replace careful assessment of ability to repay.

9. The problems in acquiring and disposing of collateral are recognized by most bankers and
bank supervisors. Assets are graded on an evaluation of the primary sources of repayment. Collateral
support is considered when determining the classification, that is, whether a given asset should be
classified substandard because it is well-secured by collateral in the process of collection, or whether it
should be classified as doubtful or loss because the protection afforded by the collateral is not sufficient
to protect the bank from loss.
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Provisions for Loan Losses

10. The scheme for asset classification provides a basis for determining an adequate level of
reserves for possible loan losses. In many countries, the loss potential within specific credits is
determined case-by-case after all credit and collateral factors are evaluated. These, together with a
general reserve for the remainder of the portfolio (where specific risks have not been identified), formn
the basis for establishing an adequate level of reserves. Other factors must also be considered. These
include the reasonableness of credit policies and procedures (and changes in policies which may affect
loan quality), loss experience, loan growth, the quality and depth of management in the lending area, loan
collection and recovery practices, and trends in the economy.

11. In countries where the legal framework for debt recovery is highly developed, such as the
United States, studies show that approximately 10% of substandard assets eventually deteriorate into
loss.!' The percentages for doubtful and loss are approximately 50% and 100% respectivelyY. In
developing countries where the legal framework and traditions for debt collection may be less developed,
provisions in the range of 20% to 25% of substandard assets may be a more realistic estimate of loss
potential. While it is practical to estimate loss potential case-by-case for large borrowers in developing
countries, it may be more practical to assign a level of required reserves linked to each classification
category. For example, the required reserve could be established at a level equal to 20% of substandard
assets, 50% of doubtful assets, 100% of loss assets, and 5% of the remaining portfolio. This would
provide an objective framework within which bankers and supervisors could operate until a higher level
of sophistication is achieved.

12. Two common approaches are used for dealing with assets classified as loss. One retains
loss assets on the books until all remedies for collection have been exhausted and there is no possibility
of recovery. In such cases, the level of the reserve for possible losses may appear unusually large since
assets, though fully provided, are only infrequently written-off against the reserve. This is typical of
banking systems following the UK tradition. In the other approach all loss assets, or portions of assets
classified as loss, are written-off against the reserve. This reduces the amount of the reserve and the loan
amount. This is more conservative since loss assets are considered to be non-bankable but not necessarily
non-recoverable over time. Such assets still warrant strong collection efforts and may retain possibilities
for eventual recovery. By imrnmediately writing-off loss assets, the level of the reserve appears snaller in
relation to the portfolio of loans still outstanding. This is typical of the U.S. tradition. In evaluating the
level of provisions established by a bank, an analyst must understand whether the bank is aggressively
writing-off losses or is simply providing for them. The approach used may depend on the tax treatment
given to provisions by the fiscal authorities.

The classification of assets should encourage timely action on the part of a bank's management to strengthen or collect
its problem assets. This is why relatively fewer assets graded as substandard deteriorate into loss in a country such as
the United States where classification schemes are well-established and problem loans are identified promptly and verified
by supervisors during on-site examinations.

The net loss after recoveries and the costs of collection may be less than these percentages.
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Interest Suspension

13. For banks on an accrual basis, interest on performing assets is taken into income when it
is earned. It would be inappropriate to count as income uncollected interest on loans which are seriously
delinquent or where repayment of loan principal is in serious doubt. Where uncollected interest on non-
performiing assets is taken into income, the bank's true profits will be overstated. This leads to payment
of excessive taxes and dividends. This practice frequently leads to a deterioration in the banking culture
since management reports inflated profits but may actually be incurring losses. In such situations,
management may engage in various means to conceal the true nature of the credit - its ultimate recovery
becomes secondary.

14. The two basic methods for handling the treatment of interest on non-performing assets are:
suspension of interest and non-accrual of interest. Where interest is suspended, interest is accrued or
capitalized. The offsetting entry is placed in a valuation reserve called "interest in suspense". This
method may inflate assets unless the valuation reserve is netted against the accrued or capitalized interest
for financial reporting purposes. Using the second method, interest on non-performing assets is not
accrued. It is recorded in a memoranda account. Previously accrued but uncollected interest is reversed
out of income. From a supervisory viewpoint, both methods are acceptable since interest is not taken
into income unless collected in cash. Monitoring may be more difficult under the first method. For legal
and other reasons, one method may be preferred over another in a particular country.

15. To preclude overstatement of income and to ensure timely recognition of non-performing
assets, policies should define non-performing assets and require the suspension of interest or cessation
of accrual on such assets. A typical approach requires the suspension of interest on those assets which
are ninety days or more in arrears or classified as doubtful or loss.
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Capital Adequacy

Background

1. Adequate capital is the foundation of any sound banking system. It is a reserve for
unexpected losses. It protects depositors, creditors, deposit insurance funds, central banks, and ultimately,
governments. Adequate capital is the principal source of public confidence in banks and banking systems.

2. Minimum capital standards should be established in every country. As a general rule, these
standards are expressed as simple leverage or gearing ratios, though some countries have recently adopted
more sophisticated measures. As minimums, these standards should be applicable to only the most well
managed banks exhibiting appropriate and well controlled risks. Banks not meeting these criteria, (which
may include most banks in a country), should be required to maintain capital greater than the minimum
standard.

3. Regardless of the legally established minimum standard, the amount of capital appropriate
for an individual bank is a function of the potential for the bank to incur unexpected losses. Banks with
greater risks are exposed to greater potential for unexpected losses and should hold greater amounts of
capital. The quality of the management of those risks is a primary determinant of whether a given level
of risk will lead to unexpected losses. Banks whose managers do not understand their risks or who do
not monitor and control those risks should hold greater capital than well-managed banks. The adequacy
of capital in an individual bank should be assessed in relation to the level of various risks in the bank and
to the quality of the bank's management.

4. Ensuring that individual banks hold adequate capital is a prime duty of bank supervisory
authorities. When assessing compliance with the minimum capital standard, the most important task of
bank supervisors is to satisfy themselves that the bank has established reserves for foreseeable losses, such
as loan and operational losses. Specific reserves should not be included as part of capital. If specific loss
reserves are inadequate, the amount of capital is overstated. Only when specific reserves are maintained
at an acceptable level can compliance with the minimum capital standard be assessed.

5. The supervisor's duty should not be limited to ensuring compliance with the minimum
capital standard. Bank supervisors should ensure that banks maintain capital in excess of the minimum
standard when circumstances warrant. Achieving this usually requires supervisors to develop
comprehensive on-site examination capabilities. The ability to assess capital adequacy is especially
imnportant to support improved bank supervision in developing countries.

Components of Capital

6. Many elements comprise the total capital resources of banks in different countries.
Conceptually, these elements can be arrayed according to their capacity to meet unexpected losses. Any
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system of capital adequacy should place primary emphasis on those elements of capital which provide the
most permanent and readily available support against unexpected loss.

7. Modern capital regimes often classify capital elements into two categories with the first tier
of capital, "core" capital, incorporating the highest quality elements. The second tier of capital,
"secondary" or "supplemental" capital, incorporates elements with the capacity to absorb unexpected
losses but less permanent in nature. Elements associated with probable or potential losses are not to be
included in either tier. Such elements are generally not available to absorb unexpected losses.

8. The most important elements of capital are equity and disclosed reserves. These are also
known as surplus, retained earnings or statutory reserves. Equity represents the permanent, paid-in
capital of the holders of ordinary (common) shares. Non-cumulative perpetual preference shares,!' are
often treated as equity. Disclosed reserves represent the accumulation of post-tax retained earnings
identifiable within the bank's published accounts and not encumbered in any wayY Equity and disclosed
reserves are the capital elements most often included in core capital.

9. Undisclosed reserves and cumulative perpetual preference shares often have characteristics
similar to equity and disclosed reserves. Depending on their characteristics in each country, these
elements have the capacity to absorb unexpected losses and can be included in core capital. To qualify
as core capital, undisclosed reserves should represent accumulations of post-tax earnings, should not be
encumbered by any known liability, and should not be routinely used to absorb normal loan or operating
losses. Cumulative perpetual preference shares should be fully paid-in and should not contain covenants
permitting redemption by the holder, even in circumstances of financial difficulty.

10. Revaluation reserves can often serve as a cushion for unexpected losses. They are less
permanent and should not be considered core capital. Revaluation reserves arise from recognized or
unrecognized (for accounting purposes) revaluations of assets undervalued on the bank's books, typically
bank premises and holdings of marketable securities. The extent to which revaluation reserves can be
relied upon as a cushion depends upon several factors. These include the level of certainty that can be
placed on estimates of the market values of the relevant assets, the potential for subsequent deterioration
in values under adverse market conditions, and the potential for the actual liquidation of the assets at
those values. Note that the market values of assets such as premises and securities generally decline in
periods of financial difficulty. Liquidation of the assets will often entail tax consequences. For these
reasons, revaluation reserves should at least be subjected to a substantial discount when determining their
value for inclusion in secondary capital.

11. General provisions and loss reserves are created against the possibility of future losses.
These are not attributable to the actual diminution of value or identifiable potential loss in any asset or
class of asset. They are available to meet unexpected losses and are often included in secondary capital.

Non-cumulative perpetual preferred stock permits the suspension of dividends without the holder accumulating a claim
on the resources of the bank in lieu of such payments.

In sorne countries statutory reserves do not meet this definition.
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In many instances, however, such reserves are created against identifiable potential losses and are, in
effect, specific reserves. Though often labeled as general reserves, these do not possess the characteristics
of capital because they are explicitly or implicitly associated with identifiable potential losses. Care must
be taken to ensure that adequate reserves have been established against all known losses and foreseeable
potential losses before considering general provisions or loss reserves to be part of secondary capital.
Various debt instruments may function to absorb unexpected losses. The most common is subordinated
debt. To be considered a component of secondary capital, the instruments should be at a minimum fully
paid-in, unsecured, subordinated to the claims of other creditors and free of restrictive covenants. They
should not be redeemable at the initiative of the holder or without the consent of the bank supervisory
authorities. These elements will often carry a stated maturity. As they approach maturity, their nominal
value should be progressively discounted for inclusion in capital. Instruments with an initial maturity of
less than five years, or with a remaining maturity of less than one year, generally should not be included
as part of secondary capital. In addition to their capital-like characteristics, these instruments possess the
characteristics of debt. The portion of secondary capital they are permitted to comprise should be
limited.

12. Bank supervisory authorities must determine which components of the balance sheet to
include in the regulatory definition of capital and whether any deductions from capital are appropriate.
T-he foundation of the regulatory definition of capital should be core capital which can be included without
limit. Elements of secondary capital can be included in the definition. To maintain focus on the higher
quality core capital, the qualifying amount of secondary capital should be limited to 100% of core capital.
The amount of subordinated debt qualifying for inclusion as secondary capital will generally be limited
to ensure the existence of higher quality capital elements within secondary capital. Encumbered assets and
assets with little tangible value should be deducted from capital. Other typical deductions include
investments in non-consolidated subsidiaries and intangible assets such as goodwill.

Minimum Capital Standards

13. Minimum capital standards developed by the bank supervisors should be established. A
single minimum capital standard should be applied to all banking institutions. Varying standards for
different types of institutions would only be appropriate where there is a clear and consistent
differentiation in the level of risk and the potential for unexpected losses.

14. Many countries have used leverage ratios as the basis for their minimum capital standards.
These ratios usually relate the amount of capital to the bank's total assets. In these ratios, total assets
function, as a proxy for relative risks within the institution. The use of leverage ratios has the advantage
of simplicity. It is an adequate basis for a minimum capital standard in countries with simple financial
institutions. As a general rule, a minimum core capital standard of less than 5% would not be
appropriate.

15. In countries with more complex financial institutions, bank supervisory authorities find using
total assets deficient for two reasons. A growing volume of off-balance-sheet business gives rise to risks
similar to on-balance-sheet business. The relative risks of different types of on-balance-sheet businesses
has increased. Both trends have rendered the use of total assets an increasingly imperfect proxy for the
relative risks of an institution. In countries where off-balance-sheet transactions are common or where
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the risks of different classes of assets vary significantly, a minimum capital standard based on a simple
leverage ratio may not be sufficient.

16. To overcome the deficiencies of a simple leverage ratio, countries with more complex
financial institutions are adopting minimum capital standards that better define the proxy measure for risk.
One well-known example was developed by the Basle Committee on Banking Regulations and Supervisory
Practices.3' The Basle framework is focused on assessing capital in relation to the level of credit risk.
The denominator of the Basle ratio reflects the relative level of credit risk. This results in a more precise
measure of capital adequacy. Unlike simple leverage or ratios, it takes full account of the credit risk
inherent in off-balance-sheet items and the varying levels of credit risk of on-balance-sheet items.

17. The Basle framework deals with off-balance-sheet items by multiplying the face amount of
the item by a conversion factor that reflects the item's relative degree of credit risk. The off-balance-
sheet item is converted to an on-balance-sheet equivalent amount. For example, guarantees serving as
direct loan substitutes are assigned a 100% conversion factor and require the same capital support as a
normal loan. Short-term self-liquidating trade contingencies are assigned a 20% conversion factor and
require only one-fifth the capital support of a normal loan.

18. In a similar manner, the Basle framework distinguishes among the relative risks of on-
balance-sheet items and the converted amounts of off-balance-sheet items by assigning each a risk weight.
The weights are based upon the type of obligor. In some circumstances, risk weights reflect the strength
of the underlying collateral or the maturity of the item. Risk weights range from 100%, applicable to
most obligors, to a lower percentage when the obligor clearly and consistently exhibits a lower degree
of credit risk.

19. Although geared primarily to internationally active banks, the Basle framework now serves
as the minimum capital standard for all banks in many countries within and outside the G-10. The
European Community has adopted a common solvency ratio to be applied to banks and other credit
institutions within the Community. This ratio is consistent with the Basle framework. Developing
countries may find it useful to adopt a minimum capital standard having the attributes of the Basle
framework. These should include conversion of off-balance-sheet instruments to on-balance-sheet
equivalent amounts and the use of risk weights selected by obligor type.

20. Conversion factors assigned to off-balance-sheet items should reflect the probability of
eventual credit exposure. Direct credit substitutes, such as most guarantees and standby letters of credit,
should be assigned a 100% conversion factor. Forward commitments to purchase assets and asset
repurchase agreements should carry a 100% conversion factor. Such items would be treated as on-
balance-sheet items. Bank supervisory authorities should assign conversion factors of less than 100% only
where the type of instrument has clearly and consistently not led to credit exposure. For example, normal
loan commitments and lines of credit might be assigned a 50% conversion factor. Collateralized short-

The Basle Committee is comprised of representatives from the central banks and supervisory authorities of the Group
of Ten (G-10) countries (Belgium, Canada, France, Germany, Italy, Japan, Netherlands, Sweden, Switzerland, United
Kingdom, United States and Luxembourg).
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term trade related contingencies normally are self-liquidating and infrequently result in a credit exposure.
Such items might be assigned a 20% conversion factor.

21. In assigning risk weights, bank supervisory authorities must be assured that the type of
obligor consistently exhibits a substantively lower level of credit risk. In any event, risk weights of 0%
should only be employed for holdings of cash. A minimum weight of 20% should be considered for
direct claims on the domestic central government and central bank, claims on financially strong foreign
central governments and central banks, and claims on multilateral development banks. Weights of less
than 100% may be appropriate for claims on public or private banks that are well capitalized,
demonstrably healthy and based in countries with strong central banks,4' and for claims on demonstrably
healthy domestic and foreign public sector entities.

22. Important risks other than credit risk are not explicitly assessed within the Basle
framework.5' For this reason, some bank supervisory authorities employ the Basle framework in tandem
with a simple leverage ratio to preclude banks operating with clearly insufficient capital. This might occur
when a bank holds only low risk-weighted assets but runs other significant risks such as interest rate risk.
Concurrent use of the leverage ratio provides some assurance that the bank holds capital for risks other
than credit risk.

Capital Adequacy

23. Minimum capital standards do not ensure that banks maintain an appropriate amount of
capital. The capital appropriate for a bank is a function of its degree of risk, quality of management,
extent and nature of concentrations, and other factors. The task of assessing capital adequacy in relation
to these factors is beyond the capabilities of bank supervisory authorities in most countries at present.
This means that the ability to assess capital adequacy in relation to these factors should be a principal goal
of efforts to improve the supervisory process in any country.

24. The primary determinants of the amount of capital appropriate for a bank are the levels of
the risks it assumes and the quality of risk management. In most banks, the principal risks incurred are
credit risk, interest rate risk, foreign exchange rate risk and operational risk. Each should be assessed.
Banks with higher levels of risk should be required to hold more capital than comparable banks with
lower levels of risk. A determination of the quality of risk management would entail assessing policies,
procedures, risk measurement capabilities, and risk limits. Banks with weak management should be
required to hold more capital than comparable banks with better management.

25. In many banks, the extent and nature of concentrations will also be an important determinant
of the appropriate amount of capital. The most relevant types are geographic, credit, and business
concentrations. Geographic concentrations exist when the bank derives a significant portion of its business
from an economically non-diversified local or regional market. Credit concentrations take the form of a

Normally, all claims on banks in developing countries should attrat a 100% weight.

F' The Committee is working to formally incorporate an assessment of other risks, such as interest rate and foreign
exchange rate, into the framework.



- 118 -
ANNEX 5

Page 6 of 7

large volume of credit exposures to a group of borrowers exhibiting a common susceptibility to external
economic factors. Business concentrations are present when the bank derives a significant portion of its
revenues from a limited number of products or services. Any of these conditions can substantially
increase risk. Banks exhibiting substantive concentrations should be required to hold more capital than
comparable more diversified banks.

26. Many other factors can be relevant. For example, the bank may be rapidly expanding
through internal growth or acquisition. Perhaps the markets in which the bank operates are expected to
deteriorate substantially. The bank may have suffered a decline in the quality of its management, or may
be increasing the types and levels of risk it is willing to assume. These and other considerations might
dictate a need for a higher level of capital than would otherwise be necessary.

27. Ensuring capital adequacy is the foundation of a healthy banking system. But, it requires
that bank supervisors can make subjective judgements in individual banks regarding levels of risk, quality
of management, nature and extent of concentrations, and other appropriate factors. To make these
judgements, bank supervisors must perform on-site examinations.

The Role of Bank Supervisors

28. Bank supervisors are responsible for developing acceptable minimum capital standards. The
overall supervisory process should ensure that banks maintain capital in excess of the minimum standards
when their circumstances warrant. Bank supervisors must have the means to enforce compliance with
these standards and to require banks to maintain appropriate levels of capital.

29. Bank supervisors must develop a minimum capital standard to be incorporated within the
legal framework of the banking system. The minimum capital standard should include a definition of
capital and a definition of the proxy measure of risk against which capital will be assessed. For existing
banks, the minimum capital standard should be expressed as ratio of capital to the proxy measure of risk.
The definition of capital should identify which elements of capital qualify for inclusion when computing
the capital ratio, and should define the required deductions from capital. The definition of the proxy
measure of risk should identify which balance sheet and, if appropriate, off-balance-sheet items are to be
included. The proxy measure of risk may range from simply "total assets" to a more accurate combination
of risk-weighted balance sheet and off-balance-sheet exposures.

30. To ensure that banks hold capital in excess of the minimum standard when circumstances
warrant, bank supervisors must develop on-site supervisory capabilities.§' The assessment of capital
adequacy against a bank's risks is the culmination of the prudential bank supervisory process. The
supervisory capabilities will focus on assessing the level of the various risks incurred by the bank, the
quality of its management, the nature and extent of concentrations, and other factors. As a prerequisite,
bank supervisors must have the capability to ensure that adequate reserves have been established for
known or potential losses. This entails the ability to assess all risks and the ability to perform a detailed

Off-site prudential reporting may function as a complement to on-site examination capabilities, but only when the
accuracy of reported data can be routinely assured. This often requires periodic on-site verification of the accuracy
of regulatory reporting.
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credit analysis of the loan portfolio and to determine the appropriate level of reserves for specific assets
or classes of assets. Development of the ability to assess capital adequacy in this manner should receive
high priority. This is especially urgent in developing countries.

31. The legal framework for the banking system should specify procedures by which bank
supervisors can mandate compliance with the minimum capital standard, and establish and enforce higher
capital requirements in individual banks. These procedures would begin with formal notification to the
bank that the current level of capital is considered insufficient. Bank management would be required to
develop a plan acceptable to the supervisors and designed to achieve the required level of capital. It might
outline management's plan to reduce or eliminate dividends, to raise new capital, to reduce the level of
risk in the bank, or to substantively improve the quality of management and management practices. The
procedures would include enforcement proceedings to be used when management fails to develop an
acceptable capital plan or to adhere to an approved plan.



- 120 - ANNEX 6

Page 1 of 11

VIET NAM
FINANCIAL SECTOR REVIEW

Legal Structure of Viet Nam's Financial System

State Bank of Viet Nam

1. From its inception on May 6, 1951, the SBVN, then known as the National Bank of Viet
Nam, was conceived as the instrument for funding the needs of a centrally planned and subsidized
economy. As such, it was charged with executing the government's decisions regarding resources
allocation through the provision of soft loans to selected sectors of the economy. In 1958 and 1963
respectively, the Bank for Investment and Development of Viet Nam and the Bank for Foreign Trade
were established to provide specialized services. They were, and still are, wholly State-owned. The
SBVN, however, continued to maintain its monopoly in providing domestic banking services. In 1988,
as part of the attempt to establish a two-tier banking system, the Departments of Agricultural Credits and
Industrial and Commercial Loans were spun off from the SBVN to become separate commercial banks,
the Agriculture Bank of Viet Nam and the Commercial and Industrial Bank of Viet Nam respectively,
the charters of which were adopted only on November 11, 1992. The SBVN and Commercial Banks
Decree Laws, though aimed at fostering an open market economy, still reflect the above philosophy and
historical approach in the elements of control and integration between GOV and the banking system
incorporated therein.

2. The close control exercised by GOV over the SBVN manifests itself in the procedure for
the establishment of the Board of Directors of SBVN. For instance, the appointment and removal of the
Governor of SBVN is made by the Prime Minister with the ratification of the National Assembly
(Art.84(7) of the 1992 Constitution); the Governor also sits on the Council of Ministers (Art. 14 of SBVN
Decree Law). The other members of the Board are appointed and removed by the Prime Minister at the
recommendation of the Governor. Four out of the ten members of the Board also hold the rank of vice-
ministers and represent the Ministries of Finance and Trade, the State Planning Committee and the State
Committee on Cooperation and Development; their appointment and removal must be recommended to
the Prime Minister jointly by the Governor and the relevant Minister or Committee Chairman. All
members of the Board must have a deep understanding of monetary matters. The appointment of all
members of the Board is for a five year term (Arts. 5,6 and 7 of SBVN Decree Law). While the
appointment process itself is not unusual in comparison with central bank practices in other countries,
in the absence of clearly spelled out causes for removal, the Prime Minister appears to have sbsolute
discretion in the matter (Art. 9). In contrast, under the central bank legislation of many other countries,
the ground for removal of the Board members is set forth in unambiguous terms (see for example Art.
10 of the 1993 Central Bank Act of the Republic of the Philippines). The identification of the various
ministries and State committees with members of the Board is also a cause of concern.

3. GOV has the potential to exercise further control over the SBVN through the authority of
the Prime Minister to grant his approval of the operating guidelines of the Board of Directors (Art. 13)
and to appoint the government inspector who is charged with participating in the deliberations of the
Board and reporting to the Prime Minister in case of disagreement with the decisions adopted by the
Board.
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4. This relationship of control and integration between the government and the SBVN allows
GOV to maintain its long standing approach of treating the SBVN as the primary source of funding for
government needs. For instance, among other provisions, the SBVN Decree Law specifically states:
"The State Bank shall participate in establishing the National Budget, collaborate with the Ministry of
Finance to forecast the aggregate credit to be extended by the State Bank to the National Budget during
the following fiscal year and present such plan to the Council of Ministers" (Art. 29(1)); "the advance
and lending will be secured by interest-bearing Treasury bills to be conveyed to the State Bank by the
Ministry of Finance" (Art. 29(3)); "the State Bank may purchase Treasury bills with a maturity of less
than a year from credit institutions..." (Art.31); "the aggregate outstanding advances and loans to the
National Budget as established in Article 29 of this Decre Law, and holdings of Treasury bills as
established in Article 31 of this Decree Law may not exceed the limit established by the National
Assembly; if there is a risk that such limit shall be exceeded, SBVN must report in a timely manner and
present recommendations to the Council of Ministers" ( Art.32). Even though the National Assembly
sets the limit for government financing by SBVN, the specific amount, terms and conditions of such
financing are established by the Minister of Finance (Art. 29).

5. With respect to lending to the banking system, the SBVN Decree Law does not develop,
in clear terms, the concept of "lender of last resort". It merely establishes broadly the authority of the
SBVN to extend loans and discount facilities to the banking system as the "banks' bank" (Arts. 3 (3), 41
and 42 of SBVN Decree Law). Moreover, there is a distortion of the role of the SBVN as lender to
banks as GOV has used the SBVN to re-finance the State-owned commercial banks to enable them to
channel funds to State-owned enterprises and to the rural sector.

6. In this regard, the approach adopted by GOV is in direct contrast to the policy adopted in
many countries of viewing the central bank as the lender of last resort to the banking system while
banning or restricting central bank loans to the government. Further, in those cases where a central bank
has the power to lend to the government, as for example in the case of Bangko Sentral ng Pilipinas, the
terms for such lending are tightly controlled (Section 89 of the 1993 Bangko Sentral Ng Pilipinas Act).

Banks, Credit Cooperatives and Finance Companies

7. The Commercial Banks Decree Law establishes the supervisory function of the SBVN in
greater depth than the SBVN Decree Law proper. A review of the provisions of the Commercial Banks
Decree Law reveals, however, two very distinct emphases: safety and soundness of the banking system
on the one hand, and control of conimercial financial institutions on the other hand.

8. Those provisions clearly designed to address the issues of the safety and soundness of
commercial financial institutions include: Article 20 on the ratio of capital to liabilities; Articles 25 and
30 on lending limits; Article 28 on limits for investment in other entreprises; Article 14 on compulsory
reserves; and Chapter VI on examination and supervision.

9. The element of government control of the commercial financial institutions manifests itself
in: (a) control by SBVN in the establishment of CFls through its authority to grant the necessary
operating licenses on the basis of detailed requirements (Arts. 4, 5, 7, 8, 11); (b) control by SBVN over
the percentage of shares of a CFI held by any individual or entity (Art. 1); (c) approval by SBVN, and
not merely notice, required for changes in name, by-laws, capital, address, opening and closing of
branches, and for sale of shares of CFls for an amount in excess of 15% of its capital (Art. 9); (d)
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required minimum capital for different categories of CFIs (Art. 12); (e) control by SBVN over the
appointment and dismissal of the members of the Board of Directors and the President of state owned
CFIs, and approval of SBVN for the appointment and dismissal of the President of privately owned CFls
(Art. 15); (f) duties, powers and rules of operation of the Board of directors of a CFI to be established
by the Governor of SBVN (Art. 17); and (g) authorization of SBVN required for international and foreign
exchange operations (Art. 31). It must be noted that not all of these provisions apply equally to all
categories of financial institutions; for instance the management of a Credit Cooperative does not need
the approval of SBVN.

Foreign Participation in Banking Activities

10. In addressing the issue of foreign participation in banking activities, the Commercial Banks
Decree Law begins with a definition of the different types of participation. Thus, a foreign bank is
defined as "a bank established in accordance with foreign laws. A foreign bank's branch in Viet Nam
shall be its operating office in Viet Nam. All of its operations shall be subject to the laws in Viet Nam".
A joint venture bank is defined as "a bank established with capital contributed by foreign and Vietnames
banks (emphasis added). Its head office shall be located in Viet Nam and it shall be subject to the laws
of Viet Nam" (Art. 1(1)). There are no references to a domestic bank established pursuant to Vietnamese
law but with foreign funds only. Therefore it is unclear whether a wholly-owned subsidiary would be
a permissible form of foreign invesment under the Commercial Banks Decree Law.

11. Chapters II and V of the Commercial Banks Decree Law further regulate, in broad terms,
the establishment of branches of foreign banks, and the applicability of certain provisions of the Decree
Law relating to taxes, prescribed limits on remittance abroad of net profits and remittance upon
liquidation of assets; the rules on remittance to be further subject to the Foreign Investment Law and the
SBVN Regulations on the management and control of foreign exchange. The Commercial Banks Decree
Law also provides for the priority in payment to Vietnamese creditors in the event a branch of a foreign
bank or a joint venture ceases operations, a matter which needs to be looked into in light of the recently
enacted Bankruptcy Law.

12. For a comprehensive analysis of the legislation regulating foreign investment in the banking
and financial sector, references must be made also to the 1987 Foreign Investment Law, as amended on
June 30, 1990 and December 23, 1992 (Foreign Invesment Law) and to Decree No. 189-HDBT on
Foreign Bank Branches and Joint Venture Banks Operating in Vietnam and the related Regulations
(Foreign Banks Laws). The main thrust of the Foreign Investment Law appears to be foreign investment
in sectors of the economy other than the banking sector. However, Article 3, as amended, allows foreign
investment in "any sectors of its [Viet Nam's] national economy." Thus its provisions appear applicable
as well to the banking and financial sector.

13. With regard to ownership, the Foreign Investment Law does allow 100% ownership, thereby
leading to the conclusion that foreign banks may establish wholly-owned subsidiaries (Art. 8), whereas,
as noted above, the Commercial Banks Decree Law is silent on the matter. It is interesting to note further
that, in the case of joint ventures, the Foreign Investment Law requires a minimum participation of 30%
registered capital by foreign investors (Art. 8). In the absence of a specific provision to the contrary in
the Foreign Banks Laws and Commercial Banks Decree Law, one must conclude that this minimum
requirement is also applicable to joint venture banks. In addition, Artivcle 4 of the Foreign Banks Laws
establishes that the minimum prescribed capital of a joint venture shall not be less than $1OM.
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Accordingly, the minimum participation by foreign investors should be $3M. This requirement of
mninimum foreign investment appears designed to promote the flow of foreign capital into the country;
however, a consequence of this requirement is the potential control exercised by the foreign investor over
the Joint Venture in case of multi-party Vietnamnese investors in the Joint Venture. On the other hand,
there is no prescribed maximum limit for the participation of foreign investors in the registered capital
of a Joint Venture. In Indonesia, for example, such limit is set at 80% of the registered capital.

14. In a related matter, the purchase of shares by a foreign investor of a "shareholding
commercial banks" (Art. 1(1) of the Commercial Banks Decree Law) is a matter neither regulated or
prohibited by the Foreign Investment Law nor by the Foreign Banks Laws. The Commercial Banks
Decree Law, on the other hand, provides that transfer of shares in excess of 15 % of the prescribed capital
requires approval of the SBVN (Art. 9(2)). This could lead to the conclusion that foreigners could
purchase shares of a shareholding commercial banks either directly or through the stock market (as and
when it is developed). Further, these transactions could be done without SBVN's intervention as long as
the purchase is not in excess of the prescribed 15%. However, the SBVN's prior approval for a transfer
of shares in excess of 15% of prescribed capital may create undue restrictions in the operations of the
stock market.

15. In contrast with the broad terms in which the Commercial Banks Decree Law regulates the
operations and activities of domestic financial institutions, the Foreign Bank Laws contains very detailed
permissible activities, both in foreign currency and in Dong Viet Nam, that can be undertaken by foreign
bank branches and joint venture banks (Arts. 13 and 14 of the Foreign Banks Laws). However, foreign
banking institutions are subject to certain requirements which the purely domestic banking institutions do
not have to abide by. These are, inter alia: (a) the amount of mobilized capital constituted by Dong Viet
Nam to be determined by the Govemor of SBVN (Art 14 (2)). The overall mobilized amount in Dong
Viet Nam and foreign currency not to exceed 20% of the operating or charter capital, as the case may
be, plus the reserve fund; (b) limits on lending to a Vietnamese economic organization also to be
determined by the Governor of SBVN (Art 15); (c) no clear guidance for ratios on lending limits to a
single borrower (Art. 16); and (d) dispute resolution mechanism through an economic arbitration body.

Overview of Collateral

A. General Considerations

16. As indicated in Chapter V, Viet Nam does not have a unified legislation on collateral.
Rather, the subject is dealt with in a fragmentary and non-cohesive manner. This is in part due to the
fact that loan agreements may be treated as either Civil Contracts or Economic Contracts (see Annex 9).
Definitions of the four forms of collateral are only available under the Ordinance on Civil Contracts,
dated July 1, 1991, effective as of the same date. The available legislation on Economic Contracts since
1956, has lead us to conclude that prima facie there is no definition of collateral to secure this type of
contracts as is the case with respect to Civil Contracts. The Ordinance on Economic Contracts, dated
September 25, 1989, effective as of same date, merely provides that performance of this type of contracts
may be secured by mortgage property or by guarantees, in accordance with the law.1' It does not define
the type of property which can be mortgaged or the applicable law regarding guarantees. In addition,

IJ Art 5.
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the 1989 Resolution and 1991 Decision of the State Bank of Viet Nam,Y regulates the securing of bank's
loans by collaterals (see Chapter V, Part E).

17. The mortgage of real estate is an example of this ad-hoc approach to legislation in respect
of collateral is exemplified in . This is a complex matter addressed in overlapping laws and regulations
which have been enacted over time as the rights on real estate have been evolving (see paras. 20 through
27 of this Annex). For example, the Ordinance on Residential Housing dated March 26, 1991, effective
as of July 1, 1991, provides for the mortgage of houses without indicating how the mortgage is to be
established. Each mortgage, therefore, will be governed by the appropriate legislation depending on
whether the loan contract is deemed a Civil Contract or an Economic Contract. The mortgage of land
rights use provided for in the recently enacted Law on Land of 1993, contains the same ambiguity as to
the establishment of mortgages and whether such mortgages would be regulated under the law applicable
to Civil Contracts or under that which is applicable to Economic Contracts. Further, due to the date of
their enactment, 1989 and 1991, respectively neither the Decree Law on Economic Contracts nor the
Ordinance on Civil Contracts, supplemented by the 1989 SBVN Resolution and the 1991 SBVN Decision,
provide for land rights use to be used as collateral.

18. As mentioned in Chapter V, a review of this fragmented legislation and reports on current
market practices reveal that mortgage of real estate (housing and fixtures on land and, recently, mortgage
of land right use), and advance security money are reported to be the predominant types of collateral used
in the formal banking and non-formal financial systems. Chattel mortgage on personal property is not
universally favored by the formal banking system. This type of collateral seems to be more commonly
used in the non-formal financial system. Third partv guarantee, whilst used in the financial system at
large, in practice is only accepted if secured by either a mortgage or a pledge on assets.

19. A loan secured by an asset to be acquired with the proceeds of such loan (purchase money
security interest) is not generally granted since lenders claim they would have no assurance that the asset
will be pledged thereafter. In addition, proof of ownership of the asset, which is a sine qua non
requirement under the 1989 SBVN Resolution and the 1991 Ordinance on Civil Contracts, will not be
fulfilled at the time of making the loan. A possible way to introduce in Viet Nam this type of secured
financing - which is common in other countries - would be to have direct disbursement of the loan
proceeds by the lender to the seller of the asset in exchange for the physical delivery of the certificate
of title to the lender. Thereafter, lender and borrower would sign the Mortgage Contract in the presence
of the Notary Public and a new certificate of title in the name of the borrower would be issued by the
relevant authority as is the case in all other purchase and sale of housing and land rights use. The
authenticity of this new certificate of title will be certified by the Notary Public and included as part of
the mortgage documents to be furnished to the lender (see para. 25 of this Annex). This purchase money
security interest will, no doubt, contribute to foster economic and commercial market transactions.

B. Mortgage of Real Estate

20. The nature of this type of security has evolved parallel to changes being made in the
legislation governing ownership of real estate. This legislation is still evolving and, thus, this Report

at Regulations on Assets as Collateral in Borrowing from Banks, dated November 18, 1989 (the 1989 SBV Resolution), and
Rules and Regulations on Short Term Credit for Economic Organizations dated January 8, 1991 (the 1991 SBV Decision).
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addresses the current practice only. To understand better the nature of real estate mortgage in Viet Nam,
below is a brief summary of the evolution of the system of land ownership since its nationalization in
1980.

21. Prior to 1980, three types of land ownership existed: (a) ownership by the State; (b)
ownership by the cooperatives; and (c) private ownership. The nationalization of 1980 established that
"land is the property of the people". However, in practice the legal distinction between ownership and
usage had no significant impact with respect to housing and garden land as well as cultivated land which
was not allocated to a cooperative. This was due to the fact that most, if not all, the previous owners
continued to occupy and use their land and buildings. Moreover, sale of land use and the buildings and
other structures thereon continued to occur. It is unclear if these sales were permitted by law.

22. The Law on Land of 1988, enacted on December 29 of 1987, regulated the use of land by
requiring that an occupant of land must obtain a certificate of land rights use. It did not, however,
address the ownership/rights use with respect to housing. This was covered by the Ordinance on
Residential Housing passed by the State Council on March 26, 1991. The Ordinance recognizes and
protects full right of private ownership of residential housing by individuals and other entities including,
the rights to use, rent, mortgage and transfer by sale, gift or inheritance.3' However, the Ordinance
reaffirms the ownership by the State of the land on which the house is built.4' Based on this Ordinance,
certificates of ownership were to be issued by the Peoples' Committee at the relevant levels.

23. On July 14, 1993, a new Law on Land was enacted and became effective on October 15,
1993. It reaffirms again the ownership of land by the people (as opposed to ownership of housing), but
it also confirms the private right to use such land. For purposes of this Report, the main difference
between this new law and the 1988 Law on Land is that the former allows the transfer and mortgage of
the land rights use.5'

C. Establishment of Mortgaees on Real Estate

24. As indicated above, the Ordinance on Housing of 1991 and the Law on Land of 1993 only
affirm the right of the owner of the housing and the land user to mortgage their respective rights. They
do not address the manner in which mortgages are to be created, enforced and the mortgaged asset
liquidated in case of default. These isues are mainly addressed by the Ordinance on Civil Contractsk'
dated July 1, 1991, effective as of the same date, and the Ordinance on Procedures for the Resolution
of Civil Cases dated November 29, 1989, effective as of January 1, 1990. These Ordinances contain
specific provisions on the establishment, enforcement and liquidation of assets relating to all the above-
mentioned four types of collateral (mortgage of real estate, chattel mortgage, advance security money and

-' Arts. 2, 15, 17 and 32.

4' Art. 5.

5' Art. 3.

6' Arts. 30 through 34.
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third party guarantee) exclusively in respect of Civil Contracts. The Ordinance on Procedure, however,
does not refer to the mortgage of land rights use which was then not explicitly sanctioned. It is legally
unclear how to mortgage real estate under an Economic Contract. As indicated, article 5 of the
Ordinance on Economic Contracts merely provides that performance of an Economic Contract may be
secured by "mortgage property or [...I guarantees in accordance with the law." In practice, however,
the procedures for establishing a mortgage on real estate under Civil Contracts are applied to those under
an Economic Contract.

25. Mortgage on real estate (housing and land rights use)2' is created under a Civil Contract
(in practice also under an Economic Contract) through a Mortgage Contract entered into between the
lender, the borrower and the third party guarantor, if that be the case. This Mortgage Contract is signed
in the presence of a Notary Public who certifies as to the legal validity of the contract, the physical
existence of the housing/land being mortgaged and the authenticity of the certificate of title. Copies of
the notarized Mortgage Contract are kept by the Notary Public, by the borrower and by the lender who
also has custody of the certificate of title. These procedures apply both to the formal banking and non-
formal financial systems.

26. It is to be noted that the Mortgage Contract is not registered in the Land Management Office
of the People's Committee due to the high taxes that are assessed on the transaction. Therefore, since the
records of the Notary Public are not available to the public in general, it is difficult to determine if a
particular house or land rights use has been pledged as collateral (as indicated an asset cannot be
mortgaged to secure several loans simultaneously). However, since duplicates of the certificate of title
are cumbersome to obtain, the lender appears to be protected against other mortgages being created on
the same asset by having custody of the original certificate.

27. To generate a more effective use of the value of real estate as collateral, it would be
advisable to allow for multiple mortgages on the same asset to secure different loans granted by the same
or different lender. Multiple mortgages are a conmmon feature in other countries as a mean to mobilize
additional funds into the market. This practice should incorporate the following features: (a) the aggregate
value of all mortgages on the same asset shall not exceed 80% of the value of the asset (to be consistent
with the existing loan to collateral ratio established in the 1989 SBVN Resolution, Chapter V, para.
5.27); and (b) a public record on mortgages shall be kept either by the Notary Public or by the Office
of Land Management Office of the People's Committee in the respective Provinces.

D. Chattel Mortgage on Personal Propertv

28. As is the case with mortgage on real estate, the Ordinance on Civil Contracts and the
Ordinance on Procedures for the Resolution of Civil Cases contain specific provisions on the
establishment, enforcement and liquidation of pledge assets under Civil Contracts. Chattel mortgages are
also permissible under Economic Contracts, though the Ordinance on Economic Contract addresses the
issue in a cursory manner.

7/ The establishment of mortgages on land rights use needs to be regulated, though, in practice, they are being established
following similar procedures than those for the mortgage of housing.



- 127 -

ANNEX 6
Page 8 of 11

29. The establishment of chattel mortgage under a Civil Contract (in practice also applicable to
those under an Economic Contract) follows similar procedures to those prescribed by the Ordinance on
Civil Contracts for the establishment of mortgage on real estate. The main differences are: (a) the
intervention of the Notary Public to certify the Mortgage Chattel Contract, unless prescribed by law, is
not mandatory;F' (b) surrender of the certificate of title to the lender is mandatory only in those cases
where the document exists; and (c) physical possession of the pledge asset by the lender is not mandatory.
Regarding the latter, the practice is that only under special circumstance does the lender not take physical
possession of the asset being pledged.2' The above-mentioned 1989 SBVN Resolution reaffirms these
procedures and practices and provides that under those special circumstances where the borrower keeps
possession of the pledged asset, the lender must sent a written notice to the "Local Authorities" and
"Competent State Institutions" requesting their cooperation in monitoring the use and maintenance of the
pledged asset.

30. A chattel mortgage on inventory is generally not accepted as being a sound collateral. This
is due to the fear that the lender could not maintain adequate control over the assets. This difficulty is
not unsurmountable and financing secured by inventory is readily available in other countries.

E. Advance Security Money and Third Party Guarantee

31. The Ordinance on Civil Contracts defines the advance security money as "a specific sum
of money advanced by a party to another to guarantee a commitment or the performance of a
contract.".'° The Ordinance does not prescribe a specific formality for the establishment of this type
of collateral. Regarding third party guarantee, the same Ordinance provides that a guarantee can only be
granted "by means of some assets or by the performance of a service.'"I In addition, the guarantee
must be established in writing and the document certified by a notary public.2

F. Enforcement and liguidation of collateral

(i) Out of Court Methods

32. The "out of court methods" for enforcement and liquidation of collateral is regulated by a
non-cohesive, overlapping and ad-hoc legislation and internal bank's regulations. A distinct feature of
these legislation/internal regulations is their provision for the initiation of legal procedures in the People's

F Art. 36.2 of the Ordinance on Civil Contracts.

!' The size of the pledge asset and the lack of storage capacity by the lender are two of the common cases being cited for not
taking physical possession of the pledged assets.

LO Art. 42.

W Art. 40.1.

W2/ Art. 41.
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Court or the Economic Arbitration (as of July 1, 1994, Economic Chambers of the People's Court)
depending on whether the loan contract and the mortgage contract are deemed Civil Contracts or
Economic Contracts (See Annex 9).

33. A clear example of this approach is found in the issuance of the "Joint Department Circular
on Credits No. 10" (JDCC) in October 1990, by the People's Supreme Court, the People's Supreme
Prosecutor, the Ministry of Interior, the Ministry of Justice and the State Economic Arbitration. The
JDCC was issued to overcome the 1990 banking system crisis. This crisis was due, in part to the non-
existence of legislation on enforcement of collateral, and the non-enforcement of the procedures laid down
in the 1989 SBVN Resolution."' This had resulted in a profound lack of confidence in the system."W

34. The JDCC provided for the establishment of a "Resolution Committee" as an effective out-
of-court method for prompt enforcement and liquidation of collateral, in the event of default. This
Committee consisted of representatives of the relevant People's Committee, Department of Police,
Department of Finance, the SBVN, the State Prosecutor, the Courts, the Economic Arbitration as well
as representatives of the lending bank's shareholders, depositors and management committee. It was
vested with broad powers to enforce and liquidate the collateral. The JDCC also provided that disputes
that could not be resolved by the Resolution Committee will be brought to the People's Court or
Economic Arbitration, as the case may be.

35. As mentioned, on January 8, 1991, the SBVN issued its Decision on "Rules and Regulations
on Short Term Credit for Economic Organizations" dated January 8, 1991, to regulate lending to
economic organizations. Its provisions regarding enforcement of collateral in case of default are similar
to those of the 1989 SBVN Resolution (see Chapter V, para. 5.26) and, therefore, contain the same
ambiguities for their implementation.

36. Further, the State-owned commercial banks have each developed their own internal
guidelines to deal with defaulting borrowers and subsequent enforcement and liquidation of collateral.
These internal bank guidelines tend to rely first on a roll over/extension of the loan. In the event of
continuing default, some of these banks will set up their own resolution committee -to which they may
invite representatives of the People's Committee and the Department of Police -while others will bring
the matter to the above-mentioned Resolution Committee for settlement of the debt. This practice,
however, varies from bank to bank and within each bank, from one regional office to another. Only as
a last recourse will the banks bring the case to the People's Court or the Economic Arbitration for
resolution. Their preference for these out-of court methods may be due to the time and expenses involved
in court/arbitration proceedings and to their own lack of experience in dealing with these matters.

37. According to the Ministry of Justice the application of these internal bank guidelines does
not contravene the 1989 SBVN Regulations in as much as the guidelines provide for a judicial resolution
of the dispute in case the "out-of-court enforcement" method is not successful. The JDCC is deemed an

131 SBV Resolution No. 156/QD-NH on 'Regulations on Assets as Collateral in Borrowing from Banks", dated November 18,
1989.

141 While mortgages were commonly used to secure loans, no legislation existed governing enforcement in the event of default.
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extraordinary method established to address a crisis situation. However, its provisions have not been
repealed to date.

(ii) Judicial Enforcement

38. Enforcement and liquidation of collateral through judicial proceedings are available even
though used only as a last resort. As mentioned before, a mortgage contract is deemed to be a Civil
Contract or an Economic Contract mainly due to the parties thereto. The underlying purposes of the
contract play a supplemental role in such determination.

39. The judicial resolution of disputes related to Civil Contracts is governed by the Ordinance
on Procedures for the Resolution of Civil Cases, dated November 29, 1989, effective as of January 1,
1990. Dispute resolution related to Economic Contracts is governed by the Ordinance on Economic
Arbitration, dated January 10, 1990, effective as of the same date, the Regulations on Steps and
Litigation for Resolving Disputes over Economic Contracts and Dealing with Breaches of Law on
Economic Contracts, dated March 25, 1991, effective on the same date, and by several Circulars issued
by the President of the State Economic Arbitration Body to supplement the lack of implementing
regulations on the Ordinance on Economic Arbitration. On March 16, 1994, the Standing Committee
of the National Assembly enacted the Ordinance on "Rules of Procedures of Settlement of Economic
Contratcs". This Ordinance establishes the Economic Chambers within the People's Court and the
procedures to be followed for dispute resolution of Economic Contracts. Its provisions will take effect
commencing July 1, 1994. This Ordinance covers the existing gap for dispute resolution of Economic
Contracts amongst domestic parties. It is unclear if it applies to foreign parties.

40. The Ordinance on Procedures for the Resolution of Civil Cases contains specific provisions
on procedures for enforcement and liquidation of the four types of collateral available to secure a Civil
Contract in the event of default. Regarding mortgage on real estate (housing) and chattel mortgage, Art.
34.1 of the Ordinance provides as follows: "Where the party giving assets on security does not perform
the contract or performs it not in accordance with the agreement, the assets on security shall be dealt with
according to the modality agreed on by the Rarties or put to auction sale upon decision by the Court at
the reguest of one of the parties." (emphasis added). It is unclear if the "modality agreed on by the
parties" is that set forth in the loan/mortgage contract or reached after the default occurred. In any case,
if the "agreed modality" is not complied with, the matter can be resolved by the Court (the Peoples'
Court) through the auction sale mechanism at the request of either party.-L' Forfeiture of the moneys
given to secure an obligation (advance security money) is the remedy prescribed by Art. 42.2. of the
Ordinance. No special procedure for enforcement needs to be filed with the Court. The procedures for
enforcement of third partv guarantee would be those prescribed for the asset securing the guarantee
(mortgage on real estate, chattel mortgage or advance security money) or those for performance of
personal obligations.

41. Additionally, Arts. 41 and 42 of the said Ordinance provide that prior to the actual opening
of the Court session, and in order to protect the interest of the party seeking relief from the Court, the

S Joint Decisions issued by the Peoples' Supreme Court, the Ministry of Justice and the Public Prosecutor in 1989 (Nos. 05-
89/lTLN, 06-89MLN and 07-89MLN) provide for specific provisions regarding seizure and auction sale of the
nortgaged and pledge assets.
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disposition of the mortgaged or pledged assets may be enjoined by the Court: at its own initiative, at the
request of the Prosecutor or following a petition made by the party concerned.

42. Resolution of disputes under Economic Contracts have been dealt with by ad-hoc courts
established in 1960, namely, the Economic Arbitration Body.'"' The Economic Arbitration Body has
evolved since its establishmentO' as a dispute resolution system. Currently, it is an organ of the GOV
at different levels.-L' However, neither the legislation governing the Economic Contracts nor the
Economic Arbitration Body provide for procedures to be followed in case of default and realization of
the secured assets. Art. 7 of the Ordinance on Economic Contracts merely indicates that disputes shall
be resolved by negotiation between the concerned parties or by arbitration. As mentioned above,
commencing on July 1, 1994, Economic Chambers will be established within the People's Court to
resolve disputes arising from Economic Contracts amongst domestic parties. It is unclear if it applies to
foreign parties (see Chapter V, para. 5.37).

From 1950 to 1960, disputes on Business Contracts, as the Economic Contracts were known, were resolved by the People's
Courts.

17/ Resolution No. 20-TTJ dated January 14, 1960.

1' A Council of Ministers Decree Law on Economic Arbitration dated January 10, 1990, redefine the organization, functions
and procedurms of the Economic Arbitration, though it reaffirms the Economic Arbitration as the system to resolve disputes
on Economic Contracts. It also provides for the registration of companies and the monitoring thereof by the Economic
Arbitration. Economic Arbitration Chambers are established at the Provincial level and in the principles cities.
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VIET NAM
FINANCIAL SECTOR REVIEW

Excerpts from Central Bank Acts

New Zealand Reserve Bank Act, 1989

1. ARTICLE 8. Primary Function of Bank. The primary function of the Bank is to formulate
and implement monetary policy directed to the economic objective of achieving and maintaining stability
in the general level of prices.

2. ARTICLE 9. Policy Targets. The Minister shall, before appointing, or reappointing, any
person as Governor, fix, in agreement with that person, policy targets for the carrying out by the Bank
of its primary function during that person's term of office, or next term of office, as Governor.

(A) In the case of a person who is deemed to have been appointed as Governor under
section 191 (1) of this Act, policy targets for that person's term of office shall be
fixed by the Minister, in agreement with the Governor, within 30 days after the
commencement of this Act.

(B) Policy targets may be fixed for the term of office of the Governor, or for specified
periods during the term of office of the Governor, or for both.

(C) The Minister and the Governor may, from time to time,

(a) review or alter any policy targets fixed under this section; or
(b) substitute new policy targets for targets fixed under this section.

(D) Where policy targets are fixed under this section,

(a) The Minister shall ensure that they are recorded in writing; and
(b) The Governor shall ensure that they are tabled at the first Board meeting held

after the date on which they are fixed; and
(c) The Minister shall, as soon as practicable after they are fixed, publish them

in the Gazette and lay a copy of them before the House of Representatives.

3. ARTICLE 10. Formulation and Implementation of Monetary Policy. In formulating and
implementing monetary policy the Bank shall:

(a) have regard to the efficiency and soundness of the financial system;
(b) consult with, and give advice to, the Government and such persons or

organizations as the Bank considers can assist it to achieve and maintain the
economic objective of monetary policy.

4. ARTICLE 1 1. Governor to Ensure Policy Targets Followed. It is the duty of the Governor
to ensure that the actions of the Bank in implementing monetary policy are consistent with the policy
targets fixed under section 9 of this Act.
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5. ARTICLE 40. Governor. There shall be a Governor of the Bank who shall be appointed
by the Minister on the recommendation of the Board.

6. ARTICLE 41. Duties of Governor. It is the duty' of the Governor to ensure that the Bank
carries out the functions imposed on it by this Act.

(A) The Governor has the authority, in the performance of those functions, to act in
relation to all matters that are not by this Act required to be dealt with by the Board.

7. ARTICLE 42. Conditions of Employment of Governor.

(A) The Governor shall be appointed for a term of 5 years and may be reappointed for
a further term or terms, each of up to 5 years.

(B) The conditions of employment of the Governor, including remuneration, shall be:

(a) determined by agreement between the Minister and the Governor after
consultation with the Board; and

(b) tabled at the first Board meeting after they are agreed.

(C) No condition of the agreement shall have effect if it is inconsistent with the Bank's
functions or limits or prevents the Governor from ensuring that those functions are
carried out.

The New Central Bank [Bangko Sentrall Act of the Republic of the Philippines, 1993

8. SECTION 1. Declaration of Policy. The State shall maintain a central monetary authority
that shall function and operate as an independent and accountable body corporate in the discharge of its
mandated responsibilities concerning money, banking and credit. In line with this policy, and considering
its unique functions and responsibilities, the central monetary authority established under this Act, while
being a government-owned corporation shall enjoy fiscal and administrative autonomy.

9. SECTION 3. Responsibility and Primary Objective. The Bangko Sentral shall provide
policy directions in the areas of money, banking and credit. It shall have supervision over the operations
of banks and exercise such regulatory powers as provided in this Act and other pertinent laws over the
operations of finance companies and other non-bank financial institutions performing quasi-banking
functions, hereafter referred to as as quasi-banks, and institutions performing similar functions.

The primary objective of the Bangko Sentral is to maintain price stability conducive to a balanced and
sustainable growth of the economy. It shall also promote and maintain monetary stability and the
convertibility of the peso.

10. SECTION 6. Composition of the Monetary Board. The powers and functions of the
Bangko Sentral shall be exercised by the Bangko Sentral Monetary Board, hereafter referred to as the
Monetary Board, composed of seven (7) members appointed by the President of the Philippines for a term
of six (6) years.
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The seven members are:

(a) the Governor of the Bangko Sentral, who shall be the Chairman of the Monetary
Board......

(b) a member of the Cabinet to be designated by the President of the Philippines......

(c) five (5) members who shall come from the private sector, all of whom shall serve
full time: Provided, however, That of the members first appointed under the
provisions of this subsection, three (3) shall have a term of six (6) years and the
other two (2), three (3) years.

No member of the Monetary Board may be reappointed more than once.

11. SECTION 63. Action when Abnormal Movements Occur in the Monetary Aggregates,
Credit, or Price Level. Whenever abnormal movements in the monetary aggregates, in credit, or in
prices endanger the stability of the Philippine economy or important sectors thereof, the Monetary Board
shall:

(a) take such remedial measures as are apporpriate and within the powers granted to the
Monetary Board and the bangko Sentral under the provisions of this Act;

(b) submit to the President of the Philippines and the Congress, and make public, a
detailed report which shall include, as a minimum, a description and analysis of:

(1) the causes of the rise or fall of the monetary aggregates, of credit, or of
prices;

(2) the extent to which the changes in the monetary aggregates, in credit, or in
prices have been reflected in changes in the level of domestic output,
employment, wages and economic activity in general, and the nature and
significance of any such changes; and

(3) the measures which the Monetary Board has taken and the other monetary,
fiscal or administrative measures which it recommends to be adopted.

Whenever the monetary aggregates, or the level of credit, increases or decreases by more than fifteen
percent (15%), or the cost of living index increases by more than ten percent (10%), in relation to the
level existing at the end of the corresponding month of the preceding year, or even though any of these
quantitative guidelines have not been reached when in its judgment the circumstances so warrant, the
Monetary Board shall submit the reports mentioned in this section, and shall state therein whether, in the
opinion of the Board, said changes in the monetary aggregates, credit or cost of living represent a threat
to the stability of the Philippine economy or of important sectors thereof.

The Monetary Board shall continue to submit periodic reports to the President of the Philippines and to
Congress until it considers that the monetary, credit or price disturbances have disappeared or have been
adequately controlled.
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12. SECTION 68. Means of Action. In order to achieve the primary objective of price
stability, the Monetary Board shall rely on its moral influence and the powers granted to it under this Act
for the management of monetary aggregates.

Law of the Central Bank [Eesti Pank] of the Republic of Estonia, 1993

13. ARTICLE 2. Responsibilities of Eesti Pank.

(1) Eesti Pank manages the currency circulation both internally as well as with foreign
countries and is responsible for maintaining the stability of the legal tender of the
Republic of Estonia.

14. ARTICLE 3. Independence of Eesti Pank.

(1) Eesti Pank is independent from all government agencies. Eesti Pank reports only to
Riigikogu [the Parliament of the Republic of Estonia]; it is not subordinated to the
Government of the republic of Estonia nor to any other institution of executive state
power.

(2) Eesti Pank is not legally held responsible for the state's financial obligations, and the
state, in turn, is not legally held responsible for the financial obligations of Eesti
Pank.

15. ARTICLE 4. Relationship between Eesti Pank and the Government of the republic of
Estonia.

(1) Eesti Pank participates in planning the state's economic policy by carrying out
independent monetary, credit and banking policy.

(2) Eesti Pank advises the Government of the Republic of Estonia on monetary, credit
and banking policies. The Government does not make important economic policy
decisions without first taking into account the opinion and advice of Eesti Pank.

(3) Eesti Pank, on the authorization issued by the Government, officially represents the
Republic of Estonia in international monetary, credit and banking organizations
where the Republic of Estonia is a member therein.

(4) Eesti Pank supports, as per its mandate, the economic policies of the Government of
the Republic of Estonia when these policies do not contradict its mnandate of securing
the stability of the state's currency and its other mandates as set forth in the present
law.

16. ARTICLE 6. Board of Eesti Pank. The highest organizational level of Eesti Pank is the
Board of Eesti Pank which is comprised of the Chairman and eight members.

17. ARTICLE 7. Chairman of the Board of Eesti Pank.
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(1) The Chairman of the Board of Eesti Pank is nominated by the President of the
Republic of Estonia and appointed by Riigikogu to a term of five years.

18. ARTICLE 8. Members of the Board of Eesti Pank.

(1) The members of the Board of Eesti Pank are nominated by the Chairman of the
Board of Eesti Pank and appointed by Riigikogu. The President of Eesti Pank and
the Finance Minister are members of the Board of Eesti Pank from the moment of
their appointment to their positions.

(3) Members of the Government (except the Finance Minister) and employees of Eesti
Pank (except the President of Eesti Pank) cannot be nominated into membership of
the Board of Eesti Pank.

(5) The members of the Board of Eesti Pank are appointed to a term of five years,
except for the President of Eesti Pank and the Finance Minister, whose membership
shall terminate upon resignation.

19. ARTICLE 9. Jurisdiction of the Board of Eesti Pank.

(1) The Board of Eesti Pank provides for overall control of all the activities of Eesti
Pank.

(2) The Board of Eesti Pank is exclusively responsible for the following:

1) formulation of monetary policy and the means for its implementation,
including credibility ratios for financial institutions;

2) nominating a candidate for the position of the President of Eesti Pank subject
to final approval by the President of the Republic of Estonia;

3) appointing and dismissing the members of the Management of Eesti Pank, as
nominated by the President of Eesti Pank;

4) appointing and dismissing the Vice Presidents, Chief Accountant and Head of
Banking Inspection, as well as Managers of independent subsidiary
undertakings and representative offices of Eesti Pank;

5) approving the Statutes of Eesti Pank, Banking Supervision and other
independent subsidiary undertakings and representative offices of Eesti Pank;

6) approving the budget of Eesti Pank and controlling its implementation;
7) providing internal control for the activities of Eesti Pank and making decisions

according to the results of such a control as well as presenting to Riigikogu
suggestions on appointing auditors.
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VIET NAM
FINANCIAL SECTOR REVIEW

Perniissible Activities by Commercial Banks
Under the 1992 Indonesian Bankdng Act

"Article 6. The operations of a commercial bank shall encompass:

a. mobilizing funds from the public in the form of deposits, comprising current accounts,
time deposits, certificate of deposits, savings and/or other equivalent forms of deposits;

b. extending credits;
c. issuing notes;
d. purchasing, selling or guaranteeing against own risk or on behalf of and/or at the request

of a customer:

(i) bill of exchange, including banker's acceptances of which the maturity is no
longer than the common practice of trading such documents;

(ii) notes and other commercial paper of which the maturity is no longer than the
commnon practice of trading such documents;

(iii) treasury bills and government guarantees;
(iv) Bank Indonesia Certificates (SBI);
(v) bonds;
(vi) commercial papers with a maturity of up to one year;
(vii) other securities with a maturity of up to one year;

e. transferring money, either on own behalf or on behalf of a client;
f. placing funds in, borrowing funds from, or lending funds to other banks, whether by

letter, telecommunications device, or by sight draft, cheque, or other means;
g. accepting payments in respect of claims for securities, settling accounts with or among

third parties;
h. providing safety deposit boxes for valuable goods and papers;
i. undertaking custodial activities on behalf of another party based on contracts;
j. undertaking placement of funds among customers in the form of securities not listed in

the stock exchange;
k. purchasing collateral through auction, whether in whole or in part, in the event that a

debtor fail to meet his obligations to the bank, provided that the purchased collateral shall
be cashed in at the earliest opportunity;

1. undertaking factoring activities, credit card business, and trusteeship activities;
m. providing financing to customers based on the principles of profit sharing in accordance

with the provisions stipulated in the Government Regulation;
n. undertaking other business activities commonly performed by banks providing that such

activities shall not be in contravention to this act and the prevailing laws.
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"Article 7. In addition to conducting the banking operations as referred to in Article 6, a commercial
bank may also:

a. conduct activities in foreign exchange with due observance to the provisions stipulated
by Bank Indonesia;

b. perform equity participation in other banks or business entities operating in financial
services, such as leasing, venture capital, securities house, insurance, and securities
clearing house, with due observance to provisions stipulated by Bank Indonesia;

c. undertake temporary equity participation to settle the problems of bad debt, on the
condition that in due time the equity participation shall be with- drawn, subject to the
provisions stipulated by Bank Indonesia, and

d. act as founder and the management of a pension fund in accordance with the prevailing
law on pension funds."
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VIET NAM
FINANCIAL SECTOR REVIEW

Economic Contracts and Civil Contracts

1 Economic Contracts have evolved in the Vietnamese legislation since 1950. They were
originally called "Business Contracts".'' Their purpose was to regulate contracts entered into by
business entities, whether privately or State-owned. In 1960, for the first time, the term "Economic
Contracts" was used in the legislation. Their execution was mandatory amongst State-owned enterprises
and State agencies.3! The objective of these contracts is to establish the obligations of the parties thereto
in accordance with the State economic plans. In 1989, the Ordinance on Economic Contracts was passed
by the State Council defining them as follows: "Economic Contracts are documented agreements
among the parties thereto with respect to production, exchange of goods, services, research,
scientific and technical applications, for the purposes of carrying out business activities, with clear
determination of mutual rights and obligations of the parties thereto in establishing and realizing
their respective plans." (Emphasis added).3'

2. In addition, the Ordinance on Economic Contracts provides that these contracts may be
entered into exclusively between two legal entities or a legal entity and an individual who has a business
registrationA.

3. Economic Contracts are currently governed by the Ordinance on Economic Contracts dated
September 25, 1989 (in force as of such date), Decree Law No. 17/HDBT dated January 18, 1990 of the
Council of Ministers on Implementation of the Ordinance of the Economic Contracts, and a vast number
of resolutions issued by the State Economic Arbitration Body and the Council of Ministers. To add to
the complexity, on March 16, 1994 a law was enacted which provides for the establishment of Economic
Chanbers of the People's Court which will adjudicate on Economic Contracts. These Chambers will start
functioning on July 1, 1994, and will supersede the dispute resolution function of the Economic
Arbitration Body in existence since 1960.

4. In contrast, under the 1991 Ordinance on Civil Contracts passed also by the State Council,
a "Civil Contract represents an agreement between parties on the establishment, modification or
termination of rights and obligations of parties in sale and purchase, hire, loan, borrowing or
donation of property, accomplishment or non-accomplishment of an act or a service, and any other
agreement in which one party or many parties act to meet a requirement in living or consumption."

5. Civil Contracts are currently governed by the Ordinance on Civil Contracts and the
Ordinance on Procedures for the Resolution of Civil Cases.

1' The Temporary Regulation No. 735-TTJ dated April 10, 1956 of the Democratic Socialist Republic of Viet Nam.

2/ Resolution No. 004ITTG of the Democratic Socialist Republic of Viet Nam, Resolution No 29-CP of Feb 23, 1962,
complemented by the Regulations on Economic Contracts promulgated in 1975 after the countries reunification.

1' Art. 1.

4/ Art. 2.
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6. The above leads to the conclusion that any contract in which one of the parties is an
individual without a business registration will not qualify as an Economic Contract. This is not to say that
the substance matter of the contract is not also determinant of the type of contract. As explained, the
classification of the contract in either a Civil Contract or an Economic Contract has implications in
respect of the choice of mechanism for the resolution of disputes.
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VIET NAM
FINANCIAL SECTOR REVIEW

Financial Performance of the Agribank

1. This annex provides a brief review of the Agribank's lending activities and recent financial
performance based on information provided by the bank. It also contains a brie'f evaluation of the
proposed institutional development plan for the Agribank.

2. The Agribank employs approximately 21,000 people, but staff productivity is at a relatively
low level. Based on 1993 data, there were 95 household loans per bank employee and the annual
tumover of household loans was 180 loans per employee. Three factors which appear to reduce average
employee productivity are: the small average size of loan (and frequent loan transactions); the exclusive
use of currency in loan transactions; and the continued use of manual recordkeeping systems in the branch
offices. The average size of direct, household loans is small at just $140 as shown in Table 1. The
majority are agricultural loans with an average size of $122. Indirect household loans (the majority of
which flow through "economic organizations") tend to be smaller still at $119/loan. While loans to
private enterprises and cooperatives tend to be larger on average, the smaller, rural household loans
represent 86% of the Agribank's private-sector loan volume outstanding in 1993. This implies a long-
term problem for the bank to reduce and control its loan admninistration expenses.

Table 1. Agribank Average Loan Size, 1993
(in US dollars)

Short-tern Mediwun-term Total
Borrower Category Loans Loans Loans

Households (direct loans) 130 377 140
agriculture 112 372 122
trade and services 380 896 385
transportation 604 957 674

Households (indirect loans) 105 297 119
through economnic organizations 106 297 123

Private Enterprises 561 1,104 597
agriculture 209 537 243
trade and services 760 774

Cooperatives 619 3,299 836
agriculture 438 2,570 604
trade and services 1,461 982 1,452

Source: Derived from Vietnam Bank for Agriculture data, March 1994
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3. Generally, the documentation of Agribank loans does not appear to be excessive and, to the
contrary, appears to be less than desireable for large loans. The bank appears to unnecessarily require
frequent borrowers to reapply each time a loan is renewed - such as in the case of a fertilizer dealer
where the loan is for the purpose of continuing inventory financing. The loan approval process places
a heavy emphasis on collateral of the borrower and not the earnings and cash flows of the enterprise.
The emphasis on collateral is in sharp contrast with the fact that most loans are short-term; all loan
transactions are in cash; and the default rate (the contingency for which loans are secured with property)
is generally quite low. A shift of lending orientation in the Agribank and other rural banks to cash flow
and earnings-based lending is highly recommended.

4. Comparison of the Agribank with the deposit banking sector reveals that the Agribank has
been aggressive in lending to the emerging private sector. The Agribank alone accounted for about 70%
of total private loans of the deposit-taking banks at the end of 1993. This compares with the Agribank's
26 % share of loan claims on the overall economy. Moreover, the Agribank's private sector loan portfolio
continued to grow at a rapid rate from just 7% of year-end loan volume in 1991, to 35% in 1992, and
64% in 1993. In contrast, the Agribank's portfolio of SOE loans fell from 75% of loan volume at the
end of 1991 to 32% of loan volume at the end of 1993. With rapid growth in the size of the loan
portfolio has come an increase in arrears. Arrears from 1993 operations relative to arrears in all deposit-
taking banks indicate that the Agribank carried larger than proportionate arrears in working capital loans
to SOEs and the private sector. The Agribank may have grown too fast in its lending of short-term loans
to agriculture and the effort to collect on credit was relaxed. Alternatively, the Agribank's short-term
working capital loans may not have been appropriately structured for its rural clientele so that 3-4 month
loan maturities are causing repayment problems due to the lack of rural household liquidity.

5. Savings mobilization of the Agribank reveals a mixed picture with just 17% of national
deposit-taking bank demand deposits and 30% of total time and savings deposits at the end of 1993. The
larger proportion of time and savings deposits partly reflects the Agribank's growing use of deposit
substitutes. The Agribank has also attempted to develop a savings mobilization campaign in the rural
areas to fill the funding gap. In addition, government deposits in the Agribank were quite large,
accounting for about 25% of total government deposits in the banks. Finally, the Agribank had a 19%
share of deposit bank assets in 1993, but only 16% of the total capital and reserves of the banks. This
represents a weak capital position given the specialization of the Agribank in relatively high-risk
agricultural loans.

Financial Performance

6. A review of the Agribank's reported financial position and performance indicates that the
bank is facing numerous problems: insufficient growth of deposits and an escalation in the use of deposit
substitutes, a decline in operational efficiency, and a continuation of its lack of profitability and perilous
capital position. An institutional development plan is currently being developed and is expected to assist
the Agribank in its efforts to become a financially viable institution through a set of operational and
strategic measures.' However, the plan needs to place a high priority on the funding of the bank
through the development of an overall plan for rural savings mobilization (with an appropriate use of
market signals) and for building the equity capital of the bank.

1/ Supported by the IDA-financed Agricultural Rehabilitation Project (Cr. 2561-VN).
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7. Since the Agribank has historically not applied generally accepted accounting practices in
the course of its financial reporting, information provided by the Agribank allows for only a limited
financial analysis of the bank. Thus, information on earnings, assets, liabilities, and capital of the bank
(and ratios which derive from those accounts) are subject to numerous interpretation problems. Financial
statements provided by the Agribank are provided here as reference, and the reader is cautioned against
any standard interpretation of their implications for management of the institution or for policymaking.

8. Based on the reported current assets and current liabilities in Table 2, the liquidity position
of the Agribank appears to be quite minimal throughout 1991-93 with only gradual improvements over
time. Even these improvements are subject to the interpretation which one must make about the effective
maturities of assets such as deposits of the SBVN, required reserves, and other liquid assets. These assets
were all assumed to be short-term, liquid assets for computation purposes. Improvements in the liquidity
position of the Agribank are most directly associated with growth in short-term loan volume relative to
deposits. It is also noted that the bank has aggressively expanded funding through the use of deposit
substitutes (whose maturities are not known). These various factors have opposing influences on the
liquidity ratio of the bank. Therefore, the liquidity position of the Agribank is an open question.

Table 2. VBA Balance Sheets, 1990-1993
(in billion dong)

item 1990 1991 1992 1993

Assets
Liquid (cash, req.reserves, deposits at 1,060.1 480.5 647.9 789.1
SBVN, receivables and other)
Short-term Loans 1,445.4 2,702.8 3,294.4 5,390.5

(of which households) 1,488.3 3,832.4
Medium-term Loans 106.4 132.6 123.6 521.2
Loans in Arrears 87.2
Government Trust Fund Loans 562.6b 542.8
Other Trust Service Loans 49.9 132.7
Fixed Assets 15.8" (2.1)" 198.6 237.9
Other Assets 3.9 306.0 94.3

Total Assets 2,627.7 3,404.9 5,183.0 7708.5

Liabilities and Equity Capital
Deposits 1,104.0 1,447.9 2,089.2 2,106.9
Other Mobilization (incl. and other 1,283.5 2,290.3 363.6 1,622.7

bank deposits)
Current Balances Payable 199.4 203.4
Borrowings from 1,451.7 2,461.5
Other Borrowed Funds 135.0 140.4 0.3 20.8
Government Funds 78.8 641.7 645.8
Other Institutions 14.6 1.7 138.4

Total Liabilities 2,522.5 3,972.0 4,747.6 7,199.5
Statutory Capital 40.0 40.6 200.0 200.0
Equity Funds and Other 65.4 41.5 235.4 308.9

Equity Capital 105.4 (537.0)" 435.4 508.9
Total Liabilities and Equity

Capital 2.627.9 3,405.0 5,183.0 7,708.4

Net fixed assets for 1990. 1991.
" Government Trust Fund loans represent loans to state enterprises. These are largely nonperforming loans.

Equity capital was adjusted for losses in 1991 of 649.1 billion Dong.

Source: Viet Nam Bank for Agriculture (March 1994) for 1992 and 1993 data. World Bank Staff Appraisal
Report 12065-VN for 1990 and 1991 data.
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9. The provisioning for possible loan losses is a recent phenomenon in the Agribank, as
reflected in the provisions/ risk assets ratio. In 1993 the provision of 10. 1 billion d against a portfolio
of over 5,911 billion d in loan volume is clearly inadequate as an indicator of expected loan losses. Even
conservative estimates of the level of arrears were recently set at 5-6%, based on 1991-92 loan data (Staff
Appraisal Report 12065-VN). Given this situation the net financial margin and net profit of the Agribank
(as reported in Table 3,) are generally overstated. Logically, the Agribank's provision for loan loss
should be higher based on factors such as the rapid growth in loan volume and concentration of the
bank's loan portfolio in agriculture.

Table 3. VBA Statements of Income and Expenses, 1990-93
(in billion dong)

Category 1990 1991 1992 1993

Interest Income 199.8 368.2 944.9 1,260.8
Interest Expense 90.5 311.2 771.6 945.9

Financial Margin 109.3 57.0 173.3 314.9
Provision for Loan Loss 0 0 0 10.1

Net Financial Margin 109.3 57.0 173.3 304.8

Other Income 17.6 8.1 15.6 33.5
Financial Income 126.9 65.1 188.9 338.3

Salaries and Social Cost 21.7 70.8 87.3 117.0
Depreciation Expense 9.4 12.1 16.8 14.0
Other Expenses 36.8 47.7 90.8 160.1

Total Operating Expenses 67.9 130.6 194.9 291.1

Taxes 20.4 15.1 36.8 41.2

Net Profit 38.6 (80.6) (42.8) 6.0

Source: Vietnam Bank for Agriculture, March 1994.

10. The reported decline in the financial margin ratio (Table 4) appears to be relatively small,
but a closer analysis of this trend reveals that no contribution to profitability has come from the cost side.
The bank has actually lost operational efficiency due to increases in noninterest expenses (as a proportion
of total expenses) in 1993. This is due to the increase in other expenses (relative to noninterest expenses)
which more than offset the proportionate declines in employee expenses. It does not appear that the bank
has been exercising sufficient controls over these other expense items to maintain and improve the
financial margin position and the profitability of the bank as it has continued to grow.
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Table 4. Selected VBA Financial Indicators, 1991-93

Indicator 1991 1992 1993

Balance Sheet
Current Assets/Current Liabilities 0.86 1.04 1.09
Provisions/Risk Assets 0. 0. .16

Operating Statement
Interest Earned/Earning Assets .14 .25 .20
Cost of Resources/Total Resources .08 .20 .15

Financial Margin .06 .05 .05
Noninterest Expenses/Total Expenses .30 .20 .24
Salaries and Social Exp./Noninterest Exp. .54 .45 .40
Other Expenses/Noninterest Exp. .37 .46 .55

Growth'
Demand Deposits (%) N.A. 30.9 11.1
Time Deposits - economic units (%) N.A. 39.7 206.3
Time Deposits - households (%) N.A. 25.3 (40.7)
Deposit Substitutes (%) N.A. 3,699.0 545.0
Total Assets (%) N.A. 3.4 44.9
Short-term Loans (%) N.A. 39.5 33.3

' Estimates of growth are based on the Consolidated Balance Sheet of Deposit Monetary Banks.
State Bank of Vietnam, January 1994.

N.A. indicates not available

11. Growth of deposit substitutes clearly dominates the other funds mobilization activities in the
Agribank, as shown in Table 4. The rapid growth in deposit substitutes leads to a concern over the
financial future of the Agribank because of the implications for the bank and its ability to repay depositors
if the projects (to which those funds are linked) begin to experience borrower repayment problems. A
second aspect of the deposit situation is the decline in household time deposits and the rise in time
deposits of economic units. Since deposits of the economic units are expected to be more volatile (they
also carry a lower interest rate), the bank's deposit situation appears to have deteriorated due to changes
in composition.

12. Although no meaningful equity capital measures could be computed for the Agribank, it is
clear that profitability of the bank has remained weak and that the reported capital position of the bank
in 1992 and 1993 understates the capitalization problem. In this regard, the Agribank is still posed with
the problem of developing operational and strategic plans which will build capital over time. Some aspects
of the required institutional strengthening plan are reviewed next.
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Institutional Development Plan

13. The transformation of the Agribank requires that several strengthening actions be undertaken
to improve the viability of the institution. In that regard, the focus here will be mostly on operations at
the regional, provincial and district levels and the interactions between those units in the bank. The joint
Government of Vietnam-IDA institutional development plan (IDP), as outlined in the Agricultural
Rehabilitation Project (WB Report #12065-VN), identified 6 issues for remedial action. The actions under
that plan generally address both operational and strategic problems of the Agribank, and their
implementation is expected to have a positive impact on longer-term bank performance.

14. The issue of financial restructuring of the Agribank revolves around the adequacy of capital
and the resolution of SOE nonperforming loans. The Agribank is technically insolvent based on the fact
that nonperforming loans are a multiple of the bank's equity capital. Clearly, the Agribank's future
financial performance and growth is jeopardized by the inability to resolve those debts in a timely fashion
through debt write-offs and reschedulings. The urgency of these resolutions places severe pressure on the
bank's capital resources. The IDP provides only limited guidance to the Agribank on how the bank might
go about developing and implementing a capital plan. The suggested restriction on lending activity does
not appear to be in place in 1993 or early 1994. Moreover, the provision for loan losses reported for
1993 D (10.1 billion) is clearly inadequate, even if the SOE debt is excluded.

15. The plan for organization and structure of the Agribank states that the configuration of the
Agribank is "appropriate to its mission". That would appear to argue against the need to develop a plan
of organization that would contribute to an improvement in the bank's operational efficiency, both as the
SOEs are restructured and as their role in the Agribank's lending program diminishes. The broader
related issue is that of rationalizing the Agribank's network of district and provincial branches, which
goes beyond the immediate issue of SOE restructuring and the IDP suggestion to write job descriptions
for an organizationally static banking system.

16. The IDP's emphasis on bank lending procedures and practices needs to receive high priority
in the development plan. Currently, the Agribank follows standardized lending rules which focus on
collateral and disregard the borrower's cash flow and ability to repay out of operating revenues. For
example, the bank uses an estimate of average credit need at the producer level as a guide in making loan
limit determinations on individual farmer loan requests. This is part of the credit rationing regime of the
bank. The current procedure utilizes farmer production plans and various unit cost estimates on inputs
(based on market and state-administered prices and assumed levels of input utilization) to derive farm-
level cost of production estimates. If the farmer exceeds the guideline amount, the Agribank refuses to
extend the additional credit. This approach to credit limit determination appears to be unnecessarily
restrictive to farmer production management decisions and counter to the concept of profit- maximizing
behavior. An alternative and recommended procedure would be to substitute cash flow projections of the
farm for these credit requirement estimates and base the credit decision on the borrower's ability to repay
the loan out of net cash flows. As the Agribank becomes more actively involved in term lending, the use
of cash flow estimation procedures will also take on increased importance.

17. As regards operational supervision and the bank's management information system (MIS),
there is need to further define the scope of the MIS, as it relates to bank operations. While supervision
is necessary for uniformity in the implementation of bank policies and procedures, excessive reporting
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on indicators by the districts to the provincial level may only perpetuate the existing inefficient operations
within the state bank structure. Priority in the MIS component of the IDP should be on developing tools
for increasing staff productivity and district branch-level credit management. Those measures would
enhance the ability of district branch managers and their credit staff to monitor and evaluate their loan
portfolios. Reporting to the provincial or preferrably to the regional level for supervisory purposes would
be an important but mostly secondary result.

18. A plan for institutional strengthening of the Agribank needs to place a high priority on the
funding activities of the bank through the development of an overall plan for rural funds mobilization and
the building of equity capital. The mobilization plan needs to be developed both in strategic and
operational terms (e.g., new products and new ways of delivering those products) with appropriate
emphasis on market mechanisms if the bank is to overcome the existing capacity constraints on funds and
not continue to pursue its current course of deposit substitution.






