April 2008

Tu light the inflation by making
the money  dearer, reducing the
money supply. raising the interest
rate. which leads to decreases in the
aggregate demund, murket prices
and export, can reduce the inflation
rate and the growth rate as well. A
look at the Chilean case study may
provide us with a lesson of the ight
against the inflation without damag-
ing the ceonomic growth, or causing
collapse.

The Chilean inflaton mte in
1990 was 20% . The [irst thing the
Chilean central bank did was 1o
announce the inflation target for
yeur from September of this year o
Octwber ol the next year. All
Tnancial msttwtions had o follow
orders of the centeal bank in imple-
menting the ight-money policy. The
liscal policy aimed at some surplus
for a medium term (from 1991 10

loreign especially  the
short-term one, were put under a
The

capitul,

strict control, resull was @
one-digit inflation rate without any
damage o the cconomic growth (85
average  for the  years
19U1-1997), This growth rale was
highmcomparison with rates gained
by Asian tigers at that tme,
Apparently, a good combination
ol macrocconomic  management
and employing elfectively instru-
ments ol the monetary and liscal
can light  againgt the
without  harming  the
ceonomic growth. The problem
discuss now 15 whether the growth
reduced 1o the
ceonomic collupse or not, Signs ol

on

polivies
inflaton

e s avoid
instahility al macrocconomic level
make many people give a Cyes’
answer. Bul how o achieve this aim
isnotan casy task. The lollowing are

1997), In this period, Tows of

Curbing the Inflation
Without Causing Collapse

some approaches w the problem,
1. Fighting the inflation with the
fiscal policy

The budger deficit sull equals
some 5% of the GDIP. This ligure s
aceeptable but waste ol public
expenditure is alarming. The past
S-year period is long cnough lor us (o
realize the man causes of inflation
inelude the budget deficin, inellective
use ol public expenditure. waste and
corruption. OF course,  increased
money supply and market prices are
athso signilicant causes. bt the basic
one is still the public expenditre.

The mobilization of capital by
ssuing T-honds is not eflective with
the result that the SBY had 10 buy the
hest part ol honds issued. In Faet. this
15 an act ol mercasing the money
supply  becuse the budget deficit
lusted for severnl years, In carly
2008, the Ministry of Finanee issucd
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lurge sums of YND w buy foreign
exchange, This increase wok pliee
when the SBY was wying
withdrinw money lrom the market,
which showed a lack of coondinution
hetween the monctary and  fiseal
policies, 105 only one ol aises that
show the MOF issucd bank notes 1o
cover the  public expendilure,
Increasing the money supply and
wrmng it inte inelfective public
invesiment while the gross product
only increases slightly  inevitably
Teads 1o the inflation,

Inthe past. espectally i 2004, the
inflation rate kept rising but the SBY
dudn”Uingeet more bank notes 1o buy
loreign exchange. In 2007, the SBV
issued money 1o buy some LISSY
billion, which became some more oil
poured on the Tame of inflation tha
had started long before, That 15 why

culting  the  public  investment
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becomes one of long-lerm measures
tken by the Stae to light the
inflation,

Ci

an example of how policies were

s studies show that Bolivia is

used for lighting against the inflation
in the 1980s. In the frst hall of 1985,
the inflaton rate in Bolivia rose
11000% . s government cut the
long-lasting  budget deficit w the
bone, restructured the public sector,
imposed taxes on assels with high
added value. Strong measures and
government's determination o fight
the budget deficit and waste of public
investment helped  restore conli-
dence among companies and the
publicas well. The market responded
positively 1o this determination by
olfering an expectation of a lower
inflation rate in luture prices of
commoditics and inerest rate. The
inflatien reduced quickly when the
market shows confidenee in the
government's ellort. All cconomists
were surprised al IS success in
lighting the infTation with a possibly
lowest price.

2. Money shouldn’t be injected into
circulation to save the stock
market

Firstly, we need not rse the

yuestion of what interested  groups
are saved by inereases in the money
supply. Recently, the Government
has suggested stopping discharge of
mortgaged securities. This measure
is only acceptable il itis agreed on by
banks, stock i
the o uure, il the SBY increases
the money supply 1o provide banks

md investors. In

with more cash, its decision is not
aceeptable because this act makes
the public think that the stock market
i5 in a crisis or the SBY is wyving o
save some interested  groups, The
stock market only rellects moves off
investors, so rises and lalls in this

istrative

markel are normal, Admi
interventions not only  harm  the
economic growth but also make the
inflation more serious, not ko mention
inequality generated by the wrong
use of taxpayers” money.

3. Employing interest and
exchange rates instead of
controlling strictly liquidity

Many experts have recently been
ol opimion that it's betler 1o appre-
ciate the VND o light the inflation. It
is aceeplable when the dollar s
falling and Nows of foreign capital
Victnam are on the increase. In fact,
alurming
but it is not high enough 10 make
reducing the supply of credit sinctly
and suddenly necessary. The SBV
can employ  such instruments as

the current inflation rale s

interest and exchange rates instead
ol reducing the supply of eredit, but
appreciating the VND as a measure
Lo fight the inflation seems dangerous
because it may be a policy that
deviates from our usual line.
Theoretically. the appreciation of
the domestic currency helps reduce
the inflation because it lowers prices

ol imports, and then, prices of

ol and  the general market

prices, Expanding the band on both
sides of the exchange rate, of the use

ol the exchange rate as an instrument
for curbing the inflation must be
considered carefully under current
conditions,
There  is, perhaps,  some
confusion about “flexibility™ ol the
exchange rate. The Oexibility means
that the exchange rate of the dollar to
the WYND can fall but it is impossible
o let it fall constantly as seen i
When the SBV
stopped buying foreign - exchange,
banks  [ollowed 1t
because they knew the rae would
keep falling. Even il the bhand

recent  months.

commerciil

inereases 1o 5% or 10%, itcan’t solve
the existing contradiction: the banks
don’t want 1o buy the dollar while the
demand for it tends o rise. To keep
the exchange rale [lexible, the
money supply can be increased o a
certain extent, and [or the ime being,
lop priorty could he  given o
purchase of foreign exchange from
exporters. This measure can limit the
appreciation ol the
currency.

Adopting a lexible rate means
that the SBV need not worry about
: il

domestic

the volume of forcign exchan
should buy and it can concentraie in

the use of the inlerest rale as an
mstrument for lighting the milation,
IMIF experts have also suggested this
measure. The tight-money  policy
proves that many mistakes have been
made in the past, which caused
companies and banks face shortage
ol cash,

Willa Nexible exchange rate curb
the inflation?  To this
guestion, we should caleulae elfects

answer

ol the exchange rate on prices ol
local goods and inflation rate. 1 these
ellects are weak, the exchange rale
can hardly curb the inflation.

A BIS working paper prepared by
Jonathan MeCarthy in 1999 argues
that the pass-through ol exchange
rite Lo prices ol goods and domestic
inflation is complicated and relics on
four lactors: (1) import share: (2)
exchange rate volaliy: (3) GDP
volatility and (4) competitivencss.
This  study that
between exchange rate and domestic

shows relation
prices is weak, that is, we can hardly
conclude how much the Vietamese
GDP will fall when the VND rises by
56 . A study by Corsetti and Deduoly
(20023 shows that the pass-through is
very countries
competition is not perfect.

weak in where
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The conlerence held by the Bank
ol Canada in January 2002 argues
that the condition for a perfea
pass-through is the really [exible
domestic price. Papers presented at
the prove  that  the
exchange rate and import price
shocks produce linde elfects on the
domestic inflation, These studies are
good for those who maintain that the

conlerence

exchange e is not an effective
instrument for lighting the inflation,
Realities in Vietnam show us how
much differences between prices of
telecom service, fuel, drugs und milk
on  domestic  and
markets Morcover,

international
the
Guvernmenl can’t implement ils
policies by laking very simple
actions, such as paying in EUR when
the dollar falls, or deciding 10 buy
American goods when they become

are.

cheaper, The dollar stans w rise now.
11 this trend prolongs, can we import
cheaper goods lrom Europe or Japan,
and want to pay them in the dollar?
Expuort comtracts can’t be changed
overnight. In developed  countries
where prices  respond
yuickly 1o the exchange rate, it lakes
at least 12 months forappreciation, or
the
curreney o produce clfecs. This
means that the appreciation of the
VND will lake a longer time o

domestic

depreciation,  of domestic

produce effects beeause of poor
distribution network and existence of
many monopolics.

In a recent report, the WB
suggests o way of using monetary
and fiscal policies o deal with “three
nfeasible policies™ that comprise:
liberation of movements of capital,
lixed exchange rate and independent
monetary policy. To deal with this
triv, the WB suggesis adopting o
HMexible exchange rate with a slightly
wider band  but avoiding  shocks

cuused by a tighi-money policy. The
report says the current band of 2% in
Vienam nowadays is aceeplable.
WB remarks include no suggestion
about the use of exchange rale as a
strong instrument lor [ighting the
mflation.

4. Don't brake suddenly and cause
shocks
Under current conditions,

decisions 1o lighten the supply ol
eredit and raise the price of Tuel were
like oil poured on the Dame that
harmed the economic growth. Many
experts are ol the opinion  that
Vietnam should prevent the Now of
foreign capital, as Thatland did in late
2006. It's worth noting that the price
lor this decision was the mussive
withdrawal of capital by forcign
investors in one day only. Of course,
it's necessary o prevent foreign
capital used Tor speculations but it's
difTicult to distinguish between short-
and  long-term  loreign
investments  when

indircet
investors  can
transform long-term
mvestiment o short-lerm one by
employing derivatives, Thus the best
approach is 1o check quality of Mow
ol capital instead of 1s maturity, by

sasily

selling regulations on - managerial
ahility or size of foreign mutual lunds
lor exumple.

To deal with the current situation,
the  Government  should  adopt
Mexible and gradual measures 10
avoid collapse.  Inlerest
increased by degrees and lowered
gradually when the inflation seems Lo
down. The band ol
exchange mte could be expanded
slightly in order 10 keep it from
exceeding  the  equilibium  point.
Other policies must be implemented

rle s

slow the

to remove pressure on the cconomy,
such as deating bubbles in the realty

market, restricting  credits for

investors in the realty market. and
tightening the public investment.
This doesn’t mean that all major
public investment projects should be
revoked because this act will affect
badly the employment rale and
long-term development. What must
be revoked are ineflective projects
that cause huge waste and cormuption.
5. Conclusion

The latest sequence ol events
that

moasures

show strong anti-inllation

started w0 produce
counteractions.  Implementing  the
tight-money  policy o light the
inflaion is right but il is not
acceptable for the SBV (o refuse 1o
buy forcign exchange, especially
from exporters, as it did in recent
months. This decision causes harm
lor economic growth without ascer-
taining whether it could curh the
inflation or nol. When the fight
against the inflation is carried out by
scientific instead  of
decisions,

measures
administrative
ceonomic growth can be saved from
unneeessarily  bud - effects. The
Government’s  determination  is
fieree, but i's good cooperation
among ministrics and agencies that
ensures the suceess ®

the
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