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Abstract

This study provides an insight into the determinants of net interest margin (NIM) of commercial
banks in Vietham during the recession period. We employ secondary data collected from
published audited consolidated financial reports of Vietnamese commercial banks from 2008, the
yvear marking the outbreak of the global financial crisis, to the end of 2012. Altogether, the data
constitute 175 panel-data observations. The regression using the ordinary least squares method
yields the result that operating expense, management quality, risk aversion, and inflation rate have
a positive effect on NIM, while the banking sectors market concentration affects NIM negatively.
Afterwards, some policy implications are derived from those findings to mitigate and put NIM
under control, so that the efficiency of the financial intermediary system can be developed.
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1. Introduction

Amid Vietnam’s recent efforts of recovering
and stabilizing the economy, more and more
businesses are in great need of external financ-
ing, mainly in the form of loans from commer-
cial banks. A survey conducted by the Mone-
tary Forecast and Statistics Department, State
Bank of Vietnam showed that the average cred-
it growth of the banking industry is expected
to rise to 16.93% in 2015 compared to a result
of 14.57% in December 2014. However, as the
Vietnam Chamber of Commerce and Industry
pointed out in its data, only one third of busi-
nesses are accessible to commercial loans in re-
ality. As a result, research about how to allocate
capital resources effectively becomes an urgent
and important mission.When it comes to this
issue, net interest margin (NIM) is of special
concern. NIM is calculated by the difference
between total loan interests and total deposit
interests in proportion to total interest-gener-
ating assets of one individual bank (Dumici¢
and Ridzak, 2012). This is also the definition
used in other research about NIM (Claeys and
Vander Vennet, 2007; Kalluci, 2012; Tarus et
al., 2012).

Normally, a higher average NIM among the
banking industry indicates signs of an ineffi-
cient system of financial intermediary (Sen-
sarma and Ghosh, 2004). Higher NIM direct-
ly translates into a lower deposit interest rate,
which intimidates people from making depos-
its, as well as a higher loan interest rate, which
makes credits less accessible to businesses in
need (Zuzana and Tigran, 2008). Therefore, in
order to benefit businesses and the overall econ-
omy, banks’ NIM should be put under control
at a low level, which means that the capital is

transferred across the financial intermediaries
at a slight expense. On the other hand, a too low
NIM causes damage to banks’ profitability (Zu-
zana and Tigran, 2008). Here exists a conflict
of interest between policymakers, whose ob-
jective is to optimize the society’s benefit, and
bankers, who aim at maximizing profits. Be-
cause of this dilemma, there have been plenty
of studies on NIM and its determinants around
the world in the last three decades, for example
Demirgiig-Kunt and Huizinga (1999), Maudos
and Fernandez de Guevara (2004), Zuzana and
Tigram (2008) to name a few. However, such
research is still unavailable in Vietnam, and
both the government and the banking system
are uninformed about specific factors to control
NIM as they wish. To fill in this gap is the mo-
tivation behind our study.

Within the scope of this paper, we discuss the
determinants of NIM using Vietnamese banks’
data during the 5-year-period 2008-2012. They
are divided into three sub-categories: bank-spe-
cific factors, industry-specific factor, and mac-
roeconomic factors. After setting up the model,
estimating the coefficients, and observing the
causal effects these factors cast on NIM, we
point out how significant these effects are and
in which directions NIM are affected by them,
as well as show economic implications from
the result.

2. Literature review

One of the pillars that support contemporary
theories about NIM is Ho and Saunders’ “deal-
ership model” presented in their 1981 work.
According to this model, banks’ operating ac-
tivities of taking in deposits and lending out
loans are treated the same as the mechanism of
dealership’s “bid-ask™ in the security market.
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That is, banks play both roles of the demander
for and the supplier of funds. Their demand is
paired with some people’s needs of depositing,
while their supply meets others’ yearning for
borrowing. Because this operation is associated
with credit risks, banks ask for a risk premium
equal to the difference between interest earned
from loans (ask) and interest paid for deposits
(bid).

Using this model, Ho and Saunders (1981)
identified two determinants of NIM: banking
industry competitiveness and interest risk. In
the following years, other factors have been
claimed by other researchers to be determi-
nants of NIM. Allen (1988) suggested credit
risk, Demirgiic-Kunt and Huizinga (1999) sug-
gested financial leverage, owner’s equity, and
taxes. Saunders and Schumacher (2000) found
out regulations, market structure, and risk pre-
mium, and Maudos and Fernandez de Guevara
(2004) added operating expense. Within the
scope of this paper, we consider the following
factors: bank-specific factors including operat-
ing expense, credit risk, management quality,
risk aversion; macroeconomic factors includ-
ing inflation rate and economic growth; and an
industry-specific factor, which is market con-
centration.

The model employed in this paper is the
regression model developed by Demirglic-
Kunt and Huizinga (1999), Abreu and Mendes
(2003), and Tarus et al. (2012) and the approach
of estimating coefficients involves using the or-
dinary least square method.

The model has the form as following:

J L M
Hit = C+Zﬂle{ +Zﬂ,X,-lt +ZﬂmXirtn T &
j=1 I=1 m=1

in which f[it is the dependent variable NIM

of bank 1 at time t (t = 2008, 2009, 2010, 2011,
2012), ¢ is constant, X, with subscripts j, 1, m are
independent variables representing bank-spe-
cific, industry-specific, and macroeconomic
factors, respectively,  with subscripts j, I, m
are parameter estimates of respective factors,
and ¢, is error term. The independent variables
are ultimately chosen on the basis of common
utilization and high level of significance found
in preceding studies.

2.1. Bank-specific factors

Operating expense

Operating expense (OpEx) is defined as
costs that arise from a bank’s operating activ-
ities. This, according to Vietnamese account-
ing standards, includes fees, taxes, employee
expenses (salaries, infringements, and com-
pulsory labor insurance), depreciation costs,
deposits insurance, and managerial overheads.
OpEx is measured by the ratio of the operating
expenses item in the income statement to the
value of total assets at the time of observation
(Tarus et al., 2012). The purpose is to eliminate
the effect of an individual bank’s scale and size
of operation. Research using data from differ-
ent economies shows that a certain bank’s op-
erating expense poses a positive effect on its
NIM. Specifically, Abreu and Mendes (2003)
with data from France, Germany, Portugal,
and Spain, Gelos (2006) with research on the
Latin American market, Carbo and Rodriguez
(2007) with data from seven European Union
members, Ahmet and Hakan (2010) with data
from Turkey, and Maria and Agoraki (2010)
with data from Eastern and Southern Europe,
all state that when operating expense increases,
the bank’s NIM would also increase and vice
versa.
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This causal relationship is explained by the
fact that when facing a higher operating ex-
pense, banks would try to pass this increasing
expense on their customers in the form of high-
er loan interest rates and lower deposit inter-
est rates (Maudos and Fernandez de Guevara,
2004). Consequently, this raises the interest
profit of the banks and followed is their NIM.
Thus, we expect a similar relationship for Viet-
namese banks.

Credit risk

Credit risk (CR) is the probability that a
debtor would fail to execute his or her finan-
cial obligations; hence the creditor would face
the risk of losing partly or wholly his or her
loaned money. Credit risk is represented by the
ratio of loan loss provision to total loans (Tarus
et al., 2012). Earlier research calculated credit
risk by the ratio of total debts to total assets.
Based on this measurement, Angbazo (1997),
Demirgiic-Kunt and Huizinga (1999), Abreu
and Mendes (2003), and Carbo and Rodriguez
(2007) all conclude that the higher credit risk
a bank is exposed to, the higher its NIM. Even
when Taurus et al. (2012) use a different proxy
of credit risk, which equals to the ratio of loan
loss provisions to total loans, they also reach
the same conclusion.

The reason for the positive correlation be-
tween credit risk and net interest margin is that,
as the bank makes more risky loans, it per-
ceives the credit risk more carefully, sets out
more money for the loan loss provision, and
thus requires a higher risk premium, which in
turn is passed on to the bank’s borrowers in the
form of higher lending rates of loans (Maudos
and Fernandez de Guevara, 2004). This in-
creases the interest income and, eventually, the

net interest margin as well. This is also our ex-
pectation for the Vietnamese banking industry.

Management quality

Management quality (MQ) refers to the ef-
ficiency of a bank’s operation at the manage-
rial level to generate income at the lowest cost
possible. Management quality is measured by
the ratio of operating expenses to gross oper-
ating income (Kalluci, 2010). This variable
demonstrates how much expense is needed for
operation activities in order to yield one unit of
income. Research points out that when a com-
mercial bank enhances its management quality,
hence making profit at a lower expense, its NIM
would also increase. Angbazo (1997), Maudos
and Fernandez de Guevara (2004), and Kalluci
(2010) all prove a positive causal relationship
between management quality and NIM.

This phenomenon can be explained: as a
bank’s management quality improves, the bank
would be more likely to pick up better assets,
which have a high return rate but low risk, to
make more secured loans, and to avoid high
interest payment (Angbazo, 1997; Maudos and
Fernandez de Guevara, 2004). Therefore, the
interest income would increase, while the in-
terest expense would decrease simultaneously.
This leads to a larger net interest margin for the
bank. We expect that the same logic applies for
Vietnamese banks. We should also keep in mind
that, because management quality is calculated
as the ratio of operating expense to gross op-
erating income, better quality means a lower
rate. Thus, an expectedly positive relation of
this variable with NIM would be accompanied
by a negative sign of estimated coefficient in
regression.

Risk aversion
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Risk aversion (RA) is defined as the degree
to which a bank is reluctant to take more risk
for a same amount of return. If the risk aversion
is high, the bank is said to be risk averse; on the
other hand, if the risk aversion is low, the bank
is said to be risk loving. Risk aversion is repre-
sented by the ratio of total equity to total assets
(McShane and Sharpe, 1985). It is suggested
in earlier research that there is a positive rela-
tionship between a bank’s risk aversion degree
and its net interest margin. This point of view
is supported by the approach of McShane and
Sharpe (1985), and more recently by Maudos
and Fernandez de Guevara (2004). The more
risk averse a bank, the greater its net interest
margin is expected to be.

Given the same legislative requirements and
conditions for commercial banks’ minimum eq-
uity throughout Vietnam, if a bank is more risk
averse, it will be more likely to prefer equity
financing to debt financing, and, thus, require a
higher margin as compensation for higher costs
arising from equity financing in comparison
with external financing (Maudos and Fernan-
dez de Guevara, 2004). This explains why risk
aversion and net interest margin move in the
same direction. This is also our expectation.

2.2. Macroeconomic factors
Inflation rate

Inflation rate (IF) means the rate at which the
price level of a same general basket of goods
and services increases over a period of time.
Because inflation rate directly affects the nom-
inal interest rates used in borrowing and depos-
iting activities, which in turn alternates the de-
mand and supply of bank services, it also has an
effect over net interest margin. As the change in
price over time of the aforementioned basket

of goods is reflected by CPI, it is reasonable to
proxy the Vietnamese inflation rate during the
period 2008-2012 by the annual CPI growth
rate over the same period. Recently, the debate
on which direction inflation rate affects the net
interest margin of banks in the regarded econ-
omy is heated by several studies. Demirgiic-
Kunt and Huizinga (1999) argue that inflation
rate positively affects net interest margin. This
conclusion is shared by Claessens et al. (2001)
and Drakos (2002). On the other hand, many
other researchers state the opposite. Abreu and
Mendes (2003), Samy (2003), Martinez and
Mody (2004), and Maria and Agoraki (2010)
all agree that inflation rate has a negative rela-
tionship with NIM.

In this paper, increasing the inflation rate is
expected to increase the net interest margin of
Vietnamese banks and vice versa. This is be-
cause generally, an increase in inflation would
also make interest rates for loans rise, and that
eventually would lead to an increase in the in-
terest margin (Tarus et al., 2012). Even if banks
do not anticipate inflation correctly, in the long
term, interest rates would be adjusted to reflect
the inflation premium, which would also in-
crease the interest margin.

Economic growth

Economic growth (GR) is the value increase
in an economy’s capacity to produce goods and
services over a certain period of time. This in-
crease implies an expansion in business activ-
ities, an upgrade in the living standard of the
people, and more favorable market conditions.
Consequently, economic growth also increases
the public demand for bank services, including
loans and deposits, which are directly related to
net interest margin. Economic growth is simu-
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lated by Vietnam’s GDP growth over the period
2008-2012. Different studies lead to unsettled
opinions about the direction and magnitude of
this relationship. Claessens et al. (2001) argue
that economic growth is positively correlated
with net interest margin, while in their empir-
ical studies of European countries, Abreu and
Mendes (2003) and Maria and Agoraki (2010)
do not determine any correlation between the
two variables. On the other hand, Demirgiic-
Kunt and Huizinga (1999), Demirgiig-Kunt et
al. (2004), and Carbo and Rodriguez (2007)
claim that they detect a negative effect of eco-
nomic growth to net interest margin.

In this paper, economic growth is expected
to have a negative relationship with the net in-
terest margin of commercial banks within the
regarded economy. As discussed earlier, an
increase in economic growth can be translat-
ed to better market conditions, more positive
business activities, and improvement in busi-
ness performance. This would help mitigate the
risk that businesses cannot fulfill their financial
obligations to banks-their creditors. Thus, risk
premiums would reduce, and banks would tend
to lower their interest margins (Maria and Ag-
oraki, 2010). In contrast, bad economic growth
would increase the credit risk banks face from
making loans to businesses, which in turn
would increase the risk premium and banks’
required interest margins.

2.3. Industry-specific factor

Market concentration (MC) is the degree to
which a minority of firms within the same in-
dustry possess a considerably large amount of
the market share. This variable is used to mea-
sure the competition within an industry, and is
proxy by a 3-firm-ratio, the ratio of the three

largest banks’ total assets in the market to to-
tal assets of the whole industry combined alto-
gether during one specific year. If market con-
centration is high, a few firms account for the
majority of the market share, and the market is
said to be uncompetitive. In contrast, if market
concentration is low, the market power is dis-
tributed equally between the industry’s mem-
bers, and the market is deemed as competitive.
There are debates over the direction of the re-
lationship between the market concentration of
the banking industry and the net interest margin
of banks. Samy (2003) and De Haan and Pog-
hosyan (2012) claim that in a highly concen-
trated market, banks would be monitored more
easily than in a less concentrated one, due to
the convenience and consistency in adoption
of regulations and controlling methods over
the whole system. Therefore, the overall net
interest margin would be more likely to fall in
such concentrated markets because of govern-
mental control. However, there are many schol-
ars who hold different perspectives as well as
contradicted empirical evidence. Porter (1979),
Demirgiig-Kunt and Huizinga (1999), and Na-
ceur (2003) find high market concentration to
be positively correlated with the net interest
margin of banks within the regarded market.
On the other hand, in their recent researches,
Carbo and Rodriguez (2007) and Maria and
Agoraki (2010) can determine no significant
relationship between these two variables.

Within the scope of this paper, high mar-
ket concentration is expected to lead to a wid-
ened interest margin. As the market power in
the banking industry stays only in the hands
of some individual banks, those banks would
tend to behave in an oligopolistic manner: they
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Table 1: List of independent variables with their literature sources, measurement, and expected parameters’ signs

Independent variables  Source Measurement Ex:)iegilted
Operati T tal. (2012 Operating expense N
perating expense arus et al. ( ) Total assets
Loan | isi
Credit risk Athanasoglou et al. (2005) OAr "0SS PTOVISIONS +
Total assets
M t qualit Kalluci (2010 Operating expense
anagement quality alluci ( ) Gross operating income .
. . Total it
Risk aversion Maudos and Fernandez de Guevara (2004) M +
otal assets
Economic growth Maria and Agoraki (2010) Annual GDP growth -
Inflation rate Demirgilic-Kunt and Huizinga (1999) Annual CPI growth +
Market concentration Demirgii¢-Kunt and Huizinga (1999) 3-firm concentration ratio +

would end up asserting their pricing power by
imposing higher interest rates for loans and
lower interest rates for deposits (Tarus et al.,
2012). Since they own a large market shares,
these rate settings would not harm their com-
petitiveness compared to other smaller banks.
The increasing gap between interest income
and interest expense would help increase the
net interest margin of those banks.

The measurement of all seven factors is giv-
en in Table 1.

3. Methodology
3.1. Data

The data is collected from annual financial
reports of commercial banks in Vietnam over
the period 2008-2012. During this period,
some banks merged with or were acquired by
others, thus the number of banks saw changes
from year to year: 36 in 2008, 37 in 2009 and
2010, 34 in 2011, and 35 in 2012, which alto-
gether make up 175 observations. After being

collected, the data is organized into the panel
form, with each observation identified by both
year and name of bank and containing values of
NIM and seven factors respectively.

Table 2 demonstrates an overview of descrip-
tive statistics for every variable taken from the
sampled observations. Overall, the volatility
within each variable is quite moderate, except
for management quality which has a significant
gap between maximum (18.336) and minimum
(0.0776) and a relatively high standard devia-
tion (1.7102) compared to others. This is due
to the maximum value, which turns out to be
an outlier. In order to deal with this problem,
we can modify the regression model by replac-
ing the MQ variable by its natural logarithm
variable LMQ, with descriptive statistics also
demonstrated in Table 2. The volatility is great-
ly reduced.

3.2. Model assumptions

We analyze the determining effect of 7 in-

Journal of Economics and Development

Vol. 17, No.2, August 2015




Table 2: Descriptive statistics of all variables

Variables Mean Max Min Median Standard deviation
NIM 0.0355 0.0985 -0.0061 0.0339 0.0158
OpEx 0.0154 0.0498 0.0043 0.0146 0.0059
CR 0.0121 0.0428 0.0005 0.0104 0.0066
MQ 1.2671 18.336 0.0776 0.7797 1.7102
RA 0.1327 0.4638 0.0291 0.1049 0.0861
IF 13% 19.9% 6.52% 12% 0.0557
GR 6% 6.78% 5.03% 6% 0.0064
MC 0.4159 0.4917 0.3724 0.4039 0.0437
LMQ -0.0901 2.9088 -2.5555 0.77971 0.7094

Note: total observations: 175
Source: compiled with STATA

dependent variables above (MQ substituted
with LMQ) on NIM by the establishment of a
linear regression model. The employment of
the ordinary least square approach in estimat-
ing the model coefficients is built upon five
Gauss-Markov assumptions: linearity in param-
eters, random sampling, no perfect collinearity,
zero conditional mean, and homoskedasticity.
The first two assumptions are straight-forward-
ly satisfied by the regression model, whereas
collinearity is examined in the correlation ta-
ble (Table 3), and the other two can be tested
easily using the residual analysis after we run
the regression of NIM on all seven independent
variables’ observation from the sample.

From Table 3, it is obvious that the highest
correlation among all 7 independent variables
occurs between inflation rate and economic
growth (0.5915), which is still far away from
perfect collinearity. Therefore, our model ful-
fills the third assumption.

To test the zero conditional mean assump-
tion, we run the regression of NIM on all 7

independent variables, save the residuals and
analyze them from two aspects: (1) t-test to see
if the mean of residuals is equal to zero and,
(2) check if the covariance of all explanatory
variables and residuals are all equal to zero. In
fact, both tests show that the mean of residuals
is not significantly different from 0 at the level
of 1% and all 7 explanatory variables share no
correlation with the residuals. Therefore, the
fourth assumption is satisfied.

Finally, to test homoskedasticity, we use the
Breusch-Pagan test with the null hypothesis be-
ing constant variance of the error term regard-
less of independent variables and get a result
with a p-value equal to 0.2933, which means
that we cannot reject the null, and our model
meets the fifth assumption at the level of signif-
icance of 10%.

In summary, all five satisfied Gauss-Mar-
kov assumptions contribute to a firm base for
our model and validate that the ordinary least
square approach would actually yield the best
linear unbiased estimation (BLUE). The re-

Journal of Economics and Development

76

Vol. 17, No.2, August 2015




Table 3: Correlation between independent variables

OpEx CR LMQ RA IF GR MC
OpEx 1
CR 0.0414 1
LMQ 0.3404 -0.0631 1
RA 0.3400 -0.2846 -0.1454 1
IF -0.0156 -0.0735 0.0263 0.0969 1
GR -0.2719 -0.1073 -0.1394 0.0381 0.5915 1
MC 0.0456 -0.2593 0.0719 0.2168 0.2841 -0.0062 1

Source: compiled with STATA

gression result in Table 4 is, therefore, well
supported and reliable.

4. Results and discussion

The regression results are shown in Table 4.
We use different combinations of independent
variables in order to objectively and accurately
evaluate the effect of each factor on NIM. We
start with the full model as in other research
introduced earlier, and then start omitting in-
significant or too highly correlated variables
until we achieve a reliable and optimal modi-
fied model. The criterion for omitting variables
lies in the significance of estimated parameter
coefficients, and the iteration stops when all co-
efficients are significant at the level 10%.

Model 1 is the regression of NIM on all 7
explanatory variables, which yields conven-
tionally significant estimates (i.e. at the level of
10%) for all but credit risk (CR) and economic
growth (GR). Since the t-statistics of credit risk
coefficient estimate is lower than that of eco-
nomic growth, we should focus on this variable
first. We omit this variable in model 2. The new
regression result shows that without the pres-
ence of CR in the model, the t-statistics of the
GR coefficient estimate improves but is still in-

significant at a 10% level. We move on to omit
GR from model 2 and get model 3. Since all
estimates in model 3 are significant at least at
the 10% level, model 3 is the optimal estimated
model with the studied sample. We conclude
that NIM of Vietnamese commercial banks is
determined by five factors: operating expense,
management quality, risk aversion, inflation
rate, and market concentration.

It is notable that even though there exist
correlations among some explanatory vari-
ables, the multicollinearity test in Table 5 using
variance inflation factor (VIF) shows that all 7
variables have the corresponding VIF smaller
than 5, which indicates that there is no multi-
collinearity between them, and the estimates
yielded from running regression are reliable.

As demonstrated in Table 4, all three models
show a 1% significantly positive parameter es-
timate of operating expense. This is convincing
proof of the positive effect that a Vietnamese
bank’s operating expense poses on its NIM.
This conclusion is in agreement with our expec-
tation and the result yielded by other research-
ers using data from different markets (Maudos
and Fernandez de Guevara, 2004; Martinez and
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Table 4: Regression results

Model 1 Model 2 Model 3
ObEx 1.518%** 1.524%%% 1.604%%*
P (9.48) (9.69) (10.66)
0.028
CR (0.22)
_0.010%** Z0.010%** 20.010%**
LMQ (-8.42) (-8.61) (-8.52)
RA 0.050%%* 0.049%%* 0.047%*
(4.64) (4.82) (4.62)
I 0.045%* 0.046%* 0.026*
(2.43) (2.46) (1.83)
-0.263 -0.266
GR (-1.60) (-1.64)
MC -0.055%* -0.056%* -0.048%*
(-2.79) (-2.91) (-2.58)
Constant 0.037%* 0.038%%* 0.020%%*
(2.69) (2.89) (2.64)
Adj. R-squared 0.5946 0.5969 0.5929
Prob> F 0.000 0.000 0.000

Note: Significance level: *** [%, ** 5%, * 10%, N =

Source: Compiled with STATA

Mody, 2004; Tarus et al., 2012). When oper-
ating expense becomes larger, the bank would
actively increase its interest revenues and de-
crease its interest expenses in order to pass the
higher expense on its customers (Maudos and
Fernandez de Guevara, 2004).

All models yield a nearly consistent result
of management quality at the significance level
of 1%. It is notable that because this variable

175

is proxy by the ratio of operating expenses to
gross operating income, the higher ratio asso-
ciates with more operating expenses needed
to generate income, and consequently a worse
quality of management. Therefore, negative
parameter estimates of quality management in
all models denote a positive determining effect
of this variable on Vietnamese banks’ NIM,
which is compatible with our expectation and

Table 5: Variance inflation factor of 7 independent variables

Variables OpEx CR LMQ

RA IF GR MC

VIF 1.58 1.21 1.31

1.48 1.85 1.87 1.27

Source: Compiled with STATA
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with other studies such as Angbazo (1997),
Maudos and Fernandez de Guevara (2004),
and Kalluci (2010). A better management picks
out better assets with high return and low cost,
which increases interest revenue and thus NIM
(Maudos and Fernandez de Guevara, 2004).

As we can see from Table 4, all parameter
estimates of risk aversion are positive and sta-
tistically significant at a 1% level. Clearly, this
variable has a positive effect on the NIM of ob-
served commercial banks in Vietnam, which is
in accordance with earlier research by Maudos
and Fernandez de Guevara (2004). Trying to
avoid risks, banks would tend to finance them-
selves by equity instead of by debts. Due to the
effect of tax shield in debts’ interest, financing
by more equity translates into a higher cost of
capital, which then is passed by the bank to its
customers in the form of higher loan interest
rate and thus higher NIM (Maudos and Fernan-
dez de Guevara, 2004).

The regression results show that inflation
rate has statistically significant coefficient es-
timates at a level of 5% in models 1 and 2 and
at a level of 10% in model 3. Overall, we can
conclude that inflation rate has a positive ef-
fect on Vietnamese banks’ NIM. This finding
is consistent with other studies conducted by
Demirgiig-Kunt and Huizinga (1999), Brock
and Suarez (2000), Claessens et al. (2001), and
Drakos (2002). When inflation rate increases,
the real cost of borrowing money decreases,
which stimulates people into demanding more
credits from their bank. Consequently, the bank
responds by adjusting loan interest rates to a
higher level, which leads to higher NIM (Tarus
et al., 2012).

Banking market concentration, represented

by the 3-firm concentration ratio, has signifi-
cantly negative parameter estimates at all mod-
els running. This result shows that the mar-
ket concentration of the Vietnamese banking
industry has a negative effect on the NIM of
member banks, and we reach the same conclu-
sion as Tarus et al. (2012). As we expect, the
more concentrated the market, the better the
government can manage the industry (Samy,
2003). Since a lower NIM is desirable in order
to make the financial intermediary system more
effective and beneficial to the economy in gen-
eral, banks’ NIM would be suppressed actively
by the government.

5. Conclusion, policy implications, and
suggestions for further research

Within this paper, we identify determi-
nants of commercial banks’ NIM in Vietnam.
According to the result, when factors such as
operating expense, management quality, risk
aversion, and inflation increase, they will also
raise banks’ NIM. Meanwhile, the banking
market concentration has a negative causal ef-
fect on the NIM of banks within the market. In
contrast to our prediction, credit risk and eco-
nomic growth have no significant relation with
NIM in the Vietnamese banking sector.

It is notable that bankers have incentives to
increase NIM in pursuit of their own profit,
while the government, assuming a benevolent
one which always prioritizes the best for its cit-
izens, would prefer a low average NIM in the
banking sector in order to mitigate the cost of
the financial intermediary system and improve
the economic values provided to the society.
Based on these findings, some implications are
presented in order to put NIM under the discre-
tion of both perspectives-bank managers’ and
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policymakers’.

The first thing to take into consideration is
operating expenses, because it is the numerator
in the measurement of both OpEx and MQ. Al-
though OpEx positively affects NIM, it might
be counterproductive for a bank to take on
more overheads only for the purpose of higher
NIM. Therefore, the main implication from this
factor is for the government. Tight regulations
regarding management and accounting prac-
tices should be established, which would help
constrain the banks from freely raising NIM
in order to make up for their high expenses at
the cost of society. Moreover, more innovative
market conditions allowing for free market, for
example eliminating privileges of State-owned
banks to promote fair competition, would force
inefficiently operating banks to automatically
reduce their operating expenses to stay com-
petitive, which in turn lowers NIM and benefits
the customers. From the banks’ viewpoint, be-
cause good management quality (MQ) can re-
sult in better assets picks and thus higher NIM,
a bank should keep good track of its board of
managers, and focus on developing operating
efficiency and cutting costs. These courses of
action would bring about higher management
quality, which translates into improved NIM.

The next implication comes from the vari-
able inflation rate (IF). As inferable from the
above result, the inflation rate in Vietnam has
a positive effect on the country’s banking sec-
tor’s NIM, so the policymakers should try to
put inflation under an acceptable threshold to
keep NIM low. To tame inflation is also one of
the Vietnamese government’s main objectives
alongside stabilizing macroeconomics since
2012 till now, in which it actually has achieved

certain success, as the inflation rate dropped
from an average of 13% during the observed
period 2008-2012 to 4.09% at the end of 2014,
according to the Statistics Bureau. For further
improvements, well researched policies to con-
trol inflation would be either to appoint a con-
servative central banker (Rogoff, 1985), who is
extremely intolerant of inflation, or to increase
the central bank’s independence from the gov-
ernment (Grilli et al., 1991).

Lastly, market concentration (MC) should
also be taken into account, as it negatively af-
fects banks’ NIM. As a part of the course of
action taken by the State Bank of Vietnam to
restructure the national financial system, merg-
er and acquisition (M&A) activities between
large banks and under-performing ones have
been strongly encouraged recently. Only within
the first five months 0of 2015, according to news
on the State Bank of Vietnam’s website, three
M&A contracts have been approved, and even
more are to come in the following months.
As the number of players reduces, the market
share still lies in the hand of state-owned gi-
ants like Vietcombank, Vietinbank, Agribank,
etc. Therefore, the government can easily get a
grasp of the industry and impose restrictions on
NIM. The most difficult thing for policymak-
ers, however, is to set apart clearly in which
field to intervene and in which to not so that
the market mechanism still functions well to
ensure fair competitiveness.

There are two limitations in this paper that
need to be coped with and improved in further
research. First, the secondary data collected
in this research should be dealt with with care
for objective reasons, such as inconsistency in
the Vietnamese banks’ pattern of establishing
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annual financial statements and M&A deals of of observations may also be expanded to get a

banks which may have a distorting effect onthe  more generalized look at the subject. The au-

data. Second, the unusual increase in Vietnam’s thors of this research hope to shed light on the

inflation rate and the instability of macroeco- . .
. .. . Y ) determinants of Vietnamese banks’ NIM, to fill
nomic conditions during the observed period of

time may need to be taken into account in fur- in the gap on this topic between Vietnam and

ther research in the form of dummy variables Other countries, and build a firm empirical ref-

included in the regression model. The timeline erence base for future study of the subject.
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