INTEREST RATE AS AN
INSTRUMENT FOR TAPPING
SOURCES OF MEDIUM- AND
LONG-TERM CAPITAL

Three different interest rates
are charged according to the term of
the loan: short-, medium- and long-
term rates. In Vietnam, however,
sources of long-term capital are very
limited, so there are only two rates:
short- term, and long- and
medium-term ones. In addition,
most economists agree that the
longer the term the higher the
interest rate because of the degree
of risk involved.

1.Supply of medium- and long term
loans in Vietnam

Before July 15, 1996, the me-
dium- and long-term rate was al-
ways lower than the short-term one,
therefore all commercial banks were
reluctant to supply medium- and
long-term loans because long-term
loans brought in lower interest and
bigger risk, and moreover, comimer-
cial banks couldn’t find out sources
of long-term capital.

In addition, it seemed as if the
central bank paid no attention to
the supply of medium- and long-
term loans by commercial banks,
and companies didn’t need long-
term loans to improve product qual-
ity and competitiveness.

On July 15, 1996, the central
bank, by issuing the Decision 191-
QP/NH1, made the medium- and
long-term interest rate higher than
the short-term one (1.65% a month
as compared with 1.60%). The dif-
ference of 0.05% a month, or 0.6% a
year, between them wasn't big but it
could encourage commercial banks
to start supplying medium- and
long-term loans.

On August 27, 1996, the central
bank reduced the long-term lending
rate to. 1.35% a month and the
short-term rate to 1.50% (the differ-
ence was the same). On Sep. 27,
1996, the central bank, in its Deci-
sion 266-QE/NH1, increased the dif-
ference to 0.10% a month, or 1.2% a
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year (1.35% minus 1.25%). And af-
ter that, the central bank, by issu-
ing the Decision 197-QBD/NH1 on
June 28, 1997, reduced al interest
rates but the difference between the
long-term rate (1.10% a month) and
the short-term one (1.00%) was kept
unchanged. In this period, all com-
mercial banks supplied more me-
dium- and long-term loans because
the demand for them increased re-
markably. These meant that many
companies were able to increase
output, import new technology and
improve product quality and com-
petitiveness. Realities in 1997
showed that many locally made
products were more saleable than
imported counterparts, and export
value became higher than import
value, thereby reducing both trade
gap and deficit in the balance of in-
ternational payments (see Tables 1
and 2). Particularly, in bank credit
supply, long-term loan increased
faster than the short-term one (32%
in comparison with 20.5%)
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the difference between the medium-
and long-term lending rate (1.25% a
month) and the short-term rate
(1.20%) was reduced to 0.05% a
month, or 0.6% a year. This fact
makes us wonder whether commer-
cial banks will keep on supplying
medium- and long-term loans in
1998 or not. (see table3 next page)
The resolution made by tl\e VCP
Central Committee of the 8" term
in its 4" conference said that “ (we
must) accelerate the economic re-
form, make the best use of internal
strength, improve international co-
operation, and save up for industri-
alization and modernization in
order to achieve all aims planned
for the year 2000”. To maintain
high growth rates constantly and
steadily in years, Vietnam must
make enormous investments while
both government and private invest-
ment made every year is small
That is why all companies have to
depend on banks for medium- and
long-term investment. But, as was

Table 1: Import & Export in 1996-97 (US$ mil.)
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Source: Théi Bdo Kinh Té Viét Nam

Table 2: Balance of Payments in 1996-97 (as % of GDP)

Balanee of trade

i 1996 A
Balnee of S il 454 83
A f 0 55

Bnhmcc of payments on current account

Source: Thoi Bdo Kinh Té Viét Nam

However, according to the Deci-
sion 39/1998/QD-NHNN1 issued on
Jan. 17, 1998 by the central bank,

stated above, the low lending rate,
especially the medium- and long-
term one, leads to the low deposit



Table 3: Adjustments to the Ceiling on Lending Rate in 1996-98 (% per month)

i July 15, | Aug. 27, | Sep.27, | June 28, | Jan. 17,
1 1996 1996 1996 1997 1998
| Short-erm rate_ 1.60 1sof 125 1.00 1.20
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Source: Vietnam State Bank

rate, and as a result, commercial
banks can’t secure medium- and
long-term capital to supply medium-
and long-term loans.

2.Medium- and long-term capital of
commercial banks

According to the central bank,
commercial banks are facing many
difficulties in mobilizing medium-
and long-term capital because of the
following reasons:

-Capital accumulation is slow,
and savings are small.

-Value of the domestic currency
isn’t stable; the exchange rate is
changeable, so the public is reluc-
tant to deposit money with banks.

-Regular adjustments to the ceil-
ing on lending rate make both com-
mercial banks and depositors lose
all interest in medium- and long-
term loans.

-Instruments for mobilizing long-
term capital and a secondary mar-
ket are still lacking.

Although effects of interest rate
on the capital accumulation are rec-
ognized, the central banks has
failed to control the interest rate in
a way that could help commercial
banks attract long-term deposits
and create necessary instruments
for mobilizing long-term capital
while the need for it has been very
great. Many commercial banks have
had to turn some 20% of short-term
deposit to long-term loan. This
measure can’t be taken for long and
the central bank had better not en-
courage commercial banks to do it
because it can harm the bank’s sol-
vency.

At present, HCMC banks offer
the following deposit rates:

the difference between other kinds
of deposit (all differences are 0.05%

. a month).

As for banks, if they pay a 1.00%
interest rate to a 12-month deposit
then the interest rate after making
10% required reserve will be 1.11%.
This means that the interest rate on
24-month deposits is lower than on
12-month deposits because the bank
isn’t forced to keep reserve for 24-
month deposits. Income-conscious
depositors will think that banks cut
down their income when they make
24-month, instead of 12-month, de-
posits.

terest rate of 0.09% (or 1.20% -
1.11%) when the required reserve
isn’t taken into consideration. Re-
garding the 36-month deposits, the
deposit rate will be 1.29% a month
but the bank can’t pay it because it
is higher than the ceiling set by the
central bank.

In spite of the difficulties in mo-
bilizing medium- and long-term
capital, the central bank has set the
following targets for commercial
banks in 1998:

-Medium- and long-term capital
represents some 15% of the total
capital mobilized.

-Up to Dec. 31, 1998, medium-
and long-term loan must represent
34% of the total bank loan.

-Medium- and long-term loan in-
creases by 22% in comparison with
1997.

These targets seem out of reach
for commercial banks because the
only way for them to achieve these
targets is to turn part of short-term

‘deposit to medium- and long-term

loans. Moreover, the first target is
also hard to achieve if the interest

Table 5: Suggestions about higher deposit rates

The Table 5 suggests three solu-
tions to the interest rate on 24-
month deposits. If the Solution 1 is
adopted, the interest rate offered
(1.10% a month) will be lower than
the interest rate on 12-month de-
posit after the required reserve is
met (1.11% a month); therefore it
isn’t attractive. With the Solution 2,
the bank will pay an interest rate of
1.15% to 24-month deposits, 0.04%
higher than the interest rate paid to
12-month deposits. If the bank
adopts the Solution 3, the difference
between those two interest rates

Table 4: Deposit rates offered by banks in HCMC (March 1998)
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The data show that the medium-
term deposit rate isn’t attractive be-
cause the difference between
interest rates paid for 12-month and
24-month deposits isn’t bigger than

will be 0.20% a month and the in-
terest rate will be 1.20% a month. It
is acceptable to most depositors.

As for banks, with the Solution
3, they will have to pay an extra in-

; e

| 3-month ] G-m{)nlh—{‘)-mmllh
| deposit | deposit | deposit | deposit 1 deposit | deposit

- pESl LAGROS) | /CEPOSI | eps iai | L el

S - '

Current deposit rtes ! 0.85% | U.‘J{l%! 0.95% 1.00% | 1.05% |

Ealata o e A P B Lo [N O b ,

Solution 1 [ o.ss# 090%| 095%| 1.00%| 1.10% , 1.19%

Solution 2 | ossel  000%|  095%| 1oow! 115 | 124%
- —_— e ——— bo—_— §—— —

Solution 3 | 085%| 090% 095% |.nn'§=! 1.20% | 1.29%

rate isn’t high enough to encourage
both the public and commercial
banks pay attention to long-term in-
vestment. Currency conversions in
the past showed that the public held
some 70% of currency circulation
and some 20 million of gold taels
(equalling US$7 billion). This was
really a great source of dead money
that the banking system had better
find measures to tap.

3.Solutions

As we know, interest is the price
paid for the use of capital, so it
plays a decisive role in attracting
capital, especially medium- and
long-term one. The mobilization and
supply of the medium- and long-
term capital must meet three re-
quirements regarding interest rate:

-The longer the term of the loan,
the higher the interest rate, and
vice versa.

-The lending rate rises as the de-
posit rate rises, and vice versa.
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-The difference between the
lending rate and the deposit rate
must be reasonable enough to en-
sure profit for commercial banks.

In addition, the control over in-
terest rate must aim at targets set
forth by the national development
programs. In Vietnam, the policy on
interest rate must aim at stabilizing
the internal value of the currency,
controlling inflation and speeding
up economic growth. So the above-
mentioned requirements must be
handled in a way that is appropriate
to targets pursued by the interest
rate policy. ’

In this direction, we can suggest
two solutions:

problem is arising from this policy:
the medium- and long-term deposit
rate must be high enough to attract
long-term capital from the public
but it is also low enough to encour-
age new investment in production
and ensure reasonable profit for
banks.

To solve this problem is to en-
sure interests for the public, the
banking system and companies. At
this point, it seems that the central
bank has only paid attention to its
interests because the ceiling on in-
terest rate on medium- and long-
term loans set by the central bank
has never been reasonable enough
to encourage both commercial banks
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a.Making the medium- and long-
term deposit rate higher than the
short-term one: As was stated
above, the deposit rate for 24-month
deposits must be 1.20%, or at least
1.15%, to facilitate the mobilization
of long-term capital.

b.Rising the lending rate on me-
dium- and long-term loans: If the
difference between the lending and
deposit rates is 0.30% a month
(lower than the maximum difference
of 0.35% set by the central), the
ceiling of medium- and long-term
lending rate must be somewhere be-
tween 1.45% and 1.50% a month.

However, the Government is try-
ing to keep the interest rate -low
with a view to encouraging invest-
ment and production, therefore a
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clares that the interest rate policy is
kept flexible but in fact, adjust-
ments to interest rates have been
always made slower than changes in
the market. At present, the central
bank had better raise the ceiling on
interest rate, especially on medium-
and long-term interest rate, because
the exchange rate of the VND to the
dollar is falling and the inflation is
showing upward tendency. In order
to avoid sudden changes, the central
bank can raise the ceiling on short-
term loans to 1.35% a month, and
1.50% on medium- and long-term
ones, increasing the difference be-
tween interest rate on short-term
and on medium- and long-term to

Yo IRAY LAISEAE 7

Frems vl T 2% D) A o Gy

and potential depositors.

In fact, the interest rate on
short-term loans charged by com-
mercial banks has been higher than
the interest rate-ceiling set by the
central bank. Many commercial
banks have paid a deposit rate of
1.05% a month to 12-month depos-
its. If the required reserve is in-
cluded, the interest rate on
12-month deposits has amounted to
1.17% a month. Therefore we can
deduce that commercial banks

couldn’t charge interst at 1.20% a -

month and they had to charge an
interest rate of at least 1.50% on
short-term loans while the ceiling
fixed by the central bank is still
1.20% a month.

The central bank always de-

0.15% a month with a view to en-
couraging the supply and demand of
medium- and long-term loans.

In the coming years, the central
bank had better allow the interest
rate to vary to a certain extent from
the fixed ceiling on the interest rate
with a view to helping commercial
banks enjoy more autonomy in
working out their business strategi-
ess
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