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BAD DEBT OF BANKS AND RECOMMENDATIONS FOR SOVLING

MSc. Nguyen Viet Hung

Abstract: Bad debt (or non-performing loan) is one of the issues attracting great interest of researchers
today. Especially, researchers have focused on findingout the causes and effects of bad debt on the
stability of the banking system and the economy. According to Louzis et al (2012), bad debt is considered
a warning sign for financial crisis in the future if not being promptly monitored and handled. It is extremely
necessary to find out the causes as well as analyze the impacts of bad debt on the economy and is an
urgent issue to plan to prevent economic crises in the future. The paper analyzes the causes, the impacts
of bad debt on entities in the economy and the situation of bad debt in Viet Nam in the period 2011-2020,
thereby proposing solutions to help Vietnamese commercial banks limit their bad debtsin particular and

Viet Nam’s banking industry develop more sustainably in general.
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Tém tat: No xau (hay no khé doi) la mot trong
nhitng van dé thu hut sw quan tam Ién cia céc
nha nghién ctru hién nay. Dac biét, cac nha
nghién ctru da tap trung tim ra nguyén nhén va
anh huéng cta no xéu dén sw 6n dinh cta hé
théng ngan hang va nén kinh té. Theo Louzis va
céng sw (2012), no xau duoc coi la dau hiéu cénh
béo khiing hodng tai chinh trong tuong lai néu
khéng dwoc quan tam va x ly kip thoi, viéc tim

ra nguyén nhéan ciing nhw phan tich tac dong cta
no xéu dén nén kinh té la vé cung can thiét. Bai
viét phan tich nguyén nhén, tac dong cda no xéu
dbi véi céc chi thé trong nén kinh té va thuc trang
no xéu & Viét Nam giai doan 2011-2020, tir d6 dé
xuét céc gidi phép gitip céc ngan hang thuong
mai Viét Nam x6a duoc no xau noi riéng va nganh
ngan hang Viét Nam néi chung phat trién bén
viing hon.

« T khoa: no khé doi, no xau, ngén hang
thuong mai.

Vs

1. Introduction

Bad debt (Non-Performing Loan) greatly
affects the existence and development of the
commercial banking system as well as the
development of the Vietnamese economy. In
the recent years, especially in the context of
COVID-19 pandemic, the situation of bad debt
is increasing, causing great harm to the national
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economy in general and the banking and financial
system in particular, specially directly affecting
businesses.

This fact poses a requirement for the State
Bank of Viet Nam (SBV) and commercial banks
to quickly come up with solutions to deal with
bad debts. In fact, bad debt is not only a problem
that needs to be solved by the commercial
banking system, but it also requires a joint effort
of the business community, especially the general
direction from the SBV and the Vietnamese
Goverment.

By researching the situation of bad debt in Viet
Nam in the period 2011-2020, the author proposes
solutions to help Vietnamese commercial banks
limit their bad debts in particular and Viet Nam’s
banking industry develop more sustainably in
general.

2. Theoretical framework
2.1. Bad debt and its classification

In the process of granting credit to customers,
there are many factors making commercial bank’s
loans unsecured, which adversely affects the
credit quality of the commercial banks. Therefore,
it is necessary to have a measure to assess what
are bad debts or uncollectible accounts.

According to the global credit institutions, a
debt is considered bad debt when the interest and/

Journal of Finance & Accounting Research @



MACRO FINANCE

@o. 01 (14) - 2022)

or principal are overdue for more than 90 days,
or the unpaid interests of 90 days or more have
been entered in principal, refinanced or late paid
as agreed; or payments that are less than 90 days
past due but there are solid reasons to doubt that
they will be paid in full.

In Viet Nam, according to Circular No.
11/2021/QD-NHNN dated July 30%, 2021 of
the SBV, debts are currently classified into five
groups based on their risk status: standard debt,
debt needing special attention, subprime debt,
doubtful debt, and potentially irrecoverable debt.
However, debts in group 3 (subprime debt),
group 4 (doubtful debt) and group 5 (potentially
irrecoverable debt) are regardedbad debts.
Specifically, the Article 10, Circular No. 11/2021/
QD-NHNN stipulates that debts that are overdue
for interest or principal for more than 90 days to
more than 360 days (ie from group 3 to group 5)
are considered bad debts. Basing on customers’
debt repayment, the commercial banks account
loans into appropriate debt groups as follows:

* Group 1 (standard debt) includes: Debts that
are due and assessed as being able to fully recover
both principal and interest on time; Debts that
are overdue for less than 10 days and assessed
as being able to fully recover overdue principal
and interest and fully recover the principal and
remaining interest on time.

* Group 2 (Debts needing special attention)
includes: Debts that are overdue for less than 90
days; Debts adjusted by repayment term for the
first time are still due.

* Group 3 (Subprime debt) includes: Debts
that are overdue from 91 to 180 days; Debts
extended for the first time are still due; Debts
exempted or reduced in interest due to customers’
inability to fully pay interest as agreed; Debts in
theperiod of recovery according to conclusions
of inspection and examination agencies; Debts
must be recovered based on the early debt
collection decisions (because customers violating
agreements) that have not been recovered within
less than 30 days since the date of recovery
decision issuance has been reported.

* Group 4 (Doubtful debt) includes: Debts
that are overdue from 181 days to 360 days; First-
time rescheduled debt is overdue for up to 90
days according to the first rescheduled repayment

term; Debts rescheduled for the second time
are still due; Debts to be recovered according
to conclusions of inspection and examination
agencies but not yet recovered within 60 days
after the time limit for recovery; Debts that must
be recovered under early debt recovery decisions
of credit institutions or foreign bank branches
(due to customers breaching agreements) that
have not been recovered within a period of from
30 days to 60 days since the date of the decision
to with draw has been reported.

* Group 5 (potentially irrecoverable debt)
includes: Debts overdue for more than 360 days;
First-time rescheduled debt is overdue for 91
days or more according to the first rescheduled
repayment term; The second rescheduled debt
is overdue according to the second rescheduled
repayment term; Debts rescheduled for the third
time or more; Debts to be recovered according
to conclusions of inspection and examination
agencies but not yet recovered more than 60 days
after the time limit for recovery; Debts that must
be recovered under early debt recovery decisions
of credit institutions or foreign bank branches (due
to customers breaching agreements) that have not
been recovered within over 60 days since the date
of the decision to with draw is reported; Debts
of credit institutions are under special control or
foreign bank branches are frozen in capital and
assets.

In general, no matter which group they are
classified into, bad debtsare a form of financial
loss for commercial banks. Banks have to spend
a lot of time and expense to handle these debts,
especially bad debts can be harmful to their
performance.

2.2. Effects of bad debt

In the market economy, the increase of bad
debt is one of the inevitable things. However,
if bad debt arises a lot and is not controlled, it
will create a “blood clot” in the blood vessels of
the economy, seriously affecting the Viet Nam’s
economic development. There are some effects of
bad debt as below:

2.2.1. For commercial banks

The failure to recover debts (principal and/and
interest and fees) causes the lose of commercial
bank’s capital, while these banks still have to pay
interest in their performace, causing their profits
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to decline. If the profit does not reach the target,
the banks must use its own capital to compensate
for the loss which may affect their operational
scale. On the other hand, the high rate of overdue
debt makes the reputation and confidence in the
financial strength of banks degraded, leading to a
decrease in the bank’s ability to mobilize capital.
More seriously, it can lead to risks of liquidity
and the brink of bankruptcy and threatening the
stability of the entire banking system.

2.2.2. For customers

For borrowers who are not able to repay the
principal and/or interest to the bank, they have
almost no chance to access the bank’s loans
and even other sources due to the loss of their
reputation. Other borrowers’ opportunities to
access bank loans are also more limited when
credit risks force commercial banks to either
tighten lending or even downsize their operations.

2.2.3. For economy

The banking system has a close relationship
with the economy because it is a channel to attract
and provide capital/loans for organizations,
businesses and individuals in the economy.
Therefore, credit risk has a direct effect on the
economy. At a low level, the longer the bad debt
lasts, the greater the tangible and intangible cost
is used to resolve bad debt.

In terms of tangible view, the mortgaged
assets at banks will be increasingly worn out,
damaged, and their value will gradually decrease.
Meanwhile, if bad debts are quickly handled,
these assets will be put to use quickly, creating
value and surplus value for the economy. In
terms of intangible view, as the process of bad
debt settlement is prolonged, it will be difficult
for Viet Nam to maintain the current credit rating.
This has a negative impact on the investment
environment. On the other hand, credit risk
makes customers’ opportunities to access capital
to expand production and business activities or
consumption limited, adversely affecting the
growth ability of the economy.

At a higher level, when banks fall into a
difficult situation leading to bankruptcy, the
domino effect is very likely to occur in the whole
banking system, causing a crisis for the entire
economy, negatively affecting the social life and
national development. The rapid increase of bad

debt is one of the main causes of the crisis in the
banking system.

2.3. Causes of bad debts

Firstly, most commercial banks pursue the
business goal of fast credit growth to achieve their
profit plans while their risk management capacity
in loansis still limited and slowly improved. In
addition, recent years, a large amount of credit
capital and many commercial banks have focused
on investing in risky fields, such as real estate.
When the real estate market freezesand real
estate prices falls deeply, they will cause a rapid
increase in bad debt.

Secondly, the provision of credit capital to
businesses for their working capital or project
invesment is also one of the reasons for the
increase in the bad debt ratio. The fact that
commercial banks are under pressure to meet
business targets in credit granting, with the
lack of strict management and governance in
the credit capital use by enterprises, has caused
effectiviness of loans. Therefore, it leads to the
bank’s insolvency.

Thirdly, in some periods, economic policies,
specially  macro-economic  policies  lacks
stability, affecting the production and business
and the solvency of customers. The system of
mechanisms and policies on asset handling is
inadequate, so that affects the handling of assets
and liabilities of commercial banks.

Fourthly, the capital market has not yet
developed commensurately, so the banking
system still plays the role of a channel funding
for investment and development. Therefore, the
main risk of the financial system is the risk of
the banking system. At the same time, because
Viet Nam’s growth model for many years still
depends on in-breadth investment and use of
loans, the bad debt of the economy is mainly bad
debt of the banking system.

Fifthly, the moral of some banking staff has
declined mean while the professional capacity of
the staff has not kept pace with the development
of the banking industry. There are many negative
aspects in the credit process such as appraisal,
approval and monitoring of loans.

Sixthly, non-performing loan increased
because banking inspection and supervision
for a long time had not been highly effective in
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detecting, preventing and promptly handling
violations and risks in granting credit activities of
commercial banks, especially violations of credit
regulations and excessive investment in a high-
risk areas.

3. Situation of bad debt of commercial
banks in Viet Nam

Bad debt is a normal problem in banks,
because credit activities are always risky. During
their operation, credit institutions always incur
bad debts. From the analysis of the causes of bad
debt, the increase in bad debt does not mean that
the banking system is the cause because the arising
of bad debts is usually caused by the borrower’s
inability to repay the debt. To measure the bad
debt of commercial banks, people use the bad
debt ratio. It is calculated by the bad debt balance/
total loan balance. According to regulations of
the SBV, bad debts include outstanding loans of
groups 3,4,5. If a commercial bank has a large
bad debt ratio, it shows that the credit quality
of the bank is not good, and the credit risk is
high because customers cannot repay the loan.
According to regulations of the SBV, commercial
banks with bad debt ratio < 3% are considered to
have good credit quality. Following are the bad
debt ratios of 20 typical commercial banks in Viet
Nam (NCB, NamABank, HDBank, Eximbank,
VPBank, SCB, VIB, OCB, SHB, MSB, MB,
Techcombank, Sacombank, LPB, ABB, ACB,
BIDV, VCB, Vietinbank, Agribank):

Table 1. Non-Performing Loanratio
of Viet Nam’s commercial banks
for the period 2011-2020 (%)

Year | Number | Minimum | Maximum | Mean | Std. Deviation
2011 20 0.56 7.25 2.63 1.68358
2012 20 1.32 8.80 3.26 1.98084
2013 20 0.82 6.06 2.92 1.27288
2014 20 0.49 5.15 2.38 1.14241
2015 20 0.34 3.41 1.73 0.69112
2016 20 0.68 6.81 2.07 131744
2017 20 0.46 4.59 1.82 0.93817
2018 20 0.54 3.20 1.73 0.65578
2019 20 0.38 2.95 1.55 0.58745
2020 20 0.50 3.00 1.42 0.63467

Source: Statistics from SPSS26.0

The statistics in Table 1 show that commercial
banks in Viet Nam have focused on credit risk
management, so the bad debt ratio has also been

controlled. In the period 2011-2020, the average
bad debt ratio of all banks was < 3%, except in
2012 which was 3.26%. Especially, in 2019,
2020 despite being affected by the COVID-19
pandemic, the credit risk and debt collection is
done well by all banks, so the bad debt ratio is
below or equal to 3%. This will be seen more
clearly in the chart below:

Figure 1. Average bad debt ratio of commercial
banks in the period 2011-2020 (%)
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The Figure 1 shows that in the period 2011-
2020, the average bad debt ratio of Vietnamese
commercial banks fluctuated, at a low level and
ranged from 1.42% - 3.26%. 2012 was the year
with the highest average bad debt ratio of banks
at 3.26%, followed by 2011 with a bad debt ratio
0f2.63%. In 2011, Sacombank was the bank with
the lowest bad debt ratio of 0.56% and SCB with
the highest ratio of 7.25%. In 2012, Eximbank
got the best credit quality with the lowest bad
debt ratio of 1.32%, while SHB was the bank
with the highest bad debt ratio of 8.8%.

For a long time (2006-2010), the Vietnamese
Government has implemented a loose monetary
policy. Credit was the main source of investment
to develop the economy and mainly invested in
the real estate market that impaired credit quality
and led to high inflation. In addition, the impact
of the global recession has caused businesses that
have not had consumable goods and negatively
affected their production and business activities,
leading to enterprises stopping production or
going bankrupt. On the other hand, the real
estate market is quiet and frozen, which also
leads to a high rate of real estate bad debt and of
banks.Commercial banks in Viet Nam have well
implemented measures of credit risk management,
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so the bad debt ratio and capital loss rate are
controlled. In 2020, despite being affected by
the COVID-19 pandemic, the bad debt ratio of
commercial banks is quite well controlled, all <
3%. Specifically:
Figure 2. Non-performing loan ratio of
Vietnamese commercial banks in 2020 (%)
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commercial banks

The bad debt ratio of commercial banks in
2020 is different among banks. Techcombank
was the bank with the lowest bad debt ratio of
0.50% and VPbank is the bank with the highest
bad debt ratio of 3%. Commercial banks in 2020
all have bad rates < 3%. The bad debt ratio of
banks in 2020 is at a low level below regulations.
It means that Vietnamese commercial banks have
performed well in loan management. Despite
being a difficult year for Viet Nam’s economy
due to the impact of the COVID-19 pandemic,
in 2020, credit risk management has been well
implemented from credit appraisal to inspection,
supervision and loan recovery.

5. Solutions for managing bad debt in
commercial banks

The Government’s moves in recent times
have shown that the handling of bad debt is a top
priority in the plan to reform and restructure the
banking industry. Bad debt in the commercial
banking system has become a national problem,
so it is not only the tasks of commercial banks,
but also the State. However, the arising of bad
debt comes from the operation and management
of the commercial banks themselves, the solution

to prevent and handle bad debts in the most
effective way and to minimize the lowest possible
impactfor the national economy, should come
from commercial banks.

Firstly, it is necessary to rebuild and re-
manage the process of credit granting at
commercial banks. Accordingly, it is necessary
to standardize and synchronize, and at the same
time strictly supervise the implementation of
the credit granting process, regardless of the
size of the commercial banks. This is the root
and fundamental cause to reduce the ratio of
bad debt, potentially irrecoverable debt. In fact,
commercial banks have initially increased their
management in risk, but achieved modest results.

Secondly, there must be sanctions and
measures to control credit risks during the
operation of commercial banks. There have
been many cases of bad debt arising from
customers who are considered as “big”, “VIP”,
“traditional”, “loyal”, “potential” customer of
commercial banks. As granting credit to this type
of customers, commercial banks can by pass
measures to ensure credit safety to quickly serve
customers.

Thirdly, the pressure on reaching business
targets also causes commercial banks to loosen
their management to capital use of customers,
leading to highbad debt ratio. Therefore, in order
to ensure the safety of the credit capital system,
the SBV needs to take drastic actions to control
the annual credit growth of commercial banks to
control the fast growth of these banks.

Fourthly, commercial banks continue to
strictly implement Circular No. 01/2020/TT-
NHNN of the SBV on supporting people and
businesses affected by the COVID-19 pandemic
by taking the following measures: (i) Support
debt restructuring for customers; (ii) Reduce
lending interest rates for existing outstanding
loans; (iii)) Implement programs and credit
packages for preferential loans, helping the
Government in regulating the macroeconomic
balance, stabilizing the money market, interest
rates and exchange rates.

Fifthly, the SBV needs to control bad debts
for the real estate sector by restricting lending to
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businesses that are non-specialized in real estate
investment and business and limit investment
capital for real estate projects. In addition,
businesses are encouraged to use many different
sources of capital such as issuing stocks and
bonds, and mobilizing capital contributions from
private investors.

Sixthly, in the complicated context of
COVID-19 pandemic, the bad debt ratio of the
Vietnamese banking system will increase day
by day. To speed up the handling of bad debt
in general and to implement the Decision on
approving VAMC’s development strategy to
2025, with orientation to 2030 in particular,
VAMC needs to complete the establishment and
put into operation the debt exchange floor in the
2021-2025 period. Beside that, VAMC needs to
propose to state agencies to complete the legal
corridor on developing the debt trading market,
issuing debt valuation standards to create legal
basis for implementing as soon as the exchange
floor comes into operation.

Seventhly, the Vietnamese Government and
ministries, sectors need to study and build a
legal corridor for the securitization of bad debts
according to the following methods:

- Method 1: 1f enterprises with a good history
of business administration are facing difficulties
in repaying the principal or because their on
going investment projects have not been put into
operation, commercial banks should consider to
transfer a part of the principal debt in to medium-
term bonds. This is to support liquidity and help
businesses survive and develop.

- Method 2: Converting overdue debt and bad
debt into shares. At the same time, changing the
creditors of banks into major shareholders to
hold the majority of shares if their businesses are
likely to survive and develop after restructuring.
This is a fairly common method in the world.
For Viet Nam, there have been many successful
cases, not only helping enterprises from the
risk of bankruptcy but also preserving the
capital of banks. In addition, in order for the
securitization process to be successful, as a co-
creditor, commercial banks need to actively show
their social responsibility and coordinate with

businesses to handle bad debts. At the same time,
commercial banks should use their subsidiaries
such as debt management companies, securities
companies or fund management companies to
actively participate in the securitization process.

Eighthly, the State needs to exempt value-
added taxes, corporate income tax, etc. for debt
trading activities to promote the formation and
development of the debt market. The exemption
of taxes on debt trading activities will reduce the
loss of bad debts, promote private investors to
participate in the debt market. At the same time,
it will not cost the state budget. The state needs
to exempt corporate income tax for issuance
ofcorporate bond. This helps reduce deposit
interest rates and helps the commercial banking
system to mobilize long-term capital instead of
short-term as well as promote the securitization
of debts. In addition, the State should also reduce
50% of value added tax in economic sectors such
as construction, production of building materials,
real estate business, ship repair, and shipping that
are facing difficulties to help these enterprises
reduce the burden of tax costs, and contribute to
reducing bad debts for banks.
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