in international trade, in
handling matters relating
to policies on domestic and
foreign economic activities,
therefore without a correct
knowledge and a method of
handling it appropriately,
disastrous  consequences
will be inevitable.

To pose the problemin
such a manner doesn’t
mean that I want to uphold
this economic category of
great importance, but I
want us to realize the role
of the exchange rate and
thereby understanding it
correctly. Misunderstand-
ing it or understanding it
incorrectly, and then mak-
ing errors in handling the
exchange rate will make us
pay the penalty for it.

lar, Japanese yen, German
DM, etc.) has recently
aroused a lot of contro-
versy. In general, many
people think that the pre-
sent exchange rate applied
in Vietnam tended to ap-
preciate the VND against
other currencies leading to
an unfavorable balance of
payments. The other opin-
ion maintains that the cur-
rent exchange rate was ap-
propriate to present condi-
tions but in future a float-
ing exchange rate would
have to be adopted. Both
opinions were based on the
comparison of purchasing
power of domestic currency
with those of foreign cur-
rencies and considered this
relation as the main and

TO KNOW AND MANIPULATE

THE EXCHANGE RA

I. INFORMATION ABOUT EX-
CHANGE RATE

Exchange rate 'is an
economic category relating
many other ones and acts
as an instrument for affect-
ing foreign trade, and at
the same time, as a factor
of great importance to
monetary policy of a na-
tion. That is why the task
of learning and applying
the exchange rate, a special
kind of price, becomes a
measure of managerial
skill and ability to control
the national monetary pol-
icy, and affects-directly or
indirectly, favorably or un-
favorably-the economic
growth and stability, and
the stability and purchas-
ing power of the domestic
currency.

For centuries, the hu-
mankind has faced this im-
portant matter and has
tried to approach it in order
to master it and introduce
an appropriate exchange
rate and use it as a positive
instrument for regulating
the economy, but results
achieved didn’t - always
come up to their expecta-
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tions.

This phenomenon re-
sulted from the fact that, as
economists put it, the ex-
change rate is a “price of
prices”. It is affected by
made factors and hard to
understand because of its
abstraction. However, the
exchange rate is what peo-
ple have to think of every
day, every hour, and use it

In recent years, inter-
national forums and con-
ferences have witnessed
the presentation of many
different, or even contra-
dictory, opinions about the
exchange rate. But each
opinion has its own theo-
retical and practical bases.
In Vietnam, the exchange
rate between the VND and
other currencies (US dol-

TE
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only factor in determining
the exchange rate.

To form a general and
exact view on the exchange
rate, we had better review
systems of exchange rate
and bases for determining
the exchange rate.

As we know, many ex-
change rates have come
and gone: the multiple rate,
fixed exchange rate based
on the sterling, and after
1947, on the US dollar. The
fixed exchange rate system

- came to an end after the US

dollar was devaluated two
times and it was replaced
by the floating exchange
rate system. Under a free
float system, exchange
rates between currencies
are determined by many
factors . (the purchasing
power of a given currency
is one of them only). The
main factor is the balance
of payments of the nation
in question, and more im-
portantly, the supply of and
demand for a certain cur-
rency. The demand for and
supply of the currency con-
cerned, in their turn, are
affected by the interplay of



:
:
:
|
:
:
:
\
:
»
:
:
:

market forces (real de-
mand, speculation, prefer-
ence for certain currencies,
etc.)

But when we consider
the supply and demand re-
lation as the decisive fac-
tor, we should answer the
question: What determines
the supply and demand re-
lations? To find an answer,
many economists returned
to the balance of payments

. of the nation concerned,

that is, examined the bal-
ance of trade for values of

- vyisible imports and ex-

ports; the transaction of
services for international
service supply; the capital
account of the balance of
payments for- movements
of investments; and trans-
action of aid and immi-
grant remittances for uni-
lateral transfer of currency,
etc. Finally, they affirmed
that there was no unique
factor determining the ex-
change rate. Recently, a
study carried out by IMF to
order placed by APEC Min-
isters: of Finance into
changes in exchange rates
and influence of these
changes on trade and in-
vestment in OPEC coun-
tries has' introduced the
Big-Mark exchange rate
based on the purchasing
power parity theory, and
this exchange rate was re-
futed right away.

These data show that
the task of fixing the ex-
change rate is very compli-
cated. Since the day the
fixed exchange rate system
was replaced by the float-
ing exchange rate system,
the world has undergone
an experiment with more
failure than success. The
failure came from the
wrong realization of the ex-
change rate and the plac-
ing too much emphasis on
market forces, or in other
words, from the blind cult
of the invisible hand in de-
termining the exchange
rate. That is why only a
short time after the float-
ing exchange rate system
was adopted (from March
1973 to June 1976) many
countries came to the Ja-
maica Conference and is-
sued a joint communiqué
advising governments

adopting a managed ex-
change rate. The transition
from the fixed exchange
rate to the managed foating
exchange rate is a land-
mark in the process of re-
alizing and controlling the
exchange rate, the recogni-
tion of the strength of the
public hand, or the govern-
ment intervention in fixing
and handling the exchange
rate. From these data, we
can draw two conclusions:

Firstly, we shouldn’t
base the exchange rate on
the purchasing power of
the currency as the only
factor.

Secondly, the ex-
change rate should be con-
trolled by the government
and the government inter-
vention is necessary when
there is an unfavorable
change.

However in the mar-
ket economy the govern-
ment intervention must be
different from what were
done in the centrally
planned economy. In the
market economy, the inter-
vention must come from de-
mand of the market. The
government, and its cen-
tral bank, must change it-
self into a part of the mar-
ket acting as a buyer, or a
seller, in order to affect
supply and demand forces,
make them meet at a inter-
section which could create
the most favorable condi-
tion for the economy and
the stabilization of domes-
tic currency, because mo
economic stability and de-
velopment could be ob-
tained without stabilizing
and raising the purchasing
power of domestic cur-
rency.

I hope that the above-
mentioned analyses are
enough to refute the opin-
ion considering the pur-

chasing power of two cur- :

rencies concerned as the
only basis for fixing the
exchange rate between
them. This opinion goes
against the theoretical ba-
sis and against the nature
of the exchange rate as
well. If this opinion is ap-
proved and applied to the
economy, disastrous conse-
quences will be inevitable.

Il. SOME OPINION ABOUT

THE WAY WE HANDLE THE
EXCHANGE RATE

To handle the ex-
change rate at present and
in the future, we should
consider it against a back-
ground of international
economic relations, of the
interplay of various factors,
and particularly, we should
consider it as an important
part of the national mone-
tary policy. Based on these
requirements we should
orient our thinking to-
wards the following direc-
tions:

1. It’s necessary to un-
derstand that the exchange
rate is a kind of price, and
as a price, it requires us to
recognize and handle it in
a manner appropriate to its
nature. However, it has a
wide-ranging effect, that
is, when changes in ex-
change rate become greater
than an admitted extent, it
will affect prices in all mar-
kets (commodity market,
credit market, foreign ex-
change market, etc.). More-
over, the exchange rate, in
general, is one of variables
in the economy (these vari-
ables have effects on each
other). So in many coun-
tries and in Vietnam as
well, the task of controlling
the economy has faced the

contradiction between the .

stability and the rational-
ity of exchange rate. Reali-
ties show that the stability
and rationality could be
suited to each other, but in
long position, they hardly
harmonize well with each
other, even in developed
countries. A report made by
IMF in 1977 said: “Since
1973, fluctuation in ex-
change rates tended to bal-
ance inflation rates in
great developed countries,
but it was only a tendency.
In the long term, hardly
the prices and exchange
rate change at the same
degree but changes in ex-
change rate are usually
greater, or smaller, than
changes in price levels”.
So we must make a
choice and the priority is
usually given to the stabil-
ity. As for the irrationality
of the exchange rate, differ-
ent measures will be taken
to improve it. Of these

measures, we must pay at-
tention to the way to con-
trol inflation rate in order
to raise the purchasing
power of domestic cur-
rency. The Jamaica Joint
Communiqué is also based
on this argument when it
advises governments to
take measures to maintain
the relative stability of the
exchange rate. Therefore,
stabilizing the exchange
rate must be the target in
the long term and the in-
evitable tendency of the
task of handling the ex-
change rate of the world
and of Vietnam as well.

2. To achieve this tar-
get, emphasis should be put
on the role of the govern-
ment, or on the central
bank to be precise, because
the central bank is consid-
ered as the body carrying
out the monetary policy, in-
cluding the task of control-
ling the exchange rate. Ex-
perience we obtained in the
past shows that the control
over exchange rate must
originate from the market,
and the central bank, as a
participant in the market,
must possess not only abili-
ties to intervene if need be,
but also methods of direct-
ing and managing, so it can
intervene at right time as
required. To realize this
task, in my opinion, the
following principles must
be observed: .

a. We should regard
the exchange rate as one of
other prices because of its
nature. So it’s necessary to
watch changes in both for-
eign and domestic markets,
and then to use different
instruments to intervene in
the market with a view to
achieving intended results.
However, the intervention
of the central bank is con-
ditional upon the fact that
these changes originate
from the supply and de-
mand relation as stated
above.

If these changes come
from the inflation, we must
find out causes of inflation
in order to prevent and con-
trol them. To use foreign
exchange reserves to stabi-
lize the exchange rate
when inflation occurs is a
suicidal policy because it
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exhausts the foreign ex-
change reserve when the
fall in value of the domestic
currency is caused by the
inflation.

b. In regulating the
exchange rate, we
shouldn’t deal with the pur-

chasing power only, be-.

cause thinking through to
adjust the exchange rate by
decreasing the value of do-
mestic currency when its
purchasing power is on the
decrease can lead to noth-
ing but economic shocks,
and more importantly, the
vicious spiral of increasing
inflation and decreasing
exchange rate. In such
cases, it’s necessary to
separate relatively these
two variables from each
other, and find out causes
of inflation in order to curb
it or reduce it effectively.
After this was done, we can
obtain a stable monetary
system with an exchange
rate which has been stabi-
lized before. Any adjust-
ment of the exchange rate
based only on the purchas-
ing power is nothing but a
passive, temporary and un-
acceptable measure, be-
cause it goes against the
nature of the exchange
rate, and particularly, de-
nies all other factors affect-
ing the exchange rate in
the market economy.

c. After adjusting the
exchange .rate, it’s neces-
sary to take measures to
keep it stable and create
favorable conditions for the
foreign trade. The method
of using exchange rate to
encourage importation or
‘exportation, as we must un-
dertand it, is very relative
and  limited, because,
thinking through, there is
no economic activity hav-
ing an one-way meaning.
The exportation, finally,
aims at importation, there-
fore if an exchange rate fa-
vors exportation, it alse
discourages exporters
when they want to import
something. This relation
must be sustained and set
against a background of na-
tional monetary and fi-
nance policies.

The above-mentioned
principles reflect main
measures to stabilize the
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exchange rate in long posi-
tion and make adjustments
to it in short position. This
means that, the stability of
the exchange rate becomes
a red thread running
through the process of ma-
nipulating monetary and fi-
nance policies as effectual
instruments for achieving
economic objectives.
Because the exchange
rate has wide-ranging ef-
fects and great importance
to the economy, all signs of
simplification and subjec-
tivity in handling and con-
trolling the exchange rate
will certainly lead ‘to’ bad
results. Human experience

“accumulated by taking part
in international trade, es-

pecially in - the market
economy in the world and
in Vietnam as well could
provide us with a lot of
examples of success and
failure in dealing with the
exchange rate. Fortu-
nately, although Vietnam
has just made a transition
from the centrally planned
economy to the market
economy, but the way of
handling and controlling
the exchange rate in recent
years has reflected abilities
of monetary authorities to
manipulate such an impor-
tant instrument as the ex-
change rate and help to re-
alize the national mone-
tary policy.

However, facing such
a complicated and abstract
category as the exchange
rate, nobody dare think
that one has mastered and
manipulated the exchange
rate very well. The ex-

change rate as J.M. Keynes .

puts it, has two-sided ef-
fects: it is an effectual in-
strument for stabilizing the
monetary system and the
economy as a whole, but if
we handle it incorrectly, it
will become an obstacle to
the economic stability. I
think that this opinion is
worth thinking about when
we have-to deal with the

- exchange rate every day. I

hope that my. above-men-
tioned opinions will help to
find out the right way to
approach this difficult and
complicated economic cate-

gory m

In August 1996, although
natural calamity causes se-
rious losses to the northern
provinces but the prices of
food, foodstuff saw no con-
siderable change, the coun-
try’s price index dropped by
0.4%. This is the third suc-
cessive month from June
until now with the fall in
price index. So, the price
index in the first eight
months is only up by 2.2%,
lower than ever and out of
expectation. The prices pro-
ceeded like that and what
is the inflation? ,
There can be different
opinions on how to access
the inflation rate, but in the
past our inflation rate was
regarded as consumer price
index in the market. When
I met Mr Micheal Bell, per-
manent representative of

‘the International Monetary

INFLATION OR
DEFLATION -
CAUSE AND
HOW TO SETTLE

by Dr. NGUYEN PAC HUNG

'Fund (IMF) in Vietnam, I

asked him whether the way
to figure out the inflation
rate in Vietnam is different
from the international
practice or not. Although he
said there was no difference
in general, but he thought
some prices were not in-
cluded and our calculation
is still different to some ex-
tend from regional coun-
tries. But anyway, the price
fluctuation, or recent infla-
tion trend caused the public
anxiety, and different solu-
tions to this problem as
well, of which the solution
of credit and foreign ex-
change rate is stressed.

In theory, there are
causes of inflation, they are
excessive money supply, de-
mand pull and cost - push.
Similarly, deflation is the
shortage of money in circu-
lation, production, and the



