the inter-bank foreign currencies market. In Jannuary 1998 (before adoption of Decision No 37), due to the
imbalance of supply and demand for foreign currenices in the market, banks’buying volume from clients
was around USD 280 millions, wheareas the selling volume was about USD 340 millions. After 3 months
of enforcing Decision No 37, the interbank trading activities were significantly improved to meet the
demand for currencies of enterprises and cease the tense of foreign currencies. The buying volume exceeded
the selling volume. In February 1998, banks’ trading volume with clients was up by 85% compared with
the previous month. Especially, the trading volume in March 1998 increased by about 34% in comparision
with that of the previuos month. More Speciﬁcly, monthly average banks’ trading volume with clients in
March and April 1998 was approximately a billion USD.(The trading volume in April was up 7% compared
with that in March).

Trading volume between banks in the inter-bank foreign currencies market was atso up in comparison
with the previous periods. Trading volume in February 1998 was about 80% higher than the figure of
January; trading volume in March was neérly 16% higher than in February; and particularly, total trading
value between the banks in March had reached high level 6f around USD 150 millions, which was up by
more than 70% comparing with the preceding month. During implcmentaﬁon of the Decree No. 37, foreign
currencies buying value is aiways larger than selling one. In assessing operaiion of the interbank forcign
currencies market, it is possible to conclude that the exchange rate that is determined in the interbank
market has attracted market participants, creating initial conditions for mé;ket to function normally.

In brief, the Prim Minister’s Decision No.37/1998/QD-TTg dated 14th February 1998 was issued timely,
giving solution to remove standstills in queign CJ-crrencies supply and demand, concentrating foreign
currencies into banking system, preventing iliegél spé_culative activities and misuse of foreign currendes,

 contributing to satisfying foreign currencies needs of importers, improving transactions in foreign currencies
market and stabilizing exchange rate. Thanks to Decision No.37 and other strict regulations on foreign
exchange management, the State Bank was able to make little market intervention in 1998 in spite of
adverse _impacts from regional economic crisis. This practice had partly helped to ensure the rising trend

" of national official reserves in 1998,

2.2 Surrend_er_requirement
In fact, ﬂle surrender requirement Qas first introduced when the Government issued Decision No.137/
1998/QD-'I'I‘g dated 12 September 1998 regarding obligation to sell and right to buy foreign currencies of
institutional residents.Given Vietnamese economy with heavy dollarization, surrender requirement is
considered an essential and approbriate administrative measure. Decision No. 37 ﬁvas followed by Decision
No.173, which had brought in such positive effects as: |
- To picr an end on Speculative hoarding of foreign currencies. Foreign currencies are concentrated

into banking .system far.rhe purpose of effective using. This can be observed throu gh foreign currencies
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buying activities by banks. From 12th September 1998 to 28th May 1999, the value of bought in
foreign currencies by commercial bank from current receipts was approximately USD 2 billions
(an monthiy average of USD 230 millions), counting for a significant part in the total bought in
currencies, included aad from the Balanccs of deposit accounts since 12th September 1998 (about

USD 2,100 miltlions)

- To solve difficulties in foreign currencies supply, to ease pressure on exchange rate, to improve

operation of interbank foreign currencies market and to satisfy basic requirements of enterprises.
As mentioned above, after issuing of Decision No.37, by April 1998, banks’ foreign currencies
buying tumover from clients was higher ﬁan selling turnover. However, in the foliowing months
of 1998, foreign currencies buying turnover of banks was down and lesser than salling turnover due
to limitations of Decision No.37 and bad effects of monetary crisis that had préssurés on foreign
currencies supply-demand in the market and on value of Vietnamese Dong. Especially in months
| from June to August, average foreign cﬁrrencies trading turnover of banks was down from USD 1
billion level in M_a.rch and April to nearly USD 500 - USD 600 millions per month. After
implementation of Decision No.173, the situation wéé improved. In the last three n.rlonths'of the
year, average tfading volﬁmc had reached ncariy USD 900 millions per month, comparing with
average level of USD500 millions per month in .the first nine months of the year. Oﬁly in December
1998, total trading volume was more than USD1 biilions, in whicﬁ buyin.g turnover was USDS 16
millions and sélling turnover was USD505 millions. Bési.cally, banks had satisfied foreign curreﬁéies
needs of enterprises. | | |
With the deéisive and thorough guidance from the State B.ank, the surrender regulation was
impleniented uniformly in commercial banks and made contributions to promoting operation of
foreign currencies interbank market.

- To contribute to exchange rate stabilization and exchange rate management. This surrender
regulation helped to cease tensed situat.ion of foreign currency supply-demand in market and pressure
on exchange rate. Together with exchange rate.adjusrmem in August 1998, the market rate gradually
become stable, the differences between oﬁ‘iciai and free market rates were narrowed. (Develoi)ment

in exchange rate will be discussed in more details in later parts)

However, there are still disadvantages in the regulation on foreign currcncy surrender:

- Surrender requirement is not economic, but rather an administrat-ive and 6bligatory measure.,
Due to this, it can not be applied in the long run, especially given circﬁmstance that we need to
establish preconditions to make Vietnamese Dong a convertible curfency.

- This regulation does not set an equal playing ground for all ént_crprises. Foreign invested comp:iniés
which are not guaranteed by the Government to assist in foreign currencies _b_alanc_:ing do not have

to obey their obligation to sell currencies and have the right to buy currencies for current as well as



" eligible transactions. Besides that, enterprises always take loss due to difference between buying
and selling rates.
- The regulation makes enterprises and foreign investors feel fear that they possibly can not buy
back needed foreign currencies amount after selling to banks.
- Enterprises do not have enough autonomy and authority in managing their foreign currency
capital. They face many d.ifﬁculties in doing other businesses.
- Itis difficult either to distinguish between foreign cun‘cnéy sources that are obligatory to sell (the

current ones) and other sources.

2.3 Effects of exchange rate management measures on foreign currencies market

At first, the effects of exchange rate management on foreign currencies market from 1994 up to
now can be found in 'exch':.mg'e rate developments during these years. It is important to notice that the
éﬂicia! announced_rate is closer to the rea.lity and suitable with supply-demand relationship, thus
enhances mandgfﬁg ability bf the State determined rate and narrows the gap between foreign currencies
interbank market and free market. The 'éxbh&}ige rate is stable in both ojﬁcial and free markets.

As mentioned in part 1.4 above, there were some limitations in the exchange rate management from
1994 to 1996. This official announced rate was not adjusted flexibly, although it was based on supply-

demand situation in the market.

+  In 1997, the State Bank widened exchange rate band to +/-5%, then to +/-10%, and gradually

increased the official rate from 11,055 VND/USD at the beginning of the year to 11,175 VND/
USD at the end of the year', These actions of the State Bank had contributed to flexible adjustment
of exchange rate in the market and reflected the true purchasing power of Vietnamese Dong. (Chart

1: Exchange rate VND/USD in 1997)

Chart 1 Exchange rate VND/USD in 1997

:zt: — =

= 12.5 . .
] 120 - - — - =
T ous ' 4
3
é 1K - - _ =
- 105 )
10.0 i ] ] ] 1 1 1 ! H |
Jan Feb Mar Apr May Jun © hl Aug Sep Oct MNov Dwee
Titme
r = Official rate =8 [nterbank market rate . i Free market rate J

217



+  In 1998, after two adjustments of official rate, the band (the difference) between official and
bank’s rates, the exchange rate in interbank market always reached the highest permitted level. The
official rate was up by 16%; the interbank rate was up by 13.%, from average level of 12,293VND/
USD in January to 13,895VND/USD in December. During the first two months of the year, there
was big difference between rates in interbank and free markets. But the difference was narrowed in
the following months and became insignificant in the ast two months. The exchange rate shocks
were overcome. At the end of 1998, the free market rate were around 13,000 VND/USD in
comparision with that rate (for cash) on 13 August and in September 1998 of around 15,000VND/
USD. (Chart 2: Exchange rate VND/USD in 1998) |

Chart 2 EXchange rate VND/USD in 1998
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+ . Generally in 1999, the VND/USD exchange rate was rather stable. Comparing with the year of
1998, the interbank exchange rate increased by 1%, the free market rate increased by §.1% (Chart
3: Exchange rate VND/USD in 1999).

Chart 3 Exchangel rate VND/USD in 1999
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- Exchange rate adjustments in the past years together with other measures such as Decision No. 37,
Decision No. 173 on foreign currencies 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 io increase. The supply of foreign currencies is also
encouraged fo meet the demand of economy. Analyzing operation of interbank market in the face of
the above mentioned foreign exchange management policies can prove this. An example could be the

- case in October 1997 in which trading volume of the interbank foreign currencies market was
surprisingly increased after widening 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 also to build up
bfﬁcial Soreign reserves. Moreover, through the interbank market, the State Bank can observe foreign

~ currencies supply-demand situation in order to take appropriate actions where necessary. In addition
-to that, t_:xchangé rate.management in the past years has positive eﬂ”ebts on increasing foreign reserves
Jor the country (b.y export 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 thaf in 1996 and 1997, foreign reserves were equal to about 9 and 10 import weeks,

rcspectivély)‘ :
~ 3. Effects of exchange rate and foréign exchange management on imports and exports

Asitis diécﬁssed in part 2, new regulétions on foreign exchange management and flexible exchange rate
management regime are conditions for cxpért prometing, import cdntrolling, improving current account and
increasing official foreign reserves. The remarkable impacts of these meas.ures are reflected in great cfforts to
cgasc foreign qu'rrencie's imbalance in market, to meet forcigﬁ currencies needs of enterprises and reduce

_ press.ures on excha;lge rate. Through these results, foreign exchange management policies have indirect
impacts on import and export activitics of the country.

‘There are polié_ies that have direct ilﬁpacts on import, too. These policies can be the ones regarding
.managerhent of short-term borrowing by enterpﬁécs, particularly regﬁlations on deferred L/C. In fact, although
Decree No. 58/CP was issued by the Government in 1993, but management over external debts owed by

" enterprises was not properly and strictly carried out, eépécially management over opening of deferred L/C.
'fhc'conécquencc was that by 1996, excess import {current account deficit) was at alarming level, of which
irﬁporting by deferféd UC countéd for ﬁ significant part (In 1993, imports by deferred L/C counted for 18%
total 1mport value). These deferred L/C matured at the end of 1996 and in the beginning of 1997, which make

fdreign currencies demand sharply go up and have pressure to drive exchange rate up. To solve these problems,

219



the Government have applied severat regulations governing deferred L/C opening, namely: Regulation on
deferrad L/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 cautious in making guarantee for this payment method. L/C
turnover has gone down after implemeating 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 State, temporarily stopped to iinpbrt 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. Current account deficit stéod 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.

It is clear that exchangc rate is a very sensitive elemcnt It reﬂccts purchasmg powers of different currencies
through international trade relat:onshlp There are many oplmons that exchange rate adjustment towards
raising value of foreign currency would ensure the objective of cxpon promotion. However, export capacity
of a country depends on many other factors as well: corﬁbetiti#éness of the economy and of exporting products
in international markets, type and qual.i'ty of goods and services, technology, marketing,etc. With respect to
export capacity of a country, exchange rate is an imp:onant,' but not a decisive factor. This conclusion could be
proved by the increasing export tumovér of Japan and German -d.uring' the years in which f:urrcncies of this
countries were c'ontinuonsly apprcciated. in comparison with tI:1c US dollars. Thailand could be another case.
During the regional crisis, Thai exporting turnover did not go down in spite of devaluation of Thai Bath in
comparison with the US dollars. Some researches have founded that domestic currency devaluation would
have J-curve type effect on export activities. That is why domesnc currency devaluat:on does not necessanly
improve trade balance. In addition, it is worth to notice that there are 3 ma1(n groups in the structure of
exporting goods 6f Viet Nam: heavy industrials and minerals, light iﬁdustrials ami agricultural. Representatives
for these three groups are crude oil, garments, footwear, and rice, which are \}ietﬁam’s leading cch_arting
products (Table 1). However, it is important to know that nearly all Vietnam’s exporting .pmdu_cts are raw
materials with low price elasﬁcity As fﬁr as rice concerns, rice exporﬁng volume has strbng increase through
years, bur the exporting value is not high due to low quality and low prlce Garments and footwcar have
gained high exporting value, but they require imported materials. Revenue from exporting these products
counts only for 20% total export revenue. So, based on this situation, it is possible to note that exchange rate
adj.ustments towards increasing value of the US dollar in cdmpaﬁson with Vietnamese Doﬁg affected eﬁpdrt
promoting and import controlling to some extent. Though, these effects on et ekport, 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 crisis
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). According 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 inteenational markets. However,
after exchange rate édjustment, a loss of about 844VND/USD was replaced by a profit of SOVND/USD.
As for crude il and coal, the exchange rate adjustments in 1998 helped the exporting enterprises mitigate
the losses (the decrease in international prices caused the reduction of their revenues in foreign currencies.)
An important impact of timely and flexible exchange rate adjustments can be found in exporting activities
of Viet Nam since 1997. From July 1'997, countries in the region had devaluated tne_ir currencies (Thai
Bath: 46%, Philippians Peso: 40%, Malaysian Ringit: 38%, Singaporean Dollar: 18%, Korean Won: 53%
~ and Japanese Yen: 14%). Meanwhile, Viet Nam mainly exports the similar products as of these countries.
Because of that, competitiveness of our exporting product was weakened to certain extent in international
markets. However, Viet Nam hnd successfully maintained its total export turnover at level of USD 9,269
millions (at FOB), which was up by 26% companng with 1996.
Coming to year of 1998, given overvaluation of Vletnamese Dong, the dummshmg competitiveness of
: Yletnam s exporting products was constramed_thanks to devaluation of Vietnamese Dong by 16%. So,
instead of being decreased due to regional 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 mana.gemem regime, the exchange
.rate of Vietnamese Dong, established on the basis of transactions in the market, had objectively reflected
p'urchasing' power of Vietnamese Dong and 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 USDI1, 540 millions (at FOB), which was up by 23% in comparison
- with 1998.
So, during the past 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 impacts on input expendltures of enterpnses leading to higher producing cost of some export
goods. However, these 1mpacts were not so significant. Exportation of such leading products as rice, crude

oil, garment, footwear is increasing year after year.
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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
avatlable import-substitute materials and domestically produced goods. An example could be drawn from
petrol trading companies that have to pay for imporied petrol in foreign currencies, but can only sell it for
Vietnamese Dong in domestic market at a predetermined pricé 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 | % more than in 1996. In 1998, import was also tightly controiled by an
adjustment of the official exchange rate from 11,175 VND/USD to 12,998 YND/USD together with some
other measures on import rcstrictions; Total import turnover in 1998 stood at USD 10,080 millions (at

_ FOB), which was down by 4% comparing with 1997. Total import value in 199’9 reached level 6f USD1 0,460
miliions, which was 3.7% higher than in 1998, but still much lower than export grbwth rate. Particularly, in
compaﬁson with 1998 figures, importing of some gobds was s'harply decreased: black cement {(down by

- 273%), wheat flour {by 116%), seasoning (by 108%) ...
4. Possibility of introducing the convertibility of Vietnamese Dong.

Vietnamese Dong convenibility.is one of tﬁe issues related with macrocconomic management of the market
economy. Especially it is closcly related with international lrade'relationships the international capil:ai flows,

ﬂows of FDIL. Impiementmg convertibility of Vletnamese Dong also strongly affects the process of economic
| development and mtegratlon of Viet Nam economy into glohal economy. The process of making one currency
be convertible usually has 2 stages. lmplementmg current account convertibility 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 currency into foreign currency to make payment for
exports, imports of goods and services with other countries. Establishing current account convertibility
also means that there is no restriction over the current account transactions, the exchanges of goods
and services with foreign countries, _

- Capital account convertibility: .A countfy applies capital account conve-rtibsility, i.c. the country
aliows the conversion of local currency into foreign currencies to attract foreign funds. In fact, capital
account convertibility is implemcnted basically with the aim of attracting fofeign i'nve.stors by
accommodating their profit repatriation. However, implémenting capiial account convértibility‘ might
put the country under the exposure of the foreign exchange rate ﬂuctuations the capital ﬂlght, as tl;ne
drain of international reserves v.v. Therefore, the countries usually 1mplemenl the capltal account |

convertibility on the foundation of real economic develupment 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 levet 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 timeiy adaptive' with the market prices. _

In the process of glqbalization of the economies, the introducing of currency convertibility is inevitabie.
But the issue of concern is the scope, timing and the types of cbnvcrtibility. With fcgard to Viet Nam, some
opinions say that alihbugh Viet Nam has some favorable conditions 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 to improve the remaining c.onditions, as follows:

a. Foreign'exchang.c rate arrangement
" The first condition for implemenﬁhg currency convertibility is having appropriate foreign exchange
rate rcgimc.and managing exchange rate according to the market principles. That meé.ns the foreign
exchange rate should be determined on the supply-demand relationship in the market and truly reflect
the internal and external purchasmg power of a currency At prcsent the foreign exchange rate in Viet

Nam is just dctenmned on the relationship of supply of and demand for foreign currencies in the foreign

currency interbank market. With Decision No 64 and Decision No 635 of the State Bank of Vietnam’s

" Governor dated 25 February 1999, since Feb'n.lary'26 1999, the State Bank of Viet Nam started to
announce the official rate of the previous workmg day. It is a fundamental move of foreign exchange rate
management mechamsm However, the forelgn currency interbank market in Viet Nam has not developed
- yet. Therefore, 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 prescnt, the pohcy of flexlble ad}ustment 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 cbntinué 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 foreign exchange transactions. As estimated, in the year of
2001, the surrender requirement witl be totally removed. The fen_'laining foi‘cign exchange restrictions
such as foreign exchange self-balancing requirement, tax on repatriation or remittances of profit applied
toward foreign-invested enterprises have been significantly relaxed step by step. Especially, the foreign
exchange balancing requirement has just been fully abolished in 2000. Besides, other previoﬁsly applied
restrictions over private .transfers were also cancelled out by allowing the receipts of thc.rcmittances 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 eliminated. Thus, so far Viet Nam has already prepared
some conditions for current account convertibility.

International reserves

It is a significantly important condition for coping with t.he.BOP imbalance _br the ﬂucfﬁétion_s in
terms of trade. Without a reasonably adequate Ievél of intefnﬁﬁonal reserves, the country will be'expdsufe
to the risks, interest rate and foreign exchange rate will be unstable. On the other hand, having an
appropriate ievei of imernaﬁonal reserves in alsd a conditioh for ens.uring public confidence in the
macroeconomic policies. With this regard, Viet Nam still 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. Hdwever_, .at present; the level of interﬁétiohal reserves is still

limited, just accounted to about 13 weeks of imports. In the years to come, with the improvements in

- competitiveness of Vietnamese exported goods, in BOP, external debt management and the regained

- confidence of the foreign investors in Viet Nam investment environment, Viet Nam is expected to have
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a reasonably adequate level of international reserves to implement Vietnamese Dong convertibility. ln.
the short-run, Viet Nam needs to create a structure of major exported goods, which can be compéﬁtive |
and attractive in the rcgional and international rﬁarket to increase intérnati.onal rcscrﬁes to assist
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 process is implemented with



the objective of making the banking sector sound and transparent. And it is conducted simultaneously
with the SOE reform. In the foliowing 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 ratc management
Among the macroeconomic policies, rﬁonetary policy plays an important role with the objectives of
ensuring the currency stability, controlling inflation, thus creating a relatively stable ma;roeconomic
environment, acéommodating economic growth, Establishing Vietnamese Dong convertibility for capital
flows and 1mplemcntmg trade llberahzauon wnhout stable macroeconormc environment will cause the
over-excessive imports of goods which leads to the international reserves drain, causing pressure on
foreign exchange as well as domestic interest rates. At present, monetary policy is gradually renovated
in line with the market economy and the process of international integration. The shift from using direct
instrument to indirect instruments with the birth of open market 6perati6n (OMOs) marked a significantly
important step toward the aim of creating stable maci‘oéc.onomic environment with the above-mentioned
objectives. Besides, the adoption of base interest rate instead of ceiling of interest rate is also a step
toward interest rate liberélization. In near future, the State Bank of Viet Nam will continue to manage
base in.lerest rate ﬂexib.l).f. It can be considered as the preparation for interest rate liberalization, which is
one of the necessary conditions for implementing Vietnamese Dong convertibility.
Open policy and trade liberalization
‘As mentioned earlier, regarding this condition Viet Nam has some advantages, So far, Viet Nam has
made eﬁorté in implemcnti.ng open door policy of the economy by enhancing the trade transactions with
other countries in the regioﬁ and in the world, attracting foréign capital and entering international
organizations, regional groups or international groups. Regarding trade liberalization, Viet Nam has
: c_:ommitted with AFTA, APEC and next WTO to enter these organizations. However, to ensure the
co'mﬁétitiveness of the country, stability and development of the economy, Viet Nam has to have
apprdpriate policies supporting and protecting domestic production, enhancing the quality of exported
goods. It is an impbrtant_ condition for implefnenfin'g the Viétnamese Dong convertibility successfully.
The measures _foréing the manufaciu;ing and trﬁding units to be adaptive with the market mechanism.
When Victnamésc'bohg is cohvertib_le, the domestic manufacturing and trading units will face with
the competitiveness in t_hé international market. Over recent years, with the gradual implementation of

open door policy of the eco'nomy toward the objective of trade liberalization, the domestic producers
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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
{rom 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 doinestic producers be ready to cope with the
challenges of introducing Vietnamese Dong convertibility. It is a micro issue but .very necessary for

implementing Vietnamese Dong convertibility.

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

- First, imblement current account convertibility. This process should be implemented sfcp by step
ah_d thoroﬁghly. And it is to be realized on the. four_lda'tion of establishment of all necessary conditions
and the management capac.ity, as well as in line with the trade liberalization schedule.

- Ca'pital account convertibility should be realized lastly as long as the finance - mbnetary system
is he_althy and an imbalance of BOP is not exited, the international reserves havé stably increasing
tendency. Implementation of Vietnamese conve'rtibility on the foundation of the establishment of

- preconditions, with firm steps will s.igniﬁcantly affect the activities of tﬁe ecdnomy. Otherwise, it
will cause risks and crisis, as in.thc cases of East-Asian countries. The lessons from East Asian
crisis show that one of the reasons of the crisis is too early relaxation of foreign exchahge manégement

. by the central banks, too early implémehtation of capital _accbunt liberalization without healthy

finance - monetary systems, and closely related macroeconomic management 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 currency éxpressed in other currency.

. Nominal exchange rate is just a relative price of one currency expre_ssed.in other currency. So, ﬂuctuationé
in nominal exchange rate are all kinds of changes in cxchaﬁgc rate that we observe cvcr.y'dag./ a._nd. that are
not adjusted to inflation. Meanwhile, the real exchange rate reflects _compa;rison_ of relative prices of goods

in two countries, which méans_ that inflation factor is counted. Besides that, it is importaht to .notc that
exchange fate regime followed by a country could be fixed, clean floating or “diﬁy”_ (managéd) floating.
According to- detailed classification by the IMF, certain countries apply fixed exchange ra_te regime by

pegging their local currency to another éurrency (usually a strong one like the US dollar) or to a basket of
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currencies. In this case, value 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 cxchangé 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 political, social, and psychological.
For that reason, choosing an appropriate exchange rate regime usually based on such clements as inflation
rate, foreign reserves, export and production diversity, policies” flexibility and sustainability, political and

commercial integration, price and salary flexibility.

5.2 Exchange rate control and mailage_ment in Viet Nam
In Viet Nam, from 1994 to the end of .'1996, Vietnamese Dong fluctuated around 11,000VND/USD. This
prc':vc.d. that exchange rate regime of Viet Nam in that period had niain objective of ensuring stability of
exchange raite. In other words, Viet Nam followed then a fixed exchange rate regime, aiming at inflation
- controlling and cnhancing credibility of Viémamcse Dong In fact, Viet Nam managed mainly nominal
exchange rate between Vietnamese Dong and its pegging US dollar However, different studies have found
that aithough Viet Nam has success in managlng stable nominal exchange rate, but it makes Vietnamese
Dong gradually o_vervalued. Furthermore, as showed by experiences of some Asian countries, pegging of
| loc&il currency to another currency (US dollar) foi a #ery long period usually leads to overvaluation of the
former one and it is one of reasons of Asian financial - monetary crisis.
- Inrecognizing this situation, to get over adverse effects of regional monetary crisis, since 1997, Vietnamese
. Govcmiiich_t moves step by step from the stability-focused exchange rate regime to flexible management
regime. In reality, counting from 1997, exchange rate management in Viet Nam is carried out with increasing
ﬂexibiliiy but ensuring u.ltimate goal of currency stability. The trading band is widened several times,
accbmpaliying with changes in official rates in the years of 1997 and 1998. So, it is possible to say that
exchange rate regime ap[:ilied by Vict Nam during 1997 and 1998 was the managed floating regime. More
| precisely, local ciirr_ency was pegged to the US dollar with frequent adjustments,
: ln 1997 and 1998, the State Bank madé adjustments to exchange rate in considering necessary conditions,
as follows : _
- Evaluate de‘?elopménts of inflation in order to find out real appreciation of Vietnamese Dong
: rclatlvely to neighbors currencxes

- International trade situation at the end of 1996 and dirmmshmg 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, aithough 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 suitable adjustments to exchange rate so
that it can avoid market chaos that requires intervention from the State Bank and badly affects

national official reserves.

Interbank foreign currencies market is underdeveloped. That is why fluctuation band should be

determined carefully to encourage market operations.

L)

The practice of implementing monetary policy and interest rate management measures would
serve to set integrated set of sclutions concerning interest rate and exchange rate (to restrain
transforming flows from Vietnamese dong to US dollar 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 mentioned in part 1, changes in domestic exchange'rate and interest rate could affect

. capital outflows in the form of foreign currency deposits abroad.

Other psychologacal condmons in case of devaluation, people always fear of further devaluanon
| - This expectahon has distorted real demand of foreign currencies and puts pressure on exchange
rate. _

Especially since February 1999, the State Bank began to consider the average trading exchange rate in
interbank foreign currencies market as the officially announced rate. Exchange rate of corﬁmercial banks
was established on the basis of this official one with a maximum fluctuation band of 0.1%. Itis possible to
say that since then, the exchange rate was managed according to market principles. The. pré\}ailin'g exchange
rate control regime differs in certain ways to the previous_ones. However, because the interbank foreign
currencies market in Viet.Nam is still uﬁdefdeveloped in both trading voidme and mirﬁbér of panicipamé,
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 set an appropriate trading band in considering such
key factors as inflation, changes in domestic and external interest rate, international .trade sifuation in
géneral and balance of payment in particular, | '

At this time, Viet Nam does not have enough conditions to implem'cnf pure floating exchange rate
regime. This means that the government’s intervention in market can not totaﬂy ret__ndved. In céé._e of _neéessity,

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 economic shocks could affect Vietnamese economy,
too. Other considerations such as development of financial - monetary systemn, 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 dcvcldping and consolidating, beside which the relationship among
ﬁﬁanciél markets also has becﬂ 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 market and interest rate control

Banking credits market was the sole channel to transfer funds from surplus to deficit sectors in the
former ccbnomy.'l‘é date, bankjng credit has been regarded as a basic financing source to meet the needs of
funds. Oberatio_nhl characteristics of credit market in Viet Nam thus was affected heavily by credit control
and interest rate cth_rol of the State Bank of Viet Nam {SBY).

Thc SBV maintained the nominal interest rate at the fixed rate in a lengthy period, and this rate was
much lower 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, economic agents and individuals preferred valuable assets, gold and

| fpréign currencies to Bank depbsits and hence atempted to protect the real value of their assets. The credit
market depended niéinly o'n. the fiscal finance. _ .

- Beside the progfess. of economic reform, banking system also has been reformed since 1990, started by
splitting the n‘:lon'o-bank_ into two-tier banking system with two separate functions: state monetary
management and_bankihg business. The interest rate policy also has changed, beginning from an increase
in nomi.nai'in.terést rate in 1989. With the great effort to curb inflation, real interest rate was maintained at
the posit'iv.e level. This chmge' creased the incentives in economic agents and individuals to deposit their
__nioney into bﬁnk accounts. Mobi"li.sed 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, SBYV 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 SBV 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 actually 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 qon&ollihg mechanism” will be introduced.

Those steps in adjustmém of interest rate control aimed to interest rate liberalisation gradually and
carefully, matching'v.vith the different stages of the deve;lopment:of domestic ﬁhancial system. The deposit
rates at times évc_n exceed ihe__loan rates. This approach seems tobea paradox in banking business, but this
is likely to be suitable to the background of Viet Nam economy, sin this not only contributes to bolster the
demand for domestic currency deposits under the circumstance of cxchaﬁge rate uﬁcertainty, weakness of
official foreign reserve, currenpy substitution and the low confidence in the banking syste;xn, but also limits
the negati.ve effects of the increase in real intérest rate on the demand for investment. However, this appfoaéh
also léd to the acéumulation of excess liquidity in many commercial banks, ma.l_dng 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 iliegél cxchange'n'a.msactions. The use of USD was common in the
South of Vici Nam under the war. Post war, USD was a creditable iﬁstmmcnt to serve as store of value, unit
of account and medium of exchange under the circumstance of high accumulation rate of inflation and the
weakness in economic perfbrr_nance. Despite hoiding 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 payment transactions in paralle] market outside the govern_mént
controlling. |

Thus, the exchange rate policy in Viet Nam was too difficult to be used to intervene in the foreign

- exchange market. Until March 1989, Viet Nam government still maintained a mulﬁble exchange rate for
different tradé transactions. Though exchange rate was adjusted frequently, the official rate was still much
far from the rate in paralle! market. Actually, domestic currency tended to be ov_ervalue_& by SBV, causing

a great loss for exporters 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 exchange that had been traded in
parallel market into the banking system as well as to adapt the exchange system to the new laws liberalising
foreign trade and investment. In March 1989, by unifying all different exchange rates and publishing the
official rate closing the exchange rate in paraliel 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 ekchange in paratlel 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 Hoéhiminh city at August 1991 and in Hanoi at November 1991 in which the
SBYV introduced the maxiﬁum margin on either side of the official reference rate. However, those two

- floors seem to operate ineffectively. On 14 October 1994, the SBV set up the inter-bank market for foreign
exchange by the Decision aumber 204/QD-NH1 of the Governor, replaced two former trading floors. SBY

- introduced the band of 0.5% on either side of official reference exchange rate in which the selling and
buyiﬁg 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 daily transactions initially averaging about USD 3 million. In 1997,
because of the pressure to devaluation of domestic currency under the influences of the Asian financial
crisis, SBV again undeﬁmk a strﬁngcr measure in the reforming process: eliminating the official reference
exchange .rat'e, in stead of that thé SBV allowed commercial banks to tradé in the maximum margi'-n of
0.1% on the either side of the closing-rate of the latest session in fhc foreign intérbank market.

Thus, Viet Nam gradually has moved frorﬁ the fix exchange rate to peg exchange rate regime. It could be
appreciated about the reforming pfogress in foreign exchangé controi as followings: First, with the
devaluation 'qf domestic currenéy and maximum margin controlling for foreign cxéhange rate in trading
transactions, in an .efforts to decline'the inflation rate, Viet Nam not only has restored the competitiveness
“in the international mafket, but alsﬁ has .creatcd the favourable environments for setting up the official
foreign exﬁhangc market. Sécohd, the step by step movements from the fix exchange rate to the peg exchange

rate rcgimé substantially has limited the negative Effects resulted from the ﬂuctuations. of vehicle foreign
currencies in international markets, parti.c'u!arly the influences of the Asian financiai crisis on the very
: éxchange rate elastic market as Viet Nam. Third, the improvements in foreign exchange control has been
coincided with the economic- social stabilisation process, gradually adapting the market-oriented laws to

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

Securities market

_Tﬁe 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 market 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 brogress of .state owned enterprises
(SOE) eqﬁitizatioh. The Decree number 48/1988/ND-CP of the Government on securities and the securitics
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 rcspdnsible for the establishment
and governance the securities industry in Viet Nam. All shares and bonds iséued 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
Hochimjnh city and Hanoi have been esiablishéd by the Decisioh. number 127/ i998/QD_-'I‘Tg of ﬂle Prime
Mihistcr, ﬁn_d they have officially operated from mid-2000. .

In summary, the securities market can be regarded as a part of financial system in Viet Nam through

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

1. The relationsh'ps'_ exist among the credit market, foreign exchange market - .
and securities market.

The relationship exists among the credit market, foreign exchange market and secuﬁtieé 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 between this market to another cmés, influence the relationship befwecn fuﬁds '
supply and demand in those markets and finally lead to a change in the indicators reflecting the operétion in
concerned market. This part of paper will present the relationship exist among crédit marke;t, foréign exchange
market and securities market in Viet Nam. _ ' _ _ _

Financial market can be regarded as a channel to traﬁsfer funds from surplus sectors to deficit sectors.
Naturally the change in the financial market are resulted from the change in flows of fund aﬁd vice versa. The
chafacteristics of the change in funds flows heavily depends on the feature of the economj/ and dxe..fa\r.().urablc |
forms in which economic agents and individuals wish to hﬁld their surplus money. In Viet Nam, to dafé the
common forms in which the economic agents and individuals have preferred' holdiﬁg their moneys are'c_:ash, '
bank deposits, gold and vehicle foreign currencies (usu&lly in USD). The securities 'market has just deﬁéloped

at the primitive level, another financial assets are poor since they basically 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 extremely 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 opefates poorly with the limited debtors and depositors.

Until the financial system reform took place, the official foreign ckchange market had served for limited
traderé who weré allowed by regulation to operate in foreign trade with a fixed- multiple exchange rate
regime for different trade 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 exchange transactions. High degree of dollarization is the most
visible phenomenon in financial market in V.ict Nam. Foreign exchange ﬁansactions took place daily with a
large amount, outside the government controlling at the rate that was much higher than the official reference
rate- published by the SBV. Cléarly, dollarization has been an céonorrﬂcal phenomenon and popular habits for
a long time. : | |

The link between the credit market and foreign exchange market forms through two basic variables: interest
rate and exchange rate. The change in intérest tate in credit market may lead to a change in the flows of funds
affecting the relationships between demand and supply in the credit market and thereafter in the forcign
exchange market, in turn causing a change in foreign exchange rate. The following observation made from
1993 to 1999 gives the evidence of the interrelation between credit market and foreign exchange market,
through the substantiai change in foreign exchange rate in different periods.

._ " The geﬁeral approach of nominal interest rate in the observed time was adjusted going down, matching
with the declining inflation rate. The movement of foreign exchange rate also was appreciated as stable
approach a;ftcr the devaluation in local currency in 1989, 1990 and 1991. In 1994-1996, VND faced the
pressure to the appreciation. From 1997, the valuation of VND tended to decline w1th the insignificant speed.
. The fluctuation of exchange.rate happenéd in 1996-1997 resulted from the trend of interest rate in credit
market. After thé reform in interest rate poiicy, in the effort to attract surplus funds into the banking system,

: deposits interest rate has been maintained at the substantially high level, even higher than the average lévcl in

the world and rég‘;o'nal markets. Under the circumstance that thé 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 thcrc- were an abnormal increase in demand
for foreign exchange in market to méet the needs for L/C maturated, leading a pressure to the depreciatidn of
domestic currency. To solve this problem, the SBV had to broaden the band 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
consequence that théy are noi 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 syste.m'also made the problem even more serious. A
number of cbminéréiél banks allowed'enterprises to open the deferred letter of credit without considering the
financial abilities of the enterprises to bay the debts as well as tﬁc cdnceming trade risks. A number of
enterpriées that import goods through deféned .Ietters of credit were not able.to repay their debts to the bank
when those letters of credit was due, .contributed to raise the amounts of bad loans and ndn—performihg loans
in many commercial banks. | | _

The change in credit market énd foreign exchangé market in 1999-2000 also came from the similar éauses—
the gap between interest rates in international market and domestic market. Until June 2000, during over one

year, the Fed has raised the interest rate six times. According to that, European Central bank ECB also raised
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 interest rate to attract
foreign currencies into bank accounts. However, lending rate could .n.ot Be raised accdfdingly, because of the
interest rate ceiling regulated by the SBV. .Moreo_ver, the domestic credit market seems to be frozen and the .
investment absorption of the economy is very weak. Commercial banké are too difficult to eﬁténd credit to the_
economy. In 1998, many commercial banks faced the -accumulation of €XCess .liquidi.ty, since fhe rate of
capital mobilisation is substantially higher than the fate of credit extending. Many commercial banks has no
choice but continually declining the lending intércst ratc in attempt to extend the credit operations and drain
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 trade in USD, in fact there were a'large
amounts of VND drawled from bank deposits, transfer into USD and then deposii again into bank accouhts in

USD in order to gain the benefit from higher interest rate. USD mobilised fuhds increased dramaitically 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 mﬁxrkets (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
VND/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 linkagc 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 the contfary, the change in interest rate also leads to a change in flows of funds, affecting the
demand and sﬁpp.ly in for.ci.gn exchange market, and in turns changing exchange rate. 7

Another relation that can be taken inté consideration is arising wit.'h the es'tabtishfnent of securities market
of which the pfimitivc form is treasury bill and bonds mal_'kct. The establishment of treasury securitics .market
was the solution to drain the excess liquid‘ity in many commeréial banks under the circhmstance of credit
rationing. Witﬁ the absence of secondary securitics market, treasury securities were traded in the primary
market and they have been too difficult tb be sold for:public thoﬁgﬁ commcrc.ial banks v;rere a]lchd 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)
% e % successful Annuall
Year ﬁr:;:l:;s r:griz:)r‘;?iljn registration/ Sucbcitz,lssshll bids/ average c{n
: i auction registration off yield

1995 3598.3 : 976.4 : .
1996 4190.0 8171.1 195% 29175 . 35% 8.10%
1997 51300 6371.2 124% 4020.7 63% 10.20%
1998 4400.0 6364.5 190% - 30116 36% 11.64%
1999 3650.0 8240.0 225% 3218.0 39% 8.95%

The linkage between the credit market aﬁd T-securities market is formed fhrough interest rate and the
financial assets liquidity tré&cd in the markets. Until now, one of thé main reasons why the T- securities
market has not attracted commercial bank to invest is the difficulty in moblhsmg long term capital in the
market whercas T- securities maturates usually are over one year and low liquidated.

" From the observation in the operat:on of treasury securities market from 1995-1999 (see table 1), it can be

seen that the amount of success-fu.l bids increased, reached a peak in 1998 and then decreased in 1999. In
1698, the auctlon yleld increased dramatically, thus the amounts of successful 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 registration 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 bitls

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.

SBY

Treasury bills and ' . Foreign exchange
 bonds market 44— | Commercial banks | +—»

: l '

I K \ Houschold and
nsurance companies enterprises
{ Credit market Corporate shares and
v 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-1980s and she debends on the international
market as a small economy. For a long time pu.rsuing. a fixed exchange ratc.rcgimc with the stric.:.t‘ foreign
exchange control, the official exchange rate proclaimed by the SBV was much. far from t_he real exchange rate
in curb market. After the devaluation occurred in 1988-1991, from the end of 1?91 the official 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 fluctuated. This
section of paper will present the relationships exist among money supply, interest fatg:_and foreign exchange
rate under a small and open economy with an ckchange rate regime managed by the SBV during observatibn
period 1993-1995. . - -

To clarify those relationships, _this section will use two basic _i'l'\dica_tofs of money supbly: 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
SBV balance sheet is important source that {ead 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% 1% 17% 8% 48%
Net domestic assets 18% -6% 9% -6% 0% 2%
Net credit to the economy -19% -8% 12% -6% 5% -6%
Net claim 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% 1% 8% 50%

The relationship between reserve monéy and interest rate

Thé relationship between reserve mdney and interest rate did not move as the expected trend. If
pursuing the tight moneta:y poliéy, the intércst rate tends to be raised. Actually, interest rate in credit
fnarket was adjust_ed.do'wnward. This approach arises from the operational features of credit market in
Viet Nam as followings:

Firstly, interest rate in the banking system was not adjusted by the relationships between demand and
supply in the credit market, 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 des_irable levels because of the interest rate ceiling. Despite the official
interest rate published by the SBV has been adjusted frequently in line with the .market signal, but it
usualiy has been impdsed .adn.l.inistratively on deposit money banks, and it has been considered with the

_ targets ;o.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 inslmfnent to restrict the undesirable growth rate of
credits to the economy until 1998. Therefore, the credit ceiling played.the decisive role to compress or
exlﬁand .th._e. credits to the economy.

. .'.I'hird]y, there are another credit rationing originated from the economy that cause the distortion in the
.relat'ionships between credits and in_terest rate, even without credit ceiling and interest rate ceiling. Those

- lied in the restr_ictibn of current lending regulation in commercial banks, for example probiem of the
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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 generally 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 cxchangc rate can be formed

" by two ways: The first, by indirect mechanism through the credit market. In conducting an cxpansionary

monctary pollcy, the central bank increase the growth rate of TESErve money by the increase in net credlt
to the economy, raising supply of credits and declmmg interest rate. In the dcvelopmg economy with the
assumption that the absorption of the economy is high, a failing in mtercst rate wnll cncouragc thc
domesuc investment demand, raising the aggregate demand in the economy as well as increasing demand
for 1mport goods, particularly in a developing country the share of material, equipment and machines in
total imports osually is high. The balance of payment tends to be deﬁcit, making a pressure to the

domestic currency depreciation.

" The second, through direct mcchamsm if the expansionary monctary policy is conductcd through

" foreign exchange market. The central bank can pump money tn to cuculatlon by sellmg domestic currency

and buying foreign currency in the market, raising the demand for foreign exchange and making the
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pressure to domestic currency depreciation.

With the feature of the interest rate control and monetary policy instruments in Viet Nam, the first
mechanism to transmit the change in reserve money to the change in foreign 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. rapidly, especialiy in 19947(inc'rease_d
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 (see table 2). The SBV has bought '
a large amount of foreign currencies in order to raise the for.eign reserve whereas the forcign exchange
rate was maintained stabilisation, even VND tended to bc. appreciated in 1994, 1995 and 1996.

In 1994, 1995, the trend of foreign exchange supply and demand altered dra_matically: .from. the pdsition
that supnly of foreign exchange exceeded dcmand for foreign exchangc in'. 1990- ._1991, in 1994-1995
foreign exchange supply was mach higher than its demand in the market. ’fhis trend originatéd from the
reform in foreign exchange controt approaching to iibcralisation. A 'l.arge amount of foreign exchange
floating in paralle! market was attracted into the banking system. The flows of foreign'cnfrencics from

abroad residents also increased. Domestic interest rate of USD was allowed to be higher than that in the



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 thé foreign exchange rate policy, another measures in foreign éxchange control also
‘was applied, for example from October 1994, the government nasrowed 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 credit with the proportion of money
deposit for security amount to 80% of total L/C value from previous proportion of 20%.

The similar change for the reserve monéy occurred in 1999 with a strong increase in net foreign assets
whercgs the foreign exchange rate fluctuated 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 po.licies on foreign exchange: declined the surrender l;equircmcnt
from 80% to 50%, the flow of foreign currencies from abroad residents also increased. Interbank market

" for foreign exchange operated éctivcly, with the supply of foreign exchange often exceed the demand for
foreign'exchange. Reserve money was raise& by 50% in 1999 in which net foreign assets increased by
50% compared with 1998, welghtmg 48% in the growth rate of reserve money (see table 2). Morcover,
it can be seen that the SBY pump a substantial amount of money to raise the forengn reserve, since
currency in c1rculatlon mcrcascd by 58.96% compare with 1998.

From above'obs'efvation, it can be seen that the relation between reserve money, particularly the net
foréign assets and exchange rate is not very clear. The change in the structure of SBV reserve money and
the upward trend in net foreign assets gives the evidence 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
stabilisation under the influénce .of.changes in demand and supply. However it is too difficult to assess

" the degree and abilities of the ISBV_in affecting on movement trend of foreign exchange rate, since the
SBY ..imervention in the market often took place beside the progress of reform in foreign exchange
controi. Morcov.ér,' the intervention of the SBY implemented when VND faced the pressure to appreciation.

 This is inside ability of the SBV. But it is too difficult to give similar conciusion if VND face the

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

_ The relationskip among broad money, interest rate and foreign exchange rate
Broad tﬁoney M2 can be regarded as a main indicator of money supply especially with the target on
curbmg inflation ot' the SBV because of the close relationship between the growth rate of broad money and

mﬂauon rate in Viet Nam. The followmg part will present the relationships exist broad money, interest rate
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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 M1/M2 Foreign deposits/M2

1990 0.33 0.47 0.32
1991 0.32 0.45 _ 041
1992 0.39 0.55 0.30
1993 - 0.44 059 - 0.23
1994 . 043 0.50 0.22
1995 036 : 0.50 0.21
1996 0.35 052 ' 0.20
1997 0.30 0.49 - 023
1998 0.27 045 025
1999 0.29 045 0.26

MO is a quite large component in broad money M2 (amount tﬁ 44% in total in 1993) {see table 3).
Most of MO circulates outside the banking system, meets the dernands for retail trade of consumer
goods, farming products and foods. This cqniponcnt in broad money has been tended to go down in
proportion in line with the progress of the development of the banking system and financial deepening
of the economy.

Demand deposits (M1-MO) are used to meet the needs for payments uansact:ioné _amo.ng economic

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

' of broad money has changed with the stable trend, depehding on the fluctuation of the ti'ading,

business activities and production cycles as well as the capac:ty of the bankmg system to meet the
demands for payment transactlon '

Time and saving deposits, commercial bank bills and bonds has ch_anged 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. o

Foreign currency deposits amounted to co_nsidci-éb!c proportion in broad money, reflecting the
degree of dollarization in Viet Nam ﬁnanciﬁl market. The prbponioﬂ of foreign currenéy deposits
in the banking system reached the peak in 1994 (amount to 41% in broad money) when there was a

fever Uf foreign exchange in the market, pushing the forcngn exchange rate up strongly.

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

1699, it can be seen that two major elements that are lhe most important elements 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 prc_;ﬁding credit for budget

deficit was limited from the beginning of the financial system reform pfogress._'_f'he 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)

Ttems 1991 | 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% 1 -10% T% 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% | 34% 19% | 33% | 23% | 23% | 2% | U% | 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 ﬂle beginning of 1990s. Until 1998,
the growth rate of broad mon'ey has been restricted directly by the credit-ceiling instrument, especially in

| 1992, i993 and 1994, In addition to that, interest rate ceiling also has been maintained administratively
until the beginning of 2000. Therefore, the relationship between broad money and interest rate has not
been formed completely. The following section will make an observation about the relationéhip between

- broad money and interest rate under the diréct_ intervention from the SBV on both with thé time of
observation in 1950-1999.

From 1992-1994, wiﬂl the first steps on the progress of financial sectors reform, the supply of credit in
the banking system increased s&ongly as a result from the inércasc in. the flows of fund in VND as well
as in USD into commercial banks. Whereas under the influence of the downward trend in nominal
banking interest rate, net credit to economy rose diamatically. The increase in net credit to the economy
was the main factor thaf led to the increase in the grbwth rate of broad money (see table 4), Credit ceiling

~was used as a basic monetary policy instrhmént with the various ceiling allocated to every commercial
bank in order fo limit the excess growth rate of credit to the economy in cﬁrbing inflation.

From 1995-1996, the grow[h rate of broad money approa'ched with the stable trend. The increase in
broad monecy was kept.in line \.Vifh the target in curbing inflation, and to bolster the growth rate of the
economy. Although .the credit to the economy wa§ not the factor that led to the increase in the growth
rate of .broad 'ﬁioney, it still played the key role in the growth rate of broad money. In 1997-1998, the
growth of economy. showed thc signal of stagnation, credit market seemed to be frozen because of the
weakness in absorption of the economy. Using the credit ceiling. to conduct monetary policy was terminated
since 1998 when it no longer opérated effectively. Moreover, 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 economy 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 to quantify this relation with the absence of market
mechanism to transmit the change from interest rate to broad money and vice versa. However, in
considering this relationship under direct intcrven:tion of the SBY, it can be concluded as follows: During
1991~l994, downward trend in interest 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
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To analyse the rclatlonshlps between broad money and foreign exchangc rate, the followmg section

will use the figures and real life change during 1991-1999 to illustrate. This section focuses on the

changes in 1991 and 1999 when there were the certain fluctuations in foreign exchange rate and broad
mohey. |

In 1991, the domestic.currer.lcy was devalued strongly. This change originated from the distortion
océqrred before, since the nominal foreign exchangé rate was maintained at a fixed rate. Official foreign
éxchange rate separated from its real rate. in paraliel market. VND was overvalued by the SBY, cauéing
a great benefit for importers and the same loss for c_iporters aﬂd ma.king a serious disequilibrium between
demand and supply in foreign exchange market. The change in Northern of Europeaﬁ market also declined
the flows of foreign currency frbm the SEV group whereas the demand for foreign exchange to import
the material, machines and equipments increased rapidly. VND faced the strong pressure to the devaluation.
Even though the SB.V 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 exchange rate increased by 84%. Finally, 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 largé amounts of VND was transfer in to USD. The for'eign.
cufrency depo.s'its soared. Commercial banks held a large amount of USD, pushing up the proportion of
foreign assets in total assets of the bahking system. It can be seen'in table 4, net foreign assets weighted
52% in the growth rate of 79% of broad money in 1991. By administrative measures in foréign éxchange
control to limit the using {oreign currency in trans‘actiohs, the SBV attempted to stamp out the fever on
foreign exchange in the market in 1991. In 1992, foreign exchange moved to the Sta_bilised 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
felt 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
market (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 SBV, as a result, domestic cﬁrrency depreciated insignificantly. In 1999, net
foreign asséts 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 foreign assets weightéd 30% in 42%
of total growtﬁ 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 ekchange rate as Happcncd Vin 1991, but.originated from the gap between domestic and international
interest rates. Due to the inc_rease in USD in the international market, commercial banks accelerated the
foreign currenc:y mobilisation in domestic market to deposit into foreign banks in order to gain the
benefit from the international higher interest rate while the domestic credit market was likely to be
frozen. The demand for foreign ckchénge rose and its rate tended to be pushed up.

summarily it can be concluded about the relationships between foreign exchange rate and broad
mohcy 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 money through the rise in
net foreign assets in the banking system. On the corntrary, a rise in net foreign assets in the banking
system affects to the demand for foreign exchange, causing a rise in foreign exchange rate in the market.
The second, .the movement of foreign exchange rate in long run matched with the expected trend when
central bank pursue a tight'mor-letary policy in which the valuation of domestic currency wouid be
appreciéted. However, this rélatioﬁship seem to be neither stable nor completely effected by the
intervention of the SBY by buying or selling foreign exchange in the market. Actually, this relation Qas
affected heavily by the change in measures, mechanism, regulations and rules in foreign .cxchange control

and cxcha.nge 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
foliowing contents:

- Develop the securities market including primary and secondary markets. This development will be
completed with the progress of equitization of state-owned enterprises.

- Inforeign exchange market, the SBV will encourage commercial banks to develop new operations
such as Forward Swap, Option. The SBV gradually liberate the foreign exchange rate, allow the
foreign exchange rate to be adjusted according to the relation between supply and demand in the
market. _ _ '

- Inline with the progress of financial sy's.tem reform, the SBV will research and allow applying new
financial assets in order to strongly develop the monetary markets. Treasury bills and bonds will play
a more active role in adjusting 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 ﬂexibfy to intervenc in the market in_ conducting the monetary pclicy. The use
of direct monetary policy instruments such as credit ceiling, interest rate ceiling has been tefminated._
With the “basic interest rate controlling mechanism” the SBV has alrcady control]ed the interest rate

' according to the relation between credit supply and demc.nd in the market.

- With above stages in financial sector reform, the flows of fund move among credlt market, foreign
exchange market and sccurmes market will changc Any change in one market will qulckly lead to
another change in the other markets, forming the interrelation among them

In stead of concentrating all flows of funds into the banking system ore speculating in foreign exchange
market in order to protect the purchasing power of money, a part of the surplué funds will be invested directly
to joint stock enterprises through securities market in the form of corporate shares and bonds. The itﬁprov_emcnt
of the secondary market will speed up the progress of equitization of state-owned enterprises.

The existencc of the securities market will affect strongly to the credit market throcgﬁ the qualifying
relations as follows: The first, an efficient secondary market will provide the market indicators and information
about the customers through which commercial banks c.an define excctly the crcditwcrthiness and risk in
credit operation, accordingly to decide to invest into credit market or into securities, diversifying thc 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 rcdcccd, accordingly commcrcial‘banks are ablc
to reduce their noh-performing loans in thc credit market. The third, with the capital mobilisatioh in securities
market, the credits wili not is the unique source to finance the deficit of fund in entcrpnscs market nsk

therefore will be reduced for commercial banks. The fourth, with thc appearance of a number of ﬁnancml
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assets that can be trade [lexibly 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 securitics. 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 securities 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 securities, 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. Under the change in flows of fund between credit market and sccuritics market,
' the bank interest rate will be adjusted downward.

Alternatively, the change in domestic curfency with the downward trend in value will affect on the credit
market and securitics market through the change in flows of fund because of expected devaluation. Capital
outflows will rise. This approach will lead to a reduction in demand for securi.ties in the domestic financial
market; pushing the price of domestic securities down and interest rate of securities up. This cha.nge in turn
will lead to an increase in ﬂows of fl_md from the credit market to g.ain profitability, accordingly bank interest
rate will also increase.

In summéry, the change in the relationships among the credit market, foreign exchange market and securities
market can be defined as foilows: First, the flows of fund will be more sensitive to the change in interest rate
and fdreign 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
cozﬂplexly. The ilbility to intervene 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 fela!ionshiﬁ among money supply, interest rate and foreign exchange rate _

.Monetary poiicy continues to be iinplemcmcd targeting on the domestic price stabilisation. The use of
direc.t mon_etary- po_liéy instruments such as credit ceiling, interest rate ceiling will be eliminated. “Basic
intcrést rate controlling mcchanism”. has been used by the SBV from the mid-2000 éccording to which, the
lnterest rate is adjusted frequently and pubhshed in line with the relation between demand and supply in

credlt market Indlrect and oriented market based instruments such as open markct operation has already
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applied from 12 July 2000. The Law of State Bank of Viet Nam defined OMOs as the operations in selling
and buying the short-term securities implemented by the SBY conducting national monetary policy. Through
OMO, the SBV increases inoney 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 financiat
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 suoply in the
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 accordihgly the aggregate
demand and import demand will increase. The capital outflows will ﬁoe because of the downward trend in
domestic interest rate, effecting the deficit in current account and capital account balance and pressure to
depreciation of domestic currency. Thus, the ability to control the monetery pol.icy in line with the target of
the SBV depends heavily on the creditability ahd precision of the forecast about reserve supply and demand
in the banking system according to which the SBV is able to make suirable, sound and desirable decision

when making intervention in monetary market.

The reiatiohships among brorrd money, interest rate and foréign exchange rate

Forergn exchange rate stabrhsatlon will be the bahrc goal in foreign exchange control and exchange rate
pollcy of the SBV. With this approach, it can be predlcted that the relatronsl‘ups among broad money,
interest rate and foreign exchange rate in the short run is quite clear. In accordance with the reform _
directing to the liberalisation in foreign exchange control and exchange ra.te 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 higher level and the com_!ertibility of YND is
improved. Foreign exchange rate become even more sensitive to the change in foreign exchange market
when the trade in foreign exchange can be implemented eﬁsily and flexibly throogh meny types of trading
contracts in derivatives. The upWard trend in the excharrge Tate elasticity of capital flows requires the
central bank to intervene actively in market by buying or selling foreign exchange to stabilise the exchonge
rate and restore the external equilibrrum in the market.

To restore the internal equilibrium, the next step should be uodertaken by the central bank to control the
growth rate of broad money in domestic market targetmg on stabrhsatron of domestic prrce level. Sterllrsatron
of capital flows should be possible. In principle, with the appearance of the secondary security market the
SBV can implement the sterilisation pohcy through the securities market by selling or buylng treasury or

- central bank bills and bonds. However, imperfect caprtal market in Viet Nam as many emerging cconormes

this sterilisation should be taken in to consideration some effects on mterest 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 expansion of credit to the economy and uncontrollable 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 a'nalysing'the relationships among interest rate, foreign exchange rate and broad money,
it can be scen that; With the progress in the liberalisation of interest rate control, the relationship exist
among intcrclst rate, foreign exchange 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, acéordingly to define the suitable target in conducting monetary policy.

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

The continued re.form approaching to liberalisatiori is the necessary requirements for the government in the
countries that is in transition from pian to market'economy. However, the Government should establish a
strong position for themselves to take thé 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 change in the financial markets.

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

For the banking c.redits market, strengthening the banking activities and developing a competitive
én\_rironments should be possible as the first requirements. Restructuring the banking systém should be the
privilege solution that Government undertakes to create a confident and healthy banking system. Insolvency
commercial banks should be merged or bankrupted; T.he bad loans or no.n.—pcrform.ing loans should be resolved,
especially the bad loans from the former state-owned enterprises.

Crédit rationing should be terminated, government need to solve thc probiems of collateral. The direct
intervention on the lending decision of commercial bénks shoﬁ!d be eliminated. The solution for rexﬁain

“problems in credit inafket sho'ﬁld 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 securities 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 abnormél change in the market. The
effects of speculation in the market should be limited.

Operation of foreign exchange market should be stabilised with the foreign exchange rate policy. Until
now, capital flows have still been restricted by foreign exchange control. In the future, this restriction shoutd
be terminated if SBV foreign reserve is strong enough to intervene in the market when facing the abnormal
change in the demand and sﬁpply in foreign exchange market.

In summary, with the progress of financial reform approaching to liberalisation, the relationships émong
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 market mechanism to affect on. the flows and
structures of fund formed in each market, in order to reach the goal of monetary policy. The abiiity and degree
by which the SBV can influence on the market co;mpletely depends on the héalth and strength of the”banking

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

medium-term
credit
operations

No.367/QD-NH1 dated 21
December 1995

SBV Governor's Decision
No.200/QD-NH1 dated 28
June 1997

Subject Name of the regulations Executive summary
Mortgage, SBV Governor's Decision | Promulgating Regulation on Morigage, pledge and guarantee for borrowing bank loans
pledge and N0.217/QD-NH1 dated 17 S
guarantee for | August 1996
borrowing bank o o o _

{loans Government's Decree - . | Promulgating Regulation on auction of assets
No. 178/1999/ND-CP. ~ :
Government’s Decree Regarding collateral on loans from credit institutions
No. 86/CP dated 19
December 1996
Long and $BV Governar’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 YND-denominated
loans and foreign currency-denominated loans. The principles of credit: the borrowed funds must be used effectively in accordance with
specified purposes 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 SBV Governor’s Decision No.367/QD-NHI 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
No.381/QD-NHI dated 28
December 1995

SBV Governor’s Decision
No0.241/2000/QD-NH1
dated 2 August 2000

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

- Short-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)

SBYV 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 interest 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 o short-term loans: 0.3% per month

- As to medium and long-term loans: 0.5% per month
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Subject

Name of the regulations

Executive summary

Refinancing
interest rates

SBY Governor’s Decision
No.244/QD-NH1 dated 1
October 1994

SBY Governor's Decision
No.40/1998/QD-NHNN1
dated 17 January 1998

SBY Governor's Decision
No:238/2000/QD-NHNNI
dated 31 July 2000 -

The refinancing inferest rales that SBV charge commercial banks, development and investment bank and Agricuiture Bank are 100% and 95%
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 institutions is 1.1% per month

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

Promulgating Rule of short-term credit operations with regard to economic entities for supplementing shortage in working capital of the

Short-term SBY Governor's Decision
credit No.198/QD-NH 14 dated - | borrowing entities. The borrowing entities musi be profit-making entities and have collateral or being guaranteed by the third competent party.
operations 16 September 1994
.| SBY Governor’s Decision | Amending borrowing conditions: as evalnated, 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 State 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 marker 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 SBY. -
SBV Governor's Decision | Providing for principles of determining selling and buying exchange rates by credit institations which are allowed to conduct foreign exchange
No.45/QD-NH dated 27 operations. The trading band around official exchange rates announced by SBYV 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 transfer: 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 shore-term L/C,
No.207/QD-NH7 dated ! | 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
SBY Governor's Decision | Providing for principles of determining forward and swap exchange rate by credit institutions which are aliowed 1o conduct forward and swap
No.16/1998/QD-NHNN7 | foreign exchange operations as follows: ‘ : S
dated 10 January 1998 The margin over the spot rates is 1% (for 1-month term), 2% (for 2-3 month term), 1.5% (for 1-2 month term), 3% (for 4-5 month term), 3.5%
o (for 5-6 month term).
SBV Governor's Decision | Providing for principles of determining exchange rates by credit institutions which are allowed to conduct foreign exchange operations,
N0.65/1999/QD-NHNN7 | The margin between spot exchange rate of VND vis-a-vis USD and the average interbank exchange rate of the previous day which is announced
dated 25 February 1999 by SBV can not exceed 0.1%. '
Foreign Prime Minister's Decision | Providing for the opening of foreign currency accounts by organizations, econonic 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 transactions as well as foreign exchange
operations made by credit institutions and foreign exchange bureaux which are previously stipulated in SBV's Decisicns from time to time. In
addition, the Chapter VI and Chapter VII provide for the powers and responsibilities of SBV in regulating standard gold and the exchange rates
of VND vis-3-vis foreign currencies. :
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Interbank markets

Name of the regulations

Executive summary

Subject
SBY Bills

- SBV Governor’s
Decision No.211/QD-NH1
dated 22 September 1994

Regulation on the issuance of SBV bills aimed at creating instruments for conducting monetary policies from time to time, 3BV 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 SBV.

SBV Governor’s Decision
No.89/QD-NH9 daied 28
March 1995

Establishing markets for trading bills among banks belonging 10 SBV.

Treasury Bills

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

Promulgating Regulation on the organization of bidding of Treasury Bills. Bidding of T-Bills 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
minimuam face value of T-Bills is VND! million. Terms of T-Bills are 1-month, 3-month, 6-month and 9-month. T-Bills are issued in the forms of
boek 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 Departments 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 II, Section I, T-Bills are provided for.

Bonds

SBY Governor's Decision
No0.212/QD-NH1 dated 22
September 1994

Rule for the issuance of commercial banks’ and development and investment bank's bonds. Bank bonds are Jong-term debt instruments in the
capital market in the form of FOU 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 | 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 mobilize funds in international markets for financing
investment and economic development in Viet Nam. There are 3 types of international bonds:

- Government bonds

- Bank bonds issued by state-owned commercial banks

- Corporate bonds issued by state-owned enterprises.

This Decree has specxﬁc pmvn,lons on the duties of Ministry of Finance and SBYV in regulating the issuance and effective use of different types of

bonds.




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 markets. Here, the fund allocation
process is done through various methods, which make the fund providers and fund seekers may dlrcctly or
indirectly met through financial instruments and intermediate financial institutions such as commercial banks,
financial compames insuarance companies, investment funds, etc..

Typically, the financial markets are divided into two types of market. The first market is the monetary
‘market which includes interbank market, exchahge 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, moﬁgage market and the most important market—securities marker. These classifications are
based on various terms that basically are considered as follows:

' Firsrly; in term o.f. the maturity time of a loan, fund is sepafateed into short-term and long-term funds.
Short-term fund is not collectively provided; it basically consists of payment means and is considered the
subject of the monctﬁry market. Lhng-term funds are normally put into large channels with mass volumes to
satisfy demands in investments and productions. They are gathered at large trading sites and considered the
main subjéct of the capital market. _

Secondly, in term of the methods of fund mobilization, it is sorted into direct and indirect mobilization.
And there are two types of market that are correspodmg to these two methods, the monetary market (that
specializes in indirect mstruments) and the capital market (that specnallzes in direct instruments).

In reality, it is hard to clarify the line that scparates these two markets from each other because it usually
- blend into each other and one nﬁy have iﬁnpact on the other as well. Fluctuations (in prices and interest rate)
in the monetary market will trigger changes in the capital market. In contrast, changes (in stock index and

prices) in the capital market may as well affect the monetary market.
(1) The monetary market

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

the source that provndcs 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 oriented economy). At this state, the monetary market has also achieved a high level of
development and it could pcfform open market activities due to the participation of the Central 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 eac'h_ 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 represents the lending relationship between credit institutions, and among
the credit institutions and the Central Bank as well. '

- The short-term securities market (including the open market) is a place for those short-term debt
instruments such as Treasufy bill, promissory note, commercial paper, certificate of deposit and
other short-term valuable papers to be tradéd, transferred or exchanged. _

- - The foreign exchange market is a place where businesses involved in selling or buying, transfering,
borrowing and lcnding of fofeign currchcics are taken 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 markct for short-term debt instruments that include Treasury bill, State Bank bill,
certificate of deposit and other short-term notes to be tradcd” _

* According to Atticle 70 of the Law of Credit Instltutlons “Credit institutions are allowed to pamcnpate
in the monetary market held by the State Bank, that includes Treasury bill auction market, domestic currency
market, and foreign cdrrcncy interbank market, and other markets for short-térm inétruments, 'whi'ch. is
specified by the State Bank”. Thus, the rﬁonctary 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 notes.
The monetary market performs two main functions:

- First, it prov1des financial instruments for the Central Bank to realize the monetary policy. The
open market activities prov1ded by the Central Bank include the services of scl]mg and buying
short-term debt instruments in the monetary market. The Central Bank may use this activity to
control capital reserves of the commercial banks, the level of credit capability and money supply.

- - Second, the monetary market allows funds to move from those who have surplus funds to those
who ﬁave a shortage of funds, and from those who without productive investment dppOrtuhities to
those who have such opportunities. By doing so, the monetary market cont_ﬁbutes to higher productiod
and efficiency in the overall economy. Generally, in a economy, the lenders-savers are individuals

and households, and the most important borrowers-spenders are business firms and mc'govenuncnt.
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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 commercial banks, non-bhanking financial institutions joint the marcket
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 monetary 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 commerciél banks. That is that besides keeping their payment ability, it has to find the
way to earn the highest profit for each of their single investment doliar. The participation of individuals
into the monetary market depends on their attitude toward money saving or valuable papers, and depends
on the motivation of keeping cash and keeping those papers. This participation is usually to do payments,
to provide protection' and prevention to unanticipated .risks, and to earn profits from investment.

The credit markct'opcr.ates_ throuph the business of providing credits to enterprises. Its operation can
also be seen in the activities of discounting, rediscouhting of monetary market instruments, which aim to
- control the-amqunt of short-term funds. The instruments that being used by the commercial banks and the
Central Bank are: | . _ _

- Treasury bili: this is a Government bond that was issued by the State Treasury with the maturity
of one year or less. Ev.en 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 be easily transferred in the secohdaty market. Therefore, when the commercial
banks encounter difﬁcu.lties in credit debt Balance, they often invest in Treasury bill in order to
circulate their frozen fund. And the Central Bank employed the open market activities including
bills té manage the volume 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 coﬁsigned goods. In other words, commercial papers are
special notes, which the ho'ld_cr.s of these notés have a right to claim for payment at the maturity
date. The commercial papers include:

+ Bill of cichangé: this is a writtén'notc given by the seller to the buyer by which the seller

instructs the buyer 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
warehouse will deliver the goods to the owner of the goods or to any other person specified by
the goods owner 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 thﬁt individual, which is
indicated on the recéipt. The certificate have also stated that its holder will receive interest periodically
and the whole principal when it come to the maturity date. The holder of this certificate cannot
ﬂvithdraw the money before the maturity date. However, this certificate can be converted into cash
in the monetary markets. The United State in the 60s already had secondary monetary markefs that
provide services of selling and buying of those certificates before its maturity dates. Typically, face

values of those certificates of dcpo'sit are very high, and they are ﬁsualiy issued in order to raise

 additional fund for the banks to satisfy the demand for loans of their clients and to deal with the

Situa;ion of cash withdrawals. The buyers of these certificates can bé the government agencies,
large enterprises, charity organization's, inéurance companies, pension fﬁnds, or foreign financial
institutions... _

Barnkers Accebtance {(BA)is thé valuable péper, which stated the order for uhcon_ditional payment
of a specified amount, at a certain time for the owner of this paper. This kind of banker’s acceptance
is “approved™ by the bank, it means thai the payment 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, thch 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 specifically 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 relationships, payment as well as other social and cultural

relationships between countries.

The foreign exchange market is very necessary for individuals, enterprises, 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 processed 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 'Cur.rency Options .Markct

-~ The Currency Deposit Market, that specializes in the services of borrowing, lending of foreign

CUTrency.
In those markets,

+  transactions in the foreign bank-note market, spot foreign exchange market, forward exchange
maﬂcet, and in the currency sWaps market afe: exccuted through the over-the-counter market (the

* OTC market).

+  transactions in the cui’rency 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 Fofeign_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 spccd 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 frequent, instant and
synchronous. This is the reason to eiplain 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 non-stop 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 aiso 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 exchange market
- Basic function of the foreign exchange market is generated by the straightforward development

trom 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 value of the currencies is determined

in accordance with the market rules of §upply and demand.

b

Through the use of the foreign exchange market, we can assure the collected amount of export,
the payment amount of import, the investmeats and loans denominated in foreign currencies. 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 membcrs 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 achicve the goal of the
currency poiicsv 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 meémbers can
be expanded to enterprises {usually large enterprises which involve in import and export activitics),

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
ﬁnancia_l instruments such as Stocks, bonds, etc.. Compare to monetary market instruments, the ﬁnanciai
instruments of the secuﬁtics market are usually longer in their maturity (normally over one year), higher in
their interest, but also have higher level of risk.

In the history of creation and development of the financial markets, the monetary market has been
created first due to low demand of fund in the populatibn and most people concentrated in short-term

. funds. Then along with economic development, the demand of long-term fﬁnds for investment has
abproachcd and giving .chancc to the birth of the securities market, which responded to these kind of
demands. '

.Thc operation of the sccxl.xritics' market can be seen in two different types of market, the primary markef
and the secondary market. The primary market is the issuing market of financial instruments for the purpose
of ralsmg fund. In other words, through the primary market, the Government and enterprises can issue
secuntles such as shares and bonds in order to raise fund from institutions and individuals, who possess
surpius funds, for their business and production. This process has increased the overall investment fund for
the entire sdciety.-The secondary market is a place where issued financial instruments are traded. This

- process is simply to replace:thé ownefship, it did not increase fund for the issuers. Securities tradings may
take.plaée at the Stock Exchange or in the OTC market.

The legal enut:es that participate in the securities markets include:

_ The securities issuers: they are enterprises that issue shares to raise fund or issue bonds to make
loans.-Therc isa relatlonshlp created between companies and shareholders or between the companies
and lenders (bondholders). Besides, the Govemlﬁem can also issue bonds in order to raise fund for

 the social and economic developmcnt programs, and to support their limited budget.

- The financial 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 middiemen 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, exchange macket) and the'capital market (the securities market) have shaped up close
relationships, influent and impact on each other. Hisiorically,.the mbnetary market was considered to be
the earliest market with the function of raising savings and providing short-term funds for investments.
The next were the process of international trades and the introduction of international payment between
countries due to different currencies and these helped to create a niaricet for foreign currency exchﬁnge (the
foreign exchange market). The latest is the sec‘uri.ties market. This market provides and allocates long-term
fund in order to overcome the difficulties of thé monetary market, where only shdrt-ten_n. funds can be
found, and accordingly has created a united entity for the financial markcf. _

' Through the above research and analysis of the financial markets, it can be seen that there is a close
relationship between these markets. Firstly, both the monetary market (credit and foreign exchange markets)
and the capital market are links in a whole monetary-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 sj'stem. For instance, a change in the interest rate will trigger reau.:tion.s 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 thrdugh any monetary and financial ¢crisis. On thf.:'other hand,
following the development of the economy, the financial market is every day being improved with more
Sophisticatcd and more complicated transactions, this makes the traditional separated line between financial
instruments or between these markets become relatively unclear. The ﬁnéncial iﬁstnimenfs are frequently
used in different markets, and exchanged to each other. New ﬁna.ncial'inélmnu:ms are develdped continuously
in which there are many mixed financial instruments with characters that used to be existed separatq.:ly.and

used to be specific characters of different 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 markels)
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 wilt
trigger certain changes in the foreign exchange market. This relationship 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 enviston the relative growth of 'proﬁts of the currency 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 cormmesponding
change of exchange rate in the 'foreign exchange market.

- Inthe same given example, if the Central Bank intervenes to maintain the fixed exchange rate
associated with.the Band A currency, they may have to sell their A foreign currency in order to
buy B domestic currency. This 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 unchanged). .1.\5 obvious as it can be explained, changes in the fcréign exchangé market
'(here is the intervention o.f'the Central Bank in the foreign exchange market) could certainly pull
along changes in the mbnctary market. | |

- 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 monetéry market.

A currency swap is a transaction of bﬁying and selling simultaneously one foreign currency, however,
- their values may vary day by day. Aétually, this is an interest swap transaction but is priced and traded in

the fbreign_exchange market.

The relationship between the monetary market and the securities market is represented through the
instmmeﬁts of interest rate and cxchahge rate, which in turn impact on the securities’ prices. The
movements in the securities market often link élosely to the macro-economy. Among two kinds of the
basic commodities traded in the sccurities_markets {shares and b(_mds), the bonds are mostly controlled
by the nlarkgt;s interest rate. This interest rate, howéver, is usually affected by the economic activities in

' gene’rél and interest poliéy of the Central Bank in particular. 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 domestic 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 arghe_d that inflation and interest are the two macro-factdrs that
have influence on the prices in the securities markets, Interest is the factor that causes direct
impacts on securities’ prices by changing the yiéld requested by the investors wﬁen they determined
to invest in those securities. If the market shows the sign that the Central Bank will cﬁange the
discount rate and rediscount rate, there will be immediately':i change to the money sﬁpply and
credit i:rovided by the commercial banks, as well as the prices of securities. However, the levels
of impact on shares and.bonds are different. |

The interest impact on bond’s price: It..is clear that the value of a bond is the total future returns of the
bond at the current time. The total future returns of the bond is équb.i to the S.pec.iﬁed. interests and it’s
princibal. When converting the future value to the present, we must use discount rate and investor
requéstéd yield of that bond, the higher the interest, the more the bond will l.)e_'dis_counted., and the lower
the bond’s value will be. In contrast, the lower the interest, the less the bond .will be discoﬁntcd, 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 (réiscd), and the bond investment demand will strongly -
increase. | | _

The interest impact on stock’s prices: 'l;_l'\e 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 relation_ship, and it does not oceur in one-way direéfion. The fule 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, = DIVY/ (r-g)

- In which: Py is the present stock price; DIV 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 corhpany.

In contrast with all of the above situations, the interest going down will cause similar opposite
consequences. This can be argued that the relationsﬁip 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 changc 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 seems
likely that thc_.rclationship between interest and stock’s price is often contrast to each other becausc in
case of market’s interest is to rise, driving dowri the share’s price, then the inveétors 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 of the relationship between money sdpply; interest rate and exchange rate

- ‘Basically, all of three above factors are the consequences produced by different interventions. However,
they all are iusi_rﬁinents using by the monetary policy that were directly employed in cases, which required
quick résblutions for the occurrence of economic unbalance symptoms. In feality, 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 ih par with the growth of the interbank market.

The move to raise the discount rate and accdrdiﬁgly limiting the éirculating money may lead to a
decrease of inﬂatiorj rate and a ris¢ of foreign éapital flow (it is the benefit of payment baléince of the
economy), also a possible down in foreign exchange rate. A backward move otherwise will lead to
negative consequenses in contrast. In fact, the given resolution may be more complicate when éxecuting
because a raise of interest rate on loans in one country may e.fﬁciently affect another couﬁtry. If these
countries are also raising theif discount rate, then the flow of foreign capital avail to the economy not
necessaryly iﬁéréasing. To a certain extent, the flow of foreign capital will have a great influence on the
inflation rate. If the Central Bank buys foreign currencies deposited in commercial banks, then though
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 capitat volume.
Open market activities

The Central Bank may adjusi the circulating fund volume by-sélling (buyingj most of
Government securities (mainly short-term bond) .l'rom commercial banks. When it buys
Government securities, the creditability of commercial banks will increase and vice-versa. In other
words, the event of buying Government securities of the Central Bank .w.ill indicate that theré is
an increase of circulating fund volume, and consequently a down of interest rate. These activities
will affect the 'payme:.lt balance dependiﬁg on:

- The capability of foreign banks to reserve and to trade with securities denominated 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, the Central Bank not only obliged 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 cxpénditurc 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
mdncy in the circulation. This amount bf money then is reinvested into those short-term and mid-term

prdjects; 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 bﬁy back these Treasury bills from commercial banks. Doing so, both
the Ccn.tral.Bank and the commercial banks have genérated more money for the circulation and thereby
affect tb_the interest rate, which could lowers the interest rate.

The paymcnt 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 moﬂey in the circulation. Ho@evér, in case that the Central Bank just buys back a moderate
amount of Treasury bill (such as Tr_easury note or commercial biil) or limits the use of the profit earned

from discount of the commercial banks, then this method can be considered as direct one.
M'o'rtgage credit

‘The Central Bank uses this method to provide credit to commercial banks in order to raisc the volume
" of .money in the ci_rcuiation. Tﬁc payment balance is affected by the practice of providing mortgage

- cr;edit in form of foreign currency and by the use of this type of credit in overseas. The mortgage credit
s q.uitc similar to the discount of Treasury bill. The considering differences are:

* - " The Central Bank may ask for the Treasury biil 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 rate function, the higher is the interest rate, 'the
higher opportunity cost for.nor'i-interest déposit, and the smaller reserve to be. In a constant env ironfneht,
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 inciuding deposit denominated in foreign
currency. At this point, réising the level of foréig.n'cul"rency reserve may increase the foreigh capital,
reducing foreign currcnéy.rcscrvc can lead to the loss 6f foreign capital. Suppose that the creditability of
commercial baﬁks is not limited then the niandated reserve wﬂl ﬁave multi-face impact on deposits. This
impact may reduce the cfficiency of mahdatcd reserve. Howevcr, the mandated reserve is still considered
as a great method because if directly concerns about the creditability of commercial banks, tﬁen the
banks are persistently support this method. _ |

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 reserve provides the Central Bank an instrument needed in some cases. Among other
roles may involve, the change of interest wiil occur when the minimum level of mandated reserve is
changed. Raising the level of mandated reserve will lead to a ﬁse of interest rate (mostly in the tﬁonetary
market), the reason is that conuneréial banks will try to recover their reserve’s shortage 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
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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 Bank

can also affect the volume of circulating money direc':tly'by setting regulations on liquidity. That is to |



buid a mechanism and a relationship 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 will 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 forei gn currency creditability - the commercial banks respose to the decision
of the Central Bank to raise the level of mandated reserve through the act of raising the interest rate on
moﬁey deposit denominated in foreign currency (no impact on the payment balance).

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

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

. The mcthod.of setting maximum credit limit mhy have great influence on the amount of money in the
circulation. There are two basic ways to set ﬁp‘ the limit:
| - Setting a relative limit showing a maximum level of credit that the Central Bank may be ready
to providé to the commércial 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, éspecially the absolute limit, is very efficient for use but only in special cases because it
can directly intervene into the commercial banks’ activities, causing a flow of strong protests from those
commecial banks. Therefore, credit limit should be used very cautiously and different fof different
commercial banks, until then this method may prove itself as an effective tool.

Exchange rate intervention

The goal of the intervention is to affect the change of exchange rate in order to alter the amount of
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