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MAXIMIZING FINANCE
FOR DEVELOPMENT IN
VIETNAM’S ENERGY
SECTOR

Vietnam has successfully developed the electricity and gas sectors that have
contributed substantially to the economic development of Vietnam. To date, near-
universal electrification has been achieved, and the industrial, commercial, and
residential sectors benefit from increasingly reliable electricity and gas supply.
By early 2018, 99.9 percent of the country’s communes and 99 percent of its
rural households were connected to the grid. Both EVN and PVN, the state-owned
electricity and gas utilities, are operationally and technically strong.

Vietnam has a hydro-based power system, claiming 38 percent of installed capacity
in 2017, followed by coal (34 percent) and natural gas (18 percent). Future invest-
ment requirements in generation are huge, and the country is expected to increase
generation capacity from the current 42 GW to 100 GW by 2030. Because most
domestic hydropower resources have already been developed, and to reduce the
planned scale-up of coal-fired power generation, Vietnam has established renewa-
bles targets for solar and wind (18 GW by 2030).

Starting in 1995, PVN, jointly with international oil and gas companies, devel-
oped large-scale gas fields in offshore central and southern Vietnam. In 2017,
total offshore gas production was about 10 bem, mostly destined for gas-to-power.
PVN is one of the most significant enterprises operating in the Vietnamese economy,
accounting for about 20 percent of national GDP and contributing to 20-30 percent
of state budget revenues.

To improve the efficiency of the gas and power sector, the government has
embarked on introducing competition in those sectors. Electricity liberaligation
started in 2004 with the unbundling of EVN, the establishment of a regulator, and the
introduction of a competitive generation market to ensure long-term sustainability
of the power supply. The wholesale electricity market will be fully operational by
2021, allowing large eligible consumers to contract directly with power generators.
The government is embarking on a similar liberaligation process for gas, is currently
preparing a relevant restructuring roadmap for PVN, and introducing a legal and
regulatory framework for promoting LNG development, especially for gas-to-power.
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The purpose of this study is to explore ways of maximizing finance for development
(MFD) for the electricity and gas sector in Vietnam. The report identifies financing needs
and constraints for the electricity and natural gas sectors from 2018 through 2035 and
outlines a roadmap for seiging these opportunities.

Vietnam has experienced double-digit growth in energy demand, calling for continued
high levels of investment in the electricity and gas sectors.

Electricity. In the electricity sector demand has grown at a compound annual growth
rate of 13 percent since 2000 and is projected to continue to grow at 8 percent
through 2030. The government estimates that generation capacity needs to in-
crease from the current 42 GW to 60 GW by 2020 and to 100 GW by 2030. This
would require the installation of 5 GW annually between 2018 and 2030, which poses
huge technical, administrative, and financial challenges. High levels of historic in-
vestment at close to USS$8 billion annually will need to be further increased to about
US$8-12 billion annually frontloaded through 2030, with an increasing shift toward
investments in renewable energy, thermal generation, and network infrastructure.

Natural gas. Natural gas will play a critical role in satisfying future energy demand
in the electricity and industrial sectors, and Vietnam’s Gas Master Plan (GMP) shows
gas demand growing from the current 10 bem/year up to 30 bem/year by 2035.
However, even with the planned development of two new offshore gas fields, domes-
tic gas production will fall short of projected demand, and LNG imports will comprise
more than half of total gas supply by 2035. Cumulative investment needs for the pe-
riod 2015-35 are estimated at around US$20 billion, including upstream production
facilities, pipelines, gas treatment facilities, and LNG infrastructure.

Vietnam’s traditional financing model for energy infrastructure has relied mostly on
public investment by state-owned enterprises (EVN and PVN), backed by government
guarantees, with significant domestic and international private sector participation.

Electricity. The bulk of power generation as well as all network infrastructure has
been funded through the balance sheet of EVN. The Ministry of Finance (MOF)
on-lends concessional, foreign currency-denominated resources from international fi-
nancial institutions (IFls) and development partners (DPs) to EVN at less than conces-
sional rates. The MOF also guarantees EVN’s direct borrowing from local and interna-
tional commercial banks. About 30 percent of generation capacity (13 GW) has been
developed by the domestic and international private sector under build-transfer-op-
erate (BOT) arrangements, often accompanied by government support in the form of
a government guarantee undertaking (GGU) and guarantees, mainly for large thermal
power plants financed by international investors. Only private sector investments in
small hydropower plants (about 3 GW) have generally been made without any govern-
ment support.

Natural gas. The national oil and gas company, PVN, has been primarily responsible for
the development of the natural gas sector. In upstream exploration and production, it
enters into production-sharing contracts (PSCs) with international oil companies. In the
case of midstream gas pipelines, about half of all investments have been undertaken

Maximizing Finance for Development in Vietnam'’s Energy Sector



under BOT contracts with international investors. The downstream gas sector has been
financed and developed by PV Gas, a fully owned PVN subsidiary.

The changing macroeconomic and sectoral context mean that the traditional approach
to financing electricity and gas investments is no longer sustainable.

Electricity. Vietnam’s public debt ceiling is approaching the statutory limit of
65 percent of GDP. This means that for some years to come there will be limited fis-
cal space available for either direct public borrowing or government guaranteed bor-
rowing that counts toward the statutory limit. At the same time, Vietnam'’s middle-
income status is reducing the availability of highly concessional financing. Moreover,
the current power sector reform and liberaligation process, the scaling up of renew-
ables, and the planned equitigation and divestiture of EVN’s generation subsidiar-
ies creates opportunities to explore new approaches to financing the energy sector.
A major milestone has been the positive Fitch credit rating of EVN from June 6, 2018,
at BB—Outlook Stable (equal to Vietnam’s sovereign rating). That rating may now
provide EVN access to international capital markets on a nonsovereign basis, as well
as provide the private sector with more certainty on the financial viability of the util-
ity when signing long-term power purchase agreements (PPAs).

Natural gas. Development of Vietnam'’s next generation of gas fields will require large
investments at a time when, due to lower oil prices, PVN is financially stretched.
At the same time, the need for new investments in midstream gas infrastructure
and the challenges being encountered in moving forward with LNG import projects
are exposing weaknesses in Vietnam'’s existing gas market structure and pricing re-
gime, under which PVN is the monopoly midstream player and gas prices are based
on bilateral negotiations referencing low-cost fields developed prior to 2007. A com-
prehensive gas liberaligation and PVN restructuring strategy is needed for the de-
velopment of the domestic gas market. Limited domestic gas reserves and current
attractive LNG prices require the exploration of the potential use of floating storage
and regasification units (FSRUs) as a means of speeding up regasification terminal
development and lowering financing requirements, increasing flexibility, and reduc-
ing risk associated with LNG to fill the supply and demand gap.

Given the limited fiscal headroom and the reduction in the amounts of highly conces-
sional financing available moving forward, it will be important for Vietnam to start
mobiliging other sources of financing for the electricity and gas sector.

Commercial financing. Aside from public funding and concessional financing from
IFls and DPs, the main source of financing will be from the private sector, which will
typically provide financing on nonconcessional, i.e., commercial terms. There are
many commercial banks (both domestic and international) that are willing to lend
to well-structured projects, and there are also currently trillions of dollars sitting
with institutional investors (e.g., pension funds and insurance companies) that are
beginning to look at emerging market infrastructure as a possible investment class
because of the returns on these assets and because these infrastructure assets are
typically long-term in nature, which matches their long-term insurance and pension
liabilities.

Maximizing Finance for Development in Vietnam’s Energy Sector
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PPPs/IPPs. There are many benefits that can be derived through Vietnam enter-
ing into a partnership with the private sector to deliver infrastructure, including:
(i) access to private sector financing (thereby reducing the upfront funding burden
on the state); (ii) technical skKills; and (iii) efficiencies in terms of delivery (design, con-
struction, and operation). Hence, the private sector can often design, build, and oper-
ate energy infrastructure at a lower overall cost and more efficiently than the public
sector can, while also delivering the project on time and within budget.

Blended financing. It will be important for Vietnam to leverage its limited fiscal re-
sources to try and maximige financing from other sources. Sometimes, the optimum
approach may be to blend concessional financing with commercial financing to help
encourage commercial financing to come into the project and ensure it is feasible
from a private sector’s perspective.

Looking ahead, the following constraints will need to be addressed to unlock new sources
of financing for the energy sector.

1

Constraints affecting PPPs/IPPs.

) Ambiguous and changing legal framework. The government has recently re-
placed Decree No. 15/2015/ND-CP with Decree No. 63/2018/ND-CP. Under the
previous Decree No. 15, no new PPP projects had been successfully procured
because government agencies preferred to make use of the relevant invest-
ment law provisions to procure projects, as these were seen to be less strin-
gent with respect to the preparation of feasibility studies and the application
of competitive procurement procedures. Decree No. 63 only came into effect in
June 2018, and while it does provide much needed clarification in some areas, it
will be interesting to see whether this new Decree will act as a catalyst for the
successful procurement of PPP projects.

) Risk allocation. Several projects from Vietnam’s “second wave of independent
power projects” from 2007/08 have yet to reach financial closure one
decade later due to protracted negotiations over risk allocation, including
suitable government supports. The PPAs issued for renewable energy
(small hydro, solar PV, wind, biomass, and solid waste-to-energy)' are not
considered bankable by international investors for project finance due to a
risk allocation that is not in line with international best practice; this inhibits
foreign expertise and potentially cheaper cross-border capital into the
Vietnamese renewables sector. To scale up renewables deployment, there is a
need for unified and well-defined risk allocation in project contracts, consistent
with international best practices and adapted to Vietnamese requirements.

0 Government support. Although the legal framework allows government sup-
port to be provided, there is currently no clear and transparent policy on the
provision of such government support to electricity and gas projects and its
fiscal implications (particularly in relation to contingent liabilities).

Circular No. 32/2014/TT-BCT for small hydro; Circular No. 44/2015/TT-BCT for biomass;
Circular No. 32/2015/TT-BCT for solid-waste-to-energy; Circular No. 32/2012/TT-BCT for wind,;
Circular No. 16/2017/TT-BCT for solar.

Maximizing Finance for Development in Vietnam’s Energy Sector



o Foreign exchange convertibility. Despite Vietnam having removed controls on
currency convertibility, foreign investors remain concerned about the long-
term availability of foreign exchange and usually require government convert-
ibility undertakings.

o Alignment of electricity and gas. There is a need for tighter operational and
contractual alignment of gas and electricity projects, given that the power sec-
tor consumes 80 percent of natural gas production. In particular, the bank-
ability of gas purchase agreements critically hinges on the bankability of the
related downstream power purchase agreements, necessitating closer coordi-
nation among both sectors moving forward.

Constraints affecting corporate finance by SOEs. Both EVN and PVN are large state-
owned enterprises that should, in principle, be able to raise their own corporate
finance based on the strength of their balance sheet, without recourse to govern-
ment guarantees. In the case of EVN, although the company is efficiently run, the
government’s constraints to raise tariffs from US$0.076 per kilowatt-hour (covering
operating costs and debt service only) to full cost-recovery levels of about US$0.12
per kilowatt-hour (also covering capital expenditures) for social, macroeconomic, and
political reasons has left the company financially weakened. The recently completed
Fitch credit rating of EVN at BB—Outlook Stable—has created a positive momen-
tum, allowing EVN more opportunities to access offshore financing on a nonsovereign
basis. In the case of PVN, volatile oil prices and the company’s extensive diversifica-
tion beyond its core business has led to a weakening of its financial position; and the
government now has plans to divest PVN subsidiaries, both in core and noncore busi-
nesses to raise financing, bring in private sector capital and expertise, and create a
more efficient gas market.

Constraints affecting local capital markets. Despite sigeable domestic savings of
US$60 billion annually, deficiencies in the local banking sector and capital markets
limit the extent to which these resources can be channeled into energy projects,
which require long-tenor and fixed-interest debt.

o Domestic commercial banks. These banks have outstanding loans of US$250
billion but are heavily skewed toward short- and medium-term lending (up to
3 years maturity), reflecting the lack of long-term deposits and the flat yield
curve by deposit duration. At the same time, there is a lack of technical capac-
ity in the banking sector to evaluate new types of energy projects, such as
renewables and LNG.

) Stock exchange. While there is a stock exchange in Vietnam, market liquidity is
low and the market is dominated by state-controlled companies.

) Bond market. The corporate bond sector remains in its infancy, with total issu-
ances under 1 percent of GDP and a shortage of suitable large corporates that
could issue bonds.

) Institutional investors. Resources maintained by longer-term investors like
public pension funds and insurance companies remain modest (US$25 billion),
and their investments are mostly confined to government bonds.

Maximizing Finance for Development in Vietnam’s Energy Sector
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Tapping new and larger sources of finance for much-needed energy infrastructure in-
vestment requires a major coordinated policy effort organized along three pillars, which
will in turn help to achieve a gradual transformation of the electricity and gas sector.

Pillar I: Develop multiyear IPP/PPP programs to build investor confidence.

To achieve the kind of scale-up of IPPs/PPPs needed to deliver the next wave of energy
investments, there will need to be a well-designed programmatic approach rolled out
over the next few years, especially for power generation. While Vietnam has recently
made progress in harmoniging and integrating the legal framework for PPPs, this still falls
well short of what is needed to kick-start a major new program of PPPs/IPPs on the scale
needed to address the energy sector investment needs through 2030. There are still many
critical elements missing from the enabling environment. Hence, the government should
consider crafting a multiyear IPP program for power generation based on a substantial
project pipeline, applying competitive bidding with a view to establishing a strong track
record of speedily and competitively implemented IPP projects that will gradually reduce
the need for government support as investor confidence increases. The development of IPP
program should be jointly developed with Power Sector Development Plan 8 (PDP8) which
will be approved by the government in 2020.

As an immediate priority, the government is designing a post feed-in tariff (FIT) competi-
tive auction regime to attract private sector investment into solar PV development at scale
and to achieve the government’s 12 GW target by 2030. That solar auction regime will also
review and adjust the current contractual and regulatory risk management framework
(including PPASs) to bring in international expertise and investment at a competitive cost,
tapping into domestic and offshore finance.

Pillar II: Prepare electricity and gas companies to access commercial finance.

Corporate financing will remain a central channel for funding investment into the sector,
but this will increasingly need to be on the strength of the company’s own balance
sheet without state recourse. All government-owned energy companies should work
toward improving their financial performance, bringing in private sector financing and
expertise and obtaining credit ratings with the objective of gradually raising their
own debt finance without state support. Rationaliging pricing policies and increasing
transparency of tariff setting for both electricity and gas, as well as modernizing
the associated regulatory and institutional frameworks, will be critical to achieving
such creditworthiness. This should include the application of two-part (capacity and
energy charges), time-of-use (TOU) retail tariffs for medium and large consumers to:
(i) provide accurate price signals reflecting costs of efficient service delivery and their
variation over time; and (ii) allow power companies to recover fixed costs of supply through
fixed (capacity) charges and variable costs through variable (energy) charges. In addition,
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the compensation for ancillary service provisions provided by EVN to maintain reliable
operations, such as frequency control and spinning reserves, would further enhance
the company’s financial position. During the transition period, until this is achieved,
targeted concessional financing will continue to be required to fund critical infrastructure
investments that ensure sustainable, affordable and reliable energy supply in Vietnam.

EVN has recently achieved a BB credit rating by Fitch. This is a major milestone for EVN,
allowing it to get access to offshore finance on a nonsovereign basis. Based on its positive
credit rating, ENV is planning its first international bond issuance. EVN is also planning
credit ratings for its transmission and distribution companies (NPT, PCs). PVN is also in the
process of getting a credit rating.

Pillar 1ll: Improve the availability of local-currency financing.

There is a pressing need to strengthen the domestic commercial banking sector while
deepening and broadening domestic capital markets. Both project finance and corpo-
rate finance structures could benefit from a greater availability of longer-term, lower-cost
local-currency financing through domestic capital markets. Local-currency financing is
attractive in several ways and avoids risks associated with exchange rate variations and
currency convertibility. Nevertheless, at present, these advantages are outweighed by high
interest rates, short tenors, and constraints on the availability of capital in the banking
sector. Addressing these will call for a concerted effort to deepen and broaden Vietnam’s
capital markets, particularly deepening the domestic corporate bond market as an alter-
native channel of finance. While the domestic financing market is being developed, it
will be important for Vietnam to mobilige offshore financing in a sustainable manner
while closely monitoring the fiscal commitments and contingent liabilities that may

arise from such financing.

Improvingbankingsectorsoundnessandcapitalmarketdevelopmentaretwo
priorityareasforthegovernment. Throughvariousfinancialsectorsupport
programs it seeks to reduce the risks in the banking sector that inhibit
long-term financial intermediation to the real sectors in the economy,

. | including the energy sector, and to support the development of do-
{ \

mestic capital markets to channel long-term financial resources
toward long-term growth and development in Vietnam.
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1.  Why This Study Now?

The electricity and gas sectors are among the largest and most strategic segments of
the Vietnamese economy. Electricity sector reform and restructuring started in earnest in
2004 with the passing of the Electricity Law, aimed at ensuring the sustainable develop-
ment of the sector to meet the fast-growing electricity demand. The overall and continu-
ous guiding principles set by the government regarding power sector development are to:
(i) ensure reliable, safe power system operation and security of supply; and (ii) minimige
impacts on electricity tariffs (macroeconomic spillover effects and distributional impacts).
Gas sector reform has been lagging the electricity sector and the government is currently
developing a gas liberaligation roadmap to stimulate gas and LNG development and to
improve the overall sector performance. The government aims to publish the gas liberaliza-
tion roadmap in 2019.

Vietnam’s electricity sector has made tremendous strides in recent years, yet major
challenges still lie ahead, calling for substantial new investments. Vietnam'’s electric-
ity sector is among the most successful in the developing world. EVN is a technically and
operationally strong company that has used concessional? financing effectively. In recent
years, the electricity sector has made great progress in improving security of supply, near-
universal electrification, high levels of operational efficiency, and an energy mix that is
dominated by hydropower, followed by gas and coal. Vietnam has also implemented a com-
petitive generation market and is seeking to establish a wholesale electricity market by
2021. However, sustaining these achievements (including dealing with limited domestic en-
ergy resources), keeping pace with demand from a rapidly growing economy, and meeting
ambitious climate change targets under the Nationally Determined Contributions (NDC),
requires large new investments, especially in renewables and natural gas. If those invest-
ments are not forthcoming, it will further increase Vietnam’s reliance on (increasingly im-
ported) coal to meet its energy needs, with substantial negative environmental, health,
climate, and economic impacts. In this context, the development of PDP8 will be critical
to balance the least cost power system planning objectives with the wider climate change
targets the government has committed under the NDC.

Promoting the clean energy transition to achieving NDC targets: Vietnam has been
extremely successful in exploring its domestic gas, coal, and hydropower reserves, and
currently has a high share of renewables (i.e., hydropower) in its overall energy mix. How-
ever, domestic energy resources are limited, and Vietnam will increasingly rely on im-
ported energy sources to meet its fast-growing domestic energy needs. Imported coal
is planned to play a particularly important source of future power generation under the
government’s Revised Power System Development Plan 7. However, since Vietnam’s cli-
mate change targets adopted at the 21st Conference of the Parties of the United Nations
Framework Convention on Climate Change (COP21) in December 2015, the government
has set solar and wind generation targets of 18 GW by 2030, aimed at reducing its fu-
ture reliance on imported coal. In its Low Carbon Development Strategy for Vietnam in

2 There is no single definition of ‘concessional finance’. This report distinguishes between the degree of con-
cessionality, including highly concessional finance (similar to IDA terms or grants) and less concessional
finance (similar to IBRD terms, EXIM banks, etc).
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2016, the Bank further estimated that up to 12 GW of new coal-fired generation could be
avoided through demand-side energy efficiency measures. Additional hydropower imports
from Lao PDR could further reduce the need to install 5 GW of coal-fired generation by
2030. There is also huge potential for importing large volumes of renewables into Northern
Vietnam from Southern China, which has a surplus of electricity generated from renew-
able energy. A recently conducted rooftop solar PV assessment for Danang and HCMC,
demonstrated a rooftop solar potential for both cities of 1 GW and 6 GW, respectively.
Implementing and scaling up Vietnam’s solar (including rooftop solar PV), wind, energy effi-
ciency, and power trading potential can substantially contribute to achieving the country’s
climate change targets and reducing its reliance on future coal-fired power generation.

Vietnam’s past model for electricity and gas sector financing, which relied primarily
on public investment, no longer seems viable; new approaches are therefore needed.
To date, Vietnam has been able to mobilize a substantial volume of public investment and
concessional financing to build its energy sector. The use of highly concessional financ-
ing is coming under increasing pressure due to a combination of macroeconomic and fis-
cal constraints, as well as the fact that Vietnam is now transitioning to middle-income
country status, which will reduce the volume of “highly” concessional funding that is avail-
able moving forward. There are still large volumes of less concessional financing available,
especially provided by bilateral DPs, but it is insufficient to meet the growing financing
needs, and they mostly require government counter-guarantees.

Given the above constraints, it will be important for Vietnam to mobilige financing from
alternative sources. Experience to date in Vietnam has shown that private sector inves-
tors and commercial lenders (domestic and international) are willing to support well-struc-
tured projects that are procured in a competitive and transparent manner. In addition to
commercial banks, there are domestic and international institutional investors that have
expressed an interest in energy projects in Vietnam.

Private sector participation in the energy sector through PPPs/IPPs can bring several ben-
efits to Vietnam. These benefits include: (i) access to private sector financing (thereby re-
ducing the upfront funding burden on the state); (ii) technical skills; and (iii) efficiencies in
terms of energy infrastructure delivery (design, procurement, construction, and operation).

The purpose of this study is to identify how to maximige the capital available to Viet-
nam in the energy sector in order to efficiently meet future energy demand. This report
identifies financing needs and constraints for the energy sector in the short to medium
term and outlines a roadmap for overcoming these constraints and seiging opportunities to
gradually achieve a transformation of the sector. It covers both electricity (power genera-
tion, transmission, and distribution) and gas (gas pipelines and LNG). The report forms part
of the World Bank Group’s Infrastructure Sector Assessment Program (INFRA-SAP). It is
based on the principle of prioritiging private sector commercial sources of finance wher-
ever possible; as long as these do not create unsustainable liabilities and provide value for
money for the government of Vietnam. Where private sector commercial financing may
not be feasible straightaway due to constraints in the enabling and regulatory environ-
ment or certain specific risks, the priority of the World Bank Group is to identify and
address such constraints and to develop and offer options for risk mitigation to open up
such capital flows. Where private sector financing is not viable despite regulatory reform
and risk mitigation, or where certain sectors are not open to private sector participation
and financing, public or blended finance may be needed.

Maximizing Finance for Development in Vietnam’s Energy Sector
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2. How Much Does Vietnam Need to Invest in Energy?

2.1 Electricity

Due to vibrant economic growth, electricity demand in Vietnam has been rising rapidly.
A compound annual growth rate in demand of 13 percent since 2000 has resulted in a
doubling of electricity consumption every six years. While the demand forecast through
2030 envisages a dampening of demand growth, expansion is expected to remain rapid at
8 percent per year, implying a doubling of electricity consumption every nine years.?

Graph 1: Historic and Forecast Trends in Electricity Demand (2000-30)
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Source: EVN and MOIT.

Over the period 2011-15, the Vietnamese electricity sector has achieved investments
of USS$7.8 billion per year on average. While this is a significant sum, it falls short of the
annual investment amount that will be required for the period 2015-30. Over 80 percent
of this investment has been concentrated in the power generation segment; and almost
all of this has gone to large coal-fired, gas-fired, and hydropower projects. At the same
time, electricity sector investments as a share of GDP will continue to decline, averaging
2.3-2.8 percent annually from 2016 to 2030 (table 1).

3 Itis important to point out that the demand forecasts and investrment estimates in this report are based
mostly on data from the RPDP7 approved in April 2016. The government is currently preparing PDP8 to be
finaliged in 2020. The objective of this section is to provide a general overview of future investment require-
ments and the associated challenges.
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To keep pace with demand, electricity sector investments will need to accelerate
substantially, to around US$8-12 billion annually for the period 2016-30. According
to the government’s PDP7, the total investment needed in the power sector for the fore-
casted period of 2016-30 are estimated at US$152-185 billion. The estimated annual
needs range from US$8-12 billion; this is significantly higher than what has been achieved
historically.

Moreover, a substantial shift toward cleaner sources of energy is envisaged. Under the
RPDP7, while coal will continue to dominate future generation investments, there is also
considerable diversification, with new renewable energy (wind and solar) forming the sec-
ond largest investment category and natural gas also representing a significant share.

Table 1: Historic Investment Trends and Forecast Investment Needs for the Power
Sector (USS$ billions)

Average Annual Investment Total Investment
Historic Period Forecast Period Financing Needs
2011-15 2016-20 2020-25 2025-30 2016-30
Generation 6.6 9.8-12.0 7.8-9.5 6.0-7.3 118-144
+ Coal 3.6 7.2-8.8 3.9-4.7 3.9-4.7 75-92
+ Gas (and oil) 0.4 1.2-1.4 0.8-1.0 0.0-0.1 10-12
+ Large hydro 25 0.3-0.4 0.8-0.9 - 5-7
+ Renewables 01 1.1-1.3 2.3-2.9 2.0-2.5 27-33
Network 1.2 1.7-21 2.4-2.9 2.6-3.2 34-41
+ Transmission 0.5 0.8-1.0 1.3-1.5 1.3-1.6 17-21
+ Distribution 0.7 0.9-11 11-1.4 1.3-1.6 17-21
Grand total 7.8 11.6-14.1 10.1-12.4 8.6-10.5 152-185
Total (% of GDP) 4.6 3.4-41 2.6-3.2 1.4-1.7 2.3-2.8

Source: World Bank calculations based on data from RPDP7, EVN, and MOIT. A range of future investment
requirements was calculated based on low, medium, and high electricity demand forecasts in RPDP7.

This reflects Vietnam’s commitments under the Nationally Determined Contributions to
the Paris Climate Change Agreement to raise renewable energy capacity from the current
level of 12 GW to up to 30 GW by 2030. Achieving the country’s targets will also require
large-scale gas developments of about 10 GW, demand-side energy savings of 12 GW, and
increased hydropower imports from Laos of up to 5 GW by 2030. If those investments
are not forthcoming, imported coal will play an even greater role than currently planned.
Furthermore, the balance of future investment shifts slightly, from generation toward net-
work infrastructure, which accounts for about a third of total investment requirements.

EVN will continue to play an important role and will be responsible for about 30 percent
of total investment requirements until 2030, being fully responsible for all transmis-
sion and distribution investments via its subsidiaries National Power Transmission Cor-
poration (NPT) and the five Power Corporations (PCs). During the period 2018-22, EVN
debt financing requirements, which include new debt-to-finance capex as well as maturing
debt-to-refinance existing debt, are US$2.3-3.2 billion annually.

Maximizing Finance for Development in Vietnam’s Energy Sector
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Table 2: EVN Debt Financing Requirements (USS$ billions)
2018 2019 2020 2021 2022

Debt financing requirements 3.2 2.7 2.3 2.7 2.6
Source: EVN.

2.2 Natural Gas

Vietnam’s gas market has scaled-up rapidly during the 20 years since its inception, with
a primary focus on supplying gas-fired power generation. Large-scale natural gas extrac-
tion began in 1995 following major discoveries and the development of fields in four off-
shore basins: Nam Con Son and Cuu Long in the south, Malay Thu Chu in the southwest,
and Song Hong in the north. Gas reserves are estimated at around 202 bem. Annual out-
put, which has been expanding rapidly at 5 percent annually over the past decade, reached
9.8 bcm in 2017. The power sector accounts for about 80 percent of demand for natural
gas in Vietnam, with the remainder being evenly split between the fertilizer and industrial
sectors. Gas use is almost entirely confined to the southeast of the country.

Vietnam’s Gas Master Plan (GMP) forecasts a doubling of demand for gas between 2020
and 2025, reaching about 20 bem per year and leveling off thereafter. This surge in de-
mand will be driven by plans to increase gas-fired generation capacity from around 9 GW
in 2017 to 19 GW by 2030. There are also plans to further expand and diversify industrial
uses of gas into petrochemical activities, including production of ammonia and extraction
of ethane. Much of this demand will be met by new fields, although these will be increas-
ingly costly to develop due to deeper water and more complex geology. Therefore, it will
also be necessary to phase in LNG imports beginning in the early 2020s to complement
dwindling domestic natural gas production.

Graph 2: Historic and Forecast Trends in Natural Gas Demand (2005-35)
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If LNG prices remain comparatively low, a growing reliance on LNG could bring consid-
erable advantages by reducing costs and emissions and increasing flexibility of supply.
Since 2014, a sustained global oversupply situation has created a buyer’s market for LNG,
and Asian prices have declined from US$12-18/MMBtu in 2012-14 to US$5-10/MMBtu in
2016-18. At current prices, LNG-fired CCGT power is becoming increasingly competitive
with coal-fired power. In addition, LNG supply arrangements are becoming more and more
flexible: an increasing share of LNG trade is now conducted under spot-market sales and
short-term contracts, and LNG sellers are offering greater volume flexibility with much
lower take-or-pay requirements. Floating storage and regasification unit (FSRU)-based
LNG terminals provide importers with lower costs, quicker construction timelines, and
greater financial flexibility than traditional land-based terminals. These factors create a
window of opportunity for LNG buyers to lock-in attractive conditions. LNG-to-power will
likely remain an attractive option even if the expected tightening in the global LNG market
takes place post-2020.

The envisaged expansion of the gas market calls for a substantial scale-up in both
upstream and midstream gas sector investment. During the last 20 years, Vietnam has
invested a total of almost US$19 billion in upstream gas field development of the four
main offshore basins, the development of two gas processing plants (at Dinh Co and Ba
Ria with total capacity of 9 bem), and midstream infrastructure to create three separate
pipeline networks in different geographical regions (primarily concentrated in the south).
According to the GMP, investments for the next 20 years will need to be significantly
higher to deliver the planned expansion of the sector. Development of two new major gas
fields at Ca Voi Xanh and Block B-O Mon, to supply a total additional supply of 14 becm
per year, will entail upstream investments of around US$30 billion. In addition, the need
for midstream infrastructure is estimated at US$17-21 billion, including construction of
major new gas pipelines (primarily associated with bringing the gas production from the
two new mega-projects onshore), as well as the development of six LNG import terminals
with investments of US$7-9 billion.

Table 3: Historic Investment Trends and Forecast Investment Needs
for the Gas Sector (USS$ billions)

Historical Period Forecast Period
Cumulative 2005-15 Cumulative 2015-35¢

Upstream 16.7 27-33°

Ca Voi Xanh (Blue Whale) (9 bem/year) 18-22
Block B-O Mon (5 bem/year) 9-11
Midstream/downstream 1.9 17-21
Pipelines 1.9 6-8

Gas treatment plant Not available 2-3

LNG terminals 0 7-9
Other 0 1-2
Grand Total 18.6 44-54

Source: MOIT, World Bank.

a. A range of future investment requirements was calculated based on low, medium, and high electricity

demand forecasts in the gas master plan.

b. There is potentially significant double counting between upstream and associated mid- or downstream invest-

ments.

Maximizing Finance for Development in Vietnam’s Energy Sector

17 @



— -
\EY = -
e A W S\
‘-

N

h\
\

e ——
=

\ 3
\ Investment

— N SN

=

T




3. How Has Vietnam Financed Energy Sector
Investments to Date?

3.1 Electricity Sector

The electricity sector has relied primarily on state-guaranteed debt to finance the bulk
of its investment program through the national utility EVN. During the period 2010-
15, as much as 96 percent of EVN'’s capital expenditures was financed by debt, leading
to a total debt of USS$9 billion in 2016. Some US$8.1 billion of this EVN debt is de facto
backed by the MOF. The debt is almost equally split into two categories: US$4.2 billion
is on-lent to EVN by the MOF, which had borrowed it from a variety of IFls; and US$3.9 bil-
lion is direct loans to EVN from a variety of domestic and international commercial banks,
backed by the MOF through direct debt guarantees. Both categories of borrowing count
toward public debt.

EVN’s borrowing is primarily in foreign currencies, typically on nonconcessional terms,
and often of short maturity. Only 30 percent of EVN loans were denominated in the local
currency, leaving the company heavily exposed to foreign exchange risk for the remainder
of its loan portfolio, which is denominated primarily in U.S. dollars and Japanese yen. Much
of EVN’s borrowing is short term, yet the debt has been used to acquire long-term assets of
up to 25 years, thus causing a mismatch between EVN'’s assets and liabilities. The average
interest rate on all loans in 2011 was about 9.6 percent, decreasing to about 6.1 percent
in 2015 as older, more expensive loans were repaid and as market conditions for local and
international borrowing slowly improved.

The bulk of EVN'’s foreign currency loans are not provided at fully concessional financ-
ing terms, even when they originate with IFls; this is because they are typically channeled
through the government and a financial institution that bears credit risk, which on-lends
them to EVN, adding an on-lending fee and foreign exchange premium. These on-lending
modalities follow the Public Debt Management Law and other legislation regarding on-
lending to the government’s foreign loans. The government’s borrowing terms and condi-
tions passed through to EVN plus an on-lending fee of 0.25 percent is nevertheless con-
cessional compared with those terms and conditions provided by domestic commercial
finance to the power sector.

Maximizing Finance for Development in Vietnam’s Energy Sector
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Table 4: Overview of Fiscal Support Instruments

Instrument Legal and Regula- Key Features Recording Subject to
tory Framework 65 Percent
Debt Ceiling
On-lending of | - 2009 Public Debt | - Repayment obliga- | Public debt | Yes
concessional Management Law tion fully passed on
finance - Decree 78 on on- - Financial terms are
to SOEs lending 2/3 of commercial
borrowing
- +20/25 bps on-lend-
ing fee applies
- +400 bps premium
if MOF assumes
FOREX risk
Government | - 2009 Public Debt | - Maximum coverage | Publicly Yes
loan Management Law level at 70 percent | guaranteed
guarantees - Decree 4/2017 on | - <200 bps guarantee | debt
Government Guar- fees
antees - Collateral and credit
insurance required
- Limited to eligible
sectors (including
energy)
Other - Decree No. - Covers minimum Contingent | No
payment 63/2018/ND-CP revenue guarantees, | liabilities
guarantees dated May 4, 2018 termination pay- that are
ments, convertibility | not related
risk to debt go
- Limited to eligible unrecorded
sectors (including
energy)
Tax - Decree 04/2009 All power generation - No
concessions | - Decision 87/2010 | projects
(fiscal revenue | - Decision 37/2011
forgone) - Decree 75/2011

In the past EVN has also raised capital through the partial sale of strategic assets, such
as large generation plants. Between 2010 to 2016, EVN has partially divested 1.9 GW of
thermal and hydropower generation capacity, raising a total of US$S0.4 billion. In June 2017,
the prime minister approved the restructuring plan of EVN’s subsidiaries in which six sub-
sidiaries* will be fully divested. An IPO was attempted for 16 percent of Genco 3 in February
2018, which was, however, unsuccessful due to its high valuation and high indebtedness.

4 Including Thu Duc Electrical and Mechanical JSC, Dong Anh Electrical Equipment Corp, Binh Thuan Wind
Power JSC, EVNPECC3, and EVNPECC4, EVN has already divested 100 percent of EVN Finance JSC in 2017.
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Table 5: Capital Raised by EVN through Partial Generation Asset Sales (2010-16)

Installed Capacity Capital Raised EVN/Genco Owner-
(MW) (USS billions) ship Share (%)
Thermal
Pha Lai 1,040 0.192 51
Ninh Binh 100 0.009 55
Ba Ria 389 0.044 80
Hydropower
Thac Mo 150 0.049 52
Thac Ba 120 0.016 30
Vinh Son Song Hinh 136 0.075 31
Total 1,935 0.384
Source: EVN.

Over the period 2010-17, total borrowing of EVN was US$25.5 billion. Total foreign com-
mercial borrowing was US$6.4 billion, domestic commercial borrowing US$9 billion, and
borrowing from IFIS AND DPS US$10.1 billion.

Table 6: Total EVN Borrowing 2010-17 (USS billions)

2010 | 2011 | 2012 | 2013 | 2014 | 2015 | 2016 | 2017 | 2010-17
Foreign commercial 0.6 0.2 0.6 1.0 1.5 1.4 0.6 0.5 6.4
Domestic commercial | 1.2 0.7 0.8 1.5 1.8 1.2 1.0 0.8 9.0
IFls and bilaterals 1.2 1.3 1.4 1.5 1.3 1.2 1.2 1.0 10.1
Total 3.0 2.2 2.8 4.0 4.6 3.7 2.8 2.3 25.5
EVN equity 0.3 0.3 0.3 0.7 0.7 0.5 0.9 1.2 49
EVN equity (%) 10.9 | 131 9.1 169 | 161 | 135 | 31.0 52 19.2
Source: EVN.

Domestic commercial and development banks provide local currency debt to projects in
the electricity sector, typically on a corporate basis rather than a nonrecourse project
finance basis. The single borrower limit of 15 percent of a bank’s equity capital constrains
lending for many of the banks. Moreover, lending is further constrained by sector concen-
tration limits set by banks for prudential purposes. The current outstanding loans to the
energy sector from the domestic banking system is around $10 billion.s Based on a sample
of some of the major banks (VCB, CTG, BIDV, TCB, and SHB), an estimated 5 percent of
total outstanding loans are channeled to the electricity sector.

Vietnamese Dong lending rates to prioritiged sectors, including power, are currently
set at 6-9 percent annually for short-term loans, and 8-10 percent annually for long-
term loans. This compares with normal business lending rates of 7-10 percent annually
for short-term loans and 9-12 percent annually for long-term loans. Given the narrow dif-
ferential between short-term and long-term borrowing rates, there is little incentive for
banks to lend long-term, which is an issue for investors, such as EVN, that are borrowing
to invest in long-term assets.

5 Asreported by 24 domestic banks, representing 61.4 percent of the banking sector assets.
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The domestic private sector has been involved primarily in developing renewable energy
generation projects. The government currently provides incentives for investment in re-
newable energy. For hydropower, these are based on the regionally differentiated avoided
cost of thermal generation. For solar, they are based on relatively high feed-in tariffs (FITs)
at US$0.0935 per kilowatt-hour. The onshore and near shore FITs for wind was increased
to US$0.085 and US$0.098 per kilowatt-hour in September 2018, aiming at attracting
more investment. Both solar and wind FITs (as well as prices under recently approved im-
ported coal-fired power plants) exceed the average cost of wholesale power purchase of
US$0.072 per kilowatt-hour. Renewable energy projects to date have been mainly devel-
oped by domestic investors (due to the terms and conditions—i.e., PPA—offered) and some
of the large conglomerates, including the Bitexco Group, the HAGL group, the TTC group,
and the Hung Loc Phat Corporatie have invested in the sector. There have also been small-
er, local, private investors who mobiliged financing for projects of up to 30 MW. In addition
to providing equity, these sponsors obtained debt finance mostly from domestic commer-
cial banks on a corporate loan basis.

The international private sector has made a significant contribution to the financing of
several large thermal generation plants. While Vietnam is currently enjoying substantial
flows of FDI, with FDI in 2016 totaling around 8 percent of GDP (equivalent to around US$16
billion per year), relatively little has been captured by the energy sector. A total of around
USS8 billion went to the power sector between 1990 and 2016, where the international
private sector financed several large gas- and coal-fired power projects. International in-
vestor participation in renewable energy has been more limited due to concerns about the
bankability of current contractual documentation. However, there have been a few hydro-
power projects that were financed by foreign debt (often benefitting from a government
guarantee) and some foreign investors, have small equity investments in hydropower pro-
jects and the development of solar PV projects.

More recently, there has been a renewed surge in international private finance for
energy projects in Vietnam. In 2017, FDI in power generation was around US$8.4 billion (23
percent of total FDI in 2017), which is more than was raised in total during the last decade.
There were three electricity mega projects financed by Japanese and Singapore FDI, includ-
ing the US$2.8 billion Nghi Son 2 thermal power plant, the US$2.6 billion Van Phong 1 ther-
mal power plant, and the US$2.1 billion Nam Dinh 1 thermal power plant, all under the BOT
model with government support. South Korea FDI is also financing the US$1.3 billion Block
B O Mon gas pipeline project. In the first half of 2018, there was also eight wind and solar
project commitments by domestic and international investors totalling about US$1.5 billion.

In the past, international private investments in coal and gas sector investments have
required payment guarantees from the government of Vietnam. They benefit from a
government guarantee and undertaking (GGU) to cover certain Vietnam risks, including
nonperformance of SOEs in terms of offtake and supply, VND convertibility and inflation
adjustment, and termination payment obligations. Unlike MOF guarantees of commercial
bank loans borrowed by EVN, these nondebt-related contingent liabilities are not recorded
as part of publicly guaranteed debt but have potentially significant fiscal implications that
need to be carefully managed.
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Overall, by 2017, about 9.8 GW of thermal generation plants (i.e., coal, gas, and diesel)
have been financed by the international private sector and 3.4 GW of small and medium
hydropower and other renewables (wind), mostly by the domestic private sector. In total,
around US$8.5 billion came from international investment in thermal and around US$3 bil-
lion from domestic investment, primarily in small and medium hydro and wind generation
development. As of 2017, generation capacity funded by both the domestic and interna-
tional private sector represented 28 percent of the country’s installed capacity of 39 GW.
Notable privately financed power generation projects include the Phu My 2.2 gas fired BOT
(2002), the Phu My 3 gas-fired BOT power plant (2003), the Mong Duong coal-fired BOT
plant (2011), Vinh Tan coal-fired BOT plant (2014), and the Duyen Hai 2 Thermal Power
Plant (2017). Together, these five projects represented over 60 percent of private capital
flows to the power generation sector during this period. Most of these projects were done
under the BOT model, based on majority foreign ownership, Vietnam government support,
and access to long-term international commercial debt.

Graph 3: 13.1 GW (US$11.3 billion) Private Sector Participation in Power Generation
(1990-2017)
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Source: World Bank PPI database. The database records investment commitments at financial close based
on publicly available information.

Going forward, the historic model of relying mostly on public sector borrowing to develop
electricity infrastructure is unsustainable. At a time when Vietnam is planning a substan-
tial scale-up in electricity investments, the country’s traditional modes of power sector
finance will be severely constrained by two main factors.

First, Vietnam’s fiscal situation has deteriorated in recent years, and the country is rap-
idly approaching its statutory public debt ceiling. By law, Vietnam’s public debt cannot
exceed 65 percent of GDP. Due to sigable fiscal deficits in recent years, public debt has
risen steeply from 51.7 percent of GDP in 2010 to an estimated 61.4 percent of GDP in
2017. Public finances are projected to remain tight for some years to come, at least un-
til the completion of the government’s draft Medium Term Financial and Budgetary Plan
(2016-20). Outstanding publicly guaranteed and on-lent debt to EVN already amounts to
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4 percent of GDP, and the scope to expand this further over the coming years is limited
given the public debt cap. In practice, this means that it will be difficult for EVN to rely on
the government for extra capital or to borrow directly from commercial banks, DPs and IFls
supported by a MOF guarantee.

Second, due to its recent middle-income status, Vietnam has reduced access to highly
concessional funds from IFls and DPs. As a middle-income country, Vietnam has been in
the process of “graduating” from the highly concessional finance windows of the IFls and
DPs. Overall, total concessional financing to Vietnam'’s energy sector of the ADB, AfD, JICA,
KRfW, and IBRD have dropped substantially over last 2 years (table 7) from US$ 2.5 billion
to USS 620 million for the period 2017-2018.

Table 7: Planned Energy Lending Volumes of 5 Major IFIs/DPs in Vietnam (US$ million)

Banks Planned Actual Planned Actual Planned Total
2017 2017 2018 2018 2019 Planned*

ADB 153 0 220 142** 350 1,033
AfD 123 112 110** 88** 110 343

JICA 0 0 429 0 429 429

KfW 375 177 484 0 150 1,054
IBRD 102 102 530 0 350 1,012
Total 753 391 1,773 230 1,389 3,781

Note: *Information provided by 5 IFIs/bilateral development partners in 2017
** Non-sovereign lending indicating no state guarantees provided by Government of Vietnam

Nevertheless, it is expected that Vietnam will continue to have access to significant fi-
nancing at less concessional terms. There is continued strong support from bilateral de-
velopment partners (especially from China, Japan, and Korea) to provide funding for the
energy sector on less concessional terms but with government guarantee requirements.
In addition, some IFls are already able to provide funding on a nonsovereign basis (AllB,
ADB, AfD) or are considering doing so in the near future (KfW, JICA). For example, AfD is
currently providing a €60 million nonsovereign loan for the extension of the 720 MW Yali
hydropower project owned by EVN. However, much of nonsovereign lending will not be on
the highly concessional terms that Vietnam has been used to, but rather closer to commer-
cial terms. There is also a trend that additional concessional financing will be available for
climate mitigation (e.g., Green Climate Fund—GCF) and therefore also energy investments
in Vietnam. In addition, new providers of funds are entering the sector and some DPs have
increased their grant funding (i.e., EU with €340 million for energy).

What is the consequence of this tightening of finance? For the short to medium term,
public sector constraints will limit EVN’s ability to access highly and less concessional
financing that require a sovereign guarantee as well as large volumes of financing from
domestic commercial banks. While the recent EVN credit rating will enable the utility to
access some commercial finance on a nonsovereign basis, it may be insufficient to cover
the large investment requirement of the utility, especially for its fully owned subsidiaries
(NPT and the five PCs) that have large network investment requirements and will require
government support to raise ODA and/or blended finance. There should be a progressive
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shift of responsibility for investment in the sector to the private sector in line with the gov-
ernment’s own objective set out in its power system development plan. However, this will
require that the government puts in place a legal, regulatory, and institutional framework
that attracts such investment and mitigates risks.

Planned equitigation of EVN generating companies and further reliance on independent
power producers will decrease EVN’s role in power generation investment going forward.
As of 2017, EVN and its three wholly owned subsidiary generation companies (Gencos)
owned 64 percent of Vietnam'’s installed generation capacity. However, there are plans to
equitige the three Gencos through a stock market flotation of up to 51 percent ownership
from 2018. It is not yet entirely clear whether there will be full uptake of the 51 percent
ownership stake or the extent to which this will be purchased by private investors ver-
sus other state-owned enterprises. According to government policy, EVN would retain full
ownership of only the multipurpose hydropower generation plants, with all other genera-
tion plants being developed either by the equitiged generation companies or by independ-
ent power producers. By 2030, it is envisaged that all Gencos will be fully privatiged with
EVN only retaining ownership of strategic generation assets (such as the multipurpose
hydropower plants). However, the failed IPO of Genco 3 in early 2018 has clearly indicated
that it will be challenging to privatige those large and highly indebted generation plants
that comprise both thermal and renewable generation assets. Foreign investors do not
seem keen on investing in a large-cap power corporation like the Gencos, and it may be
easier to sell shares of individual Genco power plants due to accessibility of information
disclosure and fewer risks.

Graph 4: Planned Evolution of Market Structure for Power Generation
2015 2030
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Given the envisaged liberaligation of the power generation sector and the enhanced role
of the private sector, the main area for continuing public investment over the long-term
will be transmission and distribution. The full or partial privatigation of distribution will
be considered by government as part of implementing full retail competition post 2021.
Transmission, which is considered a strategic asset by the government, would remain en-
tirely in the public sector with EVN. It is expected that these network segments of the elec-
tricity supply chain will require investments of around US$2-3 billion annually from 2016
to 2030. Despite public sector ownership of the network in the near future, NPT and PCs
are seeking access to commercial finance that would require strengthening their balance
sheets by adopting cost-reflective transmission and distribution tariffs and transforming
them into well-governed and independent companies within the EVN corporate structure.
NPT is currently in the process of getting a credit rating and the 5 PCs should follow.

3.2 Gas Sector

PVN has made a significant contribution to funding the development of Vietnam’s gas
sector through its own equity, based on minority partnerships with international oil com-
panies. As an SOE, PVN also has access to funding from MOF and commercial banks. PVN
is one of the most significant enterprises operating in the Vietnamese economy, contrib-
uting 25-30 percent of state budget revenues. PVN operates through various subsidiar-
ies, including: (i) PVEP that is responsible for upstream oil and gas exploration, production
activities, and management of production-sharing contracts; (ii) PV Gas, which manages
the midstream and retail gas activities with monopoly rights to gas transportation and
distribution; and (iii) PV Power that mainly manages gas-fired power generation projects.
The overall PVN group has a turnover of some US$13 billion per year. While, historically,
the company has shown strong financial performance, profitability has been adversely af-
fected by a combination of declining oil prices and extensive diversification into noncore
businesses.

Vietnam’s existing gas basins have been developed largely by private investment from
international oil companies in partnership with PVN. For the development of gas fields
to date, PVN has partnered with international oil companies and has typically retained a
minority stake of around 20 percent in the development of the fields.

Midstream infrastructure has been funded by a combination of PVN equity and private
capital. PVN has made a large contribution to the financing of midstream infrastructure,
largely from its own internal cash generation based on a low debt-to-equity ratio. Nam Con
Son Gas Pipeline is the only project in the natural gas transmission and distribution seg-
ment to have received private sector investment back in 2002. Valued at US$1 billion, this
single mega-project represents about 50 percent of midstream gas infrastructure invest-
ment in Vietnam since the inception of the natural gas sector.

As with the electricity sector, the historic model of gas sector investment finance is no
longer adequate to meet the challenges ahead. The second generation of gas sector in-
vestments will be significantly more challenging than the first for several reasons.

First, development of the next generation of gas fields will require larger investments
against the backdrop of a global sector that still has not fully recovered from the decline
in oil prices post 2014. Existing gas fields are depleting, and new supplies have been slow
to come onstream. Moreover, new domestic fields will be more expensive to develop and
operate than existing ones. Vietnam has found it difficult to attract investors into new
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production-sharing contracts (PSCs) because of highly regulated domestic gas prices, high
field development costs, and industry-wide capital constraints resulting from lower global
oil prices and a Petroleum Law that needs revisions to meet today’s requirements.

Second, PVN’s financial standing has been stretched by diversification beyond its core
business. PVN’s activities have expanded well beyond those of the core business of gas and
oil into numerous noncore areas such as equipment and materials supply, manufacturing,
fertilizers, and shipbuilding. In the process, it has developed a complex corporate structure
comprising 32 subsidiary companies. It has also stretched PVN’s balance sheet, constrain-
ing the company’s ability to fund the investment needed to boost domestic gas production.

Overall, financial indicators show that PVN still remains a profitable company, even
though there has been a downward trend in revenue and after tax profits over the period
2014-16, before the recovery in 2017. The balance sheet is relatively robust with the value
of noncurrent assets being less than long-term liabilities and equity, which means noncur-
rent assets are being fully financed by long-term resources. The concern of less-than-one
debt service ratio during 2013-16 was addressed in 2017, when it increased to 1.16 times,
which means that there is enough net operating income to cover annual debt payments.
The deterioration of PVN’s debt service capability in 2013-16 was caused by the fall of
global oil prices from the peak of US$90/barrel in 2014 to USS$40/barrel in 2016, which-
caused a steep 41 percent decline in revenues from US$18.5 billion in 2013 to US$10.5 bil-
lion in 2016 and an even more dramatic reduction of operating income from US$2.9 billion
to US$1.1 billion. Oil prices are now back at around US$66/barrel (average 2018), and the
forecasted financial ratios of PVN for 2017 and 2018 are expected to significantly improve.

Third, the need to transition toward an imported LNG-based system will put significant
pressure on the historic framework for gas pricing. Based on the current production out-
look and government plans, Vietnam will need to start importing significant volumes of LNG
within the next 5-10 years. The flexibility and low pricing now achievable from the LNG and
FSRU markets could be highly beneficial to Vietnam, providing a valuable complement to the
relatively inflexible and insufficient supply that is likely to come from the new fields. However,
growing reliance on LNG will make Vietnam increasingly exposed to market prices, whereas
current gas pricing practices in Vietnam are largely based on bilateral negotiations bench-
marked against exceptionally low historic prices of domestic production that have low cor-
relation with future production costs or the wider opportunity costs of natural gas.

In recognition of these challenges, the government has adopted a long-term vision of a lib-
eralized gas sector, although major reforms are not scheduled to start until 2025. The gov-
ernment has published the Plan for Development of the Vietnam Gas Industry by 2025 with
Vision to 2035based on moderniged legislation for the sector. It envisages market liberaliza-
tion preceded by divestiture of almost all PVN subsidiaries, reducing public shareholding to
under 50 percent. Among the first companies to be equitized are PV Power and PetroVietnam
Oil Corporation. In January 2018, PV Power conducted a successful IPO, auctioning a 16 per-
cent share in the company. The government’s future role in the sector would be confined to
policy, regulation, and planning, with rational gas pricing policies being introduced. Never-
theless, the government’s timetable for reform has been deferred to 2025, leaving doubts
as to how the much-needed investments will be financed during the intervening years. This
may require a greater part of the future investment requirements being met by the private
sector, which in turn makes it more urgent to develop a robust and consistent investment
framework.
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4. What Constraints Impede the Raising of
Additional Capital?

The historic financing model for the energy sector is no longer tenable. It will be critical for
Vietnam to address the constraints that are currently limiting access to other sources of
potential finance. There are three sets of constraints, which can be grouped according to
how they affect each of the three principal channels available for raising additional capital
in Vietnam.

+ Constraints preventing greater use of IPPs and PPPs that offer the prospect of captur-
ing increased international capital under a project finance modality.

Constraints preventing major energy sector SOEs from directly accessing international
capital markets without government guarantees under a corporate finance modality.

+ Constraints limiting greater availability of long-term local-currency finance in the do-
mestic market, which could be a source of funding either for project or corporate fi-
nance.

4.1 Constraints Affecting PPPs/IPPs

Vietnam has recently updated its enabling environment for public private partnerships.
The regulatory framework for private participation in infrastructure through PPPs has
been improved and clarified with the introduction of Decree No. 63/2018/ND-CP on PPP in-
vestments. The new decree supersedes Decree No. 15/2015/ND-CP, which was introduced
to help create a more unified and consistent legal framework for private investment in
public infrastructure. Decree No. 15 was drafted to give state authorities, as well as private
investors, more detailed guidelines to help facilitate project preparation and implementa-
tion. However, no PPP project has been procured under Decree 15 since it was introduced.
One reason for this is that any project classified as a PPP must follow the processes and
requirements set out in Decree No. 15/2015, which include, inter alia, preparation of feasi-
bility studies as well as competitive tendering processes. Unfortunately, many authorities
lack the technical capacity and financial resources needed to fulfill these requirements,
and therefore choose to circumvent them by developing projects under other laws and
regulations. This has been particularly true in the energy sector where investment licenses
have been routinely given to domestic and international investors on a negotiated basis.

It is hoped that Decree No. 63 will support the greater use of PPPs in Vietnam moving
forward, particularly as it allows more flexibility in terms of the types of PPP contracts
that can be entered into as well as the sectors that can carry out PPPs. More importantly,
Decree 63 clarifies the forms through which state investment capital can be used to sup-
port PPP projects and requires that all private sector initiated projects that need state
investrment capital be competitively tendered.

Differences in opinion between the government and investors regarding risk allocation
for PPPs and IPPs have slowed or hindered the deployment of international capital, espe-
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cially for renewables. Vietnam launched its second wave of power generation IPP projects
in 2007/08. However, the first two projects did not reach financial closure until 2011 (Muong
Dong) and 2014 (Vinh Tuan 4), while the remaining two are still under negotiation a decade
later in 2017. One of the main reasons for the delay with these projects is the difficulty of the
government and investors to reach agreement about risk allocation for certain key issues
in the project contracts, including the convertibility of profits earned in local currency into
foreign exchange (principally U.S. dollars) for the purpose of repatriation, and payment for
U.S. dollar-denominated input commodities (coal, gas), as well as the extent of guarantees
required from the government to cover various project risks, such as off-taker risk and early
termination. Similar concerns about risk allocation under Vietnam’s current renewable energy
program have meant that the PPAs are not regarded as bankable by international investors
(especially in terms of termination, curtailment, and arbitration clauses) for project finance.
However, several international investors from Singapore, Thailand, Philippines, and Canada
have recently committed to finance wind and solar projects on a corporate basis.

Despite a liberal currency regime, foreign exchange convertibility has been a concern
among investors. Overseas investors still have concerns about foreign exchange con-
vertibility. International reserves have increased to US$63 billion (2018), equal to about
3.5 months of imports, and projections suggest that the demand for foreign currency
associated with BOT projects and associated tariff revenues to be covered in the energy
sector could escalate dramatically through 2030, up to US$23 billion/annually by 2030.

To mitigate this risk, the government has provided specific foreign currency convert-
ibility guarantees for certain larger thermal generation projects. The current policy is
to limit the extent of these guarantees, and a ceiling of 30 percent of the overall foreign
exchange transaction has been established for projects in the past.© In the absence of such
government convertibility guarantees, there is limited availability of currency hedging in-
struments that would allow private investors to cover currency risks through the market.

Graph 5: Estimated Foreign Exchange Convertibility Requirements (2017-30)
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Assumptions: Planned thermal BOT/IPPs (31 GW coal, 7 GW gas), nonhydro renewable energy projects, and
power trade. Capacity factor of 80 percent for gas/coal; average tariff of 8 U.S. cents for coal/gas, 7 U.S. cents
for hydro interconnection; and 90 percent FOREX convertibility.

6 PM Letter No.1604/TTg-KTN of 11/2011 indicates that the government shall provide a guarantee for conver-
sion into U.S. dollars of 30 percent of BOT project turnover in VND after subtracting the expenses in VND,
leaving some doubt as to the convertibility of the remaining 70 percent.
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The absence of a standardized contractual framework acceptable to the government
and private sector is a key hurdle for attracting large scale private sector capital, espe-
cially cross-border. Without a standardiged, internationally bankable contract, issues are
often negotiated on a project-by-project basis, which typically leads to protracted nego-
tiations and terms that can vary significantly from one project to another. It also signals
a lack of consistency to international investors. Some local and international developers
with RE licences and relationships with local authorities still manage to raise financing and
technical support through local and foreign banks. However, to scale up and raise sufficient
finance to achieve RE targets, developing a bankable PPA that contains three essential
elements to be improved in the current PPA is critical: sufficient payments form EVN upon
termination of the PPA to ensure project lenders are made whole; adequate compensation
to the project if it is curtailed by EVN; and arbitration of disputes under the PPA in a neu-
tral, international jurisdiction. All three are already in place for Vietnam'’s BOT projects.

One of the complicating factors facing the government is the absence of a meth-
odology for quantifying the contingent liabilities associated with different types
of support, which would aid the government in making an objective assessment
of the fiscal risk in providing project support and expedite the overall negotia-
tion process. Despite the recent credit rating of EVN at BB (equal to Vietnam’s sover-
eign rating), some international investors may not consider EVN as a fully standalone
creditworthy entity, and its obligations under PPA therefore may continue to re-
quire some government support, which can represent a significant, but contingent
(i.e., only due in the occurrence of certain events, most of which are within the control of
EVN or the government) commitment from the government. Other examples of risk that
investors typically want to address include termination clauses in PPA and BOT contracts
that specify compensation to be paid to private investors in case of premature contract
termination by the offtaker.

The lack of access for cross-border financing limits access to potentially cheaper sourc-
es of financing. Domestic capital market development is a long-term initiative, and in the
interim, cross-border finance can support Vietnam’s energy sector. Addressing the con-
straints that inhibit cross-border financing will be essential for diversifying sources of
funding for energy-sector investments. Until the PPA issues can be resolved, however, it
may be difficult for Vietnam to benefit from the advantages that international financing
can provide for both the electricity and midstream gas sectors in terms of longer tenors
and fixed-interest rates. This is especially important for renewables, which due to their
greater capital intensity exhibit unit costs that are much more sensitive to the cost of
capital than the conventional fossil fuel projects. The figure below demonstrates that un-
der current market conditions, all generation technologies, but especially wind and solar
projects, would benefit from accessing U.S. dollar denominated debt, reducing the poten-
tial tariffs.
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Graph 6. Benefits of Access to Cross-Border Financing
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PPPs for the gas sector face the additional challenge of needing to integrate commercial
and financial arrangements with the main downstream off-takers in the electricity sec-
tor (especially EVN). Since power generation is the primary off-taker for gas, the bank-
ability of PPPs for the gas sector depend critically on tighter commercial and operational
integration of the gas and power sectors. The development of bankable PPP structures for
upstream and midstream development of gas fields and gas infrastructure depend on the
ability to sign a gas purchase agreement and LNG terminal use agreement with a credit-
worthy off-taker. Since power generation accounts for about 80 percent of gas demand,
the bankability of the gas purchase agreement is typically linked to the agreement of a
bankable PPA in the power sector. This means that all the investment challenges in the
power sector identified above feed directly into the gas sector. Going forward, it will there-
fore be critical to develop the power generation and upstream production activities under
synchroniged project plans with mutually consistent contractual terms regarding financ-
ing, payment security, and government support. Another central issue is to develop pricing
mechanisms to ensure that evolving gas prices, which are often indexed to global markets,
can be passed-through to power purchase tariffs and ultimately to electricity consumers.

Bringing PPPs into the LNG sector poses unique financing challenges of its own. Because
of the sige of the investment requirements in LNG infrastructure, similar to large thermal
BOTs, the domestic bank and capital markets will have severe limitations on their ability
to finance LNG projects. Indeed, Vietnam needs to develop LNG import capacity of over 20
million tons per year by the mid-2020s. In doing so, the country faces two major LNG tech-
nological options with widely varying financial implications. The most permanent solution
is to develop onshore terminal facilities, with an estimated total cost of US$8 billion and
a minimum individual project cost of US$1 billion. Although this could be partially financed
through the balance sheets of PVN and EVN, the volumes of investment involved may
be challenging. Alternatively, a PPP structure could be adopted with some contribution
of public capital and associated credit enhancements. A less capital-intensive approach
could be to begin with a FSRU facility, entailing an initial capital requirement in the order of
USS$100 million for fixed infrastructure and a recurring lease payment for the FSRU itself.
This would reduce the up-front financial burden associated with developing LNG, while at
the same time allowing Vietnam to gain experience with the fuel. In the long-term, larger
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onshore LNG terminals will be required, but this will be easier to finance once the economic
and financial viability of LNG has been established.

4.2 Constraints Affecting Corporate Finance by SOEs

Companies of the sige and stature of EVN and PVN could potentially raise their own capi-
tal (domestic and international) without government support. Around the world, large,
well-managed utilities in emerging markets are increasingly able to raise their own capital
directly from commercial banks or through issuing corporate bonds with diminishing need
for recourse to guarantees or other support from the Ministry of Finance. However, their
ability to do so is critically hinged on the creditworthiness of the companies as quantified
by an adequate credit rating from a reputable rating agency. This, in turn, depends on the
utility’s ability to demonstrate sound financials through a combination of efficient perfor-
mance, a stable but flexible tariff regime, and/or reliable budget support. EVN is planning
to diversify its sources of financing and aims to raise long-term capital from commercial
sources, including through domestic and international capital markets. As a first step, EVN
received its first credit rating in June 2018. However, some form of credit enhancement
from IFls may still be requested by EVN to enhance the credit rating of bonds and thus
lower their costs. In addition, key EVN subsidiaries in the power sector, such as the trans-
mission company (NPT) and the distribution companies (PCs) are corporatiged but do not
have a credit rating and the financial strength to raise commercial finance from their own
balance sheets to meet their large investment requirements. Hence, it is critical that the
government provides support (guarantees) for those entities to raise financing until those
companies are capable of raising their own funds.

Despite being a technically and operationally well-managed utility, EVN experienced
weak and deteriorating financials in recent years. As a utility, EVN and its main subsidi-
aries (NPT, PCs) demonstrate good operational performance. For example, all five distribu-
tion subsidiaries report revenue collection ratios approaching 100 percent and distribution
losses of 5 percent that align with international best practice. Nevertheless, EVN'’s overall
financial performance in recent years has been deteriorating. Net income before interest
and taxes turned negative in 2015 and were barely positive in 2016. Current assets remain
significantly below current liabilities, denoting short-term liquidity constraints. Moreover,
three out of EVN’s nine subsidiaries quoted on the stock exchange have been incurring
losses.

The fundamental reason for EVN’s weak financial performance has been the failure to
allow end-user electricity tariffs to keep pace with costs. Given EVN’s high level of opera-
tional efficiency, itistherelatively low level of end-user power tariffs that are largely to blame
for the company’s weak financial performance. EVN’s tariffs have been frogen since 2015,
and only in November 2017 increased to an average rate of US$0.076 per kilowatt-hour
compared with the full cost of service, estimated at US$0.12 per kilowatt-hour in 2017. To
keep pace with planned investments, it is estimated that tariffs would need to continue to
rise toward USS$S0.14 per kilowatt hour by the early 2020s. Moreover, the present tariff is
also below the price at which EVN is expected to purchase electricity from upcoming, new
(renewable and thermal) generation. Furthermore, greater reliance on costlier commercial
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finance and less reliance on sovereign financing through the MOF in the future is likely to
increase the costs of electricity production, which will require tariffs to increase to prevent
EVN’s financial position from further deteriorating.

To raise its own investment finance without recourse to sovereign guarantees, EVN
would need to improve its financial performance. A financial recovery plan jointly pre-
pared by the World Bank and EVN in 2015 demonstrated that cost-reflective tariffs will
be a critical component for EVN’s financial sustainability moving forward, and proposed a
tariff adjustment trajectory through to 2021. However, the political economy of electric-
ity tariff increases is complicated in Vietnam; and there are social, economic, and political
concerns around raising tariffs, particularly given public perceptions that EVN tariffs are
adequate and the company is already “profitable” (which is the case in a typical financial
year). EVN has embarked on a tariff communication campaign to better explain the need
for higher tariffs to enable future capital investments in the sector. Other financial meas-
ures to bolster investors’ confidence include enhanced transparency and improved corpo-
rate governance, such as financial accounting, as well as reporting and disclosure based on
International financial reporting standards (i.e., IFRS).

In the case of PVN, the planned equitigation of its subsidiaries will raise significant capi-
tal and open-up new possibilities for investment finance. The government plans to divest
almost all PVN’s subsidiaries by 2019 through an initial public offering (IPO) process of
equitigation. One of the main subsidiaries, PV Power, conducted a successful IP in early
2018. PV Power is the second largest power producer after EVN, owning and operating
three gas-fired power plants, three hydropower plants and one coal-fired power plant, with
a total capacity of 4.2 GW. MOIT proposes to allow PVN to hold a minimum 51 percent
stake in PV Power until 2025 and then subsequently reduce its stake to below 50 percent
thereafter. With PVN’s annual revenues in the order of US$13 billion, equitigation proceeds
are likely to be substantial and could provide significant cashflows for future investment.
In addition, those equitizged companies with private ownership may have the potential to
access domestic or international capital markets, subject to financial viability. However,
this would likely still involve some form of government support until the companies can be
rated as creditworthy.

The equitigation process has been far from straightforward. The equitigation of SOEs in
Vietnam through IPOs has so far underperformed, with many state-owned enterprises un-
able to attract enough domestic and international investors, including in the power sector
(i.e., Genco 3). In addition, many Gencos have high debt equity ratios. A major challenge
has been the determination of the asset value of the enterprises and associated land-use
rights and land value. Foreign investors are also concerned about corporate governance,
transparency, and quality of accounting among Vietnamese firms. Hence, the government
recently issued relevant legislation (Decree 126/2017/ND-CP; Circular 41/2018/TT-BTC),
providing greater transparency and protection to investors. It remains to be seen whether
those changes will be sufficient to attract private investors into the three Gencos. How-
ever, there also have been successful IPOs in the energy sector, including Binh Son Refining
and Petrochemical Company (BSR) and PetroVietnam Power Corporation (PV Power), sell-
ing a total of VND 17 trillion (US$ 750 million equivalent) worth of shares.
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4.3 Constraints Affecting Debt and Local Capital Markets

Vietnam enjoys high levels of domestic savings, but a shrinking share has been reaching
the energy sector. Vietnam'’s domestic savings rate is relatively high at around 30 percent
of GDP. This is the equivalent to around USS$60 billion in 2017 providing a sigeable potential
inflow of resources to domestic debt and capital markets. The total outstanding financing
stock in the domestic capital markets is estimated at US$422 billion in 2017, of which only
3.3 percent was captured by the energy sector.

Commercial banks are by far the largest players in Vietnam’s domestic debt market. The
main channels for domestic financing are the commercial and some development banks,
with a total outstanding loan portfolio of around US$250 billion in 2017. Despite progress
inrecent years, the regulatory and supervisory framework is still weak, and financial infra-
structure is deficient. There is a high degree of interconnectedness in the financial system
between banks and the enterprise sector, and commercial banks’ lending for term invest-
ments are constrained by their weak capital base and low capital adequacy ratios (CARSs)
due to asset quality and provisioning for nonperforming loans (NPLs). Moreover, securiti-
zation of balance sheet assets to manage exposure is not practiced due to the absence of
relevant regulations. This constrains the banks’ ability to effectively manage their lending
portfolios and sectoral exposure.

Table 8: Estimated Current Sources of Financing for the Energy Sector (USS$ billions)

Source of Financing (US$ billions) Current Currentto | Percentage
Total Energy to Energy
(USSbn) (USSbn) (%)
Domestic commercial banks, total loans, 2016 242.3 10.0 41
Vietnam Development Bank, total loans, 2016 13.2 05 3.8
Government bonds (domestic market) 62.1 1.0 1.6
Corporate/provincial/municipal bonds 1.7 <01 0.3
Insurance companies 4.6 - 0.0
Pension funds 16 01 0.6
Stock market 72.5 2.2 3.0
Total 422.4 13.8 33

Source: World Bank.

Due to the structure of their deposits, commercial banks find it difficult to offer the
longer-term finance needed by infrastructure projects. Vietnamese banks typically pro-
vide short-term loans as they lack longer-term sources of funding to finance medium
(1-3 years) and long-term lending (more than 5 years). In fact, longer-term loans are them-
selves provided through short-term deposits based on a prudential ratio of 50 percent,
creating an asset-liability mismatch and intermediation problem for banks. The lack of
long-term deposits is mainly due to the flat yield curve by duration for deposits in the local
market (see graph below), with only 80 basis points of interest rate differential between
deposits longer and shorter than 12 months’ duration. Short-term lending interest rates in
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Vietnam are also high, currently ranging from 7.5-9.5 percent, although they are slightly
lower for sectors (like energy) that are promoted by the government in the form of directed
credit. The shortage of long-term lending reflects the short-term nature of deposits.

Graph 7: Interest Rates on Local Currency Deposits by Duration
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Source: Stoxplus.

Limited access to long-term funding constrains the ability of commercial banks to con-
tribute to energy-sector financing, as does their lack of sector know-how and exposure
to single borrower limits. Despite commercial bank interest in financing renewable energy
and LNG projects, they have generally not been able to provide a great deal of finance for
several reasons. First, the short-term nature of their deposits makes it difficult for com-
mercial banks to structure financial products that can match their short-term deposits
with cash flows from such long-term projects. Second, local banks often lack the neces-
sary in-house technical expertise to evaluate renewable energy and LNG projects, thereby
increasing their perceived risks. Third, given the sige of EVN in the domestic market and the
fact that it frequently borrows from both private and state-owned banks, many banks are
close to or have reached their single borrower lending limits, set at 15 percent of bank capi-
tal/equity. This limits the ability of EVN and PVN to borrow further amounts from banks to
help finance their capital investment programs unless the banks can securitige a portion of
their EVN and PVN loans. Finally, legacy NPLs in the banking sector need to be addressed
through resolution or debt restructuring to provide the space for banks to lend more.”

7 The National Assembly has recently approved resolution 42 that addresses NPL resolution in the banking
sector. This allows more flexibility in addressing NPLs in the banking sector.
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Beyond the banking sector, local capital markets remain relatively underdeveloped com-
pared with neighboring countries in southeast Asia. The stock market capitaligation was
76 percent of GDP in 2017, but liquidity and trading is low. Although several state-owned
enterprises are listed, in practice, the government retains a tight grip on management.
The corporate bond market is in its infancy, with total issuances of just 1 percent of GDP,
including some from EVN and PVN. The market is expanding, albeit slowly, due to a limited
number of large companies able to place high-quality issues as well as limited demand
from institutional investors. It is also hampered by cumbersome procedures for bond is-
suance, high transactions costs, the lack of transparency and information for investors,
and the lack of a domestic credit rating agency capable of providing credit ratings to enti-
ties and financial structures. Most recent bond issues have been structured as quasi-loan
transactions and channeled mainly through local banks in form of private placements. EVN
plans to issue bonds by 2020 to finance its investment requirements.

The institutional investor market is currently very small, with most investments being
channeled into government bonds but presenting a viable source of long-term invest-
ment. With regard to institutional investors with longer-term horigons, pension funds and
insurance companies are relatively small but growing, managing portfolios of US$20 billion
and USS5 billion, respectively. In both cases, their investment policies are heavily skewed
toward government bonds. Nevertheless, they provide potential sources of financing for
long-term investment given the structure of their liabilities, as they seek to diversify their
investrment portfolios and increase returns. However, this would require the issuance of
high-quality corporate bonds, which ideally would be rated.
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5. What Needs to Be Done to Unlock New Sources
of Finance?

Tapping new and larger sources of finance for much-needed energy infrastructure in
Vietnam calls for a major coordinated policy effort organized along three pillars. Vietnam
finds itself with energy sector investment needs that are larger than ever before, at a time
when its traditional financing models are becoming more constrained and less viable. While
there are several avenues for expanding and diversifying sources of investment finance
to the energy sector in Vietnam, each one of them faces significant implementation chal-
lenges. There is, consequently, a real need to make a paradigm shift that will substantially
expand the availability of capital to the energy sector while reducing the burden on the
state. To seige this opportunity, the government needs to organige a sustained and con-
certed policy effort to make progress on three parallel pillars (see table below):

Pillar I: Develop a major IPP/PPP program to build investor confidence;
Pillar II: Prepare electricity and gas companies to access commercial finance; and

Pillar llI: Increase the availability of local-currency finance.

Each of these pillars is developed in further detail below.
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Table 9: Unlocking Financial Resources for Energy Investments

Pillar |

Pillar I

Pillar Il

Develop a major IPP/PPP
program to build investor
confidence

Prepare electricity and gas

companies to access
commercial finance

Increase the availability of
local-currency finance

(1) Develop transparent policy

framework

Risk allocation

Government support

Foreign exchange convertibility
Managing contingent liabilities
Procurement of IPPs/PPPs

(1) Optimize use of limited

public finance and con-
cessional finance
Prioritige future conces-
sional finance

(1) Increase availability of

long-term domestic capi-
tal

Mobilige long-term capi-
tal

Develop long-term finan-
cial products

Revise decree 90
(issuance of corporate
bonds) to allow for more
transparency/disclosure
on broader issuances for
energy companies to
access the corporate debt
market

(2) Adopt programmatic

approach to IPPs/PPPs
Announce multiyear project
pipeline

(2) Enhance credit worthi-

ness of energy sector
SOEs

Refinance existing public
debt

Limited access to com-
nercial finance by energy
SOEs

Move to fully cost-reflec-
tive electricity tariffs

(2) Ease constraints facing

domestic commercial
banks

Address single borrower
limits and de-risk invest-
ment in the energy sector
Improve banking capac-
ity to appraise energy
projects

(3) Update policy and regu-

latory framework for gas
and LNG

Develop gas/LNG pric-
ing policy that reflect
rising costs and develop
integrated commercial
framework for gas-to-
power

Define modern planning
and regulatory approach
for LNG

Implement gas sector
liberalizgation
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5.1 Pillar I: Develop a Major IPP/PPP Program to Build Investor
Confidence

To achieve the kind of scale-up of IPPs/PPPs needed to deliver the next wave of energy
investments, there will need to be a well-designed programmatic approach, which can
be rolled out over the next few years. While Vietnam has recently made progress in har-
moniging and integrating the legal framework for PPPs, this still falls well short of what
is needed to kick-start a major new program of PPPs/IPPs on the scale needed to address
power generation investment needs through 2030. Whereas BoTs and IPPs to date have
built 13 GW of generation capacity based on bilateral negotiations, those IPPs planned
through 2030 will need to develop an additional 41 GW of capacity. There is a general con-
sensus that building those large volumes of new generation based on negotiations will lead
to a sub-optimal outcome for Vietnam, and competitive bidding must be applied.

The lack of know-how in key line ministries to prepare and competitively procure IPP/PPP
projects has been partly responsible for the poor implementation of the new legal frame-
work and the slow process in closing deals. If there is to be a successful IPP/PPP program
in the future, it will be important to build capacity and consider establishing an efficient
central PPP unit for the procurement of new power-generation capacity.

Moreover, to maximige investor interest, the government should consider crafting and
launching a multiyear PPP/IPP program based on the substantial generation project pipe-
line, with a view to establishing a strong track record of successful IPP/PPP projects based
on a competitive and transparent bidding process that will gradually reduce the need for
government support over time. This can be rolled out with differentiated timeframes for
different types of projects, starting with the post-FiT regime solar auction program MOIT
is currently preparing. Such a PPP/IPP program for power generation should be developed
closely with the upcoming PDP8.

(1)  Develop clear and transparent policy frameworks

(a) Risk allocation. Bilateral customiged negotiations of risk allocation (including con-
vertibility, government credit support for the obligations of SOEs, the consequences
of termination, arbitration, etc.) are an inefficient way to scale up investment. At the
same time, the current “standard” risk allocation in the wind, solar, and hydro PPAs
appears to be generally not acceptable to international investors and, as such, these
projects will likely find it difficult to attract foreign capital. Therefore, there is a need
for the government to adopt a well-grounded and consistent contractual framework
for all IPP/PPP projects.

(b)  Government support. Regarding government support for credit enhancements and
the impact of such guarantees on the government’s balance sheet, the emphasis
should be on trying to minimizge the level of support needed to attract the desired level
of investment fromthe private sector while at the same time recogniging that Vietnam
is still in the process of establishing a robust track record for developing IPPs/PPPs.
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(d)

Therefore, it may be necessary for the government to provide more generous levels of
supportintheinitial phases of the program to encourage participation and build confi-
dence among private investors and then gradually reduce the level of support and skew
the risk allocation back to the private sector moving forward as the market becomes
more confident in the program and the government’s ability to meet its obligations.

Guarantee products available from some IFIs can also provide comfort for both inter-
national and domestic investors, whether in the form of a political risk guarantee, a
partial credit guarantee, or first loss risk sharing facilities, and thus lower the cost of
capital (and therefore the cost of power to Vietnam).

Foreign exchange convertibility. Foreign exchange convertibility is currently a con-
tentious issue with many international investors, necessitating significant govern-
ment guarantees. An immediate solution would be to encourage the use of con-
vertibility and transferability insurance products available from some multilateral
organigations, such as MIGA, albeit at a cost premium. A longer-term solution would
be to develop a currency swap market so that Vietnamese currency risk can be
hedged by foreign investors without the need of a guarantee. However, the deriva-
tives market in Vietnam, including for FOREX hedging instruments, remains at a nas-
cent stage. Available derivatives are limited to basic currency products, such as spot
FOREX transactions, short-tenor interest rate swap transactions, and commodity
swap transactions entered for hedging purposes between a Vietnamese bank or a
Vietnamese branch of a foreign bank and a Vietnamese counterparty. A licensed Vi-
etnamese bank or a Vietnamese branch of a foreign bank could also enter into cross-
border derivative transactions (e.g., interest rate swap) with an offshore counter-
party, depending on the transaction and counterparties involved and subject to SBV
approval, which is granted on a case-by-case basis. The Decree 42/2015 extends the
range of permissible derivatives to also include options and futures.

Managing contingent liabilities. At present, government-guaranteed debt counts
fully toward the statutory public debt ceiling, whereas government contingent sup-
port to IPPs/PPPs (e.g., minimum revenue and payment guarantees) are not counted.
Despite that, the government is cautious in giving contingent support due concerns
that such support may still have uncertain fiscal consequences. It is therefore im-
portant to develop a clear and well-founded framework for valuing the fiscal risks
associated with different types of government support, as well as a process for re-
cording and monitoring them as part of the MOF’s fiscal oversight. This would help
to: (i) support decisions of what type of support are worth providing during con-
tract negotiations, (ii) increase the transparency of such decisions, and (iii) alleviate
concerns about fiscal prudence. The establishment of fiscal commitment and contin-
gent liability (FCCL) thresholds (covering the contribution of the public party to PPP
financing, including contingent liabilities) within PPP-related decrees might allow the
government to more actively support the development of PPPs (and associated com-
mercial financing) in the energy sector as it will have more confidence that the result-
ing contingent liabilities are being accurately accounted for and monitored.
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(e)

(2)
(a)

Procurement of IPPs/PPPs. It may be necessary to revise the legislation and regula-
tory framework with respect to IPPs/PPPs as the existing laws and regulations are
not viewed by the various stakeholders as being “fit for purpose.” There are some
discussions around drafting a new PPP law, which will replace the existing decrees
and regulations governing PPPs in Vietnam. The passing of a new law could greatly
improve the current legal and regulatory approach to PPPs and ensure consistency
across all ministries and line agencies. Indeed, one of the constraints to procuring
IPPs/PPPs is that, notwithstanding the current regulatory framework, which requires
the use of competitive bidding for IPPs/PPPs, most transactions continue to be im-
plemented on a direct negotiation basis. This creates the impression that the playing
field is not level for private, and particularly foreign, investors. While there can be
cases when direct negotiation may be justified, in most normal circumstances, an
open, competitive, and transparent bidding process is likely to yield the best value-
for-money for the government, encouraging an increasing number of private sector
players to engage in the Vietnamese market. The lingering presence of IPP projects
that have yet to reach financial closure after a decade of negotiations does not set a
good precedent or encourage new investors to enter the Vietnamese market. At the
same time, it would be important to adopt clear timebound procedures for how such
IPP/PPP negotiations should be conducted in the future. Another bottleneck in the
procurement process that needs to be addressed is the lack of consistency across
provinces with respect to licensing and permitting procedures, as well as the multi-
plicity of licenses and permits required for a project.

Adopt a programmatic approach to IPPs/PPPs

Announce multiyear project pipeline. To signal to investors its serious commitment to
IPP/PPP projects, the government should consider announcing an IPP/PPP program for
power generation covering the next 2-3 years. This would involve identifying priority
projects that are suitable for IPP/PPPs and for which preparation is at a sufficiently
advanced stage, and publishing a timeline for their procurement based on a clear and
standardiged process, as described above. Such a program could also be publicized
among international investors by means of a road show. A predictable large-scale pro-
gram of this kind would give prospective investors an incentive to invest in entering
the Vietnamese market. This would also allow the government to rapidly replicate and
scale-up successful transactions as well as reduce development costs incurred by in-
vestors entering the market (including due diligence, documentation, legal work, etc.).
The MOIT is currently developing PDP8. As part of developing the new plan, this would
be a good opportunity to develop in parallel an IPP/PPP program for power generation.
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Table 10: Pillar | Recommended Actions—Develop a Major IPP/PPP Program

Key Constraints
(Responsible Party)

Near-term Actions
(Within a Year)

Medium-term Actions
(1-3 years)

(1) Lack of clear and transparent policy frameworks

(a) Risk allocation between
government and private
sector (MOIT/MOF/SBV)

Develop improved risk alloca-
tion framework (starting with
solar as part of the develop-
ment of solar auction mecha-
nism)

Develop improved risk alloca-
tion framework for all genera-
tion technologies

(b) Government support
(MOIT/MOF)

Develop transparent frame-
work for government support
for power-generation tech-
nologies

(c) Foreign exchange convert-
ibility (MOF/SBV)

Encourage the use of convert-
ibility insurance products

Develop strategy for VND/US$
currency swap market

(d) Identify, monitor and man-
age contingent liabilities
(MOF/MPI)

Develop a comprehensive
framework for managing con-
tingent liabilities

(e) Procurement of IPPs/PPPs
(MOIT)

Develop a transparent and
competitive bidding process

Apply competitive bidding for
all new generation

for new generation

(2) Lack of programmatic approach to PPPs

Identify project pipeline as
part of developing PDP8

Announce multiyear pipeline
for IPP/PPP

(a) Announce multiyear project
pipeline (MOIT)

5.2 Prepare Electricity and Gas Companies to Access Commercial
Finance

Corporate finance will remain a key channel for funding investment into the sector, but
this will increasingly need to be on the strength of the company’s own balance sheet
without recourse to the state. All energy companies should work toward obtaining posi-
tive credit ratings with the objective of being able to raise their own debt finance without
state support. Rationaliging pricing policies for both electricity and gas, as well as modern-
iging the associated regulatory and institutional frameworks, will be critical to achieving
such creditworthiness. Measures are also needed to ensure that some space remains for
funding critical public investments into sectors that are not open to the private sector,
such as investments into power transmission and distribution, and that use of increasingly
scarce finance from IFls and DPs are carefully prioritiged for these kinds of investments.
Some specific actions for consideration in this regard are highlighted below.

(1) Optimige use of limited public finance and concessional finance
(a) Prioritige allocation of future concessional finance. With the volumes of highly con-

cessional finance available to Vietnam and the energy sector is expected to decline in
the future, it will be important to ensure that principles for the efficient allocation of
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(2)
(a)

(b)

the limited concessional financing be applied to those subsectors and projects where it
can have the greatest benefit. These principles should aim to allocate these resources
to programs and projects that will accelerate the creation and growth of robust mar-
kets for newer and cleaner energy technologies and solutions, and in sector segments
that are not currently structured to absorb private investment. In the former catego-
ry, would be technologies such as variable renewable energy systems at utility-scale
and energy efficiency upgrades, where for a variety of market, cost-competitiveness
and information constraints, their uptake and delivery by the private sector is not
near desired levels (e.g., battery storage).? In the latter category, would-be segments
of the natural monopoly distribution and transmission networks, which are held pub-
licly (i.e., distribution networks by the five PCs and transmission network by NPT).

Enhance the creditworthiness of energy sector SOEs

Refinance existing public debt. In the electricity sector, a portion of current EVN debt
is short-term with relatively high interest rates. As EVN'’s creditworthiness contin-
ues to improve, or by using multinational guarantee products, the company can refi-
nance its expensive debt with more favorable terms and conditions. This will result in
lower debt service payments (higher interest offset by lower principal amortigation)
by EVN through longer tenors of its refinanced loans. PVN and some PVN subsidiaries
may face a similar debt situation where refinancing existing debt would benefit the
utility. In this context, note that the government only guarantees long-term loans
(with maturity of at least 10 years). Among the EVN loans with government guaran-
tees, there are some loans entering the principal repayment period, so the remaining
lending terms on these loans tend to be medium to short term.

Limited access to commercial finance by energy SOEs. The equitigation process al-
ready underway in the electricity and gas sectors is aimed at divesting a significant
number of EVN and PVN subsidiaries. Some equitigation efforts have been more suc-
cessful (e.g., PV Power) than others (e.g., Genco 3). Delivering on the objectives of the
equitigation program will be challenging unless underlying concerns about the enabling
commercial environment and financial viability of the companies are addressed. Once
successful, these new companies, whether public or private, could potentially raise
their own debt on domestic or international markets, but would need to be able to
demonstrate creditworthiness and have this certified by a reputable rating agency.

8 More than 90 percent of renewable energy investment in 2016 was financed from private sources. Pub-

lic investment typically constitutes a small share of total global renewable energy finance, 13 percent in
2013-16. However, the public sector accounts for a much larger share of renewable energy investment in
developing countries, where barriers to investment are high and there is little track record of successful
renewable energy projects. In 2013-16, public investment accounted for 49 percent of total renewable en-
ergy financing in Latin America/Caribbean, 41 percent in Sub-Saharan Africa, and 24 percent in South Asia.
(Source: International Renewable Energy Agency and Climate Policy Initiative (IRENA & CPI) (2018). Global
Landscape of Renewable Energy Finance, 2018, IRENA, Abu Dhabi.)
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(c)

(3)
(a)

Therefore, as a matter of policy, it would be important for companies to be equitiged
as well as for those energy SOEs that remain in public ownership (e.g., NPT, PCs) to
improve their financial standing and the corporate governance needed to obtain a
credit rating and achieve an investment-grade rating in the shortest possible period
to enable them to raise commercial financing in both the domestic and international
markets without government backstopping.

Move toward fully cost-reflective electricity tariffs. For companies operating in the
electricity sector, creditworthiness hinges critically on establishing retail tariffs that
adequately match the costs of service (opex, capex, debt service) plus a profit mar-
gin. The adoption of a multiyear tariff trajectory that places the sector on a path to-
ward full cost recovery would be an important positive signal to potential investors.
However, since there are sociopolitical concerns associated with raising electricity
tariffs, it is important to ensure that any cost recovery trajectory for electricity tar-
iffs is accompanied by suitable policies to mitigate macroeconomic, inflationary, and
social impacts to protect lower-income households, as well as an effective public
awareness campaign that explains the need to increase tariffs.

Update policy and regulatory framework for gas and LNG

Develop gas/LNG pricing policy that reflect rising costs and develop intergrated
commercial framework for gas-to-power. Current gas pricing policy does not reflect
rising costs of new gas fields and LNG and lacks bankable integrated commercial
framework for gas-to-power projects. Attracting private capital into gas-to-power
projects will require development of a bankable power purchase agreement (PPA)
that is fully aligned with the volume, pricing, payment terms, performance obliga-
tions, and other terms of the underlying pipeline transportation, terminal use, and
gas/LNG supply agreements. The ability to raise investment finance for the gas
sector depends critically on moderniging the regulatory framework for gas prices,
which are currently benchmarked to exceptionally low historic development costs
that no longer reflect current market conditions. It is also important to have clear
pricing rules for updating gas prices under long-term contracts to reflect evolving
global trends. As in the case of electricity, a transitional mechanism will need to be
adopted to support the move from current pricing practices to a fully market-based
approach. Since the bulk of Vietnam'’s gas production is consumed in power genera-
tion, any reforms will only be meaningful to the extent that these evolving prices can
be passed through to electricity tariffs, which is where the costs will ultimately need
to be recovered. It is relatively common for countries to adopt pricing formulas that
allow fuel price changes to automatically feed through into electricity tariffs on a
regular basis (such as monthly, quarterly, or bi-annually) without any need for regu-
latory intervention.
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(b)

(c)

Deline modern planning and regulatory approach to LNG. The existing regulatory
framework for the gas sector does not contemplate some of the specific issues asso-
ciated with LNG. Introduction of LNG will expose Vietnam for the first time to global
gas prices, so it is critically important to define the mechanism by which LNG prices
are transmitted to the electricity market. In addition, there are significant gapsinar-
eas, such as how LNG regassification tariffs would be determined, what would be the
capacity and access rights of different market players, and the framework to govern
any PPP arrangements for LNG development. The current Gas Master Plan is quite
rigid and tends to favor SOE ownership and lock-in specific projects. These projects
may not always be the most cost-effective and may expose EVN (as the ultimate off-
taker) to substantial risk. A well-designed LNG contracting and procurement strat-
egy would enable the electricity sector to realige the benefits of attractive pricing
terms and volume flexibility that are available in the current LNG market. With re-
spect to LNG terminals, Vietnam has not fully explored the possibility of using FSRU
technology to lower cost, gain flexibility, and reduce financial commitments. There
is also considerable scope for pursuing PPP arrangements for terminal development,
potentially as an integrated package with gas-fired power generation. Given the lack
of prior experience with LNG in Vietnam, there is a lack of technical know-how in the
sector to inform key decisions regarding strategy formulation, commercial structur-
ing, terminal site and technology selection, and LNG procurement. It would therefore
be desirable for MOIT, EVN and PVN to retain experienced third-party legal and tech-
nical experts as in-house advisers to support all the key decision-making processes
around LNG.

Implement gas sector liberaligation. The implementation of the government’s vision
for the gas sector cannot be achieved under the current structure. It would require a
comprehensive modernigation of the institutional, legal, and regulatory framework
that governs the sector. Hence, the implementation of the gas sector roadmap to
liberalige gas supply is of critical importance. In this context, the unbundling of PVN
to create a more transparent and accountable set of companies will be an important
first step. Thereafter, the establishment of modern sector legislation and the crea-
tion of a regulatory entity will help to pave the way for market liberaligation and the
entry of new actors into the market. An important element is the establishment of
clear contracting mechanisms to allow gas buyers and sellers to trade as well as
third-party access to gas network.
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Table 11: Pillar Il Recommended Actions—Prepare Energy Companies
to Access Commercial Finance

Constraints Near-term Actions Medium-term Actions
(Responsible Party) (Within a Year) (1-3 years)
(1) Optimize use of limited public finance and concessional finance
(a) Prioritige allocation of Develop and apply principles to
future concessional finance prioritize application of limited
(MOF/MOIT/MPI) concessional resources

(2) Enhance the creditworthiness of energy sector SOEs

(a) Refinance existing EVN and | Reduce sovereign exposure by | Identify options for private
PVN debt (EVN, PVN, MOF) | refinancing existing SOE debt | sector financing of state-

owned transmission and

distribution networks

(b) Limited access to commer- | Finalize PVN and NPT credit Prepare credit rating for 5 PCs
cial finance of energy SOEs | rating and support EVN inthe | and relevant VPN subsidiaries

(EVN/PVN) issuance of international green
bonds
(c) Electricity tariffs do not Improve transparency of Adopt a multiyear cost recov-
recover full costs of supply | electricity tariff setting and ery trajectory for electricity
(MOIT) regulatory decision-making tariffs
processes

(3) Update policy and regulatory framework for natural gas and LNG

(a) Develop gas pricing policy | Develop gas pricing policy and | Adopt efficient gas and LNG
that reflects rising costs integrated gas-to-power com- | pricing policy
of new gas fields, and LNG | mercial structure
and develop integrated
commercial framework
for gas-to-power projects

(MOIT)
(b) Deline a modern planning Develop LNG strategy to Implement LNG strategy
and regulatory approach to | capture benefits from cost
LNG (MOIT) reduction and supply flexibil-
ity available in current global
market
(c) Implement gas sector liber- | Approve gas roadmap and gas | Introduce an open access
aligation (MOIT) law defining regulated and regime for gas transportation,
competitive segments, and and implement market rules

initiate restructuring of PVN that allow flexibility in gas
supply contracting and trading
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5.3 Embark on a Program to Increase the Availability of
Local-Currency Finance

There is a pressing need to strengthen the domestic commercial banking sector, while
deepening and broadening domestic capital markets. Both project finance and corporate
finance structures will benefit from greater availability of long-term fixed-interest local-
currency finance through the domestic debt and capital markets. Local-currency financing
is attractive as it avoids the additional risks associated with exchange rate variations and
currency convertibility. Nevertheless, at present, these advantages are outweighed by high
and variable interest rates, short tenors, and constraints on the availability of capital for
long-term financing. Addressing these constraints calls for a concerted effort to deepen
and broaden Vietnam'’s capital markets, particularly the domestic corporate bond market
as a promising alternative channel for long-term finance. However, as it will take time for
the domestic financial sector to develop to the level that will enable it to support much
of Vietnam’s future energy financing needs, it will be important to also mobilige financ-
ing from offshore investors and lenders, while ensuring that such financing is raised on a
sustainable basis and that the contingent liabilities are appropriately monitored and man-
aged. Some actions for considerations are highlighted below.

(1) Increase availability of long-term domestic capital

(a) Mobilize long-term capital. Underlying the scarcity of long-term lending in the do-
mestic market is the shortage of long-term savings or other sources of long-term
capital. There is a need to develop a strategy to mobilizge such long-term savings,
whether through wider use of pension funds and life insurance products or through
providing incentives and financial products to existing savers to invest their funds
in longer-term deposits, for instance through developing a steeper deposit duration
yield curve or establishing specific investment funds dedicated toward infrastruc-
ture investments.

(b) Develop long-term financial products. The government has recently adopted the
Bond Market Development Road Map 2017, with a vision through 2030. Progress
on this agenda will be critical to provide channels for longer-term domestic corpo-
rate finance for the equitiged subsidiaries of EVN and PVN and to support debt re-
structuring. Among the critical steps to be taken are: (i) development of short-term
benchmark interest rates; (ii) measures to increase liquidity in the longer end of the
government bond market; (iii) plugging regulatory gaps; (iv) provision of better-
quality information on the credit rating of corporate bond issues; and (v) streamlin-
ing the corporate bond issuance process in the public market, while loosening issuer
conditions (including years of establishment and profitability requirements) in the
private placement market so that project companies and special purpose companies
can issue bonds in this segment (e.g., green bonds) while at the same time restricting
this private placement market to only qualified investors.®

9 These are the recommended amendments to decree 90 on corporate bond issuance.
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(c)

(2)
(a)

(b)

Revise decree 90. Most corporate bond issuances are done through private place-
ments, which do not require any substantial disclosure requirements. Decree 90 is
currently being revised to improve disclosure standards to attract more institutional
investors and allow for broader issuance for energy companies to access the corpo-
rate debt market.

Ease constraints facing domestic commercial banks

Address single borrower limits and de-risk investment in the energy sector. Banks
are currently limited by constraints on single borrower exposure, which can be prob-
lematic for large energy projects. This can be addressed through various risk-shar-
ing facilities. Risk sharing facilities can promote investment in the energy sector by
sharing the risks associated with lending to the energy sector and thereby reduce
the banks’ exposure to the associated risks. The establishment of syndication capa-
bilities could also address this problem by enabling banks to sell down some of their
exposure to other banks. An alternative method of recycling exposure is through the
securitigation of loan assets, which would require the development of domestic bond
markets and the introduction of asset-back securities into the market. This would
also contribute toward deepening the corporate bond market in Vietnam.

Improve banking capacity to appraise projects. Many local banks are unfamiliar
with energy projects, particularly with renewable energy and LNG technologies. This
makes it difficult for them to assess credit risks and to price loans accordingly. How-
ever, if local banks are to play a greater role in energy finance in the future, it is im-
portant to undertake capacity building activities to provide them with the necessary
know-how.
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Table 12: Pillar 1l Recommended Actions - Increase the Availability

of Local-Currency Finance

Constraints
(Responsible Party)

Near-term Actions
(Within a Year)

Medium-term Actions
(1-3 years)

(1) Increase availability of long-term domestic capital

(a) Mobilize long-term capital
(MOF/SBV)

+ Develop strategy for mo-
bilizing long term domestic
savings

+ Revise regulations on pri-
vate placement of corpo-
rate bonds

+ Develop long term savings
products (pension funds,
life insurance)

+ Pilot SOE VND bond issue
as ‘strategic paper’ without
MOF guarantee

+ Develop SOE financing
needs plan as a basis for a
long-term financing strat-

€gy

(b) Develop long-term financial
products (SBV/MOF)

Develop strategy for long
term fixed interest rates
and hedging

+ Develop short-term bench-
mark interest rate to
improve pricing of financial
instruments

+ Implement debt/swap
strategy

+ Introduce measures to
increase liquidity of gov-
ernment bond market
and streamline process of
corporate bond issuance

(c) Revise decree 90 on the is-
suance of corporate bonds
(MoF)

Revise decree 90 to allow for
more transparency and for
energy companies to access
the corporate debt market

Issue model capital markets
transaction in the energy sec-
tor, such as a green bond

(2) Ease constraints facing domestic commercial banks

(a) Address single borrower
limits and de-risk invest-
ment in the energy sector
(MOF)

Develop strategy of banks to
recycle assets and address
asset quality of the banks’ bal-
ance sheets

+ Explore securitigation of
assets to manage balance
sheet exposure

+ Establish risk sharing facil-
ity to reduce exposure

(b) Improve banking capacity
to appraise projects (SBV/
Commercial Banks)

Develop strategy to increase
banking sector appraisal
capacity
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Annex 1. Macroeconomic Profile

1.1 Macroeconomic Environment

1. Vietnam’s overall macroeconomic environment remains favorable, with resilient
growth and broad macroeconomic stability. Driven by export-oriented manufac-
turing and robust domestic demand, GDP growth has averaged 6 percent annually
between 2010-16. This resilient growth has been accompanied by macroeconomic
stability. After a period of high inflation and acute instability in 2011, inflationary
pressures have subsided, with headline inflation remaining in single digits for the last
five years. Vietnam'’s external position also remains in balance, underpinned by strong
export growth, robust remittance inflows, and a capital account surplus. While for-
eign reserves remain relatively low, supported by strong inflows, the exchange rate
has been relatively stable, while reserves continue to rise, reaching about US$63 bil-
lion in the first half of 2018, more than twice the nominal level reported in December
2015 and equal to around 3.5 months of imports.

2.  High domestic savings and large FDI inflows provide ample resources to finance in-
vestments, including for infrastructure. Indeed, Vietnam’s domestic savings rate
is relatively high at around 30 percent of GDP. This is the equivalent to around
US$60 billion in 2016 (at the current exchange rate®). In addition, Vietnam is also
attracting significant foreign investment in the form of inflows of FDI, equaling 8
percent of GDP, or close to US$16 billion in 2016. In contrast, portfolio capital inflows
are marginal, reflecting the relatively limited presence of nonresident investors in
Vietnam'’s capital markets.

3. However, overall investment growth has been sluggish in recent years despite large
unmet infrastructure investment needs. Investment activity has slowed markedly
since the 2008/09 global financial crisis. Indeed, over the past six years, the invest-
ment rate has averaged only about 26 percent of GDP (compared with 36 percent in
the six years prior to the global financial crisis). While slowing investment growth is
partly a correction from high pre-crisis investment rates, it also reflects the fact that
there are a range of obstacles holding back investment, including fiscal constraints,
lack of efficient financial intermediation, and shallow capital markets, which have
constrained investrment by the domestic private sector.

10 The applied exchange rate is 22,350 (average exchange rate for 2016).
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Graph 1.1. Sluggish Investment Since the Global Financial Crisis
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Investment in the utility sector has in particular slowed down in recent years. As a
share of GDP, investment in utilities (electricity, gas and water) has been on a de-
clining trend, falling from an average of 4.5 percent of GDP to 3.1 percent of GDP
between 2003 and 2016.

Vietnam’s external balance of payments position has strengthened in recent years on
the back of strong export growth, robust remittances and FDI, bolstering reserve ac-
cumulation. The current account surplus is underpinned by export performance and
remittances which are only partly offset by growing repatriation of profits (related to
the sigable FDI sector in the country). The financial account also saw large net inflows
of FDI as well as long-term loans, mostly in the form of official financing (e.g., conces-
sional financing provided by official, noncommercial creditors). Persistent Balance of
Payment (BoP) surplus in recent years have allowed for a gradual build up of foreign
reserves. However, the level of the foreign reserves is still relatively low at only 3.5
months of imports, and could raise concerns by investors over the availability of suf-
ficient foreign liquidity to convert and remit prospective returns from investments in
the energy sector.

Graph 1.2. External Accounts and Total Reserves
External Accounts (% of GDP) Total Reserves
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The SBV operates a crawling-peg foreign exchange rate regime. Since 2016, the SBV
has moved to a more flexible and market-driven management of the exchange rate,
moving from periodic devaluations toward daily setting of the reference rate based
on the average interbank exchange rates against the U.S. dollar, allowing dollar/dong
transactions to move in a band around this daily reference rate. The SBV has maintained
a trading band of +/- 3 percent. Commercial banks can determine their own spread be-
tween currency selling and buying prices within the trading band set by the SBV.

The exchange rate has been relatively stable, bolstered by the strong external posi-
tion. While the SBV continues to gradually devalue the VND, it has publicly stated
that the objective is to maintain a stable exchange rate that moves in line with mar-
ket developments.

Graph 1.3. Stable Exchange Rate
Nominal Exchange Rate: Vietnam Dong per US Dollar
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Vietnam has removed administrative restrictions on FOREX transactions. Conversion
of the Vietnamese Dong into hard currency no longer requires FOREX approval, and
Vietnam abolished FOREX surrender requirements in 2003. The Law on Investment
(2014) allows foreign investors to purchase foreign currency at authoriged banks to
finance current and capital transactions and other permitted transactions. Foreign
businesses are also allowed to remit in hard currencies all profits, shared profits,
income from legally-owned capital, properties, and services as well as principal and
interest on loans obtained for business operations and investment capital. Residents
and nonresidents can open and maintain FOREX accounts and deposit foreign cur-
rencies with authoriged banks in Vietnam, although there is an administrative cap of
zero percent on the FOREX interest deposit rate.

The derivatives market, including for FOREX hedging instruments, remains at a
nascent stage. Available derivatives are limited to basic currency products, such as
FOREX transactions, short-tenor interest rate swap transactions, and commodity
swap transactions entered for hedging purposes between a Vietnamese bank or a
Vietnamese branch of a foreign bank and a Vietnamese counterparty. A licensed Vi-
etnamese bank or a Vietnamese branch of a foreign bank could also participate in
cross-border derivative transactions (e.g., interest rate swap) with an offshore coun-
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10.

terparty, depending on the transaction and counterparties involved and subject to
SBV approval, which is granted on a case-by-case basis. Decree 42/2015 extends the
range of permissible derivatives to also include options and futures.

Despite the elimination of FOREX controls, convertibility risk remains a key concern
for foreign investors, more notably for those taking medium to long-term exposures.
The availability of FOREX has been an intermittent problem in previous years. Per-
ceived uncertainty over the convertibility of large-scale Dong-denominated income
flows limits the bankability of projects for foreign partners. The government has pro-
vided specific foreign currency convertibility support for certain projects in case the
banking system is unable to fully satisfy the demand for foreign currency.

1.2 Public Sector Debt

M.

12.

13.

Graph 1.4. Sigeable Fiscal Imbalances
Fiscal Balance (% of GDP)
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Sigable fiscal deficits over the past few years have led to rapidly rising public debt.
The average fiscal deficit during 2009-16 increased to about 5 percent of GDP per
year, markedly higher than the 1.2 percent per year during 2003-08. As a result,
Vietnam'’s public-debt-to-GDP ratio has increased rapidly over the past few years.

The nationally reported public debt figures show that Vietnam'’s public and publicly
guaranteed debt increased markedly, from 51.7 percent of GDP in 2010 to 63.7 per-
cent in 2016, which is very close to the government’s statutory debt limit of 65 per-
cent of GDP. Of this, 52.4 percent of GDP is debt directly owed by the government,
10 percent is debt guaranteed by the government, and about 1.3 percent is provincial
government debt guaranteed by the government.

The government has increasingly relied on concessional financing and the domestic
bond market to meet its growing financing needs. As Vietnam solidifies its middle-
income status, access to highly concessional finance will naturally become tighter.
While external loans from IFls and bilateral DPs remain a large share of the debt
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15.

16.

17.

portfolio, Vietnam has increasingly relied on domestic (and to a lesser extent inter-
national) capital markets as a source of fiscal financing. This has helped contain ex-
change rate risks but has increased refinancing risks due to the shorter maturity of
domestic debt. In such a context, it becomes fundamental to have a more proactive
approach to debt management.

Public finances are expected to remain tight for some years to come, limiting the
available fiscal space for infrastructure investment. The government has made a
commitment to rein in the fiscal deficit and reduce public debt to ensure long-term
fiscal sustainability. The draft Medium Term Financial and Budgetary Plan (2016-
20) envisages a deficit reduction to around 3 percent of GDP by 2020. Achieving
this deficit target would allow the government to stabilizge and then gradually reduce
public debt as a share of GDP, rebuild buffers, and ensure sustainable public finances.
A credible fiscal consolidation plan would lower overall financing needs and reduce
future financing costs by bolstering investor confidence and improving the country’s
creditworthiness in capital markets. At the same time, it means fiscal space for di-
rect borrowing or for the provision of publicly guaranteed debt to finance infrastruc-
ture, including in the energy sector, will be increasingly limited.

Public Investment and Fiscal Support for the Energy Sector

Fiscal space for public investment is increasingly constrained. Historically, the ma-
jority of infrastructure projects in Vietnam have been financed largely from the gov-
ernment budget and through central government bond investment programs and
municipal bond issuance. Highly concessional finance (e.g., low-interest World Bank
IDA credits and grants) and less concessional finance from IFls and DPs (e.g., IBRD,
EXIM banks) have also been key sources of funding for infrastructure development.

Vietnam has traditionally allocated significant public fiscal resources to infrastruc-
ture development, with public investment accounting for an average of about 9
percent of GDP per year (2006-16), contributing about 40 percent of total invest-
ment into the economy, mostly in the energy, transportation, and agriculture sec-
tors. However, in recent years, budgetary capital spending has steadily declined to
7 percent of GDP per year. This reflects the phasing out of stimulus measures put in
place earlier, as well as the curtailment of disbursement of ongoing investment pro-
jects. Furthermore, following the issuance of Decree 16 in 2016 on the management
and utiligation of ODA and concessional loans, the government has identified priority
areas for the utiligation of such funds, including support to priority sectors like trans-
port and energy and for projects that can demonstrate cost recovery. These fiscal
constraints, which limit public investment, mean that the private sector will need
to play an increasing role in providing investments for infrastructure and especially
energy.

In the past, there has been significant fiscal support to finance investment in the

energy sector in the form of on-lending of official financing and publicly guaranteed
loans. For example, EVN has received significant fiscal support, most of it provided
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off-budget, in the form of either borrowing from MOF (on-lending of official financing)
or direct borrowing by EVN with explicit publicly guaranteed debt. About 80 percent
of EVN’s current debt (US$9 billion) is subject to sovereign backstopping. In addition,
there are also guarantees on nondebt-related payments, including minimum revenue
and termination payments. Such liabilities are usually with MOIT, not EVN, and thus
may not affect EVN’s credit. EVN essentially receives financing through three channels:

Graph 1.5. Fiscal Support to EVN (% of GDP)
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Source: MoF.

On-lending: EVN has been a major recipient of on-lending of official financing (from
multilateral and bilateral partners, such as the World Bank, ADB, JICA, KFW, etc).
These liabilities are directly contracted by MOF (and therefore considered direct pub-
lic debt and hence subject to the 65 percent of GDP statutory debt limit) and on-lent
to EVN with EVN assuming all debt service obligations. Management of on-lending to
SOEs, including EVN, is governed by Decree 78/2010, which sets out the requirements
and terms for the use of on-lending.

Loan guarantees: MOF has provided sovereign debt guarantees on commercial bor-
rowing by EVN from domestic and foreign banks. Government guaranteed commer-
cial debt of EVN amounts to US$3.9 billion, equal to 18 percent of Vietnam'’s total
publicly guaranteed debt or 1.9 percent of GDP. The underlying commercial debt is
contracted by EVN, and the sovereign guarantees are recorded as publicly guaran-
teed debt (and hence subject to the 65 percent of GDP statutory debt limit). Issu-
ance of loan guarantees is now governed by Decree 04/2017 (which took effect from
March 2017) on Vietnam'’s sovereign guarantees for loans borrowed by SOEs. The
decree imposes stringent conditions on the issuance of new loan guarantees, includ-
ing collateral, credit insurance, and other requirements; it also limits new guarantee
coverage to a maximum of 70 percent of the debt obligation.

Other payment guarantees (nondebt related): The government has also provided
credit support to backstop EVN’s payment obligations pursuant to long-term con-
tractual agreements signed between EVN and private investors (e.g., PPAs for BOT
projects). Several BOT projects, including Phu My 2.2 (2002—Gas), Phu My 3 (2003—
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Gas), Mong Duong (2011—Coal) and more recently Vinh Tan 4 (2014—Coal), benefit
from government support to cover the risk of default by EVN of its off-take and ter-
mination payment obligations under the relevant project documents. Such govern-
ment nondebt-related liabilities are contingent in nature and thus—in line with inter-
national practice—are not recorded as part of Vietnam'’s publicly guaranteed debt
and not subject to the 65 percent of GDP statutory debt limit. This type of credit
support from the government is contemplated under the PPP Decree that stipulates
a list of sectors eligible for such support, including the key sectors of transportation;
street lighting; water supply; waste treatment; power plants and transmission; com-
mercial infrastructure; social infrastructure facilities for health care, culture, sports,
industry, and agriculture; and other sectors for infrastructure development as de-
cided by the prime minister.

In addition to borrowing, there are several types of government interventions to sup-
port private sector financing of the energy sector that result in forgone revenues,
including: (i) corporate income tax holiday for four years, 5 percent tax [rate] for
nine years, and 10 percent [tax rate] for 2-17 years for all new enterprises to gener-
ate powers; (ii) corporate income tax reduction to 10 percent for all forms of clean or
renewable energy through the life of their operation; (iii) import duty exemption for
firms producing certain forms of renewable energy and for goods in service of petro-
leum activities if imports are not manufactured in Vietnam; (iv) accelerated depre-
ciation for certain form of renewable energy; and (v) initial exemption from and later
reduction of land tax for certain forms of renewable energy.
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Annex 2. Financial Sector Profile

2.1 Financing Environment

211 Commercial Banks

19. The assets of the Vietnamese banking system totaled US$357 billion as at December
2016. This is equivalent to 95 percent of the total loans by all types of credit institu-
tions. At the same time, the loan book of the banks totaled US$246 billion. Credit
growth averaged 12.2 percent (CAGR) over the period 2012-16.

Graph 2.1. Total Banking Sector Assets and Credit Growth
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20. The ratio of total credit to GDP has been increasing, registering at 130 percent in
2017.

Graph 2.2. Vietnam’s Total credit/Vietnam’s GDP
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While still lower than in 2012, the loan-to-deposit ratio has seen an increasing trend,
from 85.37 percent in 2014 to 87 percent by end of 2016, while the minimum ratio
currently required by the State Bank of Vietnam is 80 percent. Meanwhile, liquid
assets over total assets and short-term liabilities has been in decline. Furthermore,
since the beginning of 2017, interbank interest rates also increased with overnight
rates registering at 4.13 percent on average by early 2017.

Graph 2.3. Banking Sector LDR and Liquidity
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22.

23.

By 2016, the banking sector consisted of 97 banking entities, including four fully state-
owned commercial banks, 33 joint-stock banks, 51 foreign banks and branches, and
two policy banks. State-owned commercial banks (SOCBs) account for 45 percent
of total banking sector assets, followed by joint stock commercial banks (JSCBs) at
40 percent. In terms of credit provision, JSCBs maintain a 49 percent market share,
followed by SOCBs (43 percent). While SOCBs and JSCBs are the key players in the
banking sector, both are undercapitaliged, with SOCBs generally less capitalizged than
JSCBs. The top 10 banks account for about 78 percent of the assets of the entire bank-
ing system. Much of the rapid credit growth in recent years has occurred through the
banking system. Credit growth was approximately 19 percent in 2017.

Interest rates have been on a downward trend since 2012 and stabiliged in 2016. The
declining trend in interest rates resumed in the second half of 2017 with a reduction
of 0.25 percent in the policy rate. Recently, a few banks attempted to cut deposit
interest rates in response to favorable macro-conditions, including improved liquidity
and low inflation, but smaller banks have kept the higher rates to maintain or expand
market shares. Low inflation and declining deposit rates have also motivated many
retail depositors to switch to higher-yield investments, such as stocks and properties.
The SBV used several monetary policy tools for lowering lending interest rates, such
as: (i) requiring credit institutions to reduce lending rates by cutting and managing
operation costs; and (ii) keeping low discount rates and encouraging low interbank
rates. To date, VND lending rates to prioritiged sectors are commonly set at 6-9 per-
cent per annum for short-term loans, while medium- and long-term rates charged by
state-owned commercial banks remain in the 8-10 percent per annum range; lending
rates to normal manufacturing/business sectors commonly range from 7-10 percent
per annum for short-term loans and 9-12 percent per annum for longer-term loans.
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24. Toputtheseinterest rates into perspective, current lending rates are now lower than

the low levels reached during the booming period of 2005-06. System liquidity has
generally been stable, and banks generally rely on short-term deposits to support
their medium- and long-term loans up to the threshold level set by the SBV. However,
credit to deposits has declined from 95 percent in 2012 to around 89 percent in 2016,
reflecting an absolute increase in deposits. Banks have also been issuing corporate
bonds to fund their longer-term financing activities. However, local banks do very
limited lending on either a long-term or fixed-rate basis, which constrains their abil-
ity to finance infrastructure projects.

Graph 2.4. Average Interest Rate

Average Interest Rate over Time
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Graph 2.5. Loans and Deposits of SOCBs
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Graph 2.6. Loans and Deposits in JSCBs
Rates on Short-term Loans Rates on Mid- and Long-term Loans
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21.2 State-Owned Banks

25. Vietnam'’s Development Bank (VDB), is a 100 percent state-owned policy bank. Eq-
uity holder rights and responsibilities are carried out by the prime minister or dele-
gated to MOF. The bank is charged with ensuring the effectiveness of policies such as
the government’s credit for development or exports as well as other assigned roles.
VDB's total assets are planned to increase at a CAGR of 10 percent during the period
2013-20. Total assets of VDB are expected to reach VND 500 trillion, or US$22 bil-
lion (Decision 369/QD-TTg) by 2020. However, VDB has a large portfolio of nonper-
forming loans. The NPL ratio of VDB was 11.05 percent at the end of 2014, accord-
ing to the state audit. Other than VDB, other state-owned commercial banks, such
as Vietcombank, Agribank, Vietinbank, and BIDV, also act as the policy arms of the
government since they are majority state-owned. The table outlines selected com-
mercial banks and their lending to the electricity sector.

Table 2.1. Selected Banks and their Involvement in Electricity Sector (2016)
Unit: VND bn VCB CTG BIDV TCB SHB
Total Assets 787,907 948,699 1,006,404 235,363 233,948
Outstanding Loan 460,808 661,988 723,697 142,616 162,376
Charter Capital 36,023 46,209 34,305 8,878 11,293
Owner's Equity 47,958 62,712 42,540 19,586 13,229
Profit After Tax 6,851 6,825 6,229 3,149 913
Loan for electricity 6.21 4.85 6.24 0.89 5.19
sector/total loan book (%)

Source: Stoxplus.
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27.

Capital Adequacy

Low capital adequacy in the banking sector is a key concern in the Vietnamese bank-
ing system. To date, Vietnam has applied Basel | as the standard for capital adequa-
cy. However, the country is now moving toward Basel |l standards and the increased
requirements for capital. It remains to be seen whether the banks can achieve these
capital targets. It is likely that more banks will announce plans for capital increases,
not only to finance loan growth and deal with the bad loans transferred to Vietnam
Asset Management Company (VAMC), but also to meet the capital requirements for
Basel II.

Capital Markets

Capital markets in Vietnam remain relatively small and underdeveloped, but they
are growing. At the end of 2016, the combined stock market and bond capitaligation
was 86 percent of GDP, compared with 56 percent in 2014. However, capitaligation
remains low compared with other countries in the region, such as 108 percent in
Thailand and 142 percent in Malaysia in 2016. The sige of the bond market relative to
GDP in Vietnam is also smaller than that of Malaysia, Thailand, and the Philippines.

Table 2.2. Size of Bond Market as Percentage of GDP

2011 2012 2013 2014 2015 2016
Vietnam* 17 17 20 22 24 37
Philippines 35 38 38 37 36 34
Malaysia 91 103 100 100 97 95
Thailand 63 69 70 70 73 76
Indonesia 13 13 14 14 15 18

Source: World Bank.

* Including government bonds, government guaranteed bonds, municipal bonds, and corporate bonds.
** A significant portion of the increase in ratio of bond market to GDP in Vietnam was driven by a conversion of

loans by the Vietnam Social Security Fund’s (VSSF) into government bonds.

28.

The government has successfully issued government bonds to finance infrastructure
projects and will likely to continue to do so in the coming period 2017-20. Bonds is-
sued in the past have been concentrated in shorter maturities that have led to a flat
yield curve, however this is evolving, and more recently, the government has been
able to issue longer maturities. In the past, illiquid markets and a lack of reliance on
long-term financing from capital markets hindered market development and deep-
ening. During 2015-16, with stable macroeconomic conditions, MOF issued long-term
tenor bonds from 15-30 years to investors, including insurance companies and pen-
sion funds, which is suitable for financing infrastructure projects. With the positive
market development in recent years—larger sige, increasing tenor, and higher liquid-
ity—the government could further mobilize long-term funding to finance infrastruc-
ture projects as planned through government bond issuances. However, this could
cover only a part of the total demand for long-term financing and is subject to the
government’s borrowing limit; therefore, there is an increasing demand for private
sector investment in infrastructure and utilities.
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29. Total government bond issuance in 2016 was approximately VND280 trillion (i.e.,
around US$12 billion). Vietnam has issued international bonds three times: US$750
million in 2005, US$1 billion in 2010, and US$1 billion in 2014.

30. Hanoi Stock Exchange was assigned the responsibility of designing a plan to issue
“green bonds” pursuant to Decision 2183/QD-BTC, approved in October 2015, which
outlines the National Strategy in Green Development by 2020. This includes a plan
to complete the regulatory framework for mobiliging capital for green investments.
Several corporations in the energy sector are considering green bond issuances to
mobilige capital. The ASEAN capital markets forum, of which VN is a member, is put-
ting together a green bond framework for all countries in the region. However, do-
mestic investors, such as pension funds and insurance companies, are key to the
development of local green bond markets, and it is not clear that those institutional
investors in Vietnam are able or willing to invest in nongovernment bonds.

Graph 2.7. Government Bonds in 2017
Government Bonds Breakdown by Type Government Bonds Breakdown by Tenor

1.22 USSbn
9.34 USSbn

0.83 USSbn

34.68 USSbn

0.94 USSbn

" Treasury Bonds " Central Bank Bonds B5years " 7years

510 years

= State-Owned 15 years 20 years 30 years

Source: Stoxplus.

215 Insurance Companies

31. There were 62 insurance enterprises (including insurance brokers, life insurance,
nonlife insurance, and reinsurance) in Vietnam in 2016. The market sige reached
VND 239,413 billion (US$4.6 billion) at the end of 2016, an 18.2 percent increase over
2015.
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33.

Graph 2.8.
Market Sige and Growth of the Insurance Sector (US$ billions)
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The investment portfolios of insurance companies lean heavily toward government
bonds, with 70.5 percent of investments in government and government-guaranteed
bonds. The insurance sector stepped up as a major player in the government bond
market compared with the banks, accounting for 44.6 percent of government bonds
purchase in 2016, a substantial increase from 23 percent in 2015. Most investments
are in 10-years-plus terms to match their liability profiles. Life insurance companies
have bought 89.8 percent of 30-year bonds, 41.2 percent of 20-year bonds and 19.1
percent of 15-year bonds issued by the government. Insurance companies are ex-
pected to take on an even more active role with the newly issued Decree 73/2016/
ND-CP on investment of idle funds in insurance activity reserves. The decree allows
insurance companies to invest in securities products beyond government bonds, such
as government-guaranteed bonds, municipal bonds, fund certificates, and equity in
other companies.

Pension Funds

The biggest institutional investor in Vietnam is the public Social Security Fund (VSSF).
The fund manages the assets of approximately US$20 billion (10 percent of GDP),
with safety of invested funds as the predominant objective. VSSF investments have
primarily been in the form of direct lending to the government (85 percent) and bank
deposits with approved commercial banks (14 percent). All investments are held to
maturity. However, with a negative real rate of return on investments, VSSF is ex-
posed to the risk of not being able to meet its future obligations. There is a growing
need for the VSSF to expand its investments in marketable and publicly traded securi-
ties with higher rate of returns. A scheme to convert most of the VSSF’s direct budget
lending portfolio into government bonds with various maturities was approved by the
government; the conversion took place in December 2016. VSSF’s is currently invest-
ing directly in government bonds. Nevertheless, investments in longer-term bonds
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37.
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38.

(20-30 years) may be challenging given Vietnam’s demographic projections over the
coming 10 years.

Decree 88, also adopted in 2016, provides the legal framework for the establishment
of private pension funds. Further work on the regulatory framework for private pen-
sions is required to promote the development of this industry that could potentially
become an important institutional investor category in capital markets.

Stock Market

By March 2017, stock market capitaligation was US$102 billion, accounting for 76
percent of GDP. This is still relatively small when compared with neighboring coun-
tries. Regarding liquidity, daily trading volumes in Vietnam'’s stock market averaged
US$129 million in 2016.

The free-float in the Vietnamese stock market accounts for only 41.5 percent of
the total outstanding shares. This is low because many privatiged SOEs still have
a controlling ownership by the government. This demonstrates one characteristic
of the Vietnamese stock market, which is that although the listing of state SOEs is
encouraged, the government still holds a tight grip on these enterprises. However,
some large infrastructure companies, have been successfully raising capital from the
stock market through public offerings and private placements to help finance their
infrastructure projects.

Corporate Bonds

In 2016, listed corporate bonds formed only 1 percent of GDP, and the CAGR for cor-
porate bonds over the period 2011-16 was relatively low at 1.8 percent. Most of the
corporate bond issuances are done through private placements, which do not require
any substantial disclosure requirements. The regulation guiding issuance in the pri-
vate placement market, i.e., Decree 90, is currently being revised to improve disclo-
sure standards to attract more institutional investors while protecting unsophisti-
cated investors from the risks in this market.

Foreign Currency Liquidity

In the campaign for antidollarigation, the SBV limited the number of companies al-
lowed to borrow in foreign currency. However, despite this, Vietnamese still prefer to
hold their savings in foreign currency rather than Dong, believing that it carries less
risk. Hence, the portion of loans in foreign currency is significantly lower than depos-
its in foreign currencies.

Maximizing Finance for Development in Vietnam’s Energy Sector
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Graph 2.9: Deposits/Loans by Currency
Deposits by Currency, 2018 Loans by Currency, 2018

-

®VND EVND

* Foreign currencies " Foreign currencies
Source: SBV.

2110 Current Sources of Financing Available to the Energy Sector

39. The future availability of financing is still relatively small when compared with neigh-
boring countries.

Table 2.3: Estimated Current Sources of Financing for the Energy Sector (USS$ billions)

Source of Financing Current | Current to Notes
Total Energy
Domestic commercial | 242.3 9.98 Based on total loans for electricity, fuel, and
banks, total loans, hot water generation category as reported by
2016 24 commercial banks that form 61.4 percent of
national loan book.
Vietnam Development | 13.2 0.45 Based on the loan amount announced by EVN
Bank, total loans, and VDB for one wind power project in Bac Lieu
2016 province and one hydropower project in Lai
Chau province.
Government bonds 62.1 1.00 Proceeds from government bonds go to the
(domestic) general budget. It is unclear how much financed

capital expenditure there is and within that
how much was dedicated to energy projects. No
government green bonds have been issued. An
estimate of US$1 billion from GENCO equitizga-
tion will be earned.

Corporate/provincial/ 1.7 0.04 Total corporate bonds issued by one listed
runicipal bonds company in the power sector. (Note: Many of
the corporate bonds, particularly in the private
placement market, are purchased by banks
and may be included in the bank’s credit/loan
category).
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Insurance companies 4.6 - Insurance companies already invest in bonds,

primarily government bonds. Potentially, they
may subscribe to bonds issued by energy com-
panies in the future.

Pension funds 16 0.10 VSS investment regulations/guidelines allow

the pension fund to invest in: (i) government
bonds/debt, (ii) high-yielding deposits, and (iii)
projects deemed a strategic priority. To date,
VSS invested in one strategic project for hy-
dropower in Lai Chau province with VDB and a
consortium of local banks.

Stock market 72.46 2.18 The total market cap of 31 listed companies in

the energy sector is US$2.18 billion. The total
market capitaligation of all stock markets in
Vietnam is US$72.46 billion.

Government bonds 2.8 - Past international bond issuance was for Vi-
(international) nashin (shipbuilding SOE) and other SOEs. There

have been no international bond issuances for
the energy sector in Vietnam.

International finan- 431 10.8 This figure may overlap with bank loans for
cial institutions and development, as some projects involve domes-
development partners tic finance. As of 2015, loans for the electricity

sector accounted for over 25 percent of total
concessional loans.

Total

468.26 24.55

Source: World Bank.

2.2

40.

2.21

4.

Financing for the Energy Sector

Financing for the energy sector has been provided through a combination of inter-
national and bilateral financial institutions; domestic development and commercial
banks; offshore commercial banks; and private equity and government equity, in-
cluding retained earnings by sector agencies and corporations. The vast majority of
investrment into the power sector in the past has been through EVN. However, with
EVN now having outgrown its traditional sources of finance (domestic commercial
bank market and IFls), the significant scale-up of private sector involvement in the
energy sector targeted by the government will require new sources of finance.

EVN’s Sources of Investment Finance
Given the political economy constraints to large-scale tariff increases, EVN’s capi-
tal expenditures over the 5-year period from 2010 to 2015 was almost all financed

through debt (96 percent) borrowed by EVN to cover its investment in its generation,
transmission, and distribution operations.
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43.

Only 30 percent of the loans were in local currency, with the balance being primarily
denominated in US dollars and Japanese yen. The high percentage of loans in for-
eign currencies exposes EVN to substantial currency risks. The bulk of EVN’s foreign
currency loans are not provided on soft terms because they are typically provided
through the government, which benefits from the concessionality but then passes the
loans to EVN on less commercial terms, including passing on the foreign exchange risk.
Furthermore, whereas much of EVN’s borrowing is short-term, this is being used to
acquire long-term assets of up to 25 years, thus causing a mismatch between EVN’s
assets and liabilities. The average interest rate on all loans was about 9.6 percent in
20711, decreasing to about 6.1 percent in 2015, as older more expensive loans were
repaid and market conditions slowly improved for local borrowing. Out of total EVN
debt of about US$9 billion, approximately US$8.1 billion (90 percent) is backstopped
by MOF, with US$4.1 billion being directly lent by MOF and about USS$4 billion being
MOF guaranteed (about 19 percent of the government of Vietnam’s guaranteed debt).

EVN is currently developing a corporate finance strategy centered around various
types of fundraising for future investments, including: (i) issuance of domestic and
international bonds, (ii) corporate finance debt restructuring, (iii) divestiture/equiti-
zation of assets, and (iv) concessional financing via MOF (to the extent available).

2.2.2 Financial Institutions

44,

45.

There are six international and bilateral financial institutions (ADB, AFD, JICA, KEX-
IM, KfW, and the World Bank) that are particularly active in Vietnam’s energy sec-
tor. These institutions normally lend through the MOF, which in turn on-lends to the
SOEs on commercial terms. The planned lending volume of these institutions to the
Vietnamese energy sector in the period 2017-19 were estimated at US$3.8 billion in
2017, which would have been less than 10 percent of the total investment require-
ment of the sector of about US$40 billion over this period.

However, it is unlikely that these planned lending volumes will be achieved as the gov-
ernment has canceled or delayed many energy projects that were to benefit from such
lending because of the requirement of the finance institutions for sovereign guaran-
tees, which impacts the debt ceiling. Actual lending of IFls between 2017-2018 was
only USS$ 600 million. EVN and its subsidiaries are thus aiming to raise nonsovereign
funds from IFls. However, nonsovereign funding volumes are limited and interest rates
are close to commercial financing with longer tenors and grace periods.

2.2.3 Local Commercial and Development Banks

46.

Local commercial and development banks play an important role in financing infra-
structure development jointly with international financiers. The graph below high-
lights the relatively high share of foreign investment in infrastructure in Vietnam
compared with other countries in the region. In the energy sector, foreign investors
have typically focused on large-scale BOT projects (mainly in gas and coal fired power
generation) whereas smaller generation investments (especially privatively financed
small- and medium-siged hydropower projects) have come mostly from the domestic
capital market.
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Graph 2.10: Sources of Budget Financing for Infrastructure—Domestic versus Foreign
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Local commercial and development banks provide VND debt on domestic market
terms and finance projects in the electricity and gas sectors, with the commercial
banks tending to lend on a corporate rather than on a limited recourse project finance
basis (although there are expectations of nonrecourse lending to new renewable en-
ergy projects, especially solar PV). These commercial banks also act as a conduit for
on-lending to small scale renewable energy projects.

An important constraint with respect to lending to the electricity and gas sectors is
that commercial banks are subject to single borrower lending limits: i.e., banks can
only lend up to a maximum of 15 percent of their equity to a single borrower (SBV
regulation). It is mainly due to these lending limits that some local banks are not able
to provide new loans to EVN to help EVN and its subsidiaries contribute to the power
sector investment targets set out in RPDP7.

Beyond lending to EVN, lending volumes to the electricity and gas sectors in gen-
eral are currently still quite limited. Long-term financial intermediation is also con-
strained by the weak capital base and low capital adequacy ratios (CARs) of Viet-
namese banks due to asset quality and provisioning for nonperforming loans (NPLs).
Moreover, securitigation of balance sheet assets to manage exposure is not possible
due to the absence of regulations for securitigation.

2.2.4 Lending to Renewables

50.

51.

Local financial institutions have been lending VND loans to renewable energy pro-
jects as these are currently being developed mostly by domestic investors.™

Another important source of renewable energy financing to date (especially small
hydropower) is the international and bilateral financing institutions. The financing
mechanism for these institutions typically follows an “on-lending” modality, under
which loan financing institutions are lent to MOF, which then on-lends the loans to
SOEs, such as EVN. In most cases, MOF will on-lend through commercial banks, which

11 Credit institutions can only provide short-term loans denominated in FOREX if the borrower has sufficient
sources of FOREX revenue for the loan (Circular 31/2016 by SBV). Renewable energy projects that only have
sources of income in VND would not qualify for FOREX loan scheme as per Circular 31.
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52.

are then responsible for collecting repayments and bearing the associated risks. The
modality of renewable energy financing from international and bilateral financing in-
stitutions usually requires a sovereign debt guarantee, which the government is now
reluctant to provide due to the public debt ceiling.

A successful example of an MFD enabling project is the Bank’s Renewable Energy
Development Project (REDP) which committed US$200 miillion to private investors
to finance 19 small hydropower projects (up to 30 MW) with total capacity of 300
MW. There have been no payment defaults by the Small Hydropower Projects (SHPs).
Commercial banks charged margins to cover their costs/risks in line with commercial
practice and no payment defaults by private investors to the lending banks have
been reported. In addition, as a result of the knowledge and capacity created by the
REDP, participating banks subsequently financed an additional 1,500 MW of private-
sector-financed small hydropower projects outside of the REDP lending envelope.

2.2.4 Equity Funds

53.

There are several equity funds operating in the energy sector in Vietnam. These
funds typically focus on renewable energy investments. To date, their overall finan-
cial commitment to the energy sector has been minimal.

2.2.5 Large Corporates/Conglomerates

54.

There are several large conglomerate businesses involved in the infrastructure and
energy sectors, including Bitexco, HAGL, TTC/GEC, and Hung Loc Phat. In the past,
these conglomerates have mostly focused their investments on small hydropower,
but they are now looking more closely at investment opportunities in wind and solar.

2.2.6 Private Sector Participation in the Energy Sector

55.

To date, there has been limited private participation in infrastructure (including en-
ergy, transport, water, and ICT) compared with other countries in the region. From
1992 to 2016, Vietnam attracted US$13.8 billion in infrastructure investment. The
energy sector, with over 60 percent of all IPP flows, dominated, with US$8.3 billion
of investments. Notable projects in the energy sector include Phu My 2.2 (gas-fired
BOT power plant, 2002), Nam Con Son Gas Pipeline (2002), Phu My 3 (gas-fired BOT
power plant, 2003) and Mong Duong (coal-fired BOT power plant, 2011). Together,
these projects represented US$6.7 billion of PPI, or 49 percent of all PPI in Vietnam
from 1992-16. The four projects mentioned above were done under the BOT model,
with majority foreign ownership and long-term international commercial debt, and
benefitting from a government guarantee and undertaking (GGU) that provides par-
ticipating companies with protection against certain political and project-related
risks, including the inability of the company to secure the necessary amount of U.S.
dollars at the time it wants to convert its Dong amd remit the U.S. dollars offshore.
Nam Con Son Gas Pipeline is the only project in the natural gas transmission and
distribution segment to have received private sector investment (US$1.3 billion).
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Graph 2.11:
Energy Investments in Vietnam Compared with Other EAP Countries (last 10 years)
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56.

57.

58.

capacity to conduct PPPs within various ministries.

courage them to bid for projects.

control of the government to the private sector.

Maximizing Finance for Development in Vietnam’s Energy Sector

While the government has put in place some of the necessary enabling legislation
to support the development of a successful IPP/PPP program, most energy projects
are being procured outside of this legislation due to the lack of understanding of and

However, there has been active support from several IFls and donors to help develop
arobust enabling environment for PPPs in Vietnam. Several donors have funded vari-
ous technical assistance programs designed to improve the PPP enabling environ-
ment (legal, regulatory, and institutional) and build public sector capacity to select,
structure, procure, and manage PPPs. Indeed, the government took on board some of
this advice when drafting Decree No. 63/2018/ND-CP dated May 4, 2018. But while
the overall PPP enabling environment has improved and the government is actively
encouraging their use, there still seems to be a general lack of capacity to procure
PPPs, as well as a reluctance on the part of the government to provide the necessary
clarity and support required by investors (particularly international investors) to en-

International investors (equity and debt) are keen to support energy projects in Vi-
etnam and could serve an effective role in satisfying demand for financing as local
capital markets develop. A key constraint to scaling up private sector investment
seems to be the lack of bankable project documentation (PPA and support docu-
ments) combined with the length of time it takes to develop projects and secure the
necessary approvals and the EVN creditworthiness as the counterparty to the PPA.
One of the main drivers determining whether a project is bankable (for international
investors) is the risk allocation provided in the contractual documentation. The gen-
eral perception is that the government is trying to reallocate certain risks within the
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Annex 3. Power Sector Profile

3.1 Overview of Power Sector

59.

60.

Power sector development and supply operations are dominated by EVN, the state-
owned power utility, and its various subsidiaries. EVN is involved in all electricity ac-
tivities and is the single power purchaser from generators. EVN also owns the trans-
mission network and five subsidiary power corporations (PCs), which sell electricity
within their franchise areas at voltage levels of 220 kV, 110 kV and below. As of 2016,
about 85 percent of distribution networks supplying rural households are under PCs,
and the remaining 15 percent belong to local distribution units (LDUs) in rural areas.

In 2016, Vietnam’s installed generation capacity was 42 GW. EVN held 60 percent
(26 GW) of the installed generating capacity directly (e.g., strategic multipurpose
hydropower plants) and through its subsidiaries (GENCOs 1,2, 3). The remaining 40
percent (16 GW) of generation capacity was owned by other state-owned enterprises
(SOEs) and private investors. The total number of power plants in operation was 113
(excluding small hydropower plants up to 30 MW). Hydropower accounts for 37.6
percent (15.8 GW); coal-fired 34.3 percent (14.4 GW); gas-fired 17.8 percent (7.5 GW);
renewables, including small hydropower, 5.8 percent (2.4 GW); oil-fired 3.3 percent
(1.4 GW); and imports 1.2 percent (0.5 GW) of installed capacity.

Graph 3.1: Capacity by Fuel and Ownership

Installed Capacity by Fuel Type in GW (2016) Generation Ownership Share (2016)
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61.

In the north and central regions, electricity generation is dominated by hydropower
plants and coal plants that run on indigenous coal sources. There are some power
imports from China and Laos. The southern region is dominated by hydro and gas
supplied from offshore fields. Vietnamese exports to Cambodia are relatively small.
There are major plans to increase power trade with Lao PDR up to 5 GW by 2030.
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System Loss as % of Output

62. There has been a significant increase in the reserve margin® since 2010 through the
commissioning of new generation plants. However, electricity supply and demand,
especially in the south, can become tight at times due to: (i) seasonality of hydro
inflows; and (ii) transmission constraints, particularly between north and central
Vietnam.

Graphs 3.2 Installed Generation Capacity and Systemwide Reserve Margin (2000-16)
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63. Significant improvement in power system performance: Current total transmission
and distribution losses are 7.6 percent which are low compared to similar countries
and systems, reflecting the strong operational performance and capacity of EVN.
The quality of service in electricity supply to consumers has steadily improved with
less frequent power interruptions with lower duration.

Graph 3.3: Improvement in Power System Performance
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System Average Interruption Frequency Index Momentary Average Interruption
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64.

3.2

65.

66.

The quality of service in electricity supply has steadily improved. In 2015, shedding of
capacity was a fifth of that in 2010, a year in which rotating load curtailments were
common, as a result of a very dry hydro year and capacity shortages. In 2015, only
six outages were recorded in EVN’s National Load Dispatch Center (NLDC): most load
shedding was needed for protection during commissioning tests of new power plants.
This demonstrates EVN’s effectiveness in providing adequate network investment to
provide good consumer service.

Power Sector Reform

Strategic sector: The power sector in Vietnam is one of the largest and most strate-
gic areas in the economy where restructuring is being implemented. The impetus for
reform is the need to put the electricity sector on a sustainable footing to meet the
fast-growing demand driven by industrial expansion and increased residential and
commercial demands as disposable personal incomes increase. The guiding principles
set by government to power sector development has been to: (i) ensure reliable, safe
power system operation and security of supply; and (ii) minimige impacts on electric-
ity tariffs (macroeconomic spillover effects and distributional impacts).

The 2004 Electricity Law: Power sector reform began in earnest with the approval
of the 2004 Electricity Law. This law provides the guiding framework for develop-
ing a competitive electricity market, which requires the unbundling of the sector by
breaking up the vertically integrated, state-owned power utility EVN. The law also
directs electricity tariff reforms to move prices toward cost-reflectiveness to attract
private investment in order to ensure sustainable sector development, reduce sub-
sidies, and promote demand-side energy efficiency. It mandates MOIT to govern the
energy sector. The Electricity Regulatory Authority of Vietnam (ERAV) was estab-
lished in 2005 as an entity under MOIT. It is responsible for the issuance of licenses;
the review of the power system’s expansion plans and financing needs; the prepara-
tion, issuance, and enforcement of regulations; and the review and recommendation
of tariffs.
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The 2006 20-year Power Sector Reform Roadmap: The roadmap set out the gradual
development of a competitive electricity market in three stages: (i) competitive gen-
eration market; (ii) competitive wholesale market; and (iii) competitive retail market.
The roadmap sets out a deliberately careful approach to rolling out reform—design-
ing each stage of the process as a pilot to test, improve, and learn, followed by full
implementation. This approach reflects the high priority given by the government to
gradual, consensus-driven change to avoid negative shocks to the economy and final
consumers.

Commencement of EVN in 2008: The unbundling of EVN started in 2008 with the
creation of separate transmission and distribution businesses (i.e., National Trans-
mission Company; distribution companies; National Load Dispatch Center; Electric-
ity Power Trading Company). In 2012, EVN unbundled its generation business into
three separate Gencos.

Full operation of Vietnam’s competitive generation market (VCGM) in 2012: The
VCGM, the first stage of the reform agenda, became fully operational in 2012, with
EVN-affiliated generation companies (Gencos) and independent power producers
(IPPs) competing in a power pool to sell to the single buyer—the Electricity Power
Trading Company (EPTC), a wholly owned EVN subsidiary.

Pilot phase of Vietnam’s wholesale electricity market (VWEM) started in 2015: In
2013, the government updated the roadmap starting the pilot VWEM in 2015 and
aiming for it to be fully operational by 2021. The proposed VWEM trading arrange-
ments are designed to have the PCs and eligible large customers connected to the
transmission network * contract directly with generators and allows electricity
wholesalers to enter the market and contract with generators and then sell to PCs.
The intended result of the VWEM over time is for: (i) PCs to enter contracts directly
with generators such that their total contract portfolio should largely match their
load profiles; and (ii) where mismatches between their contracts and actual demands
occur, PCs will face spot-market exposure.

Graph 3.4: Electricity Sector Reform Roadmap

Competitive Generation Market Electricity Wholesale Market Electricity Retall Market
(VCGM) (VWEM) (VREM)

 Pilot Operation Full Operation  Pilot Operation Full Operation

M\ \ M\

Cost-based Pool Generators & Power Introduce Competition
with Competition Corporations in for all Customers

14 14 14

13 The grid code defines the transmission system in Vietnam to include “all power lines and substations at 220

KV or greater voltage levels, and 110 KV power lines and substations that have a power transmission func-
tion to receive electricity from generators and inject it into the national power system.”

Maximizing Finance for Development in Vietnam’s Energy Sector

77 &



@ 78

.

72.

73.

74,

At this stage, transmission charges and distribution charges will be unbundled,
and EVN (i.e., EPTC) will cease to be the single buyer of electricity in Vietnam.
Thus, the power costs for a PC over time will change from the bulk supply tar-
iff to a combination of network charges, contract difference payments, and spot-
market payments.

Changing role of EVN: The creation of a competitive electricity wholesale market
requires significant changes in the current institutional structure of the power sec-
tor and the role of EVN. At present, EVN has unbundled and corporatiged its affiliate
operating companies in all segments: three Gencos, the National Power Transmission
Company (NPT), and five PCs. The next phase of the reform agenda, as expressed by
a 2017 PM Decision, aims to increase efficiency in the generation segment; improve
transparency, fairness, and strong competition; ensure that the market structure
supports effective wholesale competition; and raise the effectiveness of regulation.
For these purposes, EVN generation assets will be equitiged, starting from 2017, with
EVN holding at least 51 percent of shares. After two years of equitigation, the gov-
ernment of Vietnam will assess operational results aimed at continuing to fully di-
vest the state’s share in power generation.

The NPT and the PCs will remain under full public ownership. From 2021 onward, the
PCs will conduct separate accounting for their distribution and retail businesses to
prepare for retail competition. The National Load Dispatch Center (NLDC) will func-
tion as an independent system and market operator (SMO) and will be converted to
an independent accounting unit of EVN by 2021. By 2025, the SMO will be fully sepa-
rated from EVN but will remain in government control.

The transition to a competitive power market requires the gradual elimination of
cross ownership between agents participating in different segments of the electric-
ity supply chain. In a fully competitive VWEM with multiple sellers and buyers, agents
in each segment of the electricity supply chain are prevented from having control of
companies operating in other segments. The SMO must be independent from any
sector agent, unless specific arrangements to ensure equal rights for all market par-
ticipants are adopted. 2015 MOIT and 2017 PM Decisions set out key parameters for
a future power sector structure, as summariged in the table below:

Table 3.1 Key Parameters for Future Power Sector Structure

Entity Ownership

Multipurpose hydropower plants EVN ownership

NPT (the national transmission company) EVN ownership (100 percent)—independent

accounting unit

PCs separate the functions of distribution and | EVN ownership, PCs retail business equitiged

retail starting 2021

NLDC acts as the SMO EVN-dependent accounting unit 2018; SMO
becomes independent accounting unit within
EVN by 2021

EPTC—currently the single buyer EVN-owned unit purchasing electricity from

nonmarket participants, BOTs, and renewable
energy power plants
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To assess the overall financial performance of EVN Holding, several key financial in-
dicators are relevant, including; (i) annual revenues, (ii) solvency/liquidity, (iii) profit-
ability, and (iv) debt service.

Annual revenues: EVN'’s annual revenues have been steeply increasing from 2013 to
2017. Revenues (of which revenues from sales of electricity accounted for 98 per-
cent) increased between 8 to 19 percent per year (14 percent in 2014, 19 percent
in 2015, 13 percent in 2016 and 8 percent in 2017). In U.S. dollars, annual revenues
increased from US$8.4 billion (VND 177 trillion) in 2013 to 13 billion (VND 292 trillion)
in 2017. Tariff as well as electricity demand increases were the major contributors
for the large revenue increase. Tariff collection is one of the key credit strengths of
EVN and its subsidiaries, the five power companies. Average collection rates against
receivables has been improved progressively from 2012 to 2016 and ranged between
98 and 100 percent for all five power companies.

Graph 3.5: Annual Revenues and Collection Rates
Annual Revenues (VND trillions)
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77. Solvency/liquidity: With regard to solvency, a fluctuation in the debt service ratio
has been observed during the period 2013-16. Starting at 1.29 times, it sharply fell
in 2015 to 0.86 times, mainly due to the impact of FOREX losses of VND 13 trillion
that year, before increasing again to 1.5 times in 2016 (FOREX losses VND 5 trillion)
and continuing to maintain this position in 2017 (while FOREX losses VND 3 trillion).
Ratios above 1 indicate that EVN earned sufficient income to meet the requirement
of interest and principle payment, but this ratio is highly vulnerable to FOREX risk.
The debt equity ratio has been consistently maintained at around 2.4 times, which is
an acceptable level in the energy sector. However, the current ratio, indicating EVN’s
liquidity, has been below 1 from 2013-17, indicating that current assets are insuf-
ficient to cover current liabilities. EVN’s cash flow from operating activities has been
positive and increased year by year from 2013 to 2017.

Graph 3.6. Solvency and Liquidity

Debt Service Ratio*® Debt Equity Ratio™*
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Source: EVN.

Debt service ratio: A solvency ratio calculated as EBITDA divided by loan and lease principle and interest
payments.

** Debt equity ratio: A solvency ratio calculated as total debt divided by total shareholders’ equity.

*** Current ratio: A liquidity ratio calculated as current assets divided by current liabilities.
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Profitability: Profitability is best indicated by returns on sales and the gross profit
margin. During the five-year period, gross profit margin recorded a peak of 18 per-
cent in 2013 and maintained a stable level from 13 to 14 percent in 2014, 2015,
2016, and 2017, indicating the stability in the electric production process. Returns
on sale, however, declined from 11 percent in 2013 to 4 percent in 2014 due to dra-
matical fluctuations in FOREX gains and losses as a result of the absence of suit-
able hedging instruments in the country. The situation became even more serious
in 2015, when EVN recorded a FOREX loss of VND 13 trillion, making a total loss of
VND 5 trillion. In 2016, the FOREX loss was reduced by VND 8 trillion to VND 5 tril-
lion, and remained at VND 3 trillion in 2017, helping the entity generate a net profit
after tax of VND 1.4 trillion and VND 3.7 trillion for 2016 and 2017, respectively, as
well as returns on the sale of 1 percent for two last years of the analyging period.

Graph 3.7: Profitability
Return on Sales™ Gross Profit Margin™*
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Source: EVN.
*Return on sales: Profitability ratio calculated as net profit after tax divided by sales.
**Gross profit margin: Profitability ratio calculated as gross profit divided by sales.
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80.

Overall assessment: Overall, EVN has been a profitable company in recent years,
with strong and growing revenues, debt equity ratios, and a stable gross profit mar-
gin. The biggest financial challenge EVN faces is how to manage its exposure to for-
eign exchange risks, which impact the debt service ratio as well as its bottom line.
Although it would be costly for EVN to explore hedging instruments with interna-
tional banks, it is a recommended solution to stabilige the foreign exchange risks for
a corporation whose international borrowing is its main source of asset financing. In
addition, the combination of raising generation costs and the erosion of real average
electricity tariffs has put EVN in a challenging financial situation moving forward.

Power Sector Investments

Planned generation capacity: The RPDP7 presents three scenarios (low, base, and
high) for achieving installed generation capacity by 2030 to meet future electricity
demand, ranging from 118 GW to 140 GW. In 2016, the MOIT issued Decision 2068/
QD-TTg on Renewable Energy Development Strategy set out specific renewables
targets. The renewables targets under RPDP7 and the Renewables Energy Develop-
ment Strategy vary from 10.5 to 40.6 GW.
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Table 3.2 Installed Generation Capacity under RPDP7 2015-30 (GW)—Base Case
2015 | 2016 | 2017 | 2018 | 2019 | 2020 | 2025 | 2030

Hydropower 151 | 162 | 168 | 17.2 | 17.8 | 181 | 19.2 | 219
Coal-fired 128 | 142 | 16.3 | 184 | 223 | 258 | 475 | 587
Gas + ol 8.7 8.7 8.3 8.7 8.7 8.6 151 | 1941
Small HPP/wind/solar/biomass | 2.0 2.2 25 3.2 3.6 5.7 7.9 12.5
Nuclear power 4.6
Imports 1.0 1.2 1.2 1.4 1.4 1.4 1.4 15
Total capacity 39.6 | 425 | 452 | 489 | 539 | 59.7 | 91.2 | 118.4

Source: RPDP7

Table 3.3 Three Scenarios for Renewable Energy Additions under RPDP7 (GW)
for Base Case Demand Forecast

Installed Installed Renewables
Renewables Renewables Additions
Capacity 2015 | Capacity 2030 2015-30
PDP7 1.9 12.5 10.5
60 percent of Decision 2068/QD-TTg 1.9 271 25.2
Full target of 2068/QD-TTG 1.9 42.5 40.6

Source: PDP7, chapter 5 (Revised Power Generation Development Plan, table 5-19).
Note: Decision 2068/QD-TTg refers to Renewable Energy Development Strategy issued by MOIT (2016).

81. Investment in generation: The table below presents historic investment in each gen-
eration segment. During the five years leading up to 2015, EVN accounted for the
bulk of generation investments—about US$18 billion (US$3.6 billion/year) out of a
total of US$33 billion (US$6.6 billion/year).

Table 3.4 Historic Investment in Power Generation (USS$billion)

2011 2012 2013 2014 2015
Coal 1.1 0.4 2.7 7.5 6.1
oil 0 0 0 0.8 0
Gas 1.2 0 0 0] 0
Hydro (large and small) 5.3 1.4 0.6 3.6 1.4
Biomass 0 0 0 01 0
Wind 0 0.1 0 01 01
Total 7.6 1.9 33 121 7.6

Source: World Bank calculations based on total capacity commissioned each year.

82. RPDP7 envisages generation investment requirements by 2030 of about US$118-
144 billion and US$152-185 billion for the power sector as a whole. The share of re-
newable energy (excluding large hydro) in total generation investment is 22 percent
for the entire period (US$27-33 billion). The RPDP7 indicates an increasing share
of private sector investment in generation from 36 percent today to 47 percent by
2020 and 70 percent by 2030.
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Graph 3.8 Generation Investment Plan up to 2030
Total Public and Private Investments (GW)
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83. Investments in transmission and distribution: Transmission investments (at 500 kV
and 220 kV) are implemented by the National Transmission Corporation (NPT), and
distribution networks (110 kV and below) are implemented by the five power compa-
nies (PCs). The tables below show historic network investment data for 2011-15 and
the planned network investments as set out in the RPDP7. To date, all wind, biomass,
and small hydro renewable energy projects are connected at 110 kV, and any neces-

sary network investments are undertaken by the PCs.*

Table 3.5 Historic Network Investment (US$ billions)

Investment per year 2011 2012 2013 2014 2015
Transmission 0.3 0.4 0.6 0.6 0.7
Distribution 0.4 0.5 0.7 0.8 0.9
Total 0.7 0.9 13 1.4 1.6

Source: RPDP7.

14 Small renewable energy producers operating under the standardiged power purchase agreement and the
avoided cost tariff are obliged to assume the immediate connection costs to the nearest PC substation (or

to a passing 110KV line).
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Table 3.6 Forecast Investment in Transmission and Distribution by 2030 (US$ billions)

Year 2016-20 2021-25 2026-30
Transmission 4.6 7.0 741
Distribution 51 6.2 7.3
Total 9.7 13.2 14.5

Source: RPDP7.

3.6 Renewable Energy Development

84. There are several existing mechanisms that encourage the development of renew-
able energy in general and private sector involvement in particular.

85. Avoided cost tariff (ACT) for small hydropower: The avoided cost tariff method for
small hydropower producers (installed capacity of 30 MW or less) was introduced in
20009; the tariff is regionally differentiated, denominated in VND, and based on the
marginal avoided cost of thermal generation combined cycle gas with fuel supply
agreements tied to the Singapore oil price. This tariff has been successful in encour-
aging small, private-sector-financed hydropower, with some 1,900 MW of small hy-
dro operating under the ACT tariff in 2016.

86. However, if this tariff, currently still around 5 USc/kWh, is not allowed to increase to
its intended level under the ACT regulation (i.e., to the avoided cost of thermal energy
at the margin, so well above 7 USc/kWh for gas), achieving the target for small hy-
dropower (an additional 5,270 MW by 2030) is unlikely.®

87. Feed-in tariff (FiT) for wind, biomass, solid waste, and solar: Since 2011, FITs have
been used as a policy tool to provide incentives to private investors to develop renew-
able energy projects. The FIT is fixed for the duration of the PPA (i.e., 20 years). Small
hydropower plants (up to 30 MW) enjoy another scheme of incentives in the form of
the avoided cost tariff (ACT), calculated annually.

Table 3.7 Current Feed-in Tariffs (FITs)

Type of Power Plant U.S. cents per kWh (VAT not included)
Wind—onshore 8.5

Wind—near shore 9.8

Biomass—co-generation 5.8

Biomass—electricity 7.46

Solid waste 10.05

Solar 9.35

Source: MolT.
88. The onshore and near-shore wind FITs issued in 2011 have been insufficient to at-

dev

Maxi

tract investment and are in the process of being revised by the government. Cur-

15 SHP faces a steep supply curve: most low-cost projects with capital costs below US$1,500/kW have been

eloped.
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rently, there are about 80 wind projects registered with the MOIT, but only five came
onstream, with a total capacity of 190 MW. A solar FiT of 9.35 USc/kWh was an-
nounced in early 2017 for a period of two years; the tariff is thought to be relatively
generous and has attracted considerable interest, mostly from domestic private in-
vestors. Approximately one hundred solar projects (or 7 GW) had been registered by
2018, and several are under construction. However, the current wind and solar PPAs
are not considered bankable by international standards and, as such, experienced
international sponsors and debt providers will probably not be willing to invest the
considerable sums necessary for the planned scale up of solar and wind. This experi-
ence is similar to the small hydropower projects and the handful of wind projects,
which were mostly domestically driven.

Auction mechanisms: Auction mechanisms with internationally bankable project
contractual structures have led to considerable reductions in the global cost of
renewable energy (particularly solar) over the last three years. Most of these projects
will generate power at costs lower than gas-fired projects or, in some cases, even
coal. While it is not possible to compare production costs across countries due to
differing resources (e.g., insolation, wind), tax regimes, and land costs, among other
factors, the trend has been clear: if Vietnam introduces an auction system with in-
ternationally bankable project documentation, the cost of solar power generation
could be considerably reduced from the FiT currently offered. The MOIT is currently
designing an auction regime with a potential pilot auction to be conducted in 2020.

Tax incentives: Considerable tax incentives have been offered for energy projects.
However, their impact on tariffs is much smaller than if these projects had access to
long-tenor debt in VND or U.S. dollars and robust project documentation with equita-
ble risk allocation.

Invest in grid integration: Under the standardiged PPA for small renewable energy
producers, developers are responsible for the immediate connection costs (to the
nearest substation or passing 110 kV line). Based on recent experience with small hy-
dro, incremental network costs have been estimated by ERAV in 2011 at US$51/kW,
compared with US$S4/KW for gas CCGT and US$12/kW for coal. While equivalent
figures do not exist for wind and solar, due to their remote location (particularly in
the case of wind), these could be expected to fall toward the upper end of this range.
Meeting targets for expansion of renewable energy generation capacity will therefore
entail a concerted program of grid investment to provide the necessary connectivity.

The Role of Efficient Pricing and Energy Efficiency

The magnitude of financing requirements for the energy sector are directly a func-
tion of the demand forecast for grid-connected electricity. Vietnam has an unusually
high electricity consumption per unit of GDP; and there remains a large potential for
improving energy, efficiency especially in the industrial sector. Such energy efficien-
cy improvements would not just reduce the rate of electricity demand growth, but
with great potential for cogeneration and waste-heat recovery, provide an additional
source of electricity for the grid, directly financed by industry.
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The need to increase electricity prices has been discussed mainly in the context of
needing to improve the creditworthiness of EVN, NPT, and the PCs. Indeed, EVN’s
main source of income is derived from the tariff it charges to end users. Nominal av-
erage electricity tariffs have increased by 53 percent from 2010 to 2015. However,
cumulative inflation over the same period was 56 percent. The government increased
the tariff to USc 7.6/kKWh in November 2017. However, the current tariff level does
not allow EVN to fully cover: (i) O&M costs and debt service; or (ii) future investments.
To achieve full cost recovery, average electricity tariffs needed to increase to USc
12/kWh by 2020.

Table 3.8 Average Retail Tariff Increases - 2009-2017

Approval 3/ 3/ 3/ 12/ 6/2 12/ 8/ 3/ 1"/

2009 | 2010 | 2011 | 2011 012 2012 | 2013 | 2015 | 2017

VND/KWh 948 | 1.058 | 1.242 | 1.304 | 1.369 | 1467 | 1,508 | 1,622 | 1.720

UScents/kWh 4.7 53 6.2 6.5 6.7 6.9 71 7.3 7.6

Increase (%) - 1.5 17.4 5.0 5.0 5.0 5.0 7 6.1

Source: World Bank.
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Even with an abrupt tariff adjustment, electricity expenditures for the poorest house-
holds will remain up to only around 4 percent of household expenditures. Hence, the
proposed tariff increase will not adversely impact the social welfare of the poorest
consumers. Furthermore, the negative impacts of any tariff increases can be miti-
gated by best practice subsidy provisions that combine incremental block tariffs—
with low consuming customers paying low tariffs—and well-targeted conditional
cash transfers to the poor by the Ministry of Labor, Invalids and Social Affairs (MOLISA).

There is a very important second benefit to bringing electricity prices to an eco-
nomically efficient level, which is that under any reasonable assumption about the
price elasticity of demand, electricity demand growth will decrease if tariffs in-
crease, and therefore further reduce the need for additional generation. Recent
studies conducted in relation to tariff increases and demand-side management
(DSM) implementation indicate that, under conservative assumptions and an assumed
demand elasticity of -0.15, DSM, measures have the following estimated impacts.

Reduction in the total 2030 grid-connected energy-generation requirement from
540 TWh to 487 TWh, with a reduction in system load (at the generation bus) of
some 8,800 MW; and

Carbon emissionreductions of 156 million tons (2016-30), equivalent to that achieved
by 12.9 GW of additional renewable energy capacity, avoiding some US$15 billion of
RE investment.®

This emphasiges the importance of efficient pricing to not only enhance the credit-
worthiness of EVN, but also to reduce the overall financing requirements for the sec-
tor as a whole by reducing the need for additional capacity.

16 Because RE (and especially solar PV) has low capacity factors, the avoided installed capacity of RE is
much greater than the average reduction in peak load.
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The Importance of Scaling Up Solar Rooftop PV

In 2017, the World Bank conducted a geospatial analysis to assess the technical po-
tential of rooftop solar PV for Ho Chi Minh City (HCMC) and Da Nang. To achieve
this objective, satellite imagery was acquired with the highest commercially avail-
able spatial resolution (30 cm) over 370 km2 in HCMC and 175 km2 in Da Nang. It
was processed using conventional (photogrammetry, classification) and advanced
(deep learning) image processing techniques to build a database containing informa-
tion such as building footprint, building height, and land use, as well as several roof-
top characteristics, including surface area suitable for solar PV system installation,
shape, slope, orientation, and shadows. This information was combined with solar
radiation data from the Global Solar Atlas to assess the corresponding total capacity
(power in MW) and the total potential generation (energy in MWh).

Nearly one million rooftops were analyged for HCMC and 600,000 in Da Nang.
The development of a rooftop database was complemented by a ground survey
(interviews with building owners and various measurements) in both cities. The sur-
vey allowed for the collection of detailed information, including the name of the build-
ing’s owner; electricity consumption and electricity-related specifications; and the
owner’s willingness to have solar panels installed, rooftop material, ete. for more than
200 buildings that were preidentified as the most suitable for solar PV installation.

The results show that HCMC could develop up to 6.4 GW rooftop solar PV capac-
ity. Around 25 percent of this potential corresponds to public and industrial build-
ings, the most suitable in terms of rooftop sige and owner ability/willingness to in-
stall PV systems. In the case of Da Nang, the total solar PV capacity is 1.1 GW, of
which 41 percent corresponds to public and industrial buildings. Assuming that PV
systems were to be installed on only 5 percent of all suitable rooftops, this could
generate up to 900 GWh in HCMC and 160 GWh in Da Nang, respectively. This repre-
sents 6.6 percent of HCMC’s needs (population of 8.6 million with per capita electric
energy consumption of 1,565 kWh) and 6.9 percent of Da Nang’s needs (population
of 1.45 miillion with per capita energy consumption of 1,565 kWHh) covered by solar
PV sources.

The deployment of rooftop solar PV could substantially contribute to reducing the

need for new thermal power generation to meet base and peaking load requirements,
especially in central and southern Vietnam.

Maximizing Finance for Development in Vietnam’s Energy Sector

87 &



Annex 4. Gas Sector Profile

41 Overview of the Gas Sector

101. Upstream gas production: Vietnam is a coastal country with several hundred thou-
sand square Kilometers of continental shelf in which seven tertiary sedimentary ba-
sins have been identified. Major gas reserves have been found in four of the seven
offshore basins: Song Hong, Nam Con Son, Cuu Long, and Malay-Tho Chu. The total
proven and probable gas reserves are 871 billion cubic meter (bcm). Large-scale gas
extraction has been carried out from 1995 at oil and gas fields in Cuu Long and Nam
Con Son basin, and lately in the Malay-Tho Chu basin. In 2016, total offshore gas
production was approximately 10 bem.

Table 4.1 Upstream Gas Production

Region | Basin

Features

South Cuu Long
East Basin

*  QOil prone basin in operation since
1995 <=> Delivered > 55.66 Bcm (44%)
of nation-wide gas production.
Production in decline.

Nam Con
Son1&2

*  Gas prone basin in operation since
2003 <=> delivered > 61.33 Bcm (48%)
of nation-wide gas production. NCS2
in operation since 2016.

Production in decline.

South Malay-
West Tho Chu

*  Offshore area administered jointly
with Malaysia. Ca Mau pipeline in
operation since 2007.

* CaMau supplied from Block PM3-CAA
+ Cai Nuoc field.

Delivered > 10 Bcm (8%) of nation-
wide gas production. Not yet reached
maximum production capacity.

North- Song
Centre Hong

Gas extraction from small deposits has
recently commenced. Production
expected to increase.

Production expected to be increased
in future with Thai Binh, Ham Rong
field, Ca Voi Xanh fields.

Source: MolT.

Graph 4.1 Overview of Gas Fields

Northern Vietnam

Startup likely delayed from
2016 (Thai Binh, Ham Rong)

CaVoi Xanh
Largest gas discovery: 5tcf est,
$20bn power project by Exxon;
2025 startup

—

VIETNAM

Block B

2nd largest gas
discovery: >4tcf;
delayed 2015/16
-> 2024

PMm3/
Block 46

Key regions: South East and South West,
North, Centre

Cuu Long
Qil-prone, declining

Nam Con Son
Gas-prone, declining

No interconnection between SW and SE

~83% of gas for power generation most of
the rest for fertilizer plants + industry

Disclaimer: The map shown is for illustration purpose. The boundaries, color, denominations, and other infor-
mation shown on any map in this work do not imply any judgment on the part of the World Bank Group con-
cerning the legal status of any territory or the endorsement or acceptance of such boundaries.



Annex 4: Gas Sector Profile

102. Gas demand: Gas demand in 2016 was 9.2 becm and was concentrated in the south-
west near the major production sources. Power generation is the largest market seg-
ment, accounting for more than 80 percent of total gas demand. Fertiliger plants
are the next most important segment at 11 percent of total demand. The remaining
9 percent are used by other industries. Demand in all regions is constrained by sup-
ply, and the plans to expand gas consumption in generation, fertiligers and industry
depend on the development of new supply sources.

Graph 4.2 Gas Demand by Region (2006-16)
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Graph 4.3 Gas Demand Composition (2006-16)
Gas Demand by Compostion, 2006-2016
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103. Gas pipeline infrastructure: Vietnam'’s existing gas pipeline infrastructure is concen-
trated in the southern region. In the southeast, the pipeline infrastructure consists of
the three pipelines transporting gas from the Cuu Long and Nam Con Son basins to
power generation, fertiliger, and industrial users in Ba Ria, Phu My, and Nhon Trach.

. The Bach Ho-Phu My pipeline transports associated gas from the Cuu Long basin to
the Dinh Co gas processing plant and to fertilizger and power plants at Phu My, Ba Ria,
and Nhon Trach.
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104.

105.

106.

4.2

107.

The Lan Tay-Phy My pipeline (also known as the Nam Con Son 1 pipeline) trans-
ports nonassociated wet gas from the Nam Con Son basin to the Dinh Co gas
processing terminal, and the processed gas is then delivered via an onshore
pipeline to Ba Ria, Phu My, and further to Nhon Trach and Hiep Phuoc (known
as the Phu My-Ho Chi Minh segment).

Phase 1 of the Nam Con Son 2 pipeline connects the Thien Ung and Dai Hung
fields to the existing Bach Ho pipeline. A second-phase project will comprise
connecting additional fields and construction of a pipeline parallel to the exist-
ing Bach Ho line. This second phase has not yet begun construction.

In the southwest, the PM3-Ca Mau pipeline routes gas from the PM3-CAA and Cai
Nuoc fields in the Malay basin to the Ca Mau power/fertilizger complex, which includes
the 1,500 MW Ca Mau power stations 1 and 2 and a fertiliger plant. There is no inter-
connection between the southeast and southwest gas pipeline systems.

In the north, the recently completed Thai Binh pipeline will transport gas from the
offshore fields in blocks 102, 106, 103, and 107 to the landfall in Thai Binh Province.

All existing pipelines are owned by PVN and operated by PV Gas. Two major pro-
posed pipeline projects are linked to prospective new upstream gas developments:

The Block B to O Mon pipeline will carry gas from Block B in the Malay Basin to pro-
posed power plants at Kien Gian, Ca Mau, and O Mon.

The Cai Voi Xanh pipeline will be part of a planned US$20 billion integrated gas-to-
power project operated by Exxon in Central Vietnam.

Gas Sector Reform

Motivation for gas market liberaligation: Vietnam’s oil and gas industry has histori-
cally been a priority area of development by the government because oil and gas pro-
duction stimulated economic development and made a significant contribution to the
country’s fiscal balance. However, threats to the long-term viability of the gas sec-
tor have emerged, providing the impetus for policy makers to consider fundamental
changes in the legal, regulatory, and institutional arrangements governing the sector:

Existing gas fields are depleting, and new supplies have been slow to come onstream.
Moreover, new domestic gas fields (such as Block B and Cai Voi Xanh) will be more
expensive to develop and operate than existing fields.

PVN’s activities have expanded well beyond the core business of gas and oil, which
has diluted their focus and raised concerns over whether they are serving the best
interests of Vietnam.

PVN'’s balance sheet has become stretched, and its ability to fund the required in-
vestment to increase domestic production has become limited.

Vietnam faces difficulties in attracting investors into new production-sharing con-
tracts (PSCs) because of highly regulated domestic gas prices, high field-develop-
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ment costs, and industry-wide capital constraints resulting from relatively low glob-
al oil and gas prices.

To meet gas demand, Vietnam will need to import significant volumes of LNG over
the next 5-10 years and will be subject to world market LNG pricing.

108. Gas master plan: To address these challenges, the government issued Prime Minis-
ter’s Decision No. 60/QD-TTg, dated January 2017, approving the plan for the de-
velopment of the Vietnam gas industry by 2025, with a vision to 2035 (“GMP”) and
setting out some specific directions for future development of the gas market:

. Complete the transition of the gas sector management model toward a free market
direction in the post-2020 period,

. Gradually progress to a model where the government only administers the gas in-
dustry’s operations through legislation with market participants being granted au-
tonomy to negotiate their own commercial agreements involving gas sale, purchase,
transportation and trade;

. Enhance legislative documents related to the gas sector management commensu-
rate with current and expected future conditions of the domestic gas industry; and

. Establish rational gas market pricing policies with assurance that interests of the
government, businesses and consumers will all be duly respected.

Table 4.2 GMP Directives for Gas Market Development
Proposed Gas Market Liberalization - High Level
Up to 2025: Beyond 2025:
+  Retain current governance «  Establish gas sector regulatory
arrangements agency to assume functions in
»  Governing role allocated to regulating gas transport,
MOIT with additional regulations: distribution and trading activities
- gas allocation +  Reduce Government oversight
- develop strategic industrial of gas sector starting
sectors * Establish a Gas Law
- approve gas prices & *  Establish wholesale gas market
transport charges of some kind and a retail gas
- manage licences for market beyond 2030
infrastructure investment
109. PVN Divestiture: PVN is planning the divestiture of several subsidiaries, starting

in 2018, and will retain its sole ownership of only three subsidiaries, including the
parent company PetroVietnam (PVN). PVN is expected to decrease its holdings in
PetroVietnam Gas Corporation, PetroVietnam Transportation Corporation, Binh Son
Refinery and Petrochemical Co., Ltd., PetroVietnam Oil Corporation, and PV Power."

17 In addition, PV will entirely divest PVI Holdings, Phuoc An Port Investment and Exploitation Oil and Gas JSC,
Green Indochina Development JSC, SSG Real Estate JSC, PetroVietnam Trade Union Finance JSC, PetroViet-
nam Construction Joint Stock Corporation, and Petrovietnam Maintenance and Repair JSC.
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In January 2018, PV Power and Binh Son Refinery conducted successful IPOs selling
16 percent and 7.8 percent of its shares to private investors and now seeking a stra-
tegic investor.

All of those divestitures, if successful, will enable PVN to raise sigeable capital to
contribute to the reduction of government debt and meet some future investment
requirements focusing on its core gas and oil business.

Major Challenges for Gas Market Liberaligation: The following are some of the key
challenges that need to be addressed, including:

The government is to retain the status quo to 2025. Given the urgent need to deal
with potential gas shortages, the envisaged reform pace needs to be accelerated.

PVN is wholly government-owned and has its monopoly status for all gas activities
written into the law in its charter. Hence, PVN restructuring will require strong gov-
ernment support and direction.

It will be critical to ensure coordination between ongoing developments in the elec-
tricity sector and gas sector—the Gas Market Roadmap and Electricity Industry Re-
forms Roadmap—particularly in relation to allowing gas prices to gradually become
more cost reflective—as this will cause Vietnam’s electricity industry to become in-
creasingly linked to global energy prices.

The importance of an economic valuation of natural gas and a shift away from a
focus on current low gas pricing levels as a reference for gas prices in future develop-
ments.

The MOIT to be sufficiently resourced to effectively implement the Gas Market Road-
nmap.

Market Structure and the Role of PVN

The institutional arrangements applicable to Vietnam’s gas industry are:

The Prime Minister’s Office (PMO) has direct oversight of the oil and gas industry.
For gas, this includes promulgation of the legal framework and the final decision-
making on policy, regulation, and long-term planning.

Ministry of Industry and Trade (MOIT) is responsible for overseeing all aspects of
Vietnam’s energy sector, including gas. It has specific responsibility for formulating
and submitting to the government draft laws, decrees, and policies; preparing and
submitting to the government for approval of development strategies and master
plans; promulgating circulars, decisions, directives, and other documents on state
management and regulation. MOIT under PVN Charter Article 24 “is the direct supe-
rior of PVN Board Directors.” In relation to energy planning, MOIT prepares separate
national development plans for the power, coal, gas, and petroleum sectors.
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PetroVietnam (PVN) is the state-owned oil and gas corporation. Under the direct
control of the PMO, PVN maintains regulatory control over end-use oil and gas prices.
PVN’s organigation, roles, and functions are stipulated by the 2013 PVN Charter. The
charter states that PVN’s core business is wide-ranging and includes “petroleum re-
search, exploration, production, transportation, processing, storage and distribution
of oil and gas products at home and abroad; trading and distribution of oil and gas
products, petrochemical materials; and related businesses such as investment, pro-
duction and trading of electricity and fertilizers.” Some of the key PVN wholly-owned
subsidiaries include:

> PetroVietnam Exploration and Production Corporation (PVEP)—responsible
for upstream gas and oil exploration and production activities in Vietnam and
the management of PSCs.

>  PetroVietnam Gas Corporation (PVGas)—manages the midstream and retail
gas activities and is the sole entity that links gas from the upstream gas sup-
plies to the end-users. PVGas has sole rights to distribution network develop-
ment. PVN currently has regulatory control over all facets of gas transporta-
tion (via PVGas) and downstream oil and gas marketing.

»  PetroVietnam Power Corporation (PV Power)—is the second largest power
producer after EVN. While the focus of projects was initially gas-fired pow-
er generation plants, the company has started the process of diversifying its
power plant portfolio to include hydro, coal, and wind projects.

PVN'’s sige, structure, and roles are incompatible with the operation of a competitive
gas market as PVN operates in every industry area, with no apparent segregation of
roles. PVN is involved in numerous noncore businesses such as equipment and mate-
rials supply and manufacture, fertiliger manufacture, and shipbuilding. Thus, PVN’s
corporate structure is complex, consisting of 27 business units and 32 subsidiary
companies. The business units and subsidiaries report to the Board of Management
which then reports to the Board of Directors.

The table below compares the current governance structure of gas industry with
the electricity sector, where a transition to a liberalized market has been underway
for several years. Although gas sector policy formulation and gas market operations
have been segregated, the separation of regulation, pipeline operations, and other
functional areas necessary for a liberalized gas market have not yet taken place.
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Table 4.3 Current Governance Structure of Vietnam’s Petroleum, Gas and Power Industry

Supply Chain Power Upstream Midstream Gas Distribution
Policy Decision & Direction PMO Policy
Policy oversight, policy MOIT
submission to PMO and advice
Policy formulation, strategy
evaluation & master plans GDE/MOIT
Market Economic Regulation ERAV PVN (via PV Gas) PVN
Technical & Safety Regulation ERAV PVN (via PV Gas)
Purchase EPTC PVN
Market
Management/Operation NLDC PUF PYIEES PYEES
Transmission and
Distribution T e
EVN:IPV Power PV Gas & Non-
End Users and |PPs Power Users

Note: Top line: upstream and downstream gas supply chain. Left side: Key functional areas of a liberaliged
gas market. ERAV = Electricity Regulatory Authority of Viet Nam; EPTC = Electric Power Trading Company;
NLDC = National Load Dispatch Centre; NPTC = National Power Transmission Corporation.

4.4 PVN Financials

115. PVN is one of the most significant enterprises operating in the economy of Vietnam,
accounting for about 20 percent of national GDP and contributing some 25-30 per-
cent of the state budget revenues.

116. Annual revenues: PVN’s annual revenues recorded a dramatic decline from
US$18.5 billion (VND 390 trillion) in 2013 to US$10.68 billion (VND 235 trillion) in
2016, before the recovery to US$11.78 billion (VND 271 trillion) in 2017, partly due to
the increase of oil price to around US$60/barrel. Post-tax profits reduced from VND
46 trillion ($2.1 billion) in 2013 to VND 17 trillion ($0.7 billion) in 2016 and had an im-
pressive result of VND 38 trillion ($1.6 billion) in 2017.

Graph 4.4: Annual Revenues (VND Trillion)
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117.  Solvency/liquidity: With regards to solvency and liquidity, a debt equity ratio of 0.8
times was maintained during the period from 2013 to 2017 implying that PVN is pru-
dently operating its operations. However, debt service ratios are comparatively low
(<1 times) during the period from 2013 to 2016 and significantly improve in 2017 to
1.16 times, mainly due to improvement in net income and the fall of substantial re-
payment obligations of loan principle. The current ratio, indicating PVN’s liquidity,
varied around more than 1.5 times for all five years indicating that current assets are
sufficient to cover current liabilities.

Graph 4.5 Solvency and Liquidity
Debt Service Ratio* Debt Equity Ratio™ Current Ratio™**
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Source: PVM.

* Debt service ratio: A solvency ratio calculated as EBITDA divided by loan and lease principle and interest payments.
** Debt equity ratio: A solvency ratio calculated as total debt divided by total shareholders’ equity.

*** Current ratio: A liquidity ratio calculated as current assets divided by current liabilities.

Graph 4.6: Profitability
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Source: PVM.
*Return on Sales: profitability ratio calculated as net profit after tax divided by sales
**Gross Profit Margin: profitability ratio calculated as gross profit divided by sales

118. Profitability: From 2013 to 2016, gross profit margin and returns on sales decreased
from 23 to 14 percent and from 12 to 7 percent. This resulted from changes to the
composition of goods and services provided and the proportion of petrol and gas pro-
duced, achieving lower margins. However, the increase back of oil price together with
better management of operating expense contributes to gross profit margin and re-
turns on sales in 2017 of 18 and 14 percent, respectively.
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119. Overall assessment: Overall, the financial indicators show that PVN is a profitable
company, with high current ratio and relatively low debt equity ratio. The fall in oil
prices are attributed to a downward trend in revenue and profit after tax for the
period 2013-16. High payments for loan principle due and revenue declines are the
main reasons for less-than-1 debt service ratio and negative cash flow in 2015 and
2016, impacting PVN’s ability to service its debt. In 2017, the recovery of oil prices is
the main reason for the year’s better financial ratios of PVN.

4.5 Gas Sector Investments

120. Future gas demand: The total capacity of gas-fired power plants is targeted to in-
crease from the current 7 GW to 9 GW by 2020 and 19 GW by 2030. The capacity
expansion is concentrated in major power generation centers planned at O Mon and
Kien Giang in the southwest, Mien Trung in the central region, and Son My in the
southeast. Gas demand from the power sector will increase from 7 bem in 2016 to
17 bem by 2030. Including demand from fertiliger plants and industry, total gas de-
mand will significantly increase from 9 bem to 21 bem over the same period.

121. With production from existing gas fields set to decline, meeting gas demand from
the power, fertiliger, and industrial sectors will require the development of major new
supply sources. The three most important pillars of future new supply are as follows:

. Ca Voi Xanh (CVX): Located 100 km from the Quang Nam coast, ExxonMobil’'s CVX
discovery has an estimated 150 bem of gas reserves. In January 2017, ExxonMobil
and PVN signed preliminary commercial agreements covering the first phase of de-
velopment under which 8-9 bem/year of gas will be produced for consumption at a
3,000 MW power development at the Chu Lai Open Economic Zone. The total cost
of this integrated gas-to-power project is estimated at US$20 billion, and target
production start-up is 2023. PVN holds a 36 percent interest in CVX. Because of the
project’s high capital costs, the gas sales arrangements (and related power sales
agreements) will have to incorporate a high take-or-pay factor. Because of the high
CO2 content of the gas at CVX, it will not be possible to connect CVX to the pipeline
systems in the South.™

. Block B-O Mon: The second critical upstream gas development is the PVN owned
Block B-O Mon project. This project is expected to produce 5 bem/year for consump-
tion at the O Mon power center and the Ca Mau gas-power-fertilizger complex. As
with other projects in the Gulf of Thailand, the gas reserves in Block B are contained
in numerous small, compartmentaliged reservoirs, making them complicated and
expensive to exploit. In July 2017, PVN submitted a gas field development plan to
the MOIT calling for up to 1,000 wells and a total investment requirement of up to
US$10 billion. The high gas price required to support such high-cost development has
been a long-standing roadblock to the commercial development of Block B, and the
timeline for future development is still uncertain. As with CVX, Block B will require a
high take or pay factor to be commercially viable.

18 Even though the gas in the CVX field is 30 percent CO2, using this gas in high-efficiency CCGT’s will still
result in 45 percent lower CO2 emissions per kWh than comparably siged coal plants.
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LNG: LNG will play a critical role in offsetting the expected decline in existing fields
and meeting future gas demand for gas-fired power generation. The GMP shows LNG
imports beginning in 2019 and then ramping up rapidly to 14 bem by 2035. Further

delays in developing Block B and CVX would further accelerate this trajectory.

The GMP sets out the broad sequencing of the three main new supply options and the re-

sulting overall market supply and demand balance.

Table 4.4 Key Gas Development Sources and Sequencing

Period Key Developments

2016-20 | Gas supply in the southeast: stable at 8-9 bem/year, meeting existing gas demand
Total domestic supply: 10-11 bcm/year

2021-25 | Southeast region fully developed with total supply of 9.1-9.7 bem/year by 2024
Ca Voi Xanh first gas in 2023, peaking at 6.2 becm/year from 2025 onward
Block B first gas in 2020
First LNG import for the southeast in 2020-21. More imports will be followed for other
regions, with total volume reaching 4 bcm in 2025
Total domestic supply: 13-19 bem/year

2026-35 | Block B peaking at 3.84 bem/year in 2031
LNG import increasing up to 10 bem/year
Total domestic supply: 17-21 becm/year

Source: MolT.

122. Midstream Gas Sector Investment Plan: The table below provides historic investment data

for the existing gas pipeline system in Vietnam.

Table 4.5 Historic Gas Pipeline Investments

Pipeline System Transport- | Capacity | Diame- | Length | Tariff Unit | Amount

er/ Operator | (mmefd) | ter (inch) | (km) (US$ cost (Sm)

/ramb- | USSm/
tu) km
Bach Ho - Phu My PV Gas 200 18 152 0.25 1.80 274
Nam Con Son 1 PV Gas 700 26 § 30| 400 1 2.50 1000
PM3 CAA - Ca Mau PV Gas 200 18 325 1 1.80 585
Phu My - Ho Chi PV Gas 200 22 40 0 210 84
Minh
Source: MolT.

123. The GMP estimates the total investment requirements for gas infrastructure at
US$19 billion over the period 2015-35. LNG terminals comprise the largest cate-
gory, accounting for US$3.7 billion in 2015-25 and US$4.3 billion in 2026-35. Off-
shore pipelines are the second biggest category at US$3 billion and US$2.8 billion,
onshore pipelines require US$976 miillion and US$180 miillion, gas treatment plants
US$1.9 billion and US$960 miillion and LPG Storage/CNG plants US$850 miillion and

USS$460 million over the two periods, respectively.
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Table 4.6 Midstream Gas Sector Investment Plan by Segment (US$ miillions)

Region 2015-25 2026-35
LNG terminals 3,673 4,271
Offshore pipelines 3,003 2,773
Onshore pipelines 976 180
Gas treatment plants 1,873 960
CNG/small scale LNG 166 34
LPG Storage 853 463
Total 10,544 8,681

Source: MolT.

124. Itis planned that PVN will carry out roughly half of the investments with the remain-
ing being assigned to the private sector. However, even for projects assigned to PVN,
commercial financing and other external capital will still be required as PVN typi-
cally targets to inject equity of around 30 percent in its projects requiring it to raise
around 70 percent in debt to fund the balance.

125. Six LNG importing terminals are proposed, with total capacity of 19-27 million tons
per year. Developments in the period 2021-25 are focused on the southeast and
southwest regions, while developments beyond 2026 are smaller and concentrated
in the central, north, and southeast regions. To date, attempts to bring private in-
vestment into development of LNG terminals have not gained momentum and gov-
ernment needs to develop an attractive LHG regulatory and pricing regime to ensure
those terminals are being developed.

Table 4.7 Proposed LNG Import Terminals
Location | LNG Import Terminal | Operation | Capacity Main users
South East | Thi Vai (Ba Ria - VT) 2020-22 | 1-3MT | Nhon Trach 3&4 CCGT
2 | South West | Hon Khoai (Ca Mau) 2022-25 | 1MT & | Kien Giang and O Mon Power
(stage 1) Centers, Ca Mau GDC
2025- 2MT
(stage 2)
3 | South East | Tien Giang 2022-25 | 4-6MT
4 | South East | Son My (Binh Thuan) | 2023-25 | 1-3MT | Son My Power Center, Phu My
(st. 1) GDC
2027-30 3MT
(st. 2)
2031-35 3MT
(st. 3)
5 | North Cat Hai (Hai Phong) 2030-35 | 1-3MT | HaiPhong 3 CCGT
6 | Central My Giang (Khanh Hoa) | 2030-35 3MT

Source: MolT.
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4.6 Gas Pricing and Contractual Regime

126.

127.

128.

129.

130.

Current Gas Pricing Approach: Historically, wholesale gas in Vietnam has been
priced based on a project-by-project, bi-lateral basis between project sponsors and
PVN. There are some Prime Minister’s Decisions setting gas prices and allocations
for specific end-uses or locations, but the derivation of those prices appears to have
been the result of bi-lateral negotiations involving end users as well as project spon-
sors and PVN.

For new projects, price negotiations are still heavily influenced by historical low gas
prices—prices which were possible because the historic development costs of Nam
Con Son and other early fields were very low by international standards. There is
little apparent recognition that these earlier price benchmarks cannot apply to new
discoveries further offshore, in deeper water, or in cases where the gas contains high
levels of impurities or is contained in smaller, noncontiguous reservoirs. In addition,
existing gas pricing appears also to be driven by a historical policy priority to achieve
low electricity and fertiliger prices.

Take-or-Pay Gas Prices for Power Plants and Fertiliger Plants: The prices for gas
up to take-or-pay quantities for power plants in the South-East region are set by
negotiation between PVN/PVGas and the power plant owners. For gas delivered to
power stations in the South West, quantities exceeding take-or-pay taken by power
stations in the South East and South West, and for gas delivered to the Phu My ferti-
liser plant, a pricing formula is set out in the Office of the Government Directive 2175/
VPCP-KTTH:

Gas price for user = Market gas price plus transportation and distribution charges,
where:

The market gas price is the wellhead gas price calculated at 46 percent of the aver-
age Fuel Oil price of the Singapore market according to Platt’s index (MFO).

Transportation and distribution charges are approved by the authoriged agency, de-
pendent on individual regions/pipelines.

Gas prices for industrial users: PVN sets annual gas pricing schemes based on the
pricing of alternative fuels (fuel oil, LPG) and market acceptance.

Gas prices for new developments and LNG: Pricing for gas from proposed new gas
developments continues to be driven by negotiation between PVN/PVGas (as the sin-
gle buyer) and PVEP and its joint venture partners (as the gas producer). The evalua-
tion of new gas projects against alternatives appears to use historic gas prices as a
benchmark rather than the costs of current alternative fuel options—coal, imported
LNG, fuel oil, or distillate. There appears to be no consideration of externalities such
as pollution/greenhouse costs, taxation, or the impact on balance of payments of
indigenous versus imported fuels in the evaluation of gas projects and the determi-
nation of the economic price for gas.
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131.

132.

133.

134.

The expectation of the gas buyer that historical gas prices should be used as a bench-
mark has delayed the development of both Block B and CVX, despite each having
identified technical challenges, which results in much higher production costs than
previous gas developments.

As arelatively small market, Vietnam will be a price taker for LNG in the international
market. Accordingly, negotiations can only focus on the costs for development and
operation of the regasification infrastructure. Gas purchasing approaches, though,
need to focus on maximiging competition and flexibility to supply the Vietnamese
market, and this approach applied internationally has demonstrated that in this
market buyers can achieve attractively priced LNG and good flexibility within the
contracts. A project-specific approach, using historical prices as a benchmark is un-
likely to be conducive to successful negotiations for proposed LNG imports.

Vietnam faces challenges coming to grips with international LNG prices because: (i)
they are higher and more volatile than historical gas prices, and (ii) they are outside
government control. Therefore, a new approach to pricing gas, which is not based on
historical benchmarks, will be required if Vietnam is to successfully import LNG in
the near future and if CVX and Block B are to be developed. One solution that other
countries have used is to introduce a market-based pricing mechanism for LNG and
use it as the first step in market liberalization.

Current regulatory and contractual constraints: The existing gas supply agree-
ments appear to be ambiguous on the rights of gas buyers to on-sell gas to third
parties as the contracts, apparently, neither expressly allow nor prohibit on-selling.
For the Phu My complex, a Prime Minister’s decision specifies the allocation of gas
between the power station and the fertiliser plant, with no apparent scope for trad-
ing between those facilities. This decision is used to interpret other arrangements
to prohibit the on-sale of gas and results in an inefficient allocation of gas on a daily
basis. As a result of these contractual interpretations, power stations are curtailed
on occasions while fertiliser plants receive their full allocation of gas despite there
being a surplus of fertiliger in stockpiles.
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Annex 5. Public Private Partnerships Framework

51

Overall Framework

The relevant investment regulations include:

Law on Investment
Decree No. 63/2018/ND-CP on PPP Investment Form (“Decree 63” or “New PPP Decree”)
Decree No. 30/2015/ND-CP on Investor Selection (applicable to PPP Investors)

Circular No. 38/2015/TT-BCT of the Ministry of Industry and Trade (MOIT) providing guidance
for PPP projects in the sectors under the management of MOIT (including power)

Circular No. 23/2015/TT-BCT of the MOIT on procedures for development of coal-fired power
projects under BOT Contract form

135. The overall regulatory framework for private participation in infrastructure through

136.

137.

138.

PPPs has recently been improved with the introduction of Decree No. 63/2018/ND-
CP, which replaces Decree No 15/20154/ND CP (Decree 15). Decree 15, in turn, re-

placed Decree 108, dated November 27, 2009 (as amended) and Decision 71 dated

November 9, 2010, on the pilot PPP investment scheme and for the first time pro-
vided a single legal framework for private investment in public infrastructure sector.

Decree 108, which together with its predecessors dated back to 1998, served as the
legal framework for four BOT power projects that received international financing—
Phu My 2-2, Phu My 3, Mong Duong 2, and Vinh Tan 4. Decision 71, by contrast, was
the first attempt to lay down PPP regulations on a trial basis. However, since its
adoption, it is understood that no project has been completed under Decision 71.

selected through a competitive bidding process, although direct appointment is al-
lowed under limited circumstances.

under Decision 71.

Maximizing Finance for Development in Vietnam’s Energy Sector

Decree N0.30/2015/ND-CP (Decree 30) sets out the procedures applicable to the
selection of sponsors for PPP projects. The general rule is that sponsors must be

Although based on Decree 108, Decree 15 introduced several new features, useful
clarifications, and incremental improvements from the existing regulations. Indeed,
Decree 15 formed a more consistent and effective regime for a wider range of PPP
projects and was drafted to provide the state authorities as well as investors with
more detailed guidelines to help facilitate project preparation and implementation.
More importantly, under Decree 15, investors no longer need to be concerned whether
the project is being procured as a BOT project under Decree 108 or as a PPP project
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139.

140.

141.

142.

Decree 15 also removed the requirement under the pilot PPP regulations that a PPP
project must be an important and large-scale project (as previously set out in deci-
sion No. 412 issued by the Prime Minister on April 11, 2007), thereby allowing the
relevant governmental authorities to provide detailed guidance on a broader range
of PPP.

However, while Decree 15 was a significant improvement on earlier legislation, it is
understood that no PPP project was successfully procured under this legislation. One
of the reasons for this may be due to the fact any project classified as a PPP must
follow the processes and requirements set out in Decree 15, which includes, inter alia,
preparation of feasibility studies and the running of a competitive tender process.
Unfortunately, most ministries/agencies do not have the capacity to run competitive
tenders and, as such, it seems that some projects that should be procured as a PPP
under the PPP decree are instead being procured under different legislation and regu-
lations. This has mostly been the case in energy sector where investment licenses
have often been given to domestic and international investors on a negotiated rather
than a competitive basis.

Given the limited success of Decree 15 in stimulating the PPP market in Vietnam, the
government introduced a new PPP decree—Decree No. 63/2018/ND-CP on May 4,
2018, and it will take effect from 19 June 2018.

The objective of Decree 63 is to strengthen the framework for PPPs in Vietnam. Some
of the key changes that have been introduced under Decree 63 include:

. More flexibility with respect to the type of PPP contracts being entered into;

An increase in the minimum amount of equity to be provided by investors (15-
20 percent, depending on the total amount of investment);

. Further clarification on the allocation of responsibilities across key state agen-
cies covering, inter alia, designing and budgeting, evaluating and approving
proposals, valuing land etc;

Further clarification on the forms by which state investment capital can be
provided to a PPP project;

Requirement that all investor proposed PPP projects requiring state invest-
ment capital must be subject to the principles of open tendering;

Investors no longer need to obtain an investment registration certificate;

Ministries and line agencies are encouraged to provide detailed guidelines on a
standard form of PPP contract(s) to be used in implementing projects within
their sectors;

. State agencies must publish key contents of the executed concession con-
tracts on the national procurement portal; and

. Investors will no longer be allowed to assign their equity to a new investor until:
(i) after construction, and (ii) it has proved to the state that the new investor
has the financial and managerial capacity to implement the project.
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Decree 63 goes a long way in providing greater flexibility and clarity with respect to
PPPs and, as such, it is hoped that the new decree will help stimulate the PPP sector
in Vietnam. However, increases in the minimum amount of equity that needs to be
invested and restrictions on transfers of equity until after construction may still act
as a constraint on some investors. More importantly, there is still limited clarity on
the application of guarantees to investors, particularly with respect to FOREX and
termination payments.

Framework for BOT Power Generation

Institutional Framework and Approval Process for BOT Power Generation: Vietnam
has recently issued a new set of legal documents governing investments into BOT
power generation projects. These regulations include:

Government’s Degree No. 63/2018/ND-CP, dated May 4, 2018, on Public-Pri-
vate Partnership Investment Forms (replacing Decree No. 15/2015/ND-CP,
dated 14February 2015).

MOIT’s Circular No. 23/2015/TT-BCT, dated July 17, 2015, on Procedures for
Investments of Thermal BOT Power Plants.

Selection of the BOT Power Plant Investor: BOT investors are selected to undertake
the BOT projects listed in the approved RPDP7. Investor selections are carried out
through international tenders, or by direct appointments approved by the prime min-
ister for certain cases. A BOT investor could be selected to build a plant that has not
been listed in the approved RPDP7 if that investor submits a proposal for the project
and the proposal is approved by the prime minister. All final BOT investors’ selections
should be signed off by the prime minister.

MOU and Project Documentation Agreements: The memorandum of understand-
ing (MOU) for the BOT project is negotiated between the MOIT and the investor. The
MOU should outline general features of the project, responsibilities of the investor
and MOIT and an overall implementation plan. The MOU should be approved by the
MOIT and be signed by the authoriged representatives of MOIT and the investor. Af-
ter the MOU sign-off, the investor should prepare and submit to MOIT a detailed
project implementation plan. The detailed plan shall specify the dates for feasibility
study completion, negotiations, and agreement of the BOT contract; project finan-
cial closure; construction commencement; and commercial operation of each unit
and the entire plant. The project’s feasibility study is appraised and approved by the
MOIT.

BOT Contract Negotiations: MOIT will engage a legal advisor and establish an inter-
ministerial working group to assist in preparation and negotiations of the BOT con-
tract, land lease agreement, the government support agreement, and MOIT’s project
approval and certification. The interministerial working group is chaired by an MOIT
representative and has members from MPI, MOF, SBV, Provincial Authority, EVN,
TRV, or PVN. The working group chairman is the leader for contract negotiations
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with the BOT investor. The working group and the BOT investor should negotiate
and sign an agreement in principle (PA) before commencing negotiation for the BOT
contract and other agreements. The PA contains main definitions, contract duration,
overall project plan, financial plan, COD, applicable laws, risk allocation mechanism,
dispute resolution mechanism, taxes, electricity price structure, general land lease
and fuel supply provisions, and general provisions of the government guarantee.

After the PA is signed between the MOIT and the investor, the working group and the
investor commence negotiations for the master BOT contract, GGU and MOIT’s pro-
ject approval, and certification. This negotiation process is conducted in two rounds,
with each round having three sessions and each session lasting for three days at
most. In parallel with the BOT contract negotiations, the following agreements
should be negotiated:

Power purchase agreement (PPA) is negotiated between EVN and the BOT in-
vestor;

Coal supply agreement (CSA) is negotiated between TKV and the BOT investor
if the power plant uses domestic coal;

Gas supply agreement (GSA) is negotiated between PVN and the BOT investor
if the power plant uses domestic gas; and

Land lease agreement (LLA) is negotiated between the provincial authority and
the BOT investor

On completion of the two rounds of the BOT contract negotiations, MOIT reports to
the prime minister the negotiation results, including the agreed contents and any
outstanding issues. At the prime minister’s direction, the working group will continue
the negotiations with the investor to resolve and agree on the outstanding items.

After completion of the final negotiation, MOIT submits for the prime minister’s ap-
proval the BOT project investment agreement. The agreement is signed between the
MOIT and the BOT investor after the BOT contract and all other agreements have
been negotiated and initialized.

Investment registration certificate: After the investment agreement is signed, the
BOT developer should apply to MOIT for the investment registration certificate. The
certificate includes:

Name and address of the investor and name of the project;

Objectives, scale, requirements, and conditions for implementation of the pro-
ject (if any);

Project implementation location and area of land to be used;
Total investment capital of the project; structure of the capital sources;

. Project term and implementation schedule;
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Value, proportion, schedule, and conditions for disbursement of state invest-
ment capital for the participation in the project implementation (if any); and

Investment incentives (if any).

After the issuance of the investment registration certificate, the BOT contract and
GGU are officially signed between MOIT and the investor; the other agreements
should also be formally signed by the BOT developer and the relevant parties.

Government Guarantee: For general BOT projects, based on the nature and require-
ments of project implementation, the prime minister shall appoint an agency to act
on behalf of the government to provide a guarantee for provision of raw materials,
sales of products, services, and other contractual obligations to the investor, project
enterprise, or other enterprises participating in project implementation, and a guar-
antee for obligations of SOEs selling fuel, raw materials, purchasing products, and
services of the investor or project enterprise. For development of BOT power plants,
MOIT is the government guarantee provider on behalf of the government.

Existing BOT power plants: Around 6 percent of Vietnam'’s installed capacity con-
sists of 3 BOT projects. There are three foreign-owned thermal gas fired power plants

developed under the BOT model who sell power to EVN under long-term PPAs.

Table 5.1 Existing Build Operate Transfer (BOT) Power Plants

Name Capacity (MW) Fuel Region Owner
Phu My 2.2 720 Gas South Me Kong Energy Co. Ltd.
PhuMy 3 720 Gas South BOT Phu My 3 Ltd.
Mong Duong 2 1,200 Coal North AES—TKV Ltd.

155. The primary developers for these plants are BP (Phu My 3), as a means of utiliging

156.

their share of associated gas production from oil fields; EdF (Phu My 2.2), after a
competitive tender by the government; and Muong Duong 2 (2011). Phu My 2.2 Power
Plant came online in 2005; Phy My 3 in 2004. These are part of the Phu My complex,
which also contains several EVN-owned CCGTs. Muong Duong 2 coal thermal plant
began operating unit 1in March 2015. Muong Duong 2 sells electricity to EVN under a
25-year PPA supported by a 25-year coal supply contract with Vinacomin.

BOT power plants under ilmplementation: Another 18 thermal power projects have
been planned in the RPDP7 to be developed under the BOT scheme. However, imple-
mentation of these BOT power projects encountered many challenges and obstacles
resulting in lengthy negotiations and causing significant delays to the projects’ initial
timelines—with many taking up to 10 years to negotiate. Major concerns are related
to issues around the government guarantee for foreign currency conversion, applica-
tion of international laws for dispute resolution, and contract payment. There have
also been difficulties in negotiations of electricity prices and fuel supply/transporta-
tion contracts.
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Institutional Framework and Approval Process for Transmission and Distribution
Network Development: There is no private sector ownership of transmission and dis-
tribution network as all investments will be made by the state owned National Power
Transmission Corporation (NPT) and Power Distribution Corporations (PCs) acting as
exclusive operators of power transmission and distribution systems. EVN is respon-
sible for: (i) coordinating with all government agencies and NPT and PCs, the project
owners; and (ii) monitoring the implementation of investment projects.

NPT and PCs are the project owners of transmission and distribution projects. They
coordinate the work with the project management boards established in each cor-
poration, which, in turn, will provide status updates during project implementation
in accordance with their internal procedures. NPT and PCs will report to EVN. As
the project owners, they will be responsible for: (i) project preparation; (ii) appraising
and approving sub-projects and organiging the management and implementation of
programs/projects; (iii) ensuring adequate and capable management resources; (iv)
conducting appraisal and approval of technical design, total cost estimates and cost
estimates of subprojects; and (v) signing the onlending agreement with MOF for the
loan, and repaying loan proceeds, if the loans are provided by IFls. They will also pro-
vide technical assistance through its staff from various functional departments.

Competitive Bidding for New Generation

One of the biggest challenges of the Vietnamese power sector is to ensure long-term,
competitively priced, adequate electricity supply to meet demand growing at high
annual rates. To date, Vietnam has been successful in carrying out systematic power
system planning, which makes it possible to identify the portfolio of generation pro-
jects that minimige the total cost of supply (investments + operation + unserved en-
ergy) from a country-wide perspective. To date, implementation of the outcomes of
the planning process have been mainly based on the direct award of generation pro-
jects for development, either to EVN or other SOEs or private companies. To ensure
long-term adequate electricity supply at least cost, it is necessary to move to a more
competitive and transparent regime for procurement of new generation capacity,
which is fully compatible with the market principles guiding the wholesale electricity
market.

In 2006, the government issued a decision (MOl Decision 30/2006/QD-BCN) for
the competitive procurement of power generated by independent power producers
(IPPs). The decision outlines bidding procedures for IPPs, and sets out details on the
preparation, appraisal, approval, and execution of private-sector-financed IPP pro-
jects. Specifically:

IPPs shall be invested in the form of build-operate-transfer (BOT), build-own-
operate (BOO) or other forms provided for by the law;

To ensure the efficiency and sustainability of projects, the selection of inves-
tors for execution of IPPs shall be carried out through bidding; and

Up to 30 days’ time limit for agencies to reply to investment reports or applica-
tions.
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In 2007, the government issued a Prime Minster Decree 78/2007 on Investment
based on BOT, build-transfer-operate (BTO), and build-transfer (BT) contracts,
which requires competitive tendering from an approved list but also allows for direct
negotiations in urgent cases and for unsolicited proposals. In 2015, the government
issued a Prime Minster Decree 105/2015 on public-private partnerships (PPP), which
states that investors can be selected through tendering or direct appointment in ac-
cordance with public procurement laws.

While a competitive tendering process can be effectively implemented in accordance
with the above-mentioned regulations (MOI Decision 30/2006, PM Decree 78/2007
and PM Decree 105/2015) the last internationally competitively tendered BOTs were
Phu My 2.1 (gas) and Phu My 3 (gas) in the early 2000s; while the Mong Duong 2 plant
(coal, awarded in 2011) was a negotiated bid. Since then, there have been no competi-
tively awarded IPP projects that have reached financial close.

The bulk of new generation projects are allocated by Ministerial decision; rather than
following a competitive tender process. The existing centralized project allocation
process is at risk of being perceived as: (i) overly favouring SOEs (i.e., EVN, PVN) over
privately-owned firms, both domestic and foreign; (ii) being less than transparent,
and open to allegations of impropriety and corruption associated with lobbying;
and (iii) producing lower value-for-money outcomes than might arise under a well-
designed, transparent, and well-executed international competitive tender process.
Other possible adverse consequences of the current arrangements could be: (i) state-
sponsored generation investment crowding out private sector investment; (ii) “cher-
ry-picking” by SOEs so that they are assigned the more commercially attractive new
generation projects while the less attractive projects are assigned to private sector
developers; and (iii) private investors being dissuaded from investing in Vietnam and
preferring to invest in other countries.

The continued use of the existing procurement arrangements could be the delivery
of new generation capacity at a significantly higher cost to what could be achieved
under more transparent and competitive arrangements. Vietnam'’s fast load growth
means that it is imperative to deliver new generation capacity in a timely way. Viet-
nam cannot afford to have a shortfall in energy supply, which would have damaging
impacts across the economy and society. As further structural reforms in the power
sector are taking place, including the development of the VWEM and a shift to higher
targets for renewable energy, it is becoming critical to assess the inadequacies of the
current approach to attracting private investment in generation and propose robust
mechanisms to effectively apply Decision 30 and related regulations, so that the
needed capacity for reliable energy supply is procured competitively and efficiently
at least cost.

An efficient and competitive framework is needed for procuring new capacity and to
ensure long-term electricity supply beyond 2025 (when existing planned and allocat-
ed new generation projects should have all been commissioned). Given the timeframe,
it is important that framework for competitively procuring IPPs and BOTs beyond
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2025 should be ready by 2020 to allow time for bidding and construction. Those
projects deferred or cancelled under the existing plan also need to be monitored and
reallocated as part of a PDP review process. Underlining the importance of putting in
place a robust competitive procurement framework is the fact that out of 188 power
plants estimated to be required until 2030, only 50 new power plants are planned to
be built by EVN and other SOEs, with the rest expected to be built through IPPs and
BOTs.






a’y WORLD BANKGROUP

The World Bank Vietnam Office
63 Ly Thai To

Hanoi, Vietnam

Tel: (84-24) 39346600

Fax: (84-24) 39350752
Website: www.worldbank.org.vn

The World Bank

1818 H Street, NW
Washington, D.C. 20433, USA
Tel: (202) 4731000

Fax: (202) 4776391

Website: www.worldbank.org




