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F—1
Evaluation of Viet Nam’s Financial System
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1. Evaluation on reforming steps of various sectors of Viet Nam’s financial system
(including the State Bank, state-owned commercial banks, state-owned
enterprises, private enterprises, stock market, foreign exchange market) which
impacts on and corhes under infiuence of other sectors renovation progress
in the period of 1995 - 2000:

The relationship among different sectors of financial system is dialectic, dependent and indispensable.
Therefore each activity of one sector impacts on and comes under influence of other sectors. The relationship
" in the refomﬁng period of various sectors of financial system will be notably analyzed in the following

writing.

(l). State Bank’s reform and its impacts on other sectors
" Since the State Bank’s system operated under twd-tier banking system model, operating function of the
State Bank has _beeh"cle:irly separated as“ worl.(i'ng out policies, conducting state’s management over
monetary , credit and banking acti\}itics while commercial banks shall conduct monetary operation and
 banking services functions”. Up to present, many steps of reforming were conducted in order to renovate
the economy. _

) Réform on the State Bank’s activities: The target of reforming the State Bank’s system ié to upgrade
 capacity of management and control over monetary and credit activitics in order to stabilize national
monctarj system — the decisive factor for the macro-stabilization and steady development of the economy.
Aft_er the establishment of the state bank. under the Ordinance on the State Bank issued in May 1990,
rnahy ste'ps"bf reforming several activities such as organization status, inspetoring and monitoring activitics,
-~ operation of fmnetary "polic_ies... In this 'writing, only reforming steps that have exercised strong influence

on e;ctivitics of other sectors are stated as following:
(a) Refﬁm on mahhging monetary policies : the orientation of ref(.mn'on managing monetary policies
is to shift from direct monetary instruments to indirect ones. The process of renovating monetary
instruments notably impacted on o'pemtioﬂ of coﬁunefcial banks, activities of enterprises, stock market

“and foreign excﬁimge market.
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- The gradual renovation on interest rate managing mechanism toward interest rate
liberalization has significally influenced on the progress of reforming commercial banks and
operation of enterprises because the interest rate is the price of capital and if the price is
appropriate the distribution of capital will be suitable, effective and undistorted . Therefore, it
became a motive that helped to encourage the intermediary role of commercial banks, to
distribute capital over effective places, to stimulate the domestic production.

During the shift from the negative interest rate mechanism to the real positive one, the impact was

clearly seen as the operating outcomes of commercial banks became profitable instead of many losses.

Tt created initial fundament for the effective reforms of commercial banks.

For the enterprises, the shift from the negative interest rate mechanism to the real positive one woke
them up to consider the effectiveness of lending capital in order to be able to pay principals and
interests for commercial banks.

The next step of renovating the real positive interest rate mechanism was to liberate deposit rates
and to regulate the ceilings of lending rates. It helped commercial banks: to oper.ate actively and
deposit rates were freély decided basing on the ceiling of lending rates regulated by the Governor of
the State Bank. Although this mecﬁanism did not well originated the équilibriufn prices in comfomity

" with the market demand and supply and distorted the allocation of capital, it created more flexible

room for the commercial banks to distribute their capital. _

The latest Step of renovating the real positive interest rate mechanisﬁ: was to conduct the base
interest rate mechanism applied for VND deposit rates aﬁd SIBOR .plus fees applied for forc'i.gn |
exchange lending rates. It can be seen as the most important step in the process of liberating interest
rate. The calculation of base interest rate basing on the best lending rates of commérciai banks plus
speciﬁc margins proved that under this mechanism interest ratés are more activély decided by market
factors in comparison with the previous lending rate ceiling mechanism. Therefore, the prices of
capital have been tightly linked to the demand of and supply for capital in the market, to the risk levels
of the each lending activity. This encouraged the appropriate mowfeme_nt of cépital, created the
fundamental base for pricing other assets in the market, especially for pricing security, and stimulated
the development of seconda.i'y market, sto.ck market. _ ' _

. In short, renovation on interest rate managing mechanism not only created f#vorab_lc conditions
under which the State Bank controlled monetary policies by indirect instruments, but also signi_ﬁcélly
impacted on reform of commercial banks, enterprises and the development of foreign exchange and
stock market. | .

- Reform on exchange rate managing.r mechanism : The final target of reform on exchange
rate managing mechanisi is to float e.x‘changc rate. The State Bank only infefvenes in ﬁiarkef

to stabilize exchange rate and then foreign exchange market , monetary market.



Firstly, the reform on exchange rate managing mechanism directly impacts on the
development of the market, on the development of exporting enterprises. On the other hand,
the suitable exchange rate managing mechanism helps to restrain imports and to encourage

- domestic production. It may not be necessary to recall steps on reforming exchange rate
managing mechanism from fixed exchange rate to current one ( because it has been stated in
special paper No 2-1-7). However, the State Bank was cautious in reforming exchange rate
managing mechanism. The cautiousness played an important role in stabilizing monetary market,
boosting exports, limiting negative impacts caused by the regional financial monetary crisis,
taking part in thé establishment and development of the exchange market in general and
interbank market in particular.

However, there were definite constrains in the current exchange rate managing mechanism
such as the limitation of interbank operation, irregular buying and selling activities, limited
number of participants. Foreign exchange hoarding phenomenon is still popular in the interbank
market...etc. Aﬁd exchange rate is an important reason among those causing these phenomenons.

- Thereis a closed sensitive relationship between interest rate and exchange rate—the two
monetary instruments of the State Bank. Therefore, the more synchronously these instruments
cooperate the better their effectiveness is created. In fact, in the combination of reforming
these 2 instruments there is a limitation caused by the financial monetary crisis and the
productivity of enterprises. The .wcakncss in production of enterprises during the crisis,

- especially _1999,' éaused a difficulty in harmonious combination between exchange rate and

" interest rate management, created the flow of capital from domestic currency to forcign
cumrencies, increased the ratio of dollarization in the economy ( the ratio of foreign exchange
in total liqﬁidity of the economy was up from 19 % in 1995 to roughly 29% in 2000), limited
capacity of controlling monetary policy of the State bank and usage of capital resources of
commercial banks.

- Reform on other instruments for implementing the monetary policies such as required reserve,
refinancing , the establishment of open market operations impacted on the operation cost of
commercial banks. The shift from regulating the ratio of required reserve for everyday within

: a month to regulating the average ratio of required reserve for a period of holding required

reserve helped commercial banks to be more flexible in managing their usable capital, created

- opportunities of :_:ffecﬁvc investment. Otherwise, the decrease of the reduired reserve ratio
from 0% w05 % helped to cut down the operation cost of commercial banks.

'Rclating to the impact on aétivitics_ of commercial banks, the open market operations created high

- . liquidity of capital for them, then allowed them to utilize their mobilized capital resources. If the

~ liquidity is not high, commercial banks must keep the ratio of reserve at a higher level in order to
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guarantee their liquidity. Although the open market operations is one of state bank's monetary policy
instruments, it is not only dependent on the State bank but also influenced by other factors such as the
development of market instruments, level of liberalizing interest rate, the development of payment
system. Besides, the capital management ability of commercial banks, their evaluation on the important
role of managing capital are very important for speeding up the development of the market.

(b) Reform of inspecting, monitoring activities: the reform of inspecting, monitoring activities has its
significant impact on réform of other sectors in financial system.

- Inbroad mcaning,inspccting., monitoring activities are not only on- site inspecting, off-site monitdring
and hpgrading officer’s ability, but also regulating criteria of security for commercial banks operation.
Since 1996 a great reform on this field has been conducted,.many monitoring regulations have been
issued: _

- - Perfection of these regulation following Decision No 296, 297 in 1999 creatéd the movement
of commercial banks operatibn toward effectivé and secure orientation. The regulation on
issuing securiiy ratios for. operation of credit institutions : minimum security ratio is 8% of
own capital in total assets including off-balance sheet, forced commercial banks to have plans
to increase their own capital, to decrease debts. That guaranteed the popular sccurity' ratio
from 5 -6 % up to 8 %. .

- Regulation on credit allows lenders to have a broader access to capital in conformity with

. Atrticle 94, of the Civil Code in order to encourage economic sectors to lend for developing
production. Under this regulation, forms of lénding insurance are not only clear but also ﬁght
for enterprises, enterprises which are lost in production will be difficult in accessing to bank’s

- capital. It heips to cfeate légal environment for the effective investment of credit ins_titutions.

- Regulation on off-site nionitoring was issued to upgrade off-sitc monitoring activities, to
prevent unsecured exposure and to have time for adjustment in order to avoid negative impacts
on security of the systefn. However, this regulation also helps credit institutions to be more
confident in lending to éustomers. '

In short, reform on inspecting and monitoring commercial banks activities significally impacted on
the security of the system, on the credit relationship bctwec_:n' commercial banks ahd enterprises.
Regulated security ratios will .speed up the dcﬁelopmém of money market, then create high liquid
instrument in the market, and encourage other sectors to develop.

(¢) Reform on policies relating to the operation of commercial banks: The S.tate_ Bank issued several
new policies such as : credit mechanism, interest rate, lending insurance, settlement, contingency
plans; foreign exchange operation... in order to perfect legal framework fof operations of comr_hércial
banks. For example, the Decision No 324/QD -NH! that was issued on 30/9/ l§98 r_egulated the
lending objectives applicable to legal entities in accofdance with the Civﬁ Code hclped credit institutions



to be active in widening lending objectives, On 25/8/2000, the State Bank issued Regulation No 284/
QD-NHNNI on lending activity instead of Regulation 324 that limited lending for foreign debt payment
before maturity.

2)  Sector of commercial bank system: The target of reforming commercial bank system is to consolidate
banking system as a steady.base for economic development. Therefore, the reform orients to strengthen
capital mobilization and lending, to conduct security mechanism in operation, to consolidate off-site
monitoring and inspecting activities, to renovate banking management toward more simple procedure in
order to support customers, to widen lending objectives, to perfect and upgrade banking technology for
international integration, to apply new services in conformity with domestic economy. Reforming activities
are clearly seen in the following aspects:

*  For the organization and charter of operations, the State Bank issued Charter on organization and
operation of commercial banks to consolidate system and operation of urban and rural stock
commercial banks as well as to add some requirements applicable to foreign banks branches which
operate in Viét_Nam in ofder to create an equal competitive environment. Up to present, banking
system composed of 04 stéte-ownéd commercial banks, a Cuulong river delta commercial bank, a
commercial bank for the poor, 23 foreign banks branches, 4 joint venture banks, 51 stock commercial
banks, 01 Ceniral credit Fund, 21 regional credit fund.s, 960 local credit funds with over 60,000
cﬁdres working for commercial bank system. There are branches of state owned commercial banks
in provinces, citics,'districts, and towns. In paﬁicular, the agriculture and rural development bank
has it§ intef-villages.branches, “ on- road” bank, which creates favorable conditions for customers.
The widening of credit institutions network supports their ébility in mobilizing and lchding capital,
in allocating capital on time for entefprises, takes part in implementing Goverment’s strategy on
developing industrializatidn in rural areas.

. Banking activities were widened, conselidated toward international integration and development
of adv_anced commercial banks in the region and all over the world. The Project of settlement
modcrhi_zation granted by the World Bank (total amount is 48 millions USD) was implemented in
ordef té-upgrade the effectiveness of capital movement. Up to present, the State Bank established
- the Project’s management Board and guided 6 state-owned commercial banks, 2 stock commercial
 banks to establish sub-pfojécts in order to receive and conduct banking settiement modernization
follo@ing the reform plan on that in 2001 the modern settlement system will be in effect. Initially,
Vmos.tly companies, modern corporations in the world, conducted the bidding on the sub-projects of

. commercial banks. -

- * For consolidafing banking activities : The State Bank is scning up project on consolidate the
state-owned cdzﬂmerciﬂ banks which hévc a leading role in commercial banks system in Viet Nam

economy for submitting to the Government.
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No List Ratio pf mobilize.d capital | Ratio of lex?ding from.thc Rgtiq oF. lending from cr.cdit
in total capital state bank in total capital | institutions in total capital
| | commercial bank 82% 6.6% 1%
2 | Vietcombank B6% 4.3% " 0.8%
3 |Agricultural bank 8% 1.5% 7%
4 |Investment bank 80% 17% 6.5%
Data of 31/12/1999

Commercial banks system from headquarters to branched in provinces, cities perfected and

consolidated operation system, especially taking care of Chairman of the Board of Management

and General Managing Director positions, reinforcing off site monitoring, inspecting all activities
of credit institutions. Credit mechanism was established, interest rate created legal environment for
commercial banks operations, many types of possession of commercial banks were built 'up, and
inspecting and monitoring activities were considered. In this period, commercial banks system
grew up quickly, the annual .;wérage growth of credit was roughly 25 %, total capital was up 35 %
which helped macroeconomic stabilization, encouraged the annual average growth rate of GDP at

8.5 %. Parallelly, activities of Peope’s credit funds system were experimented in order to support

- demand for capital in rural areas; this system is being consolidated and devéloped. Capital

supplementing in addition to the charter capital of the state owned commercial banks was conducted
to incrca#e their charter capital from 1100 biliion VNﬁ t0 2,200 bﬂlion VND; and 70_bilﬁon VND
for the urban stock commercial banks; 1_5 billion VND for rural stock commercial banks ; 20
millions USD for joint venture and foreign banks. _ |

For resiructuring bad debts : Currently commercial banks system is facing many difﬁculties, S0
in the reforming period the State Bank guided éredit institutions to concentrate on decreasing overdue
debts under 5 % of total credit oustandings. In fact , the overdue debts were 12.5 % of total credit
outstanding, 7.25 % of total assets, especially some stock commercial banks had overdue debts up
to 40 % of total credit outstanding. The State Bank is guiding the rcfo.rm oh _ineffectivé stock
commercial banks by options of withdrawing licenses, setting up requirements of operation,
conditions for merging, buyback in drde_r to reinforce stock commercial banks system.

Since May 1998,the Government started solving problems céused by stock commercial banks
and in June 1999 setting up sﬁatcgy on dcvc'lopi.ng state-owned comrﬁcrcial banks to irhprove
stabilization of operating env_ironmént. Stock commercial banks, which had difficuities, 18 in 51
commercial banks were in insolvency and great losses, are put in special monitoring mode By the
State Bank in order to solve problems. Up to present, 2 stock comfnercial banks were alfeady
closed. In 1999, the State Bank planned to réstructurc all 51 stock banks by reforming activities,
solving bad debts, supplementing charter capital including the increase in the capital pbssessio_n :

ratio of foreigners to 50 % of banks total own capital . The State Bank is in the process of establishing



Liabilities Management Company to support debt-restructuring activities . Capital of the company
was granted by the Government. The company will sell and buy lending guaranteed by collateral
assets which commercial banks could not liquidate.

For auditing, evaluating international credibility standards: The state owned commercial banks
were internationally audited in 1999, the Government is guiding relating Ministries to submit pi'ojects
on solving the frozen debts, charter capital of the state owned commercial banks was supplemented
in October 1998, the evaluation the state-owned commercial banks at the beginning of 1999 showed
a low ratio of profits , lending activity was not strong, system of on site monitoring and inspecting
was weak. Basing on that evaluation, the State Bank built a general plan on reinforcing the
competitivenéss and transparency of the state-owned commercial banks, enhancing internal
management, international integration. This strategy consisted of restructuring, solving and managing
debts, reforming management methods such as:

- Toself contfol in operatioh and distribution

- To re-organize managing system and board of managelhent

- To establish internal cbntrolling board and independent 'munito'}ing board

-~ To decrease costs

- To improve the standardized accounting and information system

- To iinprove managers and to train staffs

Establishment of a policy bank: The Government guided to separate policy making function
from dperatio_n of co:ﬁmercial banks, then to estéblish a poliéy bank whose capital is granted by
state’s budpet and sphere of action is clearly set up by the Government. In the next period, Government
may establish a bank for exports and a bank for encouraging exports and investment in order to
stimulate exports, investment. Trading activities will be reinforced during the process of restructuring
the state-owned commercial banks.

- Process of reforming coinmérciél bank system impacted on the reform on enterprises sector as

followings:

~a) - Staeand private enter,prisés are confident of reforming commercial banks system on operation
network, regulations and policies, advantages and services of commercial banks, access to bank’s
capital for developing productidn. Banking services in this time are better than those in the
périod of 1990-1995, settlement services well match with customer’s demand for transaction in
trading relation of both. banking and enterprise sectors.

b) Issued reguiations were regularly oriented to the market economy, so that state and private
cntcrpris_és are well encouraged to effecti.vely 6pcratc,- to access to bank’s capital in order to
in_érease producfion such as the regulation on lending guarantee under Décree No 178ND-CP

which set up conditions for good enterprises having fair credit relationship and profit in the 2
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latest years to borrow without guarantee.

¢} Various types of commercial banks in term of possession, capital resources, banking technology
helped the competitiveness in the market to be greater, stronger, made the credit market, interest
.rate, exchange rate... closed to the equilibrium levels, helped customers to utilize capital for
effective production,

d) - Some regulations did not encourage state and private .enterpriscs to operate effectively or
irregularly, to face difficulties in accessing to bank’s capital for widening investment. Some
private enterprises were not credible for borrowing from commercial banks ~ it is a restrain in the

process of reforming the economy in general and the private sector in particular.

Enterprise sector

Reform on state-owned enterprises: Continuing comprehensive reform on the economy toward the
market-oriented economy under the state’s management with the above target which required by the
economy; setting up targets, guidelines for stabilizing several socio-eéonomical fields; continuing
establishing necessary premise for industrialization and modernization, allocating suitable economic
structure, mvcstmcnt conslructlon consolidating socialist producnve relation with socxa] stabilization.
(a) Reform on General corporations : under the reforming stratcgy of the Party and Government, from

1995 Government issued policies on developing and réinforcing state-owned enterprises such as

Decision No 90/TTg, Decision No 91/TTg signed by the Prime Minister which specified the

restructuring and establishing state enterprise system, disintegrating group of factories, general

cofporatioﬁs which played an administrative intimidation role and established gencral corporations
within suitable scale for enhancing internal and external competitiveness. Regime of directly managed
ministries was abolished, state’s management and operating management was separated in order to let
the production of general corporations to be more self controlied. The restructuring activities were

" the first step in improving accumulative capacity of general corporations in the period of industrialization
and modernization. _

In the reform, 70 general corporations were established and these corporations played the leading
role in the economy : power generation was 94 %, coal : 97 %, tobacco: 63 %, cement : 59 %, paper:
50 % in comparison with the economy. Credit relation of the general corporation model was initially
advantageous, commercial banks concentrated capital'rc'sources for lending to production in new
period. However, under this model, there were some limitations such as lendihg capital toa borrow;cr
was capped within 15 % of the own capital of credit institution. This limitation impacted on lending
activity of credit institutions. This problem must be solved in conformity with security criteria. on

operations of credit institutions and demand for capital of General Corporation under Decision 90,91.



Output weights of general corporations in total output of the economy:

No. List 1997 (%) 1999 (%)
1 Electricity 90 % 94 %
2 Coal 95 % 97 %
3 Tobacco 5% 63 %
4 Cement 55% 59 %
5 Paper 40 % 50 %

Data source : Enterprise renovation committee

In period of 1998 up to present, on 21/4/1998 Government issued instruction No 20/TTg on
restructuring and reforming statc-owned enterprises basing on classification of enterprises and on 26/
5/1999 issued instruction No 15/TTg on perfecting organization structure of general corporations, re-
organizing corporaﬁons, experimenting with establishment of economic group, privatization of state-
owned enterprises, selling and hiring state-owned enterprises.

~ As the results, 50 % of enterprises was terminated, self-controlling activities, full responsibility and
flexibility of enterprises were 'upgfaded, productivity and competitiveness was enhanced and capacity

of international integration was consolidated.

Results of restructuring enterprises

No |List . S : 1995 1999

1 State-owned enterprises, of which 12,000 .. [ 6000
2 - merging 3100
3 |- dissolution 3350

Data source : Enterprise renovation commitiee

Reform on bolicics created synchronous legal framework toward self controlling of state-owned
enterpﬁses in operation, wages distribution , remains of profits, accounting in conformity with demand
allld, supply forces of the market, state management organizations while administrative organization
do not deeply intervene in state-owned enterprises operation.

Results in reforming pcriod showed that the nﬁmber of entérprises which possess capital below 1
billion VND decreased ( 1994 : 50 %; 1998 : 26 % in total number .of enterprises) while the number of
those having capital above 10 billion VND increased ( 1994 : 15 %; 1998 : 20 %), the average capital
of e:itcfi:rise’s was up from 3.3 billion in 1994 to 18 billion in 1998, profit ratic was 14 %. Those
advantaged can be seen from such results: |

- . State-owned enterprises play a leading role in the economy
L SWe;oWned éntérpri_ses is an effective tool to manage the market economy toward socialist

guidelines
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- State-owned enterprises piay a definite role in social policies
- State-owned enterprises account for a great proportion in imports and exports revenues
- State-owned enterprises play an impi)nant role in budget revenues

However, there are following troubles ;

Productivity was still not high, profits of some enterprises decreased, some enterprises exposed to
bankruptcy. In 1995, one dong of state’s capital bore 3.46 dong in turnover and 0.19 dong in profit,
but in 1998 it created only 2.9 dong and 0.14 dong. |

Estimated number of enterprises having profit was 50 %, getting losses was 20 % and other were
irregular profitable, sometimes lost _

Qutstanding debts of enterprises accounted for 124 % of total assets granted by the State

Collecting debts of enterprises accounted for 80 % of total assets granted by the State.

Working capital of state owned cnterprises accounted for 15 % in total demand for capital of
enterprises, the other 85 % was borrowed from banks. Therefore, many enterprises lacked capital for

developing, renovating and reconstructing prbduciion, waited for capital granted by budget ( in fact

~ capital granted by budget was small, since 1990 it was only 200 billion dong, in 1998 it was 3000

billion dong). Besides, bond issuance conducted by enterprises was not well implemented, some
enterprises faced difficulties in borrowing capital or éonsuining products. These factors required the
priority of taxation, interest rate from the State. Now tlic number of state owned enterprises is 5248
with the average capital of 18 billion dong, the numbers of enterprises having capital below 5 billion
dorg accounts for 62.5 % and above 10 billion dong; 20..%.' chhnol}o.gical é_nd technical level of
enterpriscs is backward, capacity of international intégration is weak, prbdtiction line is 10 -_20 years
backward in comparison with international s'tandard; invisible attrition accounts for 30 - 50 %, in

which 52% comes through reparations, products are higher than ones imported by 5 to10 %.

(b) Privatization of state owned enterprises: Government issued Decree No 28/CP dated May 07,1997

on transforming some state-owned enterprises to stock enterprises in order to mobilize and utilize
capital resources to invest and renovate technology,' to develop enterprises, to consolidéte self-
controlling roles and motivate effective production. This Decree allowed small-scale enterprises having
capital below 10 billion and eff:ctive production plan to be privatizeci by issuing shares, to be given
tax priority, to give employeeé the pﬁority for buying deferred payment shares within 5 years, to be
able to borrow bank’s capital. And then Government issued Decree No 25/CP amending some points
in Decree 28/CP in which decided that enterprises having over 20 billioil dong capital will be submitted
to Government, enterprises having arounci 10 - 20 billion_are submitted to Ministries, Provincial
people Committees and reported to relating Ministries, the others are submitted to Mini_striés, Provincial

People Commiittees.

Based on Goverment’s policies, Ministries, local authorities conducted privatization. Since 1995,



370 enterprises were privatized and after privatization results are good such as: average annual turnover
increased by 25 % ( some increased by 50 %), job creation was up by 10 % , income of employees
increased 20 %, annual profit was up by 26 % and payment for Budget’s cotlection was up by 30 %.
(c) Contracting out, hiring state owned enterprises : Government issued Decree No 103/1999/ND-CP
dated September 10,1999 on transferring, seliing, contracting out production, hiring state owned
enterprises to facilitate state owned enterprises restructuring activities, to upgrade effectiveness,
competitiveness and job creation of state’s sector, to change management method of enterprises in
order to consolidate owner rights of employees, to utilize invested capital and mobilize potential
resources from all economic secters; to decrease costs and state’s responsibility of managemeant. This

Decree is applicable to enterprises having below 1 billion dong capital, except for state-running farms,

enterprises operating in consulting, designing and inspecting. Government will decide the enterprise

having capital around 1 — 5 billion. Up to now Government is taking care of the implementation of
this Decree.

Process of reforming state-owned enterprises affects to the reform on banking sector

a) Fifstly, the restructure of statc-owned enterprises enhanced competition and domestic production,
then created a safe effective credit environment for commercial banks to be more confident in
investment. Up to now, total credit outstanding of state owned enterprises accounted for 24.5 % of
GDP. |

b) State-owned ehterprise privatization sﬁpplemén_ted financial instru_ments for the capital market —
it was one of important factors that effected to the establishment and development of security
market. _

c) Government issued some policies on supporting enterprises in the period of 1995-1999 such as
allowing lost enterprises to bormrow capital, to lend without collated assets, to have priority in lending
interest rate... that influenced and caused in exposure to commercial banks.

d) Reform on state-owned enterprise d.id not stop written off, rescheduling and blocking debts,
giving priority in investment, exempting taxation and price subsidiary. Some state-owned General
Corporations such as Postal and Telecommunications, Aviation, Maritime, Cement supplemented
their own c#pital themselve§ by 1.5. ~2.2 times in comparison with the initial charter capital. It
made credit relationship with commercial banks more advantageous. Besides, maﬁy other enterprises
have very low cﬁarter capitals, their. démahd for borrowing bank’s capital accounts for 85 %,
especially 95 %, so that it will be very difficult for banks to avoid risks.

e). Reform on state-owned enterprises left the burden of bad debts on commercial banks. The current

'b.ad debt is roughly 4,650 billion dong while in Viet Nam credit market there are potential risks in
.+ changes of interest raic, exchange rate policies.

f) - Organization Schema of state-owned enterprises was not suitably renovated in order to mobilize
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collective forces and motivate the development of enterprises. Especially, distribution activities
could not encourage employees to work causing the tardy growth of production.

Private enterprise sector: Government issued the Law on Private Company, the Law on Stock Company
and other regulations in order to create operation environment, to secure legal rights of operation. Tax
policies, financial management policies were established in initial step. Credit and state’s management
policies were gradually guided to help this sector to operate legally and effectively and to increase
annual budget’s collection. It is an important reform on private enterprises in the period of 1995-1999.
However, up to present, legal regulations, circulars for guiding the implementation of these 2 Laws are
not synchronous, many enterprises operate ineffecﬁvely, some are in fraud or losses.

In order to continue reforming this sector, Government is reinforcing and perfecting legal framework.
And in January 1, 2000 Law on Enterprise was issued to replace the above mentioned 2 Laws. It helped
services operation of private sector to be safer and more effective in conformity with the market economy
trends and laws under the state’s management.

The private enterprise reforming process may exert some impacts on the reforms of other s_éctors as
follows:

(a) Despite of the huge number of private enterprises (about 16,677 _iimitec_i companies, 7,500 private
companies so far, and 8,000 companies being established from the st January 2000 to September
2000 under the effective of the Law on Enterprises), the fact of inadequate or without workiﬁg capital
hasdrivcn'thcsc enterprises into loésés or bankruptcy, even banks’ loan fraud resulting in banks’ loan
burdens. This is an important pdiht in the pﬁvate sector refonﬁing proé:ess in last ﬁeriod.

(b) \mth regards to the restructured cﬂccti\.re private enterprises, thé application of capital safety standards
and annual recapitalization have facil.itated the security and effectiveness of the c'redit markets. It’s
easier to access the wide range of banking services. Commercial banks gain their own conﬁdencé in

_investing to renovate this sector’s business activities. Total credit oﬁtstanding of this sector in commercial
banks have accounted for 20.6 pe.rcent' of GDP.

(¢) Policies set up and applied by the banking system without differcntiating private economic sector

- from public sector have facilitated the private sector in getting banks’ credits in compliance with

market economy.

(d) Unfinished or unable to recover the bank loans during the .private séctor reforms made investors

* reluctant if not to say not to invest to this sector. This has been a real trouble in the credit markets
recently. In additions, most of the low capital private enterprises which found difﬁcult_ in accessing
bank credits tried to illegally use other enterprises’ capital or to defraud in order to have capital,
causing the instability in the general economic relations.

() In this period, the burdens of unrecovered nonperforming loans by the private sector on state_-owri

commercial banks are rather significant. The most updated data have shown the total of 4,650 billion



of dong of these bad loans which were mostly caused by some large illegal uses of banks’ capital
(Minh Phung, Epco, Tameco, Ngoc Thao...). Furthermore, credit markets in Viet Nam still face a lot
of potential risks such as risks on interest rates, foreign exchange rates, and policy instability causing
many difficulties for the banking system.

(f) The private sector is still in modest scale, with low competitiveness and inappropriate reforms. The
low motivations for the development of the private economic sector together with the problems in

distribution mechanism have discouraged employees.

(3) Reforms on the stock market: concerning the establishment of the stock market of Viet Nam, the
Government had promulgated the Decree No. 48/1998/ND-CP on the organization and operations of the
stock market in Viet Nam, régulating the conditions to establish and develop stock trading companies,
brokerage companies, stock custody companies and Stock Trading Centers in Hochiminh City and Hanoi.
Although the Stock Trading Center has.béen operating since the August 2000, the conditions for proper
operations of this Center are still not synchronous, total trading volumes are very small with an average of
10 billion per session. On the other hand, the number of primary stocks issued by companies is quite
modest, and they have ho_t been listed in the Stock Trading Center yet. The companies’ stocks and bonds
have not yet gained the full credibility of the private investors so that total trading volumes in the Center are
limited. _

In shbrt, in order to have an efficient stock market in the future, it is essential to reform the financial
system towards the mafkct orientations to mébiiize capitals for long term investment in the economy, to
enhance the state management and conduct on the operations of stock markei, as well as to speed up the

state-owned enterprise privatization process.

(4) Foreign exchange markets: the foreign exchange markets have been gradually improved and developed.
_ The légal fra'mework.s have been estabﬁshed since the promulgation of the government’s decree on foreign
exchange manégémént and operations applied to banks, institutions and individuals in the economy, ¢nsuring
the princi]_;tlc that all the lcndi'ng, payments, and other transactions in the economy must be executed in Viet

- Nam dong. | | .
The Government Decree No.'_63/ 1998/ND-CP dated 17 August 1998 on foreign exchange management
and the Circulai' No. 01/ l999fI'l"" -NHNN7 providing the guidance for the Decree No. 63 provided regulations
o foreign exchange tmnsictions of residents and no.n—résidents in order to encourage institutions, individuals
to bnng foreign currencnes to the economy. However, after a period of apphcatmn there arose some problems
such as: lending on fore:gn currencies for loan payment before due maturity, surrender regulations; -domestic
lending on foreign cusrencies... Refcmng to these problems, thc State Bank has drafted the official letter to

the Government for the approval of amending some articles in the Decree No.63; the services supplied to
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foreign partners would be allowed to be executed in foreign currencies, institutions and individuals having

foreign currencies inflows would be permiitted to sell to commercial banks at the foreign exchange rates

quoted in the market.

The State Bank allowed commercial banks to enter the foreign exchange transactions including spots,
forwards, and swaps. In additions, commercial banks as well as State Bank actively sold and bought foreign
currencies in the interbank market, provided regulations on time deposits and carried out their investment
in some international financial institutions. On the other hand, the State Bank promulgated regulations on
foreign currency positions applied to the permitted credit institutions for the foreign exchange trading,
managing the foreign borrowings and repayments of the credit institutions and enterprises including
managing short and long term borrowings, granting guarantees for deferred payments... so as to control the
foreign currencies inflows and outflows the economy, significantly contributing to the Viet Nam balance of
payments improvement. Up to 1999, the Viet Nam current account balance is getting surplus annual
export turnovers increase by 15 to 20 percent in the period of 1995-2000, total export turnover is 11.5
billion USD in 1999, and estimated to be 12.5 billion USD in 2000, remarkably contributing to the monetary
stability and exchange rate management in the economy.

- The regulations that the exchange rate management should be clo.s'ed to the intcresi rate and credit

mecharism have influenced on the cepital rnovements, and thus exerted impacts on exchange rate

fluctuations._ In fact, the State Bank had taken into account the exchange rate movements when decided to
adjust the ceiling interest rates, especially the effect of interest rate changes on the shifts from domestic
currency capitai inflows to foreign currency ones.

The process of foreign exchange management reform may result in some of the following influences on
the reforms of other sectors :

1) The renovation of foreign exchange management to improve the ability of State Bank in controlling
the capital flows thereby facilitating the conduct of monetary policies encouraged enterprises to get
foreign currency inflows, met the demanri on foreign currency te import materials and goods of exporting
companies, strictly controlled the foreign exchange trading in private enterprises, l_essened .the strain of
foreign currency supply and demand. _ |

2) Foreign exchange management mechanism applied to exporting enterprises such as surrendering 80%,
and then 50% of their current foreign currencies inflows contributed the rest to sarisfying foreign currencies
for import demand, raising foreign exchange reserves. To some extent, however, this surrender requirelnent
affected the self-conirol rights in doing business of exporting enterprises, eausing 'certain adv_erse
movements towards exporting companies, especially in case of exchange rate depreciation expecta_tion.

3) Owing to the psychological factors as well as the limited foreign currency supply in.comme'rciai
banks, it is still difficult for individuals and privare sector to access the foreign exehange market of

comunercial banks. Upon the regulations, exporting enterprises are responsible for selling their current
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foreign currency inflows to banking system, and then commercial banks will sell foreign currency to
enterprises to meet their demand of importing materials and goods. In fact, however, it’s quite different
thus affecting the development of this market,

4) The foreign exchange inspection in non-bank institutions has not been seriously implemented so far,

resulting in the disregard of law and regulations, somewhat affecting other sectors.

2. Descriptions of financial and enterprise sector reforms in the period of 2000-2005
in Viet Nam

{1) | Financial system reforms: Financial system reforms are aiming at exploiting internal as well as external
resources in order to implement the objectives of socio-economic development in the new period of the 5-
year plan from 2001 to 2005. It is.imponant to improve the market oriented financial system under the state
management, especially to establish and dcvcl.op financial intermediations so as to effectively mobilize
éépital for the development of productions and businesses in the economy, thereby improving the national
fiscal policies. Here are some of the main ideas of financial system reforms:

1) Enbancing the legal framework on the issuance of companies’ sfocks and bonds to pave the way for
the development of Viet Nam financial market and to mobilize long-term capital for investment in the
economy. At the same time, it is important to launch other long-term capital mobilizing instruments to

 balance the capital sources such as government bonds, project bonds, ... Viet Nam stock markets, i.e.

- Hochiminh City and .Hanoi Stock Trading Centers, are going to be upgraded by the end of the year 2000.
In the initial period of operations, however, the markets are still in primary scale, low trading volumes.
In additions, primary securities _issued by companies are very modest and underdeveloped; people have
not yet totally believed in the stocks and bonds issued by these companies; there are only several companies
planning to issue these kinds of instruments.

2) . Continuing to Idcvelop financial intermediation system such as insurance companies, leasing companies,

" commercial bank System, and financial companies, thus giving the markets competitiveness and
effectiveness in exploiting fcsourccs for thé socio-economic development, and facilitating the objectives

. of macro-economic stability, economic grow.t.h, and industrialization and modernization in the economy.

3) Strengthening tﬁc state management in financial mechanism towards every forms and sectors in the
econoiny, especially creating comprehensive and equaily 'competi.tive legal environment for financial
management in state-owned en.ter'prises, general corporations, and private sectors in compliance with

their operational characters. -

| (2) Banking system reforms:

-+ . Reforms on the State Bank system: the State Bank system will continue to carry out their functions of
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a central bank such as setting up management mechanism and policies, managing, inspecting and

supervising the business activities of commercial banks. Beilows are the stages to be taken:

- Going on promulgating the guidance document for the implementation of the 2 laws (Law on State
Bank, and Law on Credit Institutions); setting up monetary- credit- interest rate policies; improving
the effectiveness of monetary policy by developing monetary policy instruments in order to gain the
monetary stability, inflation constrain, and to build up a legal environment for mobilizing and lending
activities in the economy of the commercial banks; summing up the operations of banking system,
establishing other fdrms of commercial banks in conformity with the Law on Credit Institutions to
effectively use the capital resources for lending purposes.

- Renovating and enhancing the roles of monetary policy instruments such as required reserves, re-
discount, exchange rate, interest rate policies, especially the open market dperations. In the coming
time, the open market operations will be a very important channel to realize 50 to 70% money supply
into the economy.

- Consolidating and completing the organization and operations of commercial banks, su'ppleme_nting
credit and interest rate méchanism, creating a con_lprchcnsivé legal environment for commercial banks’
operations; concentrating on the inspection and supervisio.n éctivities because in this period, commercial
bank system are growing up rapidly, with estimated annual average credit gerth of 18%, capital
resources increase 25%, contributing to the economic stability (estimated GDP .at 7.5 per yeér).

- . Consolidating the commercial bank system, people credit fund system, and setting up regulations
on paid-in capital as follows: ' | '

State-owned commercial banks - - - - - 2000bil - 3000bil dong

Urﬁan joint-stock commercial banks .' : 100bil - 200bil dong
Rural joint-stock banks: : 15-50. billion dong
Joint-venture banks, foreign banks’ branches ¢ 20-30 million USD
Local people cfedit funds : 300 million dong

- Broadening the banking operations in accordance with the integration and development tendency
of regional and international de_velobed conuﬁercial banks.

- Modemizing and widening the payment system to ensure a rapid and efficient éa‘pital movements;
extending the sphere of banking operations to outlying and remote areas as well as to regional and
international markets. _

+  Reforms on state-owned commercial bank system: State-owned commercial bank systeﬁx will continue
to be enhanced under the project approved by the Government. The reforming process will be taken in
the following basic stages:

- Establishing resources to cover the overdue debts and to _enSurc the solvency of state-owned

commercial banks; extending credit to effective projects, especiaily rural agricultural credits;'enhancing'
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the capital mobilization and lending in the economy.

- Restructuring state-owned commerciat banks; focusing on recovering bad debts, liquidating collateral
properties through the Property Disposal Company; emphasizing the internal inspection throughout
the state-owned commercial banks’ operations; raising capital, contributing to economic investment
and development.

- Differentiating the policy-loans and commercial loans by setting up policy banks with main functions

- of: granting preferential credit to the poor, extending credit to students and other state sponscred
projects to support mountainous and islandish areas, Khome and to overcome consequences of serious
natural storms, floods....

- Widening banking operations, strengthening the trend of development and integration into modern
regional and international banking system; promoting the development of payment system to ensure
of efficient and rapid capital circulation, making banking services accessible in remote and outlying
arcas in the country as well as modern regional and international markets.

+ Reforms. on joint-stock commercial bank system: Keeping on consolidating the operations of joint-
stock commercial banks in order to ensure the safety in banking operations. Paid-in capital should be
accumulated in a larger scalé, credit quality should be improved to obtain reputation and make use of
new technology to be capable of fair competition to meet the requirements of economic development in
the coming years.

- - Consolidating, reorganiiing and restructuring joint-stock commercial banks; improving operational
| quality;

- Preventing j)otential collapse of weak banks, avoiding turmoit, réducing the number of inefficient

" banks with bad financial situation as stipulated in relevant legal document.
- Strengthening inspection and off-site supervision towards every operations of banks, especially

paying attention to stock possession, capital security in joint-stock commercial banks.

(3) Reforms on foreign exchange market: Foreign exchange markets have been step by step improved
and developed. Legal framework is initiated by the Government Decree on foreign exchange control towards
" banks, institutions and individuals in the economy, ensuring the principles of using only VND in every
' transactions as lending, payment, and other transactions in the territory; services supplied to foreign partners
are allowed to be executed in foreign curreﬁc_ies; foreign currency inflows of individuals and institutions
' may be sold to bariks at exchange rates of the markets. In additions, commercial banks as well as State
Bank ac_:tivély sold and bought foreign currencies in the interbank market, carried out SWAP, time deposit
u;ﬁnsactions and other investment in some international financial institutions.
~ The reform proccss will be taken as fbilqws:

- - Emphasizing economic solutions in dealing with foreign exchange controls, minimizing inefficient
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administrative solutions.

- Trying to make VND convertible, restricting foreign currency circulation in the territory, and finally
giving up the use of foreign currency in the territory.

- Completing and developing the regular operations of foreign exchange interbank market in terms
of trading volumes, scale, and number of participants,...

- Formulating and conducting exchange rate policies in a more flexible manner, giving close reflection
of supply-and-demand relations; determining official exchange rates based on the combinations of

currency basket, supply-and-demand in the foreign exchange markets, and foreign exchange fluctuations

in the international markets.

- (4) Reforms on state-owned enterprises (SOE): the objectives of the reforms: Keeping on the
reorganization, renovation and development of SOE in the period of 2000-2005 to raise the socio-economic
efficiency and competitiveness of SOEs so as to prove the their leading economic roles in the economy;
conuibuting to macro-cconomic stabilization, ensuring main balances of the economy, playing a core role
in speeding up ﬁhe economic growth and developing the material producing industry, high-technology
industrjr to carry out the modernizaﬁon and industriaiization cause in the economy; giving strength to

. SOEs, and in co-ordination with other factors of state. economic sector, to show their key roles in the
socialism oriented multi-sectors economy; continuing the posseésive structure renbvgtions to motivate. the
management and capital mobilization in the society, feasonably adjusting SOEs’ stmcturc;”step by step
developing fair competition environment between economic sectors and defining the _staté possession
tepresentatives in SOEs based on differentiation between the rights of possessors and these of institutions,
individuals using state properties to do their business; eliminating administrative intervention in SOEs in
the fields of doing business; accelerating the SOEs privatization process to reach the projected target of
only 2000 SOEs avéilabie in the year of 2005, while implementing the program of enterprise hire..... on
the basis of |
1) Scale and schedule of SOE reforms in 2000-2002 périod:

Iniplememing solutions focusing on organization and financial problems, fomiulatiné appropriate
policies to facilitate the reorganization i_)f SOE and provide them w1th latitude in doing business. ﬁascd
on the restructure of inefficient SOEs and principles, requirements for establishment of new SbEs; this
reform stage is scheduled to restructure about 2000 existing SOEs. This reform is tended to raise average
paid in capital level from 18 bil to 30 bil VND in a SOE. In the period of 2003-2005, the gove_fnment
shall promd!gate legal regulations on the master plan for SOE restructure which results in efficient SOE
system capable of facing competition in domestic, regional and international markets. Large and medium
corporations shall be reorganized to be capable of cbfnpeting domestically and intcmatioﬁaﬂy, facilitating

capital centralization and accumulation of these corporations in the modernization and industrialization

394



period, aiming at:

ensuring the key role of SOE in the national economy;

socialism orientation;

[}

export);

developing SOEs’ key role in contributing to the Government revenues.

Schedule of SOEs reforms:

making SOE system to be effective tool for the government to regulate the economy along with

ensuring the real power of SOE system in social policy and the political and social stability,

building up a great portion of SOEs’ contribution to the external economic activities (import-

No. Items ' year 2000 year 2003

I. SOEs reform schedule 5,280 3,000

2. Number of reorganized SOE _ _ ' 2,280
ofw: - eqﬁitized, sold, hired, contracted out 1,498

- merged 380

- dissolved : . 368

- shifted to administrative jc'ntcrprist_‘:s ' 43

3. Number of efnbloyées working in reorganized enterprises 429,095
4. Total outstanding loans of SOEs to be reorganized 21,165 bil dong

5. Projected enterprise scale 18 bil dong 27 bil dong

Sources: SOE Renovation Committee

2 Employees of the SOE are entitled to take 50% of the value of assets and profits derived from the total

assets of these enterprises that have already paid up all the banks’ loans. -

3) State general corporations are entitled to decide investment for B-group projects, monopolistic

enterprises have a right to decide investment for C-group projects and also take full responsibility for the

projects’ efficiency.

4) - SOEs are allowed to recruit, dismiss and pay wages to employees; SOEs that have suffered from

losses for 2 years due to their subjective reasons must face the reshuffle in their board of management;

their financial situation must be annually audited.

The above-mentioned reforms are very important during the process of SOE reforms. It’s also an essential

factor and can help SOEs meet necessary requirements of running the business activities in competitive

markets, bring the existing strength of SOEs into full effect and provide requisites for reforms implementéd

in other sectors.
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(5) Reforms on private enterprise sector: The government has a policy to-encourage all economic sectors
to invest in production and trading to promote socio-economic development and job creation in the following
forms:

1) Establishing legal framework to regulate operations of private enterprises such as Law on Enterprises
promulgated in 1999 or other legat document in order to create comprehensive business environment for
this economic sector, protecting their legitimate interests in doing business;

2)  Properly conducting and thoroughly materializing tax policies, corporate finance managemeﬁt policies,
credit policies, and state management to encourage and to help this economic sector to do their business
legally and efficiently, significantly contributing to annual budget revenues.

However, there still remains some problems such as issuance of legal document providing guidance
for law implementation is often behind schedule, and not synchronous; many enterprises are in wefficiency,

even losses or fraud.

: These problems have gradua]l.y been solved by the government issuance of Law on Enterprisés feplaéing
the former out-of-dated lﬁws, as details: .
- building up favorable legal environment, especially private enterprise financial management
- mechanism, to encourage the self-control of enterpriseé, to develop internal capability, and to exploit
resources for production and business. | . _
- - adjusting this economic sector‘s.business operations in compliance with laws @d s_tate_‘é policies

on finance, credit, taxes that are equally applied to other economic sectors.

3. Assessment on risks related to projects of reforrnihg financial sector and - _,
enterprise sector in the 2000-2005 period

(1) Small banks may find difficultics in investment, capital balances, risk elimination as well as capital
demand fulfillment during dong their business due to severe competition in the markets, especially when
. they integrate into regional and international markets. It's suggestéd that small cbmmerciai banks should.
merge in so as to increase their scale by acéumulating paid-in capital, thus strcﬁgthéning their competitiveness
to firmly and stabiy exist in the markets. However, recent forecast has shown that a number of joing‘stock
commercial banks are likely to face difficulties in irﬁplcmcnting this strategy bccéusc it is really to.ugh. for
most of the joint-steck commercial banks whose paid-in capital are smaller than 200 bil dong or even
below 5bil dbng (in some rural joint-stock commercial baﬁks) to increase their paid-in :capital. On the other
hand, having suffered from (_)verdu.e debts at above 10% of the total crédit outstanding, rural joint-stock
commercial banks may find difficultics in financial baléncing and even fall in bankruptcy.
To deal with these problems, State Bank of Viet Nam plan to keep on restrucmring joinf-stoc_k commercial

banks by merging, taking over in order to ensure the safety of businesses and competition in the markets,
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regulating the increases in paid-in capital of joint-stock commercial banks.

(2) Risks in investment activities: along with the financial and banking system reforms as well as monetary

market renovation, it’s impossible for foreign exchange markets and enterprise reforms to avoid risks such

as: facing fierce competition or being unable to compete in the markets, losses. Besides, international

integration tendency also results in competitive disadvantages. Losses due to incomplete markets and

inefficient business in the economy may heavily affect financial institutions as well as enterprises in the

national economy and international markets.

(3) Abundance of labor force in the enterprise restructure process: the fact has proven that SOEs restructure

process has brought unemployment to a portion of employees (number of people working in SOEs accounted

for 5% of the total national labor force as the most updated data). A survey conduéted by the Ministry of

Labor, Invalid and Social Affairs showed that there may be some 450 thousand of employees being out-of-

work, details as follows:

About 100 thousand people de jure registered in the employee list of SOEs but de facto out-of-work
have to find jobs outside their enterprises. ' .

75 thousand employees of 357 SOEs planned to be dissolved in the 2000-2002 period will be out-
of-work.

About 200 thousand employees of the total 2000 full State’s capital enterprises may be remained
after réstructuring. However, they are still facing the potential of being cut off with a view to fa.cilitating
efficiency and high productivity in these enterprises, especially in the case of applying new technology
to improve their competitiveness in the markets.

To solve this problem, Government have the guidance to the Ministry of Labor, Invalid and Social
Affairs of the following solutions: '

Training under-40-year-old people with appropriate careers to provide them with job finding chances.

Allocating a proper portion of budget, which estimated to be 5000 bil dong, to subsidize for sack
employees, pensions...

Encouraging investing to labor intensive projects by tax reduction and exemption, preferred interest

rates, post-investment subsidy...

(4) ltis important to take into consideration potentially bankrupt enterprises during the process of banking

and financial sector reforms because these enterprises with their huge unpaid debts and low paid-in capital

may cause great burden on barﬂdng system and the economy.

(5) Financial market may face losses and turmoil if the government and related competent authorities do not
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regularly and strictly manage and supervise the market. In additions, the feasibility and implementation of
state policies are likely to be spoilt by sophisticated corruption resulting in unstable general socio-economic
reforms in the national economy.

To deal with these problems, the government decides to enhance the managemént mechanism by
promulgating legal document on fines imposed upon administrative violations in the fields of accounting

and statistics, banking operations, supervisions, taxation, customs...

(6) Risks in credit activities and inadequate mechanism on allocating and using risk provision funds amplify
the credit outstanding of enterprises as well as burden of bad debts on commercial banks. Data show that
SOE reforming process will have to deal with 21000 bil dong credit outstanding of 2280 SOEs of which

banking credit outstanding is about 7300 bil dong, accounting for 34 percent.
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F—2

Coordination of the Reforms of the Financial System and
the Business Sector

(In Particular, State-Owned Enterprises)

Le Quoc Ly

Ministry of Planning and Investment

1. Evaluation of how the reform steps in different sectors of the financial system
(including State Bank of Viet Nam, state commercial banks, joint-stock
commercial banks, state-owned enterprises, private enterprises, securities
market, fofeign exchange market), influence (and are influenced by) the progress
of reforms of other sectors.

1.1 Itis extremely difficult to analyse and evaluate reform steps on the basis of providing persuading procures

on reciprocal effects between different reforms of the financial system and the business sector (including:

- state banks, state commercial banks, joint-stock commercial banks, state-owned enterprises, private

enterprises, securities Iharket, foréign exchange market) inﬂuf;nbe (and are influenced by} the progrss of

- reforms of other sectors. Thus, the report wiIl.highlight genefal information on the fundamental renovations
and mutual influences between the reforms. |

In the years 90s, the economy of Viet nam has faced fierce difficulties and 'big challenges which scemed

to be unable to overcome. Therefore, many business entities have took their efforts and have played an

active role in finding out solutions; the Party and the State have undertaken all measures in renovating

policy-related decision-making process and management mechanism in order to get out of this crisis. Many

initiatives arised from the grass-rbot level, for instance, the product-based contract mechanism of agricultural

product_ion in rural northern areas were accepted and institutionalised into concrete policies and they were

. pionger in local renbvatio_n_ steps. It .was the kick—éff for .further reforms in the fields of finances, banking,

enterprises and social polices.

12 In September 1985, the second stage of the inﬁovatidn program was approved in the sixth plenary of the
- Central Committee of. the Communist Party (Session 5), and was further developed in the sixth Congress in
1986. The main strategy is aimed to escape from the éqnstra'mts of the central planning system. During this

* period, the renovation focused on new policies of “Price - Salary - Monetary”. The Government has tried

to erase the subsidized éystem by applying “salary adjustment policies which based on price was subsidized
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in salary” which was aimed to avoid a significant reduction of the real income. The price reform, which
aimed to erase the dual price system, was undertaken, Along with price - salary reforms, measures, which
aimed to innovate monetary policy, were launched. In addition, some solutions, which streamlined to reduce
the direct intervention of the State towards in the economic activitics and to minimise the power of central
planning and of subsidized system, had been taken initial steps. With the reforms, the initial steps of self-
accounting and self-financing mechanism of enterprises have been applyed together with removement of
the system of “quota-ticket for commodities”. Furthermore, through out replacing the centrally planed

mechanism by the oriented plans, the State has kicked off the development of economic components, by

which, the economy had been raising,

[.3 Measures of reforms for the period 1985 - 1987 included policies and mechanism for erasing the “bﬁdget-
subsidy system” by “compensation for price in salary” (“salary adjustment based on price index in
salary”); Wiping out the “dual-price system”; monetary reform; circulation of new paper money... thoney
exchange was conducted on the principle of “10 units for a new one” in conformity with a limitation, and
that, the excess money kept in the State Bank. for a long time. A part of the monetary reform was aimed at
separating comnicrcial banking from thc State Bank and empowering the'State Bank to function as a
Central Bank. Accordingiy, monetary and credit actiw;ities had been inifially changed, and the two tier -

- banking system were established to separate the business function of commercial banks from the state

* management of State Bank. Those initial innovations had chénged thé 'way in definition of the developed
orientation for the economy, and had been the foundation for téking Shapc of tnonetafy market and capital
market. If there was not chénged from the oné-tigr banking éystem toward the two - tier banking Syétem,
the interbank monetary market (foreign exchange market and domestic monctary- market) and. joint-stock
cotnmercial banks, joint—vcntﬁrc banks, foreign banks could not be set up. Through activitiés, the State
Bank of Viet Nam has summed up a lot of experiences in circulation of currency, readjustment of interest
rates determined in the market, foreign exchange controls, establishment of a legal foreign exchange market,
building up liquidation instruments satisfying the demands of state gbvemed-market economy. In monétary
businessis function, Commercial banks have been greatly progressed. For over 10 years of rcnovaﬁon, 6
state commercial banks, 60 joint-stock commercial b_anks, 5 fmanéial companies, 19 representative 6fﬁccs
of foreign banks, hundrec} of rural credit funds and co-operatives, ... ha\?e been established in Vi_ct Nam.
The the banks and credit organisations, which were established, have satisfied capital demand of different
economic sectors for investment of development not only in cities and towns, but also iﬁ rural areas. And,
the establishment of the two-tier banking system and the capital market has created essential conditidhs for

reforming enterprises, especially, state-owned enterprises.
1.4 Thanks to development of the banking system, which has pushed up the opening of monetary tﬁarkets
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(interbank foreign exchange market and domestic monetary market), and constructed a new environment
and an important channel for mobilising capital for economic development. On the basis of strong
development of the banking system and the monetary market, all liquidation instruments, which satisfying
international standards, have made considerated contributions in building up the stock market. In July
2000, a centre for_stock exchange was opened in Ho Chi Minh City. This was the beginning of a new
channel for mobilising capital, and was the initia! for financial liberalisation and integration into the world
economy. Establishment of the stock market was considered as one of factors to speed up the process of
equitization of state-owned enterprises, and also defined new demands required to the banking system
which have to continuously reform in order to supply financial services better. On the contrary, because of
the enterprise renovation, especially the equitization of state-owned enterprises, preconditions and securities
for establishment and operation of stock market have been taken shape. Flowingly, for selling dividends in
public to raise capital for development of production, whic was necessary to requiré the enterprises to

reform themselves and to enhance efficiency of their business continuously.

1.5 Accompanying with the reform of the financial system, there was.the innovation of enterprises. Policies

- for development of a multi-sectoral economy hav_e brought forward to establishment of private enterprises, |
enterprises wifh foreign owned capital, limited liabilities companies, State owned cntcrprisés .and speed.ed
up the institution of jOlﬂt-StOCk commercial banks, foreign banks, jomt-venture banks, and financial
companies. Those orgamsanons have been operatcd in accordance with not only laws on credit orgamsanons
but also the Law on Enterprises. Though out reorganisation of enterprises following the Decision 315/
'HDBT, the Décree 388/HDBT, and the Order 500/TTg, approMte 3000 enterprises ... and other enterprises
in sectors of technology and r:narket had been merged; And 3500 other enterprises had been dissoluted.

Thus, there have been only 5800 State owned enterprises since June 1998,

1.6 In the process of reforﬁﬁng state-owned enterprises, it have been facing with a lot of serious difficulties
such as lacks of capital, and backward technology. In 5800 state-owned enterprises above mentioned, there
are 3997 enterprises under locality authorities. Most of them are small-sized enterprises with weak financial

: ability, of which the borrowed capital amounted to 85% - 90%. In many enterprises, the borrowed capitals

- are usually fourfold or tenfold compared with their owned. capital, and, efficiency and benefit rate are low.

. About 30% of enterprises are suffered losses in capital. Due to the renovation of the banking system, many
enterpﬁses havejust raised necessary capital for development of the business. For state-owned enterprises,
which had total debis boﬁowing from banks (including guaranteed debt) and from other investers and
exceeded the amount of capital granted by the State, the dénsity of borrowed capi&ls in total debts to the
banking system was about 53%. The total capitalé of state-owned enterprises up to 31 December 1997

were 103;000 billions Dong, and up to 1998 were .108,000'billions Dong. And, the capitals were mainly
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concentrated in National business corporations (about 70%), of which approximate 80% of the capital
were in fix properties, but most of them were worn and backward, thus, the efficiency of capital were very
low. About 50% of the fix capital were frozen because of losses, non-performing loans and missing property.
Total mature debts and loans of State owned enterpriscs were too high. Up to 31 December 1997, total
overdue debts of state-owned enterprises amounted to 128% of total owned capital, of which the short-
term debts occupied 64%, the medium and long term debts occupied 29%; foreign debts occupied 12%

(short-term debis: 1.3%). Total mature loans were about 50% of total owned capital, in which the non-

performing loan was 2.5% of total mature loans.

1.7 Together with reform and development of the economy, the capital resourses, which were not longer
concentrated in state-owned enterprises, were released. The amount of capital investment have been raised.
As a natural result, a requirement for exchange of capital resourses in the market economy was appeared.
And, together with the banking system’ prompt-integratioh into the market economy, the financiat - .monetary
market have been also taken shape. The financial - monetary market has been i |mprovmg and developing
with reform of the banking system. For recent years, the reform has been conducted in conformity with
mtegratnon into the international financial market, and with ensurmg a stable development of monctary
 system in order to mobilise maximum of available capital investment with a view of economic growth, and
macro-economic stability. Conducting the reform of economic polices, Viet Nam has mobilised different
capital resources for building national material and technical, social and economic infrastructure of the
country. Capital resources have been gradually divcrsiﬁed, from which, the 'capitel raised from banks

occupied about 29 - 30% of total capital investment in the whole country.

1.8 The Reforms in the different sectors also had reciprocal impacts and the reform of one sector has been
the foundation for others, and 5o on. Since removing the budget-subsidies system, and building up the
multi-sectoral market economy with a system of autonomy in “cost—accoﬁnting”, “self-financing™, and
“self-responsible” in business, as a result, the banking system had been also reformed, and which was
came a precondition for establishment of commercial banks credit orgamsatlons financial compames and
monetary market. The financial llberalnsatnon and llquldanon of state-owned enterprises have buitt up a
basement of establisment of stock market. In addition, the banking system reform, financial liberalisation

and stock market establishment would have pushed the innovation of enterprises, especially state-owned

enterprises.
1.9 Reform stages of different components of the financial system (including: state banks, state commercial
bénks, joint-stock commercial banks, state-owned enterpﬁses, private emerprises, stock mzirket, foreign

exchange market) not only contributed substantially to the process of economic renovation, but also played
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a key role in speeding up the reform in social policies, also awareness and fiving standards peoples. It was
obvious that, social-thriving and civilisation have been gradually built up. And, the continuously sociai-
economic reform and development have been given a push to the financial system and enterprises. Although
the banking system reform has strongly impacted to the development of State owned enterprises, but those
effects to non-state enterprises reform were only a little and not shaped. Including only 6000 state-owned
enterprises in total of over 55000 enterprises (about 11%) and !.6 millions household businesses, but the
percentage of loans borrowed from the banking system amounted to 53% of total debts. The rate of bad
loan shows that amount of capitals, which were borrowed by non-state enterprises from banks are not too
high. Otherwise, many state and non-state cnterprises which had not been able for paying their debts, has
negatively affected to the banking system. Overdue debts have been blocking upon banking activities,
coursing rotation to capital resources, and obsh'ﬁcting an objective to enlarge credit activities of commercial
bank§ _ahd the credit target of the State Bank of Viet Nam. Event, in 1990, due to extreme amount of
overdue debts, the system of joint-stock commercial banks and credit co-operatives had been in crisis and
'.ma'croeconon.ly was in unstability and which made unbelicving environment of people to the banking
' system for the dec:rde 90. In the last half of the Decade of 90, thanhks to applying several necessary
solutions, there were not any bad debts, which could been able to bring about a banking-crisis, and a
. macroeconomic unstability as happened in 1990. 'I'hé bad debts above discribed, especially the “frozen-
~ debts” of state-owned entcrpnscs have reduced the success of the bankmg system reform. After the debt
: Cnsrs in 1990 the propomon of bad debts borrowed from the banking system has been continuously
growmg up in the process of renovation (1991 and 1992: 19.7% and 13.7%)‘ The ratio of total credit debts
only touched the mirrimum in 1994, but it was back increased in 1995. Especially, the percentage of bad
debts of state-owned enterprises were always higher than thé private sector’ one. This proved that, the
business and financial states of state-owned cntérpriscs were strongly serious. For settlement of non-
performi_ng debts, the Goven_rment of Viet Nam had undertaken solutions such as “frozen-debts”, “erazed
debt”. In the second step of debt settlement, total overdue debts of cntcrprises before 1995, which borrowed
from state-owned banks, accepted as frozen-debts by the Government, were 2233.2 billiens Dong, including
1606 billions belonging to foreign banks, 472 biliions_ belonging to industrial-trade banks, 117 billions
belonging to investment and development banks, and 38.2 billions belonging to agriculture and rural
: develo'pmen.t banks. During the stép, the State Bank estimated the debts for elimination amounted to
- 1116.7 billions Dong-,'occgpicd half of total bad debts above mentioned.
Many joint-stock commercial banks énd non—state-ownéd enterprises conducting business inefficiently,
- and being in l_oSes, in crisis or bankr_uptcy, had been damaging a lot of their capital and property, losing
: péoﬁle’ hearts, and negatively affected to economic reform process and banking system renovation in
parﬁcular. Those consequences had ncgdtively acted uporr the economic reform steps. In joint-stock

commercial banks, the rﬁté of overdue debts in total credit debts were extreme'ly at a high level. Especially,
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it amounted to 98.21% in several banks. A number of enterpriscs, which conducting business on the way of

snatching opportunities, breaking laws, for example, companies such as Tamexco, Epco, Minhphung, who

damaged thousands of biilions Dong of State.

2. Description of alternative scenarios of reforming the financial sector and
business sector

2.1 Up to January lst 2000, about 5.500 state-owned enterprises were reorganised, including 732 public
state-owned enterprises, from which 1,802 enterprises established by Central authorities, and 3698 enterprises
under local authorities (provinces and cities). Thus, a number of state-owned enterprises was 50% less than
before. Accompanying the reorganisation of state-owned enterprises were the equitation of them, up to
now, the number of state-owned cnterpriscs for equitization, sale, contracting out, and leasing ha_ve been
450 enterprises (2/3 of the total are local enterprises; 1/3 of them are central cntérprises), including 47
tfansportatidn enterprises, 176 trade and tourist enterprises, 209 construétioh - industxial.enterpriscs, and
23 agriculture - forestry - fishery produced enterprises. This was an importént achievement of the renovation,
through which, many enterprises have grown up and substanﬁally contributed to.dcvclopr'ncnt of the
Economy. However, it is necessary to put up‘.the reform toward fewer of number of enterpﬁses, but which
have an ability to play.a leading role in all economic fields such as financial potential, efficiency, production-
scale, commodities... In general, the reorgahisation of state-owned enterprises was not only focused on
administrative formalities, but also fully concentrated in efficiency and abitlity of ihtcgtation into the world
economy. The professional schemes of enterprises have not yet reached to the their aiining; also, the structure

- of branches was irrational; in addition, with numerous state-owned énterprisgs, but they have been in
distributed and overlapped situations in many branches and localities. There have been more than 25% of
enterprises having the capital less than 1 billion Dong, and 60% of them having their capital valued less
than 5 biltions Dong. Some indicators on enhancing the efficiency, labdur productivity.... have no.t been
satisfied the requirements. Thérefore, most of enterprises, including National business éorporations
cstaﬁlishcd following the Decisions 90/TTg _and 9U/TTg, have a weakly competitive ability, which only
conduct business internally, and have not yet had necessary financial potenti_al and managed capabil.ity for
external businesses. In fact, the organisations of “National Business Corporation” according to the Decision
No 90 /TTg and No 91 /TTg were only a resuit of movement of “administrative management board” from
ministries to corporations, they were not reflected the natural capital concentration. The present organisation
of “National Business Corporation™ should be fcnovatnd follbwing the tendency of establishment of “National _ '
Business Corporation™ on “voiunteer”.' In addition, there are many remains neccessary for removement
during enterprise’s .equitization, for example, in equitization df a part of an enterprise, the state capital was

handed over to individuals, it inflicts damages of state prdperty, but not raising the economic efficiency.
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The sale, contracting out, and leasing of state-owned enterprises have been reflected a sound tendency.
Among 450 enterprises being equitized, sold, contracted out, and leased since 1992, there have been 250

enterprises being done for 1999.

2.2 By way of dissolution, merger and re-registrar applying to state-owned enterprises (following the Decree
No 388/HDBT on establishment, ce-registrar, and dissolution of state-owned entérprises; The Order No
500/TTg of the Pri minister on continuing the reorganisation of state-owned enterprises; The Decree No
28/CP on transformation of state-owned enterprises into a joint-stock company; The Decree No 44/1998/
ND-CP on equitization}, up to now, the number of state-owned enterprises has been reduced by more than
50%, from 12000 enterprises to 5000 enterprises, and there have been about 700 thousands redundancies
to get settled through paying approximate 300 billions Dong, included 55% of the total sponsored by state
budget and the remains (45%) from enterprise’ capital accounted for their business cost. The two categories
of “National Business Cofporation" of 90 and 91 had been established on the basis of reorganisation of 250
state-owned enterprises (companies, manufactures, connected enterprises), including 17 “National Business
Corporation™ of 90, and 74 “Natiqnal Business Corporation” of 91; Furthermore, issuing the Law on
Enterprises has i_nitially defined the relations between state bodies and non-state enterprises. However, it is
continuously needed to remove éntahglements of present administrative formalities, first and foremost are

' entangiéments on the factors of land, credit, and tax to create convenient environmental for more development
of non-state enterprises. In fact, many legal documents, which is overlapped, or negative to each other,
have coursed difﬁc'ulties to non-state enterprises in businesses. However, by establishment of about 500

- thousands non-state enterprises, and reducing a lot of state-owned eﬁterprises, it has marked a great

achievement in the economic reform and enterprise renovation in particular,

2.3 It costed the State over 100 billions Dong for equitization and reorganisation of 450 state-owned
enterprises. And the total expenditure for equitization and diversification in the process of renovation has
amounted to 500-600 bili.ions Dong, not inciu_diﬁg capité.l for redundancy-payment for the period 1992-
1995. The State has decided to conduct the reorganisation, equitization, assigning, sale, contracting out
and leasing of mﬁt‘e than 2600 state-owned enterprises for the stage of 2001-2005, of that, 1300 enterprises
for cquitizéiibn, 300 enterprises for sale, 200 enterprises for contracting out, merger, and leasing, 500

~ enterprises for consolidation, and 300 énterprises for dissolution, bankruptcy or transformation into other

_ categot_ics. Thus, it will cost 3000 to 4000 billibns Dong, excluding 1200-1500 billions Dong for creating
new jobs for redundancies from state-owned enterprise, which aré not reorganised in the period of 2001-
2_00_5. Those are great expenses that require to cut down other expenditufes for attain the target above

mentioned.
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2.4 Accompanying with the renovation of state-owned enterprises, there is a financial system reform and
timely establishment of commercial banks, financial companies and credit organisations. Up to now, through
out the financial system reform, the banking system has been improved in all sectors. In which, state banks
and commercial banks (including 6 state commercial banks, 60 joint-stock commercial banks, 5 financial
companies, hundreds of rural credit co-operatives and funds, 19 foreign banks, 4 foreign joint venture
banks, and 40 representative offices of foreign banks... ) have better satisfied the capital requirements for
all economic sectors. In addition, many branches of commercial banks have been rapidly developed. At
present, there are 4 state commercial banks (Foreign-Commercial Bank of Viet Nam, Industrial-Commercial
Bank of Viet Nam, Investment and Development Bank of Viet Naﬁ, Agriculture and Rural Development
Bank of Viet Nam), and 236 representative offices and branches of them in provincés and cities (not
including hundred of bodies under the branches). With only 4 state commercial banks, more than 40000
labourers and hundred of thousands of billioné Dong were mobilised. The state commercial banks have
played a decisive role in monetary sector, of Which, the capital being mobilised for loaning amounted as to
more than 80% of the total capital undertaken through the banking system. From business on skilled sectof,

- the banks have diversified their business on credit and monetary scctors.

25 In addiﬁon to the rapid establishment and development of the commercial banks after 1990, .many weak
- points have been remained, and they alarmed a bankruptcy dah_ger'of jd'mt stock banks. In this situation, to
the demands of the market economy, it is needed to renovate the banking systeni, iﬁcluding joint venture
banks. This functions have decided in the Government'action programs, and has been carrying out by the.
Governor of State Bank of Viet Nam. First of all are restrictions. of licensing new joint—stbck banks, and
issuing legal regulations to create legal framework for operation and self-renovation of credit organisations.
In 1998, escorted the Govcrnmeméi project (approved by the standing committee of the Politburo) of
reorganisation of joint-stock banks in Ho Chi Minh city was issuing the Decree No 22/1998/ND-CP dated
on October 3, 1998 regulated the legal capitals of credit organisations. The State Bank of Viet Nam has
ordered commercial banks to increaée their chartered capifal because they WBI;C_SO low that the banks
would not be able to enlarge their business in other professional sectors and other localities. Furthermore,
the settlement of overdue debts through economic and administrative solutions, even criminal -sanctions
have been applied to avoid damages to the banks. The State has required that joint-stock commercial
banks, which have to establish a fund of “preventive measures for risk”, have to maintain a percentage at

a safe level and to conduct services of ensuring bank deposites according to regulations of State Bank of

Viet Nam (the banking system’s fund of preventive measures for risk valued 600 billions Dong)
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3. Evaluation of the risks associated with alternative scenarios of reforms

3.1 In fact, the commercial banks, including joint-stock commercial banks, have the same characteristics
such as: owned capital is small, competitive ability is weak, which is not satisfied severely natural law of
the market economy; A large part of the capital is not for banking business. (Usually, the capitals are
mobilised from other professional sectors or temporarily borrowed from shareholders); Estimated benefits
of banks are not stability and which have not contained economic growth and development; High risky
position would have led to danger of bankruptcy; Total debts are not in conformity with the law in force;
Doing businesses on the way of snatching opportunities based on falling off ethics, included cheating in
capital mobilisation and in guarantee for debts; The liquidation power is too low, many banks have only
occupied real estates (most of them are land) immovable into money. Thus, the former establishments of
joint-stock commercial banks have coursed danger of doing business inefficiently and bankruptcy of the

banks.

3.2 The innovation of enterprises has brought a lot of sigﬁiﬁcant resuits, and built up an enterprise’s system
which is gradually satisfied with requirement of market mechanism, and made noticeable contribution to
the economy. However, in the renovation process, many enterprises have loosen of their capital, and bearing
hig‘h value of debts; especially, the déﬁts to banﬁng éystem. Alsé, for the non-state enterprise sector, tﬁere
were many enterprises such.as Epco, Minﬁ Phung, Tamexco... conducting business on the way of snatching
opportuhities, Thus, they hﬁd brought about serious coﬂsequences. For recent years, a rate of bad debts in
total capital of state-owned entcrbriscs is increasing at a high level. At_the end of 1997, the rate of bad
debs in total credit debt amounted to 12.3%, and to 13.1% in the end of 1998, and to 13.7% at the end of
1999. Because of the bad financial situation of enterprises, a proportion of the bad debts was at a greatly

high level, and directly impacted to the financial position of the banking system.

33 In fact, if it could collect 50% of total bad debts, a missing property of commercial banks would still be
at a high leveli In the mean time, financial situation of state banks were more serious. In 1997, a proportion
of bad debts oécupied 1012.3% (13.3% accon;ding to the State Bank’ report) of total debts and 128.5% of
total capital. If 50% of Bad debts could be collected, so about 65% of total capital of the banking system

- would be losen. For the whole Decade 90, t.otal bad debt was always higher than total capital in state-
: .owned enterprises. It was such an anxiety financial position, which was because of non-performing debts
of 'entétprises, especially of the economic crisis which is so hard for recovering. In private sector, a proportion
of debts in capitals was lower, but this rate of debts in total credits allowed for borrowing was above alarm
le\.fél (13.5% in 1997), Debt;stfucmre is toward wOrse, because a proportion of short-term debts and

: foreign-#:_ur;ehcﬁr debts growed up. In 1997, in the overdue debts, the short-term debts occupied to 51.8%,
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foreign-currency debts occupied to 40.7%, meanwhite, only 6.5% were the long-term debts.

3.4 According to formal reports, the financial state of the banking system in June 1999 was at a relative low
level compared with estimations of economic specialists. Especially, several international auditing companies
had confirmed that total loans at an interest rate of 0% would was higher than the value published by the
State. Up to June 30, 1998, a proportion of overdue debts in total credit debts of state banks was only at
9.4%, meanwhile, the propotion in joint- stock commercial banks reached up to 16.6%. Bad-debt situations
of joint-stock banks and joint-venture banks have caused the most considerable nail-biting. In contrary, the
loan safety in branches of foreign banks proved that the branches had been automatically operated following
market mechanism, which are not impacted frorﬁ economic, political, and social organisations, and only

foreign companies and joint- venture enterprises have the right to borrow their capital for the reason of

safety.

3.5 To considerate the rate of bad debts in total overdue debts, we founded out a bad situation above mentioned:
about 58% of total overdue.dcbts of the banking system had been considered as bad debts, even as non-
performing debts, which amouted to 5620 billions Dong. Especially, this density in state-owred banks was
worse than it happcn in join-venture banks. Although, an amount of credit loans was low in joint-venture
banks, but t'her_e had been 93% of overdué debts being non-performing. For 6thcr considerable point; a
proportion of overdue, and non-performing debts in the banks which were sdpplying services in agriculture
and rural areas were much lower thén o.ther banks providing services in foreign eccinomic‘rclations (foreign
commercial bank), or services for industrial services enterprises (industrial commercial bank)..Therefore,
the presentation above discribed indirectly show that the financial étalc in agriculture and rural areas were
better than urban areas. The ability of the banking system Viet Nam have been in bad position, and easy to
be shaken in difficulties. Capitals mobilised through the 4 state-commercial banks amounted to 80% of
total capital mobilised through the banking system, but, in the bcginhing of 1998, the density of capital in
their property and in credit debts were 5.3% and 8.9%.

3.6 During the establishment and renovation of public credit funds, several weak points arised as similar as
they happened in the joint-stock commercial bank reform. The safety for crédit activities continued to
cause anxiety, althought, in different periods, it was not in the same serious situation, In the béginning of
1990, there were 470 public credit funds, who had been mobilising total capitals equal to il.’l amounts of
their owned capital, of which, 90% were short-term capital with_the high behefit fate, and 93.8% of otal
capitals for borrowing, thus, 73% of the loans were not cbllected in tir_né. Consequently, since the middle of
1990 to the end, 100% capital for borrowing had become overdue loans. As a natural reéult, most of the

public credit funds had been in bankruptcy, and this was such reason, from which, many joint-stock banks
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were followingly in bankruptcy.

3.7 In the decade of 90, the reorganisation process of public credit funds had been cautiously carrying out
together with issuing laws and regulations for their operation and state management. Up to-February 1999,
there were 975 credit funds operating in 53/61 provinces and cities of the country. Although, the danger of
crisis was low, but for the period 1996 - 2000), many ncgaiive facts have appeared and harmed to the
ﬁnaﬁcial state. Up to February 1999, in public credit funds, the overdue debts had occupied 4.2% of total
debts. Gap between income and expenditure was higher, about 30% of the credit funds had their income
less than their expenditure. Operation of central and regional credit funds were better, but in many areas,

the overdue debt had reached at a high level.

38 For the period 1999 - 2000, the State Bank of Viet Nam had applied solutions for reorganisation of
public credit funds in accordance with the Law on Credit Organisations, and strengthening their supersition,
direction and dealing with in order to minimize frozen-debts and avoid new crisis. Up to March of 2000,
the rate of overdue debts in the total credit debts of the credit funds had been 2.1% in the northern mountain
and midland areas, 4.2% in the Red River detail, 1.5% in the former area No 4, 2.8% in the North Central
coast area, 3.0% in western highland, 2.0% in Southeast area, and 5.7% in Cuulong Delta area. The density
of overdue debts in total debs had been reduced to 3.88%

3.9 During the enterpﬁse and financial organisatién renovation, niany risks arised that was because of the
overdue debts \;verc at 2 highest level in the end of 1999. The Bénking system’ financial state were siowly
improven in 2000, in the main, it was based on the economic rehabilitation and new initiatives of the
Government. The economy has been rehabilitated since 2000, due to foreign demands has been increasing,
also, the state budget revenues were increased by growing up of the price of oil in 2000; and due to the
Government’policy on “stimulating the demands of investment and comsumtion”, and the increasing of
citizen’ income, thus led to increasing domestic demands. Because of increase of the demands, sale runs

~ very smoothly, thus enterprises could accumulate capital for not only reproduction, but also payment for
their debts. For settlement debts, particularly frozen debts, the Government have undertaken initiatives
such as wiping off a debt, and transformation of debts in to dividends. So that, rate of those debts in total
debts has been continuously reduced for the last two years. By applying solutions, up to the end of 2000,
Vic_t.Nam has nearly remove two weak points of the banking system, the first of one was a characteristic of
easy being affected by domestic and foreign crisis, and the other was the fragile ability in mobilising

‘'savings for investment in efficient projects.
.In summary, the ﬁnancial s:ystem and enterprise reforms have brought a lot of achievements that have

been a pace of development and foundation for other reforms. In which, they had reciprocal affects and
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made each other developed. Enterprise’s reform could not be succesfully without renovation of the banking
system. Incontrary, without innovation of enterprises, it is difficult to get succesful in the banking system
reform. Otherwise, without renovation of enterprises and the banking system, there is not establishment of
the stock market. Incontrary, without establishment of the stock macket, it is difficult for enterprises.to
mobilise capitals and to be achived in their equitization. However, during the reform, several risks and
failures have also arisen, but, in the main, achievement has been attained. So that, the renpovation of the

banking system, financial organisations, and enterprises should have been continuously undertaking.
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F—-3
Benchmarking the Stage of Economic Development of Viet Nam

Shinichi Watanabe

Internationat University of Japan

This paper examines the characteristics of the economic development of Viet Nam during 1990s, in
comparison with those of average low-income countries, China, transition economies in East and Central
Europe and average middle-income countries. By finding economies that can serve as benchmarks for the
economic development of Viet Nam, we can identify the characteristics of Vietnamese economy more accurately

and discover better policies that match the stage of economic development of Viet Nam.
1. Relationships among macroeconomic flow variables

Table 1 shows the changes in the composition of GDP in final demand in Viet Nam from 1990 to 1998.
Data in Tables 2 to 4 are for comparing the basic macroeconomic structure of Viet Nam with those of three
groups of countries: low-income countries (excluding China and India), China and transition econdmies in

Central and Eastern Europe.

1.1 Consumption, domestic saving and investment
A large change took place in the relationships between private consumption (PC), domestic saving (S)
and domestic investment (I} in Viet Nam during 1990s. From 1990 to 1998, the PC/GDP ratio declined
from 89_.6% t071.1% by 18.5% and the S/GDP rati6 increased from 5.2% to 21.4% by 16.2%. Asa
‘consequence the values of PC/GDP and S/GDP ratios of Viet Nam in 1998 became almost the same as the

average ratios (70% and 20% respectively) of the low-income countries {excluding China and India) in

- 1998,
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Table 1 Composition of GDP in final demand (%):
Viet Nam
1990 1992 1994 1996 1998
PC/GDP 89.6 79.3 74.7 74.4 711
GC/GDP 7.5 6.9 8.3 84 1.5
Investment/GDP 14.4 17.6 255 28.1 28.7
Net Exports/GDP 92 4.1 94 -11.0 -1.3
Exports/GDP 264 347 34.0 40.9 42.0
Imports/GDP 35.7 388 43.5 51.8 49.3
Statistical errors -22 0.2 1.1 0.1 0.0
S/GDP 52 13.5 16.1 17.1 214
Source: IMF(July 1999), Vietnam: Statistical Appendix, p.3. ' '
PC: private consumption, GC: government consumption,
§: domestic saving (= ] + Net exports).
Table 2 Composition of GDP in final demand (%):
Average low-income countries (excluding China and india) and China
Average low-income countries China
1980 1998 1980 1998
PC/GDP - 65 70 51 44
GC/GDP 1 9 15 13
GDP 22 24 35 39
Net Exports/GDP - 2 -3 0 - 5
Exports/GDP 25 27 6 .22
Imports/GDP 23 30 ) 17 .
S/GDP 24 . 20 “35 . 43
Source: WB (1999), Entering the 21st Century, World Development Report 1999/2000, pp.254-255

Starting from the economic crisis characterized by the extremely high PC/GDP ratio of 89.6% and low
$/GDP ratio of 5.2% in 1990, Yiet Nam rapidly overcame the economic crisis .and restored the average
consumption-saving relaﬁonship of low-income countries by the end of 1990s, allocating mor¢ economic
resources to capital accumulation rather than consumption. _

Table 3 shows the (average) growth rates of real GDP of Viet Nam, the low-income economies (exclpding
China and India) and China. Judging from the domestic savi'ng, however, it is somewhat puzzling to
observe the growth rate 8.6% of Viet Natﬁ during 1990s that was much higher than 3.6% of the average

growth rate of low-income countries.

Table 3 Growth rate of real GDP

1980-90 1990-98
Viet Nam : 4.6 8.6
Average low-income countries (excluding China and India) .41 36
China ' 10.2 1.1

Source: WB (1999), Entering the 21st Century, World Development Report 1999/2000, pp. 250-251
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One reason for the 5% difference in the growth rates is in the contrasting behavior of the domestic
saving ratios between Viet Nam and the low-income countries. The S/GDP ratio of Viet Nam increased
continuously during 1990s, but the S/GDP ratio of average low-income countries in 1998 declined from
the level observed in 1980. The continuous increase in the saving rate in Viet Nam increased the steady
state capital per labor continuously, which increased the growth rate of the economy. But the steady state
capital per labor declined in the low-income countries.

Another reason is the difference in I/GDP ratios. The VGDP ratio of Viet Nam increased from 14.4% in
1990 to 28.7% in 1998. The value of Viet Nam exceeds the average /GDP ratio (24%) of low-income
countries in 1998 by about 5%. The reason for the higher I/GDP ratio will be discussed in Section 1.3,

The increasing saving rate and the high I/GDP ratio, however, do not seem to be sufficient to explain the
large difference in the growth rates between Viet Nam and the average low-income economies. We will
take up this issue again in Section 3 where we discuss the imbalance between human capital and physical
capital.

Note that Tables 2 and 4 show also that the structure of final demand of Viet Nam is quite different from
that of China or transition economies in Central and Eastern Europe.

The PC/GDP, $/GDP and I/GDP ratios of China in 1998 were 44%, 43% and 39% respectivély, while

* those of Viet Nam were 71;1%, 21.4% and 28.7% in the same year. The domestic saving rate of China was
twice as much as that of Viet Nam. -

The behavior of the PC/GDP ratios of most transition economies in Central and Eastern Europe was in
sharp contrast with that of Viet Nam or China: they increased and.their I/GDP ratios declined from 1980 to
1998.

Such observations indicate that the design of the growth policy of Viet Nam should be very different

from those of China or transition economies.

Table 4 The PC/GDP and 1/GDP ratios of transition economies (%)
1980 ' : 1998
PC/GDP I/GDP PC/GDP I/GDP

Albania = = : 56 o 35 . 103 12
Bulgaria _ 35 4 70 12
Hungary 61 31 63 27
Mongolia - 44 63 - 60 ' 23
Poland ' 67 . 26 , 65 . 24
Rumania . 60 40 - 20
Source: WB (1999), Entering the 21st Century, World Develdpmcnt Report 1999/2000, pp.254-255

12 In_tegrhtion with the world economy through trade
_ _'Tﬁbke 1 shows that the Vietnamese economy has been more closely integrated with the world economy

during 1990s. There were sizable increases in both Exports/GDP and Imports/GDP ratios, the former
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increasing from 26.4% to 42.0% by 15.6% and the latter from 35.7% to 49.3% by 13.6% respectively
between 1990 and 1998.

In comparison with the changes in the ratios of the average low-income countries observed over two
decades from 1980 to 1998 (Exports/GDP from 25% to 27% and Imports/GDP from 23% té 30%), the
speed of the integration of Vietnamese economy with the world economy was significantly faster. The
degree of its integration was also much deeper in 1998 than the average low-income economies, although
the Exports/GDP ratio of Viet Nam in 1990 was about the same as the average Exports/GDP ratio of the
low-income countries in 1980. 7 _

The external economic relation of China is again very different from that of Viet Nam. Both its Exports/
GDP and Imports/GDP ratios were only 6% in 1980. In spite of the sign_iﬁcani increase during the two
decades, its Exports/GDP and Imports/GDP ratios were still 22% and 17% respectively in 1998, much

lower than the values of Viet Nam.

1.3 Integration with the world economy through éapital flows _ N

One important aspect of the integration with the world economy in capital flows can be measured by Net
Exports/GDP ratio. The negative value of net exports is equal to net capital inflows (including the change
in official reserves), which is__called foreign saving in cbn_trast to domestic saving. Table 2 shows that
Foreign Saving/GDP.ratio of Viet Nam in 1998 was higher than the ratio of the average low-income
countries by 4.3% . Since the S/GDP ratios were roughiy the same between them, the difference in the I/
GDP ratios bct@ecn Viet Nam aﬁd the average low-income countries was attri.but_ablé' to the diﬁ'ereﬁce_ in
the Foreign Séving]GDP ratios. The higher in\.festment ratio of Viet Nam as compared with that of the

average low-income cconomies was supported by the higher than average net capital inflows from abroad.'

1.4 Summary

The structure of final demand of Viet Nam at the end of 1990s caﬁ be summarized as follows:

(1) The relationships between consumption and domestic saving of Viet Nam at the end of 1990s is
very close to that of average low-income economies, but signiﬁ.cantl.y different from that of China. :

(2) The investment rate of Viet Nam:is higher than the average low-income econofnies by the ambunt
of foréign saving, but it is much lower than China.

(3) Interms of exports and imports, the Vietnamese economy is much more highly integrated than the

The value of net private capital inflows to Viet Nam in 1997 was USD2.0 bittion, out of which FDI w:;s ﬁSD 1.8 billien.
China received FDI of USD44.2 billion, exceptionally high among all the low-income éoumries. India was the distant
second, accepting USD3.4 billion as FDL Viet Nain was the miﬁ amdné the low-incdmé-coﬁl'\tries'. . Nigeﬁa reéeived
USDL.5 billion. No other low-income countries received EDI of more than USDI billion. As for major ASEAN
nations, Indonesia received USD4.7 billion, Malaysia USDS.1 billion, Thailand USD3.7, Philippines USD1.2 b-illion
and Singapore USDS.6 billion.
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average low-income economics that are more highly integrated than China.

(4) The Vietnamese economy is also more highly integrated with the world economy than the average
low-income economies in net capital inflows (foreign saving). Furthermore, foreign direct investment
into Viet Nam is very large among the low-income economies {except for China and.India), but it is

much smaller compared to the middle-income ASEAN nations.

These observations suggest that a large part of the difference in the growth rates between Viet Nam and
average low-income economies is attributable to the effects of international trade and foreign direct
investment. They have enhanced the technological progress of Viet Nam by improving the efficiency of
resource ailocation and by transferring foreign technology. While the positive effect on economic growth
of the increase in the domestic saving rate may be temporary, the technological progress may have more

long lasting effects on economic growth, especially when it is embodied in human capital.

2. Industrialization

This section describes the industrialization of Vietnamese economy and compares its structure of output
with that of average low-income countries and China.

Table 5 shows the éhangc in the output share of the production sectors (agriculture, industry and services)
of Viet Nafn, average low-income ecqndmies and China. Output share of each sector is measured by the ratio
of its value added to GDP. | _

The change observed in Viet Nam during 1990s was quite sizable, larger than those observed in the average
low-income economies and C_hina over two decades. Frbm 1990 td 1998 in Viet Nam, the share of the
aglicuiturc sector declined from 40.8% to 26.0%, and the shares of the industry? and services increased from
22.8% 10 32.7% and from 36.4% to 41.3% respectively. The structure of output of Viet Nam in 1998 was
almosi the same as the average low-income economies, in which the shares of the agriculture, industry and
services were 25%, 33% and 42% respectively. The statistic shows again that Viet Nam started 1990s with
the level of industrialization mdch fower than the average low-income economies and reached the level of
mdustnahzatxon of average low-mcomc economies in 1998. |

As was the case of the demand structure, the production structure of Viet Nam is quite different from that

of China which had a much larger sector of industry already in 1980.

1

Industry consists of mining, manufacturing, construction, and electricity, gas and water supply.

415



Table 5 The share of value added of the three broad sectors (%)

Viet Nam Average low-income economies China
1990 1998 1980 1998 1980 1998
Agriculture/GDP 40.8 260 29 25 30 18
Industry/GDP 22.8 327 32 33 49 49
Services/GDP 36.4 413 39 42 21 33

Source: IMF(July 1999), Vietnam: Statisticat Appendix, p.4.; WB (1999}, Entering the 21st Century, World Development
Report 1999/2000, p.252.

3. Characteristics of capital stocks of Viet Nam

Sections 1 and 2 find that Viet Nam shares almost the same economic structure with average low-income
countries both in final demand and output. Its eéonomjc structure, however, is found to be very different from
that of China which is at a more advanced stage of industrialization.

This section compares the state of capital stocks including both human capital and physical capital with

that of low-income countries and China.

3.1 Human capital

In contrast to macroeconomic flow variables, Table 6 shows théf the level of human capital of Viet Nam
was significantly higher than the average level of the low-income economies in all the measures of human
capital compiled in the World Development Indi_catoi‘s of the WB (1999).
~ The adult illiteracy rate of Viet Nam was 5% for male and 11% .for female in 1997, which were rﬁﬁch
lower than the average values of low-income economies, 30% for male and 47% for female. In fact, the
illiteracy rate of Viet Nam was even lower than that of China or ﬁ'vefagc middle-income countries.’

The life expectancy at birth of Viet Nam was 66 for male and 71 for female in 1997. Again they were
much better than the average low-income economies, 55 for male and 58 for female, and at par with China
and the average middle-income countries.

While the data is somewhat old, the school enrollment rates of Viet Nam both in primary and secondary
education were much higher than the average ratios of low-income economies in 1980. For secondary
education the enrollment rate of Viet Nam was 44% for male and 40% for fefﬁale, w_hicﬁ were much higher
than the average rate of the low-income economies, 25% for male and 14% for female. However, the 'rafes
were somewhat lower than those of China, 54% fof male and 37% for female, and those of the middle-
income economies, 53% for male and 48% for female. .

The data of the fraction of children aged 10-14 in the labor force is available for 1980 and 1998. The
lower rate is likely to be associated with a higher school enrollment rate. The ratio of children in labor
force decreased from 22% in 1980 to 8% in 1998 in Viet Nam. The average ratio of children in.labor force

of the low-income economies was 24% in 1998. Tﬁe value of Viet Nam in 1998 was between China (10%)
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and the middle-income economies (6%).

In all, the level of human capital of Viet Nam is much higher than the average level of the low-income
economies, and is comparable to that of China or the middie-income economies. This indicates that it is
not unrealistic for Viet Nam to catch up with the middle-income economies in terms of per capita income
in the long run over 10 or 20 years period.® In other words, the policy agenda for development for Viet

Nam should be different from the one for the average low-income economies with much lower level of

human capital.
Table 6 Human capital
Viet Nam 'Average low- China Average middle-
income econ. income econ.
S Male {Female| Male |Female | Male |Female| Male | Female
Life expectancy (1997) 66 71 55 58 68 71 66 72
Adult illiteracy rate (1997) 5 11 30 - 47 9 25 10 16
Primary school enroll.(1980) 111 106 85 64 121 104 {06 99
Secondary sch. enroil.(1980) : 44 " - 40 25 14 54 37 53 48
. 1980 | 1997 | 1980 | 1997 | 1980 | 1997 | 1980 | 1997
Under-5 mortality per 1000 105 40 151 97 65 39 NA|l 42
o . 1980 | 1998 | 1980 | 1998 | 1980 | 1998 | 1980 | 1998
Children (age 10-14) in labor force 22 ] 29 24 30 10 10 6
Urban population% = . . 19 20 21 31 20 33 55 66
Source: WB (1999, p.232), WB (1997, p.226). -

4. Institutional changes toward a market economy

This section reviews the progress of the institutional changes from a centrally planned economy to a market

e€conomy.

4.1 Changes in the importance of the state sector in production
Table 7 shows the share of value added produced by the state sector (excluding general government) as

against the non-state sector. The share of the state sector increased from 22.7% in 1990 to 36.9% in 1998.

* It has been found in many theoretical and empirical works that the imbalance between the low per capita income and the
high human capital causes an economy grows faster in the long run. See Barro and Sala-i-Martin (1995).
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Table 7 The share of value added of SOEs (%)
1990 1998
GDP 22.7 369
Agriculture/GDP 1.6 : 1.2
Industry/GDP 10.3 156
Services/GDP 10.7 201
Source: IMF(July 1999}, Vietnam: Statistical Appendix, p.4.

This is in sharp contrast to the experience observed in Central and Eastern Europe, in which the share of
the state sector fell prcciﬁitously in 1990s. According to the chart in WB (1996, p.15), among about 30
transition economies Viet Nam was the only country in which the state sector increased its share of GDP
from 1990 to 1995.

However, the share of the non-state sector of Viet Nam in 1990 was already as high as 70.7% which was
far higher than those of transition economies in 1990 and even in 1995 after the impléméntation of various
privatization programs. The shares of the non-state sectors of most transition economies did nbt exceed
10%. Only Poland and Georgia had more than 20% and China more than 40% as of 1990.

The large share of the non-state sector in Viet Nam in 1990 reflected the fact that Viet Nam was still at
an early stage of .industrialization and the_hbn?state agriculturé sector had a dominant share of output,
39.1% of GDP* | S

These observations combined with those examined earlier indicate that it is not proper to understand the
transformation process of Viet Nam within the _sarhe éontexf of transition in East and Céntfﬂ_E_urope_an
economies that are at much higher levels of industrialization. Judging from ;he statistics observe_d above,
the esse.n.tial change in progress in Viet Nam is not from a centrally planned economy to a market ccohorriy.
The central characteristics of the transformation process of Viet Nam during 1990s was that an agrarian
economy at an early stage of industrialization rﬁpidly overcame its economic crisis and restored its
macrocconomic relations and output structure comparable to those of average low-income economies by
the end of 1990Q.

If that is the case, it is not surprising to find that state enterﬁrises expanded its role as agents of
industrialization during 1990s. Even if millions of small household enterprises existed, it is rather obvious
that it would have been impossible for them to play the central role of industrialization 't_hat exploits the

benefits of scale economies.’

The share of the state agriculture sector was only |1.6% of GDP. The agriculture sector as a whole was 40,8% of GDP in
1990 as was shown in Table 5. ' .

From the mid-1990s Viet Nam accepted FDI larger than any bther_low-inéome economies except for China and India.
Many FDI established joint venture firms with SOEs. The joint venture firms thus formed are classified as a part of the
state sector. Thus the increase in the share of value added of the state sector might be a “statistical fact” whiéh reflected
the contribution of the joint ventures. Therefore, the increase in the share of the state sector should ﬁm be int&wewd as
the lack of progr&s toward a market economy. :

418



4.2 Financial deepening

Table 8 evaluates the progress of financial deepening in terms of the ratio of domestic credits provided
by the banking sector to GDP. Although the level of the financial depth of Viet Nam increased from 15.9%
in 199010 22.6% in 1998, it was much lower than the average value of the low-income economies, 38.1%
in 1990 and 37.4% in 1998. This indicates that the financial system in Viet Nam is not well developed even
in comparison with the average low-income economies and that it may not be able to support the growth
potential observed in Section 3.

[This section is very much incomplete.]

Table 8 Domestic credit provided by the banking sector, % of GDP

Viet Nam Average low-.incomc China Average nxiddl}e-income
economies economies
1990 1998 1990 1998 1990 1998 1990 1998
15.9 226 38.1 374 90.0 120.0 579 529

Source: WB (1999, p.260),

: 5 Implications of the findings for development policies of Viet Nam

In terms of the balance between consumption and domestic saving, Viet Nam is about the same as the
average low-income economies whose GDP growth rate was 3.6%. Structure of output of Viet Nam is also
very similar to the average composition of production sectors of the low-income economies. However, Viet

Nam has the growth potential in excess of the average low-income economies if the Government chooses

right policies:

(1) The growth of Viet Nam much faster than the average low-income economies during 1990s was
-~ partly attributable to a rapid integration of the economy of Viet Nam with the world economy. Both
international trade and FDI enhanced technology transfer from abroad and productivity growth in Viet
'Nam. Policies that enhance the integfation of Vietnamese economy with the world economy are essential
for a higher growth,

(2) The level of human capital of Viet Nam is much higher than the average low-income economies and
is comparable to China and the middle-income economies, implyiﬁg that the potential growth rate of
Viet Nam is much higher than the average low-income economies and that Viet Nam may be able to

' cafch up with the middle-income economies in the long run. But in order to realize the growth potential
of the economy, it is essential to implement the policies that enhance high employment and help firms
and individuals cdlﬁbine the high human capital with market opponuﬁities.

(3) Financial system of Viet Nam is very much un'dérdeveloped even in comparison with the average low-
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income economies. Unless policy measures are taken to strengthen the financial system, it may not be

able to support the flow of funds necessary to realize the growth potential of the economy.
6. Concluding remarks

Growth process of an economy is a complex process that consists of many interactive component processes
each of which is characterized by its own initial condition and its own law of transition. As a consequence
some component processes are more advanced than others. This non-uniformity of the progress seems to

offer both challenges and opportunities for finding and designing better growth policies for the government.
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F—4

The Analysis of the Effects of Long-Term Reform Policies and
the Ad Hoc Measures

Shinichi Watanabe

International University of Japan

1. Problem

In order to alleviate the financial difﬁculﬁes of state enterprises caused by the Asian crisis, a series of ad
hoc measures have been implemented. Watanabe and Ly (1999) has found, however, that the economy of
Viet Nam may be trapped in an inefficient growth path by the combined effects of long-run reform policies
and ad hoc measures. ' |

The pui’posc'of this paper is to examine the e.xistence' of such a risk by reformulating the problem in a
theoretical framework developed by Krugman (1991), Matsuyama (1991) and Ray (1998) to study the logic
of cumulative processes in which expectations play a crucial role. We use a simplified KMR modcl. to
capture the effects of ad hoc measures and long-term reform policies on the development pfocess of Viet

Nam.
2. An analysis

Institutions and ownership of firms

Let C denote the set of complementary instiiutions inherited from a centrally planned economy (or a
subsidized economy), including the political system, the government structure, the banking system and the
state énterprises under the centrally planned economy. Let M denote the set of compleméntary institutions
that suppori the operatidn of the modern market economy highly integrated with the world economy.
While socioeconomic institutions that support economic activities are a complicated mixture of various
institutions; we describe the mixture of institutions as an institution I and assume that institutions I's can be
ordered linearly between C and M I is more market oriented when it is closer to M. Let us assume that [
takes on a value between 0 and 1, where 0 corresponds to the institution C and 1 to the institution M.
Tht_:reforé larger is the Qalue of 1, more market-oriented is the institution,

Assume that the decision-malcihg processes and orgﬁnizational routines of SEs are developed to fit the
needs of the econiomy under the institution C and therefore SEs operate éfﬁciently under the institution C

but not under the instituion M. In contrast private enterprises (PEs) operate efficiently under the institution
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M but not under the institution C. For simplicity, we include into PEs the SEs that have been restructured
completely to fit the market environment M.

Let us formulate the above assumptions on the quality of matching between the ownership of an enterprise
and its institutional environment in terms of the rate of return of capital. Let R, (I) be the rate of return of
capital of an enterprise i (= SE or PE) under the institution I. Assume that:

(A1) R, (D) is strictly decreasing in the institution I. That is, the rate of return of capital of SEs declines
when its institutional environment becomes more market oriented.

(A2) R, (I) is strictly increasing in the institution I. The rate of return of capital of PEs increases when
its institutional environment becomes more market oriented.

(A3) R,, (M) > R, (M), R, (C) < R, (C). Private enterprises have comparative advantage in the

institution M and state enterprises in the institution C.

Figure 1 Institutions and expected rates of return of capital

Ry (I)

l 1ENdED JO WINjI Jo skl parosdxyg ]

C I* ' | M)

[ Institutional envrionment -

Seocial decisions over institutions :

Let X be the fraction 6f capital employed in the PE sector. Let z be the parameter that describés the
strength of the external influence on the economy. We describe the state of the eccnofny by an institution
1, the fraction X aﬁd an external condition z. _

Assume that for each aggre'gate state (X, z) an institution exists that best Supports the operaﬁo:i of the
economy characterized by (X, z). We denote such.an'insti.tution by I(X, z). Assume that I is increasing in.

X and z. That is, the optimal institution becomes more market-oriented when the fraction of private
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enterprises increase or the economy is more highly integrated with the world economy. Assume that I(1, z)
=M and I(0, 2} = C.

We assume that a social process exists that selects a new institution I' to resolve the mismatch between
the existing institution I and the optimal institution I(X, z) associated with the ownership structure of the

economy X and the external condition z:
I'=F({, KX, z)). (1)

The function F describes the social process of institutional reforms. It chooses a new institution I’ for a
historically given institution I and the optimal institution I(X, z). The speed of institutional innovations
depends on the adjustment costs of institutions that include the costs of establishing new laws, new
organizational structares and new decision-making processes in government and financial institutions. If
the adjustment cost is zero, then the institution will be adjusted immediately to the optimal institution KX,

zZ).

Individual decisions how to allocate capital
The chéngc in the state X depends on the choice of individual firms and credit institutions how to
allocate capital. When the adjustment cost exists, the decision of capital allocation depends on the current *
and future rétums and therefore _éurrent and future institutions 1, i’, I".... Let us describe the outcome of

individual decisions by
X’ =G (X, Rye(D) - Ree(D), Ryy(I') - Rey(1), Ry (1) - R (1), .. ).~ (2)

The function G is increasing in X, R, (D) -R (D), R, (- R..(I') and so on. When firms and individuals
expect that future institutions will generate positive difference between the rates of return, then X will

increase.

Equilibria when no adjustment costs exist
When_noz adjustmént costs exist, two self-fulfilling equilibria exist in the economy. One of them is the
state of the economy (M, 1, z). When every firm expects I = M from present to the future, then all capital
- will be allocated to private enterprises and X becomes . Since the optimal institution I(1, ) is the institution
M, the expectation is realized. Thus the economy jumps to an equilibirurﬁ M, 1, 2) irhmediately regardless
of the initial.conditioﬁ (I, X;» 2). The other equilibirium is the state (C, 0, z). When every firm expects |
= C from present to the future, then all capital will be invested in state enterprises and X becotnes 0. But

the optimal institution is C when X = 0. Thus the expectation becomes true.
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Equilibrium paths when adjustment costs exist: a linear example:

Let us consider the simplest linear example. Let I{X, z) = X and assume that the function F is given by
U=T+a(X-1)a>0 (3)

When the optimal institution X is more market oriented than the current institution I, then the institution

I will be changed toward a more market oriented institution I'.

Let I* be the institution that satisfies R (I*) = R, (I*). Assume that the function G is given by

X' =X+b{I-1%),b>0 (4)

Figure 2 is the phase diagram for the dynamic system defined by Equations (3) and (4). In Figure 2 there
are one unstable steady state E | and two stable steady state_s,_EM at M, )and E_ at (C, 0). Except for the
path toward E | all the economy eventually converges to either E_ or E_, depending on the initial condition
(L XU) of the economy. |

Let us consider two equilibirum paths in Figure 2 whose initial cohditions sat.isfy (DI <I* (that is, the
institutional infrastructure does not exiét that adequately supporté lhe development of the private sector)
and (2) I(X,, 2) = X, > 1, (that is, the optimal institution is more markct—oricnted than the existing one).

Path | converges to (M, 1) and Path to (C, 0).

(Path 1) Initially the fraction of capital allocated to private enterprises decreases along Path 1 beéause
the existing instir.mion favors state enrerprisés. But the institution 1 is reformed continuously to a more
market-oriented institution, which eventually passes I* and eliminates the bias against private enterprises.
Then the fraction X stops its decline and starts increasing to 1. This makes the optimal institution more
market-oriented, which creates social forces to reform the actual institution more market oriented toward
| the institution M. The process converges cumulatively to the state (M, 1).
(Path 2) The fraction of capital allocated to private emerprises decreases continudu;sly along Path 2
because the existing institurion continuously favors state enterprises. While the institutional reform changes
the institution I to @ more market-oriented institution at the begfm_iing, the reform process s'rdps 5efore it
reaches I* and begins to move toward the institution C. The reversal of the reform ﬁroce&s of institutions
sharpens the bias against private enterprises and the fraction X declines ﬁ;rther.r The de;:'line in X causes
the optimal institution to be more centrally planned and drives the actual institution toward the institution

C. The process converges cumulatively to the state (C, 0).

424



Figure 2 Phase diagram for the linear model

X is measured against the horizontal axis.
[ is measured against the vertical axis.
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Long-run reform policies, external shocks and ad hoc measures

Now let us examine how long-run reform policies and ad hoc measures affect dynamics in our model.

{1) Long-run reform policies

In the present model we can describe long-run reform policies as a formulation of the optimal institution
I(X, z) that responds to the changes in the external condition z. Following the linear example, let (X, z)

=X + ¢z, ¢ > 0. Then the equation (3) can be rewritten as
I'=I+a(X+cz-01, a>0,c>0. (3"

When the economy is more highly integrated, the optimal institution becomes more market oriented.

This strengthens social forces to reform the institution toward a more market-oriented institution.

Figure 3 The effect of long-run reform policies

[
/ |

M, 1)
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-
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Figure 3 shows its effect when the external ef'fect.cz is very laige‘ The steady siate is now unique aﬁd
is given by the state (M, 1). The area that leads to the state (C, 0) has disappeared completely from the
phase diagram. The dynamic process of the ecoriomy is characterized by continuous innovations toward
the institution M, unless the initial condition is given by an improbable state, that is, a large state sector

and a highly-market-oriented institution.
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(2) External shocks and ad hoc measures
Ad hoc measures have tried to alleviate the financial difficulties of SEs caused by external shocks e.

Their effect can be modeled by introducing external shocks e into the rate of return function R:
Ri = Ri(l, ), i = PE, SE.
The adverse external shock lowers the rate of return of capital Ri for both PE and SE.

But its quantitative effect on Ry is smaller than its effect on R, since a part of the adverse cffect on

R, is shifted from the SE to government by ad hoc measures.

Figure 4 The effects of ad hoc measures

P

-

As is shown in Figure 4 the differential effect of adverse external shocks between the private sector

* : new [* M

: and the state sector causes I* to shift toward M, increasing the range of institutions under which the rate

of retum.of/capital of the state sector is higher than that of the private sector.
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Figure 5 The effects of ad hoc measures
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In Figure 5 the combined effect of an adverse external shock and ad hoc measures is shown by the
upward shift of the line I*, which strengthens the bias against private enterprises and increases the area

that leads the economy to the steady state (C, 0).
3. Policy implications

A possibility exists that the economy of Vicf Nam is moving along the path like the one described by Path
2 in Figure 2. The private sector cannot attract capital and its relative size continues to decline. Institutional
innovations toward a market oriented institution is coming to a stop since it is too costly for the society to
develop and maintain institutions that supporf ever-decreasing private enterprises. The reversal of institutional
reforms further reduces the size of the private sector, which reinforces the reversal.

Even when a market-based institution is superimposed on such an economy fuﬁning along Path 2, it will
not function effectively because it is not consistent with the ratioﬁal incentives of firms and i_n-div'idu'als.

In order to avoid such a risk it is necessary to reduce the area that generates the paths like Path 2. In the
present model it is possible to do so by abolishing ad hoc measures that have differenﬁal effects beﬁveen state

enterprises and private enterprises and by establishing closer linkages between long-run reform policies and

the integration with the world economy.
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A—1
General Issues on Viet Nam Public Finance in Period 1991-2000

Nguyen Ngoc Tuyen

Ministry of Finance

It is a complicated work to assess Viet Nam public-finance in period 1991-2000. It is the initial stage when
Viet Nam economy dramatically transferred to the market economy and economic policies changed quickly
and lacked stableness. This is because the State has to make new policies as well as to complete former ones
in order to make them appropriate and consolidate when implementing. Moreover, Viet Nam has just
experienced a long period of economic recession and a lot of social problems need immediately solving that

“makes it difficult for the state budget to serve a lot of purposes at the same time. Besides, it is difficult to
collect information and statistics for assessing and analyzing because of inadequate and inconsistent information
system. Some statistical norms and price systems are not cons‘istént and changeable. For example, before
1995, some statistical norms weré c.:ollected'and calculated according to the comparative price system in
1989, but since 1995, they have been c.alculatcd according to the comparative prices in 1994. Therefore, there
are shdrtco:ﬁings and ihe .ac_curacy is limited. However, the writer has selected and made a system of tables
from some published mateﬁals (attached), including: .

Table 1 _Stiltc budget balance 1991-2000

- Table 2: Revenue from internal soume§ 1991-2000 -

" Table 2a: Structure of revenue from internal s'ources. 1991-2000
Table 3: State expenditure 1991-2000
Table 4: State expenditure stricture 1991-2000
Table 5: Current expenditure sﬁ"ﬁi:tur'e 1991-2000
Table 6: GDP growth 19912000 -
Table 7: State capital expenditure 1991-2000 (comparative price)

- Table 8: State capital expendlture structure 1951-2000 (present price)
Table 9: Structure of statc capital expend:turc 1991-2000

" This report on Viet Nam pubhc- finance in penod 1991-2000 consists of following_ three main parts:

1. Review on changes and trends in state revenue and expenditure, present state budget surplus and
" deficit. - '
2. Review on changes and trcnds in state budget: expenditure and financial sources.
3. - Evaluation on state budget deficit possnblllty and appropriate financial measures for budget deficit

ﬁnancmg
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Part 1

Review on changes and trends in state revenue and expenditure,
present state budget surplus and deficit

Period 1991-2000 marks fundamental changes of Viet Nam state budget. The assessment on Viet Nam

state budget changes in this period includes following aspects:

L. State budget balance

Before 1990, Viet Nam economy was in the depression period, there was continuous state budget deficit

and it was financed mostly by the amount of money issued. Because of exceeding issue, the inflation rate

had been rising continuously to three digits (the highest level at 600-700%). The budget was out of contrel.

According to Table L, since 1991, state revenue and expenditure and budget balance have been settled

- down step by step. State budget deficit hasn't stopped but the deficit rate has been decreased. State budget

situation has been better and seemed to be improved to the end of the 1990s. State budget deficit has been '

increasing but with a quite low rate and under control. It was 1.9% of GDP in 1991, increasing to 4.9% of

GDP in 1993, decreasing gradually in 1995 and 1996 and increasing again in 1999 at 4.8%. From that

situation we can have some conclusions:
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- The deficit level is under control. From me tables, we can see that annual deficit compared to
GDP during the past ten years is not stable but always under 5%. In addmon, in the early 1990s, the
Statc did not seemed to take initiative to control state budget deﬁc1t 1t arose completely fmm the

 difference between state revenue and expenditure occurring until the end of each fiscal year. However,
uﬁtil 1999, the deficit level of 4.8% is totally the Stetc’s intention. In 1999, the monetary and
financial crisis in the region and the world affected Viet Nam, making Viet Nam economy depressed
and there were signals of serious deflatioe. Economic growth gradually decreased ffdm 9.34% in
1996 to 5.8% in 1998 and seemed to continue decreasing in 1999 (4.8%): Goods were in stock;
consuming price index continuoﬁsly decreased; credit insﬁtutions mobilized a large amount of
capital from people’s savings but could only give small investment loans that lead to surplus capital
and increasing risks and made commercial banks’ financial situation worse. Therefore, the
Government carried out many “demand stimuleting” measures in order to cncoerage economic
growth and development, of which the main measure is to iﬁcrease the amount of capital fer
infrastructure development, especially for bmldmg big prwects and mfraslmctures The Govemmcnt
“intentionally made state budget deficit” and considered it as a good measure to encourage social
consumption and production. Therefore, the state budget deficit level of 4.8% is completely under
the Government’s control, _ )
Budget deficit is mainly used for investment expenditure, not fer current expenditure. This principal

was seriously obeyed during the 1990s, so that by early 19905, inﬂati_on'ratc was enﬁrely under



control. The inflation rate during the past ten years was always kept at one digit (less than (0%).
+  Stopping issuing money for financing budget deficit. Before 1993, budget deficit was mainly
financed by the amount of money issued and external debt. But from 1993, the Government has
borrowed from both internal (including issuing state bonds, securities ) and external sources to
finance budget deficit instead of issuing money. Due to bids for state bonds, it has brought about

effectiveness and helped to limit negative effects in managing and controlling state budget deficit.

2. Trends in state revenue
. The trends and situations of state revenue in period 1991-2000 are reflected in Table 1 and 2. General
assessment on state revenue in this period includes:
+ . State revenue increased continuously over tﬁc years regarding both the amount and the rate.
«  Annual revenue always met demand for current expenditure and was step by step accumulated
for development investment. '
«  Revenue from internal sources (including import-export duties) accounted for a big proportion
at95% of total revenue. '
-« - Revenue from internal sources was relatively stable and timely met the Government’s expenditure
demand.
- »  Taxes and fees are major sources of state revenue.
When assessing state revenue situation in period 1991-2000, we must take into account two main factors
that determine the total revenue: the economic development and growth; reform process of policies relating

to revenue collection (tax laws, fees, state budget law...}.

Economic growth and development -

From Table 6 we can see that, from 1991 to 1997, Viet Nam economic development and growth rate
continﬁously obtained high level (peakéd at9.54% in 1995). The growth rate tended to reduce in 1998
3 76%) ahd fell té the lowest level in 1999 (4.8%). The main reason is that the financial and monetary
crisis in the region and the World affected Viet Nam economy and made the growth rate decrease. In the
year 2000, the world economy has been recovered and developed, and so has Viet Nam economy. In the

-, first six months of the year, economic growth rate increased gradually and reached 6.2%. It is forecasted
. that the average economic growth rate in the year will be about 6%-6.5% or higher (7%).

High economic growth rate in the éarly.19903 is one of the reasons that lead to annual increased state
revenue. State revenue compared to GDP was 13.8% in 1991, peaked at 24.3% in 1994 and 23.3% in
1995. However, this ratio has been decreasing since 1996 and fell to 1.7.8% in 1999. This can be explained
as follows: '

«  Investment efficiency was high at the beginning of the economic transition process because
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advantages were utilized and it was easier for investors to improve productivity. Their investment
capital was smaller but they could still get higher efficiency, i.e. ICOR index was low. Later, it
was more and more difficult for them to exploit economic advantages. They had to invest more
in science and technology to obtain the same cfficiency, i.e. ICOR index must be higher.

There are changes in comparative price when calculating GDP. Before 1994, GDP was
calculated according to comparative price in 1989, but since 1995 it has been calculated according
to comparative price in 1994,

The inflation rate or price index was relatively high during period 1991-1995 (17.55% in
1992, 14.4% in 1994 and 12.7% in 1995) but has been falling since 1996 and reached 0.1% in

1999, i.e. consuming goods’ prices almost stayed the same or increased little but GDP calculated

- according to fixed price increased continuously. Thus, in the early 1990s, inflation contributed a

certain amount to the state revenue, which means that price is one of the factors that affect above-

mentioned falling trend.

Reform of policies relating to. revenue collection
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The most important point about policy relating to revenue collection in'p.eriod 1991-2000 is tax policy

reform. It is divided into two phases: phase I from 1991 to 1995 and phase If from 1996 until now. Some

key points in tax policy reform include:

.

L

.

The State issued tax laws and ordinances to make it highly legal and easy for irnpie’menting.
- There are no exéeptions that make it consolidate and equal between tzixpayers. |

Tax policy system has been simplified and clarified. The number of tax rateé has been
considerably reduced in order to make it easier for implementing. It is also the objeétive of tax
reform to increase taxpays, reduce tax rates as well as the list of tax rates.

Tax reform process must be appropriate with tax policy of other countries in the region and the
world and promote the international economic integration process.

Mobilizing state budget revenue timely to meet State inc_reasi_hg demand.

Preventing tax evasion, state revenue loss and anti-smuggling.

Besides the tax policy system, other policies such as charges and fees policy, budgetary policy, business

finance policy... have been gradually completed that helped to increase state revenue. From Table 2 we

know that annual revenue increased constantly and with relatively high speed. This is mﬁinly due to tax

policy reform. In 1990 and 1991, we issued and started implementing a series of new tax laws: turnover

tax, import-export tax, special consumption tax, and income tax... that are applied to all taxpays. This

was also the initial stage when we turned from varicus collecting policies to tax laws collecting policies

that brought about rapidly increasing revenue.

Besides, this was also the stage when some more sources were mobﬂized into the state budget, especially

land-related sources. There had been only agricultural land use tax before, but from 1991, there have
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