- Exchange rate adjustments in the past years together with other measures such as Decision No. 37,
Decision No. 173 on foreign currencics surrender, stipulations on Vietnamese overseas remittances
have partly helped to stop the standstill situation in foreign currencies interbank market. The trading
volume in the interbank market has a tendency to increase. The supply of foreign currencies is also
encouraged to meet the demand of economy. Analyzing operation of interbank market in the {ace of
the above mentioned forc:gn exchange management pohcws can prove this. An example could be the
case in October 1997 in which trading volume of the interbank foreign currencies market was
surpr'is.ingly increased after widehing of trading band. In some special days, the volume even reached
high level of USD25 millions per day.

- Exchange rate adjustment has produced lesser pressures on state reserves. The State Bank is able
not only to restrain selling foreign currencies to keep exchange rate stable, but aiso to build up
official foreign reserves. Moreover, through the ihterbank market, the State Bank can observe foreign

- currencies supply—demand situaﬁon in order to take appropriate actions where necessary. In addition
to that, exchange rate management in the past years has positive effects on increasing foreign reserves
Jor the country (by éxport promoting, import controlling that lead to increase in foreign currency
supply}. The official foreign reserves of Viet Nam have been increasing and equal to 13 import weeks
at present (Note that in 1996 and 1997, foreign reserves were equal to about 9 and 10 import weeks,

respectively). .
3. Effects of exchange rate and foreign exchange management on imports and exports

Asit ié discussed in part 2, new regulations on foreign exchange managemcnt and flexible exchange rate

| management regimé are conditions for expoﬁ promoting, import controlling, improving current account and

increasing official foreign reserves. The remarkable impacts of these measures are reflected in great efforts to

~ cease foreign_.currenéies imbalance in market, to meet foreign currencies needs of enlerpriées and reduce

pl;es'surcs on'exch_ange rate. Through these résﬁlts, foreign exchange management policies have indirect
impacts on import ahd export activities of the coun.t.ry. :

Thcre are policies that have direct impacts on import, too. These policies can be the ones regarding
rmnagerhem of short-term borrovﬁng by enterprises, particularly regulations on deferred 1/C. In fact, although
Decree No. 58/CP was issued by the Government in 1993, but management over external debts owed by
enterpﬁses was not properly and str.ictly carried out, especially managcmc'nt over opening of deferred L/C.
The consequence was that by 1-996, excess import {current account deficit) was at alarming level, of which
impoﬁiﬁg by deferred L/C co_unted fora signiﬁcant part (In 1995, imports by deferred L/C counted for 18%
totai impori value). These deferred UC matured at the end of 1996 and in the beginning of 1997, which make

foreign currencies demand sharply go up and have pressure to drive exchange rate up. To solve these problems,
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the Government have applied several regulations governing deferred L/C opening, namely: Regulation on
deferred 1/C opening promulgated under the Decision No. 207/QD-NH7 dated 1st July 1997, Decision No.
802/TTg dated 24 September 1997 of the Prime Minister on dealing with remained consequences of deferred
L/C. These regulation have forced banks to be cautions in making guarantee for this payment method, L/C
turnover has gone down after implementing measures to restrict deferred L/C opening, included requirement
of minimum deposit of 80% L/C value. The government also set limits on deferred L/C opening to import
non-essential consumer goods as decided by the Stéte, temporarily stopped to import some goods and adjusted
exchange rate. These actions have achieved good results. In 1998, deferred L/C balance at commercial banks
had down by nearly 50% comparing with the previous periods. In 1998 too, current account of Viet Nam was
improved. Cﬁrtent account deficit stood at .3.8% GDP, compared with 6.5% GDP of 1997, Those results were
even more meaningful in circumstance where financial - monetary crisis occurred in the region.

Itis clear that exchange rate is a very sensitive element. It reflects purchasing powers of different currencies
through international trade relationship. There are many opinions that exchange rate adjustment towards
raising value of foreign curreh.cy would ensure th.t.t objective of export promotion. However, export capacity
ofa counﬁ'y depends on many other factors as well: competitiveness of the economy and of exporting products
in international markets, typc and quallty of goods and servnces technology, markctmg,ctc With respect to
.export capacity of a country, exchange rate is an important, but not a decisive factor. This conclusmn could be
proved by the i mcreasmg export turnover of Japan and German dunng the years in which currencics of this
countries were cdntinuously appreciated in compariéon w:th the 'US_ dollars. Thailand could be andthef case.
During the regional crisis, Thai exporting turnover did nbt go down in spité of devaluation of .Thai Bath in '.
comparison with the US dollars. Some rescarches have founded that domestic currency devaluation would
have J-curve type effect on export activities. That is why domestic currency dé\faiuation does not necessarily
improve trade balance. In addition, it is worth to notice that there are 3 main groups in the structure of
exporting goods of Viet Nam: heavy industrials and minerals, light industrials and agricultural. Representatives
for these three groups are crude oil, garments, footweaf, and rice, which are Vietnam'’s leading éiponing
prodﬁcts {Table 1). However, it is ihportant to know that nearly all Vietnam’s exporting pi‘oducts are ra;.v
materials with low brice elasticity. As far as rice concerns, rice éxporting volume has strong increase through
years, bur the exportmg value is not hlgh due to low quality and low price. Garments and footwear have '
gamed high exportmg value, but they require imported materials. Revenue from exportmg these products
counts only for 20% total export revenue. So, based on this sntuatnon, it is possible to note th_at exchange rate
adjustments towards increasing value of thé US dollar in comparison with Vietnamese Dbng éf_fected export

promoting and import controlling to some extent. Though, these effects on net export, or in other word on

trade balance, were not so noticeable.
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3.1 Effects on exports

Exchange rate adjustments made in the past year, particularly during regional financial - monetary ctisis
had positive effects on export through contributing to decrease difficulties for exporters, improving
competitiveness of exporting products in international markets. In addition to that, exchange rate adjustments
also helped exporters to gain higher profits (as in case of rice exporting) or to reduce losses (in case of
rubber, crude oil or coal). Aceordi'ng to the Government’s Price Committee, after exchange rate adjustment
in August 1998, rice exporters gained profits at about 90,000 - 100,000 Dong/tone. The return on price
adjusted to the foreign exchange rate was up by 5%-10% in comparision with that of unadjusted price.
With regard to rubber, exports of this item heavily depends on the prices in international markets. However,
after exchange rate adjustment, a loss of about 844VND/USD was replaced by a profit of S0VND/USD.
As for crude oil and coal, the exchange rate adjustmenté in 1998 helped the exporting enterprises mitigate
the losses (the decrease in international prices caused the reduction of their revenues in foreign cumrencies.)
- An important impact of timely and flexibie cxchange rate adjustments can be found in exporting activities
of Viet Nam since 1997. From July 1997, countries in the region had devaluated their currencies (Thai
Bath: 46%, Philippians Peso: 40%, Malaysian Ringit: 38%, Singaporean Dollar: 18%, Korean Won: 53%
and J apancse Yen: 14%). Meanwhile Viet Nam mainly exports the similar products as of these countries.
Because of that, compeutweness of our exporting product was weakened to certain extent in international
markets. However Vlet Nam had successfully maintained its total export turnover at level of USD 9,269
millions (at FOB), wh:ch was up by 26% comparing with 1996.

Comihg to year of 1998, given overvaluation of Vietnamese Dong, the diminishing competitiveness of
Vie[nam’s exporting products was constrained thanks to devaluation of Vietnamese Dong by 16%. So,
instead of being decreased due to regiohal economic crisis, export turnover was still at level of USD 9,300
millions, which was a little higher than turnover of USD 9,269 millions in 1997. Next, in 1999, thanks to
measures to develop foreign currencies market and new exchange rate management regime, the exchange
rate of Vietnamese Dong, established on the basis of transactions in the market, had objectively reflected
purchasing power of Vietnamese Dong ond created condition for exchange rate stabilization. Following
the whole decade of continuos deficit, trade balance had experienced high surplus of USD 1,080 for the
first time. Export turnover reached USD11,540 millions (at FOB), which was up by 23% in comparison
with 1998. |

So, during the post years, despite the regional monetary crisis, export turnover of Viet Nam still continued
its development trend. Exchange rate adjustments made in period 1997 - 1998 have somewhat produced

- negative 1mp4cts on input expenditures of enterprises, leading to higher producing cost of some export
goods However, these lmpacts were not so significant. Exportation of such leading products as rice, crude

oil, garmcnt, footwear is increasing year after year.

225



3.2 Effects on imports

Exchange rate adjustments help to take control over import: a higher exchange rate forces importers to
consider carefully about importing non-essential goods. Declining import is a reason to encourage using of
available import-substitute materials and domestically produced goods. An example could be drawn from
petrol trading companies that have to pay for imported petrol in foreign currencies, but can only sell it for
Vietnamese Dong in domestic market at a predetermined price level. As far as this type of product concerns,
the more companies import and sell in domestic market, the more they suffer from losses. In 1997, import
growth was restrained to nearly 1% more than in 1996. In .1998, import was also tightly controlled by an
adjustment of the official exchange rate from 11,175 VND/USD to 12,998 VND/USD together with some
other meﬁsures on import restrictions. Total import turnover in 1998 stood af USD10,080 millions (at
FOB), which was down by 4% comparing with 1997.. Total import value in 1999 reached level of USD 10,460
millions, which was 3.7% higher tha.'n in 1998, but still much lower than export growth rate. Particularly, in
cofnparison with 1998 figures, importing of some goods was sharply decreased: black cement {(down by

273%), wheat flour (by 116%), seasoning (by 108%) ...
4. Possibility of introduc'ing the convertibility of Vietnamese Dong.

Vietnamese Dong convertibility is one of the issues related \ﬁith MACToeCoNnomic managcﬁlént of the market
economy. E.specially it is closely related with ir_ltefnational trade relatibnships, the international capitai flows,
flows of FDI. Implementing convertibility of Vietnamese Dong also sn'ongly aff‘ccts_ the process of economic
developrﬁem and integration of Viet Nam economy into global economy. The 'proc;ess of making one currency
be convertible usually has 2 stages: iinplcmcnting current account converti_bﬂitf and next stage is implementing.
capital account convertibility.

- Current account convertibility: Convertibility of a currency is applied toward current account
transactions, i.e. it is allowed to convert the local cun'enéy into foreign currency to make payment for
exports, im@ons of goods and services with other countries. Eéwblishi_ng current account convertibility
also means tﬁat there is no restricticn over the current account transacﬁbns, the exchanges of goods

- and services with foreign countries.

- Capital account convertibility: A cdunlry alﬁpiics capital account convertibility, i.e. the cdimtry
allows the conversion of local currency into foreign currencies to attract fo.réign funds. In fact, capital
accounf conv'ertibilit).( is implcmcntcd basically with the aim of .attract.ing foreigﬁ invest'ors”b'y
accommodating their profit repatriation. However, implefnenting capital account convertibility might
put the coﬁntry under the cxposure of the forcig'n exchange rate fluctuations, -the capital ﬂ'i'ght., as the

~ drain of international reserves v.v. Therefore, the countries usually imp.lcm.e.nt the capital account

convertibility on the foundation of real economic development and success of current account
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convertibility.

4.1 Possibility of implementing Vietnamese Dong convertibility
Implementing a currency’s convertibility is a complicated issue. In order to avoid risks and mitigate its
adverse effects on the activities of the whole economy, it is necessary to prepare all the preconditions for
implementing convertibility of a currency thoroughly. As experienced by some countries, they usually
implement the convertibility of their currencies as long as the economies have already developed and been
stable and the necessary conditions have been created such as: Foreign exchange rate management on the
market principles, the dynamic foreign exchange management mechanism with abolishment of the foreign
- exchange restrictions, the reasonably adequate level of international reserves, sound and healthy financial-
banking system, interest rate liberalization and management of monetary policy by using indirect instruments,
implementing open door policy and trade. liberalization, having the measures that force the manufacturing
and trading units to be timely adaptive with the market prices.
In the process of globalization of the economies, the introdubing of éurrency convertibility is inevitable.
~ But the issue of concern is the scope, timing and the types of convertibility. With regard to Viet Nam, some
opinions say that although Viet Nam has some favorabie éonditions Viet Nam still has not have sufficient
conditions for. implementation of Vietnamese Dong convertibility. Thus, the decisions of implementing
Vietnamese Dong convertibility should be made thoroughly. In fact, Viet Nam has created some conditions,
but still has tb improve the remaining conditions, as follows:
a. " Foreign exchange rate arrange:ﬁcnt
. The first cdhdition for implementing currency convertibility is having appropriate foreign exchange
rate regime and managing exchange rate according to the market.principles. That means the foreign
exchange rate shoul& be determined oﬁ the supply-demand relationship in the market and truly reflect
the internal and external purchasing power of a currency. At present, the foreign exchange rate in Viet
Nam is just determined on the relationship of suppiy of and demand for foreign currencies in the foreign
.currcncy interbank market. With Decision No 64 and Decision No 65 of the State Bank of Vietnam’s
Govémor_ dated 55 February 1999, since February 26, 1999, the State Bank of Viet Nam started to
announce the official rate of the previous working day. It is a fundamental move of foreign exchange rate
maﬁageﬁtent mechénisni. However, ﬂlc foreign currency intcrﬁank market in Viet Nam has not developed
yét. .The'ref‘ofe, the foreign currencies interbank rate has not reflected truly the purchasing power of
Vietnamese Dong. The gap between interbank rate and free market rate has been narrowed but still
exited. At present, the policy of flexible adjustment of the rate and of the band is in line with the movements
of balance of payments is an appropriate one. Nevertheless, to make Vietnamese Dong be convertible,
-~ Viet Nam should cor;tinu.e to develop foreign exchange market so that the market rate is fully determined

by market forces. - -
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b.

Foreign exchange Management

As mentioned earlier, over recent years, the process of renovating control over foreign exchange and
foreign exchange related activities has been implemented. With issuance of Degree No 63/1998/ND-CP,
Viet Nam has formulated a relatively comprehensive and systematic legal framework aimed at gradual
implementing Vietnamese Dong convertibility. Based on the stipulations of the Degree and other related
regulations, the foreign exchange restrictions have been gradually relaxed. This can be obtained through
the process of implementing foreign exchange surrender requirement. So far, according to Decision No

180/QD-TTg of the Prime Minister dated 30 August, 1999 the surrender ratio were down to 50%. The

~ Decision was a step forward liberalization of forcign exchange transactions. As estimated, in the year of
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2001, the surrender requirement will be fotally removed. The remaining foreign exchange restrictions
such as foreign exchange self-balancing requirement, tax on repatriatioh or remittances of profit applied
toward foreign—ihvested enterprises have been significantly relaxed step by step. Especially, the foreigh
exchange balancing requirefnent has just been fully abolished in 2000. Besides, other prev_ioﬁsly épplied
restrictions .over private transfers were also cancelléd out by allowing the receipts of the remittances in
different forms including in cash foreign currencies. As estimated in 2 - 3 years, the remaining restrictions
over the current payments and transfers will be climinated. Thus, so far Viet Nam has already prepared
some conditions _for current account convertibility. |
 International reserves _

Itis a significantly important condition for coping with the BOP itnbalance or the fluctuations in
terms of trade. Without a reasonabiy adequate level of intematiohal_reservcs, the country will be exposure
to the risks, interest rate and foreigh éx'changé rate will be unstable. On the other hand, having an
appropriate level of interﬁationﬁl reserves in also a condition for ensuring public conﬁdénce in the
macrdeconomic policies. With this regard, Viet Nam stiil has some disadvantages. After a number of
years having BOP deficit, in 1999, Viet Nam had a surplus of BOP of USD 1,600 millions, contributing
to the increase of international reserves. Howcvcr, at préscnt, the level of iﬁtcmational.rcserves is still
limited, just accounted to about 13 weeks of imports. In the years to come, with the improvements in
compeﬁtivcncss of Vietnamese éxportcd goods, in BOP, external debt managerﬁent.and the regained
confidence of thé foreign investors in Viet Nam investment environment, .Viét Nam is expected to have
a reasonably adequate level of international reserves to implement Vietnamese Dong convertibility. In
the short-run, Viet Nam needs to create a structure of major exported gooﬂs, which can be competitive
and attractive in the regional and internitional market to increase i.nt_ernatio'nal_ 're_serves'to éssist
implementing Vietnamese Dong convertibility. |

The financial - monetary system and money market |

Presently, Viet Nam is on the way of strengthening the financial - monetary system by restructuring

the state-owned commercial banks and the joint-stock private banks. The procéss is implemenled with



- the objective of making the banking sector sound and transparent. And it is conducted simultaneously
with the SOE reform. In the following years, in the process of international integration with implementation
of the commitments with the international organizations and groups (AFTA, APEC, ...} and especially of
USA - Viet Nam trade agreement, the banking sector of Viet Nam will be developed and its competitiveness
will be enhanced. The expansion of the operation scope of foreign banks will contribute to the development
of the banking sector. Besides, the developments of money market and stock market also will be the
necessary conditions for Viet Nam to implement Vietnamese Dong convertibility toward current account
and next toward capital account.

Monetary policy and interest rate management

Among' the macroecoromic policies, moﬁetary policy plays an important role with the objectives of
ensuring the currency stability, controlling inflation, thus creating a relatively stable macroeconomic
environment, accommodating economic growth. Establishing Vietnamese Dong convertibility for capital
flows and implementing trade liberalization without stable macroeconomic environment will cause the
over-excessive imports of goods which leads to the international reserves drain, causing pressure on
fofeign exchange as well as domestic interest rates. At present, monetary policy is gradually renovated
in linie with the market economy and the process of international integration. The shift from using direct
insﬁ’umcnt to indirect instruments with the birth of open market operation (OMOs) marked a significantly
important step toward the aim of creating stable macroeconomic environment with the above-mentioned
objectives. Besides, the adoption of base interest rate insteaﬂ of ceiling of interest rate is also a step
toward interest rate liberalization. In near future, the State Bank of Viet Nam will continue to manage
base interest rate flexibly. It can be considered as the preparation for interest rate liberalization, which is
one of the necessary conditions for implementing Vietnamese Do_ng convertibility.

Open policy and trade liberalization

As mentioned earlier, rcgarding this condition Viet Nam has some advantages, So far, Viet Nam has
made efforts in_' impiementing open door policy of the ecbnomy by enhancing the trade transactions with
other countries in the region and in the world, attracting foreign capital and entering internalionﬁl
organizations, regional groups or international groups. Regarding trade liberalization, Viet Nam has
commiftéd with AFTA, APEC and next WTO to enter these organizations. However, to ensure the
competitiveness of the country, stability aﬁd development of the economy, Viet Nam has to have
appropriate policies subporting and protecting domestic production, enhancing the quality of exported
goods, It is an important condition for implementing the Vietnamese Dong convertibility successfully.

The.me'asures forcing the manufacturing and trading units to be adaptive with the market mechanism.

.thn Vietnamese Dbng is cdnveﬁible, the domestic manufactuﬁng and trading units will face with
* the competitiveness in the ihtefnationai market. Over recent years, with the gradual impleinentation of

open door policy of the economy toward the objective of trade .liberalization, the domestic producers
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4.2

have had to be familiar with the competitiveness of imported goods of the same categories of other
countries. Implementation of Vietnamese Dong convertibility will speed up this process. Whereas under
influence of centrally-planned subsidized mechanism, the domestic producers are still not familiar with
the market signals. So in the process of economic renovation, it is necessary to cease subsidy the losses
from the state budget and encourage the producers to be adaptive quickly with the prices in local markets
as well as in the international market. This will help the domestic producers be rc'ady to cope with the
challenges of introducing Vietnamese Dong convertibility. It is a micro issue but very necessary for

implementing Vietnamese Dong convertibility.

The steps of establishing Vietnamese Dong convertibility
After creating necessary conditions, Vietnamese Dong convertibility can be realized as follows:

- First, implement current account convertibility. This process should be implemented step by step

and thoroughly. And it is to be realized on the foundation of estabiishment of all necessary conditions
and the management capacity, as well as in line \Qith the trade liberalization schedule.

Capital account convertibility should be reaiizgd lastly as long as the finance - monetary system
is healthy and an imbalance of BOP is not exited, the international reserves have stably increasing
tendency. Implementation of Vietnamese convertibility on the foundation of the establishment of
preconditions, with firm steps will signiﬁcahtly affect the activities of the economy. Otherwisé, it
will cause risks and criéis, as in the casé:s of East-Asian countries. The }eséons frbm East Asian
crisis show that one of the reasons of the crisis is t00 carly relaxation of forcign exchange managémeﬁt -
by the central banks, too early implementation of capital account libéfaiization without healthy (
finance - monétary systems, and closely related macroeconomic ménagemem measures, unified

legal framework.

5. Exchange rate control

5.1 Exchange rate and exchange rate regime

It is necessary to repeat that exchange rate is the price of one curi'ency expressed in other currency.

Nominal exchange rate is just a relative price of one currency expressed in other currency. So, fluctuations

in nominal exchange rate are all kinds of changes in exchange rate that we observe every day and that are

not adjusted to inflation. Meanwhile, the real exchange rate reflects comparison of relative pricbs of goods

in two countries, which means that inflation factor is counted. Besides that, it is important to note that

exchange rate regime followed by a country could be fixed, clean floating or “diﬁy"- (managed) floating.

- According to detailed classification by the IMF, certain couﬁtricé apply fixed exchange rate.regime by

pegging their local currency to another currency (usually a stﬁmg one like the US dollar) or to a basket of
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currencies, {n this case, vatue of the domestic currency is adjusted less often or with a prefixed level to its
pegging currency. Other countries prefer managed floating exchange rate regime, in which the local currency
fluctuates around the US dollar within a narrow band and is adjusted regularly according to -supply, demand,
inflation, balance of payment, foreign reserves. Some developed countries allow their currencies to be
float and determined by market forces, and make intervention only in case of necessity. Each exchange rate
regime has advantages and disadvantages. In addition, exchange rate is affected by series of different
factors. The economic factors that have direct impact on exchange rate include stability in economic growth
rate, trend in international balance of payment, development of inflation. These factors determine internal
and external purchasing power of the currency. The indirect factors are poiitical, social, and psychological.
For that reason, choosing an appropriate exchange rate regime usually based on such elements as inflation
rate, fbreign reserves, export and production diversity, policies’ flexibility and sustainability, political and

commercial integration, price and salary flexibility.

5.2 Exchange rate control and management in Viet Nam
In Vie:t Nam, frorﬂ 1994 to the end of 1996, Vietnamese Dong ﬂﬁctuated around 11,000VND/USD. This
proved that éxchangé rate regime of Viet Nam in that period had main objective of ensuring stability of
exchange rate. In other words, Viet Nam followed then a fixed exchange rate regime, aiming at inflation
- controlling and enhancing credibility of Vietnamese Dong. In fact, Viet Nam managed mainly nominal
exchange rafe between Vietnamese Dong and its pegging US dollar. However, different studies have fdund_
that alfhoﬁgh Viet Nam has success in managing stable nominal ekchangc rate, but it makes Vietnamese
Dong gradually overvalued. Funhérmore, as showed by expériences df some Asian countries, pegging of
local éﬁrrency to another currency (US dollarj for a very long period usuaily leads to overvaluation of the
former one and it is one of reasons of Asian financial - monetary crisis.
In rccogmzmg this situation, to get over adverse effects of regional monetary crisis, since 1997, Vietnamese
Government moves step by step from the stablhty -focused exchange rate regime to flexible management
. reglme In reallty, counting from 1997, exchange rate management in Viet Nam is carried out with increasing
flexibility but ensuring ultimate goal of currency stability. The trading band is widened several times,
accompanying with changes in ofﬁcml rates in the years of 1997 and 1998. So, it is possible to say that
exchange rate regime ﬁpplied by Viet Nam during 1997 and 1998 was the managed floating regime. Morc
‘ preciéely, local currency was pegged to the US dollar with frequent adjustments. |
. In 1997 and 1998, the State Bank made adjustments to exchange rate in considering necessary conditions,
as follows :
- == - Evaluate developments of inflation in order to find out real appreciation of Vietnamese Dong
- relatively to neighbors’.currencies.

- . International trade situation at the end of 1996 and diminishing competitiveness of Vietnamese
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exporting goods due to regional crisis required that the US dollar should be raised in value against
Vietnamese Dong. Besides, many of Vietnamese exporting products are similar to the ones of
neighbor’s competitors. This is one of factors that affect exporting results (through comparative
competitiveness of Vietnamese and these countries’ products in international market).

- The official foreign reserves are still limited, although they have been built up a lot in past years.
The fixed exchange rate regime is not implemented in Viet Nam. Anyway, in order to ensure stability
of its currency, Vietnamese government should consider suitabic adjustments to exchange rate so
that it can avoid market chaos that requires intervention from the State Bank and badly affects
national official reserves.

- Imterbank foreign currencies market is underdeveloped. That is why fluctuation band should be
determined carefully to encourage market oper'ations..

- The practice of implementing monetary policy and interest rate management measures would
serve to set integrated set of solations concerning interest rate and exchange rate (to reStrain
transforming flows from Vietnamese dong to US doﬂaf and vice versa in case of exchange rate and
interest rate fluctuations).

- Estimate foreign currencies inflows and outflows. Thanks to controlling procedures over flows
of funds and low capital mobility, the impacts of flows on exchange rate remain insignificant.
Anyway, as méntioned in part 1, chang_es iﬁ domestic exchange rate and interest rate could affect
éapital outflows in the form of foreign cnrrency. deposits abroad.

- Other psyéhological conditions: in case _of devaluation, pcop.lc'_alwayé-fear of further devaluation.,
This expectation has distorted real demand lof foreign currencies and puts pressure on exchange
rate.

Especially since February 1999, the State Bank began to consider the average trading éxchange rate in
interbank foreign currencies market as the officially announced rate. Exchange rate of commercial banks
. was established on the basis of this official one with a maximum ﬂuchaﬁon band (.)f'O.l %. It is possible to
say that since then, the exchange rate was managed accordiné to market principles. The prevailing exchange
rate control regime differs in certain ways to the previous ones. However, because the interbank foreign
currencies market in Viet Nam is still underdeveloped in both trading volume and number'of. participants,
the exchange rate of this market can not absolutely reflect the true purchasing power of Vietnamese dong.
In addition, the concerning issue at present is how to sef an appropriate trading band in considering such
key factors as inflation, changes in domestic and external interest rate, intcmatioha] trade situation in
general and balance of payment in particular,
At this time, Viet Nam does not have enough conditions to implement pure floating exchange rate
regime. This means that the government’s intervention in market can not totally removed. In case of hécessity,

the State Bank needs to use official reserves to intervene market. Because of that, it is required to build up
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foreign reserves in order to control exchange rate. Moreover, openness of the economy has tendency to be
increasingly widened, leading to the fact that external cconomic shocks could affect Vietnamese economy,
too. Other considerations such as development of financial - monetary system, interest rate management

towards liberalization are vital to choose suitable exchange rate.
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B—-3

The Relationships Exist among Credit Markets, Foreign Exchange
Markets and Securities Markets

Le Phuong Lan
State Bank of Viet Nam

The financial system in Viet Nam was dominated by the activities of the banking system for many years
under the centrally planning economy. Viet Nam economic reform which started in 1980s from plan to market
orientation requires financial system to be designed to meet the needs of market economy. Until now, the
market- oriented financial system has been developing and consolidating, beside which the relationship among
financial markets also has been formed and changed. This paper will present the relationships exist among
credits markets, securities markets and foreign exchange markets after outline some main features of those

market in Viet Nam.

Credit markef and interest rate conirol
_ Banking credits market was the sole channel to transfer funds from éurplus to deficit sectors in the
fdﬁner economy.To date, banking credit has been regarded as a basic fimancing source to meet the needs of
funds. Operational characteristics of credit market in Viet Nam thus was affected heavily by credit control
aﬁd interest rate control of the State Bank of Viet Nam (SBV).

The SBV maintained the nominal interest rate at the fixed rate in a lengthy period, and this rate was
much fower than inflation rate at the same time, therefore the real interest rate commonly was negative.
State owned enterprises had to open accounts with banks and deposited all their money to those accounts
‘according to restrict and administrative regulations and rules. In private sectors, under the high inflation
rate and unstable domestic currency, €conomic agénts and individuals preferred valuable assets, gold and
foreign currencics to bank deposits and hence attempted to protect the real value of their assets. The credit
market depeﬁded niainly on the fiscal finance.

Beside the progress of economic reform, banking system also has been reformed since 1990, started by
splitting the mono-bank into two-tier banking system with two separate functions: state monetary
management and banking business. The interest rate policy also has changed, beginning from an increase
in nominal interest rate in 1989. With the great effort to curb inflation, real interest rate was maintained at

. the positive level. This change creased the incentives in. economic agents and individuals to deposit their
. money into bank accounts. Mobilised fund increased dramatically, with which banking ability to provide

credit to the economy also increased. The next steps of interest rate adjustments took place since the mid-
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1992 to the end-1993 with the downward trend that was in line with the decreasing growth rate of inflation.
The discrimination of interest rate between various sectors and industries basically was eliminated.

From 1993, 1994 and 1995, SBV only imposed ceiling on lending interest rates and fixed deposit rates,
in stead of setting fixed rate for various types of loans as well as deposits as SBY had done previously.
Under this ceiling, commercial banks could adjust interest rates on loans at their desirable level. In addition,
there was the existence of a new type of interest rate called “agreement interest rate™ for long and medium
term projects, which actoally was adjusted by the relationships between supply of and demand in the
credits market.

From 1996, interest rate control continued changing and SBV only maintained ceiling on lending rates
and liberalised deposit rates. Under the ceiling level, commercial banks could decide the interest rates for
each type of loans. From the middle -2000, “basic interest rate controlling mechanism™ will be introduced.

Those steps in adjustment of interest rate control aimed to interest rate liberalisation gradually and
carefully, matching with the different stages of the development of domestic financial system. The deposit
rates at times even exceed the loan rates. This approach seems to be a paradox in banking business, but this
is likely to be suitable to the background of Viet Nam économy, sin this not orﬂy contributes to bolster the
demand for domestic currency deposits under the circumstance of cxcﬁange réte uncertainty, weakness of
official foreign reserve, currency substitution and the low confidence in the banking system, but also limits
the negative effects of the increase in real interest rate on the demand for investment. H_owcvcr, this apprbach

also led to the accumulation of excess liquidity in many commercial banks, making inefficiency in banking

operations and credit allocation.

Foreign exchange market and capital control
The main features of the financial market in Viet Nam are the high degree of dollarization and the
existence of the parallel market for the illegal exchange transactions. The use of USD was common in the
South of Viet Nam under the war. Post war, USD was a creditable instrument to servc. as store of valué, unit
of account and medium of exchange under the circumstance of high accumulation rate of inﬁétion and the
weakness in economic performahce. Despite holding and using USD in transactions were not allowed by
regulation of foreign exchange control, a large amounts of foreign exchange was still held by individuals '
and enterprises, ﬂoating and using.in payrﬁent transactions in parallel market outside the government
controlling. -
Thus, the exchange rate policy in Viet Nam was too difficult to be used to intervene in the foreign
cxchange market. Until March 1989, Viet Nam government sﬁll ma_intain'ed a multiple exchange rate for
- different trade transactions. Though ekchange rate was adjuéted frequently, the official rate was still much

far from the rate in parallel market. Actually, domestic currency tended to be overvalued by SBV, causing

a great loss for exportets and benefit for importers. -
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SBV undertook the first step in devaluation of domestic currency in 1988. A new exchange control
Decree issued on October 21, 1988 was designed to attract the foreign cxchange that had been traded in
paraliel market into the banking system as well as to adapt the exchange system to the new laws liberalising
toreign trade and investment. In March 1989, by unifying all different exchange rates and publishing the
official rate closing the exchange rate in parallel market, the SBV officially devalued the domestic currency
five times. Other reforms in strict administrative control approaching to liberalisation were also taken
place. With the progress of reform, a large amounts of foreign exchange in paratiel market was driven into
the banking system, substantially increased the supply of foreign exchange in official market.

In the effort to introduce a market for official foreign exchange transactions, the SBV set up a foreign
exchange trading floor in Hochiminh city at AuguSt 1991 and in Hanoi at November 1991 in which the
SBYV introduced the maximum margin on either side of the official reference réte. However, those two
floors seem to operate ineffectively. On 14 October 1994, the SBV set up the inter-bank market for foreign
éxchﬁhgc by the Decision number 204/QD-NHL1 of the Governor, replacéd two former trading floors. SBV
introduéed the band of 0.5% on either side of official reference exchange rate in which the selling and
buying rates were allowed to move. The official exchange rate was adjusted daily according to the relationship
between foreign exchange demand and supply in the market. Most of the big commercial banks have

- joined the interbank market, with d.aily transactions initially averaging about USD 3 million. In 1997,
because of the pressure to devaluation of domestic currency under the inﬂue_nces of the Asian financial
crisis, SBV again undertook a stronger meésute in the reforming process: climinating the official reference

_ cxchangc rate, in stead of that the SBV allowed commercial banks to trade in the maximum margin of
0.1% on the either sidé of the closiﬁg-fate of the latest session in the foreign interbank market.

Thus, Viet Nam gradually has mbvcd from the fix éxchangé rate to peg exchange.rate regime. It could be
appreciated about the reforming progress in foreign exchange control as followings: First, with the

-~ devaluation of domestic currency and maximum margin controlling for foreign exchange rate in trading
transactions, in an efforts to decline the inflation fate, Viet Nam not only has restored the competitiveness
in the international ;harket, but also has created the favourable environments for setting up the official
fomigrl cxchahgc market. Second, the step by step movements from the fix exchange rate to the peg exchange
rate regime substantially has limited the negative effects resulted from the fluctuations of vehicle foreign
currem_:iés in international markets, particulaﬂy the influences of the Asian financial crisis on the very

- exchange rate elastic market as Viet Nam. Third, the improvements in foreign exchange control has been

_coincided with the economic- social stabilisation process, gradually adabting the market-oriented laws to

promote the foreign investment and bolster the growth rate of the economy.

Securities market

The Treasury bills and bonds market was set up in 1995, taking in the form of bidding for the yield based
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on estimated volume. Since 1997, auctioning of Treasury securities became more frequent and active with
both numbers of participants and bidding amounts. From May 1997, auctions were conducted weakly. The
participants of the Treasury securities macket mainly are state owned commercial banks, joint stock banks
and insurance companies in which the state-owned commercial banks are dominant in both amounts of
registration and successful bidding.

Until 2000, the secondary market for corporate shares and bonds has not set up. The necessary conditions
to operate the first secondary securities market in Viet Nam has been prepared for several years. The
development of favoured environment for market operation closed the prbgress of state owned enterprises
(SOE) equitization. The Decree number 48/1988/ND-CP of the Government on securities aﬁd the securities
market issued in mid- July 1998 can be regarded as the basic legal framework for the operations of the
securities market. The State Securities Commission (SSC) has been directly responsible for the establishment

| and govemaﬁce the securities industry in Viet Nain. All shares and bonds issued in Viet Nam are to be

denominated in the local currency, VND. Listing candidates are likely to be selected, initially from the

* SOEs that have been fully equitized, and then from joint stock companies. Two Securities central in

| Hochiminh city and Hanoi have been established by the Decision number 127/ 1998/QD;TPg of the Prime
Minister, and they have officially operated from mid-2000. _ |

In summary, the securities market céri be regarded asa pah of financial system in Viet Nam through

which enterprises can mobilise the funds for the long-term investment projects in the future.

1. The relationships exist ar'nong' the credit market, foreign exchange market - -
and securities market.

The relationship exists among the credit market, foreign exchange market and securities market was formed
from the fund flows which move from one market to another ones. In other word, the change in this market
will effects the flow of fund betwcen this market to another ones, influence the rélationship between funds
supply and demand in those markets and f'mélly lead to a change in the indicators reflecting the operation in
concerned market. This part of paper will present the rclationshiﬁ eﬂst among credit market, foreign exchange
market and securities market in Viet Nam. _

Financial market can be regarded as a channel to transfer fundé from surplus sectors to deficit sectors.
Naturally the change in the financial market are resulted fro.m the changé in flows of fund and vice versa. The
characteristics of the change in funds flows heavily depends on ther feathre.of the ec'onomy and the favourable
forms in which economic agents and individuals wish to hold their surpius money. In Viet Nam, to datc the -
common forms in which the economic ageﬁts and individuals have preferred holding their moneys are cash,
bank deposits, gold and vehicle foreign currencies (usually in USD). The se(.:nritieS market has just. dc\}clopéd

at the primitive level, another financial assets are pook since they b.asically are Treasury bills and bonds. Thus,
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the flows of fund invest to the securities market and another financial assets are very weak and insignificant.
The common approaches are the funds flow between credit market and foreign exchange market in order to
gain benefits and to avoid risks. Those flows of fund lead to a close relationship between credit market and
foreign exchange market clearly.

In the former centrally planing economy, the activities of credit market were limited. The demand for bank
deposits. was extrémely low. Unless the requirements that all state owned enterprises must deposit all their
money into bank accounts, private sectors and individuals all chose the other form such as gold, foreign
currency and valuable assets to hold their money, in order to protect the purchasing power from the downward
trend in valuation of domestic currency. In addition, most of the credit finance was allocated into the state
owned sector, since the SOEs were regarded as the dominant and basic element of the economy. The credit
market therefore operates poorly with the limited debtors and depositors.

Until the financial system reform took place, the official foreign exchange market had served for limited
traders who were allowed by regulation to operate in foreign trade with 2 fixed- multiple exchange rate
regime for different tradé transactions. However, because of the favourable form of foreign currencies that
individuals and economic agents wish to hold their money, the parallel market operated actively and strongly.
This market met the needs of illegal foreign excﬁange transactions. High degree of dollarization is the most
visible phenomenon in financial markét in Viet Nam. Foreign exchange transactions took place daily with a
large amount, outside the govenir_nenf controllihg at the rate mat was much higher than the official reference
rate publishc_:d by the SBV. Clearly, dollarization has been an economical phenomenon and popular habits for
a lohg time. '

- The link between the credit market ahd foreign exchange market forms through two basic variables: interest
rate and exchange rate. The change in .interest rate in credit market may lead toa change in the flows of funds
affécting the relationships between demand and supply in the credit market and thereafter in the foreign
exchange. market, in turn causing a change in foreign exchange rate. The following observation made from
1993 1o 1999 giv.es the evidence of the interrelation between credit market and foreign exchange market,
through the substantial change in foreign exchange rate in different periods.

The géhgral approach of néminél i.nterest. rate in the observed time was adjusted going down, matching
\i;ith the declining inflation rate. The movement of foreign. exchange rate also was appreciated as stable
approach after the devaluation in local currency in 1989, 1990 and 1991. In 1994—.1996, VND faced the
ph:ssure to the appreciation. From 1997, the valuation of VND tended to decline with the insignificant speed.

The flucru_atio@ of exchange rate happened in 1996-1997 fesultcd from the trend of interest rate in credit

market. After the reform in interest rate policy, in the effort to attract surplus funds into the banking system,
deposits.i_nterest rate has been maintained at the substantially high level, even higher than the average level in
| the world and rcgional markets. Under the c.ircumstance' that the VND tend to be appreciated, the difference

in interest rate between international and domestic markets led to the strong incentives among domestic
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enterprises to import by opening of deferred letter of credit with commercial banks. The gap between
international and domestic interest rates and the appreciation in VND actually created a great benefit from
import goods and abroad lending. Even though at the same time Viet Nam has maintained some certain
restrictions in current account and capital account, but the flows of fund from abroad and foreign trade
lending has been outside those restrictions. As a result, in 1996 the trade deficit was at alarming level in
which import through deferred letter of credits amount to substantial level (in 1995, imports through deferred
letter of credits amount to 18% in total imports).

Those L/C was due at the end 1996 and beginning 1997. Thus there were an abnormal increase in detﬁand
for foreign exchange in market to meet the needs for L/C maturated, leading a pressure to the depreciation of
domestic currency. To solve this problem, the SBV had to broaden the hémd between selling and buying rate
of foreign exchange from 1% to 5% since 27th, February 1997. The increase in foreign exchange rate of
VND/USD in turn made a negative effect on the credit market, since the indebted importers faced the
conséquéncé that they are not able to pay their debt when it dues with the great loss caused by the increase in
foreign exchange rate. The weakness in the banking system also made the problem even more serious. A
- number of commercial banks allowed enterprises to opeh the deferred letter of credit without consideﬁng the
financial abilitics of the enterprises to pay the debts as well as the concerning trade risks. A numbef of
enterprises that import goods through deferred letters.of credit wefe not able to repay th.eir debts to the bank
when thosé letters of credit was due, contributed to r.aise the amounts of bad loans anci non-perfc')rrhing loans
in niany commercial banks. _ _

The change in credit market and foreign exchange market in 1999-2000 also came from the similar causes—
the gap between interest rates in international market and doﬁestic market. Until J uﬁe 2000, during over one
year, the Fed has raised the interest rate six times. According to that, European Central bank ECB also fai_sed
their interest rate, then the interest rate in another international interbank markets increased. Under this trend
of international interest rate, commercial banks in Viet Nam gradually increased their intéreét rate to artract
foreign currencies into bank accounts. However, lending rate could not be raised accordingly, because of the
interest rate ceiling regulated by.the SBV. Moreover, the domestic credit market seems to be frozen and the
investment absorption of the ecoﬁomy is very weak. Commercial banks are too difficult to extend credit to the
economy. In. 1998, many commercial banks faced the accumulation of excess liquidity, s.incc the rate of
capit.ﬁl_ mobilisation is substantially higher than the rate of credit extending. Maﬁy commercia] banks has no
choice but continually declining the lending interest rate in attempt to extend the credit operations af_ld &ain_
their excess liquidity. This tendency lead to a large gap between VND and USD deposit interest rate in the
credit market as well as to the flows of fund transferring from VND.into USD. Though the current foreign
exchange control restrict a certain transactions that are allowed to l:radé in USD, in fact thére were a iarge
amounts of VND drawled from bank deposits, transfer into USD and then deposit again into bank accounts in

USD in order to gain the benefit from higher interest rate. USD mobilised funds increased dramatically in
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many commercial banks. In the other side, despite of the increase in USD interest rate, domestic interest rate
in USD was still lower than that in international markets (about 1.4-1.8% at the beginning of 2000). Using
mobilised funds in USD in domestic market to deposit abroad became profitable activities for commercial
banks. Demand for foreign exchange in market therefore increased strongly with which exchange rate between
YND/USD tended to be raised.

In summary, interest rate and exchange rate are two variables that related closely each other through the
flows of funds, forming the linkage between supply and demand in credit market and foreign exchange
market. With high degree of dollarization, the relationship between demand and supply in foreign exchange

| market is very sensitive to the change in exchange rate. The change in foreign exchange market in turn
directly affects on relation between demand and supply in the credit market, and then makes a change in
interest rate. On .thc contrary, the charige in interest rate‘also leads to a change in. flows of funds, affecting the
demand and supply in foreign exchange market, and in turns changing exchange rate.

Another reiation fhai can be taken into consideration is arising with the establishment of securitics market
of which the primitive form is treasury bill and boﬁds market. The establishment of treasury securities market
was the solution to drain the cxcéss liqﬁidity in many commercial banks under the circumstance of credit
rationiﬁg. With the absence of secondary securiti_es market, treasury securities were traded in the primary
market a.nd they have. been too difficult to be sold for public though commercial banks were allowed to do

that. In fact, commercial bank could only sell those treasury securities for the SBV to liquidate.

Table 1 Operation of Treasury securities market )
' ‘ : (in million VND)

: % % successful Annually

Year Amo!ants Al.noun‘ts registration/ Succlessfui bids/ average cut

auction registration auction bids registration off yield
1995 3598.3 _ 9764
1996 4190.0 8171.1 195% 2917.5 35% 8.10%
1997 51300 6371.2 124% 4020.7 63% 10.20%
1998 4400.0 6364.5 190% 3011.6 36% 11.64%
1999 36500 ' 8240.0 225% 3218.0 9% 8.95%

- The linkage between the credit market and T-securities market is formed through interest rate and the
ﬁnénéial assets liquidity traded in the markets. Until now, one of the main reasons why the T- securities
market has not attracted commercial bank to invest is thc'difﬁcult'y in mobi.lising long term capital in the
market whereas T- securities maturates usually are over one year and low liquidated.

_ From the observation in the operation of treasury securities market from 1995-1999 (see table 1), it can be
seen that the amount of successful bids.increased, reached a peak in 1998 and then decreased in 1999. In
1998, ﬁc auction yiéld increased dramatically, thus the amounts of succes_sful bids was substantially large
though the amounts of registration was at the lowest level during 1996-1999. The attention on T-bills and

bonds auction soared in 1998, 1999 with the amounts of régistration equal to 190% and 225% of the auction
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amounts per year, partly because of the frozen credit market and the accumulation of excess liquidity in those
years.

The link between T-securities market and foreign exchange market was formed indirectly through credit
market, since the participants in T- securities market are state owned commercial banks, joint stock banks and
insurance companies whose investment decisions affects on the activities of the credit market. Treasury biils

and bonds have not already sold to the public until the secondary securities market operates.

Figure 1 The participants of credit market, foreign exchange market and securities market.

SBV

K

Treasury bills and . Foreign exchange
bonds market 4——% | Commercial banks | ¢—» market
I ' . Household and
r.lsur.an.ce.compames enterprises
t Credit market . L . ' Corporate shares and _

bonds market

2. The relationships exist among money supply, interest rate and exchange rate.

Viet Nam has been defined as an open economy from the mid—19805 and she dc;ic_hds on the international
market as a small economy. For a long time pursuing a fixed excha'ng'e rate regimé with the strict foreign.
exchange control, the official exchange rate proclalmed by the SBV was much far from the real cxchangc rate
in curb market. After the devaluation occurred in 1988-1991, from the end of 1991 the OfﬁClal exchange rate
defined by the SBV was closer the rate in parallel market, in line with the relation between foreign exchange
supply and demand. In 1992, the foreign exchange rate was stabilised and insignificantly ﬂuctuatéd."l'his
section of paper will present the relatiénships exist among money supply, interest rate and foreign exchange
rate under a small and open economy with an exéhange rate regime rhanaged by the SBYV during observation
period 1993-1999. :

To clarify those retationships, this section will use two basic indicators of mﬁncy supply: Reserve money of

the balance sheet of monetary authority RM and total liquidity (or broad money) M2 of the monetary survey.
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The relationship among reserve money RM, interest rate and foreign exchange rate.

In the progress of economic reform, in the effort to decline the inflation rate, the SBV pursued a tight
monetary policy in which the growth rate of reserve money was maintained at the low level, especially
during 1995-1998 (the growth rate of RM about 8-20%). It can be seen in table 2, the net foreign asset in
SBYV balance sheet is important source that lead to an increase in RM. On the contrary, net credit to the

economy, especially net claim on government is the elements that makes a decrease in the growth rate of

RM.

Table 2 Contribution of different components on the growth rate of RM

Year : 1993 1994 1995 1996 1997 1998
Net foreign assets : 12% 19% 11% 17% 8% 48%
Net domestic assets _ 18% - 6% 9% -6% 0% 2%
Net credit to the economy -19% | -8% 12% -6% 5% 6%
Net ciaim on the Govt. - : -24% -4% 8% 4% 6% -16%
Net claim on deposit money banks 5% 4% 3% -3% -1% 10%
Net other items 37% 2% 3% | 1% -5% 8%
Growth rate of RM : - 30% 12% 20% 11% 8% - 50%

The relationship between reserve money and interest rate
- The relationship between reserve money and interest rate did not move as the expected trend. If
pursuing the tight monetary poliéy, the interest rate tends to be raised. Actually, interest rate in credit
* market was adjusted downward. This approach arises from the operational features of credit market in
-.Viet Nam as Ifollowings: .

Firstly, interest rate in the banking system was not adjusted by the relationships between demand and
supply in the credit markét, and they did not reflect the relation between liquidity demand and supply in
money market. Actually, when facing the excess liquidity, commercial banks could not actively adjust
the lending interest rate to the desirable levels because of the interest rate ceiling. Despite the ofﬁcial
interest rate published by the SBV has been adjusted freque'ntly in line with the market signal, but it

- usually has been imposed admi_nistfativély on deposit money banks, and it has been considered with the
 targets to promote investment demand and to bolster the growth rate.

Secondly, credit expansion'or contraction was not completely decided by the change in interest rate.
Credit ceiling has been regarded as an effective instrument to restrict the undesirable growth rate of

. credits to the economy until 1998. _Thet‘efore, the credit ceiling played the decisive role to compress or
expand the credits to the eébﬁomy.

- Thirdly, there are another credit rationiﬁg'originated from the ecoribfny that cause the distortion in the

relationships between credits and interést rate, even without credit ceiling and interest rate ceiling. Those

 lied in the restriction of current lcnding'regﬁlation in commercial banks, for example problem of the

243



collateral, land using rights...In addition to that, the existence of privileged interest rate for state- planning
infrastructures investments caused the distortion in credit allocation in the market. Under the influence
of bankruptcies of some enterprises and a number of collapses in credit operations in 1996, 1997, the
credit market became more risky. Commercial banks were reluctant to offer new loans even though they
were able to do that and hence to avoid taking more risks, because commercial banks generaily lacked

the necessary information about the creditworthiness of their customers, and it was too difficult to appraise

the market risk exactly.

The relationship between reserve money and exchange rate

In theory, the mechanism to channel the change in money reserve to the exchange rate can be formed
by two ways: The first, by indirect mechanism [hrougﬁ the credit market. In conducting an expansionary
monetary policy, the central bénk increase the growth rate of reserve moncjr by the increase in net credit
to the ecoanny, raising shpply of credits and declining interest rate. In the deve:loping eéohomy with.the
assumption that the absorption of the economy is 'high, é failing in interest rate will encourage the:
domestic investment demand, raising the aggregate demand in the economy as weﬂ as increasing demand
for import goods, particularly in a developing country the share of material, equipment and machines in
total imports usually is high. The balance of payment tends to be deficit, making a prcss.ure to the
domestic currency depreciation. |

The second, through direct mechanism if the cxpansionary monetary policy is conducted through
foreign exchange market. The central bank can pump money in io circulation by selling domeStic currency
and buying foreign curi'ency in the market, raising the demand for foreign exchange and making tl:ac
pressure to domestic currency depreciation. | _

With the feature of the interest rate control and mo_ﬂetﬁry poiicy instruments in Viet Nam, .Lhe first
mechanism to transrrﬁt the change in resefve money to the change in foréign exchange rate seem not to
be clear. The second mechanism will be observed in more detail in the period from 1993 to 1999.

In the observed time, the net foreign assets of the SBV went up ra.pi.dly, cs.péc.ially in 1994 (i.m_:reased
by 51%), 1995 (67.71%), 1997 (38.12%) and 1999 .(84.41%). The growth in net foreign'assets was the
major source making an increase in reserve money during 1994-1999 (sec table 2). The SBV has bought
a large amouat of foreign currencies in_order to raise the foreign reserve whereas thé foreign exchange
rate was maintained stabilisation, ¢ven VND tended fo be appreciated in 1994, 1995 and 1996.

In 1994, 1995, the trend of foreign exché,nge supply and demand altered dramatically: from the position
that suﬁply of foreign exchange exceeded demand for foreign exchange in 1990-1991, in 1994-1995
foreign exchange supply was mach higher than its demand in the market. This trend origiriatcd from the

reform in foreign exc'hange control approaching to liberalisation. A larg'e amount of foreign exchange

- floating in parallel market was atiracted into the bénking system. The flows .of foreign currencies from
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international market. VND faced the pressure to appreciation, though current account was deficit, The
intervene of the SBV was implemented by buying the foreign currencies in order to restore the equilibrium
in foreign exchange market and avoid domestic currency appreciation, raising the foreign reserve for the
SBV. To support the foreign exchange rate policy, another measures in foreign exchange control also
was applied, for example from October 1994, the government narrowed the scope in trading and services
for foreign currency in cash in Viet Nam. The SBV attempted to decline the interest rate in VND in order
to restrict the flows of fund transferring from foreign currencies into VND, as well as to control and limit
the trading loans from abroad, particularly for deferred letter of credif with the prOponibn of money
deposit for security amount to 80% of total L/C value from previous proportion of 20%.

The similar change for the reserve money occurred in 1999 with a strong increase in net foreign assets
whereas the foreign exchange rate_ﬂuctﬁated insignificantly. The supply of .foreign exchange went up,
because in 1999 the current account altered to be surplus after a decade of deficit. The SBV also change
the control measures, mechanism and policies on foreign exchange: declined the surrender requirement
from 80% to 50%; the flow of foreign currencies from abroad residents also increased. Interbank market
for foreign exchange operated actively, with the supply of foreign exchange often exceed the demand for
foreign exchange. Reserve money was raised by 50% in 1999 in which net foreign assets increased by
50% compared with 1998, weighting 48% in the growth rate of reserve money (see table 2). Moreover,
it can be seen that the SBV pump a substantial amount of money to raise the forelgn reserve, since
currency in circulation mcreased by 58.96% compare w:th 1998.

Frpm above observation, it can be seen that the relation between reserve money, particularly the net
foreign assets and exchan.ge rate is not very clear. The change in the structure of SBV reserve money and
the uﬁward trend in net foreigﬁ assets gives the eviﬂence that the intervention of the SBV took place
actively when the supply of foreign exchange exceed the demand for foreign exchange. The actions of

- the SBV contributed to restore new equilibrium in foreign exchange market and hold exchange rate
stablllsatlon under the mﬂuence of changes in demand and supply. However it is too difficult to assess
the degree and abilities of the SBV in affecting on movement trend of foreign exchange rate, since the
SBV intervention in the market often took place beside the prdgress of reform in foreign exchange
con&ol. Moreover, the intervention of the SBV implemenfed when VND faced the pressure to appreciation.
This is inside ability of the SBV. But it is too difficult to give similar conclusion if VND face the

ptessure to depreciation, since it depends on the strength of the SBV foreign reserve.

The relationship among br_'oad money, interest rate and foreign exchange rate
" Broad meney M2 can be regarded as a main indicator of money supply especially with the target on
- curbing inflation of the SBV, because of the close relat1onsh1p between the growth rate of broad money and

mflatmn rate in Viet Nam. The followmg part will present the relationships exist broad money, interest rate

246



and foreign exchange rate.

It can be seen in more detail the change in structure of broad money M2 in recent years as followings:

Table 3 The change in structure of broad money M2 (1990-1999)

Year MO/M2 MI/M2 : Foreign deposits/M2
1990 0.33 047 0.32
1991 0.32 0.45 0.4}
1992 0.39 0.55 _ 0.30
1993 0.44 0.59 0.23
1994 043 - 0.50 0.22
1995 0.36 0.50 0.21
1996 035 0.52 0.20
1997 0.30 0.49 : 0.23
1998 0.27 045 0.25
1999 0.29 045 0.26

MU0 is a quite large component in broad money M2 (amount to 44% in total in 1993) (see table .3).
Most of MO circulates outside the banking system, meets the demands for retail trade of consumer
goods, farming products and foods. This componrent in broad rrio'hey has been tended to go down in

prdportion in line with the progress of the development of the banking system and financial deepe.ning

of the economy. -

Demand deposits (M1-M0) are used to meet the needs for payments (ransactions among economic

agents and individuals in the economy. In the transitional process of the economy, this component

- of broad money has changed with the stablert'rend, depending on the fluctuation of the tradiﬁg,

business activities and production cycles as well as the capacity of the banking 's'ystem to meet the
den.lands' for payment transaction. |

Time and saving deposits, cdmmercial bank bills and bonds has changed with the upward trend
in structure of broad money, matching with the domestic currency stabilisation progress., the
development of banking system and the creation _of new financial assets, _

Foreign currency deposits amounted to considerable prop:c'n;tion in brbad moncy, reflecting the
degree of dollarization in Viet Nam financial market. The proportion of foreign curreﬁcy déposits _
in the banking system reached the peak in 1994 (amount to 41% in broad money) when there was a

fever of foreign exchange in the market, pushing the foreign exéhange rate up strbngly. :

Making analysis the elements affecting on the growth rate of broad money from the assets side in 1990-

1999, it can be seen that two major elements that are the most important clements to contribute to the

growth rate of broad money are net foreign assets and net credit to the economy. The change in net claim on

the government has no significant effect on the broad money growth rate, since providing credit for budget

deficit was limited from the beginning of the financial system reform progress. The figures in table 4 shows

the weighted contributions of various assets items on the growth rate of broad money in the monetary
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survey during 1990-1999.

Table 4 Contribution of various asset items to the growth of broad money (1991-1999)

Items 1991 1 1992 | 1993 | 1994 | 1995 | 1996 | 1997 § 1998 | 1999
Net foreign assets 52% 10% | -16% 2% 9% 6% 10% 13% | 30%
Net claim on govt, 1% | -10% 7% 2% 1% -1% 0% 3% 4%
Net credit to the economy 4% | 34% 28% 2% 16% 16% 18% 13% 14%
Net other items -16% 0% 0% 3% 4% 1% 2% 4% 1%
Annual growth rate of M2 9% | 4% 19% | 33% | 23% | 23% | 26% | 24% | 41%

The relationship between broad money and interest rate

During 1990-1999 broad money increased with the decreasing rate, from the unstable trend in 1990-
1994 to the stable trend in 1995-1998. This approach of growth rate of broad money gives the evidence
. that favour the tight monetary policy that the SBV has pursued from the beginning of 1990s. Until 1998,
tﬁe growth rate of broad money has been restricted directly by the credit-ceiling instrument, especially in
1992, 1993 And 1994. In addition to that, interest rate ceiling also has been maintained administratively
unti the beginning of 2000. Therefore, the'relat.ionship between broad money and interest rate has not
been formed completely. The following section will make an observation about the relationship between
Broad money and interest rate ﬁnder_ the direct intervention from the SBV on both with the time of
observation in 1990-1999.

From 1992-1994, vﬁth the first steps on the progresé' of .ﬁnancial sectors reform, the supply of credit in
the banking s'ystefn increased strongly as a result from the increase in the flows of fund in VND as well
as in USD into commercial banks. threﬁs under the influence of the downward trend in nominal
banking interest rate, net credit to economy rose dramaticaliy. The increase in net credit to the economy
was the main factof that led to the increase in the growth rate of broad money (see table 4}. Credit ceiling
was used_as a basic monetary policy. instrument with the various ceiling allocated to every commercial
bank in order to limit the excess growih rate of credit to the economy in curbing inflation.

‘From 1995-1996, the growth rate of broad money approached with the stable trend. The increase in
broad money was kept in liné with the target in curbing inflation, and to bolster the growth rate of the
economy. Althdugh lﬁe credit to the economy was not the factor that léd to.the increase in the growth
rate of broad money, it still played the key role in the growth rate of broad money. In 1997-1998, the
growth of écondmy showed the signal of ﬁtagnation, credit market seemed to be frozen because of the
weakness in absorption ofthe ccdnofny. Using the credit ceiling to conduct monetary po'licy was terminated
since 1998 when. it no longer operated effectively..Moreovcr, the SBV steadily declined the interest rate

* ceiling in 1997, 1998 and 1999 in attempt to bolster the economic growth rate. The downward trend in
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interest rate was implemented beside a number of reforms in the current lending mechanism. However,
above reforms seemed to be not bring the expected results since the cconomy needed stronger and
sharper reforms from economic structure. The influences of the downward trend in interest rate on broad
money in this period were very weak.,

Summarily, the relationship between broad money and interest rate in financial market of Viet Nam
has been formed incompletely and it is too difficult 1o quantify this relation with the absence of market -
mechanism to transmit the change from interest rate to bfoad money and vice versa. However, in
considering this relationship under direct intervention of the SBV, it can be concluded as follows: During
1991-1994, downward trend in intére_st rate has had substantial effects on the growth rate of broad.
money, through the increase in net credit to the economy. On the contrary, from 1997-1999, the downward

trend has very weakly influenced on the growth rate of broad money because of frozen domestic credit

market.

The relationships between broad money and foreign exchange rate

- To analyse the relationships between broad money and foreign cxchangé rate, the following section
will use the figures and real life change during 19911999 to illustrate. This .éection focuses on the
changes in 1991 and 1999 when there were the certain fluctuations in foreign exchange rate and broad
money. _ :

In 1991, the domestic currency was devalued strongly. This change originated from the distortion
occurred before, since the nominal foreign exchange rate was maintained at a fixed rate. Official foreign
eichange rate separated from its real rate in parallel market. VND was overvalued by the SBV, causing
a great benefit for imﬁortcrs and the same loss for exporters and making a serious disequilibrium betWéen
demand and supply in foreign exchangé market. The change in Northern of European market also declined
the flows of foreign currency from the SEV group whéreas the demand for foreign exchaﬁge fo import
the material, machines and equipments increased rapidly. VND faced the strong pressure to the devaluation.
Even though the SBV under took a number of reforms in foreign exchange control, but the trend of

devaluation in domestic currency was unavoidable and the SBV had to adjust the foreign exchange rate

up gradually. In 1991, the official foreign exchaﬁge rate increased by 84%. Finany, the nominal official

value of domestic currency was increased to its real value in the market. Due to the expectation in the

- increasing trend of foreign exchange rate, a large amounts of VND was transfer in to US.D. The fbrcign
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currency deposits soared. Commercial banks held a large amoﬁnt of USD, pushing up the proportion of
foreign assets in total assets of the banking systém. It can be seen in table 4, net foreign assets wcightéd
52% in the growth rate of 79% of broad money in 1991. By administrative ﬁleasurés in foreign exchange
control to limit the using foreign currency in transactions, the SBYV attempted td_ stamp out the fever on
foreign exchange in the market in 1991. In 1992, foreign exchange moved to the stabiliséd trend. This

trend continued through the years after (in 1992, the change in foreign exchange rate was -9.8%; 1993



+3.7%, 1994: +1.8%).

In line with the downward trend in foreign exchange rate, the net foreign assets in commercial banks
telt down, leading to a decrease in growth rate of broad money, particularly in 1993 (weighted to the
growth rate of broad money ~16%) (see table 4). In 1995-1997, foreign exchange rate continued to
maintain stabilised. Accordingly, net foreign assets in the banking system rose inconsiderably, Unless
the intervention of the SBV aiming to avoid the appreciation in domestic currency, net foreign assets in
commercial banks were maintained at the reasonable level in line with the targets in their business with
a sound and stable growth rate.

In 1997, under the influence of fluctuation in relation between supply and demand in foreign exchange
mafket (to meet the needs of L/C maturated) and certain effects of the regional financial crisis, there was
the pressure to depreciation of domestic currency. A number of adjustments in exchange rate control

. were undertaken by the SBY, as a result, dorhestic currency depreciated insignificantly. In 1999, net

~ foreign assets in the banking system soared by 94% compared with 1998. The growth rate of broad
money was 42%. This was the highest rate from 1992 in which net fofeign assets weighted 30% in 42%
of total growth rate. Analysing the structure of broad money from the liabilities side of the monetary
survey, it can bee seen that the value of foreign deposits increased by 54.49% compared with 1998—that
was the highest growth rate from 1992. The reason of this change did not come from the fluctuation in
foreign exchange rate as happened in 1991, but originated from the gap between domestic and international

. interest rates. Due tb the increase in USD in _the international market, commerciaﬂl banks accelerated the
foreign currency mobilisation inld.omestic rﬁarkct to deposit into foreign banks in order to gain the
benefit from the intef_natioﬁal higher intefest tate while the domestic credit market was likely to be
frozen. The demand for foreign exchange rose and its rate tended to be pushed up.

Summarily it can be éoncluded about the relationships between foreign exchange rate and broad
© money as followings_: The first, relationship between broad money and foreign exchange rate is quite
clear in the short run: A.rise in foreign exchange rate leads to a rise in broad monéy through the rise in
net foreign assets in the banking system. On the contrary, a fise in net foreign assets in the banking
' systcm affects to the demand for foreign exchange, causing a rise in foreign exchange rate in the market.
The secbnd, the movement of foreign exchange rate in long run matched with the expected trend when
central bank pursue a tight rﬁonetary policy in which the valuation of domestic currency would be
a[;preciated. However, this relationship seem to be neither stable nor completely effected by the
intervention of the SBV by buying or selling foreign cxchangc in the market. Actually, this relation was
éffected heavily by the change in measures, .rnechanism, regulationS and rules in foreigfl exchange control

and exchange rate policy'of the SBV in the progress of financial reform.
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3. The predicted changes in the relationships among credit market, foreign
exchange market and securities markets in progress of financial sector reform

The progress of the financial sector reform in Viet Nam will take place in the next years with the main

following contents:

- Develop the securities market including primary and secondary markets. This development will be

completed with the progress of equitization of state-owned enterprises,

In foreign exchange market, the SBV will cncburage commercial banks to develop new operations
such as Forward Swap, Option. The SBV gradually liberate the foreign exchange rate, allow the
foreign exchangc rate to be aﬂjusted according to the relation between supply and demand in the
market. |

- Inline with the progress of financial system rcform the SBY will research and allow applymg new

: ﬁnanc:al assets in ordcr to strongly develop the monetary ma:kets Treasury bills and bonds will play
a more active role in adjusnng interest rate to the economy by market mechanism. _

- The basic monetary policy instruments will be indirect and market oriented ones which can be used
actively, frequently and flexibly to intervene in the market in conducting the monetary policy. The use
of direct monetary policy instruments such as credit. ceiling, interest rate ceiling has been terminated.

" With the “basic interest rate controfling mechanism” the SBV has already controlled the interest rate
accord_ing to the relation betxﬁccn credit supply and demand in the market. .

- With above stages in financial sector reform, the flows of fund move among'c.:redit mafket, foreign
exchange market and securities market will change. Any chénge in one market will quickly lead to
another chénge in the other markets, formiﬁg the i.nterrelation among them.

In stead of concentrating all flows of funds into the banking system ore speculating in foreign exchange
market in order 1o protect the purchasing bower of money, a part of the surplus funds will be ir_wcsted directly
to joint stock enterprises thro.ugh securities market in the form of corporate shares and bohds The improvement
of the secondary market w1ll specd up the progress of equitization of state-owned cnterpnses

The existence of the securities market will affect strongly to the credit market through the quallfymg
relations as follows: The first, an efficient secondary market will provide the market indicators and information
about the customers through which commercial banks can define exactly the créditworthiness_zind risk in
credit operation, accordingly to decide to invest into credit market or into securities, di\'fersifying the credit
risks. The second, in order to attract flows of fund in securities market, enterprises will improve their profitability
and efficiency. Therefore the risk of those enterprises will be reduced, accordingly commercial bank.é'a:e able
to reduce their non-performing loans in the credit market. The third, with the capital mobilisation in securities
market, the credits will not is the unique source to finance the deficit of fund in.ente'rprises, market risk

therefore will be reduced for commercial.banks. The fourth, with the appearance of a number of financial
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assefs that can be trade flexibly in the market, commercial banks will be active in conducting their liquidity,
improving the efficiency and flexibility in liquidity management.

The other that can be taken into account will be defined in the progress of financial reform in the next
future: the relationships among interest rate, price of securities and interest rate of securities. A rise in bank
interest rate will attract flows of fund into the banking system, reducing the demand for securities as well as
reducing the price of securities. Accordingly, interest rate of securities will rise. On the contrary, a fall in price
of securities will make a rise in interest rate of securities, causing the similar effects on the credit market
through the flows of fund to move between credit market and securitics market.

Interest rate in domestic market and international market will be closely related, through the change in
foreign exchange rate in the market. If the interest rate in domestic financial market is higher than that in the
same risky international markets, there will be an .increase in capital inflows from abroad to gain profitable
investment opportunities in domestic securitics, causing an increase in demand for domestic currency and the -
pressure to appreciation. The growth of capital inflows can make price of securities increasing and interest
rate of securities decreasing. Uﬁder the change in flows of fund between credit market and securities market,
the bank interest rate will be adjusted downward.

Alternatively, the .change in domestic currency with the downward trend in value will affect on the credit
market and secuﬁtics market through the éh_ange in flows of fund because of expected devaluation. Capital
- outflows will rise. This approach will lead to a reduction in demand for securities in the domestic financial
| market, pushing the price of domestic securities down and interest rate of securities up. This change in turn

will lead to an increase in flows of fund from the credit market to gaiu profitability, accordingly bank interest
rate will also increase. | '

| In summary, the change in the relationships among the credit market, foreign exchange market and securities

market can be defined as follows: First, the flows of fund will be more sensitive to the change in interest rate
and foreign exchange rate and vice versa, forming the closer links among those above markets. Second,
domestic ﬁnancial market will be more sensitive to the change in the international market, therefore the
consequences from the external influence on domestic financial market will happen more quickly and
complexly. Tﬁe ability to intervéne of the SBV depends on the strength and confidence of the banking system

and financial system as well as the completeness of the concerning legal framework.

The relationship among money supply, interest rate and foreign exchange rate
Ménctary policy éontinueé_ to be implemented targeting on the domestic price stabilisation. The use of
direct monetary i)olicy instruments such as credit ceiling, interest rate ceiling will be eliminated. “Basic
interest rate controlling mechdnism”_ has been used by the SBV from the mid-2000 according to which, the
in_teresl rate is ﬁdjusted frequently and published iﬁ line with the relation between demand and supply in

credit market. Indirect and oriented market based instruments such as open market operation has already
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applied from 12 July 2000. The Law of State Bank of Viet Nam defined OMQOs as the operations in selling
and buying the short-term securities implemented by the SBV conducting national monetary policy. Through
OMO, the SBYV increases money supply by buying securities and reduces money supply by selling securities
in the monetary market.

Therefore, it can be predicted the relationship between reserve money and interest rate when the financial
system develop at a higher level through a market based mechanism as followings: The increase in money
supply implemented by the SBV will affect on the relation between liquidity demand and supply in t_he
banking system. If there is excess liquidity in commercial banks, through the market mechanism the interest
rate will go down. The decrease in interest rate will influence the activities of securities market: price of
securities will be pushed up, demand for investment will be encouraged, and accordingly the aggregate
demand and import demand will increase. The capital outflows will rise because of the downward trend in
domestic interest rate, effecting the deficit in current account and capital account balance and pressure to

: dépreciation of domestic currency. Thus, the ability to control the monetary policy in ltne with the target of
the SBV depends heavily on the creditability and precision of the forccast about reserve su'p.ply and demand

in the banking system according to which the SBV is able to make suitable, sound and desirable decision

when making intervention in monetary market.

The relationships among broad money, inmréér rate and foreign exchange rate _
Forcngn cxchange rate stabilisation will be the basic goal in forclgn exchange control and exchangc rate
o pohcy of the SBV. With this approach it can be predlcted that the relationships among broad money,
interest rate and foreign exchange rate in the short run is quite clear. Inraccordance with the reform
directing to the liberalisation in foreign exchange control and exchange rate policy with integrated approach,
capital inflow and outflows will substantially affect foreign exchange rate and vice versa, This is anticipated
tendency when the foreign exchange market develops to the highcf level and the convertibility of YND is
improved. Foreign exchange rate become even more sensitive to the ch.ange'.in fo_réign exéhange mirket
when the trade in foreign exchange can be implcméutcd easily and flexibly through many types of trading
contracts in derivatives. The upward trend in the exchange rate elasficity of capital. flows requires the
central bank to intervene actively in market b)} buying or selling foreign exchange to stabilisn-: the cxch;mgc
rate and restore the external equilibrium in the market,

To restore the internal equilibrium, the next step should be undertaken by the central bank to control the
growth rate of broad money in domestic market targeting on stabilisatibn of domestic price level. Sterilisation
of capital flows should be possible. In principle, with the appearance of the secondary secunty market, the
SBV can lmplement the sterilisation policy through the securities market by selling or buying treasury or

- central bank bills and bonds. However, imperfectr capital market in Viet Nam as many emerging economics, '

this sterilisation should be taken in to consideration some effects on interest rate and foreign exchange rate
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when controlling the growth rate of broad money. Government must issue more paper to sterilise capital
inflows, if foreign demand is initially for other forms of domestic assets, real interest rate may rise to the
higher rate than expected one. While higher interest rate might be thought disinflationary in themselves,
they may in turn attract more foreign capital, which further enhances the likelihood of unsterilized intervention
and an undesired éxpansion of credit to the economy and uncontroliable growth rate of broad money. This
may well be the case in many emerging economies such as some Asian countries, The confidence effects,
which contribute to large capital inflows, can also lead to a sharp increase in the demand for credit even at
higher nominal interest rate. Thailand may be seen as an example: the demand for credit to invest in
property, shares and fixes capital was increased undesirably. This contribute to overheat the credit market
and cause the financial crisis in the mid 1997 in Asian region.
In summary, from analyé.ing the relationships among interest rate, foreign exchange rate and broad money,
it can be seen that: With the progress in the liberalisation of interest rate control, the relationéhip exist
- among interes't.rate, foreign ekchange rate and broad money will be closer and more complexly. This
shows the importance of the stabilisation in domestic price level. The level of interest rate should be
regarded by the SBV as market indicators in reflecting the activities in money market and domestic investment

demand and supply, accordingly to define the suitable target in conducting monetary policy.

4. Proposed coordinationin the regulations among credit market, foreign
exchange market and securities markets

The continued reform approaching to liberalisation is the neccssafy requirements for the government in the
countries that is in transition from plan to market economy. However, the Government should establish a
strong position for themseives to take the initiative in conducting the macro adjustments concerning to the
operations of the financial market, making intervention timely and actively when facing the dramatic change
that can effect on the chénge in the financial markets.

The measurers that the government should consider to strengthen the financial system

For the banking credits market, strengthening the banking activities and developing a competitive
environments should be possible as the first requirements. Restmctﬁring the banking system should be the
privilege éolulion that Government undertakes to create a confident and healthy banking system. Insolvency
conﬁnercial banks should be merged or bankrupted. The bad loans or non-performing loans should be resolved,
especially the bad loans from the former state-owned enterprises.

Credit rationing should be terminated, government need to solve the problems of collateral. The direct
intervention on the lending decision of commercial banks should be eliminated. The solution for remain
problems in credit market should be used consistently, through exact assessments about the current situation

of each commercial banks, accordingly the government support the weak bank that are still on business, as
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well as merge or bankrupt insolvency banks, In addition to that, the government should set up a fair competitive
environment in the market for all sectors in order to standardise the banking services.

For the securities market, the operation of the securitics market depends heavily on the speed of equitization
of the state-owned enterprises, The progress of equitization should be implemented beside the progress of
banking system restructure in order to gradually solve the bad loans from those enterprises in the banking
system. The information about enterprises should be disclosed, precise in the securities market. The authority
should correct the unreal information and rumour in order to avoid the abnormal change in the market. The
effects of spe.culation in the market should be limited.

Operation of foreign exchange market should be stabilised with the foreign exchange rate po.licy. Until
now, capital flows have still been restricted by foreign exchange control. In the future, this restriction should
be terminated if SBV foreign rc;scrve is strong enough to intervene in the market when facing the abnormal
changé in the demand and subply in foreign exchange market. |

- In'summary, wlith the progress of financial reform ap.proaching to liberalisation, the relationships among
credit market, foreign exchange market and securities market will be formed by market mechanism. The
intervention from the SBV will be indirect ones, .through the ma_rkét mechanism to affect on the flows and
structures of fund formed in each market, in order to reach the goal of moneta:y- policy. The ability and degree
by which the SBV can influence on the market completely dcpcnds on the health and strength of the bankmg

system, the efficiency of the securities market and foreign exchange market.
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Selected information on policies and regulations affecting operations of credit markets, foreign exchange markets and securities markets

Credit operations and SBV’s conduct of interest rate policy

Subject

Name of the regulations

medium-term
credit
operations

No.367/QD-NH! dated 21
December 1995

SBV Governor’s Decision
No.200/QD-NH]1 dated 28
June 1997

Executive summary
Mortgage, SBV Governot’s Decision | Promulgating Regulation on Mortgage, pledge and guarantee for borowing bank Joans
pledge and No.217/QD-NH1 dated 17 :
guarantee for August 1996
borrowing bank | . - .. . BT
loans ‘t Government’s Decree - Promulgating Regulation on auction of assets
g No. 178/199%/ND-CP o

Government'’s Decree Regarding collaterat on loans from credit institutions

No. 86/CP dated 19 :

December 1996
Long and SBV Governor's Decision | Medium-term credit operations are those whose lending terms are from 1 year up to 3 years. Long-term credit operations are those whose lending

terms are over 3 years but do not exceed the depreciable life of the assets originated from the such loans. Applied both to VND-denominated
loans and foreign currency-denominated loans. The principles of credit: the borrowed funds must be used effectively in accordance with
specified purpases and the repayment of principal and interest must be adequate and timely as agreed between the lender and the borrower. The
maximum loan size is 70% of the value of the collateral.

Amendment of and addition to some provisions of SBY Governor’s Decision No.367/QD-NH 1 dated 21 December 1995, whereby revising the
lending term of medium-term credit operations, long-term credit operations, conditions for borrowing funds and specifying loan size for the
borrowers, and adding the stipulation on purchase and sale of loans among credit institutions.

Lending interest
rates

SBV Governor’s Decision
No0.381/QD-NH1 dated 28
December 1995

SBV Governor’s Decision
No.241/2000/QD-NH1
dated 2 August 2000

The ceiling lending interest rates charged by credit institutions with regard to economic entities and individuals:

- Shont-term rates: 1.75% per month (21% pa.) .

- Medium and long-term rates: 1.7% per month (20.4% pa.)

The spread between average lending interest rate and average interest rate of mobilizing funds is 0.35% per month (4.2% pa)

$BY shifts from the management mechanism of lending interest rates to the management mechanism of base interest rates with regard to VND-
denominated loans and of managed market interest rates with regard to foreign currency-denominated loans

The base inlerest rate that credit institutions charge their customers is 0.75% per month. Credit institutions, at their discretion, determine lending
interest rates charged whether fixed rates or flexible rates, but lending interest rates can not exceed the base interest rate plus the following
margin: - . : :

- As to short-term loans: 0.3% per month

- As to mediym and long-term loans: 0.5% per month
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Name of the regulations

Executive summary

Subject
Refinancing
interest rates

SBV Governor's Decision
No.244/QD-NHI dated 1
October 1994

SBY Governor’s Decision
No.40/1998/QD-NHNNI
dated 17 January 1998

SBY Govemor’é Decision
No.238/2000/QD-NHNN]1
dated 31 July 2000

The refinancing interest rates that SBY charge commercial banks, development and investment bank and Agriculture Bank are 100% and 93%
respectively. The refinancing proportions are computed based on the return of the project or documents applying for the refinancing facility. In
special case and as being directed, the SBV Governor has separate decisions. With regard to the Gold, Silver and Precious Gemstone
Corporation, the SBV extends loans in accordance with the principle of supplementing working capital and the interest rate of 1.7% per month is

applied.

The refinancing interest rates that SBV charge credit institations is 1.1% per month

The refinancing interest rates that SBY charge credit institutions is 0.4% per month

Promulgating Rule of short-term credit operations with regard 1o ecanomic entities for supplementing shortage in working capital of the

Short-term SBYV Governor’s Decision r
credit No.198/QD-NH14 dated borrowing entities. The borrowing entities must be profit-making entities and have collateral or being guaranteed by the third competent party.
operations 16 September 1994
SBY Govefnor‘s Decision | Amending borrowing conditions: as evaluatéd, the project or the loan is effective in economic sense (instead of requiring profit-making
No.199/QD-NH1 dated 28 |business). .
June 1997 -
Securities market
Subject Name of the regulations Executive summary

| Government’s Decree

No. 75/CP dated 28
November 1996

The Government establishes State Securities Commission for the purpose of organizing and conducting Siate management function over
securities and securities market. The Decree provides for the duties, powers and the organizational structure of State Securities Commission

Government’s Decree
No. 48/CP dated 11 July
1998

Regarding securities and securities market. This Decree provides for the public offering of securities, securities transactions and activities
associated with securities and securities market within the territory of Vietnam. This Decree has 11 Chapters and 83 articles.
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Foreign exchange markets

Subject Name of the regulations Executive summary
Exchange rates | SBV Governor’s Decision | The SBV aims to use Foreign exchange Stabilization Fund for intervening into the foreign exchange market effectively, implementing monetary
and foreign No.203/QD-NH9 dated 20 | policies and foreign exchange policy of the State.
exchange September 1994 The trading exchange rates among interbank foreign exchange market’s members are determined on the basis of official exchange rates and
trading permissible trading bands prescribed by SBV.
SBV Governor’s Decision | Providing for principles of determining selling and buying exchange rates by credit institutions which are allowed to conduct foreign exchange
No.45/QD-NH dated 27 operations. The trading band around official exchange rates announced by SBY is increased to 5% (replacing the previous band of 1%). The
February 1997 spreads between selling and buying exchange rates are prescribed as follows:
- For wransfer: 0.1%
- For cash: 0.5%
SBV Governor’s Decision | Promulgating the regulation on opening letter of credit for importing goods on credit, conditions for opening deferred L/C: for short-term L/C,
No0.207/QD-NH7 dated 1 | the incumbent enterprises must have direct import-export permission, deposit, collateral or guarantee with the maximum term of 1 year; for
July 1997 medium and long term L/C, the incumbent enterprises must register foreign borrowings as prescribed. The borrowing enterprises are only
allowed to give collateral in the form of imported goods in cases approved by the Prime Minister
SBV Governor’s Decision |Providing for principles of determining forward and swap exchange rate by credit institutions which are allowed to conduct forward and swap
No.16/1998/QD-NHNN7 | foreign exchange operations as follows: . - . -
dated 10 January 1998 The margin over the spot rates is 1% (for l—month term), 2% (for 2-3 mﬂmh term), 1.5% (for 1-2 month term), 3% (for 4-5 momh term), 3.5%
o {for 5-6 month term).
[ SBV Governor’s Decision |Providing for principles of deterrnining exchange rates by credit institutions which are allowed to conduct foreign exchange operations.
No.65/1999/QD-NHNN7 | The margin between spot exchange rate of VND vis-3-vis USD and the average interbank exchange rate of the previous day which is announced
dated 25 February 1999 by SBYV can not exceed 0.1%.
Foreign Prime Minister's Decision | Providing for the opening of foreign currency accounts by organizations, economic entities having foreign exchange revenues
currency No.386/TTg dated 4 :
accounts | August 1994

Government's Decree
No. 63/1998/ND-CP
dated17 August 1998

Providing for the foreign exchange controls in Viet Nam applied to residents and non-residents holding foreign exchange assets. The Decree has
specific provisions regarding the account opening, use of foreign currencies, current transactions, capital wansactions as well as foreign exchange
operations made by credit institutions and foreign exchange bureaux which are previously stipulated in SBV’s Decisions from time t0 time. In
addition, the Chapter VI and Chapter VII provide for the powers and responsibilities of SBV in regulating standtard gold and the exchange rates
of VND vis-i-vis foreign currencies.
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Interbank markets

Subject

Name of the regulations

Executive summary

$BY Bills

- §BV Governor’s
Decision No.211/QD-NH1
dated 22 Sepiember 1994

Regulation on the issuance of SBV bills aimed at creating instruments for conducting monetary policies from time to time. SBV bills are
dominated in VND. SBV bills are sold by auction method. The expenses for issuing SBV bills and and interest expense on SBV bills are
incorporated into operating expenses of SBY.

SBV Governor’s Decision
No.89/QD-NH9 dated 28
Masch 1995 B

Establishing markets for trading biils among banks belonging w0 SBV.

Treasury Bills

SBY Governor’s Decision
No.61/QD-NH19 dated 8
March 1995

Promulgating Regulation an the organization of bidding of Treasury Bills. Bidding of T-Rills is the method of issuing T- Bills on a whole sale
basis by means of bidding among members in the primary market of issuing T-Bills. T-Bills are issued, realized and repaid in VND. The
minimum face value of T-Bills is VNDI million. Terms of T-Bills are I-month, 3-month, 6-month and 9-month. T-Bills are issued in the forms of
book entries, registered or bearer certificates. The nature of T-Bill bidding is the bidding of interest rates. The regulation has specific provisions
relating to eligible bidders (article 4), participation conditions (article 5}, methods, procedures, selling prices of T-Bills. In additions, the
regulation specifies responsibilities and powers of Depariments and subordinate entities under SBV.

Government’s Decree -
No. 01/2000/ND-CP dated
13 January 2000

Regulation on the issuance of Government bonds. In Chapter 11, Section 1, T-Bills are provided for.

Bonds

SBV Governor’s Decision

No.212/QD-NH]1 dated 22 -

Septernber 1994

Rule for the issuance of commercial banks® and development and investment bank’s bonds. Bank bonds are long-term debt instruments in the
capital market in the form of IOU issued by credit institution for the purpose of mobilizing funds. There are 2 types of bonds: registered bonds
and bearer bonds. The terms of bank bonds are over 1 year. The interest rates of bonds are determined by banks on the basis of demand and
supply of loanable funds in the credit market: The contents as well as the printing procedures of bonds are subject to the SBV’s regulations. In

| addition, the rule also provides for the issuance, procedures for transferring the ownership of bonds issued by credit institutions.

Government’s Decree No.
23/CP dated 22 March
1995

Regarding  the issuance of international bonds. International bonds are issued in order to mobitize funds in international markets for financing
investment and economic development in Viet Nam. There are 3 types of international bonds: -

- Government bonds - : L : )

- Bank bonds issued by state-owned commercial banks.

- Corporate bonds issued by state-owned enferprises.

This Decree has specific provisions on the duties of Ministry of Finance and SBV in regulating the issuance and effective use of different types of

bonds. * - o




B—-4
Financial Market and Relationship between Its Component Markets

Nguyen Son

State Securities Commission
1. The relationship between credit market, exchange market, and securities market

In the market-driven economy, the process of channelling funds from those who saved surplus funds to
those who have a shortage of funds is normally performed in the financial market.g. Here, the fund allocation
process is done through vérious methods, which make the fund providers and fund seekers may directly or
indirectly met through financial instruments and intermediate financial institations such as commercial banks,
financial companies, insuarance corhpanies, investment funds, etc.,

Typically, the financial mafkcts are divided into two fypcs of market. The first market is the monetary
rﬁarkct which includes interbank market, exchange market and most importantly, credit market—the lending
market of financial institutions. The second market is capital market, which consists of long-term financial
leasing market, mortgage market and thc most irhpoﬂant market—securities market. These classifications are
based on various terms that basicaliy are considered as follows: _ _

.F irstly, in term of the maturity time of a loan, fund is separateed into short-term and long-term funds.
Short-term fund is not collectively pi'ovided; it basically consists of paymeht means and is considered the
sﬁbjecf of the monetary market. Long-term funds are normaliy put iﬁto large éhanncis with mass volumes to
satisfy demands iﬁ investments and prodﬁctions. They are gathered at large trading sites and considered the
main subject of the capital market.

Secondly, in tcrrﬁ of the methods of fund mobilization, it is sorted into direct and indirect mobilization.
And there are two types of market that are correspoding to these two methods, the monetary market (that
spécializt_:s in indirect instruments) and the capital market (that specializes in direct instruments).

In reality, it is hard to clarify the line that separates these two markets from each other because it usually
blend into each othé_r and 6ne may have impact on the other as well. Fluctuations (in prices and interest rate)
in the monetary market v.zill'trigger changes in the capital market. In contrast, changes (in stock index and

pﬁces) in the capital market may as well affect the mdnetary market.
(1) The monetairy market

. This is a place in which only short-term debt instruments (maturity of a year or less) are traded; and it is

the source that provides short-term capital to the economy. :
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If its development is looked closely from the beginning of its introduction, through each of its developing
phases, then the monetary market can be determined that it came into existence in the same time with the
manufacturing industry. The capital market appeared only when the manufacturing industry has highly
developed (market oriénted economy). At this state, the monetary market has also achieved a high level of
development and it could perform open market activitics due to the participation of the Centrat Bank.
Therefore, the existence of the capital market can only be considered as the supporting base to the monetary
market and it relies onto the monetary market’s activities.

Depend on each of participating instruments in the market, monetary market’s activities can be done
through interbank market, short-term securities market, and exchange market.

- The interbank market représems the lending relationship between credit institutions, and among
the credit institutions and the Central Bank as well.

- The short-term securities market (inc]hding the open market) is a place for fhose short-term debt
ins.truments such as Treasury bill, 'pro'missory notc,'commcrciai. paper, certificate of deposit and
other shdrt-tcrm valuable papers to be traded, transferred or exchaﬂged. '

- The foreign eichange marketl is a place where businesses involved in sclliﬁg or buying, transfering,
borrowing and lending of foreign currencies are takén place. - '

In Viet Nam, Article 9 (2) of the State Bank Law has defined: “The monetary market is the short-term
capital market it is the market for short-term debt instruments that include Treasury bill, State Bank b:ll
certificate of depos it and other shon—term notes to be traded”.

Accordmg to Article 70 of lhc Law of Credit Institutions, “Credit institutions are allowed 1o partncnpate
in the monetary market held by the State Bank, that includes Treasury bill auction market, domestic currency
market, énd foreign currenéy interbank market, énd other markets for short-term instruments, whi.ch.is
specified by the State Bank”. Thus, the monetary market can be described as consist of following markets:

Treasury bill market; Domestic currency interbank market; Foreign currency interbank market; and other

markets for short-term notés.
The monetary market performs two main functions: _

- First, it provides financial instraments for the Central Bank to realize the monctﬁfy policy. The
open market activities provided by the Central Bank include the services of selling and buying
short-term debt instruments in the monetary market. The Central Bank rhay use this activity to
control capital reserves of the commercial banks, thé level of credit capability and money supply.

- Second, the monetary market allows funds to move from those who have surplus funds to those
who have a shortage of funds, and from those who without productive investment opportunities to
those who have such opportunities. By doing so, the monetary market contributes to higher production
and efficiency in the overall economy. Generatly, in a économy, the lenders-saveré are i.ndivi.dhals

and households, and the most important borrowers-spenders are business firms and the government.
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Because the monetary market is the wholesale trading market, then saving funds of those individuals
and households are channeled to those who need through financial intermediaries; meanwhile, the
Government and enterprises issue short-term securities with different conditions and terms and
different maturity in order to satisfy the demand from investors.

The principal participating entities of the monetary market are commercial banks, non-banking financial
institutions, enterprises and individuals. Out of these given parties, the Central Bank takes part in the
market just for the goal of realizing its monetary policy, the tools it use can be known as interest, mandated
reserve, open market activities. The cormercial banks, non-banking financial institutions joint the market
for their only purpose that is to maintain their payment ability, and to use surplus funds with the most
efficient ways to bring back the most profitable return, or to obtain the most least cost for any necessary
loans. The enterprises take part in the monectary market through their budget activities with the goal of
keeping their fund stable for their production, thus the operation of the budget of any large enterprise may
look similar to the commercial banks. That is that besides keepihg their payment ability, it has to find the
way to earn the highest pro'ﬁt for each of their single investment dollar. The participation of individuals
into the monetary market depends on their attitude toward money saving or valuable papcrs, and depends
on the motivation of keeping cash and keeping those-‘papers. This participation is usually to do payments,
to provide prbtectidn and prevention to'unanticipated risks, and to earn profits from investment.

The credit market operates through the business of providing credits to enterprises. Its operation can
also be seen in the activities of discounting, rediscounting of monetary market instruments, which aim to
control the amount of short-term funds. The instruments that being used by the commercial banks and the
Ceniral Bank are: -

o Treasury bill: this is a Government bond that was issued by the State Treasury with the maturity
of one year or less. Even though the interest rate of the Treasury bill is normally lower than that of
other debt instruments, it is widely used in the monetary market due to its safety and its high
liquidity because it can bc.cas'ily traﬁsferrcd in the secondary market. Therefore, when the commercial
banks encounter difficulties in credit debt balance, they often invest in Treasury bill in order to
circulate their frozen fund. And the Central Bank employed'thc open market activities including
bills to manage the volﬁrﬁe of money putting into the circulation, limit or even strengthen the credit
market.

. - Commercial paper: it is a note that is originated from the trading with payment in arrears or
represents the ownership of a package of consigned goods. In other words, commercial papers are
spcci_ai notes, which the holderé of these notes have a right.to claim for payment at the maturity
date. The commercial papers include:

+  Bill of cxcﬁangc: this is a_writtcn note given bf the seller to the buycr by which the seller

instructs the Buycr to pay a specified sum at maturity date to a payee (payee and the seller are
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usually the same person).

+  Promissory note: this is a written promise given by the buyer to the seller committing the
maker to pay the payee a specified amount of money at maturity date.

+  Warehouse Receipt: this is a document listing goods or commodities kept for safekeeping in a
warehouse. This document is given by the warchouse’s owner, committing that the owner of the
warehousé will deliver the goods to the owner of the goods or to any other person specified by
the goods O\INHCI‘ with ensorsement on the receipt.

Negotiable certificates of deposits: this is a kind of receipt given by the bank to the customer,
which stated that the bank did maintain an amount of deposit owned by that individual, which is
indicated on the receipt. The certificate have also stated that its holder will receive interest périodically
and the whole princi.pal when it come to the maturity date. The holder of this certificate cannot
withdraw the money before the maturity date. However, this certificate can be converted into cash
in the monetary markets. The United State in the 60’ already had secondary monetary markets that
prdvide services of selling and buying of those certificates before its-maturity dates. Typiéa!ly, face
values of those certificates of deposit are very high, and'they arc usually issued in order to raise
additional fund for the banks to satisf;} the demand for loans of their clients and to deal .with the
situation of cash withdrawals. The Buycrs of thésc certificates can be the government agencies,
large enterprises, chaﬁty organizations, insurance c'ompanies; pension funds, or foreign financial
institutions..." _ ' . ' -

Bankers Acceptance (BA) is the valu'ablc.papcr, which stated the 6rder for uﬁcoﬁdiﬁonal payment
of a specified amount, at a certain time for the owner of this paper. This kind of banker’s acceptance
is “approved” by tﬁe bank, it. means thaf the paymént is backed by the bank. The BA has the same
value as any other type of papers that is backed by the bank. Once approved. by the bank, then the

BA becomes transferable instrument in the market.

(2} The foreign exchange market

The foreign exchange market is a part of the monetary market, it speciﬁc'ally provides services for

foreign currency transactions such as selling and buying, lending and borrowing of foreign currencies.

These services are aimed to meet demands from participating parties.

The foreign exchange market has established and developed as a need for other developments such as

the developments of good trading, services, credit relationsﬁips, payment as well as other social and cultural

relationships between countries.

The foreign exchange market is very'ncccssary for individuals cnterprises banks, government to do

~ payment, to borrow or to lend in order to meet various demands of foreign currencies.
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and Frankfurt markets. The global net trade volume (that is estimated in one way—buying volume or

selling volume) in 1999 is more than USD 1350 billion/per day.
The structure of foreign exchange market

All the businesses involved in trading, borrowing, lending of foreign currency are very different in their
characteristics. They are carried out in complying with different regulations and trading techniques. That is
why they are proceséed in separated markets. Particularly as follow:

- The Foreign Bank-Note Market
- The Spot Foreign Exchange Market
- The Forward Exchange Market
- The Currency Futures Market
- The Currency Swaps Market
. = The Cﬁrrency Options Markct
- The Currency Deposit Market, that specializes in the services of borrowing, lending of foreign

CUITCNCY.
In those markéts,

+  transactions in the foreign bank-note tﬁarket, spot foreign exchange market, forward exchange

~ market, and in the currency swaps market are executed through the over-the-counter market (the
OTC market).

+  transactions in the currency options market may be executed through the OTC market; or in

the Currency Exchange.

Besides, the spot foreign exchange market is considered as the primary market. Others like the forward
exchange market, the currency futures market, the currency swaps market and the currency options market

~ are derivatives market, they originated from the spot foreign exchange market.
Characters of the foreign exchange market
. The Foreign Exchange Market has its international character: the foreign exchange market of
each and every country is increasingly showing their obvious international colour. This character

can be seen through these signs: -

+  The process of price listing in the market is internationalized: Since the speed of science and
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technology inventions is faster than ever, especially in the information technology industry, then
communications between the foreign exchange markets of every country in the world happen in
a extreme speed, constant, non-stop, more instantly and timely. These facts have not just created
the positive confidence, but it even required the prices to be adjusted more (requent, instant and
synchronous. This is the reason to explain why the process of listing (of prices, interest, rates) in
the foreign exchange market being internationalized. The result is the introduction of international
price level.

+  The foreign exchange market is very sensitive to the outer impacts. Fluctuations in economy,

politics, militaries, and diplomatic ... in the world will possibly affect the prices in the foreign

exchange market.
- The Foreign Exchange Market is a ROR-SIOp process

The time zones are different for each country in the world, thus in any time of the day, there are always
an open foreign exchange market, a ready to open ones and also there are markets about to close its
business for the day. The sequence of open and close of foreign exchange markets may create opportunities

for any individual who conduct business on foreign exchange to carry out their plans in any moment during

the day.

The functions of the foreign ekchange market

Basic function of the foreign exchange market is generated by the straightforward dévclopment
from one of the bank’s basic functions; it is to help their clients carrying out international commercial
transactions. Besides, the foreign exchange market also has other functions, such as:

- Helping the fund transaction processes between countries more effective;

- With the existence of the foreign exchange market, external val.ue of the currencies is determined
in accordance with the market mleé 6f supply and demand.

- Through the use of the foreign exchange market, we can assure the cﬁllccted amount of export,

the payment amount of import, the invesfmems and loans denominated in foreign cdncncics. All

can be done through the forward, options, or swaps transactions, etc..

Members participating in the foreign exchange market are normally regulated by each country (The
Law of Foreign Exchange). However, the most popular members can be:
- The commercial banks that are allowed to do business of foreign exchange. :

- - The Central Bank is the organizer of the market. It also participates in the market as general
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administration agency. It manages the market in order to stabilize prices, to achieve the goal of the
currency policy through the act of selling and buying foreign currency, participates in the market in
order to provide services for their clients (government agencies, international organizations).

- The brokers: they participate in the market as the middlemen, a bridge, and they provide
opportunities for suppliers and consumers to meet each other. It is not an obligation for the presence
of the brokers, however, with their participation, the business in the market can be done quicker and

- more effective.

- Moreover, depending on each country’s foreign currency policy, the participation members can

be expanded to enterprises (usually large enterprises which involve in import and export activities),

they can participate in the market directly.

(3) The securities market

This is a place that provides long-term capital for the Government and enterprises through different
financial instruments such as stocks, bonds, etc.. Compare to monetary market instruments, the financial
instruments of the securities market are usually longer in their maturity (normally over one year), higher in
their interest, but also have higher lével of risk.

.In the hislbry of creation and development of the financial markets, the monetary market has been
created first due to low demand of fund in the population and most people concentrated in short-term
funds. Then along with economic development, the démand of 16ng—lcrm funds for investment has
approached and giving chance to the birth of the securities market, which responded to these kind of
demands. |

The operation of the securities market can be seen in two different types of market, the primary market
and the secondary market. The primary market is the issuing market of financial instruments for the purpose
of raising fund. In other words, through the primary market, the Government and enterprises can issue
securities such as shares and bonds in order to raise tund from institutions and individuals, who possess
surplus funds, for.the'u' business and production. This process has increased the overall investment fund for

~ the entire society. Thé secondary market is a place where issued financial instruments are traded. This
process is simbly to repléce the ownership, it did not increase fund for the issuers. Securities tradings may
- take place at the Stock Exc_:hénge or in.'the OTC market.
~.. The legal entities that'participate. in the securities markets include:
- Thé securities issuers: they are enterprises that issue shares to raise fund or issue bonds to make
loans. 'I'here isa relatlonsh:p created between companies and shareholders or between the companies
and iendcrs (bondholders). Besides, the Government can also issue bonds in order to raise fund for
the social and economic deveiopment programs and to support their hmntcd budget.

- The fmam:lal intermediaries: they are securities companies conducting the business of brokerage
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(for commission), dealing on own accounts, underwriting, investment portfolio management, and
securities investment advisory. They can be thought of the middlemen who close the gap and create
chances for the buyers and sellers to conduct business with each other. They keep the market’s
operations working constantly, honestly, fairnessly and efficiently. In addition, there are other service
institutions to support the market’s operation, such as securities depository institutions, designated
settlement and clearing banks, rating agencies, etc..

- Investors: they are domestic or foreign institutions and individuals joining in the securities business.
Between the investors and the issuers, a relationship of creditor - debtor has taken shape. This

relationship is possible to be seen through the voting right, the right to share dividends, to receive

interest and other attached rights.

(4) The relationship between the markets
Based on the basic structure of each-market in the whole financial markets, the monetary market (includes
the credit market, cxchaﬁge market) and the capital market (the securities market) have shaped up élose
‘retationships, influent and impact on each other. Historically, the monetary market was considered to be
the earliest n'\érkct with the function of raising savings and prov-id'ing short-term funds for investments.
The néxt were the process of intern_at_ionai wrades and the introduction of international payment between
countries due to dilfcrcﬁt currencies aﬁd these helped to create a market for foréign currenby exchange (the
- foreign exchange market). The latest is the securities market. This. market provides and allocates long-term
fund in order to overcome the difﬁcult_ies of the monetary -rﬁafket, w.hcre only short-term fﬁnds can be
found, and accordingly has created a united entity for the financial market. |
Through the above research énd analysis of the financial markets, it can be seen that there is a close
relationship between these markets. Firstly, both the mon.etary market (crcd.it and foi‘cign exchange markets)
and the capital market are links in a whole monelary;ﬁnancial system of the nation; and it is gradually
internationalized. Therefore, any change of a economy that impacted on a market would easily spread to
other markets in the whole system. For instance, a change in the interest rate will trigger reactions from
both short-term fund market and capital market; or a change in exchange rate will affect to both short and
long-term funds. This symptom can be seen through any fnonctary and financial crisis. On the other hand,
following the deveibpment of the economy, the financial ma:rket is every day being impfoved with more
sophisticated and more complicated trénsactions, this makes the traditional scparatéd line between financial
instruments or betweeﬁ these markets become relatively unclear. The financial instmnie_nts are frequently
used in different markets, and exchanged to cach other. New ﬁnaﬁcial instraments are developed co'ntinuously
in which there are iﬁany mixed financial instl_'mﬁents with characters that used to be existed separately and
used to be specific characters of d'ifft_:rent instruments. Hence, different parts of the financial market are _

getting closer to each other than ever.
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The internal relationship in the monetary markets (credit, interest, and foreign exchange markets)
There is a close relationship between the foreign exchange market and the monetary market that one
always depends on the other; one can affect and control the other. Changes in the monetary market will
trigger certain changes in the foreign exchange market. This refationship can be proved by the following
discussions:

- Intheory, if the interest on financial assets denominated in currency A {suppose that it is
foreign currency) increases while the interest on financial assets denominated in currency B
(suppose that it is domestic currency) is unchanged or decreasing, given the same maturity and
level of risk, then the investors tend to withdraw their funds from the currency B financial assets

“and shift their investments to the financial assets denominated in currency A. This is because

- they envision the relative growth of profits of the curréncy A financial assets. Due to a mass
withdrawal of funds, the B currency value is likely to go down and the A’s value to go up. This
explained why a change of the interest rate in the monetary market could cause a corresponding
changé of exchange rate in the foreign exchange market.

- Inthe same given exarﬁple, if the Central Bank intervenes to maintain the fixed exchange rate
associated with the B aﬁd A currency, tﬁey may have to sell their A foreign currency in order to
buy B domestic currency. Thi§ causes their foreign reserve to decrease, the volume of money in
the circulation decreases as well, and it leads to a raise of the interest rate (other conditions could
remain uhchanged).. As 'obﬁibus as it can be explained, changes in the foreign exchange market
(here is the intervention of the Central Bank in the foreign exchange market) could certainly puil
atong changes in the monetary markef.

- The difference between spot price and forward price is the most obvious evidence showing the
organic relationship between these two markets. This difference reflects the interest spread between
two currencies in the monetary market.

A currency swap is a transaction of buying and Selling simultaneously one foreign currency, however,
their values may vary day by day. Actually, this is an interest swap transaction but is priced and traded in

the foreign exchange market.

The relationship between the monetafy market and the securities market is represented through the
instruments of interest rate and cxchﬂngé rate, which in turn impact on the securities’ prices. The
movements in the securities market often link closely to the macro-economy. Among two kinds of the
basic commodities traded in thé sec-urities. markets (shares and bonds), the bonds are mostly controlled
by the market’s interest rate. This interest rate, however, is usually affected by the economic activities in
general and .interest policy of the Central Bank in particﬁlar. The stock prices in the securities market

usually reflect the anticipation { or expectation) of the investors about the operation as well as financial
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status of the company such as incoming returns, requested interest of the investors, etc.,

- Exchange rate: this is a factor that has great impacts on investment decisions in the securities
markets. If the investors predict the future devaluation of the domestic currency, then they will
not likely to invest in securities, or they may replace their securities by foreign currency assets
because securities are another form of money. If the money is devalued then the value of securities
is in the same situation. The investors are likely to shift their investments to other foreign markets
if this is permitted. It is the same in case of the devaluation of the .domcstic currency that the
public would certain prefer to switch to gold or foreign currency instead of saving domestic
money. It is again proved that the impacts of exchange rate could drive investments from the
securities markets to the exchange market or vice-versa.

- Market interest rate: It can be argued that inflation and iﬁtereét are the two macro-factors that
have influence on the prices in the securities mackets. Interest is the factor that causes direct
impacts on securities’ prices by changing the yicld requested by the investors when they determined
to invest in those securities. If the market shows the sigh that the Central Bank will change the
discount rate and rediscount rate, there will be immediately a change to the money supply and

- credit provided by the commercial banks, as well as the prices of securities. However, the levels
of impact on shafes and bonds are different. _ ) _

The interest impact on bond’s price: It is clear that the value of a bond is the total fﬁturc returns of the
bond at the current time. The total future rétums of the bond is equél to the specified interests aﬁd'it’s
principal. When éonverting the future value to the present, we must ﬁse discount rate and investor
requested yield of that bond, the higher thé interest, the more the bond will be discounted, and the lower
the bond’s value will be. In contrast, the lower the interest, the léss the bond Qill be discotnted, and the
higher the bond’s value will be. Thus, if the Central Bank increases (decreases) the discount rate, then
the price of bond in the market will be lowered (raised), and the bond investment demand will strongly
increase.

The interest impact on stock’s prices: The impact that the stock’s prices encounter will not apparently
similar to the bond's prices. It is because that the relationship between the interest and the stock’s prices
is indirect relationship, and it does not occur in one-way direction. The nilé to determine the stock’s
prices is determined by converting future values of the stock to the present and is calculated in conformity

with dividend discounted formula as follow:
P, = DIV/ (r-g)

In which: P, is the present stock price; DIV1 is the next year expected dividend; r is the interest; g is

the growth rate of the company.



If g is unchanged, then future share earning may not as stable as bond's but depends on the net income
of the company, while this net income may vary in corresponding with the interest, and this variation
may be greater or less than change of the interest depending on each particular case. If the interest is up
due to inflation then the prices of goods may rise to match with the increase of initial expenses, and
consequently, the company’s income may also rise. At this point, the stock’s price may be kept stable
because the.discount rate increases, the income increases as well, and these two factors benefit each
other and keeping the share’s prices stable. If the interest is up, but the future income of the company
does not grow due to the reason that the company is unable to raise their price instantly against inflation,
then the stock’s price will decrease like the bond’s price. If the interest rises while the company’s future
gross income is down because of factors that make the interest going up, then this will generate negative
impacts on the gross income of the company.

In contrast with all of the above situations, the interest going down will cause similar opposite
consequences. This can be argued that the relationship between interest and stock’s price is not type of
direct relation, and it is not completely a one-way relation like those of interest and bond. The impact of
interest’s change on share’s price may vary depending on the causes of the change and the level of
influence of the change on the future earning of the shares. However, through several researchs, it scems
likely that the relationship between interest and stock’s price is often contrast to each other because in

" case of market’s interest is to rise, driving down the shﬁre‘s price, then the investors tend to shift their

investments from shares to bonds, making the share’s price to go down and vice-versa.
2. The relationship between money supply, interest rate and exchange rate

The Central Bank may use variety of different instruments to maintain the VND value. And the most
obvious sign of the intervention from the Central Bank is the change in the money supply, interest rate, and
exchange rate. There is tight tie between these factors, one may affect each of the others, and they are shown

by.the monetary policy of the Central Bank in different period of time.

(1) Theory ﬁf the relationship between money supply, interest rate and exchange rate
Basicalty, all of three above factors are the consequences produced by different interventions. However,
they all are instruments using by the monetary pol.icy that were directly employed in cases, which required
quick resolutions for the occurrence of economic unbalance syniptoms. in reality, intermediate instruments

* are most used including discount rate, open market activities, and minimum mandated reserve.
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Discount rate

The Central Bank adjusts the circulating money by changing the discount rate in order to
change the ways using by most of commercial banks to attain credit from the Central Bank. Once
the change goes into effect, the reactions of commercial banks may vary depending on:

- The level of dependability of commercial banks on the Central Bank for the credit.
- - The competitive capability of commercial banks when competing for fund from other agencies,

especially international organizations.

The banks’ ability to control interest rate on loans,

Interest rate in the interbank market: If this interest rate is lower than the discount rate then the
banks would not make loans through discount gate; the volume of loans made through discount

gate would gradually decrease in par with the growth of the interbank market.

* The move to raise the discount rate and accordingly limiting the circulating money may lead to a

- decrease of inflation rate and a rise of foreign capital flow .(it is the benefit of payment balance of the

éconbmy), also a possible down in foieign exchange rate. A backward move otherwise will lead to

negative consequenses in contrast. In fact, the given resolution may be more-complicate when executing

because a raise of interest rate on loans in one country may efficiently affect another country. If these
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countries are also raising their discount rate, then the flow of foreign capital avail to the t_:cOnorﬁy not
necessaryly increasing. To a certain extent, the ﬂpw of foreign capital will ﬁave a great infleence on the
inﬂat.ioh rate. If the Central Bank buys toreign currencies deposited in commercial banks, then thbugh
the discount rate is raised, it certainly does not drain out the banks’ foreign currencies reserve; this only
drives up the interest rate on foreign currencies. It is said that when the Central Bank adjusts the discount

rate, this is similar to a signal that the Central Bank may want to change the circulating capital volume.
Open market activities

The Centrﬁl Bank may adjﬁst the .circula'itirng fund volumé by selling (buying) most of
Government securities (mainly short-term bond) from cdmlﬁércial banks. When it buys
Government securities, the creditability of commercial banks will increase and vice—\-rer_sa. In ot!ief
words, the event of buying Government securities of the Central Bank will ind_icate that there is
an inc.rease of circulating fund volume, and cohsequehtly a down of interest rate. These activities
will affect the payment balance depending on: |

- The capability of foreign banks to reserve and to trade with securities denorﬁinated in domestic

currencies.



- The capability of foreign banks to buy Government securities denominated in foreign currencies

from the Central Bank (The Central Bank buys foreign currencies).

- Through the open market activities, thé Central Bank not only obtiged to follow closely the goal of
changing the volume of money in circulation, but also they may use this method to relatively stabilize
the interest rate of Government securities. The volume of securities in circulation will decrease if
Government securities are bought and if other conditions are not to change then the market value of
securities may be able to raise; and the selling of securities may as well have the opposite consequences.
The open market operation may also have another use, it recovers the shortage in State’s budget: the
Central Bank will reduce the volume of money in circulation if it sell Government securities, this money,
however, get circulated again through expenditure of the State budget, then the interest rate may not rise
as expected. This is a method that currently is employed, securities are issued to temporarily attract
money in the circulation. This amount of money then is reinvested into those short-term and mid-term

* projects; at last the fund has been raised once again go back into the circulation.
Rediscount of Treasury bill

The commercial banks can buy back Treasury bill (Treasury bill rediscount) from the public, enterprises,
etc.. Then the Central Bank may buy back these Treasury bills from commercial banks. Doing se, both
the Central Bank and the comfnerc.:ial. banks have generated more money for the circulation and thereby
' affecf to the interest rate, which cou.ld lowers the interest rate. -

The 'payment balance may encounter some impacts, which is produced by the rediscount of Treasury
bill denominated in foreign currency, this Treasury bill being repurchased in foreign currency and the
use of foreign currency, which is collected form abroad. This method indirectly affects to the reduce of
the volume of money in the circulation. However, in case that the Central Bank just buys back a moderate
amount_' of Treasury bill (such as Treasury note or commercial bill) or limits the use of the profit earned

from discount of the commercial banks, then this method can be considered as direct one.
Mortgage credit

- The Ccntrai Bank uses this method to provide credit to commercial banks in order (o raise the volume
.. of moncy iﬁ the circul.ation.. The payment balance is affected by the practice of providing mortgage
credit in 'for'n'_l of foreign currency and by the u_sé of this type of credit in overseas. The mortgage credit
is quite similar to the discount of Treasury bill. The considering differences are:

© - . The Central Bank may ask for the T reasury bill to be paid off at maturity date when the
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Treasury bill being discounted. In the mortgage credit, securities (usually mid-term bonds) will
be paid to commercial banks on the maturity date.

-~ The practice of using rediscount to raise the volume of money in the circulation can be limited
by the maturity of Treasury bill. In the mortgage credit, the maturity date is not necessary to be in

par with the validation of mortgaged securities.

Like the rediscount of Treasury bill, this method may not be used directly to reduce the volume of
money in the circulation. In some cases (such as mortgage of some kind of securities, limiting the use of

mortgage), this method is more direct.
Minimum level of mandated reserve

In general, the madated reserve is market interest ra{te function, the higher is the interest rate, the
higher opportunity cost for non-interest deposit, and the smaller reserve to be. In a constant environment,
raising the level of mandated reserve will reduce the credit capability of commercial banks and vice-
versa. The mandated reserve may affect the payment balance if including deposit denominated in foreign
currency. At this point, raising the level of forcign curfency reserve may increase the fc';re.ign capital,
reducing foreign currency reserve can lead to the loss of foreign capital. Suppose that the crcditability of
commercial banks is not limited thcn.the:mandatcd reserve will have multi-face impact bn depdsits. This
impact may reduce the efficiency of mandated reserve. However, the_mandﬁted r'ese.rve is still considered

as a great method because it directly concerns about the creditability of commercial banks, then the

- banks are persistently support thié method.
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If the level of mandated reserve is set equally for all the banks or slightly different depending on each
group of banks, then this is one of the indirect management instruments of the Central Bank. If this level
is separated then it will be considere as direct instrument. _

. The mandated rescﬁc provides the Central Bank :;:lll instrument needed in some cases. Among other
roles may involve, the change of interest will occur when the minimum level of mandated reserve is
changed. Raising the level of mandated reserve will lead to a rise of interest rate (mostly in the monetary
market), the reason is that commercial banks will try to recover their reserve’s shonage and they incidently
make credit more expensive. In fact, the change of the level of mandated reserve is not relate to the
interest rate, but more concerns about the legal level of reserve of commercial banks; indirectly using the
banks’ reserve to change the volume of money in circulation and credit - but this method has again
affected the interest rate,

Among the indirect effects of the open market activities or the mandated reserve, the Central Bénk

can also affect the volume of circulating money directly by setting regulations on iiquidity. That is to



buid a mechanism and a relationéhip between capital and debt (based on the balance of payments and
receipts) of those commercial banks. These methods are more apparently directive if they are more
specific. In most of market-driven economies, the regulation on liquidity carries two similar characters:
- They relate to assets {capital) and debt, their system including foreign currency.
- They are basic requirements for getting banking business lisence, and this business wili be

encouraged if those requiremets are seriously carried out.

If the amount of money deposit.is higher compare to credit (suppose that there are no changes to other
conditions), then the volume of money in circulation will decrease.

The impact on payment balance is clear only in case that those regulations on liquidity affect the
amount of money deposit and foreign currency creditability - the commercial banks respose to the decision
of the Central Bank to raise the level of mandated reserve through thé act of raising the interest rate on
moncy deposit dcno'minatcd.in foreign currency (no impact on the payment balance).

The regulations on liquidity are used in all market-driven economies mostly because it protects the
liquidity of commercial banks. These regulations can only be changed in special events, whicfl aim to

raise or to lower the amount of money in the circulation.
Credit limit

The method of setting maximum credit limit may have great influence on the amount of money in the
circulation. There are two basic ways to set up the limit:

- Setting a relative limit showing a maximum level of credit that the Central Bank may be ready
to provide to the commercial banks. This credit line is possible to be used in rediscounting bills
and in mortgaging.

- " Setting an absolute limit showing a maximum level of credit that the commercial banks can

avail for loans.
Credit limit, especially the absolute limit, is very efficient for use but only in special cases because it
~ can di_rectly intervene into the commerciat banks’ activities, céusing a flow of strong protests from those
commercial banks. Therefore, credit limit should be used very cautiousiy and different fof different
commercial banks, until then this method may prove itself as an effective tool.

Exchange rate intervention

The gbal of the intervention is to affect the change of exchange rate in order to alter the amount of
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money in the circulation, The intervention into exchange rate is considered to be a rather independent
tool of the monetary policy (foreign currency policy), which is carried out in different forms:
- Direct intervention: buying (selling) domestic or foreign currencies under form of converse or
swap.
- Indirect intervention: buying (selling) gold, regulating interest rate and discount rate (as given

above)...

The Central Bank may not have to intervene by itself but to authorize an agent to do the job. This act
could be considered of an invisible intervention. This intervention, by its nature, may or may not evaluate
exactly the exchange rate in short-term, or it may even create pressure to cause a rise or fall of the
exchange rate.

The change of the volumc of money in the circulation caused by the intervention mto exchange rate
dcpends mostly on the type of intervention. If the Central Bank sells gold for domestic currency, then 1t
will reduce the volume of money in the circulation and vice-versa. If the volume of money in the circulation
is reduced by selling gold for domestic currency, then it.wiil drive up the price of domestic ourrency {or
anti-devaluation), or even cause pressure to deflate (cheaper imports). Cheaper imports may recover £he
economic growth but again it may reduce the volume of money in the circulation. If the domestic cu.rrcnoy
is used to buy gold, it will be dramatically devaluated (import is more'expensivej, and also, it may
restrict the economic growth (due to expensive imports); there are chances that it may lead to a growth
of the economy by adding money into the cu’culatlon

Raising the value of the domestic currency may impact the payment balance in the direction of losing
foreign currency capltal—export is more expensive and import is chcaper, devaluation leading to the
rise of .foreign capital flow. The real situation contains several other factors (interventions), for instance,
increasing import price does not necessarily make domestic manufacturers to restrict their production,
they can rather replace lmport by making domestic products. This possibility of production depends on
decisions of each group or individual of how to use the money, which is collcctcd by selling goid to the
Central Bank-—that means that the volume of money in the circulation can increase without helps of the
commercial banks. From this scenario, one idea was retrieved that the intervention into exchange rate is
an indirect method, it is not relating to orocedure or techniques of execution. Its usefulness is raising

along with the application of floating rate system.
Change of interest rate

Changing the interest rate will affect the motivation of usiﬁg money and other valuable papers. For

" example, the rise of interest rate on foreign currency will reduce saving of domestic currency, but it will
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increase saving of foreign currency, making the foreign currency become more expensive, and
consequently affect the exchange rate. Furthermore, a change of exchange rate in international market
also creates pressure on the situation of foreign currency inside the country, impacting to the interest rate

applied on foreign currency.

(2) Vietnam’s realities

In the process of economic renovation, especially after the introduction of Banking Legislation (1990),
the Central Bank has tried to direct the operation of commercial banks by regulating the liquidity in order
to balance the volume of money in the circulation. The State Bank has employed many tactics to realize
this goal, including direct impacts on interest rate that being used by commercial banks wheﬁ they provide
credit to their clients, and interest floor for money deposit—this is an administrative methed being used in
cases that need quick solutions for the unbatance of the economy. The next is to provide capital to increase
the liquidity for commercial banks under form of rediscounting and mortgaging, or through open market
operation, etc..

Since the early of 1999, the economy has faced many difficulties, especially the issue of deflation and
the dicline of investment. The Central Bank has initiated several solutions to bring money into tﬁe circulation.
These solutions, however, have not met expectation due to the lack or no response from the commercial
banks because they are still in excess 6f fund (e#cept loans for buying food products to export and for

' programs to encourage the dcmand) This year, the situation has not changed. Most of fund is provided
accordmg to last year’s credit plan. Because of the stagnation of capital and the conflict between different

. interest rate then most of commercxal banks have not made loans through discounting gate. Thus, all
attempts to change the volume of money in the circulation have not brought back any resuits and the
interest rate remained untouched.

The true basic reason is lack of consulting and banks’ weaknesses. However, there are other reasons
even though they afe less important but worth for takihg a look. Most of enterprises have not paid attention
to the productivity or economic feasibilitics (loss, stagnancy of goods, or selling to customers who are not
able to pay) and fhey still follow the old methods of subsidized economy—they have tried to reach the
planed goal or planed _targét but not for sell. These problems have led to the situation that most of entérprises

- always ask the vaerﬁment to balance the capital and to forfeit old debts, provided capital depending on
consuming parties. In the market economies, the commercial banks can make decisions themselves on
whether their clients have abiiity to pay or not, then they can continue to make loans or decide to collect the

. old debts. However, the commérc_:ial banks are hot the main creditor because many enterprises may still
opcraié with equipments and fund provided by the suppliéfs or the consumers. Therefore, the cémmercial
banks should be responsuble when dec1dmg to provide credit.

Also since 1999, the Central Bank has applied a new rate mechanism. According to this mechamsm the
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Central Bank only publishes the everage trading rate in the interbank foreign currency market. This rate
has satisfied the demand and supply of foreign currency, and it also reflects accuarately the real value of the
VND comparing to foreign currency. Furthermore, due to the fluctuation of prices in other countries in the
region (where Viet Nam has most of its economic relations), the enterprises have hesitated in using foreign
currency. The commercial banks use foreign currency mostly in complying with market demand or because
of instant profit.
In the last few years, the only relationship, which can be seen obviously, is the relationship between
exchange rate and interest rate. Especially, right after the second quarter, when the commercial banks raise
- interest rate for the USD then the USD exchange rate also increase. This event has changed the purpose of
the use of money (the VND is convertcd mostly to the USD). All of these events have somehow ncutralized
- the money deposit structure, they help to eliminate some hardship and difficulties for the commercxal

banks while capital demand from State-owned enterprises have reduced.

In brief, the monetary policy can only demonstrate its effectlveness when the economy being strongly
- and cons;stently reformed, ospecnally the reform of state-owned enterprises and the reform of fundmg

policy. Meanwhile, there should be a close cooperation between financial and monetary policies.
3. Data on the policy of money supply, interest and exchange rates in 1999

According to the monetary policy in 1999, the State Bank has supported the.Govémmcnt campéign of
rasing more demand by flexing its monctafy_ regulaions. Also, the State Bank has carried out a reform on

monetary instruments in order to raise the effectiveness of its management.
Mandated reserve instrument

To realize the Baking Law, '“;h.ich has been in effect since 1/10/1998, the Governor of State Bank has
promulgated Regulation on the mandated reserve in accordance with the Decision No 51/ 199_9/QD-NHN_.N1
dated 10/02/1999, which has been in effect. since the March, 1999. Basically, the objecti\?es and calculation
techniques are still complied with the released'Regulation on the mandated reserve, \x.;hich was-prdmhlgated

. in accordance with the Decision No 396/1998/QD-NHNN1 dated 1/ 12/1998 of the State Bank’s Governor.
However, there are other additional points to adapt with the State Bank Law, such as: objecﬁ applied will
be extended to people credit fund, co-operative banks, .crcdit coopérative' instead of the p:olicy thai 70% of
the mandated reserve must be deposnted in the State Bank and other 30% in cash, checks which are sull
validated, all of the mandated reserve must be deposued in the State Bank to support the national monetary

pol:cy, the level of mandated reserve for each type of ﬁnancmi institutions, and each type of money
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deposit; the level of mandated reserve for cases of exemption or cases that previously had no mandated
reserve is 0%; and the interest rate for mandated reserve is set by the Government.

In 1999, the State Bank, with its campaign of flexing monetary regulations to raise general demand, in
order to support the economic growth, has twice adjusted the level of mandated reserve for credit institutions
from 7% to 5% of the overall amount of deposit balance, whose term is under 12 months. This level also
applied for state-owned commercial banks, municipal joint stock commercial banks, foreign-owned bank
branches, joint venture banks and financial companies (the Bank of Agricuiture enjoyed 3% especially),
the level of 5% is lowered down to 1% for rural joint stock banks, cooperative banks, central people credit
funds, regional people credit funds. The lowering of the level of mandated reserve for credit institutions
will play an important role in expanding credit, cutting down the cost of operation and increasing profits of
the credit institutions. However, the undertying difficulties within the economic structure and time limitaion

have affected the possibilities of this instrument, making its positive impacts become unclear.
Interest rate and refunding instrument

In 1999, the State Bank has four times initiated the program of refunding, lowering from 1.1% at the
beginning of the year to 0.5% monthly. In the same time, the State Bank has also promulgated Regulation
on discounting and rediscounting transactions for banks, which may help re'alizing the monetary policy,
creatiflg .opportunitics for thc State Bank to balancé their operating capital for the banks. Short-term notes
discounted ét the State Bank are Tréésury Bills, which are auctioned at the State Bank, and other short-term
notes wlﬁch are rcgulatcd by the Governor of the State Bank in each period of time. The decided discount
rate is 0.45% monthly. _

'fhe State Bank st.ill based their 1999 interest rate on the interest ceiling mechanism; the State Bank
would dctcrminc the maximun interest rate for the loans, and accordingly, the financial institutions would
set épeciﬁc interest rates based on that ceiling interest rate. To adapt with the inflation rate, the relationship
between capital supply and demand in the monetary market, and Government’s reselution of attracting
more investment, the State Bank has five times readjusted interest rate on loans denominated in VND of
those credit institutions from 1.2% per month (for short-term loans) to 1.25% per month (for mid and long-
term loans) down tb an identical interest rate of 0.85% per month within the urban areas; ceiling interest

rate on loans providing to the countryside is 1% per month; the ceiling interest rate set by rural joint stock
banks is 1.15% f)er month; 1.5% per month set by local people credit fund if the loans are made to its
members; interest rate set on loans of the bank for the poor is 0.7% per month. The ceiling interest rate on
loans denominated in USD v.v.hi.ch were made by credit institutions to the econofny is 7.5% annually. The
highest_intérest rates giver on money déposit denominated in USD for legal institutional entities at the

:crcdit institutions are: maximum of 0.5% anually for callable deposit; max of 2.5% anually for 6 month
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deposit; max of 3% for deposits with over 6 months. In 1999, beside setting ceiling interest rate more
flexible, the State Bank also rectified violations of the ceiling interest rate on loans and charged credit
operational fees by setting rules on fees relating to loans, which is based on the agreement between credit
institutions and their clients. The fees depend on the loans and should be converted to percentage then
adding it with the interest rate on loans stated in the credit contract. The total rate must not exceed the

relative ceiling interest rate that was regulated by the State Bank at the time signing the contract.
Exchange rate instrument

In 1999, the State Bank has made a basis renovation step on e¢xchange rate management, which was
transformed from a type of administrative management to market driven management with Government’s
control. According to thé Govemmenf Decision No 64/1999/QD-NHNN7 and Decision No 65/QD-NHNN7
dated 25/2/1999, instead of setting official exchange rate, the Statc Bank would from 26/2/1999 just announce
the average trading rate in the interbank foreign curréncy market. This rate is applied as a base for credit
institutions, which are allowed to do business on foreign currencies, to determine the exchange rates. Also,
this rate may be used to calculate the import - export tariff. Based on the actual average trading rate of last
trading day in the interbank foreign currency market announced.by the State Bank, the credit institutions
are required to set the exchange rate not to exceed 0..1 % comparing to the rate announced by the State
Bank. The change in exchénge rate rﬁﬁnagéméﬁt may give the commercial banks active rights to set fhe
exchange rate between the VND and other foreign currencies. With the new rate managemcnt mechanism,
the exchange rate of VND.is set in thplying with its trading in the market, and it rciétivcly- reflects the
purchase power of the VND against other foreign currencies. Also, fhe new mechan.ism has facilitated the -
business self-control of enterprises without losing the Government’s control. The new exchange rate
management in 1999 has brought positive results, the exchange rates have been stable in official and free
mérkets, the gap of exchange rates between these two market. is narroWing more and more, thé trading
volume of the interbank foreign cxchahgc market was fairly .hi'gh, it has satisfied the demand of foreign
currencies of the economy; also, it has encouraged export, controlled import and improved the intemational.

payment balance.
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Figure 1

Exchange rate of USD and VND in 1999 (monthly)

Vietcombank Free market
Month
Buy Sell Buy Sell

1 13,883 13,888 13,861 13,885

2 13,880 13,884 13,864 13,899

3 13,889 13,902 13,911 13,937

4 13,901 13,905 13,919 13,942

5 13,907 13,912 13,922 13,942

6 13,915 13,920 13,935 13,956

7 13,941 13,947 13,964 13,984

8 13,955 13,962 13,978 13,998

9 13,975 13,981 14,012 14,039

10 13,990 14,004 14,000 14,025

11 14,007 14,017 14,024 14,045

12 14,015 14,021 14,123 - 14,155

Figure 2 Ceiling interest rate on loans (% monthly)
Areas 1/1/99 1/2/99 1/6/99 1/8/99 4/9/99 22/10/99

Urban area 1.25 1.15 1.15 1.05 095 0.85
Rural area 1.25 1.25 1.15 - 1.05 1.0§ " 1.00
Rural joint-stock commercial bank 1.25 1.25 i.15 1.15 1.15 1.15
People credit fund 1.50 1.50 1.50 1.50 1.50 1.50

Figure 3 The level of mandated reserve for credit institutions in 1999

Credu institutions

The level of mandated reserve (%)

~State-owned commercial banks; municipal joint-stock commercxal

banks; foreign-owned banks, branches; joint-venture banks; and| 10 7 6 5 5

financial companies.

- Rural Bank of Agriculture and Development. 10 7 6 5 3
2. Rural joint-stock commercial banks; cooperative banks; central

people credit fund, and regional people credit funds. 0 5 4 1 i
3. Credit institutions which has deposit balance of below VND 500

million; local people credit fund; credit cooperative; bank for the| 0 0 0 0 0

poor.
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Appendix: Path of the changes in the ER arrangement and foreign exchange control

Before 1989:

«  Three-tier ER system: official ER for foreign trading, non-trading ER and internal ER used in business.
relations between banks and other domestic business entities, it was also used in state budgeting in
regard to foreign aid mainly coming from the former Council for Mutual Economic Assistance (CMEA)
and former Soviet Union using Transferring Ruble.

+ ERs were set by the government at fixed levels based on economic and granting agreements between
govérnrhent of Viet Nam and other relating countries. |

«  Parallel foreign exchange market with much higher level of ER than those set by the government.

March 1989 (after the Sixth Communist Party Congress):
+ - Multi-tier ER system was unified into official ER (OER) set by the Staté Bank of Viet Nam (SBVN).
+  OER was adjustable in principle based on inflation rates, interest rates, balance of payment (BOP)
stance and those in (parallel/free) foreign _exlchangé market; Based on the OER announced by SBV,

‘commercial banks were allowed to set ERs for their own transactions within a band of 5% lower or

higher than the OER.

October 1989:
+  Issuing Regulation on foreign exchange management, reinforced later by a series of implementation
documents such as Circular 33-NH/TT (15 March 1990) giving guidance to Regulation implementétion,

Direction 330-CT (13 September 1990) expediting control over the use of foreign exchange and Decisioh
96-NH/QD to regulate NOSTRO ACCOUNT (5 November 1990).

1991:

»  Tighter control over using foreign exchange (Decision 337/HDBT dated 25 October 1991) foliowing
the establishment of an ofﬁcial.fuhd for streamlining foreign exchange flow.s to enable SBV to stabilize
ER (Apr) | | | o |

. Establishment of two foreign cﬁchange tran-s'act.ioﬁ floors, in Hochiininh Ci.ty.(Aug.) and Hanoi (Nov.).
along with regulations on foreign exchange deposit (Jan.), foreign exchange deposit and lending' interest
rate ranges (June) and foreign exchange dealing (Dec.). _ |

- OERs were set based on auction-based rates. at the foreign exchange ﬂoors_Wheré SBV played a
dominant role, by buying or séiling large amount of fbreign exchange, over other pz'lrticipants.: a few
commercial banks and several big exporters and importers. At th.c end of 199.1, commercial banks were

allowed to set their own ERs withing a range which is 0.5% h'igher or lower than the OERs announced.
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From 1991 to 1993:

+  Restricting foreign exchange transfer through entrance into and cxit out of the country (Decision 175-
QD-NH7 dated 9 Sept. 1992) and borrowing from abroad and {ending to domestic businesses (Decision
192-NH/QD dated 7 Sept. 1992, Direction 08/CT-NH1 dated 9 Oct. 1992).

From 1994 to 1996:

*  Replacing the two foreign exchange ransaction floors, the inter-bank foreign exchange market where
SBYV still remained influent as the “last seller and buyer” of foreign was established (Decision 203/QD-
NH3 dated 20 Sept. 1994).

»  Narrowing foreign exchange transaction in internal sectors (Decision 396/QD-TTg, Oct. 1994).

+  OERs were still determined o be stable and set by SBV based on the inter-bank rates. The ER band
within which Commercial banks set their own ERs was still narrow, 0.5% about the OER.

»  Interest rates on VND were gradually kept lowering to reduce conversion of USD into VND to have
higher interest rates by placing VND in saving account.

+  ER band was somewhat widened, from 0.5% to 1% (Nov.)

Since 1997 (up to 1999)

+  ER band was wi.dened continhous]y, from 1% to 5% (Feb. 1997), from 5% to 10% (13 Oct. 1997).

+ - Devaluating VND under pressure of the falling in foreign exchange reserve and increase in BOP
deficit, from OER of VND 11,175/USD to VND 11,800/USD (16 Feb. 1998) and to VND 12,998/USD

(7 Aug. 1998) together w;ith narrowing the band, to 7%.

»  Instead of OER, since 26 Feb. 1999, SBV has announced the {previous working day) average inter-
bﬁnk ERS, but the band has been shortened remarkably to 0.1% (Decision 65/1999/QD-NHNNT).

. Foréign exchange surreﬁder requirement up to 80% of available balances was introduced (Decree
173/QD;’ITg, Sept. 1998), and was reduced to 50% {Aug. 1999). In Aug. 1999, the government issued
Decision 170/1999/QD-TTg in order to (officially) encourage the private foreign exchange transfers

from abroad. _
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