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COVER STORIES: KEEPING ON REFORMING THE FINANCIAL SECTOR

Mal:iug the financial sector
healthier is an urgent matter that
has become a focus of attention of
the Government  since  the
Liberation Day. In his first press
conference, Nguydn Tin Ding,
Deputy  Prime  Minister and
Governor of the State Bank of
Vietnam said he would try his best
to overcome existing shortcomings
of the banking system with a view
to making it healthier and more
helpful to the economy. He also
thought that all companies had to
be more active in order to beef up
the financial sector and the banking
reform had to aim at promoting
production.

To achieve these targets, in our
opinion, it’s necessary to identify
achievements and shortcomings of
the financial sector, and then, un-
derstand why it's difficult to reform
the financial sector and how to
carry out this reform.

LIN THE FIRST YEARS AFTER UNI-
FICATION

The subsidized economy kept on
existing for years after the Libera-
tion Day. It's aid and loans from the
former Soviet Union that allowed
the Government subsidize all indus-
tries. The exchange rate then was

There were many imbalances: trade
gap was very big, consumption ex-
ceeded production, there were short-
ages of food; fuel and raw materials,
production lines were several dec-
ades older than their counterparts
in neighboring countries. These im-
balances led to high inflation rates
and vreplacement of bank-notes.
When the domestic currency was de-
valued, the exchange rate stayed un-
changed. The Governor of the State
Bank had no right to issue more
notes when necessary without per-
mission from the Government, and
the banking system was always
strapped for cash.

In the 1980s, the Soviet Union
increased its aid and loans to Viet-
nam to one billion rubles a year in
order to make up for economic im-
balances. At the same time, the ex-
change rate to the dollar was made
more flexible and this helped to in-

" crease trade between Vietnam and

the dollar area.

In the late 1980s, Vietnam
started its economic reform by re-
moving subsidization schemes and
government monopolies and devel-
oping a mixed economy. The bank
note resumed its role as a medium
of exchange. Farmers were allowed
to sell their products on the free
market, so they tried their best to

increase food output, and as a result,
Vietnam became the world’s third
biggest rice exporter. Major invest-
ments in oil, rubber, cement and hy-
dropower industries and abundant
supply of rice helped to reduce the
trade gap. By 1990, most economic
imbalances were removed.

However, the financial sector
hasn't been healthy. The “price-
wage-money” reform that raised
wages paid to civil-servants and of-
ficials by 10 times (while the budget
income couldn’t afford such a raise)
led to hyperinflation (300% in 1986
and 500% in 1987) which, in its
turn, made the raise in wages
meaningless. The banking authori-
ties, instead of getting to the bottom
of the inflation, decided to raise in-
terest rate (to 12-14% a month)
with a view to reducing bank circu-
lation. This aim was achieved but at
the expense of high interest rates
suffered by those who borrowed
from banks. In the years 1988-90,
many companies went bankrupt be-
cause they couldnt pay interest to
banks.

From 1990 on, the interest rate
was brought down but up to 1998, it
still stayed high (1.2% a month) in
comparison with what charged by
foreign banking systems. Because
of a large proportion of loan capital

FOR A HEALTHIER
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VNDB18 to the ruble. This exchange
rate wasn't realistic and failed to
serve as a means of assessing the
value. As a result, there were two
markets, and two prices, in the
economy: the official (or organized)
and the black ones. In the official
market, all selling and buying prices
were set by the State. Not only
state-run companies, but also farm-
ers had to sell their goods at the set
prices. And this market allowed the
government to pay low wages to
civil servants and workers. In the
black market, prices affected by the
supply and demand relationship
were much higher than those in the
official market.

In these years, goods tended to
run from the official market to the
black one. The government had
gone against all economic laws
when trying to prevent this flow.
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to working capital, most local com-
panies had to malke big interest pay-
ments to banks. This was one of
reasons why local companies could
malke only meager profits and many
of them suffered losses.

1I.LFROM 1990 TO 1995

As was stated above, the Soviet
Union, in the 1980s, provided Viet-
nam with some one billion rubles
worth of aid and loans every year,
thereby helping Vietnam reduce the
trade gap and re- .
alize major in-
vestment pro-
jects. In  the
early 1990s, the
Soviet Union
crumbled and Vi-
etnam  couldn’t
keep on realizing
certain  invest-
ment projects
and developing
the bilateral
trade with the
Soviet Union as
planned.  Thus,
the collapse of
the Soviet Union
caused great
damage to many
developing econo-
mies, including
Vietnam. The
Government had
to adjust its fi-
nancial and monetary policies in or-
der to deal with new difficulties.

In this period, foreign relations
played an important in the economic
development. One of great achieve-
ments obtained through financial
and monetary policies was a re-
markable increase in foreign invest-
ment in Vietnam: up to 1998, some
US$11 billion were put in Vietnam
and helped the economy gain a
growth rate of 9.5% in 1995. How-
ever, there were many shortcomings
in these policies.

The financial and monetary poli-
cies affect all economic sectors,
therefore, to find out shortcomings
of the banking system or the Minis-
try of Finance isn’t enough to make
the financial sector healthier, so we
have to study all economic sectors
before new financial and monetary
policies can be made.

1.Foreign sector

Although a call for saving and
protection for local industries was
made everywhere, Vietnam kept on
importing a lot of manufactured
goods that could be made locally
(such as fertilizer, diesel engines,
powdered milk, paper, iron and ce-
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ment) along with many non-essen-
tial goods such as cars ahd motor-
bikes. It's acceptable that in the
market economy, everybody tries to
make as big profit as possible, but
the market economy must be regu-
lated by macroeconomic policies. In
the years 1995-96 for example, Viet-
nam imported four million tonnes of
fertilizer while an amount of some
three million tonnes was enough
and Vietnam could produce part of

these fertilizers. Import of too many
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consumer goods means wasting for-
eign exchange and causing damage
to local industries, and as a result,
many companies suffered losses and
failed to repay debts to banks or pay
taxes to the Government. In our
opinion, the banking system was in
no way to blame but those who were
responsible for this failure were
authorities allowing import of such
goods and failing to prevent smug-
gling. Bad management of the for-
eign sector led to increases in
foreign debt (from some US$3 bil-
lion in 1990 to 12 billion in 1998).
Many banks have had to find ways
to deal with L/Cs issued to compa-
nies that were on the brink of ruin.
However, the economy also bene-
fitted from investment made by the
foreign sector. In the last three
years, total foreign investment (not
including the ODA source) reached
US$2.4 billion on average and it
was considered as the biggest source
of investment of the economy. But
the other side of the coin was that
the market share controlled by for-
eign-invested companies was' in-
creasing and caused both economists

and local companies’ directors to

worry.

2.Corporate sector

Local companies have a common
characteristic: their loan capital is
disproportionately large. Most of
them have spent more money on
bank interest than on wages for la-
borers because the interest rate in
Vietnam is rather high. Even bank-
ing authorities considered this situ-
ation as unreasonable.

The second common charac-
teristic is that most local companies
could make no
profit:  their
production
lines are some
generations
old, their
management
lack  experi-
ence and
managerial
skills, and
: they have no
i = : ability to com-
pete  against
imported
goods and for-
eign-invested
companies.

This situ-
ation has pro-
duced bad
effects on the
public finance:
if companies
suffer losses,
banks have no chance to retrieve
loans and the Ministry of Finance
receives no tax payment. To make
the financial sector healthier, there
must be macroeconomic policies to
help companies gain big sales and
profits. This way of thinking isn’t
common under the socialist regime
because high profit is considered as
high exploitation of labor. In fact,
the socialist economy, like the capi-
talist one, requires big sales and
high profit. The problem is how to
use the profit gained. It can be used
for making new investment, tax and
interest payments, giving bonus and
incentives to workers or sharing out
among shareholders. In short, poor
sales and profits always produce bad
effects on the banking system and
national budget income, so policies
‘to increase companies’ sales and
profit will certainly help to make
the financial sector healthier.

As for companies, poor sales and
profits prevent them from modern-
izing their production lines and
other facilities. This remark can be
proved by the fact that retained
profit from companies represented
only 3-7% of the gross investment



in the last three years.

One of reasons for low gross in-
vestment in Vietnam is the lack of
policies to develop heavy industries
by providing them with orders
placed by the Government and
state-run companies. That is why
many constructors of investment
projects had to depend on imported
equipment and machines. This situ-
ation has limited domestic invest-
ment and increased import value
with the result that foreign debt ac-
cumulated and growth rate slowed
down.

3.Government sector

The Government has tried its
best to increase its investment. In
the years 1995-1997, the govern-
ment investment represented 17.5-
20% of the gross investment.
However, the national budget in-
come is limited because of a poorly
performed public sector, so the Gov-
ernment had to borrow from bank-
ers who are reluctant to supply
loans to investment projects for fear
of a higher inflation rate. Many
economists advised increasing the
budget deficit in order to finance in-
vestment projects and stimulate the
banking operations but this opinion
didn’t raise much interest.

4.Household sector

In this sector, there are many
trends that aren’t favorable for the
financial sector: preferring imported
goods to local ones, buying gold and
hard currencies instead
of depositing money with
banks, using gold or the

The banking system has made
good progress in recent years: devel-
oping the system outside subsidiza-
tion schemes, solving the shortage
of cash by gaining the right to issue
bank notes, attracting both local
and foreign investment. However,
there are also shortcomings in the
banking system.

+ Lack of a monetary policy to
develop the heavy industry needed
for the industrialization and mod-
ernization: Before 1996, banking
authorities aimed at mobilizing dead
money, controlling inflation rate
and maintaining the value of the do-
mestic currency. Solutions they
chose were based on the quantity
theory of money: if the money sup-
ply doesn’t increase, or increases
slightly, and the amount of goods
and services supplied increases, the
general price level will not rise. To
achieve these targets, the banking
system allowed import of consumer
goods and appreciation in value of
the domestic currency. This poliey
caused foreign debt to increase, put
local companies at a disadvantage
before foreign competition and
failed to concentrate bank loans on
development investment projects.
And as a result, bank credit repre-
sented only 7-8% of the gross in-
vestment in the years 1995-96
although the banking system con-
trolled the money supply and had
the right to issue notes.

+ A lot of bank loans were used

for importing goods that could be
made locally or investing in real es-
tate. Certain banks, especially com-
mereial banks, have paid too much
attention to assets mortgaged to
them instead of examining purpose
of borrowers. Therefore, in HCMC
and other cities, bank loans were
spent on luxury goods and gambling,
or used to relend at higher rates of
interest. More dangerously, many
borrowers had no intention to repay
debts to bank, and some of them
have got away with it because bank-
ing authorities had no measure to
control and punish venal lending of-
ficials. As a result, bank loans
weren’t employed effectively and
sometimes they became losses to
banks.

+ Lending rate was higher than
average profit rate gained by com-
panies: To avoid insolveney, many
companies have borrowed new loans
to pay mature debts, and afier a
while, compound interest forced
them to go bankrupt or appear in
court. Until then bank officials dis-
covered that borrowers had bor-
rowed from many banks or
mortgaged false title deeds and they
had been assisted by venal lending
officials.

Ill. HOW TO MAKE THE FINANCIAL
SECTOR HEALTHIER?

As we know, the financial sector
has close relations with other sec-
tors, therefore we need a macroe-

Table 1: Structure of Gross Investment (US$ million)

dollar for making mjor 1991 | 1992 | 1993 | 1994 | 1995 | 1996 | 1997 | Total
transactions, and so on.
In recent years, however, | From Government 243.3 6347| 13150 929.0) 1,201.3| 1,509.8| 14029 7,236.0
certain changes could be :
i privagt,e persons | From Companies’ 163.8 60.5 63.9 87.1 1734 2817 617.3| 14477
started to deposit money |retained profit
with banks in spite of|p o gareholders 260/ 428  77.6| 1045 1156) 1300 1443 408
low interest rates or buy
bonds and shares. Gener- | From banks 134.6 68.0 269.4 4297 436.8 606.8|  793.6| 27389
ally, private investment -
represented 24-30% of | From private persons 811.1| 1,1586| 14748| 1,9045 19786 19288 19400 11,196.4
the gross investment in "

- 1,378.9| 1,964.6| 3,2008| 3,4548| 3,9058| 4,457.2| 4,808.0| 23,260.
recent years but this Total domestic 232601
source of finance didn’t [nVestment
produce good effects on|prom ODA 1508 s0s2| 3405 3179| 4008| 17242
production because pri-
vate persons tended to |From foreign 243.3 554.1| 1,2054| 1,8464| 2,177.7| 24489 2717.6] 11,1934
invest in real estate. investors

In short, reasons for -

an unhealthy financial Total foreign 2433 554.1| 13652| 2,351.6] 12,5182 2766.8| 3,1184| 12917.6
sector come from all of |investment
above-mentioned sectors

> 1,6222| 25188 45660 58064 6,424, 224, J016. 177
Sid of oofitue. thets nte Grand total , 424.0| 7,224.0| 8016.4| 36,177.8

also problems with the Source: based on data and proportions worked out by Bao Ngoc Lan in ' V& ngudn vén va sif dung

banking sector.

5.Banking sector 1997.

ngudn vén déu tu dé tang trudng’, Kinh Té& va D Béo (Economy & Forecasts Magazine), March
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conomic policy that embraces all
sectors. with a view to preventing
other sectors from causing bad ef-
fects on the financial sector, or in
other words, dealing with problems
arising from other sectors.

At present, a Deputy Prime Min-
ister concurrently the governor of
the Vietnam State Bank has enough
ability to adopt a special policy not
only to reform the banking system,
but also help with reforming other
sectors., Let's study what should be
included in such a special policy.

In 1997, many measures were
taken to reduce the trade gap, su-
pervise lending officials, control in-
flation rate and at the same time,
supply loans needed for government
investment and make the exchange
rate more flexible. The Ministry of
Trade controlled import more
strictly and the Customs General
Department tried its best to prevent
smuggling. These measures helped
to malke a US$2 -billion decrease in
the trade gap and raise the banks’
contribution to the gross investment
from US$606 to 793 million. These
are encouraging signs, but the finan-
cial sector needs an overall policy
including consistent and well-coordi-
nated measures to play well its role
in accelerating the economic devel-
opment. The following are our sug-
gestions:

1.Foreign sector %

In foreign trade, foreign ex-
change must be only used for im-
porting goods needed for local
production, especially raw materials
and modern machines and equip-
ment.

Foreign investment must be ori-
ented towards fields and industries
beyond reach of local companies.
Special encouragement will be given
to investment in export processing
zones.

2.Corporate sector

Many measures can be taken to
increase companies’ sales and prof-
its, such as offering debt relief to a
certain extent to companies with
good track record, lowering the
lending rate, limiting import of
goods that could be made locally,
and so on. Particularly, the Govern-
ment must help to develop the
heavy industry and give orders for
its products. At present, engineering
industry in HCMC and other big cit-
ies can make many machines. If the
Government give orders and invest
in new engineering factories, there
will be a new economic boom.

3.Government sector
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The government had better re-
duce the amount of civil servants
and cadres whose salaries come
from the national budget, concen-
trate more money of development
programs and increase the money
supply in order to finance invest-
ment projects.

4.Household sector

There must be measures to en-
courage the public to consume lo-
cally-made  goods  instead  of
imported ones, put their savings in
banks; bonds or shares, and use the
VN déng as the legal tender as re-
quired by law.

5.Banking sector

these measures are applied. Like
J M. Keynes when he helped the
American Government carry out the
New Deal after the Great Depres-
sion, we want to suggest increasing
investment from the central bank,
because the bank investment in
1997 was US$793.6 million, repre-
senting only 9.9% of the gross in-
vestment. In our opinion, following
Keynes, we could increase the bank
investment by two or three times
because the central bank controls
the money supply and sources of for-
eign exchange. With loans supplied
by the central bank, the Govern-
ment can give orders to the loc:l
heavy industry. The exchange rai:
can also be adjusted with a view to
promoting export and enhancing the
international competitiveness.

The problem is how to change
from the policy to increase the trade
to fight against inflation to the pol-
icy to allow inflation in order to in-
crease the gross investment. In fact,

when factories financed by inflation
come into operation, the supply of
goods will increase and cause the
price level to fall. The process of in-
creasing the money supply to 0-
nance Investment projects can
include many stages: making feasi-
bility study, evaluating the project
and its management, making plan
to provide the project with loans,
protecting products made by the
project from foreign competition af-
ter it is finished, ete. To concentrate
money on production projects, banlks
must report the volume and purpose
of loans supplied to the credit risk
center run by the central bank. The
central bank had better use open
credit or solf loans to encourage cer-
tain customers such as investors
and exporters, allow other banks to
borrow from or re-mortgage assets
held by them to the central bank for
loans at discount rate, or allow
banks to use part of required re-
serves. The lending rate must be
lowered because it is rather high in
comparison with rates offered in for-
eign countries. Interest rates can’t
be considered as a means of attract-
ing dead money held by the public.
The central bank must make small
savers understand that they can put
their money on bonds and shares,
instead of depositing it with banks,
if they want to earn big interest. Of
course, this matter will be easier
when the stock exchange is estab-
lished in Vietnam.

IV.CONCLUSION

As the Governor of the Vietnam
State Bank said, a lot of things
should be done to make the finan-
cial sector healthier. In our opinion,
the most important task is to work
out a right monetary policy to serve
the industrialization and modern-
ization. However, we are so flooded
with financial information that eve-
rybody can make some statements
about monetary policy. Experience
shows that badly-prepared policies
(such as reforming price-wage-
money systems, using high interest
rate to fight against inflation, or
adopting a fixed exchange rate sys-
tem, etc.) could eause huge damage.

By tradition, the Government
and the Party always trust scien-
tists, we hope that Vietnamese sci-
entists will make the best use of
their economic knowledge to serve
the industrialization and modern-
ization. There are a lot of develop-
ment theories, but only the theory
about how to employ grey matter re-
ally matters®





