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ABSTRACT


After joining WTO, Vietnamese banking sector must be reformed to survive WTO – enforced trade liberalization and to compete with foreign banks to attract customers. In the past, State – owned banks played a dominant role in the financial market and this made private enterprises difficult in acquiring loan for their business development. 


BTA and Commitment to WTO has forced Vietnamese banking system to quickly liberalize itself through regulatory changes and modernize its banking activities. However, during this liberalization process, Vietnamese banks have faced many challenges in capital mobilization, system transparency, technology, management, skill and human resources, etc.


With all efforts have made, Vietnam might shorten time to integrate in regional and world financial market to meet the capital requirement of its economy.  
Vietnam’s Banking Sector Reform for WTO Accession

Dr. PHAN VAN SAM, Dean, Mekong University, Vietnam
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I. The problem in context   
This paper focuses on showing how Viet Nam will meet its trading partners’ expectations that it will liberalize its economy through commercial legislation and regulatory changes and, more specifically, will liberalize its financial institutions and markets after becoming the 150th member of WTO in 11 Jan 2007.
Viet Nam is now a country clearly wanting closer connections with the rest of the world, so its policies aim at promoting and facilitating international trade to attract adequate foreign investment. Vietnam is now a WTO member; economists are debating how to improve the country’s investment efficiency, especially through financial market reform.

     In this context, the BTA (US-Viet Nam Bilateral Trade Agreement) exposed the lack of competitiveness of the Vietnamese banking sector. Vietnamese enterprises that have tried to improve their competitiveness in world markets (such as the fishing industry) have found that the lack of banking competitiveness and competence has held them back. They fear that this will continue to happen when the Vietnamese market is opened up as a result of WTO membership.

     The Vietnamese banks themselves realize (partly as a result of the BTA and commitment has made during the WTO negotiations) that they have to reform or lose even more business to foreign banks and financial institutions, and because their own customers — who will face competition in their markets after WTO accession — will be demanding to use foreign banks. Viet Nam is considering liberalization of its banking system for its own purposes, so that its companies and its banks can survive WTO-enforced trade liberalization.

     Some analysts have also expressed concern about the falling proportion of foreign capital in the country’s private investment structure and the increasing levels of state investment, sometimes considered to be associated with inefficiency or misallocation. This topic is still being debated, but some economists consider that increasing investment by state-directed or state-owned companies might be associated with Viet Nam’s import substitution and protectionist policies which in turn negatively affect resource allocation.

     The world economy generally has seen changes in trading practices aimed at reducing protectionist policies. Lower protection translates into better use of internal resources. But in Viet Nam, in contrast with more developed economies, the policies needed to ensure higher levels of economic growth include not only the more efficient use of internal resources but also financial and banking laws that will attract more external resources.

     When the government first opened its doors to foreign investment some twenty years ago there were many restrictions concerning where foreign investors could invest their money. Back then, Viet Nam wanted to attract foreign capital to areas and activities where capital was needed most without threatening Viet Nam’s national interests. This policy, to some foreign investors, protected the capital of state-owned enterprises (SOEs) and locally owned private enterprises rather than effectively encouraging the development of overseas and international business. Over time, banking restrictions have also prevented the owners of local enterprises from realizing the true value of their investments because they were unable to access global capital markets.

      The opportunity for foreign-invested companies to undertake bigger commercial activities in Viet Nam is now more widely recognized.

      The local press claims that this is something which is compulsory under the BTA and other international commitments Viet Nam has made. Liberalization of the restriction on investment will encourage and facilitate a more specialized domestic production schedule which would flow on to changed international trading patterns, replacing Viet Nam’s previous focus on import substitution.

      Warwick Cleine, a senior partner of the international consultancy firm KPMG, is among those foreign analysts who felt greatly encouraged when they heard that the Ministry of Finance (MoF) was considering proposing that the government raise or even remove the investment 30% cap. ‘It doesn’t make sense to restrict foreign capital in the domestic sector. If they do not remove the cap, private local companies will suffer over time’, he says.
     Adjustments of the investment cap would, however, require many changes to both the Foreign Investment Law (FIL) and the Enterprise Law. 

      According to Tony Foster of the Freshfields law firm, the government has distinguished between the FIL and the Enterprise Law in order to make sure that foreigners invest under the control of the FIL: ‘If foreigners could invest more than 30%, the FIL would lose importance — which may happen when the FIL and Enterprise Law are merged anyway. That is why I assume the government is considering lifting the ceiling now.

     To attract foreign capital, the new Common Investment Law (CIL) and Unified Enterprise Law (UEL) were approved in November 2005, and the implementing regulations that are now being finalized should help the playing ground between domestic and foreign investors, between private businesses and SOES. This will help harmonize rules on trading rights, and bolster the investment climate in Vietnam. As a result, approvals on FDI reached a record high $US 10 billion in 2006.
    These developments indicate changing thinking within the government about their regulations and their operation of the previously state-controlled financial and banking system. It also reflects an increasing acknowledgement of a need for Viet Nam to join the ‘world economy’.

     Financial institutions are now realizing that GATS did not force administrators, particularly in developing countries, to liberalize their financial system to encourage further investment. However, if these state institutions cannot update it is unlikely that they will be able to compete with other private financial companies within Viet Nam.

     For example, Dong A Bank, a private commercial bank, was established eighteen years ago. Its capital has increased ten times and, in foreign exchange transactions, accounts for 70% of total foreign currencies in Viet Nam; Vietcombank — the largest state-owned bank — has not achieved this. The BTA agreement with the United States has induced the government to undertake that, by 2010, US banks will operate without any constraints in Viet Nam. Under competitive pressure for survival, institutions must restructure, adjust and change operational procedures, and even change their form of ownership to assist in the country’s economic development. The financial system clearly needs overhauling to achieve these objectives.

    According to the BTA, Viet Nam has to liberalize its financial and banking services for US banks in compliance with the ‘road map’ agreed by the two parties. Viet Nam must comply with the ASEAN Free Trade Area (AFTA) ‘road map’ for tariff removal, implement the BTA guidelines for banking services, train banking staff, and apply information technology (IT) and other technologies in banking services so that Vietnamese banks can compete in the future.

    Viet Nam has to implement its road map in the following terms and in the 2001-10 time framework, including allowing insurance services to become more effective: US investors can set up joint services ventures and there will not be any constraints in penetrating the market by US insurance companies. Other major developments so far have been that

· all US financial providers (except banks and leasing companies) have been entitled to set up joint ventures with Vietnamese partners in providing their financial services in Viet Nam;
  

· from December 2004 US-owned banks has been entitled to expand their commercial services;
  

· from 2009, US financial institutions will also be entitled to issue credit card facilities and enjoy the national treatment policy. They can receive deposits in Vietnamese dong; and
  

· from 2010, US banks will be entitled to set up 100% US-owned banks in Viet Nam, and to set up joint venture banks in Viet Nam, but the US capital contribution shall not be lower than 30% and not exceed 49% of joint venture registered capital. 

       Moreover, according to the commitment with WTO, Vietnam will allow fully owned foreign banks to compete on an equal footing with domestic banks from April 2007. So Vietnamese government must accelerate the reform of the State – dominated banking system to enable it to meet the new competitive challenges and improve efficiency in the allocation of capital. 
     Clearly, all these development changes and procedures are progressive and longer term, but there is a distinct role for and need for the reform of Vietnamese banks in this progress.
 

II. Challenges faced by the Vietnamese banking sector    
     During this integration process, the Viet Nam banking system will be heavily influenced by the international financial market in terms of exchange rates, interest rates and foreign currency reserves, while they must simultaneously carry out international obligations and commitments. Competition will probably become much stronger when foreign banks expand their scale and scope of operations in the Vietnamese market. Vietnamese commercial banks will need to cope with many difficulties in expanding their banking activities in the world and competing with foreign banks.
     As noted earlier, the BTA exposed the lack of competitiveness of the Vietnamese banking system. The Vietnamese banks came to realize that they had to reform or lose more business to foreign banks and financial institutions. Liberalization became of interest to both Viet Nam’s commercial and banking sectors to assist in surviving WTO-enforced trade liberalization 
     Historically (some twenty years ago), the Vietnamese government still operated a centrally planned economy; Vietcombank was one of the three banks entitled to undertake international payments. With its monopoly in this external financial relationship, Vietcombank played an important role and obtained a large market share of international payments, albeit in a relatively small market. In general, its business operation was advantageous at that time, but not now.

     There was also a low development level in technology, organization, management and professional skills in the Vietnamese banking industry. Hence the speed of opening up the economy remained low, as was the ability to mobilize internal capital with the country’s underdeveloped strategies for expanding into the international market. Some of this bureaucratic ‘overseeing’ remains.

     Related to this, Viet Nam’s legal system still operates restrictions in quantification, and there is confusion in relation to finance and credit which is contrary to some requirements of GATS and the BTA. The State Bank still has not met the operational requirement of a unified banking system; banking policies remain uniformed and do not create a competitive business environment.

     One of the major challenges now facing Vietnamese banks is the role of foreign banks. The foreign banks’ strength of capital, technology, services and global operational scale provide them with potential advantages. Up to now, there have been 35 branches of foreign bank operating in Vietnam, and the number will be sharply increased in the years to come, so the competition will be very fierce in the future. For example, in Ho Chi Minh City, the biggest finance center in Viet Nam, the foreign-invested banks have a high growth rate, leading to a high percentage of the market share in the finance business, while the state commercial banks’ percentage share has now fallen (see Tables 1 and 2).

 

Table 1
Share of borrowed capital from banks in Ho Chi Minh City in 2003 

	Banking system
	Market share of borrowed capital

	 
	2002
	2003
	Increase or decline compared with 2002

	 
	Amount (billion dong)
	Percentage
	Amount (billion dong)
	Percentage
	Amount (billion dong)
	Percentage

	State commercial banks
	43.163
	50.2
	57.506
	49.4
	+14.343
	33.2

	Joint stock commercial banks
	24.712
	28.7
	32.707
	28.1
	+7.995
	32.4

	Joint venture banks
	3.272
	3.8
	4.724
	4.1
	+1.452
	44.4

	Branches of foreign banks
	14.849
	17.3
	21.533
	18.5
	+6.684
	45.0

	Total
	85.996
	100.0
	116.470
	100.0
	+30.474
	35.4


Source: State Bank of Viet Nam, 2003.

 

Table 2
Market share of bank loans in Ho Chi Minh City in 2003 

	Banking system
	Market share of bank loans

	 
	2002
	2003
	Outstanding increase or fall compared with 2002

	 
	Amount (billion dong)
	Percentage
	Amount (billion dong)
	Percentage
	Amount (billion dong)
	Percentage

	State commercial banks
	38.001
	51.2
	48.426
	48.0
	+10.245
	27.4

	Joint stock commercial banks
	19.814
	26.7
	29.160
	28.9
	+9.346
	47.2

	Joint venture banks
	2.783
	3.7
	3.946
	3.9
	+1.163
	41.8

	Branches of foreign banks
	13.645
	18.4
	19.354
	19.2
	+5.709
	41.8

	Total
	74.243
	100.0
	100.886
	100.0
	+26.643
	35.9


Source: State Bank of Viet Nam, 2003.

Table 3 also indicates the fall in the bank loan market share of state commercial banks while the foreign banks’ share of loans has increased.

     A further problem exists with the Vietnamese (in)ability to provide adequate capital for economic development, and this is also in comparison to other countries in the region. The registered capital of leading state commercial banks only accounts for 3-4% of the total capital of all commercial banks; their financial capacity is too low to meet the country’s economic development requirements. Capital provision is also over too short a period for the longer-term nature of many commercial projects. Under such an increasingly competitive pressures on local banks, and the urgency of banking sector reform, Vietnamese government must speed up the application of International Accounting Standards to state – owned banks, and place state – owned banks operations on a commercial basis to strengthen their operation. 
 

Table 3
Duration of capital mobilization of banks in Ho Chi Minh City, 2002-3 

	 
	2002
	2003

	Duration of capital mobilization
	Amount of (billion dong)
	Percentage
	Amount of (billion dong)
	Percentage

	Over 12 months
	17.098
	19.88
	22.582
	19.39

	Under 12 months
	68.898
	80.12
	93.888
	80.61

	Total
	85.996
	100.00
	116.470
	100.00


Source: State Bank, Ho Chi Minh City.

     There is also an increasing amount of overdue commercial debt, as summarized in Table 4. There are debt problems between commercial business and state-owned banks, often resulting from inexperience in dealing with secured commercial lending. The Vietnamese banking system must improve commercial practices, including the renunciation of delinquent claims. The EPCo and Tanimex Companies are two typical cases where the owners are insolvent and unable to repay loans to Vietnamese banks.

 

Table 4
Overdue debt of the Vietnamese banking sector, 1995-2000 

	 
	1995
	1996
	1997
	1998
	1999
	2000

	 
	(billion dong)

	Viet Nam banking sector
	7.9
	9.3
	12.4
	12.0
	13.2
	13.1

	State commercial bank
	9.1
	11.0
	12.0
	11.0
	11.1
	11.0

	Private commercial bank
	3.3
	4.2
	13.5
	16.4
	23.0
	24.0


Source: IMF, Viet Nam: Statistical Appendix and Background Notes, IMF Staff Country Report No 00/116, August 2000, Table 21.

     There are some signs of gradual banking reform. In 1998, the Committee for Banking Reform was established (Decision No. 337/QD-NHNN) and implemented in 2001. A major objective is to ensure that the commercial banking system is both effective and sustainable; for example, the commercial banks must deal effectively with secured commercial lending from a sound financial management team.
     In 2000, the State Bank of Vietnam promulgated Decision on Restructured Finance and Activities of State Commercial Bank and Joint – Stock Commercial Bank, and issued the Decision on Liberalization of Interest Rate of VND, in 2003 issued Decision on Restructured Bank to be in accordance with International Standard for Commercial Banks.

     Recently, the Bank of Vietnam has issued several Decisions on E-transaction in banking and financial activities.
     All these regulations have tried to facilitate the integration process of Vietnamese banking system.
     Another important issue mentioned in “The Targets and Solutions to Develop the Banking Sector to 2010 and Direction to 2020” of Vietnam is the developing the State Bank of Vietnam into a modern central Bank.     

    One main objective of any central bank is to maintain the soundness and security of its country’s financial system as an aid to economic development. This work requires specialized knowledge of controlling a sound monetary economy devoid of obvious politics. The Central Bank of Viet Nam has to establish requirements and procedures for the establishment of improved financial institutions. Their activities should be limited to fields in which they have certified competence and the central bank must supervise and monitor financial institutions on an acknowledged financial/accounting basis.

     In short, the Central Bank of Viet Nam must set standards for the establishment of financial institutions to ensure that applicants have enough resources and adequate systems in place.

 
The impact on import-competing industries 
     In the country’s own interest, Viet Nam needs to reform its banking and financial sector so that its import-competing food and manufacturing sectors will have the support they need to become globally competitive in the markets being opened to the world by the WTO. Some examples in support of this point follow.

     Nguyen An, director of Seafood Processing Enterprises in Ho Chi Minh City, the largest economic centre in Viet Nam, mentions his difficulties in borrowing a large amount of capital from Vietcombank for investment in his company. He says, ‘Access to Vietcombank for a bank loan was a difficult task. Vietcombank’s monopoly made it difficult for me to access sources of foreign currencies.
     To Kien Hanh, the owner of a business manufacturing electric fans, cookers and so on, said, ‘Although my company has the need to borrow money from banks, I have not borrowed such money since my company’s establishment seven years ago. When I need capital for production and investment I just mobilize capital from my relatives and my friends.

     Nguyen Van Tuyen, director of a company providing labor protection devices, said that he had already approached the bank but had been refused due to his lack of mortgage property.

     Tran Trong Tuong, director of an export company of wooden furniture, is in a more favorable situation as he has a big house for collateral and could get a bank loan. However, he complains that the bank’s collateral valuation is only equal to half the market price of the house and the bank loan is only for 70% of their collateral valuation. This cannot meet his company’s financial needs.

     There are many other reasons why small enterprises cannot persuade banks to lend to them, and for security banks often impose tighter measures to prevent commercial enterprises from accessing banks.

     Duong Phuc Hau, a director of Fosta Enterprises, specializing in anti-absorbent materials, expresses his objective opinions on (these) bank restrictions and, also, that business enterprises should provide more binding obligations.

 
 

III. Facing the challenge of liberalization    

     The Vietnamese banking system has so far been partly reformed but is still weak. The state-owned banks still dominate the banking system; the overdue loan rate is increasing; Vietnamese commercial banks have limited lending capacity, and so the story continues.

     Coupled with this, and sometimes due to inadequate banking and foreign investment laws, most Vietnamese-owned enterprises are under-capitalized. Once Viet Nam liberalizes its trading economy many industries will have to compete with foreign entrants to the Viet Nam market, maybe for the first time. In such a situation, their competitive strength in their own market will depend a lot on better access to more economically competitive banking services.

     According to a recent survey conducted by the Viet Nam Chamber of Commerce and Industry, most of small and medium – sized enterprises cannot clearly realize the constraints of the integration process and the banking industry, although they understand well the problems their private enterprises can have with current banking services in Viet Nam. Resolving the difficult situation of small and medium-sized enterprises by effectively accessing their sources of capital and therefore gaining more commercial benefits is a current problem.

     With over 90% of Vietnamese enterprises falling into the small or medium-sized categories and people generally having low incomes, the current capacity for capital mobilization by banks is limited. In Sept 2005, the State Bank of Vietnam (SBV) asked the government to raise the total foreign commercial loan limit for Vietnamese enterprises from the current $US 2.2 billion to between $US 2.7 and $US 3 billion to satisfy Vietnamese businesses growing demand. If the banking system is permitted to be equitized and to sell stocks widely to foreign markets, additional foreign capital is likely to increase and help boost the country’s economy and economic development.

     To reform the banking sector and facilitate the liberalization of the commercial process, the government of Viet Nam has announced the Internationally Integrated Programme of the Banking Industry, and is committed to implement it when Viet Nam joins the WTO. Vu Viet Ngoan, managing director of Vietcombank, has observed that ‘The Programme of Integration into the International Economy’ initiated by the Viet Namese government has created opportunities and challenges for Vietcombank.

     This is reflected in other comments. Banking operations will be expanded, especially with a view to attracting investment capital. The securitization project of Vietcombank was approved in 2005. This project allows Vietcombank to sell its stocks widely to investors in foreign countries. When it is implemented, then the mobilization of long-term capital for Vietcombank will be easier, and the funding capacity for big commercial projects can be increased.

     He added that ‘Joining WTO can help Vietcombank, a large foreign trade bank, to have more opportunities to co-operate in banking fields such as monetary planning and risk management, and, through this, Vietcombank’s prestige will likely be improved in the fields of international financial transactions.

In sum, several things are needed to achieve this.

· The Vietnamese banking industry must mobilize capital, access new technology and retrain its management and staff to match the development requirements of other financial markets.
  

· With tougher competition, Vietnamese bank must further specialize in professional banking skills to enhance the efficiency of enterprise capital usage.
  

· New banking services need to be developed and made more rapidly accessible. In this way Vietnamese bank can exploit and more effectively apply its (developing) banking services to contribute to economic growth and an increased share in both the international and domestic financial markets.
  

· Vietnamese bank can take advantage of its wide network of branches to match the managerial and business styles of foreign banks.
  

· Internationally integrated banking operations can help support these reforms and also increase the transparency of the Vietnamese banking system to meet the needs of integration and implement the commitment to (other) financial institutions and the WTO.
  

· After Viet Nam joins the WTO, foreign-invested and private banks will have better operational conditions.  
· Banking services techniques and technology must be improved and service charges reduced to attract more customers. Vietnamese banks must have improvements in the quality, timeliness, and dissemination of data on money and banking.
  

· Staff professional skills must be improved so that Vietcombank (and other banks) will be both a currency trader and an investor, thus helping commercial enterprises to develop. The growth of these enterprises should become a foundation for banking development.
     WTO membership will provide Vietnam with opportunities to rapidly develop its economy and reduce poverty. It also encourages a surge of foreign portfolio investment, contributing to an ongoing boom in Vietnam’s emerging stock market. However, State Securities Commission (SSC) and the Ministry of Trade (MOT) will need to adopt a unified framework to track vulnerabilities associated with portfolio capital movements, regulate stock market – related credit, and discourage insider trading. Both of Hanoi Securities Trading Center and HoChiMinh City Securities Trading Center are being surged. At the end of 2006, combined market capitalization of these two centers is $US 14 billion, accounting for 22.7% of the GDP of Vietnam. However, as a number of uncertainty remain, investors in the capital market must worry about the risks posed by irrational exuberance. Besides, the market’s warm reception of recent issues of Dong – dominated corporate bonds has further attested to the possibilities for financing a growing share of market.    
IV. Lesson from Viet Nam’s experience    

     To achieve its successful planned economic/financial integration, Viet Nam needs also to fill the development gap with other countries in the region. Viet Nam is carefully opening its market step by step to maintain some sustainable development.

     Because of the requirements of the BTA and commitment with WTO, Viet Nam is opening its financial and banking market
     Being a WTO member will bring some well-defined obligations requiring more open markets. But the WTO does not tell individual economies what they need to do to succeed. They have to adopt some practices and procedures that go beyond WTO requirements. In Viet Nam, the liberalization of banking and financial services is going beyond GATS requirements, but this seems to be necessary to make an economic success of WTO membership.
During the past few years, while adopting “The Targets and Solutions to Develop the Banking Sector to 2010 and Direction to 2020”, Vietnam has had some significant achievements such as developing the State Bank of Vietnam into a modern central bank. It has also reformed and comprehensively developed the credit institution system to reach the level of the ASEAN banking system. Vietnamese banking system is stepping up its reform, strengthening the financial capacity of commercial banks, improving the legal framework in financial and monetary activities to establish a transparent and level playing ground to stimulate competition and ensure the safety of the whole system. In all, Vietnamese banks seem well placed to capitalize on the opportunities offered by its ongoing international economic integration.
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