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The research aims at analyzing factors impacting on performance of
Vietnamese commercial banks in the years 2005-2012. The authors
test SCP (structure-conduct-performance) and ES (efficient structure)
paradigms for factors affecting return ratios of banks. The results
show that it is market concentration instead of market share that has
positive effects on bank performance as shown in their return on
average assets (ROAA) and return on average equity assets (ROAE).
Additionally, bank size, ownership, ratio of deposit to total asset and
inflation rate also produce effects on performance of commercial
banks in Vietnam. These findings allow authors to offer some
measures to support a sustainable development for Vietnamese
commercial banks.
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1. INTRODUCTION

Banking system always plays an important role in economic stability, and
development of a country and its network of branches is considered as arteries of an
economy. Thus, stable and healthy activities of a banking system will support a
sustainable development for the economy.

Many Vietnamese commercial banks witnessed falls in their profits (Han & Ngoc,
2012) and rises in their bad debts (Thanh & Bach, 2013) after the financial crisis and
the global economic recession in the years 2007-2009. This situation badly affected
performance of banks as well as Vietnam’s economic stability. Analyzing impacts
of influential factors on profit of Vietnamese commercial banks, therefore, has
become an urgent matter. This research will test SCP (structure-conduct-
performance) and ES (efficient structure) models to find factors that have strong
effects on banking profit at present, thereby suggesting some solutions or policy
implications to support a sustainable development for Vietnamese commercial
banks.

2. MARKET CONCENTRATION AND BUSINESS PERFORMANCE
a. SCP and ES Hypotheses:

To analyze factors affecting performance of Viethamese commercial banks,
empirical researches often test two competing hypotheses, SCP and ES.

SCP hypothesis proposes a positive correlation between market concentration and
a firm’s business performance. The firms in more concentrated markets will earn
higher profits than those in less concentrated ones, due to the exclusive profitability
and the collusion between the firms of the industry (Lloyd-Williams et al., 1994).
Many empirical studies of banks’ performance also agree with this hypothesis such
as Rose & Fraser (1976), Heggestad & Mingo (1977), Spellman (1981), Rhoades
(1982), Podenda (1986), Lloyd-Williams et al. (1994), Molyneux & Forbes (1995),
Mendes & Rebelo (2003), Samad (2005), and Bhatti & Hussain (2010). In the
research of Mendes & Rebelo (2003) and Sathye (2005), concentration ratio (CR) of
the four banks that have the greatest market shares (four-firm concentrated ratio —
CR4), is the significant coefficient to test the models.
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Contrarily, ES hypothesis proposes that concentration ratio does not affect a
firm’s performance, and the concentrated market firms derive higher profits due to
advantages in economies of scale and their outstandingly efficient performance. The
firms with the most efficient performance will obtain a large market share and profit.
This hypothesis is also agreed and supported by Demsetz (1973), McGee (1974),
Peltzman (1977), and Brozen (1982).

Smirlock et al. (1984), Smirlock (1985), and Evanoff & Fortier (1988), in
addition, examine data of the US banking system and posit that the performance of
a particular bank is a factor affecting its profit. Several empirical researches, such as
Maudos (1998), Sathye (2005) and Samad (2007) agree with this hypothesis.

b. Methodology:

In order to analyze impacts of factors on return ratios of commercial banks,
authors use unbalanced panel data of 28 Vietnamese commercial banks in the period
2005-2012 comprising four state-owned commercial banks (Agribank, BIDV,
Vietcombank and Vietinbank), and 24 joint-stock ones. Indicators of banks such as
ROAA, ROAE, total assets, total bank deposit and total loan are collected from Fitch
IBCA's Bankscope Database. Meanwhile, data on ownership and total deposit in the
Vietnamese commercial banks are collected from the SBV annual reports, and data
on inflation rate are from the IMF.

Based on researches by Molyneux & Forbes (1995), Maudos (1998), and Bhatti
& Hussain (2010), authors employ the following model:

IT=Bo + B1CR + P2MS + X Bi Zi (1)
where:

IT:  dependent variable measuring return ratio considered as the bank
performance.

CR: independent variable measuring the market concentration and formed by the
ratio of total deposit of the three or four largest banks to that of the banking system;
or total loan of the three or four largest banks to that of the banking system; and the
ratio of total assets of the three or four largest banks to those of the banking system.

MS: independent variable showing the market share of a firm.
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Z: other variables representing characteristics of the surveyed firm or market. For
example, the size of a bank (measured by its total assets), credit risk (measured by
the ratio of bank loan to bank total assets), liquidity risk (the ratio of bank loan to
total deposit), bank’s ownership (using dummy variables for government and private
ownership), and macroeconomic factors (GDP and inflation).

If B1 is greater than zero and B2 is zero, the SCP hypothesis is supported, and if 1
is zero and P2 is greater than zero, the ES hypothesis is supported.

In this paper, the following regression model is used to test the two hypotheses
for the system of Vietnamese commercial banks:

I1 = Bo+ B1CR4+ B2MSi+ BsLNASS;+ BsDEASS;+ BsLOASS+ fs OWNERS; + 7
INF (2)
where:

Il: dependent variable measuring the bank business performance by the return
ratios, or ROAA and ROAE in this research to be precise.

ITa = ROAA (Return on Average Assets ratio).
ITe = ROAE (Return on Average Equity Assets ratio).
Thus, model (2) can be represented as follows:

ROAA = o + B1CRADE + BMSi + BsLNASS; + B4sDEASS; + BsLOASS; + Pe
OWNERS;+B7 INF (3)

ROAE = Bo+PiCR4DE + P2MS; + PsLNASS: + B.DEASSi +BsLOASSi +Bs
OWNERS; +B7 INF (4)

CR4DE: a coefficient measuring the market concentration of the four largest
banks (CR4). In this paper, CR4 is measured by:

CR4DE = total deposit of the four largest banks/ total deposit of commercial
banks

The four largest banks in terms of deposit are Agribank, Vietcombank, Vietinbank
and BIDV.

B1: the coefficient of CR4DE. It is assumed that 1 is greater than zero and plays
an important role in the SCP hypothesis.

MS:; : the market share of the i"" bank, measured by:
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MS; = Total deposit of the i bank/ Total deposit of commercial banks

B2: the coefficient of MS;. It is supposed that 32 is greater than zero and plays an
important role in the ES hypothesis.

Table 1: Other Variables in the Model

. o Theoretical and Predicted
Variables Description . . .
empirical basis impact
It represents the size of the it bank
LNASS;  measured by the logarithm of total Bhatti & Hussain (2010) +
assets of the i bank.
Considered as a variable for
DEASS: Ilqyldltyrlskofthe.bank, thisisthe Garcia-Herrero et al. o
ratio of bank deposit to total assets  (2009)
of the i" bank.
The ratio of bank loan to total
LOASS:  assets of the i™" bank is considered Maudos (1998), Sathye N
as a measure of the bank credit (2005)
risk.
This dummy variable represents
ownership of the i bank. It is
assumed that:
OWNERS, OWNERS, = 1 for joint stock —omad (2007); Molyneux .
. & Forbes (1995)
commercial bank
OWNERS; = 0 for state-owned
commercial bank
INF Annual inflation rate Mirzaei et al. (2013) -

3. RESULTS AND DISCUSSIONS

The results of the Breusch-Pagan and Hausman tests presented in Table 2 show
that the random effect model (REM) is more suitable than the fixed effect model
(FEM) or the ordinary least squares method (OLS). In both models (3) and (4), hence,
authors use REM to analyze panel data, and the regression results are reported in
Table 3 and Table 4.
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Table 2: Breusch-Pagan Test and Hausman Test

Comparison Results

p value of Breusch-Pagan test
OLS and REM - ROAA: 0.0000
- ROAE: 0.0223

p value of Hausman test
FEM and REM - ROAA: 0.8399
- ROAE: 0.1964

Source: Authors’ calculations

Table 3: Regression Results - with ROAA

ROAA Coefficient Standard error z P>|z|
CR4DE 1.333 0.738 1.81 0.071*
MS 0.481 1.717 0.28 0.779
LNASS 0.071 0.086 0.83 0.408
DEASS -2.301 0.598 -3.85 0.000***
LOASS 0.233 0.384 0.61 0.545
OWNERS 0.720 0.218 3.31 0.001***
INF -0.015 0.007 -2.31 0.021**
cons 0.497 1.818 0.27 0.785
Observing 219
R? 0.221

Notes: ***p < 0.01; ** p <0.05; * p <0.10
Source: Authors’ calculations
Table 4: Regression Results - with ROAE

ROAE Coefficient Standard error z P>|z|
CR4DE 42.305 10.027 4.22 0.000***
MS 14.557 22.729 0.64 0.522
LNASS 3.687 1.155 3.19 0.001***
DEASS -1.787 8.401 -0.21 0.832
LOASS -4.915 5.222 -0.94 0.347
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OWNERS 4.683 2.733 1.71 0.087*
INF -0.169 0.096 -1.76 0.078*
cons -76.363 24.408 -3.13 0.002***
Obs. 219

R? 0.235

Notes: ***p < 0.01; ** p < 0.05; * p < 0.10

Source: Authors’ calculations

- At the significance level of 1% and 10%, the 3 coefficient of the variable CR4DE
is positive in both models [1.333 in (3) and 42.305 in (4)], which shows the positive
effects of the market concentration on ROAA an ROAE of commercial banks. This
result supports the SCP hypothesis because it proposes that in an imperfect
competition market where a group of major banks controls most bank deposits, or in
other words, the market concentration is higher, these banks could gain greater
profits and higher lending rates with lower deposit rates due to the collusion between
them, which leads to their better financial performance. In the period 2005-2012,
most sources of bank deposits were controlled by four state-owned commercial
banks: Agribank, Vietcombank, Vietinbank and BIDV. Due to monopolistic
benefits, banks in highly concentrated markets could obtain higher profitability ratios
and better performance because of the collusion for their common benefits.

- In model (4), the positive coefficient of the variable LNASS at a significance
level of 1% implies that the larger the bank size, the higher the ROAE ratio. This
result supports the study by Bhatti & Hussain (2010) which maintains that the larger
banks have wider investment portfolios and better investment diversification.

According to theories of investment portfolio, if a firm keeps a great portfolio, it
can diversify the risk and gain higher profits. In Vietnam, therefore, the larger size
can allow banks to expand their branches to attract more deposits and develop
lending services for more profits.

According to Article 6 of Decision 13/2008/QD-NHNN, existing branches of a
bank should have a chartered capital greater than VNDZ100 billion multiplied by
number of existing and future branches in Ha N6i and HCMC plus VNDS50 billion
multiplied by number of existing and future branches in other provinces than HCMC
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and Ha Noi. Thus, the larger the size of banks, the higher their ability to expand their
business. The expansion provides customers with more convenient banking services
and helps banks gain more profits from even traditional services that are still main
sources of profits for Viethamese commercial banks.

Additionally, greater assets allow banks to invest in new technologies and develop
new services, thereby gaining non-interest incomes such as service fees, bank
charges and commission. Such new incomes can help banks reduce risk during
periods of instability that affect badly traditional banking operations. Moreover, the
larger size also helps improve competitiveness and return ratio of the banks.

- The two positive values (0.720 and 4.683) of the B coefficient of the variable
OWNERS at significance level of 1% and 10% show positive impacts of ownership
on the banks’ return ratios. This result reflects a difference in business performance
between joint-stock and state-owned commercial banks. In other words, joint-stock
commercial banks usually obtain better performance than state-owned ones do
because their management is more dynamic and flexible, their banking technologies
are modernized faster, and they are under no obligation to finance state-owned firms.
Poor performance of state-owned firms is a burden to state-owned commercial banks
and reduces their business performance (Truong 2010).

- The negative coefficients of INF at significance levels of 5% and 10% show that
higher inflation rates make the banks’ ROAA and ROAE fall. This result is
compliant with findings by many researches on impacts of inflation on the banks’
return ratios (Boyd et al., 2001; and Mirzaei, 2013). According to Pham (2008), high
inflation in Vietnam is one of the reasons for the interest rate competition among
commercial banks to attract deposits and retain customers. Banks can offer deposit
rate equal to lending one, leading to a danger of huge losses in lending services. An
increase in deposit rate also leads to a rise in lending rate, which makes it difficult
for the banks to find borrowers. This situation reduces the profits because interest
payments constitute the main source of income for Vietnamese commercial banks,
accounting for 70%-90% of their total incomes.

- In model (3), the coefficient of the variable DEASS is -2.301 at the significance
level of 1%, implying that the ROAA falls when the DEASS rises. In the years 2005-
2012, Vietnam’s banking system faced a keen interest rate competition and was
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affected by the global financial crisis and economic recession; therefore, the banks
had to offer high deposit rate extensively, which reduced their profits.

- In both models, although the coefficient of the variable MS is positive, it is not
statistically significant. This result, hence, does not support the ES hypothesis
because it does not prove that low cost of efficient banks will improve their
competitiveness and market share, thereby enhancing their performance. In other
words, this result supports the SCP hypothesis because it implies that the banks’
return ratios are more affected by the market concentration and monopolistic benefits
than by the market share or the competitiveness gained by efforts to cut costs.

- Variable LOASS is not statistically significant when its coefficient is positive in
model (3) and negative in model (4). Thus, its impacts are not analyzed.

4. CONCLUSION AND RECOMMENDATIONS
a. Conclusion:

Both models (3) and (4) support the SCP hypothesis which states that the market
concentration, instead of market share, is the factor that impacts positively on the
bank performance through ROAA and ROAE. Besides those two variables, the
remaining ones impacting on the performance of Vietnam’s commercial banks
comprise the size of the banks, ownership, the ratio of deposit to total assets and the
inflation rate. This implies the larger the bank size, the higher the banks’ business
performance, and in reverse, the higher the ratio of deposit to total assets and the
inflation rate, the lower the banks’ profitability ratio. Moreover, the results also
indicate that joint-stock commercial banks are more efficient than state-owned rivals.

b. Recommendations:

The results allow suggestions of the following policy implications:

- In Vietnam’s commercial banking system, the market concentration produces
positive impacts on the rate of return of the banks. To improve their business
performance and sustainable development, therefore, the SBV should encourage the
weak and small banks to revise their business plans and management machineries.

If banks decide to restructure by merger and acquisition, the SBV should make a
specific schedule for them, and carefully consider the feasibility of their restructuring
plans by making data of each bank transparent. The restructuring must be in
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accordance with Article 18 and 19 of Competition Law, requiring that the combined
market share of the banks may not larger than 50%, except for the case in which one
or more involved parties face a danger of being dissolved or declared bankrupt. This
solution aims to help domestic banks improve their ability to survive and develop
when facing foreign competition and upheavals in the economy.

- Government should reduce its controls over state-owned commercial banks by
selling its shares to strategic investors and state-owned commercial banks should
have plans to choose strategic investors and submit them for government’s
consideration and approval. These strategic investors must meet strict requirements
in terms of financial strength and managerial skills to help the state-owned banks
develop strongly and play well their leading roles in the banking system in Vietnam.

- The banks should be aware of the importance of the bank size to business
performance and sustainable development. Then, every bank needs to find strategic
investors in order to increase its capital by issuing more shares and attract
investments from foreign strategic investors. However, the proportion of capital
allowed to be held by foreign investors in Vietnam’s commercial banks now is not
attractive to major strategic investors. To carry out quickly and effectively the
restructuring, therefore, government and Securities Commission need consider
expanding the ownership ratio of foreign investors in Vietnam’s commercial banks.

- The joint-stock commercial banks should plan a specific schedule for listing on
the Stock Exchange to raise more funds. Listed banks are also considered as source
of high-quality commaodities for the stock market, especially when Vietnam Stock
Exchanges join the ASEAN stock markets. This will be an opportunity for Vietnam’s
commercial banks to gain access to sources of capital by foreign investors as well
as to publicize their images and expand their networks to Southeast Asia.

- The results also show that the inflation rate and the deposit-assets ratio have
negative impacts on the banks’ rate of return. As analyzed above, higher inflation in
Vietnam leads to interest rate competition, which produces bad effects on the
profitability of Vietnam’s commercial banks. Thus, one of the solutions to the
business performance of commercial banks is to keep inflation at a reasonable level,
which requires a good combination of monetary and fiscal policiesm
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