Policy in the Ye

ccording to esti-

mates by Heritage

Foundation of
Vietnam’s indicators of
economic liberation in the
years 1999- 2005, the Viet-
namese exchange control
was marked 1 (in a scale in
which 1 is the highest and
5 the lowest). The ex-
change control policy, how-
ever, revealed some
shortcomings. We had bet-
ter look back on the policy
in these vears to identify
both achievements and
problems to be dealt with
when implementing the
exchange control.

1. The fixed exchange
rate system before the
Asian financial crisis

Besides the encourag-
ing success caused by the
floating exchange rate in
1989-92, there were many
problems this exchange
rate: periodic shocks at the
end of the year or quarter;
sudden rises in the infla-
tion rate; widespread use
of the U.S. dollar in mak-
ing pavment: imbalance
hetween zones and indus-
tries; series of bankrupt-
cies at the end of 1991;
slow rises in the foreign
exchange reserve in 1989-
91; burdens of high rises in
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Table 1: Relations between the nominal rate and PPP-based rate

1992 1993 19494 1995 1996 1997
Nominal rate (in the VNID) 11,179 10,640 10,955 10,970 11,100 11,175
Vietnamese CP1 100 105.2 120.3 135.6 141.7 146°8
American CPI 100 103.0 105.6 108.6 111.8 1143
PPP-hased exchange rate (VNID) 11,179 11.388 12,702 13.992 14,132 14,320
Dillerence between PPP-based e
and nominal rate (%) 0.00 7.03 15.94 2755 27.31 28.14
Source: Tai Chinh magazine. February 2004
Table 2: Trade gap in 1993-97 (USS billion)

Indicalor 1993 1994 1995 1996 1997
lixport 298 405 5.20 71.33 9.27
Lmport 3.92 5.83 8.16 11.1 11.7
Trade gap -0.94 -1.78 -2.96 -3.77 -2.43

Source: Vo Tri Thanh ed., Exchange Rate Arrangement in Vietnam: Information Content and Policy

Option, 2000.

foreign debts on the na-
tional budget, ete.

To deal with these
problems, policy makers
decided to shift to the [ixed
exchange rate system. In
addition, necessary infor-
mation about the official
rate, market rate and price
index was made available;
and the government tried
its best to increase the for-
eign exchange reserve and
formed the price stabiliza-
tion fund.

The following Table 1
shows changes in the
nominal exchange rate

Figure I: Vietnam's foreign exchange reseve in
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from 1992 to the Asian fi-
nancial crisis.

The Table shows that
from 1992 to 1997, the
nominal rate was rather
stable. However, in com-
parison with the PPP-
based rate, the 1997 nomi-
nal rate was 28% lower
than the real rate, and this
means that the VND rose
by some 28.14%. That is
why the absolute trade gap
rose steadily (see Table 2).

The stability of the
nominal rate in these
vears, however, helped
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stabilize market prices
and inflation, and encour-
age foreign investment,
thereby allowing  the
growth rate to rise. This
stability made the VND to
be overestimated, which
encouraged foreign  debts
for ineffective prujects be-
cause investors thought
the foreign exchange was
cheap. This situation, in
its turn, led to the unsus-
tainable development and
danger of unstability.
Changes in the infla-
tion and exchange rates in
1993-97 shows that the
VND price on the market
tended to stay stable or
rise. This is not an encour-
aging sign because it im-
plied many unfavorable
consequences, An overesti-
mated VND reduced the
competitiveness of Viet-
namese goods and services
on foreign markets. It not
only limited the export,
promoted the import; but
also put pressure on local
production of exports and
import-substitution. Al-
though the demand for a
lowered VND was on the
increase, many people
failed to realize it hecause
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the pressure didn't re-
flected in the financial and
monetary system of a Viet-
nam in its transition peri-
od when the State control
was very strict and the
economy was still closed.
Moreover, initial achieve-
ments of the economic re-
form partly covered the
problems caused by the
economic development, in-
cluding the exchange con-
trol policy.

2. The fixed exchange
rate with a narrow band
from July 1997 to Febru-
ary 1999

The Asian financial cri-
sis took place during this
period. Vietnam was also
affected. In  addition,
shortcomings of the ex-
change control in 1993-97
became more serious when
the crisis spread, which
forced Vietnam to adjust
its exchange control policy.

Table 3: Some macroeconomic indicators in 1993-97

The crisis made many
Asian currencies fall
against the dollar. In 1996,
th.‘.:it‘ currencies
strongly against the dol-
lar, which made the VND
become more overesli-
mated in comparison with
them.

In the period from 1992
to July 1997 there was
only one time the band
was increased from _1% to
_5% on Feb. 27, 1997 but

rose

Indictor 1993 1994 1995 1996 1997
Growth rale (%) A 8.0 4.5 .3 8.1
Inllation rate (%) 5.2 144 12,7 4.5 3.6
11 (USS billiong 24 5.5 6H.Y 11 8.00

Table 4: Adjustments to the exchange rate and band

e

Previous mte (NNIDIT'SS)

Addjusted rate (VNINVUSS)

Bund aller adjustment

Oct. 13, 1997
l'eh. 16, 1998
Aug. 7, 1998

Nov. 6, 1998

Nov, 14, 1998
Nov, 16, 1998
Nov, 26, 1998
Jan. 15. 1999

11,175

11.800
12,998
12.992
12,991
12,989
12,987
12,980

1%

+7%

Figure 2: Nominal exchange rates of some Asian currencies to the dollar
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Source: World Bank, World Development Indicators, 2002
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Indonesia (Rupiah)
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the rate experienced many
adjustments  [rom  July
1997 to 1999.

The were many reasons
for the central bank to ad-
just the official rate and
band in this period but
when taking decisions to
change the exchange rate
system into account, we
could see that the central
bank was approaching the
floating rate system in
comparison with the years
1992-97 although these ad-
justments couldn’t lead to
basic changes in the ex-
change rate system. These
adjustments were basically
suitable to the theory of

.choice of the exchange rate

system. And they led some
many achievements in the
ceonumic growth, Accord-
ing to the WB estimates
presented in  Country
Brief: The World Bank and
Vietnam, in 1998 the Viet-
namese growth rate, under
the influence of the Asian
crisis, would be somewhere
between 3.5% and 4.5%
while the foreign invest-
ment could be reduced by
60% and the export rise by
only 4%. In that year, in
fact, the Vietnamese
growth rate was 5.8%; the
foreign investment re-
duced by only 17.5% and
there was almost no in-
crease in the trade gap. On
addition, Vietnam could
keep the inflation rate at
9.2%.

Generally, the ex-
change rate policy adopted
by the SBV after the Asian
crisis was right and rea-
sonable, but it was only an
urgent measure to deal
with the short-term prob-
lem in order to pave the
way to a long-term strat-
egy to stabilize the ex-
change rate system.

3. The flexible exchange
rate after February 1999

From Feb. 26, 1999 on,
the official rate publicized
on a daily basis was based
on prices offered by the
inter-bank market at the
latest trading session.
This was a mechanism for
adjusting the exchange



rate to changes in market
forces because the official
rate was linked closely
with the market prices.
The band around the rate
was also reduced to _0.1%
after this date.

According to the SBV,
this change was a histori-
cal turning point from the
fixed to a more flexible ex-
change rate, and the SBV
only intervened when nec-
essary. In addition, the re-
quired  proportion  of
foreign exchange sold to
the SBV was reduced from
80% to 50% of the current
sales of companies, which
allowed them to enjoy
more autonomy in the use
of foreign exchange.

Exchange control
measures taken in 1999
helped stabilize the ex-
change rate on both official

and free markets. In this
year, the exchange rate of
the VND to the dollar
stayed stable; the rate of-
fered by the inter-bank
market rose by 1% and one
on the free market by
1.1%. In 2000, the offered
rate rose by 3.45% on the
inter-bank  market, by
3.18% on the free market.
The rate rose by 3.9% in
2001; 1.97% in 2002 and
some 1% in 2003.

In this period, with the
medium market rate sys-
tem, the Vietnamese econ-
omy made good progress:
the growth rate staved
high; the foreign debt re-
duced from 71.4% to 38.3%
of the GDP in the years
1999-2002; and the foreign
exchange reserve rose by
36.19%.

Table 5: Some macroeconomic indicators in 1999-2002

4, Conclusion

The implementation of
the exchange rate policy in
Vietnam in recent years is
no easy task. In my opin-
ion, however, the exchange
rate policy is affected too
much by variants of the
market. First of all, we
must affirm this is neces-
sary caution because the
exchange rate is a [unction
of too many variants (infla-
tion rate, interest rate,
trade gap, employment,
foreign debt, budget defi-
cit, external and internal
balances, cte.). Foreign
governments have Lo also
deal with many problems
when implementing  the
exchange rate policy. But a
common feature in  all
countries is the fact that
the exchange rate policy

Indicators 1999 2000 2001 2002

Real growth rate (%) 4.2 5.5 5.0 A8
Foreign debt tis %ol the G 714 07 41.6 383
Expaort growth eae (%) 242 253 4.0 112
Import growtl eate (% ) 1.1 45 2.3 a2zl
Foreign exclhange reserve (US55 hilliong 2711 3.030 1347 aon2
Inter-bank exchinge rte
= Atmiddle of the fiseal year 13,944 14,170 14,800 15,244
= At the end of the liseal year 14.028 14514 15084 15.308
REER
- At middle of the liseal year -0.5 -2.9 0y 4

A the el ol the Diseal vear 32 2 |4 7

Sources: IMF, Vietnam: Slatistical Appendix, December 2003.

must be a sign that allows
investors to work out some
future expectation for their
investment.

It's worth noting that
the IMF also agreed that a
controlled floating ex-
change rate was suitable to
Vietnamese  conditions.
But it advised Vietnam Lo
make the exchange rate
more flexible. That is why
the controlled floating ex-
change rate in the past
must be revised. In my
opinion, the exchange rate
policy must be flexible
enough to encourage bor-
rowers Lo lake sume re-
sponsibility for the rate
risk and become more cau-
tious. This is also suitable
to efforts to integrate into
the world market as re-
quired by the WTO and
AFTA as well.®

Reference:

1. Ass. Prof. Dr. Tran
Ngoc Thd, Phuong Phap
ludn xdy dung 19 trinh tu do
hoa tai chinh Viét Nam giai
doan 2001- 2010 (“Method-
ology of the financial libera-
tion in Vietnam in the years
2001- 2010"), 2002.

2. Ass. Prof. Dr. Tran
Ngoc Tho — Dr. Nguyén
Ngoc Binh, Tai chinh quéc
18 (“International Finance"),
2001

EDR 13






