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ABSTRACT 
 

 

Since the mid-1980s, when Vietnam embarked on a transitional path to a market-

oriented economic system, the country’s exchange rate regime has undergone major 

changes.  To what extent have these changes facilitated the pursuit of the authorities’ 

main policy priorities? How appropriate are the current exchange rate setting 

arrangements, in light of domestic and international developments?  These questions 

are of potential interest to researchers as well as to policy-makers not only in 

Vietnam, but also in other developing and transitional economies.  Yet they are 

difficult to answer satisfactorily, partly because of the opaque nature of information 

about the Vietnamese authorities’ policy objectives and partly because of a relative 

scarcity of systematic and rigorous studies of these issues in the Vietnamese context.   

The purpose of this study is to help address this relative gap in the literature and to 

provide a better understanding of Vietnam’s exchange rate policy since the late 1980s 

and its consequences for macroeconomic performance and foreign exchange (forex) 

market development.  In pursuing these objectives, this study employs three methods 

of analysis: (i) analytical review and synthesis; (ii) econometric analysis; and (iii) 

questionnaire survey. These different analytical techniques are applied in a 

complementary and integrated way to provide a broadly-based analysis of different 

but inter-related aspects of exchange rate policy and the forex market in Vietnam.    

The first overall finding of this study is that the Vietnamese authorities apparently 

preferred a stable nominal VND/USD rate.  There were periods when arguably the 

authorities had little choice but to allow large movements in this bilateral rate.  

However, whenever such contingencies had passed, the authorities returned to a 

relatively stable VND/USD rate. 

Second, as a consequence of the emphasis on the stability in the bilateral VND/USD 

rate, the overall value of the country’s nominal effective exchange rate (NEER) as 

well as real effective exchange rate (REER) has often become an endogenous, rather 

than policy, variable.  The country frequently experienced large losses in external 

competitiveness, contributing to the country’s trade deficits.    



 
iv 

 

  

Third, the authorities’ apparent emphasis on stabilizing the bilateral VND/USD rate 

was not of great assistance in achieving a low and stable inflation rate.   This finding 

is supported by simple statistical analysis and two additional econometric analyses:  

(i) As reported in Chapter 5, there is no evidence that “harder peg” exchange 

rate regimes were associated with lower inflation persistence in Vietnam 

during the period January 1992 - June 2010. Indeed, the results of formal 

regressions suggest that “softer peg” periods may have coincided with lower 

inflation persistence, while the results of rolling regressions indicate that 

inflation persistence reached its highest level during the sub-period 2004-

2007, which is identified as a time of “harder peg”.  

(ii) The examination of exchange rate pass-through to inflation using a VAR 

analysis in Chapter 5 suggests that the movements in the NEER, but not those 

of the bilateral VND/USD rate, had positive impacts on inflation. This implies 

that a nominal peg to the US dollar could not prevent pass-through effects of 

the NEER onto inflation, especially when the anchoring currency (US dollar) 

is depreciating against other major currencies, as was the case during the years 

2001-2009. 

Another key finding is associated with the implications of exchange rate policy for 

the development of Vietnam’s forex market. Following a microstructure approach to 

the analysis of the root-causes underlying the operational deficiencies of this market, 

and taking into account findings from surveys of market participants, this study 

suggests that the authorities’ preference for stability in the bilateral VND/USD rate 

has resulted, in practice, in an adjustable peg regime which, in turn, has acted as a 

retardant to the development of Vietnam’s forex market. Consequently, market 

signals have become increasingly non-transparent. There are indications that market 

forces often moved beyond the framework of the prevailing regulations in the latter 

years of the study period.  

The main contribution of this study is that it combines different methods of analysis in 

a single work to provide a consistent picture of Vietnam’s exchange rate policy since 

the late 1980s and its consequences for macroeconomic performance and forex market 
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development. Though each method has its limitations, they are adopted in a 

complimentary and integrated manner, helping us to gain useful insights into various 

aspects of Vietnam’s exchange rate policy.  
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CHAPTER 1              

INTRODUCTION 

 

1.1 RESEARCH ISSUES AND SIGNIFICANCE OF RESEARCH 

AREA 

The exchange rate is an important macroeconomic variable in any open economy. It 

can exert great influence on inflation, trading performance, financial stability and the 

functioning of the foreign exchange market (see, for example, Ho and McCauley 

2003). Countries in the world have adopted different exchange rate regimes for 

objectives as diverse as inflation control, volatility reduction and competitiveness 

improvement (Frieden, Ghezzi and Stein 2001). In Vietnam, however, the exchange 

rate played a relatively low-key role under the central planning system, and only 

became central to economic policy-making since the late 1980s, when sweeping 

reforms in economic policy-making were first adopted.   

Since then, the exchange rate regime has gradually evolved from a system of multiple 

exchange rates to a single announced fixed rate, then to the current system 

incorporating a narrow adjustable band around the official rate, which is itself set on a 

daily basis and is meant to reflect the interaction of market forces. Official documents, 

including those from the State Bank of Vietnam (SBV), tend to assert that through 

these changes, the exchange rate has been managed in a way that generally 

contributed to the achievement of national economic objectives. It is difficult to assess 

the validity of such assertions however, partly because of the opaque nature of official 

information regarding the relative importance of the various policy objectives, and 

partly because of a relative dearth of rigorous, systematic studies of the relevant issues 

in the Vietnamese context.   

Observers, including those from the International Monetary Fund (IMF), have 

frequently encouraged the Vietnamese authorities to allow greater flexibility in the 

exchange rate, as a means of managing external shocks more effectively and 

preserving competitiveness in international markets.  In justifying their reluctance to 

move more rapidly in that direction, the authorities often highlighted the role that a 
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relatively sticky exchange rate could play in controlling inflation – for example, as a 

nominal anchor.  It is of interest, therefore, to examine the data more closely and to 

investigate whether the conduct of exchange rate policy in Vietnam has been oriented 

primarily toward the achievement of domestic price stability or to the preservation of 

external competitiveness.  More generally, it is of interest to re-assess the impact of 

exchange rate policy on the country’s macroeconomic performance, including its 

effects on the inflation rate and the trade balance.    

Another argument that the authorities have often used in defending a gradual 

movement toward greater exchange rate flexibility is that at present, the country’s 

foreign exchange (forex) market remains rather under-developed, and as such is 

insufficiently robust and sophisticated to accommodate the requirements of a more 

flexible exchange rate system and a more open, internationally integrated financial 

sector. Yet it may well be that the very stickiness of the exchange rate has hindered 

the development of the forex market, by blunting the key price-signal mechanism in 

this market (IMF 2005, 2006a, 2006b, 2007a). Thus, the two-way relationship 

between exchange rate policy and forex market development has become of major 

importance to Vietnam at this juncture.   

The above issues warrant a thorough re-examination, which would contribute to 

knowledge about Vietnam’s exchange rate policy and its consequences, thus helping 

to provide a foundation for the formation, analysis and evaluation of future policy.  

Such knowledge will also be of interest to policy-makers and their advisers in other 

developing and transitional economies.  

1.2 RESEARCH OBJECTIVES AND CONTRIBUTIONS 

The study seeks to gain a better understanding of Vietnam’s exchange rate policy 

since the late 1980s and its consequences for macroeconomic performance and forex 

market development. Specifically, the study has two research objectives. 

First, it seeks to identify the main objectives pursued by the Vietnamese authorities in 

conducting exchange rate policy, and to assess the consistency of such conduct with 

the identified objectives.  This entails:  
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(i) a review of major changes in Vietnam’s exchange rate policy and its 

exchange rate arrangements since the late 1980s;  

(ii) an identification of a number of possible key policy objectives in setting 

exchange rate arrangements; and  

(iii) an assessment of the consistency between the arrangements actually 

adopted and the identified policy objectives, including an analysis of the 

relationship between the exchange rate regime and inflation persistence as 

well as an analysis of the degree of exchange rate pass-through to inflation. 

Second, it seeks a better understanding of the current state of Vietnam’s forex market 

and of the role played by the exchange rate regime in the development of this market. 

This involves:  

(i) a review of major changes in the evolution and development of Vietnam’s 

forex market;  

(ii) an analysis of the current state of this market in terms of turnover, inter-

bank trading, market-making roles of commercial banks, market 

concentration, hedging instruments, liquidity and observed market 

practices; 

(iii) an analysis of the role of the country’s exchange rate policy in the 

development of this market; and  

(iv) an exploration of possible changes to this market that market participants 

wish to see. 

To address the above research questions, it necessitates the use of a variety of 

analytical techniques, including analytical review and synthesis as well as 

econometric analysis and questionnaire survey. Thus, this study is expected to 

contribute to knowledge about Vietnam’s exchange rate policy and its forex market in 

three ways. 
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First, it helps to gather, organise, reconcile and synthesise data and information 

(including primary data) which often come piecemeal from disparate sources, with a 

view to producing narratives that are systematic and supported by consistent facts and 

figures.  In the context of a developing, transitional economy such as Vietnam, this is 

by no means a trivial task.   

Second, it utilises the compiled data to conduct a number of econometric 

investigations which have not been done before for Vietnam (possibly because it had 

not been feasible to do so previously). The findings from these investigations may add 

to the stock of knowledge about these issues as they relate to other developing 

countries. 

Third, it involves one of the first systematic surveys of participants in Vietnam’s forex 

market. The findings from the survey are expected to provide useful information not 

available previously, with respect to how the forex market actually operates in 

practice. This may allow new insights to be gained into the liquidity and efficiency of 

this market, as the officially reported statistics often fail to provide an accurate 

indication of the true situation.     

1.3 AN OVERVIEW OF RESEARCH METHODS 

In line with the three areas of contribution, the study involves three main methods of 

analysis:  (i) analytical review and synthesis; (ii) econometric analysis; and (iii) 

questionnaire survey. They are conducted in a complementary and integrated 

approach, aimed at providing a consistently comprehensive analysis of several 

different, but inter-related aspects of Vietnam’s exchange rate policy and foreign 

exchange market in a single study. Although Chapter 3 will discuss the methods 

adopted in detail, it is useful to provide a brief overview here.  

Analytical review and synthesis are applied mainly to gain an understanding of how 

exchange rate policy has been conducted and how the forex market has developed and 

functioned. This involves the use of graphical techniques and numerical descriptive 

measures for arranging, summarising and presenting data in a systematic, consistent 

and analytical way. Given that data and information in a developing country like 
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Vietnam are often patchy and sometimes inconsistent, it is essential that data are 

reconciled and organized in a structured way, to make the most of information from a 

diverse range of sources. The aim is to produce comprehensive and consistent pictures 

of Vietnam’s exchange policy and forex market.  These are a prerequisite for 

subsequent sound interpretations of econometric results. 

Econometric analysis is applied through two empirical studies aimed at providing 

additional evidence to answer whether the conduct of exchange rate policy has been 

consistent with the identified policy objectives.  The first study examines whether 

“harder peg” exchange rate regimes resulted in lower inflation persistence in Vietnam 

for the period 1992-2009. This is conducted through (i) rolling regressions of several 

specified autoregressive models for inflation; and (ii) testing possible linkages 

between exchange rate regime and inflation persistence by following an approach 

similar to that of Alogoskoufis and Smith (1991), Alogoskoufis (1992), Anderton 

(1997), Huang and Gu (2007) and others. To the knowledge of the author, this is the 

first time that the relationship between the exchange rate regime and inflation 

persistence has been formally tested and reported for Vietnam. 

The second study follows an approach similar to that adopted by Ito and Sato (2008) 

in conducting a Vector Autoregression (VAR) analysis of the exchange rate pass-

through to CPI inflation in Vietnam for the period 1992Q1-2009Q4, using two types 

of exchange rate, the bilateral VND/USD rate and the nominal effective exchange rate 

(NEER). The NEER was compiled by the author based on a broad currency basket 

comprising twenty-six countries that account for about 90 per cent of the country’s 

total trade. In common with recent international practice, the weighted averages were 

calculated as geometric averages while the trade weights were changed annually and 

the resultant values were then chain-linked. To the knowledge of the author, this is the 

first time that both the nominal VND/USD rate and the broad NEER index have been 

incorporated into VAR models to analyse the exchange rate pass-through to inflation 

in a rigorous manner for Vietnam. 

The survey approach is an application of the microeconomic approach to obtain 

further information about the forex market from market participants. This method 
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complements the use of available published information in order to gain insight into 

the true conditions of the market, including constraints affecting its operations. 

1.4 ORGANIZATION OF THE STUDY 

This study contains 9 chapters including this introductory chapter. Chapter 2 provides 

a background to the study and presents a review of literature on exchange rate policy 

in the international context as well as in the Vietnamese context. The aim is to signify 

the need for a comprehensive assessment of the conduct of Vietnam’s exchange rate 

policy and to identify the main research gaps in the Vietnamese context.   

Chapter 3 develops research questions and discusses how they are addressed by 

different methods of analysis in a complementary and integrated manner. 

Chapter 4 presents an analytical review of the country’s exchange rate policy since 

1985 and its implications. In particular, the chapter provides a what-if economic 

analysis of the available facts and data to identify some key economic objectives and 

to assess whether the conduct of exchange rate policy has been conducive to the 

achievement of these objectives. To facilitate the analysis, the chapter outlines the 

three key exchange rate concepts, including measures of the nominal and real 

effective exchange rates (NEER and REER) complied by the author as part of the 

current study. It then examines the major trends in these measures and analyses the 

interaction between the exchange rate regimes and a range of possible economic 

policy objectives, including nominal anchoring, inflation control, competitiveness and 

external balance, and transition to a well developed foreign exchange market. 

Chapter 5 involves an examination of the possible linkage between the exchange rate 

regimes and inflation in Vietnam. The objective is to provide additional empirical 

evidence to assess the consistency between the setting of exchange rate regime and 

inflation control. This objective is achieved by conducting two empirical studies: (i) 

an investigation of whether “harder peg” exchange rate regimes were associated with 

lower inflation persistence in Vietnam; and (ii) an examination of the degree of pass-

through to CPI inflation of the two types of exchange rate, the bilateral VND/USD 
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rate and the NEER. The chapter reports these studies one by one, using headings 

associated with a typical empirical study such as methods, data, results and discussion 

of findings.   

Chapter 6 documents the process of forming and developing an organized forex 

market in Vietnam and presents a thorough analysis of the status of this market. 

Specifically, with the adoption of a market microstructure approach, the chapter 

examines how the conduct of Vietnam’s exchange rate has shaped the ways in which 

its forex market is organized and administered, and draws implications for the 

market’s operational deficiencies. It has three aims. First, it helps address the relative 

dearth of systematic information and analysis regarding the forex market in Vietnam. 

Second, it seeks a better understanding of the root-causes of the poor functioning of 

this particular forex market. Third, it provides a conceptual framework for systematic 

empirical surveys of market participants, which are reported in Chapters 7 and 8. 

Chapter 7 reports findings from a survey of forex dealers working at commercial 

banks, which are main market participants in the interbank segment (interbank 

market) as well as in the client segment (client market) of Vietnam’s forex market. 

The questionnaire used in the survey was based mainly on the findings from Chapter 

6. The purpose is twofold. One is to reinforce the knowledge about the forex market’s 

characteristics and functioning that has been gained from the analysis of secondary 

data. The role of exchange policy in the development of this market is further viewed 

from the experience and viewpoint of forex dealers as well. Second, it provides 

additional updated information about the market activity during the years 2007 to 

2009. 

Chapter 8 reports findings from a survey of export-import companies, which are main 

market participants in the client segment of Vietnam’s forex market. The 

questionnaire for this survey was also based mainly on the findings from Chapter 6. 

The aim is to explore experiences and views of export-import companies with regards 

to the operation of Vietnam’s forex market, thus confirming and consolidating further 

the findings obtained in Chapters 6 and 7. 
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Chapter 9 offers a summary of the main findings from various methods of analysis 

and highlights the policy implications arising from the study. It also discusses the 

study’s limitations and recommends an agenda for possible future research.
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CHAPTER 2                                                                  

BACKGROUND AND LITERATURE REVIEW 

2.1 INTRODUCTION 

The purpose of this chapter is two-fold. First, it provides a background to the study 

through an overview of the process of economic transition in Vietnam and a brief 

discussion of controversial views about the role of exchange rate policy in the 

country’s macroeconomic development. As such, it helps point out the need for a 

comprehensive assessment of Vietnam’s exchange rate policy. Second, it presents a 

review of literature on exchange rate policy in the international context as well as in 

the Vietnamese context.  On one hand, the review of literature in the international 

context helps to make it clear that any choice or assessment of exchange rate policy is 

rather country-specific. On the other hand, it helps provide arguments as well as 

available analytical frameworks to assist in an assessment of Vietnam’s exchange rate 

policy given the available data on the Vietnamese economy. The review of literature 

in the Vietnamese context helps identify specific key gaps in the current knowledge 

regarding the conduct of exchange rate policy in Vietnam.  In turn, these key gaps 

help develop concrete research questions. 

The remainder of this chapter is organized into five sections. Section 2.2 presents an 

overview of Vietnam’s economic transition and discusses a need for an objective and 

systematic assessment of the country’s exchange rate policy. Section 2.3 reviews the 

literature on exchange rate policy in the international context from different aspects. 

Section 2.4 reviews the related literature in the Vietnamese context. Major gaps in the 

knowledge of Vietnam’s exchange rate policy are identified in section 2.5. Section 2.6 

provides a conclusion for the chapter. 
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2.2 BACKGROUND TO EXCHANGE RATE POLICY IN 

VIETNAM 

2.2.1 Vietnam’s Economic Transition  

In the decade after reunification in 1976, Vietnam experienced a serious 

socioeconomic crisis. Agricultural production was stagnant, giving rise to a persistent 

shortage of food. The industrial sector was dominated by those state-owned 

enterprises that were making “false profits and real loss” under the support of the 

government’s extensive subsidies (Pham Xuan Nam 2007, p. 3). Inflation was 

rocketing, with a peak rate of 454 per cent in 1986 (IMF 2008). The country’s trade 

balance experienced serious imbalances, with total export value often being just one-

third of total import value (Vo Dai Luoc 2004). Living standards had declined. These 

indications pointed to the apparent failures of the centrally planned economic system. 

The country was put under strong pressures to undertake radical reforms (see, for 

example, Nguyen Duc Tho and Bandara 1994; Fforde and Vylder 1996).   

Prior to 1986, some economic reforms such as price liberalization in the agricultural 

sector in the early 1980s, and the general price-salary-money adjustment in 1985, 

were undertaken. However, these reforms were still limited within the framework of a 

centrally planned economy and their effects were ambiguous (Vo Dai Luoc 2004; 

Pham Xuan Nam 2007).   

In 1986, Vietnam initiated an all-sided renovation of the national economy (Doi Moi 

program). However, there were several years of policy slippage (Pham Do Chi and Le 

Viet Duc 2003). Only in 1989 did Vietnam decisively conduct comprehensive reform 

towards a market economy.  This comprehensive reform consisted of a variety of 

measures: (i) application of positive real interest rate; (ii) more prudent fiscal and 

monetary policies; (iii) setting up market determined price mechanisms; (iv) 

liberalizing trade; (v) implementation of multi-sectoral economy policy; (vi) 

renovation of financial-banking system;  (vii) further promotion of the 1988 agrarian 

reform, granting individuals and families long-term user rights to productive land; 

(viii) conducting regional and world integration; (ix) formulation of a legal system to 

support the market economy; and (x) training of personnel in the service of renovation 
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(for more details, see Vo Dai Luoc 2004). All of these measures were geared at 

removing administrative controls and liberalising market forces; they aimed to 

stabilize the economy, stimulate exports and investments, and enhance economic 

growth. 

The reform efforts began to have positive effects on economic performance in the 

early 1990s (see Table 2.1). Impressively, economic growth has averaged at a rate of 

about 7.5 per cent per annum since 1992. Inflation was sharply brought down to a 

single digit by 1993, and was kept under control quite well until early 2007. Also 

since 1992, exports and imports have accelerated with average annual rates of 20.8 

per cent and 22.2 per cent respectively. The increased trade flows have been 

accompanied by an upsurge in foreign direct investment (FDI) and official 

development assistance (ODA), which are on average estimated to be 6 per cent and 

3.9 per cent of GDP respectively. These two sources of capital have jointly 

outweighed deficits in the external current account, leading to the building up of the 

foreign exchange reserve. At the beginning of the renovation period, Vietnam’s 

foreign exchange reserve was so thin that it could cover only a few days of imports. 

This situation was then reversed so it could cover almost three months of imports on 

average during the years 1996 to 2009, though this is still modest by regional 

standards (IMF 2007b). There have also been remarkable achievements in the 

alleviation of poverty. Per the poverty line as defined by the World Bank, Vietnam’s 

poverty incidence was reduced from 58 per cent in 1993, to 37.4 per cent in 1998 

(IMF 2001, p. 2), 28.9 per cent in 2002 and 24.1 per cent in 2004 (IMF 2006c, p. 37). 

During this period, the integration of the economy into the world economy has been 

strengthened by the fact that Vietnam became a full member of the Association of 

Southeast Asian Nations (ASEAN) in 1995, signed a bilateral trade agreement with 

the United States (US) in 2001, and became a member of the World Trade 

Organization (WTO) in 2007. 

Despite the significant achievements mentioned above, the growth of Vietnam’s 

economy has not been without problems. There remain a number of fundamental 

structural weaknesses in the economy. According to Pham Do Chi and Le Viet Duc 

(2003), these structural weaknesses were actually induced by unfinished policy 

agendas in the mid 1990s, and then magnified by the Asian financial crisis in 1997. 
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This is also widely recognized by Vietnamese policy-makers in terms of three 

shortcomings: (i) the commitment to a multi-sectoral economy has not been 

essentially realized; (ii) neither market mechanisms nor pertinent institutions have 

been fully set up; and (iii) the government has implemented a range of protectionist 

measures, which have hindered efforts to promote economic competitiveness and 

efficiency (Vo Tri Thanh et al. 2000). As a result, after the Doi Moi decade of 1989-

99, ironically the economy experienced two important but undesirable changes: (i) the 

rising weight of the public sector in terms of its increased share of GDP and (ii) the 

gradual replacement of the initial export-led development strategy by an import-

substituting strategy (Pham Do Chi and Le Viet Duc 2003).  In recent years, the GDP 

growth rate has progressively slowed from 8.5 per cent in 2007 to 6.2 per cent in 

2008, and then to 5.3 per cent in 2009. This trend suggests that the quality of 

development is being threatened. The recent progress in poverty-alleviation is likely 

to be at risk of reversion. 

At the macroeconomic level, the three indicators, inflation, trade deficit and budget 

deficit, have risen sharply. It can be discerned from Table 2.1 that price stability was 

fragile. The annual inflation rate has still remained high relative to the international 

level. Inflation began an upward trend in early 2004, speeded up in 2007 and quickly 

climbed to 23 per cent in 2008. The trade balance has deteriorated alarmingly when 

trade deficits were driven up to about 20 per cent of GDP in the years 2007 to 2008. 

Similarly, the country’s budget deficit has been persistent, reaching an average of 

about 7 per cent during years 2007-2009, which is the highest in the past twenty years 

or so.  
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Table 2.1: Vietnam’s Macroeconomic Performance, 1987-2009 

(In percentage unless otherwise stated) 

  

1987-

91 

1992-

95 
1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 

Average 

(SD) 

(1992-2009) 

Real GDP growth 5.3 8.8 9.3 8.2 5.8 4.8 6.8 6.9 7.1 7.3 7.8 8.4 8.2 8.5 6.3 5.3 7.5 (1.4) 

Inflation rate                  

       Period average 189.7 18.1 5.6 3.1 7.9 4.1 -1.6 -0.4 4.0 3.2 7.7 8.3 7.5 8.3 23.0 6.9 8.9 (9.1) 

       End of period 80.1 10.3 9.2 -0.2 8.9 0.1 -0.5 0.7 4.0 2.9 9.7 8.8 6.6 12.6 19.9 6.5 7.2 (6.0) 

Overall budget balance (including grants)/GDP -8.7a/ -2.4 -0.7 -1.7 -0.5 -0.8 -4.1 -5.4 -4.5 -4.7 -3.3 -4.1 -2.9 -7.3 -5.2 -8.6 -3.3 (2.3) 

External trade                                

      Export growth  25.5 27.4 33.2 26.6 1.9 23.3 25.5 3.8 11.2 20.6 31.4 22.5 22.7 21.9 29.1 -8.9 20.8 (12.1 

      Import growth  2.3 37.8 36.7 4.0 -0.8 2.1 33.2 3.7 21.8 27.9 26.6 15.0 22.1 39.8 28.6 -13.3 22.2 (18.6) 

      Trade balance/GDP (based on import-CIF) -6.0 -7.7 -15.8 -9.0 -7.9 -0.7 -3.7 -3.6 -8.7 -12.9 -12.1 -8.2 -8.3 -20.0 -19.8 -13.2 -9.7 (5.7) 

      Trade balance/GDP (based on import-FOB) n.a.  -6.5 -11.3 -4.6 -3.6 3.4 1.3 1.5 -3.0 -6.5 -5.0 -4.6 -4.6 -14.7 -14.0 -8.5 -5.6(5.2) 

Current account balance/GDP -4.3 -5.8 -8.2 -5.7 -3.9 4.1 3.5 2.1 -1.7 -4.9 -3.5 -1.1 -0.3 -9.8 -11.8 -7.7 -4.0 (5.1) 

Debt-service-to-exports ratio 42.0a/ n.a. 12.9 12.8 13.9 12.8 10.5 10.6 8.6 7.8 5.9 4.5 4.2 3.1 2.9 4.2 8.2 (4.1)e/ 

Official reserves (in weeks of next year's imports) 0.5b/ 6.4c/ 8.1 9.5 9.3 11.4 11.3 9.9 8.7 10.3 10.2 10.7 11.3 15.3 18 10.3 11 (2.6)e/ 

Disbursed ODA/GDP n.a. 3.7d/ 3.7 3.7 4.6 4.7 5.3 4.6 4.3 3.6 3.6 3.4 2.9 3.1 2.8 4.0 3.9 (0.7)e/ 

Implemented FDI/GDP n.a. n.a. 9.7 8.3 6.1 4.9 4.2 4.0 4.0 3.7 3.5 3.7 3.9 9.4 10.5 7.8 6.0 (2.6)e/ 

Notes: 
a/
  refers to the year 1989 only, taken from Pham Do Chi and Le Viet Duc (2003). 

b/ 
 refers to average for the years 1989 to 1991, based on data on official reserves provided by Le Van Te and Nguyen Quoc Khanh (2000). 

c/
  refers to the year 1995 only. 

d/
  refers to average for the years 1993 to 1995. 

e/
  averages and standard deviations are computed for the period 1996-2009. 

n.a. denotes “not available”.  

SD indicates “standard deviation”. 

 

Sources: The IMF's International Financial Statistics (online) for data on external  trade, official reserves, and implemented FDI; the IMF's World Economic Outlook 

Database (online) for data on GDP and inflation; various IMF’s country reports on Vietnam (2002-2010) for data on debt-service-to-exports ratio; various statistical 

yearbooks from the General Statistical Office of Vietnam for data on GDP, inflation and state budget; and the website of Vietnam’s Ministry of Planning and Investment 

<www.mpi.gov.vn>  for data on ODA (viewed during 2008-2010). 

http://www.mpi.gov.vn/
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Macroeconomic turbulence was experienced shortly after Vietnam’s entry into the WTO 

in early 2007. In response to the optimism about the Vietnamese economy on its 

accession to the WTO, strong surges in capital flows entered the country in late 2006 and 

during 2007 (Leung 2009). In order to prevent the Vietnamese dong from appreciating, 

the SBV intervened by purchasing large amounts of foreign exchange. The end of year 

balance of international reserves quickly increased from USD 9 billion in 2005 to USD 

13.4 billion in 2006, and then to USD 23.5 billion in 2007.
1 

 However, there was failure 

on the part of the SBV to sterilize its interventions. At the time when the SBV stopped 

purchasing foreign exchange because of its concern about high inflation, the Vietnamese 

dong was under strong pressure to revaluate and the forex market became seriously 

illiquid because of an excess of supply. This situation was quickly reversed when the 

country began suffering from the adverse impacts of the global financial crisis and trade 

deficit deteriorated further. Consequently, the official reserves reduced hugely from 18 

weeks of imports in 2008 to 10 weeks of imports in 2009. Such remarkable reduction in 

the official reserves proved to be not enough, as the forex market became persistently 

illiquid because of an excess of demand. Thus, recent macroeconomic development 

indicates that the Vietnamese economy appears to be more vulnerable to external shocks 

when integrating deeper with the world economy (Leung 2010). Put simply, “Vietnam 

was caught in the classic dilemma of the “Impossible Trinity”” (Leung 2009, p. 52). 

Of the above mentioned macroeconomic issues, the conduct of exchange rate policy 

might have a direct bearing on inflation, trade performance, and the functioning of the 

forex market. To what extent have these macroeconomic issues been the consequence of 

the way in which the country’s exchange rate policy was conducted? This thesis will 

systematically seek answers to this question after further revealing justification for such a 

question.   

                                                 
1 Source: IMF’s International Financial Statistics (online). 
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2.2.2 A Need toward an Objective and Systematic Assessment 

In line with Vietnam’s economic reform process since the late 1980’s, the country’s 

exchange rate regime has gradually evolved from a system of multiple exchange rates to 

a single announced fixed official rate. The system then further evolved to the current 

system, incorporating a narrow adjustable trading band around the official rate, which is 

itself set on a daily basis and is meant to reflect the interaction of market forces. These 

reforms are popularly viewed as an important part of the economic renovation. Through 

these changes, has the exchange rate been managed in a way that generally contributed to 

the achievement of national economic objectives?  It is difficult to address this question, 

partly because of the opaque nature of official information regarding the nature and 

relative importance of national policy objectives generally, and partly because of a 

relative dearth of rigorous, systematic studies of the relevant economic issues in the 

Vietnamese context.   

In its annual reports, the State Bank of Vietnam (SBV) often reports that the exchange 

rate has been managed flexibly and consistently with market forces, contributing to 

inflation control, export promotion, easing of demand pressure in the forex market, and 

improvement in the balance of payment (SBV 1998, 1999a, 2000, 2001, 2002, 2003, 

2004, 2005). Unfortunately, the information provided by the SBV is not transparent. Its 

exchange rate policy seems broadly to cover objectives of macroeconomic policies. 

However, for any given period it is not clear which objective is emphasized and to what 

extent it has been achieved. The SBV’s annual reports simply comment generally that it 

followed the objectives properly. According to some of these reports, objectives such as 

controlling inflation and promoting exports would be achieved when the value of the 

Vietnamese dong is managed so that it slowly depreciates against the US dollar; 

according to other reports, the exchange rate has to a large extent been a result of the 

interaction of market forces. 

In the IMF’s view, on the other hand, Vietnam’s current exchange rate policy is rigid, not 

supporting the country in coping with its continued vulnerability to external shocks and 

increasing exposure to foreign competition (IMF 2006a). It frequently recommends that 
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Vietnam move toward a more flexible exchange rate policy (IMF 2005, 2006a, 2006b, 

2007b). According to the IMF, a move to greater flexibility in the exchange rate would 

help facilitate adjustments to external shocks and rapid structural changes, and allow for a 

further enhancement of the country’s relatively weak reserve position. This shift in 

exchange rate policy would also help foster the development of forex derivative markets 

through encouragement of market participants to improve their skills in managing 

exchange rate risks.   

In response to the IMF’s recommendation, the Vietnamese authorities assert that they 

would like to follow a careful pace of change in the exchange rate and intervention 

policies (IMF 2007b) for several seasons. First of all, Vietnamese authorities hold the 

view that greater flexibility should be supported by measures geared toward the 

improvement in the functioning of the forex market (IMF 2006b). According to them, an 

adoption of a more flexible exchange rate regime would be difficult as long as the status 

quo is maintained with the country’s forex market. Second, the Vietnamese authorities 

are concerned about the need to protect competitiveness, encourage exports and contain 

the trade deficit (IMF 2007b). Furthermore, it is necessary for the country to build its 

reserve cushion so that it is ready to deal with the economy’s increasing exposure to the 

risk of capital flight (IMF 2007b). To a certain extent, it is possible that the Vietnamese 

authorities’ point of view is associated with a “fear of floating” (this concept is explored 

in sub-section 2.3.2.2). 

The existence of different points of view on Vietnam’s current exchange rate policy gives 

rise to a need for thorough examination. Recently, the Vietnamese economy has been 

faced with its most serious challenges since the launching of the Doi Moi policy. As 

presented earlier, macroeconomic indicators such as trade balance and inflation that are 

considered to have close connections with the exchange rate, have exhibited signs of 

unsustainability. In the meantime, the forex market has fallen regularly into severe 

illiquidity. All these issues have raised concerns about the appropriateness of exchange 

rate policies as well. In line with the call for further reforms to foster competitiveness and 
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efficiency, a comprehensive assessment of the conduct of exchange rate policy is a 

necessity in pointing towards future appropriate exchange rate strategies. 

2.3 REVIEW OF THE LITERATURE IN THE INTERNATIONAL 

CONTEXT 

2.3.1 Exchange Rate Regime: Concept, Classification and Recent 

Trends 

An exchange rate regime can be defined as a system of rules that specify how a country’s 

exchange rate is determined. Normally, the rules would explicitly or implicitly specify 

whether the government does or does not intervene in the forex market to influence the 

level of the exchange rate. Thus, different exchange rate regimes would induce different 

degrees of flexibility in the movement of the exchange rate.  

According to degrees of flexibility, exchange rate regimes can be classified into a 

spectrum from full dollarization or currency union with no separate legal tender at one 

extreme, to independent floating at the other (Dornbusch and Park 1999; Edwards and 

Savastano 1999; Frankel 1999; IMF 2004a). In the case of full dollarization or currency 

union, the economy uses another country’s currency, or a common currency as the only 

legal tender, and the country’s monetary autonomy is fully surrendered.  At the other 

extreme under an independent floating regime, the exchange rate is determined freely by 

the interaction of market forces. Exchange rate regimes in between include currency 

board arrangements, fixed peg arrangements, pegged within bands, crawling pegs, 

crawling bands and managed floating. In previous studies of exchange rate regimes, 

however, they are normally classified into three relatively homogeneous groups such as 

hard pegs, intermediate (or soft pegs) and floating (see, for example, Frankel 2003; 

Rogoff et al. 2003).   

Since the breakdown of the Bretton Woods system in 1971, the mix of exchange rate 

regimes in the world has changed considerably, especially among developing and 

emerging countries. In the early 1970s, while many advanced economies adopted floating 
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exchange rate regimes, most developing countries maintained fixed exchange rate 

regimes by pegging their currencies either to a major currency or to a basket of currencies 

(IMF 1997). However, since the early 1990s, a general trend has been exhibited towards 

more flexible exchange rate regimes among developing countries and emerging countries 

(IMF 2004b; Karacadag et al. 2004). A total of 139 exits to more flexible regimes were 

recorded during the period 1990-2002 (Duttagupta, Fernandez and Karacadag 2004, p. 4). 

In particular, while there was almost no country which adopted a floating regime in the 

early 1990s, about 40 per cent of emerging countries were identified as shifting to this 

regime in the early 2000s (IMF 2004b, p. 91). 

According to Duttagupta, Fernandez and Karacadag (2004), the trend toward greater 

flexibility is likely to continue for a variety of reasons. First, this can be due to the fact 

that fixed exchange rate regimes are more crisis prone than flexible regimes. Second, an 

inability to conduct sound macroeconomic policies may potentially force some countries 

to exit from fixed regimes. Third, an increase in exchange rate flexibility may be required 

to minimize the risks associated with the process of economic and financial integration 

into the world economy. The recent surge in capital inflows has also required emerging 

market economies to consider the adoption of more flexible exchange rate regimes 

because it has caused significant upward pressure on exchange rates and has made the 

conduct of monetary policy complicated under fixed exchange rate regimes. Moreover, 

once economies become more advanced, they could benefit more from exchange rate 

flexibility (Rogoff et al. 2003).   

2.3.2 The Choice of Exchange Rate Regimes 

For an open economy, the exchange rate is the crucial link between the domestic 

economy and the world. Changes in the exchange rate may have significant impacts on 

macroeconomic activities.  This has given rise to a perennial question in exchange rate 

economics − which exchange rate regime is a proper choice for economies? To answer 

this question, researchers and scholars have conducted a large body of studies from 

differing aspects. As illustrated in Figure 2.1, the choice of exchange rate regime is 
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dynamically determined by country specific factors and selected policy objectives, 

interacts with the state of the country’s forex market, and has impacts on macroeconomic 

performance. This sub-section provides a review of the main issues in regard to the 

choice of an appropriate exchange rate regime from the following aspects: 

 Trade-offs in the choice of exchange rate regimes 

 Determinants of the choice of an appropriate exchange rate regime 

 Impacts of exchange rate regimes on macroeconomic performance 

 Linkages between exchange rate regimes and development of forex market 

 

Figure 2.1: Choice of Exchange Rate Regime:  Objectives, Determinants, Impacts on 

Macroeconomic Performance, and Interaction with the Forex Market 
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2.3.2.1 Trade-offs in the Choice of Exchange Rate Regimes 

Though there exist a variety of exchange rate regimes at the present time, discussion 

concerning trade-offs in the choice of exchange rate regimes has traditionally and 

generally focused on the comparison between a fixed exchange rate regime on one side 

and a floating exchange rate regime on the other. There are two main advantages 

associated with a fixed exchange rate regime. The first commonly mentioned advantage 

is that it reduces exchange rate risk and transactions costs, which are impediments for 

flows in international trade and investment (Frankel 1999). This was the main rationale 

for the birth of the Bretton Woods system after the World War II (Makin 2002). Most 

academic economists, however, tend to view it as unimportant at the present time 

(Frankel 1999). One reason is that economic agents are now able to hedge exchange rate 

risk through the use of various derivative instruments. In fact, under the environment of 

the more volatile exchange rates since the collapse of the Bretton Woods system in the 

early 1970s, international trade volume has grown remarkably (Makin 2002). 

Furthermore, most empirical studies of the effect of exchange-rate volatility on trade and 

investment find no significant adverse effects (Frankel 1999).  

The second commonly-cited advantage of a fixed exchange rate is that it can serve as a 

“credible nominal anchor for monetary policy” (Frankel 1999, p. 8). The argument in 

favour of this advantage is developed as follows.  Monetary policy that is set with full 

discretion can give rise to the so-called “time-inconsistency problem” (Mishkin 1999, p. 

580) and an inflationary bias (Frankel 1999). Policymakers can be tempted to pursue 

expansionary monetary policy, aiming at producing higher growth and employment in the 

short-run. This policy, however, can lead to higher inflation and poor economic 

performance in the long-run as it creates upward expectations in the wage- and price- 

setting process (Mishkin 1999).  By fixing the exchange rate, a central bank can gear its 

policy to credibly fight inflation (Frankel 1999). The reason is that a fixed exchange rate 

prevents the central bank from conducting expansionary monetary policy, thus creating 

low expectation of inflation in the economy. A fixed exchange rate regime therefore can 

provide a discipline on policymaking, contributing to a constraint of the time-

inconsistency problem and inflationary bias.   
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However, in the view of critics, a fixed exchange rate regime exhibits several 

disadvantages. The biggest disadvantage is the loss of independent monetary policy 

(Obstfeld and Rogoff 1995), especially under the condition of the integration of financial 

markets. Normally, monetary policy should be flexible enough to respond to internal 

shocks as well as external shocks to prevent the country from recession. In contrast, a 

fixed exchange rate regime tends to cause domestic monetary policy to be dependent on 

those abroad (of the anchor country). For example, if the domestic economy is hit by a 

sudden decrease in world demand for its exports, the government would not be able to 

lower interest rates to prevent a potential recession due to the fact that the domestic 

interest rate is determined by the foreign interest rate (Obstfeld and Rogoff 1995; Frankel 

1999).  

The second disadvantage of a fixed exchange rate regime is that the domestic economy 

may be vulnerable to speculative attacks on its currency (Mishkin 1999). The operation 

of a fixed exchange rate regime requires a high discipline in conducting monetary and 

fiscal policies. However, if the central bank does not have deep-rooted credibility in 

fighting inflation, the fixed exchange rate could become persistently misaligned in that 

the local currency is artificially overvalued.  In this situation, the central bank’s 

commitment to the fixed exchange rate becomes quickly weakened, igniting a speculative 

attack. Consequences of any speculative attack are detrimental to the stability of the 

economy, possibly leading to rapid exhaustion of foreign exchange reserves and even 

forcing abandonment of the fixed exchange rate regime.       

Correspondingly, a floating exchange rate regime also has its own advantages and 

disadvantages. Its main advantage is that it could insulate economies from external 

shocks and allow the central bank to pursue an independent monetary policy (Friedman 

1953; Frankel 1999).  For example, an economy can be prevented from a recession 

induced by an external disturbance through the conduct of monetary expansion and 

depreciation of its currency (Frankel 1999).    

Another advantage of a floating exchange rate regime is that the exchange rate itself, not 

the central bank, is put under pressure of adjustment to ensure equilibrium between 
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market forces on the forex market (Makin 2002). In principle, the central bank is not 

required to assess, on a daily basis, what the appropriate exchange rate is, nor to defend it 

by selling or buying foreign exchange. Thus, if there was deterioration in competitiveness 

and a run of current account deficit, the country’s currency would depreciate to 

automatically restore its competitiveness and improve its current account balance (Makin 

2002). This is in contrast with the situation under a fixed exchange rate, where the central 

bank is expected to assess the appropriateness of the exchange rate accurately and 

intervene in the forex market to defend its assessment. If the central bank overvalued the 

domestic currency, it would have to continue selling foreign currencies, thus running 

down the official reserves while the country’s competitiveness kept deteriorating.  

The two above mentioned advantages of a floating exchange rate regime are, however, 

subject to several criticisms. First, a floating exchange rate may give rise to excessive 

volatility due to destabilising speculation − a situation where the exchange rate is 

frequently driven away from its fundamental economic value by speculative bubbles 

(Makin 2002). The presence of destabilizing speculation would then magnify uncertainty 

for international trade and investment. This criticism is not always agreed upon by 

researchers, however. From a theoretical point of view, there also exist situations of 

stabilizing speculation, making the path of the exchange rate smoother (Moosa 1998).  

Second, though a floating exchange rate regime allows monetary autonomy, the central 

bank may not possess the capability of pursuing countercyclical monetary policy in 

practice (Calvo and Mishkin 2003), leading to the time-inconsistency problem. 

According to Calvo and Mishkin (2003), an expansionary monetary policy conducted by 

a central bank without inflation-fighting credibility will only cause an immediate rise in 

the price level. In this regard, Mishkin (1999) argues that many emerging market 

economies may not benefit from an independent monetary policy due to the fact that they 

do not possess the required political or monetary institutions to run discretionary 

monetary policy successfully.       

In short, each type of exchange rate regime has its own advantages and disadvantages. 

There exists a trade-off between the advantages of fixed exchange rates and the 
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advantages of floating exchange rates. The above review of the advantages and 

disadvantages does not provide clear guidance for the choice of exchange rate regimes. 

This is why Pilbeam (1998) considers that it is difficult to prove the arguments for and 

against either of the two exchange rate regimes without referring to specific 

circumstances in practice.  For example, if a country is frequently influenced by external 

disturbances, in principle it would find a floating exchange rate regime more relevant 

(Frankel 1999). This option may not be feasible, however, without strong political and 

monetary institutions.  

2.3.2.2 Determinants of Exchange Rate Regimes 

There are different theoretical approaches to the analysis of determinants of exchange 

rate regimes. First, the traditional approach, which was based on the theory of Optimum 

Currency Area (OCA) initiated since the early 1960s, presents and analyses several 

specific country characteristics for assessing whether a country gains from a fixed 

exchange rate regime or from a flexible one.  The second approach focuses on the ability 

of exchange rate regimes to stabilize the domestic economy in the presence of various 

random shocks to the economy. The third approach is called the impossible trinity 

hypothesis, developed on the basis of extending the OCA theory to allow for capital 

mobility. The fourth approach emphasizes the political economy view of point. All these 

approaches yield a range of determinants that become explanatory variables in many 

empirical studies of the choice of exchange rate regimes.   

Traditional Approach 

The traditional approach provides views on selecting an appropriate exchange rate regime 

under criteria such as factor mobility (Mundell 1961), economic openness (McKinnon 

1963), production diversification (Kenen 1969) and inflationary history (Fleming 1971). 

Mundell (1961) argues that perfect labour and capital mobility across national boundaries 

would make a flexible exchange system unnecessary. He considers factor mobility as a 

non-exchange rate means of cushioning shocks. Given the existence of labour mobility as 

a function of time and downward rigidity of wages, critics of this view are, however, 
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quite sceptical about the role of labour mobility in the adjustment to asymmetric shocks 

(Horvath 2003).  The problem of serious costs that arise for workers in adjusting to 

different jobs is also a considerable barrier (Horvath and Komarek 2002).  Furthermore, 

Corden (1973) notes that short-run capital mobility may be helpful, but it would not be a 

good means for countries to deal with asymmetric shocks in the long-run. Despite the 

mentioned criticisms, Mundell’s labour mobility is today viewed as a criterion to identify 

an optimum currency area (Horvath 2003), which is actually a monetary arrangement 

where countries adopt absolutely fixed exchange rates among themselves.   

Openness of economy is also considered by McKinnon (1963) as a crucial criterion of an 

optimum currency area. Openness of economy can be defined as the ratio of tradables to 

non-tradables. According to McKinnon (1963), the more open the economy, the more 

advantageous is a fixed exchange rate regime.  Given the high ratio of tradables to non-

tradables, fluctuations in the exchange rate would have negative effects on domestic price 

level stability, especially in the case of small open economies. In light of this view, 

McKinnon (1963) considers that small open economies should rely more on fiscal and 

monetary policies than on exchange rates for the purpose of adjusting disequilibria in the 

balance of payment. To counter McKinnon’s argument, Giersch (1973) notes that an 

open economy may be more exposed to external disturbances; in that case it would be 

rather beneficial to rely on exchange rate flexibility to absorb external shocks.  

McKinnon’s analysis is, however, impressive in terms of suggesting that small open 

countries peg their currencies to the currency of a large stable country where the body of 

non-tradable goods is large. Thus, openness of economy is an important criterion of an 

optimum currency area, but the existence of such areas depends on the existence of large 

stable countries.   

In Kenen’s analysis (1969), production diversification is emphasized as a criterion for 

countries to participate in an optimum currency area. Kenen (1969) argues that 

production diversification would result in export diversification and it is less likely that a 

well-diversified economy confronts shifts in demand for its export products. In other 

words, production diversification would diminish negative effects of asymmetric shocks.  
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This suggests that there is no need for a highly diversified economy to adopt flexible 

exchange rates to cushion it from outside shocks, but fixed exchange rates or an optimum 

currency area would be beneficial for it. According to McKinnon (1969), Kenen’s 

conclusion can also lead to the implication that a large diversified economy with a small 

foreign trade sector would find it relevant to apply fixed exchange rates, while a small 

open economy (with no diversified production structure) needs floating exchange rates. If 

so, this implication would be contrary to the criterion of degree of openness. 

Fleming (1971) points to the need for similarity in inflation rates for countries to fix their 

exchange rates or have a common currency. The reason is that it is difficult to maintain 

fixed exchange rates if countries have different inflation perspectives. Even if relative 

cost levels were initially in perfect alignment, there still would be, however, a danger that 

they are pushed out of line due to differences among countries in unemployment 

preferences, in productivity growth and/or in the strength of trade unionism (Fleming 

1971).  Therefore, similarity in inflation rates calls for the similarity in policy attitudes. 

In general, the traditional approach indicates that a small, open country with diversified 

production structure may find a fixed exchange rate regime relevant. The case for a fixed 

exchange rate is stronger if that country is integrated within a given geographic area in 

factor mobility, and its inflation rate does not diverge from that of its main trading 

partners. For other cases, the criteria identified by the traditional approach provide no 

clear-cut guidance for selecting an exchange rate regime (Horvath 2003).   

Ability of Exchange Rate Regimes to Absorb Shocks  

The second approach emerged in the 1970s, focusing on the ability of exchange rate 

regimes to ease the response of economies to various shocks. In this approach, the 

optimal exchange rate regime is the one that helps stabilize macroeconomic variables 

such as output, consumption and inflation (IMF 1997). Boyer (1978) and McKinnon 

(1981) indicate that fixed exchange rate regimes would perform better in terms of output 

stability if the main source of disturbances comes from nominal shocks such as money 
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supply shock or money demand shocks. On the other hand, flexible exchange rate 

regimes would better absorb disturbances mainly induced by foreign shocks or domestic 

real shocks such as a shift in the demand for domestic goods.   

Impossible Trinity 

The impossible trinity hypothesis was originally developed by Mundell (1963) and 

Fleming (1962). According to this hypothesis, a country cannot simultaneously achieve 

the three policy goals:  full freedom of cross-border capital mobility, exchange rate 

stability, and monetary policy independence. Only two of these three goals can be 

pursued at a time. Which goal should be abandoned is dependent on the country’s 

circumstances (Yagci 2001). For example, a country that is steadily integrated in the 

global financial markets may find a flexible exchange rate regime suitable so that it 

can pursue monetary policy independence.  

The impossible trinity hypothesis has been in the forefront of policy discussion 

since the occurrence of currency crises in the 1990s. As financial markets have 

become increasingly integrated and the liberalization of capital flows has been a 

clear trend, the impossible trinity hypothesis has given rise to a bipolar view of 

exchange rate regimes or the “hollowing of the middle” hypothesis and the “fear of 

floating” hypothesis. For example, according to Fischer (2001), high capital mobility 

makes intermediate exchange rate regimes less viable in financially open 

economies, which will tend over time to move to the two polar extremes of the 

spectrum of exchange rate regimes, free float and rigid peg.  

In contrast, Calvo and Reinhart (2002), Hausmann, Panizza and Stein (2001a, 2001b), 

and Goldfajn and Olivares (2001) point to some concerns that have brought about a so-

called “fear of floating” to policymakers in many developing and emerging countries. 

The first concern is related to the issue of high pass-through from depreciation to 

inflation (Calvo and Reinhart 2002; Karacadag et al. 2004).  A high pass-through occurs 

when traders pass almost all the extent of the domestic currency depreciation to prices of 
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tradable goods in the local market, causing an increase in inflation. The second concern is 

about the balance sheet effects of exchange rate volatility (Calvo and Reinhart 2002). In 

many developing and emerging countries, a large portion of debt denominated in a 

foreign currency means that a devaluation leads to a rise in debt-servicing costs (Bailliu 

and Murray 2002; Calvo and Mishkin 2003). There is also a concern for the inability of 

governments to pursue countercyclical monetary policies effectively (Bailliu and Murray 

2002; Calvo and Mishkin 2003). An adoption of a floating exchange rate regime then 

may lead to either “chronic inflation” or a tendency of tightening monetary conditions “in 

reaction to any economic weakness or exchange rate depreciation, rather than easing to 

help offset the shock” (Bailliu and Murray 2002, p. 24). All these concerns might 

encourage policymakers to maintain informal exchange rate targets, though declaring 

officially floating regimes.      

Political Economy View 

The political economy approach mainly focuses on “the tradeoffs faced by 

policymakers and the distributional, macroeconomic, institutional and other 

socioeconomic factors that affect the choices” of exchange rate regimes made by 

policymakers (Frieden and Stein 2001, p. 3).  The main trade-off is considered to be 

between the macroeconomic credibility that can be achieved through the operation 

of a fixed exchange rate regime, and the external competitiveness that can be 

assured by a flexible exchange rate regime (Ohno 2003). For a given country, how to 

weigh these choices depends on its macroeconomic circumstances, and on the 

nature of its political economy (Frieden and Stein 2001; Ohno 2003).   

An important point that emerges from the political economy view is that countries 

with long histories of extremely high inflation might find a pegged exchange rate 

regime useful to bring down inflation and to establish the credibility of a 

stabilization program (IMF 1997; Drazen 2000; Frieden and Stein 2001; Ohno 

2003). Through a clear and transparent nominal anchor of a pegged exchange rate, 

governments in these countries attempt to convince the public of their commitment 
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to price stability, thus reducing inflationary expectation. This advantage comes, 

however, with the disadvantage in terms of a real appreciation due to the fact that 

the currency is fixed in conditions of high inflation.  Frieden and Stein (2001) 

hypothesize that under hyperinflationary conditions, anti-inflationary motives 

outweigh the costs of a real appreciation, but when inflation is under control, 

restoring competitiveness tends to be more emphasized.  

More specifically, scholars also extend their political economy view on the choice 

between price stability and external competitiveness for economies in transition to 

the market system. Similar to the hypothesis of Frieden and Stein (2001), Sachs 

(1996) considers that a peg regime is necessary in the first phase of the transition to 

reinforce the government’s commitment to the stabilization endeavour, but this should be 

followed by a more flexible regime as soon as inflation control has proved to be 

successful. The reason is that a more flexible regime helps remove structural weaknesses 

and deal with adverse shocks. However, Szapary and Jakab (1998) express a general 

view that the central bank should decide the relative importance to be attached to each of 

these objectives during the course of economic transition and development.  In addition, 

they argue that exchange rate policy for most transition economies should be designed to 

protect competitiveness due to the fact that their balance of payments is likely to be a 

binding constraint.  

With regard to the tendency for a pegged exchange rate to be often associated with 

the need for large devaluations in value of the local currency after a certain period of 

time, Collins (1996) and Edwards (1996) are concerned about the political costs 

that may be higher than in the case of allowing the nominal exchange rate to move 

by an equivalent amount in a more flexible regime. The reason is that devaluation is 

clearly visible as an action by the government while depreciation can be attributed 

to the market. When the political costs induced by devaluation are high, in the 

longer run the government may be inclined to adopt a more flexible exchange rate 

regime (IMF 1997).   
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Empirical Research: Actual Determinants of Exchange Rate Regimes  

Given the diversity of exchange rate regimes and the emergence of different 

normative theoretical frameworks, empirical research has started to focus on the 

choice of exchange rate regimes in practice since the late 1970s. The first studies are 

structured principally on the basis of criteria provided by the OCA theory (see, for 

example, Dreyer 1978; Heller 1978; Holden, Holden and Suss 1979). A decade or so 

later, studies by Melvin (1985) and Savvides (1990) aim to include additional 

variables to reflect impacts of shocks such as foreign price shocks, domestic money 

shocks or shocks to real effective exchange rates.  

In response to the political economy approach, some studies, such as those by 

Edwards (1996), Collins (1996), Bernhard and Leblang (1999), Frieden, Ghezi, and 

Stein (2001), and Méon and Rizzo (2002), extend to an examination of the role of 

institutional and political variables in the choice of exchange rate regimes. In 

particular, in the context of economic reform in China, Liew (2004) examines policy 

elites in the political economy of China’s exchange rate making and explains how 

economic transformation has impacted on the responsibilities and interests of key 

economic elite ministries and therefore the positions these ministries have pursued 

when conducting exchange rate policy.  

With a more comprehensive approach, many other studies consider different 

theoretical frameworks and attempt to cover as many determinants as possible (see, 

for example, Rizzo 1998; Edwards 1999; Poirson 2001; Juhn and Mauro 2002; von 

Hagen and Zhou 2005; Markiewicz 2006; von Hagen and Zhou 2007).2 Generally, 

these empirical studies provide different findings, depending not only on the 

selected determinants as just mentioned, but also on features such as sample of 

                                                 
2 The mentioned incorporate determinants that can be classified into three broad categories: (i) criteria 

provided by the OCA such as openness, economic development, size of economy, geographical trade 

concentration, and capital mobility; (ii) macroeconomic and external factors such as growth, inflation, 

reserves, and capital control; and (iii) political factors such as political stability. 
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countries, period analysed, methodology, data construction and especially, regime 

classification. 

Since the present study does not attempt to find systematic determinants of 

exchange rate regime choice, a detailed review of existing studies, including an 

explanation of their methodological differences, is beyond the scope of this study. 

What is more important is to extract general conclusions about how countries 

actually choose their exchange rate regimes. There is no doubt about the 

contributions of these studies in terms of their originality and usefulness. However, 

as pointed by Rogoff et al. (2003), though empirical studies show that certain 

criteria are important determinants for the choice of exchange rate regimes in 

certain groups of countries, no result proves to be reasonably robust in regard to 

changes in terms of exchange rate regime classification, country coverage, sample 

period and estimation method.  

For example, consider openness, the most commonly examined variable in empirical 

studies reviewed in the present study. It is found to be significantly associated with 

fixed regimes by six studies (see Dreyer 1978; Holden, Holden and Suss 1979; 

Bernhard and Leblang 1999; Frieden, Ghezzi and Stein 2001; Juhn and Mauro 2002; 

von Hagen and Zhou 2005), significantly associated with floating regimes by three 

studies (see Collins 1996; Rizzo 1998; Méon and Rizzo 2002), and an ambiguous 

predictor of exchange rate regimes by five studies (see Heller 1978; Melvin 1985; 

Savvides 1990; Poirson 2001; Markiewicz 2006). Level of economic development is 

also a frequently used variable, but does not represent as a good predictor of 

exchange rate regimes either. It is found to be significantly associated with flexible 

regimes by five studies (see Holden, Holden and Suss 1979; Savvides 1990; Edwards 

1996; von Hagen and Zhou 2005; Markiewicz 2006), significantly associated with 

fixed regimes by two studies (see Edwards 1999; Méon and Rizzo 2002), and not 

significantly associated with any type of regime by four studies (see Collins 1996; 

Rizzo 1998; Poirson 2001; Juhn and Mauro 2002). Similarly, the results are mixed 

for a range of other variables. Generally, none of the above mentioned theoretical 
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approaches is robustly supported by empirical evidence. A systematic approach to 

prediction of exchange rate regime choice is far from achieved in the previous 

studies.   

To sum up, various theoretical approaches suggest a variety of determinants/factors 

for the choice of exchange rate regimes. None of the approaches is free from 

controversy and none are robustly supported by empirical evidence. It is, therefore, 

not easy to draw a general conclusion about how countries choose their exchange 

rate regimes. A consensus that is seemingly achieved is that that there is no single 

optimal exchange rate regime that is appropriate “for all countries or at all times” 

(Frankel 1999, p. 1; Mussa et al. 2000; Calvo and Mishkin 2003).  

The actual choice depends on the specific country’s circumstances during the time period 

under consideration. Economic factors such as the size and openness of the economy, 

structure of its production and exports, stage of its financial development, its inflationary 

history, and the nature of shocks are all important. The crucial problem is how to assign 

relative weights to these factors. Political economy factors would also play an important 

role in shaping the exchange rate regimes in many countries. From the political view of 

point, governments should have to consider the principal tradeoffs between stability and 

flexibility under the influence of distributional, macroeconomic, institutional and other 

socioeconomic factors. 

2.3.2.3 Impacts of Exchange Rate Regimes on Macroeconomic 

Performance 

The debate over the choice of exchange rate regimes has also led to studies on the 

relationship between exchange rate regimes and macroeconomic performance.  This 

research line has been especially motivated by the fact that many emerging market 

economies and transitional economies have been shifting away from pegged 

exchange rate regimes to more flexible ones (see sub-section 2.3.1), adopting 

export-led growth strategies and exposing their fragile economic systems to 
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external disturbances. Macroeconomic variables that are usually considered include 

inflation and economic growth. The following discussion provides a review of 

literature in this regard.   

Exchange Rate Regimes and Inflation Level 

A fixed exchange rate regime is considered to contribute to lower inflation from two 

points of view.  First, as mentioned in sub-section 2.3.2.1, a fixed exchange rate normally 

induces greater discipline on policymaking, containing the monetary source of inflation. 

Second, a fixed exchange rate may help to exclude the source of inflation arising from 

exchange rate pass-through, by containing increases in prices of tradable goods. 

Moreover, to the extent that a fixed exchange rate is credible, there is a strong tendency 

for the public to hold domestic currency, reducing the inflationary effects of a given 

expansionary monetary stance (Ghosh et al. 1997). Apparently, the impact of a fixed 

exchange rate regime on inflation is simplified by assuming that world prices of 

goods are stable and policymakers possess high credibility in their fight against 

inflation.  

In general, earlier empirical studies find that fixed exchange rate regimes induce 

lower inflation. A study conducted by Ghosh et al. (1997) covering the period 1960-

1990, and a sample of more than 100 countries, provides significant evidence that 

pegged regimes are associated with better inflation performance than intermediate 

or flexible regimes. The authors argue that this result reflects lower money supply 

growth (a discipline effect) and higher money demand growth (a credibility effect). 

However, the authors also point to the important observation that countries with a 

peg or nominal anchor may not gain the full anti-inflationary benefits if frequent 

parity changes need to be realized. Later, a study by the IMF (1997) that extends the 

period of analysis to mid-1990 also finds lower and less volatile inflation in 

countries with pegged regimes as compared with that in countries with flexible 

regimes, but the gap declined over time.   
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The findings provided by these studies are, however, not free from controversy. 

According to Edward and Savastano (1999, pp. 15-6), there are several 

methodological weaknesses in the studies by Ghosh et al. (1997) and the IMF 

(1997). First, they use the de jure classification of exchange rate regimes instead of 

the de facto one in their analysis.3 As there are substantial discrepancies between 

the two types of classification, their conclusions may be misleading. Second, these 

studies implicitly assume the sustainability of exchange rate regimes in their 

samples and that all shifts in regime were voluntary. As a consequence, the fact that 

developing countries might involve “regime switches” with large devaluations and 

experience short-run adverse performances is not addressed in these studies. The 

third weakness is associated with the problem of endogeneity in the choice of 

exchange rate regime or “reverse causation”. This means that the above mentioned 

studies do not consider the question of whether fixed exchange rate regimes induce low 

inflation by adding discipline and credibility to the conduct of macroeconomic policies, 

or whether it is the fact that countries with low inflation decide to adopt fixed exchange 

rate regimes to indicate their anti-inflationary stance. In addition, Mussa et al. (2000) 

point to a weakness in that these studies do not control for the country specific 

conditions. For instance, in many countries, the correlation between inflation and 

the exchange rate was due to fiscal indiscipline rather than an exogenous choice to 

adopt a flexible regime.     

Recent studies such as those by Levy-Yeyati and Sturzenegger  (2001), Ghosh, Gulde, 

and Wolf (2002), Rogoff et al. (2003), and Coudert and Dubert (2004) have tried to 

improve the robustness of their empirical results by overcoming certain weaknesses 

mentioned by Edward and Savastano (1999) and Mussa et al. (2000).  Their findings 

do not strongly support those reported by Ghosh et al. (1997) and the IMF (1997).  

                                                 
3 There are two approaches to the classification of exchange rate regimes: a de jure and a de facto. The 

former approach is based on the official announcements by governments (or central banks). However, the 

actual operation of a country’s exchange rate regime may deviate from its official announcement. This may 

challenge the validity of any related empirical analysis. The latter approach is considered more useful as it 

classifies exchange rate regimes according to the observed behaviour of the exchange rate and several other 

variables (Bleaney and Francisco 2005). 
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Controlling for other determinants of inflation, Ghosh, Gulde, and Wolf (2002) find 

insignificant difference in inflation performance across exchange rate regimes in the 

group of advanced economies, but do find an association between pegged regimes 

and lower inflation in the group of less advanced countries.  Using new statistical 

methods for identifying de facto exchange rate regimes, Levy-Yeyati and 

Sturzenegger (2001) suggest a link between fixed regimes and lower inflation, but 

this link is far from being a general conclusion, due to the fact that it is primarily 

observed in the cases of long pegs adopted in the developing economies with low to 

moderate inflation. Similarly, Coudert and Dubert (2004) indicate that fixed 

exchange rate regimes produce better inflation performance for Asian economies, 

but they cannot exclude the hypothesis that this finding is due to an endogeneity 

bias, by which economies with low inflation tend to adopt a fixed regime.  

More specifically, Rogoff et al. (2003) see the importance of distinguishing between 

different country types and come up with the conclusion that developing economies, 

but not emerging or advanced economies, may gain an inflation benefit if they adopt 

pegged and intermediate regimes. In the meantime, they find no significant link 

between higher inflation and greater flexibility in the exchange rate in emerging 

countries, and evidence of a negative relationship between inflation and exchange 

rate flexibility in advanced countries.  

Exchange Rate Regime and Inflation Persistence 

Not only is the impact of exchange rate regimes on inflation level examined in the 

literature, but also the impact of exchange rate regimes on inflation persistence is 

discussed and empirically studied. In particular, is it true that flexible exchange rate 

regimes are more conducive to inflation persistence than pegged exchange rate regimes?  

Economic theory and intuition appear to be on the affirmative side of this question.  It is 

generally accepted that inflation will be more persistent if monetary policy is more 

accommodative in responding to price shocks (Dornbusch 1982). Therefore, a “credible 

lack of accommodation” to inflation shocks is often seen as a key requirement for low 
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inflation persistence (Alogoskoufis and Smith 1991, p. 1272).  It is also possible that a 

commitment to a pegged exchange rate regime may result in a lower degree of monetary 

accommodation, so that “exchange rate pegs act as a disciplining device, allowing policy 

makers in countries with a high inflation propensity to import credibility and, hence, 

lower inflation from abroad” (Husain, Mody and Rogoff 2005, p. 45). 

Yet the above chain of reasoning depends critically on the assumption that in practice 

pegged exchange rate regimes result in lower monetary accommodation.  It turns out that 

empirical evidence has been mixed regarding this assumption and, more generally, 

regarding the overall connection between exchange rate regimes and inflation persistence 

(see, for example, Alogoskoufis and Smith 1991; Anderton 1997; Bleaney 2000; Bleaney 

and Francisco 2005). Contributing to the difficulties in obtaining clear, definitive 

conclusions about this connection has been the fact that the choice faced by policy 

makers is typically not between a perfect float and an immovable peg, but rather among 

various forms of a managed float, or between “softer” and “harder” versions of an 

exchange rate peg. 

As an earliest study in this research line, Alogoskoufis and Smith (1991) analyse annual 

data for the USA and UK and find that inflation persistence was significantly lower under 

gold-based, fixed-exchange-rate regimes (during the period 1948-1967) than under 

managed-exchange-rate regimes (during the period 1968-1987).  In a separate study, 

Alogoskoufis (1992) compares the periods 1953-1971 and 1972-1987 for 21 OECD 

countries, and finds that a similar conclusion applies to 20 of these countries.  Similarly, 

Obstfeld (1995) compares the periods 1953-1972 and 1973-1994 for 12 OECD countries, 

and finds that inflation persistence was higher under floating regimes (during the later 

period) for all of the countries studied except the USA.
4
 More recently, Huang and Gu 

(2007) follow the approach used by Alogoskoufis and Smith (1991) and Alogoskoufis 

(1992) to analyse data for China during the 1991-2006 period, and report that they find 

                                                 
3 Under the Bretton Woods system, as the United States acted as a reserve centre, it was allowed 

considerable freedom in conducting monetary policy 
 
(Obstfeld 1995). For some countries, data at that time 

were available only up to 1993.
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evidence suggesting that shifts to a more flexible exchange rate regime there would 

induce a rise in inflation persistence. 

The main thrust of the above findings has been challenged by a number of authors. For 

example, using a model similar to that of Alogoskoufis and Smith (1991), Anderton 

(1997) examines inflation dynamics in a number of countries which were members of the 

European Exchange Rate Mechanism (ERM) and compares their experiences with those 

of selected non-ERM countries during the period 1970Q1-1992Q3. Anderton concludes 

that the adoption of less accommodative policies played a crucial role in reducing 

inflation persistence, but “membership of the ERM is not necessary or sufficient for 

achieving this objective” (Anderton 1997, p. 33).   

Bleaney (2000) argues that allowance should be made for possible shifts over time in the 

mean inflation rate, which can have a substantial impact on the estimates of persistence.  

On making such an allowance, he finds no evidence of higher inflation persistence during 

the 1984-1999 period among eight developed countries with floating rates compared with 

seven countries which either were members of the European Monetary System (EMS) or 

pegged their currencies.  He also reports that he finds no evidence that monetary policy in 

OECD countries became more accommodative under floating exchange rate regimes.   

Burdekin and Siklos (1999) suggest that it may be an overstatement of the impact of 

changes in exchange rate regimes to attribute to them, as did Alogoskoufis and Smith 

(1991), the post-1967 shift in inflation persistence.  Burdekin and Siklos point out that 

other factors − such as wars, oil price shocks and central bank reforms − could also 

account for changes in inflation persistence. 

Exchange Rate Regime and Economic Growth 

The nature of exchange rate regimes is considered to have influence on economic 

growth through different channels. The theoretical analysis in this regard is similar 

to the debate on advantages and disadvantages of alternative exchange rate 

regimes. First, as a direct effect, different exchange rate regimes may lead to 
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different adjustment processes following a shock, thus influencing economic growth 

differently (Bailliu, Lafrance and Perrault 2002). According to Friedman (1953), in 

the presence of nominal rigidities, a flexible exchange rate regime may enable an 

economy to absorb and adapt to economic shocks effectively, as changes in the 

exchange rate can serve as shock absorbers. Moreover, adopting a flexible exchange 

rate regime, a country can pursue an independent monetary policy, having in hand 

other means to accommodate domestic and foreign shocks (Frankel 1999). 

Rationally, smooth adjustments to shocks may foster economic growth (Bailliu, 

Lafrance and Perrault 2002).  

Mundell (1960) shows, however, that the long-run equilibrium is the same under 

alternative regimes, though admitting that the adjustment process towards the 

equilibrium will be different.  Aghion et al. (2005) further argue that a flexible 

exchange rate regime tends to induce more exchange rate shocks and this might 

lead to an increase in business cycle fluctuations and a reduction in economic 

growth, compared with a fixed regime. As an example, they point to the case of 

emerging economies where underdeveloped or fragile financial systems might face 

difficulty accommodating large volatilities in the exchange rate under flexible 

regimes. Although there is a possibility of these countries using an independent 

monetary policy to facilitate the adjustment to shocks, in practice the central banks 

may not have this capability. Thus, the role of flexible exchange rates as shock 

absorbers seems to be conditional on the presence of strong financial systems and 

monetary policy credibility. 

Second, exchange rate regimes may also affect economic growth indirectly through 

their influence on other important determinants of economic growth, such as 

international trade, investment and financial sector development (Bailliu, Lafrance 

and Perrault 2002). The link between international trade and growth has been 

shown in a variety of endogenous growth models such as those by Findlay and 

Kierzkowski (1983), Segerstrom, Anant and Dinopoulos (1990), Romer (1990), 

Grossman and Helpman (1991), Rivera-Batiz and Romer (1991) and Eicher (1999). 
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In general, international trade allows countries to actively realize their comparative 

advantages, absorb technological advances and approach larger markets, thus 

having opportunities to promote economic growth.  

If the nature of the exchange rate regime has an effect on the volume of 

international trade, it indirectly influences economic growth. The literature does not 

provide, however, a clear conclusion about which exchange rate regime is conducive 

to promoting international trade, though it does suggest that international trade is 

influenced by the type of exchange rate regime. As reviewed in sub-section 2.3.2.1, it 

is sometimes argued that a fixed exchange rate is conducive to trade growth as it 

reduces costs and uncertainty for trade transactions. This argument is not 

intuitively appealing once firms are able to conduct market diversification, have 

access to sources of inputs globally, apply flexible invoicing arrangements, or use 

hedging tools (Bailliu, Lafrance and Perrault 2002). For example, a survey conducted 

by Côté (1994) indicates no real consensus on either the direction or the size of the 

exchange rate volatility-trade level relationship. While the literature is inclined to view 

that a fixed exchange rate is more likely to foster international trade, there is some 

evidence suggesting that more flexible exchange rates are favourably associated with 

export growth due to the possibility that they can avoid persistent misalignments (Nilsson 

and Nilsson 2000).   

Investment strongly affects economic growth as it directly contributes to economic 

activities. Both basic schools of thought, the neoclassical model as first described by  

Solow (1956, 1957) and the new growth theory developed by Romer (1986, 1987, 1990), 

Lucas (1988) and Grossman and Helpman (1991), share the view that investment and 

capital accumulation are crucial for economic growth. The empirical literature based on 

these theoretical frameworks also shows this strong link (see, for example, De-Long, 

Summers and Abel 1992; De-Long and Summers 1993; Jorgenson et al. 2000; Oliner and 

Sichel 2000; Hoover and Perez 2004). Obviously, if exchange rate regimes influence 

investment activities, they would affect economic growth accordingly.  
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However, the theoretical idea on the linkage between the nature of the exchange rate 

regime and the rate of physical capital accumulation is not clear either. Some argue that a 

fixed exchange rate regime would produce a reduction in policy uncertainty and 

exchange rate fluctuation, thus resulting in higher investment (see, for example, 

Aizenman 1994). On the other hand, others assert that by removing an important 

adjustment mechanism, a fixed exchange rate regime can give rise to price distortion, 

inducing inefficient allocation of resources across sectors (see, for example, Ghosh et al. 

1996). In the meantime, empirical studies geared to capture the effects of exchange rate 

regimes on investment generate mixed results (see, for example, Goldberg 1993; 

Harchaoui, Tarkhani and Yuen 2005) or just indicate a small influence of exchange rate 

volatility upon the level of investment spending (Böhm and Funke 2001). 

Finally, the level of development of the financial system also represents an important 

determinant of economic growth. The level of development of the financial system is 

reflected in its ability to exercise functions such as mobilizing savings, helping to allocate 

capital, facilitating risk management, and smoothing the circulation of goods and services 

(Levine 1997). Reviewing a large body of literature on the linkage between financial 

development and economic growth, Levine (1997) illustrates how the development of the 

financial system can foster economic growth through its effects on capital accumulation 

and technological innovation. In general, there is a consensus that a well-functioning 

financial system is crucial to long-run economic growth. The empirical studies by 

Goldsmith (1969) and Levine, Loayza, and Beck (2000) and others support this view as 

well.   

The interactions between the exchange rate regime and the level of development of the 

financial system are not well documented in the literature. The main focus has been on 

the choice of exchange rate regime with the level of development of the financial system 

as one of its determinants. For example, Bordo and Flandreau (2001) suggest that only 

those countries with greater financial depth would benefit from a flexible exchange rate 

regime. The reason behind this argument is that higher exchange rate fluctuations under a 

flexible regime may affect the real economy detrimentally if shocks to the exchange rate 
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cannot be absorbed by the financial system and agents are not provided with suitable 

hedging tools (Bailliu, Lafrance and Perrault 2002). Similarly, Aizenman and Hausmann 

(2001) recommend that emerging-market economies may gain more from a fixed 

exchange rate regime than industrialized countries due to their underdeveloped financial 

sector. However, given an underdeveloped financial sector, the choice of a fixed 

exchange rate regime is a challenging option, because banking crises are more likely 

under such a combination (Chang and Velasco 2000a, 2000b). 

Several intriguing and controversial hypotheses about the possible link between exchange 

rate regimes and the improvement of the financial sector have been proposed in the 

literature. As advocates of hard peg regimes, Hanke and Schuler (1994) argue that these 

regimes are effective at constraining fiscal policy because a rule-bound monetary policy 

does not permit the government to finance its spending by monetary creation. A counter-

argument then points to the possibility of delaying necessary reforms to redress fiscal 

imbalances on the part of the governments, because hard peg regimes make it easier for 

them to finance budget deficits by taking foreign debts (Calvo and Mishkin 2003). 

Another counter-argument indicates that fixed exchange rate regimes are associated with 

three elements that together build a cause of currency crises: (i) a currency mismatch 

between banks’ assets and liabilities; (ii) banks’ unhedged exposure to exchange rate risk; 

and (iii) implicit government guarantees to banks and their foreign creditors (Burnside, 

Eichenbaum and Rebelo 2001, p. 1151). According to this argument, a fixed exchange 

rate seems to operate at the cost of a more fragile banking system.  In the meantime, it 

may be argued that government transparency and fiscal responsibility is potentially 

improved under a floating exchange rate regime if the government adopts an inflation 

target monetary policy (Calvo and Mishkin 2003). 

Overall, economic theory does not suggest clearly which exchange rate regime is ideal 

for promoting economic growth. The question of whether the nature of the exchange rate 

regime influences economic growth has therefore been raised in a variety of empirical 

studies. Generally, there are two lines of research. One is to investigate the link between 

the exchange rate regimes and the determinants of economic growth such as investment 
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spending and the level of trade, with largely inconclusive results as discussed above.  The 

other approach is to examine the direct connection between the exchange rate regimes 

and economic growth. It turns out that the latter empirical studies could not establish an 

unambiguous answer either.  

In particular, empirical studies focusing on the direct relationship between exchange rate 

regimes and economic growth have tended to yield controversial and inconclusive results. 

Earlier studies such as those conducted by Ghosh et al.(1997) and the IMF (1997) fail to 

identify significant differences in output growth across exchange rate regimes. The 

failure of these studies could be attributed to methodological weaknesses mentioned 

earlier. One weakness that has received much criticism is the use of the de jure 

classification of exchange rate regimes in their empirical analysis. Several recent studies 

have tried to overcome this weakness by applying de facto exchange rate classifications 

and pay more attention to controlling for other determinants of growth, but the results are 

either statistically insignificant or confirmed only under certain circumstances.  

For example, Levy-Yeyati and Sturzenegger (2003) find that less flexible exchange rate 

regimes perform poorer in terms of growth and output volatility for developing countries, 

while they find no significant impact of exchange rate regimes on growth for industrial 

countries. Huang and Malhotra (2004) report similar evidence for advanced European 

countries, in that the choice of exchange rate regime generally does not have an impact 

on economic growth or its variability. However, for developing and emerging Asian 

economies, they find that fixed and managed floating regimes are associated with better 

economic performance in terms of growth rates while there is no systematic difference in 

the variability of growth across exchange rate regimes.       

In contrast, Rogoff et al. (2003) show that, for advanced economies, flexible exchange 

rate regimes significantly outperform other regimes in terms of economic growth, while 

for developing economies, growth appears to decline with increased flexibility, but the 

effect is not statistically significant. A study by Husain, Mody and Rogoff (2005) 

presents a more or less similar finding, in that flexible exchange rate regimes appear to be 

more durable and are also associated with slightly higher growth for developed countries, 
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while exchange rate regimes seem to have neutral impacts on economic growth for 

emerging countries, though pegged regimes are found to be the least durable and make 

the countries more prone to crises. In a somewhat striking approach, Aghion et al. (2005) 

indicate that a higher level of exchange rate volatility can induce higher productivity 

growth in developed countries, but it can cause lower growth in countries with 

underdeveloped capital markets. 

In brief, there is a little consensus on the association between exchange rate regimes 

and the two most concerned variables of macroeconomic performance, inflation and 

growth. At a theoretical level, it is not easy to identify unambiguous relationships 

due to the fact that exchange rates “can influence – and be influenced by – other 

macroeconomic variables” through various channels (Ghosh et al. 1996, p. 1). By the 

same token, the existing empirical studies normally indicate “no clear link between 

the exchange rate regime and macroeconomic performance” (Ghosh et al. 1996, p. 

1).  With regard to inflation, several earlier empirical studies find that fixed 

exchange rate regimes produce lower inflation; however, they are criticised for 

having methodological weaknesses. Employing better methodological approaches, 

more recent studies produce mixed results, depending on country types and 

samples used. As well, empirical studies on the linkages between exchange rate 

regimes and inflation persistence do not satisfactorily confirm that flexible exchange 

rate regimes are more conducive to inflation persistence than pegged exchange rate 

regimes. Similarly, the findings of empirical studies on the impact of the choice of 

exchange rate regime on growth are controversial and inconclusive.    

2.3.2.4 Linkages between Exchange Rate Regimes and Development of 

Foreign Exchange Markets 

The literature review in sub-section 2.3.2.3 suggests that while the linkage between 

exchange rate regimes and economic growth and/or its determinants, such as 

international trade and investment, have been intensively investigated in the literature, the 

possible connections between exchange rate regimes and the improvement in the 
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functioning of financial system remains almost unexplored. In general, the literature 

suggests that exchange rate regimes can impact economic growth indirectly through their 

influence on the level of development of the financial system, but does not provide a 

clear influencing mechanism. The mutual interaction between the exchange rate regime 

and the forex market (as an important financial market/ an important part of the financial 

system) is, however, discernible, especially in the case of developing countries. It is due 

to the fact that the forex market represents one of the important determinants of the 

choice of exchange rate regimes. The development of the forex market is significantly 

governed by the choice of exchange rate regime while it also has an impact on the 

operation of the exchange rate regime (Xin 2004). Given this special relationship, this 

sub-section explores the relevant literature in order to appreciate how the choice of 

exchange rate regimes by countries can affect the development of their forex markets and 

vice versa.  

Functions of Foreign Exchange Markets 

The forex market serves as an important bridge linking the economy of a country with the 

outside world (see, for example, Nguyen Duc Tho 1997). It is one of the essential 

financial markets for any open economy. A well-functioning forex market fulfils three 

important functions (Eiteman et al. 2008). First, it transfers purchasing power among 

different national currencies, satisfying the needs for international payments arising from 

a variety of international economic and non-economic activities. Second, it provides a 

source of credit through instruments such as bankers’ acceptances and letters of credit to 

finance international trade.  The third function is to provide hedging facilities to 

participants. Performing such functions well, the forex market allows participants to buy 

and sell currencies easily and hedge currency risk conveniently. Thus, it plays a very 

important role in promoting international trade and investment for any open economy. In 

addition, it signals market trends to the central bank so that it can intervene appropriately 

if necessary (Nguyen Tran Phuc et al. 2007).  
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Interaction between the Exchange Rate Regime and the Foreign Exchange Market 

Different countries experience different developmental stages in their forex markets. 

How well the forex market functions largely depends on its structural and operational 

characteristics and efficiency, which are, however, to a large extent influenced by the 

practice of exchange rate policy. The reason is that exchange rate policy is normally 

designed in terms of two dimensions: “the extent of convertibility and the specific 

institutional arrangements that determine the day-to-day setting of exchange rates” 

(Dornbusch and Park 1999, p. 11). These two dimensions directly govern the 

development of the forex market. For example, a peg exchange rate regime is generally 

associated with exchange rate rigidity, extensive foreign exchange regulations and the 

activeness of the central bank in the market (in the process of exchange rate 

determination). In such a circumstance, the forex market may poorly perform because 

there would be less motivation for market participants to “form views on exchange rate 

trends, take positions, or manage risks” (Karacadag et al. 2004, p. 21). On the contrary, a 

flexible exchange rate regime would produce a two-way bet on the movement of the 

exchange rate, inducing market participants to take both short and long positions 

(Karacadag et al. 2004) and to be more aware of using hedging instruments. Apparently, 

exchange rate rigidity introduces potential barriers for the development of the forex 

market. 

Though a well-functioning forex market is definitely desirable, it is in reality not a 

primary justification for the governments of many developing countries to decide to 

move toward exchange rate flexibility. The preceding parts of the literature review give 

rise to a consensus that the choice of exchange rate regime for a given country depends 

on a variety of factors, and the stage of its financial development (including the status of 

the forex market) is just one of them. Moreover, Calvo and Reinhart (2002) find that 

many developing and emerging countries that are officially classified as adopting a 

flexible exchange rate display an evident “fear of floating” (see sub-section 2.3.2.2). This 

means that they are reluctant to move toward a more flexible exchange rate for fear of 

excessive volatility, but instead adopt exchange rate strategies that place greater 
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importance on exchange rate stabilization. Such exchange rate strategies have 

undoubtedly contributed to holding back the development of the forex market in many 

countries. Indeed, the forex markets of most developing and emerging countries remain 

shallow and inefficient, to a certain extent due to the fact that their operation is 

extensively governed by foreign exchange regulations and their development is hindered 

by exchange rate rigidity (Karacadag et al. 2004).            

In contrast to the “fear of floating” view, the world is steadily evolving toward floating 

for many reasons (see sub-section 2.3.1). However, once a country wishes to undertake 

the transition toward a more flexible exchange rate regime, it should consider how to 

achieve an orderly exit from a peg. Duttagupta, Fernandez and Karacadag (2004, p. 5) 

identify four institutional and operational requisites for transitions to floating exchange 

rate regimes: (i) improving the depth and liquidity of the forex market; (ii) formulating a 

consistent intervention policy; (iii) adopting an appropriate alternative nominal anchor; 

and (iv) enhancing the capability of market participants to manage currency risks, and of 

the supervisory authorities to regulate and monitor them. Thus, the objective of 

developing a well-functioning forex market is indispensable for a successful transition to 

flotation. The transition is conducive to market-oriented economies given the view that a 

flexible exchange rate is believed to play a decisive role in resource allocation and 

macroeconomic readjustments (Xin 2004). However, this role of the exchange rate is 

only effective in the presence of a well-functioning forex market, where any transaction 

can be smoothly conducted with low transaction costs and exchange rate risks can be 

easily hedged.   

The brief analysis above sheds light on the interaction between the objective of transition 

to a floating system and the performance of the forex market in many developing 

countries. On one hand, if the exchange rate remains tightly controlled, it may be creating 

barriers for the further development of the forex market. On the other hand, a shallow and 

inefficient exchange market would not be conducive to a floating exchange rate regime.  

Reform in the exchange rate regime and improvement in the forex market are consistent 
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and should move in tandem. Thus, it is of interest to gain knowledge of forex markets in 

developing countries.   

Studies of Foreign Exchange Markets in Developing Countries 

In general, studies of forex markets can be divided into two main groups. The first group 

focuses on the microstructure of the forex market and the other involves market 

efficiency. Within the first group, several lines of research have been pursued: (i) 

structural and operational characteristics of forex markets; (ii) exchange rate expectation; 

(iii) technical analysis; (iii) time-varying volatility and market location; (iv) bid-ask 

spread determination; and (v) market-makers’ behaviour (Sarno, Taylor and Frankel 

2003).  The existing literature on forex markets in developing countries has dealt mainly 

with issues concerning the market structural and operational characteristics and market 

efficiency. The following will present a review of literature on these two issues.  

Studies of Market Structural and Operational Characteristics 

In-depth studies of the forex market’s structural and operational characteristics in 

developing countries are quite rare. The forex market that is featured in many 

international-finance related textbooks reflects rather the structural and operational 

aspects of the global forex market (e.g. Eiteman et al. 2008; Moosa 2010). This market is 

described to be the largest financial market with a turnover of more than USD 3,200 

billion per day (BIS 2007, p. 4). It is characterized as an almost perfectly competitive 

market and the most efficient market among the financial markets. Such characteristics 

seem to be associated with forex markets in advanced countries.  

To gain more up-to-date information and analyses on market activity and structural 

changes of the global forex market, one can rely on the triennial surveys by the Bank for 

International Settlements (BIS). In addition, there exist several studies focusing on the 

operation of the forex market in advanced countries. For example, Cross (1998) 

emphasizes the US segment of the global forex market, providing structural and 

operational characteristics that are close to those presented in the above mentioned 
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textbooks. Similarly, a more recent study by the European Central Bank (ECB 2003) 

aims to investigate structural changes in the forex market, focusing mainly on the Euro 

market segment and on the European market place.  Also placing the focus on the US 

market segment, Cheung and Chinn (2001) present a number of findings about exchange 

rate dynamics using data from a survey of US  based forex traders designed to ascertain 

their behaviour, experiences and views on the workings of the forex market.   

To the author’s knowledge, a study conducted by Canales-Kriljenko in 2004, using the 

IMF’s 2001 Survey on Forex Market Organization, is the only one that systematically 

provides the main characteristics of the forex market microstructures in selected 

developing countries (including transition economies). The main finding is that the 

microstructure of the forex market in developing countries is heavily influenced by rules 

and regulations. There are a range of directives promulgated in order to provide guidance 

on many aspects of the market operation.  

For example, regulations specify in detail how to use sources of foreign exchange legally, 

which individuals and organizations are allowed to participate in the forex market, and 

how they can interact with each other when trading. In addition, the scope for price 

discovery is limited by the central bank in many developing countries, which often enjoys 

a greater information advantage than is recognized in the literature and actively 

participates in its country’s forex market, regardless of the exchange rate regimes.  

With the use of cluster analysis, Canales-Kriljenko (2004) indicates how certain 

characteristics of the forex market can be linked with each other and with some country 

specifics.  For example, one of the clusters intuitively suggests that forward markets tend 

to be undeveloped, shallow and illiquid, in countries where the central bank acts as the 

exclusive agent of the government in buying or selling foreign exchange. Together with 

official intervention, these activities of the central banks implicitly provide exchange rate 

insurance. This is considered to weaken incentives for market participants in these 

countries to develop forward markets. 
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Though the study by Canales-Kriljenko (2004) provides quite a clear picture of the 

general status of forex markets in selected developing economies, it can hardly provide 

guidance on the further development of the forex markets in these countries. Measures to 

be taken may vary from country to country, depending on factors such as the nature of 

exchange rate regime, regulations on the flows of capital, the number of dominant market 

makers or large players, and the functioning of the domestic money market (Canales-

Kriljenko 2004). Indeed, based on the general characteristics of forex markets in 

developing countries provided by Canales-Kriljenko (2004), Duttagupta, Fernandez and 

Karacadag (2004) suggest some general steps for enhancing the efficiency and liquidity 

of the forex market for developing countries such as: increasing exchange rate flexibility, 

improving market transparency in terms of information on the sources and uses of foreign 

exchange and on the trend in balance of payment, minimizing the central bank’s 

intervention activities, rationalizing regulations on foreign exchange and market 

activities, and promoting the development of derivative products. More concrete 

measures should rely on an in-depth analysis of the status of the forex market with its 

specific country circumstances, especially the practice of its exchange rate regime. 

Studies of Market Efficiency 

One attribute of a forex market that can be used to assess its overall level of development 

is its efficiency. Markets are considered to be efficient when prices always reflect all 

available information, so that it is not possible for any trader to earn excess profits in a 

systematic manner. A forex market can be inefficient for factors such as transaction costs, 

government intervention and incomplete information (MacDonald 1988). These factors 

are more likely to be present in developing countries, preventing the forex markets from 

working properly. An assessment of efficiency would contribute to the overall assessment 

of market development for a developing country’s forex market. 

 

The theoretical framework for most empirical tests of forex market efficiency is the 

efficient market hypothesis (EMH) that was originally developed by Fama (1965, 1970). 

The EMH has three versions: weak, semi-strong and strong. Since the strong form of 
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market efficiency is may not hold for “secret non-random intervention by central banks” 

conducted in forex markets (Sarno, Taylor and Frankel 2003), the empirical studies have 

largely focused on weak-form and semi-strong form efficiency tests (Wickremasinghe 

and Kim 2008).  

 

To test weak-form efficiency for forex markets, empirical studies have normally 

examined whether the nominal exchange rate rates are predictable from the past exchange 

rates using different techniques. Earlier studies used techniques such as autocorrelation 

test, runs analysis, filter rules, cross-correlation tests, and variance ratio tests. One or 

several these techniques can be found in studies conducted by Poole (1967), Giddy and 

Dufey (1975), Burt, Kaen and Booth et al. (1977), Gupta (1981), Liu and He (1991), and 

Levich and Thomas (1993). More recent studies employed unit root tests to investigate 

the random walk properties of exchange rates (see, for example, Baillie and Bollerslev 

1989; Aron 1997; Bleaney 1998; Wickremasinghe 2005a, 2005b).   

 

The empirical studies that have focused on semi-strong form efficiency tests have tried to 

find answers to two questions: (i) whether the forward exchange rate is unbiased 

predictor of the future spot rate; and (ii) whether there exists cointegration among pairs of 

exchange rates.  The first question has attracted considerable attention of researchers. A 

large body of earlier literature conducted tests for efficiency using regression-based 

analysis of spot and forward exchange rates (see, for example, Frankel 1980, 1982; 

Edwards 1983; Fama 1984; Boothe and Longworth 1986; Bekaert and Hodrick 1993). 

More recent studies such as those by Corbae, Lim and Ouliaris (1992), Dutt (1994), 

Norrbin and Reffett (1996), Barnhart, McNown and Wallace (1999), Dutt and Ghosh 

(1999), Wesso (1999), and Zivot (2000) have applied cointegration techniques in 

examining the unbiasedness of the forward rate as a predictor of the future spot rates.  

 

The second question has been explored by a number of studies with the assistance of 

cointegration techniques as well (see, for example, Baillie and Bollerslev 1989; Hakkio 

and Rush 1989; Sephton and Larsen 1991; Lajaunie, McManis and Naka 1996; Masih 

and Masih 1996; Speight and McMillan 2001; Wickremasinghe 2005a, 2005b). In 
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general, this type of tests is based on the combination of two assertions: (i) changes in 

asset prices cannot be predicted in efficient markets; and (ii) a deviation of prices from a 

cointegrating relationship implies predictable future changes (Dwyer and Wallace 1992).  

Thus, an existence of cointegration among pairs of exchange rates implies a violation of 

the efficiency hypothesis. This type of tests has received, however, criticism for invalid 

properties. For example, Baffes (1994) and Engel (1996) consider that cointegration 

between pairs of exchange rates does not necessarily exclude informational efficiency in 

forex markets. In addition, Dwyer and Wallace (Dwyer and Wallace 1992) indicate that 

there is no evidence of market inefficiency for the existence of cointegration between two 

exchange rates. Under the viewpoint of these critics, efficiency is weakened only if 

predictability gives rise to arbitrage opportunities.   

  

By and large, empirical studies have extensively concentrated on analysing efficiency for 

forex markets in developed countries, providing mixed evidence. Attempts to test the 

EMH for forex markets in developing countries have seemed to be hindered by several 

institutional barriers. The most significant barrier is the fact that forward markets are 

underdeveloped and forward transactions may be subject to exchange control (Canales-

Kriljenko 2004). Forward rates are often regulated by the government’s directives as 

well. In addition, data on forward rates have been rarely published or simply unavailable. 

Under such circumstances, tests for the unbiasedness of the forward rate as predictor of 

the future spot rate have been hardly possible or unsuitable for deriving any inferences 

about efficiency (Giannellis and Papadopoulos 2008).  As a consequence, the scope of 

the empirical studies has been limited to the efficiency of the spot forex market, either 

testing the randomness of the spot exchange rates to find an existence of weak-form 

efficiency (see, for example, Aron 1997; Speight and McMillan 2001; Wickremasinghe 

2005a, 2005b) or running cointegration tests among pairs of exchange rates to find an 

existence of implied semi-strong efficiency (see, for example, Masih and Masih 1996; 

Aron 1997; Sarwar 1997; Speight and McMillan 2001; Wickremasinghe 2005a, 2005b) 

though this method is criticized as not well-grounded as mentioned earlier. In general, 

there is some evidence of weak-form efficiency in the examined developing countries. 
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Given the evidence that the efficiency of a forex market is not dependent on the stage of 

development of a country (Wickremasinghe and Kim 2008), several other studies have 

been geared to seek alternative ways of testing efficiency for forex markets for 

developing countries. For example, Aron (1997) suggests a test of efficiency by 

regressing the long-run relationship between the spot rate and a vector of fundamentals 

through a two-step procedure; if exchange rate returns are predictable by the 

fundamentals, the efficiency hypothesis is rejected. Sanchez-Fung (1999) proposes a test 

of efficiency of the black currency market in a developing country by testing if the 

relative version of the purchasing power parity hypothesis holds in that market. With this 

type of test, Sanchez-Fung (1999) finds that the black market for foreign exchange in the 

Dominican Republic is efficient.  

 

More recently, Giannellis and Papadopoulos (2008) recommend an equilibrium-based 

approach for testing efficiency in developing forex markets, based on the Behavioural 

Equilibrium Exchange Rate (BEER) pioneered by Clark and McDonald (1998). 

According to this approach, if the forex market is efficient, the actual exchange rate will 

not deviate significantly from its equilibrium rate and any deviation should be transitory 

in nature. Conversely, if there exists a substantial deviation from the equilibrium rate, the 

forex market does not incorporate efficiently all available information; the market cannot 

be considered to be efficient thereof.  In essence, this approach is similar to that of Aron 

(1997); however, it differs significantly in that it does not require unpredictable exchange 

rates. Applying this type of test to Poland, Czech and Slovakia, Giannellis and 

Papadopoulos (2008) find that the PLN/EUR forex market is efficient, the CZK/EUR 

forex market is not, while the SKK/EUR forex market is quasi-efficient. 

To summarise, the literature review in this sub-section indicates that a well-functioning 

forex market is conducive to a floating exchange rate regime, but the practice of the 

exchange rate regime also has a significant impact on the development of the forex 

market. Though a well-functioning forex market is usually not a primary motive for a 

country to move toward a more flexible exchange rate regime, it is a prerequisite for a 

successful transition to flotation. Many developing and emerging countries are steadily 
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evolving toward exchange rate flexibility for a variety of reasons. Hence, the relationship 

between the state of forex market and the practice of exchange rate regime should be 

thoroughly explored. However, few studies have systematically documented the 

structural and operational characteristics and efficiency of the forex markets in 

developing countries in light of the practice of the exchange rate regime. Any guidance 

on the enhancement of the forex market for a given developing country requires an in-

depth study of its status. 

2.4 REVIEW OF THE LITERATURE IN THE VIETNAMESE 

CONTEXT 

The literature on exchange rate policy and related issues in Vietnam can be classified into 

three groups. The first group consists of studies that merely describe the exchange rate 

regime in Vietnam and its reforms, with some commentary and assessment. The second 

group is quantitative in nature, focusing on an examination of the impacts of the 

exchange rate on macroeconomic performance, and conducting simple tests on some 

parity conditions. The third group involves issues of the forex market. The majority of 

these studies are published in Vietnamese. A brief review of these studies is presented 

below. 

2.4.1 General Discussion and Assessment of Vietnam’s Exchange Rate 

Policy 

Most of studies in the existing literature belong to this group. These studies mainly 

involve discussions of the exchange rate policy, using some simple statistic techniques. In 

general, they also exhibit two different points of view when assessing Vietnam’s 

exchange rate policy.  

On one hand, many authors view the reforms in exchange rate policy as a success 

because they have been implemented in accordance with the process of economic 

renovation, contributing to the achievement of the broad objectives of macro-economic 

policies (see, for example, Le Van Te and Nguyen Quoc Khanh 2000; Le Quoc Ly 2004; 
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Nguyen Van Tien 2006b; Truong Van Phuoc 2006). They consider that Vietnam’s 

exchange rate regime is either increasingly flexible or becoming more market-oriented. 

Their viewpoints more or less reflect the SBV’s view presented in its annual reports 

(SBV 1998, 1999a, 2000, 2001, 2002, 2003, 2004, 2005). For example, Le Quoc Ly 

(2004) asserts that the reforms in the exchange rate regime have helped to contain 

inflation, promote exports, improve the balance of payment, and eliminate the impacts of 

the Asian financial crisis. More recently, according to Truong Van Phuoc (2006), the 

conduct of exchange rate policy has succeeded in stabilizing the exchange rate, 

contributing to keeping inflation under control, gradually enabling the exchange rate to 

reflect the interaction of market forces, and enhancing the position of the Vietnamese 

dong.  

On the other hand, many other authors point to the rigidity in Vietnam’s exchange rate 

policy. For example, Vo Tri Thanh et al. (2000) consider that since 1997, the Vietnamese 

authorities have adopted an adjustable peg regime; interventions have maintained a stable 

exchange rate. Tran Ngoc Tho et al. (2006) assert that Vietnam’s current exchange rate 

regime is a traditionally fixed regime and suggest a move towards a managed floating 

exchange rate regime with no pre-announced path for the VND/USD rate. Ohno (2003, p. 

2) even argues (in English) that the current exchange rate mechanism in Vietnam is 

imperfect, as it is “merely a technical procedure without analytical linkage with economic 

fundamentals”. 

2.4.2 Quantitatively-based Studies of Vietnam’s Exchange Rate Policy 

There are only a few quantitative studies regarding exchange rate policy and related 

issues in Vietnam. A literature review by Vo Tri Thanh et al. (2000) shows that some 

earlier studies (before 1999), using annual data, tried to examine the impact of 

devaluations of the Vietnamese dong against the US dollar on exports, imports and trade 

balance, but could find no significance of price elasticities for exports and imports at 

aggregate levels. Several reasons can be put forward for explaining the failure of these 

earlier studies. First, they are based on a small number of annual time-series data points. 
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Second, the examined period might be associated with strong structural changes in the 

economy because it covers the first years of the economic renovation process up to the 

time around the Asian financial crisis 1997-1998. Indeed, there were sharp increases in 

trade in this period, but they were a consequence of the fact that the economy started to 

open itself to the world economy and to experience an expansion of external markets over 

the reform period. The country’s external trade structure might be also an issue in 

preventing the earlier studies from finding any meaningful relationship between the 

exchange rate and trade. At the time, the external trade structure was characterized by a 

low level of exporting manufactured goods and a large share of importing capital and 

intermediary goods, which are associated with FDI inflows and import substitution 

policies (Vo Tri Thanh et al. 2000; GSO 2006). More importantly, the above mentioned 

studies used the bilateral nominal VND/USD rate in their analysis, while the share of 

trade with the US remained negligible and the country was actively diversifying its trade 

partners.  

Vo Tri Thanh et al. (2000) examine the relationship between the VND/USD exchange 

rate and macroeconomic variables such as inflation and output growth in the context of 

economic reforms in Vietnam during the 1990s.
5
 They present three main findings. First, 

based on an analysis of a vector autoregression (VAR) model containing variables such 

as money supply, industrial output, prices and exchange rate, they find that changes in the 

bilateral nominal VND/USD rate served, albeit inconsistently, as a leading indicator for 

output growth, but this causality was unstable. Second, running a regression for 

estimating the impact of the changes in the real VND/USD rate on industrial output 

growth, they provide evidence that a real depreciation in the VND/USD rate had a 

significant and positive impact on output growth, though significant at 10 per cent level 

only and the extent of impact was unstable.  

Third, using a short-run dynamic error correction model (ECM) to test whether variables 

such as monetary aggregates, income (proxied by industrial outputs) and the nominal 

bilateral VND/USD rate were important determinants of inflation in Vietnam during the 

                                                 
5 They use monthly data from January 1991 to June 1999. 
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1990s, they find that only the monetary variable had a significant and positive impact on 

inflation, whereas the impact of the VND/USD rate on inflation appeared much weaker 

and insignificant during the second half of the 1990s. This implies that there could be 

room for the Vietnamese authorities to allow for more flexibility in the VND/USD rate 

without a considerable increase in the inflation rate. Therefore, in the context of high 

trade deficits together with real appreciation of the Vietnamese dong against the US 

dollar during 1993-1996, they suggest that Vietnam move towards a more flexible 

exchange rate policy.  

The study by Vo Tri Thanh et al. (2000) is the first ever to examine the exchange rate’s 

interrelationship with several main macroeconomic variables during the first years of 

economic reforms in Vietnam. The relevance of their finding might not be robust 

however, due to the short time span of the data and the fact that the process of economic 

transition was strongly taking place at the time. Furthermore, high economic growth was 

attributed to a variety of factors, including economic reforms, liberalization of market 

forces and market opening, while their regression growth model employed only the 

exchange rate as an independent variable without controlling for other determinants of 

growth.    

More recently, in an attempt to identify determinants of inflation in Vietnam, a study by 

the IMF (2006d) applies a Vector Error Correction (VEC) model to investigate how 

variables such as monetary aggregates, the output gap and the nominal effective 

exchange rate (NEER) influence inflation in Vietnam. The model is estimated using 

quarterly data for the period 2001Q1-2006Q2. The results indicate evidence of relatively 

modest and incomplete pass-through from the exchange rate to inflation. It reports that a 

depreciation of the NEER by one percentage point may lead to an increase of 0.12 per 

cent in inflation. However, this study has a limitation in that it uses a relatively short 

sample period for a cointegration related analysis. 

In a more comprehensive approach, Tran Ngoc Tho et al. (2006) conducted a series of 

simple quantitative analyses in order to draw suggestions for the conduct of exchange 

rate policy in Vietnam. There are four quantitative analyses, including: (i) measuring the 
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real effective exchange rate (REER) for the period 1999Q1-2005Q4; (ii) testing the 

purchasing power parity; (iii) testing the relationship between the VND/USD rate and 

export-import turnover; and (iv) testing the interest rate parity. However, a number of 

limitations can be found in their study and their conclusions are to some extent 

conflicting with each other. 

For example, the measure of the REER by Tran Ngoc Tho et al. (2006) is limited in that 

it is based on a trade basket that covers only about 50 per cent to 60 per cent of the total 

trade of Vietnam while excluding several important trading partners that make up a 

substantial trade share, and some of which are in direct competition with Vietnam. Such 

country coverage may be not appropriate in tracking changes in competitiveness (Richter 

and Svavarsson 2006). Instead, the currency basket used should be the broadest possible. 

In fact, the design of exchange rate indices has recently moved towards broader indices in 

most countries (Richter and Svavarsson 2006).    

Further, there is no consistency between the evidence of regression estimation and their 

statement concerning the relationship between the nominal bilateral VND/USD rate and 

export-import turnover. Using a simple linear regression model with a sample of 28 pairs 

of observations covering the period 1999Q1-2005Q4, they find evidence that the 

exchange rate is an important variable in explaining the volume of exports and imports. 

In addition, they also find the linear relationship between the trade balance and the 

exchange rate, but it shows that when the exchange rate increases by 1 unit of the 

Vietnamese dong (a depreciation), the trade balance worsens by USD 0.661 million. The 

authors provide no clear explanation for this apparently counterintuitive result. In the 

meantime, the regression model seems to be inappropriate for the non-stationary 

characteristics of data series.   

2.4.3 Studies of Vietnam’s Forex Market 

The changes in the exchange rate regime have gradually created institutional frameworks 

for the formation and development of an organized forex market in Vietnam.  The 

country began its organized forex market in the early 1990s. There are two milestones in 
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the process of its evolution. One was the establishment of the two forex trading floors in 

late 1991, and the other was the birth of a forex inter-bank market in late 1994. Currently, 

Vietnam’s forex market is organized as a prima facie two-tier market, but like the forex 

markets of most developing and emerging market economies, it is quite shallow and 

inefficient. 

Like the governments of many developing countries, the Vietnamese government is  

being faced with a binding constraint between the objective of adopting a more flexible 

exchange rate regime and the poor status of the country’s forex market (see sub-section 

2.3.2.4). They wish to move further in the transition toward a more flexible exchange rate 

arrangement but remain concerned about the poor functioning of this market, as well as 

other important objectives of exchange rate policy (IMF 2006b, 2007b). They exhibit a 

“fear of floating”. Thus, a thorough analysis of the status of the forex market and the 

obstacles to its development would be of potential interest at this time.   

The existing literature on Vietnam’s forex market is generally limited to several journal 

articles, some small sections in a few related studies, or bachelor degree theses.  The 

articles mainly discuss a certain aspect of the forex market and/or provide related 

anecdotes. Some related studies simply provide general comments on the forex market 

when discussing the country’s exchange rate policy (see, for example, Vo Tri Thanh et al. 

2000; Tran Ngoc Tho et al. 2006; Truong Van Phuoc 2006). The bachelor degree theses 

primarily focus on the observation of the forex operation at a particular commercial bank 

and provide general suggestions for improvement. 

Notably, Nguyen Van Tien (2006a) focuses on presenting regulations governing the forex 

market and presents some general description of Vietnam’s forex market. According to 

Nguyen Van Tien (2006a), Vietnam’s forex market has gone through certain 

developmental stages. First of all, the exchange control policy has been basically 

improved in accordance with the developmental orientation of a market economy. Market 

factors have become more influential in the exchange rate determination. Initially, some 

forex transactions such as spot, forward and swap have been introduced. However, the 

market is still underdeveloped in terms of trading skills and transaction sizes. To narrow 
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the gap between Vietnam’s forex market and international forex markets, Nguyen Van 

Tien (2006a) suggests several measures such as: (i) adopting an exchange rate policy that 

facilitates equilibrium in the forex market; (ii) improving and developing the interbank 

forex market and the interbank money market; (iii) abandoning the exchange 

surrendering requirement; (iv) improving and expanding forex transactions; and (v) 

standardizing the operational organization of forex transactions at commercial banks. 

These measures are general in nature while some of them are not clear, as they simply 

represent the desired goals of market development. In particular, the root causes behind 

the poor functioning of this market, as well as its linkage with the conduct of exchange 

rate policy, were virtually unexplored.    

To summarise, this sub-section provides a review of the Vietnamese literature on the 

country’s exchange rate policy and related issues. Discussion papers have not provided a 

thorough understanding or a persuasive assessment of the conduct of exchange rate 

policy. One of the key issues is that it is often difficult to understand the policy intention 

of the SBV (Ohno 2003). Further, due to data unavailability, there has been a lack of 

rigorous analyses in regard to the linkage between the conduct of exchange rate policy 

and macroeconomic performance. In addition, knowledge about the structural and 

operational characteristics of the forex market remains patchy, inconsistent and not 

updated. The role of exchange rate policy in the development of Vietnam’s forex market 

was not analysed either. 

2.5 KEY GAPS IN THE LITERATURE 

From the above literature review, it can be seen that despite a large volume of theoretical 

and empirical works completed to date, there are still no clear-cut answers to major but 

general questions, such as:  What would be the best exchange rate regime for a given 

country?  Is a fixed exchange rate or a flexible one more helpful to inflation control?  

Which exchange rate regime is more conducive to economic growth?  The literature is 

even less helpful with regard to questions about the linkages between the exchange rate 

regime and forex market development. 
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From a Vietnamese perspective, there are at least two significant gaps in the literature: 

1) The existing literature lacks systematic knowledge about Vietnam’s exchange rate 

policy. Existing knowledge is fragmentary and often inconsistent.  There is a lack of 

information about the authorities’ goals in conducting their exchange rate policies.  

More generally, data availability with respect to a wide range of variables in this area 

remains limited.  As a result, the number of analyses that are rigorously based on the 

facts, data and established theory is still relatively small.  Thus important questions 

remain without satisfactory answers, such as:  What have the authorities’ main goals 

been in setting exchange rate policy?  To what extent has exchange rate policy 

assisted the goal of inflation control?  Has exchange rate policy played a major role in 

affecting the trade deficit?    

2) The existing literature also lacks in-depth, quantitatively-based knowledge of the 

structural and operational characteristics and efficiency of the forex market in 

Vietnam. As yet, little is known systematically about it, especially the discrepancy 

between what the official statistics indicate and what the true situation is really like. 

Nor has there been much research on the interaction between the exchange rate 

regime and this market. 

2.6 CHAPTER SUMMARY 

This chapter presented a background to the study and a review of literature on exchange 

rate policy in the international context as well as in the Vietnamese context. The 

background to the study was presented through an overview of the process of economic 

transition in Vietnam and a brief discussion of controversial views about the conduct of 

exchange rate policy in Vietnam. This part of the chapter signifies the importance of a 

comprehensive assessment of the conduct of exchange rate policy in the face of the 

several serious challenges the Vietnamese economy has been being confronted with.  

The review of literature in the international context suggests that “an informed choice of 

exchange rate regime requires a deep understanding” of a specific country’s 
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circumstances (Calvo and Mishkin 2003, p. 115).  It also reveals that the linkage between 

exchange rate regime and forex market development needs to be explored with regard to 

a specific country’s circumstances, in order to develop more concrete measures for 

enhancing the efficiency and liquidity of a less developed forex market.  

The review of literature in the Vietnamese context helps indentify two significant gaps.  

First, there is a lack of systematic knowledge about the policy makers’ goals in setting the 

exchange rate regime as well as the consistency between the actual historical regimes and 

those goals. Second, there is also a lack of in-depth knowledge about the current state of 

Vietnam’s forex market and the role of exchange rate policy in the development of this 

market.  Based on these gaps, research questions and their associated research methods 

will be developed and presented in the next chapter.   
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CHAPTER 3                                                                     

RESEARCH QUESTIONS AND METHODS 

3.1 INTRODUCTION 

The objective of this chapter is to present research questions and discuss research 

methods and data. The research questions are based on the gaps indentified in the 

previous chapter. Given the diversity of research questions, different methods are 

selected with regard to the nature of each question and the availability of data. In general, 

this study involves mainly three types of methods, namely: (i) analytical review and 

synthesis; (ii) econometric analysis; and (iii) questionnaire survey. The research methods 

and data for some sub-questions will be presented in more detail in their related chapters 

of analysis and findings. 

3.2 RESEARCH QUESTIONS 

This study seeks to partially help fill the two gaps identified in the previous section by 

investigating the following two research questions (RQ): 

 RQ1: What have been the main objectives of Vietnamese authorities in conducting 

exchange rate policies, and how consistent have such policies been with these 

objectives?  

 RQ2: What is the current state of Vietnam’s forex market and what role have the 

country’s exchange rate policies played in the development of the forex market? 

The first research question will be addressed by further developing into three sub-

questions: 

 RQ1A:  How has the exchange rate regime in Vietnam evolved since the mid-1980s?  
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 RQ1B: What have been the main objectives of Vietnamese authorities in conducting 

exchange rate policies?  

 RQ1C: To what extent have exchange rate policies in Vietnam been consistent with 

policy objectives?   

As presented in Chapter 2, Vietnam emerged from a period of hyperinflation in the 1980s 

with an effort to stabilize the economy. The decisive reform measures undertaken in 

1989-1992 led the economy to strong macroeconomic performance during years 1992-

1997. The economy then experienced a slowdown in economic growth during years 

1998-1999 with the occurrence of the Asian financial crisis. Since the early 2000s, 

Vietnam has become increasingly open to the world economy. However, inflationary 

pressures have come back since 2004, followed by unsustainable signs of macroeconomic 

development. Answers to the first research question would reveal how Vietnamese 

authorities placed emphasis on different economic policy objectives and whether such 

objectives were satisfactorily achieved, given the conduct of exchange rate policy. These 

outcomes would help provide a foundation for the formation, analysis and evaluation of 

future policy.  

The second research question will be addressed by segmenting into four sub-questions: 

 RQ2A:  How has Vietnam’s forex market evolved since the launch of the Doi Moi 

policy? 

 RQ2B: What are the main characteristics of Vietnam’s forex market? 

 RQ2C: What role have the country’s exchange rate policies played in the 

development of the forex market in Vietnam? 

 RQ2D: What changes to the forex market in Vietnam do market participants wish to 

see? 
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The analyses of and findings from the second research question would provide an in-

depth and quantitatively-based knowledge of the structural and operational characteristics 

of Vietnam’s forex market. They would also help shed light on the implications of 

exchange rate policy for the development of this market, giving deeper insight into the 

consistency between the setting of the exchange rate regime and the objective of 

developing the forex market. In particular, answers to sub-question RQ2D give an 

opportunity to gain deeper insight into possible structural problems and institutional 

constraints by exploring the experiences and viewpoints of market participants.   

3.3 RESEARCH METHODS 

This section describes how the issues and identified research sub-questions are addressed 

by research methods. As indicated in Figure 3.1, this study employs three main methods 

of analysis:  analytical review and synthesis, econometric analysis, and questionnaire 

survey. They are applied in a complementary and integrated way with the aim of 

presenting a broadly-based and comprehensive analysis of several distinct, but inter-

related aspects of the conduct of Vietnam’s exchange rate policy in a single study.   

Figure 3.1: Research Methods 
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3.3.1 Analytical Review and Synthesis 

In general, analytical synthesis is applied to provide answers to all the research questions. 

As mentioned in section 2.4 of Chapter 2, existing knowledge on exchange rate policy 

and the foreign exchange market in Vietnam is fragmentary and often inconsistent. There 

even exist discrepancies between what the official statistics indicate and what the true 

situation is really like. Thus, a comprehensive understanding of how exchange rate policy 

has worked and how the forex market has developed requires that piecemeal data from 

disparate sources are reconciled and organized in a structured way. Analytical review and 

synthesis would help achieve this objective with the use of numerical descriptive 

measures and graphical techniques so that data will be arranged, summarised and 

presented in a systematic, consistent and analytical way. The disparate sources of data 

typically include discussion articles, book sections, anecdotes and decisions from 

Vietnamese authorities, as well as some available official statistics. 

In particular, the method of analytical review and synthesis will employ some specific 

approaches to the analysis of data as follows: 

 First, in order to identify a number of possible key policy objectives (RQ1B), this 

study presents a what-if economy analysis of the available facts and data.   

 Second, to facilitate the analysis of whether, and to what extent, the conduct of 

exchange rate policy has been consistent with the identified policy objectives 

(RQ1C), annual and monthly data were computed for both the nominal and real 

effective exchange rate (NEER and REER). The behaviour of NEER and REER 

analysed in contrast with that of the nominal bilateral VND/USD rate helps discern 

the objectives of exchange rate policy and assess whether such objectives were 

achieved, given the macroeconomic performance at the time. Why can they (the 

NEER and the REER) be so useful? Both indices could capture changes in the 

external value of a country’s currency vis-à-vis a basket of currencies of its trading 

partners. Especially, if the REER is constructed on a broad currency basket, it can 

provide an indication of changes in country’s competitiveness (Bahmani-Oskooee 
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2001; Richter and Svavarsson 2006) and misalignment of the exchange rate (Ohno 

2003; Chinn 2006).
6
 For more detail about these indices and their computation, see 

Chapter 4 and Appendix A. 

 Third, a thorough historical approach, combined with a systematic and 

comprehensive analysis of the structural and operational characteristics of Vietnam’s 

forex market, is conducted to produce a consistent picture of Vietnam’s forex market 

(RQ2A, RQ2B). 

 Fourth, where data are available, cross-country comparisons are also made to provide 

insights into the current developmental stage of Vietnam’s forex market (RQ2B).  

 Fifth, a market microstructure approach to the operation of Vietnam’s forex market is 

applied in order to examine how the conduct of Vietnam’s exchange rate policy has 

shaped the ways in which its forex market is organized and administered, and draws 

implications for the market’s operational deficiencies. This approach aims at gaining 

a better understanding of the role of the country’s exchange rate policy in the 

development of Vietnam’s forex market (RQ2C). This approach is based on the 

discussion in sub-section 2.3.2.4 in Chapter 2, which suggests that exchange rate 

policy would directly influence the regulatory framework governing the development 

of a country’s forex market as well as the operational freedom available to market 

participants. 

3.3.2 Econometric Analysis 

Econometric analysis is technically applied in order to provide additional empirical 

evidence for discovering whether the conduct of exchange rate policy has been consistent 

with the identified policy objectives (RQ1C). As reported in Chapter 4, the Vietnamese 

authorities have appeared to place special emphasis on maintaining stability in the 

                                                 
6 In studies on exchange rate policy, the REER has been extensively used for: (i) evaluating exchange rate 

misalignment; (ii) testing the Balassa-Samuelson effect; (iii) estimating the price responsiveness of trade 

flows; and (iv) assessing the potential impact of competitive devaluation (Chinn 2006). 
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nominal bilateral VND/USD rate in order to control inflation; however, this stability 

might not be necessary or sufficient for this designated objective. Thus, two empirical 

studies are conducted to facilitate further understanding whether the emphasis on 

maintaining stability in the nominal bilateral VND/USD rate has been conducive to 

inflation control.   

The first empirical study investigates whether “harder peg” exchange rate regimes were 

associated with lower inflation persistence in Vietnam. This study consists of two parts: 

(i) conducting rolling regressions of several specified autoregressive models for inflation; 

and (ii) testing possible linkages between exchange rate regime and inflation persistence 

by following an approach similar to that of Alogoskoufis and Smith (1991), Alogoskoufis 

(1992), Anderton  (1997), Huang and Gu (2007) and others. For more detail on the 

methods of analysis and data, see Chapter 5. 

The second empirical study is a Vector Autoregression (VAR) analysis of the degree of 

exchange rate pass-through to CPI inflation, using the two types of exchange rate for 

Vietnam, the bilateral VND/USD rate and the NEER. This study will follow an approach 

similar to that adopted by Ito and Sato (2008). For more details of the methods of 

analysis and data, see Chapter 5. 

3.3.3 Questionnaire Survey 

3.3.3.1 Justification of the Survey Approach 

Surveys are considered as a useful research method in certain areas. Technically, they are 

used as instruments to collect primary data actively when the respondents are invited to 

participate in the data collection process (Davis 2005). They are relevant in social studies 

that aim to describe, explain or explore characteristics of people or the nature of the 

social world (Neuman 1997).  Data from properly designed surveys may provide useful 

information that is not available in standard economic empirical studies (Blinder 1991).  

In particular, for a study aimed at gaining an understanding of a forex market’s dynamics, 

the survey approach can yield information on market institutions, exchange rate 
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determination and participants’ views, while this is not readily discernible from standard 

empirical findings (Cheung and Wong 2000).  

The survey approach is particularly necessary for this study for several specific reasons. 

First, most of the secondary data on Vietnam’s forex market do not cover the recent 

years. Second, in the first step of analytical review and synthesis, some characteristics of 

the market are derived based mainly on anecdotes reported in press articles. Third, 

available data in a transition economy like Vietnam are characterised as coming from 

diverse sources, being incomplete and in fragmentary form. Thus, on one hand, primary 

data generated from systematic surveys of direct market participants appear important in 

consolidating findings on the characteristics of Vietnam’s forex market (RQ2B) and the 

role played by exchange rate policy in the development of this market (RQ2C) − these 

finding are drawn upon using the available secondary data. On the other hand, they may 

provide deeper insight into the true conditions of the market, including constraints 

affecting its operation. Additionally, the surveys would represent the only way that 

proper data can be collected for the purpose of investigating the possible changes to the 

forex market that market participants wish to see (RQ2D). 

3.3.3.2 Data and Information Collected from the Surveys 

Through questionnaires, market participants were guided to provide their experiences 

when transacting in the market, and to express their views of the market characteristics as 

well as their preferences for changes, if any. Two sets of questionnaires were designed 

for the surveys of forex market participants. One is targeted at commercial banks with 

respondents being forex dealers and the other at export-import companies. For more 

details about the questionnaires, see Chapter 7 and Chapter 8. These field surveys were 

commenced only after the ethical clearance certificate was issued by the Griffith 

University Human Research Ethics Committee (see Appendix R). 
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3.3.3.3 Limitations of the Survey Approach   

Apart from low response rates, many economists have a skeptical view about the 

usefulness of the survey methodology (Cheung and Wong 2000; Cheung and Chinn 

2001) for there exists “a concern that those individuals surveyed will respond 

strategically, distorting their answer to gain some advantage” (Cheung and Chinn 2001, 

p. 440). However, in the proposed surveys, any incentive of such distortion would be 

weak for two reasons. First, the questionnaires are designed neutrally in order to invite 

participants to share their experiences and views on Vietnam’s forex market, the 

disclosure of which is not likely to induce any loss of competitive advantage to the 

participants or to have the potential for them to gain any competitive advantage. Second, 

the aim of the surveys is clearly constructive for the development of the country’s forex 

market, which is in the interests of market stakeholders.  

3.3.3.4 Populations, Sampling Units and Sampling Techniques   

Population and Sampling Units 

Two populations are determined for two separate surveys. One population consists of 

commercial banks, with respondents being forex dealers. The sampling units identified 

from this population are commercial banks satisfying two characteristics: (i) banks were 

licensed in or before 2006; (ii) banks have their business establishments (head offices or 

branches) in Ho Chi Minh City or in Ha Noi.
7
 The first characteristic is considered due to 

the fact that many newly established commercial banks are not involved actively in forex 

transactions, while much of information was required to be collected for the year 2007. 

The latter characteristic is based on the observation that most of the forex operations 

(especially interbank trading) were undertaken in Ho Chi Minh City and/or in Ha Noi. 

These details of commercial banks could be obtained from the website of the SBV. As a 

result of this selection, the target population consists of 60 commercial banks.   

                                                 
7 Not including state-owned policy and development banks; for those foreign banks that have branches in 

both cities, only one branch will be included in the population. 
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The second population consists of businesses that are involved in export-import activities 

and participate in the forex market through conducting their sales and purchases of 

foreign exchange with commercial banks in Vietnam. More specifically, the identified 

sampling units are businesses that export and/or import in any industry, were established 

in or before 2006, and have registered addresses in Ho Chi Minh City. Ho Chi Minh City 

is selected for the fact that it is the largest economic and financial centre in Vietnam. 

Sampling Techniques 

Most surveys follow standard sampling techniques in order to generate accurate 

information about people and social groups (Salganik and Heckathorn 2004). Under these 

techniques, the selection of respondents for a sample should be conducted with a known 

probability for selection (Davis 2005; Kumar 2006). There exist, however, populations 

for which these techniques may not be suitable (Salganik and Heckathorn 2004). For 

example, for many populations a sampling frame cannot be identified due to the 

inexistence of a list of all members in the population. Any attempt to construct a 

sampling frame may be impractical due to the small size of the target population or the 

difficulty in finding members of the target population. With these populations of interest, 

researchers may have to rely upon snowball sampling, which is a method of informal 

sampling (Salganik and Heckathorn 2004; Davis 2005).  

Snowball sampling was the selected sampling technique for the two field surveys in this 

study, as specific circumstances have prevented the author from applying a probability 

sample design. In the case of surveying commercial banks (forex dealers), there were at 

least two reasons. First, it was impractical to do so with a population of small size. 

Second, the questionnaire included several sensitive questions to explore the practice of 

circumventing activities in the forex market.
8
 The nature of these questions might make 

commercial banks unwilling to participate in the survey. Therefore, the author considered 

the use of a snowballing approach to generate a survey sample.   

                                                 
8 The questionnaire includes some questions that involve circumventing techniques in the forex market 

which are considered illegal as per the current regulations.  
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In the case of surveying export-import companies, there were three practical issues that 

were not advantageous to a standard probability design and required the adoption of 

snowballing sampling. First, there was no reliable and/or complete list of businesses of 

interest. An attempt was made to construct a sampling frame by generating a list of 

companies that conduct export and/or import activities using the database the Department 

of Planning and Investment of Ho Chi Minh City has incorporated in its website. The 

generated list of businesses proved to be unreliable and not updated because many 

businesses appeared to have no international trade activities, though they were registered 

or licensed for such activities in their business licenses. In addition, changes to addresses 

of many businesses had not been updated, or many businesses no longer existed.    

Second, a pilot survey was conducted using the mail-out approach based on the obtained 

list (sampling frame), but this produced an unacceptably low response rate and unusable 

responses. This situation could be also caused by the existence of several sensitive 

questions in the questionnaire, which explored the nature of circumventing activities that 

businesses might have conducted in order to overcome the illiquidity issue in the forex 

market.
9
   

Third, even if a sampling frame could be constructed in any way, the time constraint did 

not allow the implementation of a probability sample design. 

3.3.3.5 Survey Procedure 

Dillman (1978) and Iarossi (2006) provide guidelines in designing effective 

questionnaires and conducting good surveys. For example, the guidelines suggest that 

questions in a well-designed questionnaire should be brief, objective, simple and specific. 

The guidelines also consider the importance of assuring confidentiality and/or anonymity 

for participants/respondents. Furthermore, a good survey design should be one that 

conveys a perception of lower social costs as compared to expected benefits, “a feeling of 

trust”, or “a feeling of doing something of value or being important” (Neuman 1997, p. 

                                                 
9 Many people in Vietnam remain unfamiliar with questionnaire surveys. This might also discourage 

people from providing any information, comments or views.  
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251). A trust may be built through a “professional-looking questionnaire, evidence of a 

legitimate sponsor, and return postage in advance” (Neuman 1997, p. 251).  In the case of 

asking sensitive questions in a survey, they should be raised only when the respondent is 

likely to have become confident with the aim of the survey, or they may be introduced 

gradually by “a series of warm-up questions” (Iarossi 2006, p. 78).  The two surveys of 

this study were conducted in an attempt to meet these criteria, as described as below. 

Questionnaire Design 

The design of the questionnaires was mainly based on the findings about the 

characteristics and performance of Vietnam’s forex market, as well as on the findings 

about the role of the country’s exchange rate policy in the development of this market, by 

the use of secondary data. In particular, in the questionnaire designed for forex dealers, 

there were some questions synthesized from Cheung and Wong (2000), Cheung and 

Chinn (2001), and Cheung, Chinn and Marsh (2004).
10

 These questions were typically 

used to explore the characteristics of forex interbank trading in Vietnam. 

The four types of survey questions as identified by Dillman (1978) were used: behaviour, 

beliefs, attitudes and attributes. Basically, respondents were guided to provide simple 

answers to questions in different ways: (i) a choice of different categories, including the 

option of “other”; (ii) estimations of percentage; (iii) and five-point Likert scale. These 

forms of answers would minimize effort and time for respondents. In particular, there 

were several open-ended questions inviting them to express their attitudes and beliefs.  

The questionnaires were prepared in both English and Vietnamese. The preliminary 

versions were first distributed to a number of practitioners in order to solicit their 

feedback. In the case of the questionnaire for forex dealers (commercial banks), an 

informal meeting with a focus group of five forex dealers was held in late January 2010 

in order to go through the questions and welcome their comments, advice and 

suggestions. The author asked these forex dealers to focus on aspects such as relevance, 

                                                 
10 These are empirical and survey-based studies conducted on the forex markets in Hong Kong-Tokyo-

Singapore, the United States, and the United Kingdom respectively. 



 72 

  

clarity (both in English and Vietnamese), wording, length and use of sensitive questions.  

As a result, it was suggested the questionnaire drop out some questions to make it shorter 

and some questions were reworded to make them clearer. 

In the case of the questionnaire for export-import companies, the author consulted 

practitioners by conducting 10 separate informal interviews and talks with friends or 

associates working for export-import companies. These interviews took place during late 

January and early February 2010.  Most of the friends and associates held management 

positions in their companies. Not only did they give comments but they also provided 

answers to the questions. Such responses were used to form the study’s final sample. As a 

result of synthesising these comments, some questions were dropped to make the 

questionnaire shorter while the definitions for some derivative products were included at 

the bottom of the questionnaire for respondents’ reference. 

In addition, in early February 2010, the revised questionnaire for export-import 

companies was distributed to a group of 8 students for a test of simplicity. These selected 

students finished their second or third year of their bachelor program at the University of 

Banking of Ho Chi Minh City. At these levels of their bachelor program, they were 

supposed to have general background knowledge about economics and business, but not 

to know much about the forex market’s operation. This group of students appeared to 

understand the questionnaire without any difficulty. This was considered an indication 

that potential respondents would understand all the questions and know how to answer 

them.  

Mechanism to Build Trust and Assure Confidentiality for Respondents 

Potential participants were sent, handed, or emailed a questionnaire with a covering 

letter. The covering letter was prepared using the letterhead of Griffith University, 

containing an introduction about the researchers, a brief description of the research 

project, the task of participants, the expected benefits, the consent mechanism, the 

assurance of correspondents’ confidentiality, the ethical clearance and the distribution of 

survey results. In particular, the covering letter advised that participants would be asked a 
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number of questions regarding their views and beliefs of the forex market’s 

characteristics and their preferences for changes, if any. Such information would not lead 

to any disclosure of competitive advantage to concerned parties. The covering letter also 

indicated that the outcome of the surveys would contribute to the development of the 

country’s forex market, which in turn would benefit market participants such as 

commercial banks and export-import companies. Furthermore, the covering letter 

stressed and assured participants that all information collected would be kept strictly 

confidential; no personal identity would be revealed because only aggregate results 

would be reported. For more detail about the covering letter, see Appendix S.  

Distribution of Questionnaires and Collection of Responses 

As mentioned earlier, snowball sampling was the main sampling technique adopted for 

the two designated surveys. In this approach, selected associates of the research team’s 

contact persons were first invited to participate in the survey; they were then asked to 

nominate their own associates who could be approached, and so on. After a copy of the 

questionnaire was sent, handed, or emailed to an associate or through an associate to 

his/her associates, follow-up friendly phone calls or emails were made until feedback was 

received. Given the nature of the author’s past and current employment, quite a 

diversified network of associates could be formed.
11

 With this network of associates, the 

bias toward a specific group of respondents would be lessened.   

Follow-up Interviews 

Given the small number of sampling units in the survey of forex dealers (commercial 

banks), each respondent was contacted for a friendly and open follow-up interview to 

reinforce the collected information and obtain deeper information in answer to certain 

questions.  

                                                 
11 The author had worked as an employee in an export-import company and then as a supervisor in the 

corporate banking department of a foreign bank branch for about 8 years. Since 2001, the author has 

worked as a lecturer for the University of Banking in Ho Chi Minh City. As a lecturer, the author also 

undertook two part-time positions for a few years, one in a business group and the other in a finance and 

investment-consulting company. 
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3.4 CHAPTER SUMMARY 

This chapter presented the research questions and an overview of the research methods. 

Six research sub-questions were developed to partially fill the two research gaps 

identified from the background and literature reviewed in Chapter 2. These research sub-

questions were addressed by the use of three main methods of analysis: (i) analytical 

review and synthesis; (ii) econometric analysis; and (iii) questionnaire survey. These 

three methods were supposed to be adopted in a complimentary and integrated manner. 

Given that data and information are often patchy and sometimes inconsistent, the method 

of analytical review and synthesis was described as a tool to gain a comprehensive 

understanding of how exchange rate policy has been conducted and how the forex market 

has developed, thus contributing to provide answers to all the research sub-questions. The 

two empirical studies were introduced as standard econometric techniques to provide 

additional evidence to understand whether the conduct of exchange rate policy has been 

consistent with the identified policy objectives. Finally, a questionnaire survey was 

described as a technique to collect primary data on the forex market. These data are 

supposed to be used to consolidate the findings on the current state of Vietnam’s forex 

market and the role played by the conduct of exchange rate policy in the development of 

this market, which had been previously produced by the use of the method of analytical 

review and synthesis. These data are also used to explore the preferences of market 

participants with regard to possible changes to the forex market. 

The following five chapters will present the analyses and findings with respect to each 

research method respectively.    
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CHAPTER 4                                                                                                  

AN ANALYTICAL REVIEW OF                                               

VIETNAM’S EXCHANGE RATE POLICY, 1985-2009 

4.1 INTRODUCTION 

The main purpose of this chapter is to assess whether the conduct of exchange rate policy 

in Vietnam has been conducive to the achievement of a range of economic policy 

objectives, including implicit ones. To achieve this purpose, the chapter will present an 

analytical review of the country’s exchange rate policy since 1985 and its implications. In 

particular, it will seek to identify some key economic objectives which may have been 

relevant in the context of Vietnam’s economy during this period, and to assess the 

consistency of the actual conduct of exchange rate policy with the identified objectives. 

To facilitate the analysis, annual and monthly data are compiled for both the nominal and 

real effective exchange rates (NEER and REER). 

It is recognized that the list of economic objectives presented in the chapter is far from 

exhaustive.  Moreover, to policy-makers at the time, non-economic factors may have 

been just as important as economic considerations, if not more so.  Accordingly, there 

could be a working hypothesis that, for example, political and/or ideological 

considerations continued to dominate after the launch of the economic reform process.  

Another plausible working hypothesis would be that a possible lack of familiarity with, 

and of confidence in, market mechanisms permeated many levels of policy-making, at 

least for some time.  However, an in-depth, historical analysis of the political economy of 

how and why specific policies were made during this period is beyond the scope of this 

study. 

The chapter will, instead, present a what-if economic analysis of the available facts and 

data. The questions raised are:   
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 Given the economic circumstances at the time, what would have been a reasonable set 

of economic policy objectives?    

 Has the conduct of exchange rate policy been conducive to the achievement of these 

objectives? 

The remainder of the chapter is organized as follows.  Section 4.2 provides a review of 

major changes in the exchange rate regime within the context of the country’s overall 

transition to a market economy.  The next section (4.3) outlines the three key exchange 

rate concepts which will play a central part in the subsequent analysis, including 

measures of the nominal and real effective exchange rates compiled by the author as part 

of the current study.  Section 4.4 then examines the major trends in nominal and real 

exchange rates during the study period, and Section 4.5 analyses the interactions between 

the exchange rate regimes and a range of possible economic policy objectives, including 

nominal anchoring, inflation control, competitiveness and external balance, and transition 

to a well developed foreign exchange market.  Finally, Section 4.6 provides a summary 

of the main findings and some concluding remarks. 

4.2 MAJOR CHANGES IN THE EXCHANGE RATE REGIME IN 

VIETNAM   

In line with the economic reform process since the late 1980’s, Vietnam’s exchange rate 

regime has gone through three main phases as the economy became more market 

oriented.  To appreciate significant changes in the practice of the exchange rate regime, 

the following will briefly characterise the exchange rate regime before 1989 and 

subsequently present changes throughout the period of economic transition. 

Before 1989, Vietnam adopted an administered exchange rate regime under a centrally 

planned economy. There has been a complicated system of multiple fixed exchange rates: 

an official rate for foreign trade transactions, another for non-commercial transactions, a 

so-called internal settlement rate for the purpose of compensating export enterprises for 
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their losses, and a separate rate for remittances received from overseas (Vo Tri Thanh et 

al. 2000; Nguyen Van Tien 2006b).  

In March 1989, the multiple exchange rates were unified into a single official rate, set 

and announced by the State Bank of Vietnam (SBV) (IMF 1996).  Commercial banks 

were allowed to determine their buying and selling rates within a band of +/-5 per cent 

around the announced official rate, with a maximum bid-ask spread of 0.5 per cent.  The 

official rate was subject to regular adjustments by the SBV.  

In late 1991, with the opening of two forex trading floors (in Ho Chi Minh City and 

Hanoi), the official rate became determined on a daily basis (IMF 1996).  In setting this 

rate, the SBV would be guided to some extent by the previous day’s closing rates on the 

two forex trading floors.  Commercial rates quoted by banks were not allowed to exceed 

the ceiling rate which equalled the announced official rate plus 0.5 per cent. In October 

1994, the forex trading floors were replaced by a more comprehensive and sophisticated 

interbank forex market. 

With the establishment of the interbank forex market, the SBV aimed to base the process 

of exchange rate determination more on market principles. However, there were no 

significant changes in the underlying exchange rate setting mechanism.  Commercial 

banks were allowed to quote within a trading band of +/-0.5 per cent around the 

announced official rate. The official exchange rate was said to be set on the basis of the 

average rate in the inter-bank market on the preceding business day.  

Officially, February 1999 marked the beginning of a new approach to the setting of the 

announced exchange rate.  From this date, rather than setting an official rate that would 

be based partially on the previous average interbank rate, the SBV would simply 

announce this average inter-bank rate without adjustment.  (It is not clear exactly how 

this average rate is calculated.)  Commercial banks were again allowed to determine their 

own selling and buying rates within a stipulated band.  The band was fixed initially at 

+0.1 per cent (there was no lower band) but was then adjusted eight times, to +/-0.25 per 

cent, +/-0.5 per cent, +/-0.75 per cent, +/-1 per cent, +/-2 per cent, +/-3 per cent, +/-5 per 
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cent, and +/- 3 per cent in July 2002, December 2006, December 2007, March 2008, June 

2008, November 2008, March 2009, and November 2009 respectively (see Figure 4.1).  

The current exchange rate regime has been described by the authorities as a managed 

float.  In principle, under a managed float, the exchange rate is determined by market 

forces and the government’s influence on this rate is effected only through its purchases 

and sales in the forex market (Moosa 1998).  In the case of Vietnam, the justification for 

the term “float” being in the above description is that the SBV no longer sets the official 

exchange rate, but simply “notifies” the average inter-bank rate determined on the 

preceding business day through the interaction between supply and demand in the 

market.  The regime is “managed” in that the exchange rate can move only within a 

stipulated band, the SBV remains a major participant in the market, and various forms of 

administrative exchange controls are maintained.   

Figure 4.1: Allowable Trading Band, 1989-2009 
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4.3 KEY EXCHANGE RATE INDICES FOR VIETNAM 

The exchange rate that features most prominently in policy discussions in Vietnam is 

typically the nominal bilateral VND/USD rate, of which a rise corresponds to a 

weakening of the Vietnamese dong (VND).  As Figure 4.2 shows, this exchange rate 

increased from around 12 in 1985 and 607 in 1988 to around 10,000 in 1991.  It then 

stayed relatively stable until 1997, when it began to climb again, to around 15,500 in 

2003.  Over the period 2004-2007, this exchange rate was again relatively stable.  During 

years 2008-2009, it was upwardly adjusted several times to reach around 17,000 toward 

the end of 2009. 

Figure 4.2: Nominal VND/USD Rate, 1985-2009 
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In much of the analysis below, it will be useful to work mainly with the inverse of this 

exchange rate, i.e., with the USD/VND rate, expressed as an index:  a rise in this index 

corresponds to a strengthening of the Vietnamese dong.
12

  This is in keeping with the 

                                                 
12  To describe some historical episodes, however, it will be convenient to cite the values of the VND/USD 

rate for consistency with usual practice.   
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author’s definitions of the nominal and real effective exchange rates:  in each case, a rise 

in the exchange rate index indicates an appreciation of the domestic currency.   

Vietnam does not publish any official data for either the nominal effective exchange rate 

(NEER) or the real effective exchange rate (REER).  The International Monetary Fund 

(IMF) does compile data series for both these variables, but mainly for internal use only.  

To our knowledge, it does not publish the relevant data for Vietnam, except for relatively 

short periods, such as 2001-2006, and on an annual basis only (IMF 2006e); see also   

Appendix A.   

In the literature, there have been a small number of efforts to compile these exchange 

rates, especially the REER, on an unofficial and relatively limited basis.  For example, 

Nguyen Van Tien (2006b) used annual data to calculate Vietnam’s REER for the five-

year period from 1999 to 2004 on the basis of a trade basket consisting of four trading 

partners − Japan, China, the Euro zone and the United States.  In a more comprehensive 

compilation, Tran Ngoc Tho et al. (2006) estimated REER for the period 1999-2005 on a 

quarterly basis and with a trade basket comprising seven trading partners − Singapore, 

Japan, the US, China, Taiwan, France and Germany.  

To facilitate the analysis in sections 4.4 and 4.5 below, and also as a contribution to the 

available information in this area, the author has compiled and made available (in 

Appendix A) an annual data set and a monthly data set for these two effective exchange 

rates.  In this study, the NEER is defined as the trade-weighted index of the value of the 

Vietnamese dong, i.e., the price of the domestic currency in terms of foreign currencies.  

Similarly, the REER is defined as the trade-weighted index of the inflation-adjusted price 

of the domestic currency in terms of foreign currencies. The exact formulae used to 

calculate these indices are presented in Appendix A. 

While the two studies mentioned above calculated the REER on the basis of a trade 

basket that covers only about 50-60 per cent of Vietnam’s total foreign trade, the author’s 

calculations make use of a basket comprising 26 countries that account for about 90 per 

cent of total trade.  This is in keeping with the international trend in recent years toward 
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broader REER indices, which provide more reliable indications of changes in a country’s 

external competitiveness (Richter and Svavarsson 2006). In common with recent 

international practice, the weighted averages are calculated as geometric averages. The 

trade weights are changed annually, and the resultant values are then chain-linked.  

Further details are provided in Appendix A.  

For comparison, the author has collected data for Vietnam’s NEER and REER as found 

in various IMF publications (IMF 2000, 2003b, 2006b, 2006e, 2007c). These are all 

annual data, and they relate to relatively short time periods and to different base years.  

As shown in Appendix A, the author has reconciled and linked these various REER series 

into a combined 12-year series which can be compared directly with the author’s own 

estimates.   

Visual inspection as well as an examination of the data suggests that, where the two 

series of estimates overlap, the data compiled by this study track movements in the IMF 

series over time very well.  This is probably a reflection of the fact that, in essence, the 

methods of compiling the data in this study are very similar to the IMF methods, as 

described in its publications (Zanello and Desruelle 1997).  It also lends additional 

confidence to the author’s estimates for the non-overlapping years and to the author’s 

monthly estimates.  

4.4 MAJOR TRENDS IN EXCHANGE RATES  

This section reviews the major trends displayed by the nominal USD/VND exchange rate 

(expressed as an index), as well as the NEER and REER for Vietnam, over the last two 

decades.  (Recall that the definitions of all three indices imply that an increase in the 

index indicates a strengthening of the Vietnamese dong.)  Annual data as well as monthly 

data for NEER and REER are only available for 1992 onwards. Accordingly, Figure 4.3 

illustrates annual movements in the three series for the period 1992-2009, while Figure 

4.4 shows more details by using monthly data for the period January 1992 to December 

2009.  
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Figure 4.3: USD/VND Index, NEER and REER, 1992-2009                                                                 

(Annual Averages) 
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Source: See Appendix A. 

 

Figure 4.4: USD/VND Index, NEER and REER, January 1992 - December 2009                                            

(Monthly Averages) 
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From these figures, it can be seen that during the years 1992-1996, and again during 

2004-2007, the USD/VND rate was very stable while the NEER and REER experienced 

substantial changes.  By contrast, during the initial Doi Moi years (1985-1991, shown 

earlier in Figure 4.2), the Asian financial crisis and its aftermath (1997-2003) as well as 

the global financial crisis (2008-2009), the USD/VND rate indicated major weakening of 

the Vietnamese dong against the US dollar.  In what follows, it will be useful to organize 

the analysis to correspond to these five sub-periods.   

4.4.1 The Initial Doi Moi Sub-Period (1985-1991) 

As mentioned in section 2.2 of Chapter 2, during the second half of the 1980s, Vietnam 

undertook a series of sweeping reforms to liberalize the economy and tackle a major 

economic crisis, including a near hyperinflation.  Initially, these changes failed to reduce 

inflation (see Table 4.1).  Indeed, at first they may have even contributed to a worsening: 

the inflation rate increased sharply from around 90 per cent p.a. in 1985 to triple-digit 

levels (361 per cent - 455 per cent p.a.) during the next three years.   

Table 4.1: Inflation and Exchange Rates, 1985-1992 

Year 
Inflation rate  (% p.a.) Exchange rate 

VN USA VND/USD Real index
a/
 

1985 90 3.6 11.9 151.6 

1986 455 1.8 22.7 432.8 

1987 361 3.7 78.3 558.2 

1988 374 4.1 606.5 328.7 

1989 96 4.7 4,464.0 83.4 

1990 36 5.4 6,482.8 74.1 

1991 82 4.3 10,037.0 83.5 

1992 38 3.0 11,202.2 100.0 

Note: 
a/ 

Real USD/VND exchange rate index, base 1992 = 100 

Sources: The IMF's International Financial Statistics (online); the IMF's World Economic Outlook 

Database (online); and author’s calculations. 
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The authorities allowed the nominal value of the Vietnamese dong to fall by 

correspondingly large amounts.  Indeed, devaluations of the Vietnamese dong were so 

frequent, and the official exchange rate began to converge so rapidly toward the 

unofficial rate in the parallel black market, that some authors consider the Vietnamese 

dong to be almost in a de facto float during these years (Le Van Te and Nguyen Quoc 

Khanh 2000).  The period from March 1989 to August 1991 has often been described as a 

phase during which policy “followed” the market (IMF 1996, p. 36). 

The large falls in the nominal value of the Vietnamese dong served to offset the impact of 

high inflation, thus halting and reversing the loss in external competitiveness: after 

having risen from around 152 in 1985 to 558 in 1987, the real USD/VND exchange rate 

index fell to 83 in 1989.  Over the next several years (1990-1992), this real exchange rate 

then stabilized within the range 74 to 100, with the nominal bilateral exchange rate 

adjusting approximately in line with the purchasing power parity hypothesis. 

The relative flexibility of the official VND/USD exchange rate during this sub-period, 

especially during 1988-1990, was in line with the authorities’ decision to adopt major 

changes which would place the economy on a transition path to a more market-oriented 

system.  By 1991, however, when the official exchange rate reached 10,000 VND per 

USD, it had become much less flexible, and was soon stabilized around 11,000 VND per 

USD, a level that essentially would persist for a number of years. 

4.4.2 The 1992-1996 Sub-Period 

From Figures 4.3 and 4.4, it can be seen clearly that the Vietnamese authorities were 

inclined to maintain a stable nominal USD/VND exchange rate during this sub-period, 

with only minor (and offsetting) movements in 1993 and 1994.  As the US dollar was 

generally strengthening against the currencies of many other trading partners of Vietnam, 

the country’s NEER experienced a strong appreciation trend during this sub-period.   

Initially (in 1993 and 1994) Vietnam’s success in reducing its inflation rate, especially in 

comparison with the hyperinflation affecting Russia at the time, limited the resultant 
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REER appreciation.  In later years (1995 and 1996), however, as the inflation differential 

became unfavourable to Vietnam again, REER began to appreciate more rapidly.  By 

1996, both NEER and REER had appreciated by about 13 per cent and 14 per cent 

respectively as compared with 1992, with the latter appreciation in particular indicating a 

sizable loss of external competitiveness.  

4.4.3 The Asian Financial Crisis and Trade Liberalization Sub-Period 

(1997-2003) 

To the extent that the authorities might tend to focus on the nominal VND/USD rate, they 

would have been less concerned with changes in effective exchange rates and, therefore, 

rather less well–prepared to deal with a shock which mainly affected the relationships 

between the US dollar and other (“third-country”) currencies rather than the bilateral 

VND/USD relationship. Indeed, when the Asian financial crisis broke in 1997, the SBV’s 

initial response was to broaden the band of allowed variations around the official 

VND/USD rate, rather than changing the official, central rate itself.  The band was 

increased from +/-1 per cent to +/-5 per cent in February 1997, and then to +10 per cent 

in October 1997 (see Figure 4.1).  As the commercial banks’ selling rates for USDs were 

typically quoted at the upper limit during this time, the above moves amounted to a series 

of rather reluctant and constrained devaluations of the Vietnamese dong against the US 

dollar, which did not fully eliminate the excess demand for USDs.   

These limited weakenings of the Vietnamese dong were also insufficient to match the 

precipitous falls in the values of a number of Asian currencies.  As a result, both the 

NEER and REER of Vietnam continued to appreciate sharply.  By January 1998, when 

these effective exchange rates reached their respective peaks, the country had lost more 

than 20 per cent in external competitiveness within two years. 

After such large changes, the effective exchange rates may have attracted, at least for a 

time, greater attention than before. The USD/VND rate underwent several large-scale 

devaluations in 1998, sufficient to bring about a considerable depreciation in the NEER, 

especially when Asian currencies began to stabilize against the US dollar. With domestic 
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inflation being kept not too far out of line with trading partners, the REER also 

depreciated, but to a lesser extent.  

As of 2000 and 2001, the REER was still about 8 per cent above its level in 1995.  The 

implied loss in competitiveness would have been substantial, especially in view of the 

trade liberalization measures that the country was about to implement to fulfil 

commitments under the ASEAN Free Trade Area (AFTA) and bilateral trade 

agreements.
13 

 Faced with these special circumstances, and possibly for other reasons, 

from mid-2001 the authorities allowed the USD/VND rate to resume its depreciation 

trend of about 2 per cent p.a.  By 2003, the REER had fallen back to around 108, a level 

last prevailing before the Asian financial crisis.   

4.4.4 The 2004-2007 Sub-Period 

While the authorities displayed a willingness to make big adjustments in the value of the 

bilateral USD/VND exchange rate at special times, they apparently preferred to revert to 

an effective peg against the US dollar as soon as practicable after these contingencies.  

Indeed, the governor of the SBV was quoted as publicly stating that the Vietnamese dong 

would not be allowed to depreciate by more than 1 per cent p.a. during 2004-2005 

(Camen 2006).  As it turned out, the official USD/VND rate was again almost unchanged 

from January 2004 to December 2007.
14  

 

As shown in Figures 4.3 and 4.4, the two effective exchange rates, NEER and REER, 

generally diverged from each other during this sub-period.  Because the Vietnamese dong 

was holding relatively steady against the US dollar, and the US dollar itself was 

weakening against many other currencies, the Vietnamese dong depreciated in nominal 

                                                 
13  In 2001, foreign exchange controls were relaxed: foreign invested enterprises were allowed to buy 

foreign exchange from commercial banks for their imports, and the foreign exchange surrender requirement 

applicable to exporters was reduced from 50 per cent to 40 per cent; further, starting from early 2001, 

reductions in tariffs were made in accordance with the commitments under AFTA so that tariffs on 97 tariff 

lines included in the Inclusion List would be reduced to at most 20 per cent by 2003 and 0 – 5 per cent by 

2006; in addition, quantitative restrictions on several important imported items were eliminated and 

replaced by tariffs (IMF 2002). 

14 More recently, an official of the SBV also made it clear that volatility in the VND/USD rate was 

expected to be kept to no more than 2 per cent per annum for 2008 (Minh Duc 2008). 
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terms during most of this time. However, its high inflation rate more than offset this 

nominal depreciation tendency, so that the Vietnamese dong tended to appreciate in real 

terms.  At the end of 2007, the REER was about 14 per cent higher than at the beginning 

of 2004.   

4.4.5 The 2008-2009 Sub-Period 

The authorities’ preference for stability in the nominal VND/USD rate was again made 

impossible by continual high inflation during quarters one to three of 2008 and the impact 

of the global financial crisis since late 2008. Inflation started its persistent upward trend 

in early 2004, climbing to 28 per cent in August 2008 − the highest rate since 1993. 

While substantial surges in capital inflows since late 2006 drove down the quoted 

commercial VND/USD rate to the floor of the allowable trading band (this means the 

Vietnamese dong appreciated) for a short period from October 2007 to March 2008, the 

portfolio flows that reversed since mid 2008 due to the global economic recession 

substantially contributed to build up pressure on the Vietnamese dong’s devaluation.
15

   

Given the thin international foreign exchange reserve and high pressure on the 

Vietnamese dong’s devaluation during most of this sub-period, the SBV had to adjust the 

official VND/USD rate as well as its allowable trading band several times, though it 

continually intervened in the forex market by reducing the country’s foreign exchange 

reserve by about USD 10 billion.
16 

The official VND/USD rate was increased by 2 per 

cent, 3 per cent and 5.4 per cent in June 2008, December 2008 and November 2009 

respectively. In the meantime, the allowable trading band was also broadened from +/-1 

per cent to +/-2 per cent in June 2008, to +/-3 per cent in November 2008, and then to +/-

5 per cent in March 2009 (see Figure 4.1). Interestingly, when the official VND/USD rate 

was increased by 5.4 per cent in November 2009, the allowable trading band was 

                                                 
15 The substantial surges in capital inflows were primarily a response to the optimism induced by the event 

that Vietnam officially became a member of the WTO (Leung 2009). 

16 The data obtained from the IMF’s International Financial Statistics (online) indicate that Vietnam’s 

official foreign exchange reserve decreased from USD 26.4 billion in March 2008 to USD 16.4 billion in 

December 2009. 
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narrowed again from +/-5 per cent to +/- 3 per cent. Thus, the Vietnamese dong was 

totally devaluated by about 10.4 per cent over the sub-period 2008-2009.  

However, these adjustments have apparently not been enough to offset the high inflation 

rates for many consecutive years since 2004. During the entire year 2009, the commercial 

VND/USD rates were persistently quoted at the upper limit of the allowable trading band. 

The movements of the NEER and the REER also pointed to this fact. As shown in 

Figures 4.3 and 4.4, these two indices strongly continued their divergence, especially 

during the months from January 2008 to March 2009. By March 2009, the NEER actually 

depreciated only by about 3 per cent while the REER appreciated drastically by about 16 

per cent compared with December 2007, reaching almost the same peak as that in 

January 1998. This indicates that the country’s external competitiveness was to an 

alarming extent lost within only a few months.  From March 2009 toward the end of 

2009, both the NEER and the REER tended to depreciate. However, the REER at the end 

of 2009 was still about 6 per cent higher than at the end of 2007, or 21 per cent higher 

than at the beginning of 2004.        

From the above review of the five sub-periods, it can be seen that during the past two 

decades, the authorities displayed ex post a clear preference for a stable nominal 

VND/USD exchange rate whenever that was feasible.  Indeed, there were two sub-

periods (1992-1996, 2004-2007) when the Vietnamese dong was effectively pegged to 

the US dollar, so that the path of the NEER was dictated by the strength of the US dollar 

relative to the currencies of other trading partners.  Similarly, the REER was determined 

residually, given the values of the NEER and the inflation rate differential between 

Vietnam and its trading partners.  As it happened, in both of the above sub-periods, the 

REER tended to increase, indicating a loss of competitiveness.   

4.5 IMPLICATIONS FOR POLICY OBJECTIVES  

There has been no clear official statement regarding the specific nature or priority 

rankings of the various economic and non-economic objectives pursued by the authorities 

while setting/managing exchange rates and other monetary policy variables.  
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Nevertheless, from economic theory and from observing other economies, it is possible to 

identify a number of key economic objectives which would have been of relevance to the 

country during this period.  Further, from observation and analysis of historical data, it is 

possible to assess, ex post, the extent to which policy-making over time has been 

consistent with these objectives.  This section examines the conduct of Vietnam’s 

exchange rate policy in terms of consistency with four possible economic policy 

objectives: nominal exchange rate stability, inflation control, external competitiveness 

and external balance, and transition to a developed forex market. 

4.5.1 Nominal Exchange Rate Stability 

As discussed in section 2.3 of Chapter 2, the preference by some monetary authorities for 

a fixed exchange rate regime is often provided with a theoretical underpinning in terms of 

a stabilizing “nominal anchor”, especially in the context of high inflation, rapid growth in 

monetary and credit aggregates, and large government budget deficits. Under such 

conditions, an exchange rate peg relative to a major foreign currency could serve as a 

suitable anchor, especially in countries where the domestic government lacks a track 

record in policy making that would establish its credibility with market participants. 

It is not surprising that Vietnam has considered the US dollar a key nominal anchor.  

Examination of public statements by senior officials reveals that from time to time there 

have been indications of this preference (see sub-section 4.4.4). Some of its most 

important trading partners, such as China, Hong Kong, Singapore, Thailand and 

Malaysia, have generally preferred a stable exchange rate relative to the US dollar.  

Vietnam’s own experience in reducing inflation during the first half of the 1990s might 

also be seen as an example of the sort of benefits that an effective peg to the US dollar 

could bring.   

How stable has the nominal VND/USD exchange rate been, then?  One way to address 

this question is to ask how variable, or volatile, this rate has been.  A simple measure of 

variability in a data series is its coefficient of variation (CV), defined as ratio of the 

standard deviation to the mean.  To highlight the volatility, or unpredictability, of the 
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data, an alternative measure may also be used, namely the root mean square percentage 

error (RMSPE):  
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where Et represents the actual exchange rate in period t, and Êt the predicted exchange 

rate based on some suitable forecasting mechanism.  A simple yet useful forecasting 

mechanism is the random walk model, where the actual Et-1 value observed in period t-1 

is used as the forecast value  Êt  for period t (Dwyer, Nguyen and Rajapakse 1996). 

The author’s analysis is based on both the CV and RSMPE of the nominal VND/USD 

rate and the NEER, as well as comparable exchange rates for a number of other countries.  

The results suggest that these two measures of variability/volatility yield very similar 

findings in the current case.  To conserve space, Table 4.2 presents a summary of the 

results based on the use of RSMPE only. 

As might be expected from the discussion in section 4.4 above, the results indicate that, 

except for the years of the Asian financial crisis (January 1997 to  December  1998) and 

the recent global financial crisis (January 2008 to December 2009), the VND/USD rate 

was kept very stable compared with other bilateral exchange rates.  While the RMSPE of 

the VND/USD rate was in the range of 0.2-0.7 per cent for most of the sub-periods 

considered, the JPY/USD and USD/GBP rates recorded RMSPE of around 2 per cent or 

higher, and the THB/USD around 1 per cent or higher.  It is interesting, however, to note 

that the RMSPE for the CNY/USD has been comparable to (and at times even lower 

than) that for the VND/USD.  Thus, the volatility of the Vietnamese dong relative to the 

US dollar has been much lower than that of the currencies of the UK, Japan or Thailand, 

but has not been very far out of line with China’s currency. 
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Table 4.2: Average of Volatility (RMSPE)                                                                                                         

(In percentage) 

  
Jan 92- 

Dec 94 

Jan 95- 

Dec 96 

Jan 97- 

Dec 98  

Jan 99- 

Dec 01 

Jan 02- 

Dec 04 

Jan 04- 

Dec 07 

Jan 08- 

Dec 09 

VND/USD 0.7 0.2 2.0 0.4 0.2 0.2 1.4 

CNY/USD 5.7 0.3 0.0 0.0 0.0 0.5 0.6 

THB/USD 0.4 0.5 9.1 2.5 1.3 1.5 1.7 

JPY/USD 2.6 3.7 5.0 2.9 2.2 2.3 3.8 

USD/GBP 3.8 1.8 1.9 1.9 2.5 2.1 3.9 

NEER for VN 1.4 1.1 3.0 1.0 1.2 0.9 1.6 

NEER for the US 1.4 1.2 1.4 0.9 1.3 1.1 2.1 

NEER for China 5.4 1.1 1.7 0.9 1.2 1.1 1.7 

Note: Computations of RMSPE for bilateral exchange rates were based on month-end data while those for       

NEER were based on month-average data. 

Sources: The IMF's International Financial Statistics (online); and author’s calculations. 

Of course, the fact that the bilateral VND/USD rate has been relatively stable does not 

necessarily imply that the Vietnamese dong itself has been stable. On the contrary, the 

RMSPE figures reported in Table 4.2 indicate that Vietnam’s NEER has been about as 

volatile as the NEER of the US or of China.  This result is consistent with the fact that 

both China and Vietnam have tended to use the US dollar as a nominal anchor. As the 

overall value of the latter moved up and down, so would the value of China’s and 

Vietnam’s currencies.
17

   

4.5.2 Inflation Control 

A theoretical rationale for maintaining a stable exchange rate, or more generally for 

adopting a nominal anchor, is that this strategy may help the domestic authorities to 

reduce and stabilize inflation. Thus, in some context exchange rate stability may be not 

an end in itself, but only a means to achieve the end-goal of inflation control.   

                                                 
17 The relevant simple correlation coefficient between the NEER for Vietnam and the NEER for the US is 

0.92 for the period January 1999 to December 2009.   
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In this connection, an exchange rate peg can play its part by imposing discipline on the 

authorities’ actions with regard to budget deficits and monetary growth rates, and by 

restoring confidence in the local currency and increasing policy credibility (Ohno 2003).  

In the context of a dollarized financial system, where a foreign currency such as the US 

dollar is widely accepted as an alternative medium of exchange, the advantages of a 

stable exchange rate from the viewpoint of inflation control may be further enhanced. As 

Goujon (2006) pointed out, under dollarization, a depreciation of the domestic currency 

would increase the prices of not only traded goods but also of those non-traded goods that 

are priced in foreign currency, and would also directly add to the supply of money by 

increasing the domestic-currency value of foreign-currency assets held by domestic 

residents.  

At the time when Vietnam began its transition to a market-oriented economy, the country 

was firmly in the grip of a traumatic bout of near-hyperinflation, and its financial system 

was already dollarized to a considerable extent – at least in a de facto sense (Nguyen Thi 

Hong 2002; Andreas and Nguyen Thanh Hai 2004).  In these circumstances it would 

have been entirely appropriate to consider, among other things, the option of using the 

exchange rate as a means of inflation control; the government needed to quickly stabilize 

inflation, restore policy credibility, and regain the public’s trust in the value of the 

Vietnamese dong.  

How consistent, then, has the setting of the exchange rate been with inflation control?  

Figure 4.5 illustrates the evolution of the annual inflation rate since the mid-1980s; the 

picture it presents is dominated by the triple-digit rates recorded in the second half of the 

1980s.  That the country was then able to reduce and contain inflation to the vicinity of 

single-digit levels has generally been considered one of the most notable achievements of 

economic management under the Doi Moi process.  As can be seen from Figure 4.6 

(which shows monthly data for January 1991 onwards) the inflation rate has been kept 

generally below 10 per cent since January 1993.  There was even a brief period of 

deflation during 2001 and 2002.  Nevertheless, Vietnam’s inflation rate has remained 

relatively high by international standards and, since 2004, has been on a rising trend. 
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Figure 4.5: Annual Inflation Rate, 1985-2009 
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Sources: The IMF's International Financial Statistics (online); and the IMF's World Economic      

Outlook Database (online). 

Figure 4.6: Inflation Rate, 1991-2009 
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A close examination of the data and circumstances prevailing at the time suggests that 

structural and institutional adjustments, rather than any nominal exchange rate anchor, 

played a dominant role in sharply reducing the inflation rate during the years 1989-1992.  

Indeed, as noted in sub-section 4.4.1, the Vietnamese dong was repeatedly devalued 

against the US dollar by very large margins during this time.   

Studies of the near hyperinflation and efforts to tame it indicate that the main sources of 

inflationary pressures had been the removal of repressed demand, continuing supply 

bottlenecks, and extensive money creation to finance ballooning budget deficits (Nguyen 

Tri Hung 1999).  Correspondingly, measures credited with having the biggest effects in 

countering inflation include the 1988 agrarian and land rights reform which boosted food 

production (Anderson 1998; Joei 2005), the abolition of inter-provincial trade barriers, 

and the rapid growth in production of consumer goods (assisted by large inflows of 

foreign capital).  On the demand side, the implementation of positive real interest rates 

and more prudent fiscal and monetary policies, including the use of bond financing rather 

than money financing, has been considered a critical step (Nguyen Tri Hung 1999).  

In most circumstances, a depreciation of the local currency would tend to increase 

inflation, but at the time, this tendency was offset to some extent by the following 

mechanism: as the Vietnamese dong depreciated against the US dollar, domestic 

industries’ competitiveness was restored, and losses incurred by state-owned enterprises 

were contained. This contributed to a slowdown in the growth of the budget deficit and 

the money supply.  

Having concluded that a stable VND/USD exchange rate was not a dominant part of the 

inflation control efforts during the initial Doi Moi sub-period (1985-1991), is the author 

in a position to assess its role in subsequent sub-periods?  In broad terms, it certainly 

appears that during the sub-period 1992-1997, the stable VND/USD rate was associated 

with a remarkable reduction in the inflation rate.  However, this apparent success of the 

nominal VND/USD anchor was frequently not repeated in subsequent sub-periods.   
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Examination of the data shows that during the Asian financial crisis and its aftermath 

(1997-2003) large falls in the nominal value of the Vietnamese dong relative to the US 

dollar did not result in any prolonged upsurge in inflation.  Similarly, despite a relatively 

stable VND/USD exchange rate, the sub-period (2004-2007) was characterized by 

accelerating inflation, which steadily continued to reach its highest level of around 28 per 

cent in August 2008 before calming down.   

Previous studies of inflation in Vietnam suggest that monetary and credit growth, supply 

shocks and inflation inertia have been more important than the nominal exchange rate in 

determining the inflation rate.  For example, supply shocks related to natural disasters 

and foreign price increases in 1994 boosted the relative prices of food, igniting a brief re-

acceleration of inflation (IMF 1996; see also Figure 4.6).  Similarly, the liberalization of 

previously administered prices for key commodities such as rice, cement, urea fertilizer, 

and construction steel during 2002-2004 and petroleum products since 2006 has 

contributed to inflationary pressures (IMF 2006d).  More recently, the international food 

and oil price shocks of 2007 have had a similar impact (Hoang Ngoc Hoa 2008; Nguyen 

Quoc Hung 2008).   

Research by the IMF (2006d) indicates that there exists a high degree of inflation 

inertia in Vietnam.  It is estimated that a one-percentage-point increase in the past 

inflation rate induces an increase of about 0.79 percentage points in inflation in the 

current period.  This finding suggests that inflationary expectations adapt quickly to 

actual inflation outcomes, so that temporary supply and price shocks would tend to 

result in permanent increases in core inflation.   

Ultimately, however, inflationary expectations can only be validated if monetary 

conditions accommodate them, and there is evidence that monetary growth has 

been a key driving force behind Vietnam’s inflation process during much of the last 

two decades.  As mentioned in sub-section 2.4.2, Vo Tri Thanh et al. (2000) used a 

short-run dynamic error correction model (ECM) to test if variables such as monetary 

aggregates, income (proxied by industrial output) and the nominal VND/USD rate 
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were important determinants of inflation during the 1990s. Their results indicated 

that only monetary aggregates had a significant and positive impact on inflation; by 

contrast, the impact of changes in the exchange rate became much weaker and 

insignificant during the second half of the decade.  

Similarly, Camen (2006) employed a vector autoregression (VAR) model to conduct an 

exploratory analysis of the role of external variables, such as the US money supply and 

commodity prices, as well as domestic factors in the determination of inflation in 

Vietnam during the period 1996-2005.  The results suggested that the volume of 

domestic credit was the most important variable, accounting for about a quarter of 

the variations in the CPI – this exceeded the parts of the forecast error variance that 

were accounted for by commodity price and the nominal VND/USD rate.  While the 

results of empirical studies such as these will always be subject to some caveats, 

together they do offer some formal support for the conclusion that the latter 

exchange rate has not been a dominant determinant of inflation.   

It is interesting to note that, in some years, the maintenance of a stable VND/USD 

rate actually contributed to inflationary pressures by adding to monetary growth.  

This occurred, for example, during 2003, the years 2005-2007, and the first quarter 

of 2008 when the SBV purchased large amounts of foreign exchange associated with 

capital inflows following the establishment of the stock market, a boom in the real 

estate market, and an optimism about the country’s accession to the WTO – most of 

these purchases were not sterilized (IMF 2003a, 2006a, 2006b, 2007b; Leung 

2009).18  Similarly, during 2002-2007 and the first half of 2008, as the US dollar 

underwent substantial depreciations against other currencies, the Vietnamese dong 

also weakened in effective nominal terms, thus making imports more expensive and 

adding to inflation.19   

                                                 
18  This is an example of the “inconsistent trinity” or “impossible trinity”.   

19  By this, the author does not mean to suggest that a free float would have necessarily resulted in a stable 

NEER, but merely to point out some consequences of a stable VND/USD rate. 
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In short, the authorities’ apparent preference for a stable VND/USD rate has not 

been a major contributor to the determination of Vietnam’s inflation rate, and in any 

case it has not been of great assistance to the country in achieving a low and stable 

inflation rate. 

4.5.3 Competitiveness and Trade Balance 

A major potential problem with stable nominal exchange rates is that they may result in 

serious misalignments in the longer term, in that the real exchange rate (and the country’s 

external competitiveness) may drift far away from its equilibrium level, thus inducing 

substantial imbalances on the trade account.  If the domestic inflation rate is generally 

higher than the foreign rate – and this, by and large, is the case for Vietnam − there will 

be a cumulative overvaluation of the domestic currency, causing a loss of 

competitiveness and, other things being equal, a deterioration in the trade balance (Ohno 

2003).   

As can be seen from Table A1 in Appendix A and Figures 4.3 and 4.4, during the two 

sub-periods when the nominal VND/USD exchange rate was kept stable (1992-1996 and 

2004-2007) the real effective exchange rate (REER) tended to increase – by about 10 per 

cent in each sub-period.
20

  By contrast, during the initial Doi Moi sub-period (1985-1991) 

and the Asian financial crisis and its aftermath (1997-2003), the REER tended to reverse 

its upswing, so that by the end of each sub-period it had returned approximately to its 

initial level. During years 2007-2008, several devaluations of the Vietnamese dong were 

not enough to counterbalance the high inflation rates that had occurred since 2004. As a 

result, the REER could not reverse, but continued climbing higher.
21

 From these 

observations, one would have to conclude that the conduct of exchange rate policy has 

been less conducive to the preservation (or enhancement) of external competitiveness 

                                                 
20  Again, it is important to keep in mind that, during certain years such as 2003 and 2005-2007 when there 

were strong capital inflows, a free float could have resulted in an even larger appreciation of the REER than 

actually occurred, because the NEER would have been subject to considerable pressure to appreciate.  The 

main point the author is trying to make here is simply that a stable VND/USD was not conducive to the 

preservation of external competitiveness (REER stability).  

21 There might be a fear that further deep devaluations would contribute to the creation of an inflationary 

spiral. 
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than to other policy objectives, and that changes to this observed pattern tended to occur 

only when the country was confronted with mounting evidence of a substantial loss in 

competitiveness, as in 1989, 1998 or 2008-2009.  

It is recognized that estimates of the real exchange rate are imperfect measures of 

competitiveness, especially for low-income countries, due to data limitations, market 

imperfections, capital controls, etc. (Bella, Lewis and Martin 2007).  Accordingly, in 

assessing competitiveness for 62 developing countries, Bella, Lewis & Martin (2007) 

made use of not only the REER but also indicators that are based on external sector 

outcomes, production costs, and the quality of the business environment. In their 

assessment, Vietnam’s competitiveness declined between 2005, when it was included in 

the first decile of the low-income countries studied, and 2006, when it was ranked among 

the second decile. This finding is consistent with movements in the REER series 

compiled by us, thus providing some support for its use in the current analysis. 

Other things being equal, a loss of competitiveness tends to worsen the trade balance.  

Figure 4.7 compares movements in the REER and trade balance for Vietnam; more 

detailed data on the country’s external trade and foreign direct investment are presented 

in Table 4.3.  In interpreting Figure 4.7, it should be kept in mind that prior to 2001 

administrative measures were often used to affect trade flows directly, thereby 

moderating the relationship between real exchange rate and trade balance to a varying 

extent.    

For example, in response to the Asian financial crisis, the authorities imposed regulations 

aimed at (i) restricting the importation of consumer goods, and a complete, temporary 

halt to imports of certain goods; (ii) limiting the use of letters of credit in import 

transactions; and (iii) encouraging foreign invested enterprises to source inputs 

domestically while exporting outputs (Vo Tri Thanh et al. 2000;  Nguyen Van Thanh 

2004).  These interventions partly explain the seemingly counterintuitive fact that the 

trade deficit declined during the years 1997 and 1998, even as the REER climbed to 

historically high levels.  Similarly, as trade restrictions and foreign exchange controls 

were eased in 2001, and as reductions in tariffs began to take effect in line with AFTA 
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commitments and with bilateral trade agreements (including one completed in November 

2001 with the United States), the trade deficit increased sharply despite large falls in the 

REER in 2002 and 2003.  

Figure 4.7: REER and Trade Balance, 1992-2009 
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Note: Base year for REER is 1992=100.  

 Sources: The IMF's International Financial Statistics (online); GSO; and author's calculations. 

Nevertheless, there was some evidence even before 2001 of a negative relationship 

between REER and trade balance, such as the decline in the trade deficit during 1990-

1992 following large falls in the REER.  More importantly, during the sub-periods 2004-

2007 and 2008-2009, when trade flows were subject to far less administrative 

interference, there was a clear association between increases in the trade deficit and rises 

in the REER, although continuing trade liberalization would have also contributed to the 

worsening in the trade balance.  
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Table 4.3: Foreign Trade and FDI, 1986-2009  

(USD Million) 

Year 

International Trade FDI Implemented 

Capital 

 Export    Import  

Balance 

Amount 
 % of 

GDP  
 Amount 

 % of 

GDP  

1986        789      2,155  -1,366 -5%  n.a.   n.a.  

1987        854      2,455  -1601 -4%  n.a.   n.a.  

1988     1,038     2,757  -1,719 -7%  n.a.   n.a.  

1989     1,946      2,566  -620 -10%  n.a.   n.a.  

1990     2,404      2,752  -348 -5%  n.a.   n.a.  

1991 2,087      2,338  -251 -3%  n.a.   n.a.  

1992     2,581      2,541  40 0%  n.a.   n.a.  

1993     2,985      3,924  -939 -7%  n.a.   n.a.  

1994     4,054      5,826  -1,772 -11%  n.a.   n.a.  

1995     5,449      8,155  -2,706 -13%  n.a.   n.a.  

1996     7,256    11,144  -3,888 -16%     2,395  10% 

1997     9,185    11,592  -2,407 -9%     2,220  8% 

1998 9,360    11,499  -2,139 -8%    1,671  6% 

1999   11,541    11,742  -201 -1%     1,412  5% 

2000   14,883    15,637  -754 -2%     1,298  4% 

2001   15,029    16,218  -1,189 -4%     1,300  4% 

2002   16,706    19,746  -3,040 -9%     1,400  4% 

2003   20,149    25,256  -5,107 -13%     1,450  4% 

2004   26,485    31,969  -5,484 -12%     1,610  4% 

2005   32,447    36,761  -4314 -8%     1,954  4% 

2006   39,826    44,891  -5,065 -9%     2,400  4% 

2007   48,561    62,765  -14,204 -20%     6,700  9% 

2008   62,685    80,714  -18,029 -20%     9,579  11% 

2009   57,096    69,949  -12,853 -11%     7,600  7% 

Note: n.a indicates “not available”. 

Sources: The IMF’s International Financial Statistics (online); GSO’s various statistical 

yearbooks; and author’s calculations. 
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4.5.4 Transition to a Developed Foreign Exchange Market 

In view of the general shift toward a more market-oriented economy, it is only to be 

expected that the authorities would wish to allow, and indeed promote, the development 

and enhancement of the forex market, provided this did not conflict too much with other, 

possibly more important, objectives. It is not surprising, therefore, that market 

arrangements supporting the exchange rate setting mechanism have undergone major 

changes since the launching of the Doi Moi process in the mid-1980s.   

Before March 1989, the official VND/USD exchange rate (for trade purposes) was 

administratively fixed for a long time at a level far lower than in the parallel (black) 

market, implying a massive overvaluation of the Vietnamese dong.  In 1987 and 1988, 

for example, the parallel market rate was about 5-6 times the official rate (see Figure 4.8).  

Such artificial overvaluation of the domestic currency seriously hurt the competitiveness 

of export-related enterprises, many of which then qualified for government compensation 

or subsidies (Truong Van Phuoc 2006).  On the import side, instead of allowing the most 

efficient industries and economic units to compete for the scarce foreign exchange, the 

authorities undertook the task of rationing the amount available administratively, with all 

the attendant inefficiencies ( Le Quoc Ly 2004). 

After 1989, these problems were addressed through a series of large and frequent 

devaluations of the Vietnamese dong against the US dollar, which rapidly reduced the 

gap between the parallel market rate and the official rate to about 10-15 per cent or lower; 

see Figures 4.8 and 4.9.  Thus, during much of this time, the parallel market rate served 

as an approximate guide to the direction and extent of the necessary movement in the 

exchange rate in order to bring it closer to equilibrium (IMF 1996). 
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Figure 4.8: Ratio of Parallel-Market Rate to Official Exchange Rate, 1985-1989 
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Sources: Le Van Te and Nguyen Quoc Khanh (2000). 

Figure 4.9: Gap between Official Exchange Rate and Parallel Market Mid Rate, 

1990-2009 
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Sources:  Data on the parallel market rate for years 1990-2006 are obtained from the SBV; data on   

the “grey” or “implied” mid VND/USD rate are used as a proxy for the parallel market rate for 

years 2007-2009; the “grey” or “implied” mid rate is computed as a cross rate using the data on 

the exchange rate VND/EUR quoted by Vietcombank HCM City obtained from the website of 

Vietcombank <www.vcb.com.vn> and the exchange rate USD/EUR obtained from the website of 

OANDA Corporation <www.oanda.com> (accessed during 2008-2011).
22  

                                                 
22 Due to sensitive matters, data on the parallel market rate have not been officially available (in the annual 

reports of the SBV) since 2007. 

http://www.vcb.com.vn/
http://www.oanda.com/
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The available data suggest that, during the period from late 1991 to late 2009, the parallel 

market premium generally remained stable and low, at around 1 per cent or less.  

Obvious exceptions were the time of the Asian financial crisis (1997-1998) and the time 

of the recent global financial crisis (2008-2009) when the premium again surged to 10-20 

per cent.  Overall, it would appear that policy and institutional changes permitted market 

forces to play a more important part in determining the exchange rate during this period 

than previously.   

The opening in late 1991 of the two forex trading floors and the establishment in 1994 of 

the interbank forex market represent important steps in the development of the forex 

market. These organized centres allowed transactions to be conducted much more 

efficiently. They served to lower transaction costs and far more faithfully reflected the 

relative strengths of supply and demand than the informal (and in principle illegal) 

parallel market. 

Since the interbank market began, Vietnam’s forex market has operated as a two-tier 

system, comprising a client/retail market and an interbank market.  The former mainly 

serves corporate and individual customers, while the latter facilitates trading among the 

banks. Under this system, the SBV no longer conducts transactions with businesses 

directly, but instead focuses on conducting transactions in the interbank market, as 

required, to achieve its objectives.   

Despite the considerable progress already achieved toward liberalizing and developing 

the forex market, to date it remains rather shallow and under-developed (for more detail, 

see Chapter 6).  In 2006, average daily turnover in the forex market of Vietnam was 

around USD 0.15 billion.  By comparison, in 2007 the corresponding figure was USD 

1.85 billion for Indonesia, USD 3.88 billion for Thailand, and USD 35 billion for 

Singapore.  The low turnover figure for Vietnam suggests that the forex market there has 

captured only a relatively small proportion of the total supply and demand for foreign 

exchange.  In 2006, the country’s forex market turnover amounted to only about 60 per 

cent of its total export and import value.  By contrast, the forex turnover-international 



 104 

  

trade ratio in 2007 was 310, 480 and 2,220 per cent for Indonesia, Thailand and 

Singapore, respectively. 

Although the necessary framework has been put in place for transactions in forex 

derivatives to be conducted, actual trading in forward and option contracts remains very 

thin, and there are no futures contracts.  The underlying reason for this slow pace of 

development is the fact that the key VND/USD exchange rate has been managed to such 

an extent that, in general, it exhibits little volatility and market participants perceive little 

forex risk. 

It is interesting to note in this connection that, at times, the risk of exchange rate changes 

has been transformed into a risk of illiquidity, in that it may become impossible for a 

bank customer to buy or sell foreign currency at the quoted rates.  Thus, when there is an 

excess demand for USD, and the quoted exchange rate is already at its highest allowable 

level (as observed in April to July 2008 and in November 2008 to December 2009; see 

Figure 4.10), supply simply dries up, as banks and other market participants have little 

incentive to sell.  

In practice, some banks and their customers have found ways to get around this problem, 

such as the payment of fees or commissions on related transactions (Hai Ly 2008b).  

Alternatively, the customer must resort to transacting in the informal parallel market. 

Available data also indicate that dealers in the interbank market segment quoted bid rates 

at levels that were apparently in line with parallel market rates for the period April 2008 – 

December 2009.
23

 Evidently there are considerable deadweight losses involved in such 

cases.  

 

                                                 
23 Data on interbank bid rate were provided by an anonymous forex dealer. 
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Figure 4.10: Official Rate, its Bounds, Quoted Commercial Selling Rate,                                               

“Grey” Mid Rate, and Parallel Market Selling Rate,                                                   

January 2008 - December 2009 
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Note: The “grey” or “implied” mid rate is computed as a cross rate using the data on the exchange 

rate VND/EUR quoted by Vietcombank HCM City obtained from the website of Vietcombank 

and the exchange rate USD/EUR obtained from the website of OANDA Corporation. 

Sources: The websites of SBV <www.sbv.gov.vn>, the Banking Association of Vietnam 

<www.vnba.org.vn>, Vietcombank <www.vcb.com.vn>, VNexpress <www.vnexpress.net>, and 

OANDA Corporation <www.oanda.com> (accessed during 2008-2011).  

If, as the SBV characterizes, the current exchange rate regime is a managed float, how 

could it maintain stable exchange rates for such lengthy periods?  The answer lies, of 

course, in the “managed” part of the managed float concept.  The SBV was the dominant 

participant under the trading-floor system, and it has remained dominant in the interbank 

market, typically buying and selling large amounts of foreign currency to establish its 

preferred exchange rate level on a daily basis (Vo Tri Thanh et al. 2000).   

In short, efforts have been made to allow market forces to play a greater role than in the 

past in the process of exchange rate determination, but those efforts have been 

constrained by an apparent preference for a stable VND/USD exchange rate.  The 

country’s exchange rate policy has been less conducive to achieving transition to a 

developed and free forex market than to attaining exchange rate stability.   

http://www.sbv.gov.vn/
http://www.vnba.org.vn/
http://www.vcb.com.vn/
http://www.vnexpress.net/
http://www.oanda.com/
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4.6 CHAPTER SUMMARY 

This chapter provided a synthesis of some of the available information and data regarding 

Vietnam’s exchange rate regime and an analysis of whether, and to what extent, the 

conduct of exchange rate policy has been consistent with the pursuit of a number of 

economic policy objectives.  The authorities did not always make clear what the priority 

rankings of their objectives were.  Nevertheless, it is possible to identify a shortlist of 

economic objectives that would have been of some relevance to most other economies in 

similar economic circumstances. These include exchange rate stability, inflation control, 

international competitiveness and external balance, and transition to a developed forex 

market.  

Despite the many changes that have been implemented in the exchange rate setting 

arrangements, the SBV has retained a dominant role in the forex market, and 

administrative mechanisms have been maintained, such that the country’s exchange rate 

regime has been more “managed” than it has been a “float”. In essence, the key 

VND/USD exchange rate has remained rather sticky. 

From the historical movements of this bilateral exchange rate as well as the NEER and 

REER, it can be seen ex post that the authorities apparently preferred a stable VND/USD 

rate.  There were periods – such as the launch of the Doi Moi process, the Asian financial 

crisis, the implementation of trade liberalisation measures, and the recent global financial 

crisis – when, arguably, the authorities had little choice but to allow large movements in 

this bilateral rate.  Nevertheless, it would appear that whenever such contingencies had 

passed, the authorities would return to a relatively stable VND/USD rate. 

As a result of this emphasis on the bilateral VND/USD rate, the overall value of the 

Vietnamese currency in nominal terms (NEER) as well as in real terms (REER) has often 

become an endogenous, rather than policy, variable.  As it happened, this means that 

there have been large losses in the country’s external competitiveness, which would add 

to the current account deficit.  Similarly, stability in the official VND/USD rate and 
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administrative controls have not been conducive to more rapid development of the forex 

market. 

Finally, it would seem from an examination of the available evidence that stability in this 

exchange rate is definitely not a sufficient condition for low and stable inflation, and 

perhaps not a necessary condition either.  There have been periods when inflation was 

successfully reduced and kept under control, despite a depreciating VND.  Conversely, 

there have also been periods when a stable VND/USD rate was accompanied by an 

upward trend in the inflation rate. 

The following chapters will examine more closely the role of exchange rate policy in 

regards to inflation control and the transition to a developed foreign forex market. In 

particular, Chapter 5 will provide additional empirical evidence for answering the 

question of whether the preference for a stable VND/USD was conducive to inflation 

control. Subsequently, Chapter 6 will present in more rigorous detail the characteristics 

and functioning of the forex market and analyse why the preference for a stable 

VND/USD rate might cause a range of deficiencies for this market. The next two 

chapters, 7 and 8, will present findings and analyses using data collected from surveying 

market participants. These findings will consolidate findings from Chapter 6 and provide 

deeper insight into the role of exchange rate policy in the development of the forex 

market.
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CHAPTER 5                                                                                      

AN EXAMINATION OF THE LINKAGES BETWEEN 

EXCHANGE RATE REGIME AND INFLATION 

5.1 INTRODUCTION 

The analysis in Chapter 4 suggests that the authorities have tended to place special 

emphasis on maintaining stability in the nominal bilateral VND/USD exchange rate. As a 

consequence, there have been periods when the real effective exchange rate (REER) 

appreciated, indicating losses in international competitiveness. The stability in the 

VND/USD rate has also acted as a retardant in the development of the country’s forex 

market. It appears that this stability has been neither necessary nor sufficient for inflation 

control. The objective of this chapter is to provide additional empirical evidence to assess 

the consistency between the setting of the exchange rate regime and inflation control 

through: (i) an investigation of whether “harder-peg” exchange rate regimes were 

associated with lower inflation persistence in Vietnam; and (ii) an examination of the 

degree of pass-through to CPI inflation of the two types of exchange rate, the bilateral 

VND/USD rate and the nominal effective exchange rate (NEER).  

As introduced in Chapter 3, the first empirical study will follow the approach adopted 

previously by Alogoskoufis and Smith (1991), Alogoskoufis (1992), Anderton (1997), 

Huang and Gu (2007) and others. The theoretical aspect of this approach and relevant 

empirical studies were discussed in sub-section 2.3.2.3 of Chapter 2. In this empirical 

study, the author argues that if there is no evidence that inflation persistence in Vietnam 

was lower under “harder-peg” exchange rate regimes, this supports the finding in 

Chapter 4 that the stability in the VND/USD might be neither necessary nor sufficient for 

inflation control.  

The second empirical study will follow the approach similar to that of Ito and Sato 

(2008). If there is evidence that movements in the NEER, but not the bilateral VND/USD 
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rate, had significant positive impacts on inflation in Vietnam, greater attention should be 

paid to movements in the NEER as well as to other sources of inflation.        

The rest of the chapter is organized as follows. Section 5.2 presents the investigation into 

the possible linkages between shifts in the exchange rate regime and inflation persistence 

during the period 1992-2010. This section consists of 4 sub-sections to cover headings 

associated with a typical empirical study such as methods and data, empirical analysis 

and discussion of findings. Section 5.3 reports the analysis of exchange rate pass-through 

to inflation for Vietnam for period 1992-2009. Similarly, this section is further divided 

into sub-sections such as analytical framework, data, estimation procedure, results and 

analysis, and discussion of findings. Finally, section 5.4 provides a summary of the main 

findings and some concluding remarks. 

5.2 SHIFTS IN THE EXCHANGE RATE REGIME AND 

INFLATION PERSISTENCE 

5.2.1 Method and Data 

Following Alogoskoufis and Smith (1991), Alogoskoufis (1992), Anderton (1997) and 

Huang and Gu (2007), this study assumes that the process of inflation in Vietnam during 

the study period can be represented by the following equation: 

                                    


 
p

k

tktkt

1

  (5.1) 

where πt  is the CPI inflation rate, α denotes an intercept term, βk refers to autoregressive 

coefficients, and εt indicates serially uncorrelated shocks.  Following standard practice 

(see, for example, Marques 2004; O'Reilly and Whelan 2005; Zhang and Clovis 2009), 

inflation persistence is measured as the sum of the autoregressive coefficients (βk):   
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Equation (5.1) can be rewritten to incorporate the measure of inflation persistence as: 
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where Δπt = πt - πt-1.    

If ρ=1, the inflation process is non-stationary, which would indicate an economic 

environment where inflation is badly controlled (Gerlach and Tillmann 2010).  

It can be shown that the conventional approach to the estimation of equation (5.3) is 

equivalent to running OLS regressions based on the following equation: 
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where 
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1  is the sample mean. 

It is well-known that OLS estimation of ρ in (5.4) tends to produce underestimates, and 

the magnitude of underestimation increases as ρ increases and approaches unity (see, for 

example, Andrews 1993; Andrews and Chen 1994).  To alleviate this problem, Shin and 

So (2001) suggest recursive mean adjustment (RMA), such that regressions would be 

based instead on the following equation:   
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Following this suggestion, the author uses equation (5.5) to conduct some regressions. 

To determine the appropriate lag length p in the main regressions where monthly data are 

used, the author allows for up to 12 lags and select regressions with high R
2
, low AIC, 

low SIC and low standard error of regression (SER).  To obtain an initial indication of the 

stability over time of the intercept term α, which indicates the mean inflation rate, and the 

slope coefficient ρ, which measures inflation persistence, the author estimates rolling 

regressions of (5.3) and (5.5), each with a window of 4 years of data. 

To formally test for possible linkages between exchange rate regime and inflation 

persistence, the author follows the example of Alogoskoufis and Smith (1991) and 

introduces a slope dummy variable, D, which represents periods when the exchange rate 

regime can be described as more flexible than usual (for more details, see below). The 

author also follows Bleaney (2000) and introduces intercept dummy terms to represent 

periods when the mean inflation rate was higher than usual. The inclusion of these 

dummy variables yields the following equations which correspond to (5.3) and (5.5), 

respectively:   

                     

                                                                                                                                  (5.6) 

               

                                                                                                                                  (5.7) 

 

where D is a dummy variable taking the value 1 for periods when the VND/USD 

exchange rate was more flexible than usual (i.e., a “softer” peg was in effect) and zero 

elsewhere, and ρ1 and ρ2  are measures of inflation persistence during periods of “softer” 
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and “harder” pegs, respectively. The intercept dummies dms1t and dms2t are meant to 

capture the mean shifts in 2 sub-periods when the mean rate of inflation was higher than 

usual. The exact dates of these sub-periods depend on the relevant regression (e.g., 

whether monthly or annual data are used); further details are provided in the main text 

below as well as in Tables 5.1 and 5.2. Regressions based on equations (5.6) and (5.7) 

allow the author to test whether ρ1 - ρ2 > 0, i.e., whether greater inflation persistence is 

associated with softer peg regimes. The null hypothesis is that ρ1 - ρ2 = 0. 

There is, to the author’s knowledge, no consistent and convincing classification of 

Vietnam’s exchange rate regimes for the entire period being studied.  For example, the 

classification proposed by Reinhart and Rogoff (2004) covers only the period January 

1990 to December 2001. Further, in their classification, Vietnam’s exchange rate regime 

is considered a “crawling peg” for all this period, despite the fact that the VND/USD rate 

experienced very large movements during 1997-1998. Similarly, the IMF classified 

Vietnam’s exchange rate regime in 2003 and 2004 as a “managed float”, even though 

variations in the VND/USD rate during this period were extremely small (typically less 

than 1 per cent on a monthly basis).  In 2007, the IMF (2007a) revised its classification, 

placing Vietnam in the category of “conventional fixed peg”. 

For the objective mentioned earlier, this study follows the example of authors such as 

Shambaugh (2004) and Klein and Shambaugh (2006) and proposes a number of rules to 

differentiate, at a de facto level, periods when the exchange rate regime in Vietnam could 

be described as “more flexible” (or a “softer peg”) than in other periods, which might 

reasonably be described as “less flexible” (or a “harder peg”). Rule (i) focuses on the 

width of the allowable trading band within which the authorities permitted exchange rates 

to vary.  Under this rule, periods during which trading could deviate by more than 1 per 

cent from the announced, the official exchange rate would be classified as operating 

under a “softer peg”. 

Rules (ii) to (iv) focus on the actual month-end (Et) and monthly average (At) values of 

the nominal VND/USD exchange rate, in the absence of daily data.  Variations of 1 per 

cent or more per month are considered representative of a “softer peg” regime. 
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Accordingly, rule (ii) specifies that a month t would be a candidate for classification as 

part of a softer-peg period if |ln(Et/At)| > 1 per cent.  Rule (iii) is a similar decision rule 

based on |ln(Et/Et-1)|, and Rule (iv) on |ln(At/At-1)|.  Judgment is to be exercised to ensure 

that each softer-peg or harder-peg regime covers a multi-month period rather than 

isolated monthly observations.  

Monthly data for the consumer price index (CPI) and the nominal VND/USD exchange  

rate are obtained for the period January 1992 – June 2010 from the IMF’s International 

Financial Statistics (online), Nguyen Van Tien (2002), the State Bank of Vietnam (SBV) 

and the General Statistics Office of Vietnam (GSO).
24 

 Data for the CPI are seasonally 

adjusted whilst data for the exchange rate are not. Data for the period prior to January 

1992 are fragmentary and are considered insufficiently reliable for the estimation and 

analysis to be undertaken below.   

5.2.2 Empirical Analysis 

5.2.2.1 Classification of Exchange Rate Regimes 

Applying Rule (i) to daily data for the allowable trading band around the official 

VND/USD exchange rate (see Figure 5.1) yields the following classification. Periods of 

more flexible exchange rate regimes (softer pegs) include February 1997 to January 1999 

(inclusive), and July 2008 to June 2010.  For the remaining periods (January 1992 to 

January 1996, and February 1999 to June 2008), the relevant exchange rate regime is 

considered “less flexible” (harder pegs).  

The application of Rules (ii) to (iv) to monthly data produces results that are very similar 

to one another, as can be seen in Figure 5.1.  Using these results as a guide, and resolving 

to use the term exchange rate regime only to describe a period of some reasonable length 

rather than some brief and/or isolated monthly observations, the author identifies the 

                                                 
24 Monthly data for the consumer price index are available from the IMF’s International Financial 

Statistics (online) only for 1995 and subsequent years. Data for this variable for the earlier years are 

obtained and reconciled from Nguyen Van Tien (2002), the SBV and the GSO. 



 115 

  

following periods as episodes when the exchange rate regimes were more flexible (softer 

pegs): January 1992 to January 1993, March 1997 to August 1998, and June 2008 to June 

2010.  

Combining the above two sets of dates (using the union rule) yields the following, 

preferred classification.  The periods January 1992 to January 1993, February 1997 to 

January 1999, and June 2008 to June 2010 are classified as periods of more flexible 

exchange rate regimes, and the remaining periods are classified as episodes of less 

flexible exchange rate regimes. 

Figure 5.1: Monthly Variations in the VND/USD Rate, 1992-2010 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Note: Et  and At  denote the month-end  and monthly-average observations, respectively, of the 

VND/USD rate. 

Sources: IMF’s International Financial Statistics (online); and author’s calculations. 
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lengths of 1 and 2 periods were considered.  The data provide 15 rolling samples, for the 

years 1992 to 1995 (inclusive), 1993 to 1996, and so on up to years 2006 to 2009.  

As shown in Figure 5.2, rolling estimates of α suggest that the mean inflation rate was 

much higher during the initial and final years of the study period than during the middle 

years.  Indeed, closer inspection (see Figure 5.3) suggests that there were two structural 

breaks, one occurring around the beginning of 1999 which heralds a period of very low 

inflation, and another occurring around the end of 2003 which signals a period of 

resurgent inflation.  

Figure 5.4 illustrates some rolling estimates of ρ.  To reduce clutter, only estimates 

obtained via, first, AR(1) and AR(2) without RMA and, second,  AR(2) with RMA, are 

shown.
  
The estimates suggest that inflation persistence became higher in the latter part of 

the study period.  In particular, the sub-period 2004-2007 appears to be associated with 

the highest levels of measured inflation persistence. Interestingly, this sub-period is 

classified as a time of less flexible exchange rate regime (harder peg) according to the 

analysis in sub-section 5.2.2.1.  

Figure 5.2: Rolling 4-year Estimates of α 
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Note:  Estimates relate to regressions of equation (5.3) in the main text. 
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Figure 5.3: Inflation Rate, January 1992 - June 2010                                                

(Percentage Rate of Change)          
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Notes:  Inflation rate is calculated as the annualized percentage rate of change over the previous 

month of the seasonally adjusted consumer price index; the monthly variations have been 

smoothed via a centered 7-term moving average.  

Sources: IMF’s International Financial Statistics (online); Nguyen Van Tien (2002); SBV’s 

various annual reports; and GSO’s various statistical yearbooks.  

 

Figure 5.4: Rolling 4-year Estimates of ρ 
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Note:  Estimates relate to regressions based on equations (5.3) and (5.4) in the main text. 
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5.2.2.3 Full-Sample Estimation and Significance Tests 

Main regressions are based on equations (5.6) and (5.7), with monthly data for the full 

sample period. For the regressions that are based on (5.6), i.e., without RMA, 

experiments were conducted with lags order of up to 12.  The best results are those 

obtained with 12 lags.  For regressions of equation (5.7), i.e., with RMA, experiments 

were conducted with a smaller set of alternative AR models, focusing on AR(1), AR(2) 

and AR(12).  Again, the best results are obtained for 12 lags. Table 5.1 presents estimates 

obtained for selected regressions.  

The dependent variable in each of the regressions shown in Table 5.1 is the monthly rate 

of inflation, calculated as ln(CPIt/CPIt-1).  With one lag, the sample is reduced to 220 

observations (for March 1992 to June 2009 inclusive), and with 12 lags it is further 

reduced to 209 observations (starting from February 1993).  Regressions 5.1(a), 5.1(b) 

and 5.1(c), all of which are based on equation (5.6), incorporate two dummy intercept 

terms to account for the sub-periods of high inflation mean in the early and latter parts of 

the sample period.  Regression 5.1 (d), which is based on equation (5.7) and, therefore, 

incorporates RMA, does not have such intercept dummies because RMA has already 

taken account implicitly of changes in the mean inflation rate – indeed, if intercept 

dummies were included anyway, their estimated coefficients would typically be 

insignificantly different from zero.   
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Table 5.1: Regressions of Month-on-Month Inflation Rate 

(Data coverage: January 1992 - June 2010) 

Regression 5.1 (a) 5.1 (b) 5.1 (c) 5.1 (d) 

Number of lags 12 1 10 12 

Sample period (adjusted) 02/93-06/10 03/92-06/10 12/92-06/10 02/93-06/10 

Number of observations 209 220 211 209 

Dates of 1
st
 mean 02/93-01/99 03/92-01/99 12/92-01/99 N/A 

Dates of 3
rd

 mean 11/03-06/10 11/03-06/10 11/03-06/10 N/A 

Recursive mean adj.  No No No Yes 

α × 10
2
 0.06 0.03 0.04  

 (0.84) (0.47) (0.52)  

γ1 × 10
2
 0.34 0.33 0.27  

 (3.32**) (3.39**) (2.70**)  

γ2 × 10
2
 0.40 0.35 0.32  

 (3.75**) (3.54**) (3.01**)  

Ρ2 0.51 0.59 0.63 0.85 

 (5.17**) (9.57**) (6.93**) (7.78**) 

ρ1- ρ2 -0.40 -0.30 -0.36 -0.64 

 (-2.63**) (-3.59**) (-2.54*) (-4.25**) 

R-squared 0.565 0.429 0.538 0.553 

Adjusted R-squared 0.503 0.419 0.484 0.498 

SER × 10
2
 0.49 0.52 0.49 0.50 

Akaike info. criterion -7.70 -7.64 -7.69 -7.66 

Schwarz criterion -7.27 -7.57 -7.32 -7.28 

Durbin-Watson stat. 1.94 2.27 2.03 1.93 

Notes:   

 Dependent variable in the above regressions is pt = ln (CPIt/CPIt-1), where CPIt is the consumer price 

index for month t. 

 Estimates relate to regressions of equations (5.6) and (5.7) in the main text. 

 Figures in brackets are t-statistics. 

 SER refers to “standard error of the regression”.   

 N/A indicates “not applicable”. 

 (**) and (*) indicate that the relevant coefficient is significant at the 1 per cent and 5 per cent levels, 

respectively. 
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Estimates of ρ2 in Table 5.1 relate to inflation persistence during periods of less flexible 

exchange rate regimes (harder pegs). Estimates of the coefficient for the dummy 

variable, D, i.e., ρ1 - ρ2, allow the author to formally test the hypothesis that ρ1 > ρ2, i.e., 

that inflation persistence is higher under more flexible exchange rate regimes, against the 

null hypothesis that ρ1 = ρ2. As shown clearly in Table 5.1, the estimated values of ρ1-ρ2 

do not have the “expected” sign.  Indeed, in all relevant regressions, the estimated value 

indicates that ρ1- ρ2  is negative and this result is typically significant at the 1 per cent 

level.  

The author has experimented with small variations in the end date of the intercept dummy 

term dms1t and the start date of dms2t.  Selection of the preferred regression in each case 

is based on comparison of R
2
, AIC, SIC, and SER.   

5.2.2.4 Regressions with Alternative Measures of Inflation 

It is recognised that there are alternatives to the measure of inflation used in the above 

analysis. To check for robustness, a second monthly measure is used, namely 

ln(CPIt/CPIt-12), as well as an annual measure, namely ln(CPIt/CPIt-1), where CPIt is the 

average CPI for month t or year t.  Regressions 5.2(a) and 5.2(b) shown in Table 5.2 

relate to the second measure of inflation, while Regressions 5.2(c) and 5.2(d) relate to the 

third measure. As before, while Regressions 5.2(a) and 5.s(c) are conducted without 

RMA, Regressions 5.2(b) and 5.2(d) are obtained with RMA. 

Estimates from Regressions 5.2(a) and 5.2(b) (alternative monthly measure of inflation) 

suggest that ρ1- ρ2 may be negative, but this result is not statistically significant.  

Regressions 5.2(c) and 5.2(d) (annual measure of inflation) yield a similar finding. 
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Table 5.2: Regressions with Alternative Measures of Inflation Rate 

(Data coverage: January 1992 - June 2010) 

Regression 5.2(a) 5.2(b) 5.2(c) 5.2(d) 

Data frequency Monthly Monthly Annual Annual 

Number of lags 12 12 1 1 

Sample period (adjusted) 01/94-06/10 01/94-06/10 1994-2010 1994-2010 

Number of observations 198 198 17 17 

Dates of 1
st
 mean 01/94-03/99 N/A 1994-1998 N/A 

Dates of 3
rd

 mean 11/03-06/10 N/A 2004-2010 N/A 

Recursive mean adj. No Yes No Yes 

α × 10
2
 0.03  1.35  

 (0.30)  (0.60)  

γ1 × 10
2
 0.58  6.6  

 (3.20**)  (2.01#)  

γ2 × 10
2
 0.65  6.4  

 (3.57**)  (1.75)  

ρ2 0.93 0.997 0.35 0.83 

 (48.98**) (63.36**) (0.63) (2.11#) 

ρ1- ρ2 -0.01 -0.05 -0.33 -0.78 

 (-0.58) (-1.75#) (-0.75) (-1.49) 

R-squared 0.986 0.985 0.438 0.228 

Adjusted R-squared 0.984 0.983 0.251 0.176 

SER × 10
2
 0.72 0.74 4.6 5.2 

Akaike info. criterion -6.90 -6.96 -3.08 -2.98 

Schwarz criterion -6.45 -6.46 -2.83 -2.88 

Durbin-Watson stat. 1.98 2.05 2.19 1.96 

Notes:   

 Dependent variable in Regressions 2.1 and 2.2 is pt = ln (CPIt/CPIt-12), where CPIt is the consumer 

price index for month t. 

 Dependent variable in Regression 2.3 and 2.4 is pt = ln (CPIt/CPIt-1), where CPIt is the average 

consumer price index for year t. 

 Estimates relate to regressions of equations (5) and (6) in the main text. 

 Figures in brackets are t-statistics. 

 SER refers to “standard error of the regression”. 

 N/A indicates “not applicable”. 

 (**) and (#) indicate the relevant coefficient is significant at the 1 per cent and 10 per cent levels, respectively. 
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5.2.3 Discussion of Findings   

The results of regressions as presented throughout sub-sections 5.2.2.2 to 5.2.2.4 indicate 

no evidence that inflation persistence in Vietnam was higher under more flexible 

exchange rate regimes.  On the contrary, estimates from many of the full-sample 

regressions suggest that such “softer-peg” periods may have coincided with lower 

inflation persistence. Further, rolling regressions suggest that inflation persistence 

reached its highest level during the sub-period 2004-2007, which is identified as a time of 

less flexible exchange rate regimes. Whatever else might be the merits of the authorities’ 

apparent preference for a stable bilateral VND/USD rate, it does not appear to date to 

have contributed to reducing inflation persistence.  

The findings in this study are consistent with those of Anderton (1997), Bleaney (2000), 

and others who have found, in the context of various countries, that a more rigid 

exchange rate regime is neither a necessary nor a sufficient condition for a decrease in 

inflation persistence. They are, however, not in accordance with the findings of 

Alogoskoufis and Smith (1991), Alogoskoufis (1992), and Huang and Gu (2007) or with 

standard theoretical predictions. One possible way to reconcile the findings of this study 

with these theoretical predictions is to focus on the theoretically presumed linkage 

between a more rigid exchange rate regime and a less accommodating stance in monetary 

policy.  Anderton (1997) and Bleaney (2000) have found that this potential linkage did 

not hold in practice for various developed countries. In future research, it may be useful 

to investigate this possible link in the context of Vietnam. If this link turned out to be 

non-operative, that would go a long way toward explaining why the theoretical 

predictions were not borne out. 

Anderton (1997) and Burdekin and Siklos (1999) point out that the analysis by 

Alogoskoufis and Smith (1991), and similar analyses by other authors, do not take into 

account other important factors, such as oil price shocks, wars, political crises and 

institutional changes, which could have a material impact on inflation persistence.  

Although the use of recursive mean adjustment and intercept dummy terms in this study 

reduces the severity of this caveat to some extent, it does not fully address the 
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fundamental issue involved.  To do so, future research could make use of more detailed 

models of inflation. Alternatively, evidence could continue to be gathered from analyses 

like those in this study but relating to other sets of circumstances; as more studies are 

completed, they would shed additional light on the role of those “other” factors which 

exert strong influence over inflation persistence. 

As a response to the findings in this study, some advocates of “hard” pegs might argue 

that the results would have been different had the authorities stuck resolutely to the 

hardest possible pegs – in other words, that the benefits of a peg exchange rate regime 

would materialise only if the peg itself were totally immovable or nearly so. The results 

of Bleaney and Francisco (2005) provide some support in principle for this argument.  It 

is arguable, however, that on a number of occasions during the past two decades, 

international financial conditions were such that the authorities in Vietnam would have 

found it exceedingly difficult to enforce greater rigidity in the VND/USD exchange rate. 

5.3 ANALYSIS OF EXCHANGE RATE PASS-THROUGH TO 

INFLATION 

5.3.1 Analytical Framework 

Theoretically, the exchange rate is determined by a variety of factors, including 

macroeconomic variables such as economic growth, inflation rates and interest rates. In 

turn, changes in the exchange rate may have an effect on the pricing behaviours of  

businesses and influence macroeconomic variables (Ito and Sato 2008). Thus, any 

analysis of pass-through effects of the exchange rate changes on CPI inflation should 

consider the reciprocal interaction among them. As a relevant approach to take this 

interaction into account, a vector auto-regression (VAR ) analysis has been adopted in a 

number of recent studies such as those of McCarthy (1999), Belaisch (2003), Hahn 

(2003),  Faruqee (2006), and Ito and Sato (2008). Specifically, a VAR model allows one 

to identify the dynamic impact of changes in the exchange rate while taking into account 

the contemporaneous effects of other variables through a Cholesky decomposition 

(McCarthy 1999; Ito and Sato 2008). Moreover, a VAR model can be used to track pass-
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through effects of the exchange rate changes along the chain of domestic prices from the 

import/producer level to the consumer level (McCarthy 1999; Ito and Sato 2008). 

This study follows Ito and Sato (2008) to construct VAR models consisting of five 

endogenous variables, namely: Δoilt, gapt, Δmt, Δet, and Δpt, where: Δ denotes the first 

difference operator; oilt is the natural log of oil price; gapt, the output gap; mt, the natural 

log of money supply; et, the natural log of exchange rate; pt, the natural log of domestic 

price. This selection of variables is based on the main possible sources of inflation. The 

oil price and the output gap represent shocks from supply and demand pressures in the 

economy respectively (McCarthy 1999), while the variable of money supply is included 

to capture the effects of monetary policy shocks (Ito and Sato 2008). The exchange rate 

can be a determinant of inflation through the cost side (Frenkel and Taylor 2006). 

A VAR analysis requires a determination of the most plausible order of the endogenous 

variables to identify structural shocks (Ito and Sato 2008). The methodology that a 

number of empirical studies apply to determine the ordering for a VAR model is based on 

consideration of the extent to which variables are exogenous in the model (see, for 

example, Belaisch 2003; Hahn 2003; Ito and Sato 2008). Variables that are likely to be 

the most exogenous in the system are ordered first (Belaisch 2003). The change in oil 

prices is assumed to be independent in the system while it can contemporaneously affect 

other variables. Thus, this variable is ordered first. The second place is assigned to the 

output gap as this variable is assumed to be contemporaneously influenced only by 

shocks to the oil price while it may be able to affect other remaining variables in the 

system. The monetary variable is placed third, followed by the exchange rate. This order 

is proposed under the assumption that the exchange rate tends to respond quite quickly to 

macro-economic shocks (Ito and Sato 2008). Finally, in the literature on the exchange 

rate pass-through, the price variable is normally placed last with an assumption that this 

variable is contemporaneously affected by shocks to other variables, but not vice versa 

(Ito and Sato 2008). In brief, the described methodology suggests an ordering of 

endogenous variables as follows: x=( Δoilt, gapt, Δmt, Δet, Δpt)'.  



 125 

  

A VAR model with such an ordering can then be estimated, and a Cholesky 

decomposition is used to generate structural shocks. As shown in Ito and Sato (2008, p. 

1416), the reduced-form VAR residuals (ut) can be expressed in their relationship with 

the structural shocks (εt) as follows:   
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The above relationships imply that some structural shocks do not contemporaneously 

affect some endogenous variables in the VAR system. 

However, there are possibly other alternative orderings that reflect certain 

macroeconomic developments in a given economy. Ito and Sato (2008, p. 1430) point to 

three alternative orderings. First, the exchange rate is placed ahead of the monetary 

variable to allow the possibility that the exchange rate affects the monetary policy 

variable contemporaneously. For example, in a crisis-driven setting, monetary policy may 

respond to shocks in the exchange rate.  Second, the output gap variable is put at the 

fourth place, following the monetary variable and the exchange rate. This ordering is 

considered to reflect the fact that there is a time lag for official statistics on output to be 

publicly available whereas monetary policy and exchange rate policy may be geared to 

pursue the targets of economic growth.  The third alternative is proposed to place the 

monetary variable last. This ordering takes into account the assumption that monetary 

policy is managed to respond contemporaneously to shocks in other variables in a VAR 

system. Thus, these possible alternative orderings call for an examination of the 

robustness of a proposed VAR ordering.    

In this study, the VAR ordering x=( Δoilt, gapt, Δmt, Δet, Δpt)', as discussed initially, will 

be considered first. Given other possible VAR orderings, an examination of the 
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robustness of the VAR ordering will be followed before drawing any concluding 

remarks. 

5.3.2 Data 

Description and Sources of Data 

The data set used for estimation in this study consists of quarterly series, covering the 

period from 1992Q1 to 2009Q4. All the series are seasonally adjusted, using the Census 

X-12 method installed in Eviews 6. All the series are converted into index forms with the 

year 2005 equal to 100 before taking the natural log. The following will describe in detail 

each variable as well as sources of data.  

 Oil price: The data on oil price are obtained from the database on primary commodity 

prices of IMF (online). The used oil price is an average of three crude oil prices 

published by the IMF.
25

   

 Output gap:  The output gap is defined as a difference between actual output (real 

GDP) and potential output, expressed as a percentage of potential output; the Hodrick 

Prescott (HP) filter is applied to the natural log of real GDP to estimate the potential 

output. The data on real GDP (in an index form with year 2005 equal 100) are 

computed using data on GDP at constant price in 1994, which are obtained from the 

GSO. As quarterly data on real GDP are only available since 2000, the earlier 

observations of real GDP are estimated using real industrial output (for more detail, 

see Appendix B). 

 Money supply: Of several measures of money supply, M1 plus foreign currency 

deposit is selected mainly due to data availability and the fact that Vietnam is a highly 

dollarized economy.
26

 The data on M1 plus foreign currency deposit for the years 

                                                 
25 The three crude oil prices are F.O.B UK, F.O.B Dubai and West Texas Intermediate. 

26 The short-term interest rate can be an alternative monetary policy variable (Ito and Sato 2008). 

However, this monetary instrument was not liberalized in Vietnam until recently and did not fully reflect 
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from 1995 to 2009 are obtained from the IMF’s International Financial Statistics 

(online). The earlier observations (1992Q1-1994Q4) are estimated using a report 

from IMF (1996). 

 Exchange rate: Both the NEER and the bilateral VND/USD rate (VNDUSD) are 

included one by one in the VAR system to compare the degree of their impacts. The 

data on the bilateral VND/USD are obtained from the IMF’s International Financial 

Statistics (online), and those on the NEER are computed by the author as mentioned 

in Chapter 4.  The exchange rates are defined as price of the foreign currency in terms 

of domestic currency. An increase in the exchange rate denotes a weakening of the 

Vietnamese dong. 

 Price index:  The Consumer Price Index (CPI) is the only domestic price that is 

available for high frequencies and for a more extensive period. Perhaps a limitation of 

the application of a VAR analysis in this study is that the advantage in terms of 

tracking the exchange rate pass-through to each stage of the distribution chain might 

not be explored. Normally, there are several candidates for a domestic price level, 

such as the CPI, Producer Price Index (or Wholesale Price Index), and Import Price 

Index. These price variables can be included one by one in a VAR system in order to 

determine how the degree of pass-through changes from upstream to downstream 

prices (McCarthy 1999, Belaisch 2003, Ito and Sato 2008). However, an analysis of 

the exchange rate pass-through to the CPI is still useful in examining how the 

domestic prices respond to shocks to the two mentioned types of exchange rates. The 

data on the CPI for the years 1995-2009 are obtained from the IMF’s International 

Financial Statistics (online) while the earlier observations (1992Q1-1994Q4) are 

obtained and reconciled from Nguyen Van Tien (2002), the SBV and the GSO. 

 

 

                                                                                                                                                 
the demand for and supply of money in the money market. This variable is therefore not used in the 

estimation. 
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Limitations of Data and Measures Taken 

The first concern is that the examined period (especially the sub-period 2001Q1-2009Q4 

as mentioned below) is rather short, not providing a sufficient number of observations for 

a meaningful statistical analysis. It is true that until the early 1990s, Vietnam’s economic 

data were typically considered to be of exceptional variability, to be lacking in 

availability and of poor quality. To overcome the issue of a short time span, a number of 

papers working on transition economies consider the use of monthly data; however, the 

quality of most monthly data, especially those for output, is usually poorer than the 

quarterly or annual series (Lissovolik 2003).
27

 Since the objective of this chapter is to 

focus on the effects of exchange rate pass-through in a short run, the quarterly data can 

be relevant.   

The second possible concern is that there has been a process of rapid structural 

transformation of the economy since the launching of the renovation program in the late 

1980’s (IMF 2006d). The examined period has seen processes such as the liberalisation 

of administered prices (IMF 2006d) and the intensification of economic openness with an 

implementation of trade liberalization measures, especially since 2001. During the 

examined period, Vietnam was also affected by the Asian financial crisis in 1997, though 

this was not as devastating as observed in many Asian countries. After this event, 

structural breaks in monetary series in the crisis-hit countries occurred (IMF 2006d; Ito 

and Sato 2008). In Vietnam, a structural break in the monetary aggregates is believed to 

have taken place in late 1999 (IMF 2006d) when money growth was remarkably high for 

several consecutive months. Furthermore, the country started going through adverse 

effects from the recent global financial turmoil and the economic slowdown in late 2008 

(IMF 2009). Thus, on one hand, these developments might have prevented empirical 

studies from finding meaningful causal relationships. On the other hand, they might have 

given rise to a variety of outliers in the data time series of Vietnam. In consideration of 

such developments, this study will conduct estimations of VAR models for the whole 

sample period 1992Q1-2009Q4 as well as the sub-period 2001Q1-2009Q4.  The sub-

period 2001Q1-2009Q4 is considered to have a fewer number of outliers and to cover a 

                                                 
27 A number of studies have used monthly data on industrial production as a proxy for GDP. 
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period during which the economy of Vietnam has become more market-oriented and 

progressively integrated into the world economy.  Moreover, the data for this sub-period 

2001Q1-2009Q4 do not include those observations (for earlier years) that need to be 

estimated from various sources. 

A number of outliers can be identified in the data as follows. First, the oil price 

experienced sharp decreases in the fourth quarter of 2008. Second, the monetary variable 

is associated with a remarkable growth in money supply in late 1999 and the policy 

response to the accelerated trend in inflation in early 2008. Third, the exchange rates 

underwent drastic changes during the Asian financial crisis and the recent world financial 

crisis. Fourth, the CPI rocketed during the first three quarters of 2008.  In particular, two 

outliers exist in the output gap series in the first quarter and the fourth quarter of 1996 − 

they can be considered to be additive outliers due to the poor quality of data.  

The mentioned outliers certainly contribute to the issue of residual non-normality. A 

number of dummy variables are therefore incorporated into VAR models, but only to the 

extent that the corresponding outliers have seriously caused non-normality in the VAR 

residuals − a dummy variable takes value of 1 when an outlier occurs. The existence of 

many dummy variables may dampen or overstate the interaction of variables in the VAR 

systems. For example, the strong increase in the CPI during 2008 might be driven by 

significant changes in macroeconomic variables such as money supply, output gap and 

exchange rates. An inclusion of dummy variables to represent outliers in CPI inflation 

during 2008 would hide such effects.  VAR models without dummy variables will be, 

therefore, also estimated as part of sensitivity analysis to check the robustness of 

estimation results. Table 5.3 presents the endogenous variables and their associated 

outliers.   
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Table 5.3: Endogenous Variables and their Associated Outliers 

Endogenous  

Variables 
Outliers 

oil 2008Q4 

gap 1996Q1, 1996Q4 

m 1999Q4, 2008Q1 

p 2008Q1, 2008Q2 

vndusd 1997Q2, 1997Q4, 1998Q1, 1998Q2, 1998Q3, 2009Q1  

neer 1998Q4 

 Note: The lowercase letters denote that variables are in natural logarithm  

Another concern is in regard to the bilateral VND/USD rate. In Vietnam’s forex market, 

commercial banks are required to quote the VND/USD rates in compliance with 

regulations on the official exchange rate and the allowable trading band. Such quoted 

rates might not have been the applied rates in the forex market when the Vietnamese 

dong was under strong pressures of devaluation and/or revaluation (see Chapters 6, 7 and 

8). Instead, a number of businesses had to transact with commercial banks at rates outside 

the allowable trading band. Thus, the use of official VND/USD rate may produce 

unsatisfactory estimation results. At the time, it was popular for VND/USD transactions 

to be conducted through a third currency such as the euro. In analysing the exchange rate 

pass-through to inflation, it is rational, therefore, to incorporate into VAR models the so-

called “grey” VND/USD rate, which is implied by the relative value of these currencies 

against a third currency such as the euro.  

An attempt was made to compute the “grey” VND/USD rate as a cross rate using the data 

on the exchange rate VND/EUR quoted by Vietcombank HCM City, obtained from the 

website of Vietcombank and the exchange rate USD/EUR, obtained from the website of 

the OANDA Corporation. However, the data on this VND/EUR rate are not available for 

the whole period 1992-2009 or the sub-period 2001-2009, but are available only for a few 

recent years, and could be obtained only by copying and pasting date by date from 
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Vietcombank’s website. A proxy for the “grey” VND/USD rate could be the parallel 

market rate, because these two rates traced each other closely when the Vietnamese dong 

was under strong pressures of devaluation, as indicated in sub-section 6.4.3 of Chapter 6. 

Nevertheless, data on the parallel market rate are officially available for the period 1992-

2006 only.
28 

Thus, as a compromising solution, the author produced the “grey” 

VND/USD rate (GVNDUSD) by combining data on the parallel market rate for the 

period 1992-2006 with data on the computed cross rate VND/USD for the period 2007-

2009.
29

 The nominal effective exchange rate based on this “grey” VND/USD rate 

(GNEER) was then computed.   

Furthermore, with regard to the fact that not all VND/USD transactions had to be 

conducted at the “grey” VND/USD rate, the author also computed an equally weighted 

VND/USD rate (WVNDUSD) as an average rate between the official VND/USD rate and 

the obtained “grey” VND/USD rate. Its corresponding nominal effective exchange rate 

(WNEER) was computed as well.  

All these new versions of the bilateral VND/USD rate and the nominal effective 

exchange rate (GVNDUSD, WVNDUSD, GNEER and WNEER) will be incorporated 

one by one into VAR models in order to gain more insight into the exchange rate pass-

through process and to check the robustness of estimation results.  However, there exist 

five outliers in the series of GVNDUSD and WVNDUSD, due to large changes in these 

variables during the Asian financial crisis and the recent world financial crisis: 1997Q4, 

1998Q1, 1998Q3, 2008Q2 and 2009Q1.  

5.3.3 Estimation Procedure 

The estimation procedure is conducted in six steps using the software package Eviews 6. 

The first step is to test the times series properties of variables using the traditional 

                                                 
28 As mentioned in Chapter 4, due to sensitive matters, data on the parallel market rate have been officially 

unavailable (in the annual reports of the SBV) since 2007. 

29 The series of computed cross rate VND/USD was almost identical with the series of interbank bid rate 

provided by an anonymous forex dealer. For the period April 2008 - December 2009 (when daily data for 

both series are available), their simple correlation was found to be 0.98. Thus, the author felt confident in 

using the computed cross rate VND/USD as part of the series of the so-called “grey” VND/USD rate.   
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Augmented Dickey-Fuller (ADF) unit root test as developed by Dickey and Fuller  (1979, 

1981), the Phillips-Perron (PP) unit root test (Phillips and Perron 1988)  and  the 

Kwiatkowski-Phillips-Schmidt-Shine (KPSS) stationarity test (Kwiatkowski et al. 1992).  

The second step is to determine an optimal lag order for VAR models. This is conducted 

by investigating the lag structure of VAR models in terms of: (i) the lag orders suggested 

by standard lag length criteria;
30

 (ii) the lag exclusion Wald tests; and (iii) the roots of the 

characteristic polynomial. Within this step, some characteristics of the VAR residuals are 

also examined before proceeding to the third step. 

The third step is to estimate impulse response functions of the CPI to shocks to the 

exchange rates. The impulse response functions help track how the CPI reacts to 

innovations to exchange rates over time within a chain response of all variables in the 

VAR system. VAR models with different types of exchange rates and different time 

spans are considered to identify the most plausible VAR model (“core” VAR model) for 

further analysis of exchange rate pass-through to CPI inflation and responses of the CPI 

to other variables.   

The fourth step is designated to estimate the pass-through effects of the exchange rate on 

CPI inflation by computing pass-through coefficients or dynamic exchange rate pass-

through elasticities. A pass-through coefficient is computed as a ratio of the cumulative 

impulse response of the price change to an exchange rate shock after j quarters to the 

corresponding cumulative response of the exchange rate to its own shock (Choudhri and 

Hakura 2006; Ito and Sato 2008) as per the following formula:  
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30 These criteria include the sequential modified likelihood ratio (LR), the Final Prediction Error (FPE) the 

Akaike Information Criterion (AIC), the Schwarz-Bayesian Information Criterion (SBC), and the Hannan-

Quinn Information Criterion (HQ). 
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where jttP ,
ˆ  represents the impulse response of the price change to the exchange rate 

shock after j quarters and jttE ,
ˆ represents the corresponding impulse response of the 

exchange rate change to its own shock. 

The fifth step involves an estimation of impulse response functions of the CPI to shocks 

to other variables in the identified “core” VAR model and an estimation of variance 

decompositions for CPI inflation. The results of these estimations help indicate the 

relative position of the exchange rate in influencing the dynamics of CPI inflation in an 

interaction with other variables.  

The sixth step covers a sensitivity analysis for the “core” VAR model with regard to 

different VAR orderings and exclusions of dummy variables. This step helps check the 

robustness of estimation results. 

5.3.4 Empirical Analysis 

5.3.4.1 Unit Root Tests 

Table 5.4 reports the results of unit root tests for the whole sample period (1992Q1 – 

2009Q4) and the sub-period (2001Q1 – 2009Q4). With regard to the whole sample 

period, the results of the ADF test as well as the PP test indicate that the null hypothesis 

that the variable is nonstationary can be rejected for the output gap in level, and for all the 

other variables in first differences at the 5 per cent significance level. In the meantime, 

with the results of the KPSS test, the null hypothesis that the variable is stationary cannot 

be rejected for output gap in level and for the other variables in the first differences in 

most cases, except for the case of the nominal effective exchange rates. 

With regard to the sub-period 2001Q1-2009Q4, the results of the KPSS test show that the 

null hypothesis of stationarity cannot be rejected for output gap in level and all the other 

variables in first differences at the five per cent significance level. There is a conflict of 

results in some cases when compared with those of the ADF test and the PP test.  
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Table 5.4: Results of the Unit Root Tests 

Variable 

Whole Sample Period  

1992Q1-2009Q4 

Sub-Period 

2001Q1-2009Q4 

ADF  

Test 

PP  

Test 
KPSS 

Test 

ADF  

Test 

PP  

Test 
KPSS 

Test 
oil -3.29

#     
-2.49 0.20* -3.38

# 
-2.36 0.12

# 

Δoil -5.82** -5.40** 0.10 -3.90** -3.53* 0.08 

gap -8.15** -8.15** 0.06 -1.89
#
 -2.34** 0.21 

m -2.02 -1.98 0.11 -3.92* -2.35 0.17* 

Δm -6.18** -6.21** 0.10 -4.18** -2.67
#
 0.21 

vndusd -2.35 -2.36 0.17* -1.68 -2.05 0.11 

Δvndusd -4.55** -4.46** 0.15 -5.72** -5.81** 0.19 

gvndusd -2.74 -2.76 0.15* 0.69 0.30 0.13
# 

Δgvndusd -3.15* -6.77** 0.18 -0.79 -5.57* 0.30 

wvndusd -1.71 -2.63 0.16* -2.17 -0.47 0.12
# 

Δwvndusd -3.64* -5.22** 0.16 -1.68 -4.56** 0.23 

neer -2.57 -2.57 0.28** -4.15* -2.53 0.09 

Δneer -5.43** -5.31** 0.65* -5.34** -5.38** 0.08 

gneer -1.89 -1.94 0.28** -1.01 -1.25 0.12 

Δgneer -5.70** -5.69** 0.82** -4.85** -4.79** 0.31 

wneer -2.28 -2.64 0.28** -3.14 -1.87 0.09 

Δwneer -5.33** -5.39** 0.75** -1.80 -4.48** 0.21 

p -1.14 -1.22 0.15* -1.53 -1.61 0.19* 

Δp -3.91** -3.60* 0.20 -4.36** -2.01 0.37
# 

Notes: The tests are performed with an intercept and a time trend for all variables in level (except the 

output gap) and with an intercept only for variables in first differences; there is no intercept and 

deterministic time trend included when testing the output gap; the null hypothesis of the ADF tests is that 

the variable has a unit root while the null hypothesis of the KPSS tests is that the variable is stationary; 
**

,
 *
, 

and 
#
 denote that the null hypothesis is rejected at the 1 per cent, 5 per cent and 10 per cent significance 

level, respectively. 

In the case of the ADF test, the null hypothesis of non-stationarity can be rejected for the 

first differences for the variables at the 5 per cent significance level in most cases except 

for the output gap, the grey bilateral VND/USD rate (gvndusd), the weighted bilateral 

VND/USD rate (wvndusd), and the weighted nominal effective exchange rate (wneer). 

The output gap is found to be stationary in level at the 10 per cent significance level 
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while the mentioned exchange rates are deemed to be nonstationary after first-

differencing.   

The PP test rejects the null hypothesis of non-stationarity for first differences for the level 

output gap and first differences for the other variables at the 5 per cent significance level 

in most cases, except for the monetary variable and the consumer price index. The 

monetary variable is found to be stationary in first differences at the 10 per cent 

significance level, while it is suggested that the consumer price index is nonstationary 

after first-differencing. 

Though there exists a conflict of results in some cases among the three types of unit root 

tests, the presented unit tests results can be reasonably reconciled to assume that the 

output gap is stationary in level while other variables are stationary after taking first 

differences for the whole-period sample, as well as for sub-period sample. Thus the 

author can go on with lag order selection for the VAR models and estimation. 

5.3.4.2 Lag Order Selection 

The choice of an optimal lag length is made for ten VAR models, which are set up with 

respect to different sample periods and different types of exchange rates (see Table 5.5). 

The dummy variables as identified in sub-section 5.3.2 are appropriately incorporated 

into these VAR models before examining their lag structure. The dummy variables take 

value of 1 when an outlier occurs. In VAR modeling, if the lag length is too large, the 

VAR models become over-fit and the estimates become imprecise, especially for the case 

of the sub-period 2001Q1-2009Q4. In the meantime, a selection of a short lag length may 

cause model misspecification. To balance these two extremes, the VAR models are 

initially specified with four lags for the whole period 1992Q1-2009Q4 and with three 

lags for the sub-period 2001Q1-2009Q4, in order to examine their lag structure.
31

 

 

                                                 
31 Leigh and Rossi (2002) find that the impact of the exchange rate on price levels takes place most in the 

first four months, however, it ends after about a year.  
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Table 5.5: VAR Models and Dummy Variables 

VAR Models Period Dummy Variables 

1W:    xt = (Δoilt, gapt, Δmt, Δvndusdt, Δpt)' 1992Q1-2009Q4 1996Q1, 1996Q4, 1999Q4 

1S:      xt = (Δoilt, gapt, Δmt, Δvndusdt, Δpt)' 2001Q1-2009Q4 2009Q1 

1WG: xt = (Δoilt, gapt, Δmt, Δgvndusdt, Δpt)' 1992Q1-2009Q4 1996Q1, 1996Q4, 1999Q4 

1SG:   xt = (Δoilt, gapt, Δmt, Δgvndusdt, Δpt)' 2001Q1-2009Q4 2008Q1, 2008Q2, 2009Q1 

1SA:   xt = (Δoilt, gapt, Δmt, Δwvndusdt, Δpt)' 2001Q1-2009Q4 2008Q1, 2008Q2, 2009Q1 

2W:    xt = (Δoilt, gapt, Δmt, Δneert, Δpt)' 1992Q1-2009Q4 1996Q1, 1996Q4,  1998Q4, 

1999Q4, 2008Q4 

2S:      xt = (Δoilt, gapt, Δmt, Δneert, Δpt)' 2001Q1-2009Q4 2008Q4 

2WG: xt = (Δoilt, gapt, Δmt, Δgneert, Δpt)' 1992Q1-2009Q4 1996Q1, 1996Q4,  1998Q4, 

1999Q4, 2008Q4 

2SG:   xt = (Δoilt, gapt, Δmt, Δgneert, Δpt)' 2001Q1-2009Q4 2008Q4 

2SA:   xt = (Δoilt, gapt, Δmt, Δwneert, Δpt)' 2001Q1-2009Q4 2008Q4 

Notes:  

 Dummy variables are incorporated into the VAR models as long as they help correct for the issue of 

non-normality in the VAR residuals. 

 The VAR models are labeled according to the type of exchange rate used and the time span: numbers 1 

and 2 refer to the bilateral VND/USD rate and the nominal effective exchange rate (NEER) 

respectively; letters W and S refer to the whole sample period (1992Q1-2009Q4) and the sub-period 

(2001Q1-2009Q4) respectively; letter G is used to describe that the bilateral VND/USD rate used is the 

“grey” rate or the NEER used is based on the “grey” rate; similarly, letter A is meant to denote that the 

bilateral VND/USD rate used is the equally “weighted” rate or the NEER used is based on the equally 

“weighted” rate; for example, the VAR model that is labeled with “2SG” means that it incorporates the 

“grey” NEER and is estimated for the sub-period 2001Q1-2009Q4. 

The results of lag order selection as indicated by the standard lag length selection criteria 

are presented in Table 5.6.  There exist conflicting results among the lag length selection 

criteria in most cases. The SIC normally indicates only one lag for the VAR models. The 

three criteria, LR, FPE and AIC, suggest the same lag order in most cases. For VAR 

models of the whole sample period (1992Q1-2009Q4), the HQC provides similar lag 

selection results to those suggested by the SIC. However, for VAR models of the sub-

period (2001Q1-2009Q4), the HQC indicates the same lag selection results as those of 

other lag selection criteria. The only two cases in which all the lag selection criteria 

suggest the same lag order are VAR models 1SG and 1SA. 
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Table 5.6: Optimal Lag Selected by Statistical Criteria  

VAR Models 
Lag Order Selection Criteria  

LR FPE AIC SIC HQC 

1W:    xt = (Δoilt, gapt, Δmt, Δvndusdt, Δpt)' 4 2 2 1 1 

1S:      xt = (Δoilt, gapt, Δmt, Δvndusdt, Δpt)' 3 3 3 1 3 

1WG: xt = (Δoilt, gapt, Δmt, Δgvndusdt, Δpt)' 4 1 4 1 1 

1SG:   xt = (Δoilt, gapt, Δmt, Δgvndusdt, Δpt)' 3 3 3 3 3 

1SA:   xt = (Δoilt, gapt, Δmt, Δwvndusdt, Δpt)' 3 3 3 3 3 

      

2W:    xt = (Δoilt, gapt, Δmt, Δneert, Δpt)' 2 1 2 1 1 

2S:      xt = (Δoilt, gapt, Δmt, Δneert, Δpt)' 3 3 3 1 3 

2WG: xt = (Δoilt, gapt, Δmt, Δgneert, Δpt)' 2 2 2 1 2 

2SG:   xt = (Δoilt, gapt, Δmt, Δgneert, Δpt)' 3 3 3 1 3 

2SA:   xt = (Δoilt, gapt, Δmt, Δwneert, Δpt)' 3 3 3 1 3 

Tables C1-C10 in Appendix C present the results of lag exclusion Wald tests for each 

model with respect to the maximum lag orders identified by the standard lag length 

criteria. The 
2 

(Chi-squared) Wald statistics indicate that the endogenous variables are 

jointly significant at each lag in the VAR models in most cases. There is only one case of 

weak joint significance of endogenous variables that is reported at lag 2 of VAR model 

1W.      

Figures D1-D10 in Appendix D present the graphs of the inverse roots of a characteristic 

polynomial of the VAR models with different lag orders − lag orders suggested by the 

standard selection criteria. The graphs show that most VAR models satisfy the stability 

condition as there is no root lying outside the unit circle. Though all the selection criteria 

suggest the use of three lags for VAR 1SG, it is unstable at this lag order as one root is 

outside the unit circle. It becomes stable only if two lags are accommodated. 

In general, the examination of lag structure does not provide clear choices of an optimal 

lag length for VAR models. In most cases, the choices remain to be decided between one-

lag length suggested by the SIC (and/or the HQC) and the longer lag length indicated by 
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other criteria. The longer lag length is preferable for the following two rationales. First, 

only one lag may exclude other lags with significant information content while VAR 

models with one lag are found to be seriously associated with the issue of residual 

autocorrelation and/or residual non-normality. Second, most impact of the exchange rate 

on prices is considered to take place in the first four months (Leigh and Rossi 2002). 

Thus, the subsequent analyses in this paper are based on the ten VAR models with the lag 

orders as shown in Table 5.7.  

Table 5.7: Final Choices of Lag Orders   

VAR Models Final lag order 

1W:    xt = (Δoilt, gapt, Δmt, Δvndusdt, Δpt)' 4 

1S:      xt = (Δoilt, gapt, Δmt, Δvndusdt, Δpt)' 3 

1WG: xt = (Δoilt, gapt, Δmt, Δgvndusdt, Δpt)' 4 

1SG:   xt = (Δoilt, gapt, Δmt, Δgvndusdt, Δpt)' 2 

1SA:  xt = (Δoilt, gapt, Δmt, Δwvndusdt, Δpt)' 3 

  

2W:    xt = (Δoilt, gapt, Δmt, Δneert, Δpt)' 2 

2S:      xt = (Δoilt, gapt, Δmt, Δneert, Δpt)' 3 

2WG: xt = (Δoilt, gapt, Δmt, Δgneert, Δpt)' 2 

2SG:   xt = (Δoilt, gapt, Δmt, Δgneert, Δpt)' 3 

2SA:   xt = (Δoilt, gapt, Δmt, Δwneert, Δpt)' 3 

Examination of Some Residual Properties 

The ten VAR models with their selected lag orders are assessed in terms of residual 

normality, residual heteroskedasticity and residual serial correlation. Table E1 in 

Appendix E presents the results of VAR residual heteroskedasticity tests. No evidence of 

VAR residual heteroskedasticity is found for all the VAR models. Table F1 in Appendix 

F shows the results of VAR residual normality tests. There is also no evidence of residual 

non-normality issue associated with all the VAR models. The results of VAR residual 

serial correlation LM tests are presented in Tables G1-G10 in Appendix G. These results 
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confirm no evidence of residual serial correlation for VAR models: 1W, 1S, 1SG, 2W, 

2S, 2WG and 2SA.  

For VAR models 1WG, 1SA and 2SG, though LM statistics mostly do not reject the null 

of no serial correlation, they exhibit some serial correlation at lag order 1 or at lag order 

6, but at the five per cent significance level only.  However, when each equation of the 

VAR models is examined separately using the Breusch-Godfrey serial correlation LM 

tests, the null hypothesis of no serial autocorrelation up to lag order eight cannot be 

rejected except for the residual series of the output gap equation under VAR model 1WG.   

There exists some serial residual correlation of this output gap equation at the lag order 

four, and the lag order five at the five per cent significance level. However, all the 

residual series possess the property of white noise with two characteristics: (i) all the 

series of residuals are found to be stationary and (ii) the hypothesis of zero mean of 

residuals cannot be rejected. Thus VAR models 1WG, 1SA and 2SG can still be 

considered overall as having good residual diagnostics.  

5.3.4.3 Impulse Responses of the CPI to Exchange Rate Shocks   

In this sub-section, the impulse response functions of the CPI to a shock to the exchange 

rate are analyzed. The impulse response function of the CPI to a shock to the exchange 

rate is estimated for each of the ten introduced VAR models. All shocks are defined as 

one standard deviation shocks. Figure 5.5 shows the estimated impulse responses of the 

CPI to such a shock to the exchange rate under alternative VAR models. The vertical axis 

in the graphs indicates the approximate percentage change in the CPI after the shock over 

ten quarters. Similarly, Table 5.8 summarizes how a shock to the exchange rate might 

affect the CPI and whether such an effect is statistically significant or not under each 

VAR model. 

As can be seen in Figure 5.5 and Table 5.8, the response of the CPI to a shock to the 

bilateral VND/USD is ambiguous. In most cases, the response of the CPI is negative, 

though statistically insignificant.  In particular, under VAR model 1S, which incorporates 
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the official VND/USD rate and is estimated for the sub-period 2001Q1-2009Q4, the 

negative response of the CPI to a shock to the exchange rate is even statistically 

significant. This is consistent with the negative correlation between CPI inflation and 

lagged changes in the official VND/USD rate (see Table O2 in Appendix O).  

Figure 5.5: Impulse Response of the CPI to a Shock to the Exchange Rate                                                    

under Alternative VAR Models 
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Figure 5.5: Impulse Response of the CPI to a Shock to the Exchange Rate  

under Alternative VAR Models (continued) 
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Notes:  

 All shocks are defined as one standard deviation shocks; the solid line indicates the impulse responses 

to the relevant shock; the dotted lines are standard error bands; the vertical axis reports the 

approximate percentage change in the CPI in response to the relevant shock.  

 See Figure H1 in Appendix H for the pattern of response of the CPI to a shock to the “grey” 

VND/USD rate under VAR model 1WG, and the “grey” NEER under VAR model 2WG for the whole 

sample period 1992Q1-2009Q4. 
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Table 5.8: Effect of a Shock to the Exchange Rate on the CPI                                           

under Alternative VAR Models 

VAR 

Models 

Type of 

ER 
Period Effect on CPI 

Significance  

(Yes/No)  

1W  VND/USD Whole 

Period 

Negative in 5 quarters after shock, turning 

to positive in 2 subsequent quarters, then 

negative again  

No 

1S  VND/USD Sub-

Period 
Negative Yes 

1WG  ‘Grey’ 

VND/USD 

Whole 

Period 

Negative in 5 quarters after shock, turning 

to positive in 2 following quarters 

No 

1SG ‘Grey’ 

VND/USD 

Sub-

Period 

Negative in the first quarter after shock, 

turning to positive in 2 subsequent quarters, 

then negative  

No 

1SA    Weighted 

VND/USD 

Sub-

Period 

Positive in the first quarter after shock, 

turning to negative in  subsequent quarters 

No 

2W     NEER Whole 

Period 

Positive No 

2S       NEER Sub-

Period 

Negative in the first quarter, turning to 

positive in 5 subsequent quarters 

Yes 

2WG   ‘Grey’ 

NEER 

Whole 

Period 

Positive No 

2SG    ‘Grey’ 

NEER 

Sub-

Period 

Negative in the first quarter, turning to 

positive in 5 subsequent quarters 

Yes 

2SA    ‘Weighted’ 

NEER 

Sub-

Period 

Negative in the first quarter, turning to 

positive in 6 subsequent quarters 

Yes 

Note: The significance of the effect of a shock to the exchange rate on the CPI is considered by the t-

statistics of the coefficients corresponding to the exchange rate variable in the CPI equation. 

The dummy variables might cause the response of the CPI to a shock to the bilateral 

VND/USD rate to seem ambiguous, especially in the case of sub-period 2001Q1-

2009Q4.
32 

 To check the sensitivity of the presence of dummy variables, VAR models are 

also estimated without dummy variables. Figure H2 in Appendix H presents the response 

of the CPI to a shock to the bilateral VND/USD rate under alternative VAR models 

without dummy variables.  Under VAR models estimated for the whole sample period 

1992Q1-2009Q4 (VAR models 1W and 1WG), the response to a shock to the bilateral 

VND/USD rate remains negative and statistically insignificant. Under VAR models 

                                                 
32  Dummy variables 2008Q2 and 2009Q1 are included to correct for the issue of residual non-normality 

due to a sharp rise in the VND/USD rate.   
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estimated for the sub-period 2001Q1-2009Q4 (VAR models 1S, 1SG and 1SA), the 

pattern of response of the CPI to a shock to the bilateral VND/USD rate seems to vary. In 

the case of a shock to the official bilateral VND/USD rate, the response of the CPI 

remains negative and statistically significant (VAR model 1S). In the case of a shock to 

the “grey” VND/USD rate or the “weighted” VND/USD rate, the response of the CPI is 

positive after the shock, but still statistically insignificant (VAR models 1SG and 1SA).  

This suggests that VAR models 1SG and 1SA with dummy variables 2008Q2 and 

2009Q1 might reduce the influence of the “grey” or “weighted” VND/USD rate on CPI 

inflation.   

The positive response of the CPI (though statistically insignificant) may reflect the fact 

that the “grey” or “weighted” VND/USD rate and the CPI moved up together for some 

period of time in 2008. The “grey” or “weighted” VND/USD rate diverged significantly 

from the official rate (to be on an upward trend) since the second quarter of 2008. In the 

meantime, the CPI was rocketing up during 2008 before slowing down.  This is, however, 

not sufficient for the described VAR models to generate a significantly positive response 

of CPI inflation to a shock to the “grey” or “weighted” VND/USD rate.  

The strong fluctuations in the VND/USD rate, especially in the “grey” VND/USD rate, 

and CPI inflation during years 2008-2009, were often viewed as resulting from adverse 

impacts of the recent global financial crisis on the Vietnamese economy, which started to 

take place in late 2008 (IMF 2009). To control for the possible impacts of the recent 

global financial crisis, VAR model 1SG, xt = (Δoilt, Δmt, gapt, Δgvndusdt, Δpt)', is 

estimated with the inclusion of a dummy variable representing the recent global financial 

crisis (wcrisis). The dummy variable takes value 1 for the quarters from 2008Q3 to 

2009Q4 and 0 otherwise. The model with two lags is considered to have good residual 

diagnostics. Figure H3 in Appendix H shows the response of CPI inflation to a shock to 

the “grey” VND/USD rate in the presence of wcrisis. It can be discerned that the impact 

of the “grey” VND/USD rate on CPI inflation becomes smaller. The impact of the “grey” 

VND/USD rate shock is positive in the first quarter of the shock, becomes negative in 5 

subsequent quarters, and then turns to positive again. The extent of impact is negligible as 
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a shock of one standard deviation (1.2 per cent) to the “grey” VND/USD rate would 

cause an increase of about 0.15 per cent in the CPI (or about 0.15 percentage points in 

CPI inflation) in the first quarter of the shock. However, this impact of the “grey” 

VND/USD rate can be considered to be ambiguous as its coefficients in the CPI equation 

are negative and statistically insignificant.  

While the CPI responds ambiguously to a shock to the bilateral VND/USD rate, it 

responds positively to a shock to the NEER under alternative VAR models: 2W, 2S, 

2WG, 2SG and 2SA (see Figure 5.5 and Table 5.8). For the cases of the whole sample 

period 1992Q1-2009Q4 (VAR models 2W and 2WG), the positive response is 

statistically insignificant. For the cases of the sub-period 2001Q1-2009Q4 (VAR models 

2S, 2SG and 2SA), the response is positive from the second quarter after the shock and it 

is statistically significant with any type of NEER used. The pattern of response is similar 

across the alternative VAR models, though the extent of the effect on the CPI is 

somewhat less when using the “grey” or “weighted” NEER. The pattern and extent of 

response of the CPI to a shock to the NEER seem not to be influenced by the inclusion of 

dummy variables (see Figure H4 in Appendix H). For the case of sub-period 2001Q1- 

2009Q4, the response is always positive and statistically significant whether the dummy 

variable Q42008 is included or excluded from the VAR models.   

In the cases of the whole sample period 1992Q1-2009Q4 (VAR models 2W and 2WG), 

the statistically insignificant response (though positive) of the CPI to a shock to the 

nominal effective exchange rate might be attributed to the macroeconomic developments 

and events mentioned in sub-section 5.3.2. Specifically, the implementation of the 

renovation program in the late 1980s might have induced structural changes to the 

economy during the 1990s, thus creating structural breaks in the time series data. 

Therefore, the estimation for the sub-period 2001Q1- 2009Q4 is useful and is emphasized 

for the purpose of shedding light on the impact of the exchange rate on CPI inflation. 

The examination of impulse response functions of the CPI to a shock to the exchange rate 

suggests that the CPI was noticeably affected by the nominal effective exchange rate, but 

not by the bilateral VND/USD rate. The former is normally viewed as a better 
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representation of the external value of a currency, thus is used frequently to explore the 

degree of exchange rate pass-through to inflation in related international studies. In the 

case of Vietnam, this multilateral rate would have been less distorted in the presence of 

administrative tools used in managing the bilateral VND/USD rate. Therefore, the use of 

alternative VAR models 2S, 2SG and 2SA appears more reliable to shed light on the 

exchange rate pass-through to CPI inflation, as well as the dynamics of CPI inflation in 

its interaction with other variables (see sub-section 5.3.4.8 for more extensive 

discussion). Since these VAR models provide similar regression results, subsequent 

analyses are based principally on VAR model 2S. This option is also preferred due to the 

official source of data used.   

5.3.4.4 Exchange Rate Pass-Through Coefficients 

As presented in sub-section 5.3.3, the exchange rate pass-through coefficients are derived 

from the impulse response functions. They can help predict how domestic prices would 

adjust upon a shock after accounting for disturbances of the other endogenous variables 

in the model (Belaisch 2003). Figure 5.6 presents the estimated exchange rate pass-

through coefficients for the CPI for the sub-period 2001Q1-2009Q4, using the VAR 

model 2S. It appears that the exchange rate pass-through starts to have positive 

cumulative effects from the third quarter of the shock, but these effects are incomplete. It 

steadily increases from about 0.20 in three quarters to 0.63 in six quarters before slowly 

falling. This implies that a 10 per cent increase in the NEER resulted in an increase of 

about 6 percentage points in CPI inflation over an 18-month horizon. Some delay is 

found in the process of the exchange rate pass-through as the response is negative 

throughout the first quarter of the shock. Perhaps, it takes time for the shock to move 

down the distribution chain.  



 146 

  

Figure 5.6: Exchange Rate Pass-Through Coefficients                                                                                

(VAR Model 2S, Sub-Period: 2001Q1 2009Q4) 
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Table 5.9: International Comparison of Exchange Rate Pass-through Coefficients 

 Horizon 

 3M 6M 9M 12M 18M 24M 

Vietnam -0.14 -0.12 0.20 0.41 0.63 0.46 

Sri Lanka n.a. 0.40 0.40 n.a. n.a. n.a. 

Indonesia n.a. 0.32 n.a. 0.40 0.41 0.41 

Thailand n.a. 0.07 n.a. 0.14 0.15 0.11 

Philippines n.a. 0.03 n.a. 0.06 0.07 0.07 

Malaysia n.a. 0.03 n.a. 0.03 0.03 0.02 

Korea n.a. 0.08 n.a. 0.07 0.07 0.07 

Brazil n.a. 0.06 n.a. 0.17 0.20
* 

n.a. 

Non-US G-7 0.02 n.a. n.a. 0.11 n.a. 0.19
** 

Notes: 
* 

and 
** 

refer to exchange rate pass-through coefficients over a 16-month and 30-month horizon, 

respectively; n.a. indicates “not available”. 

Sources: Duma (2008) for Sri Lanka; Ito and Sato (2008) for Indonesia, Thailand, Philippines, Malaysia 

and Korea; Belaisch (2003) for Brazil; and Choudri, Faruqee and Hakura (2002) for non-US G-7 countries.  
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Table 5.9 presents exchange rate pass-through coefficients for Vietnam estimated in this 

study, and those for a number of countries taken from several related studies. While these 

coefficients are not strictly comparable due to differences in time spans, data frequencies 

and methods, they can reasonably suggest that the extent of exchange rate pass-through to 

inflation in Vietnam is high by international standards. It is comparable to that for 

Indonesia (see Ito and Sato 2008) and Sri Lanka (see Duma 2008), but far larger than that 

for countries such as Thailand, Philippines, Malaysia and Korea (see Ito and Sato 2008),  

Brazil (see Belaisch 2003) and non-US G-7 countries (see Choudhri, Faruqee and Hakura 

2002).
33   

 

5.3.4.5 Impulse Responses of the CPI to Shocks to other Variables 

Response to Oil Price Shock 

An oil price shock has a positive impact on the CPI from the second quarter of the shock 

(see Appendix I). The oil price pass-through coefficients of the CPI are estimated to be 

around 0.06 after one year and 0.09 after two years. This implies that a 10 percent 

increase in the oil price would result in an increase of about 0.6 and 0.9 percentage points 

in CPI inflation after one year and two years respectively (see Figure 5.7). Such resultant 

oil price pass-through coefficients appear to be incomplete and modest, compared to the 

results of estimations in other related studies.
34

  

                                                 
33 The studies mentioned adopted a VAR analysis to the exchange rate pass-through to inflation. The VAR 

models and variables used in this study are similar to those of Ito and Sato (2008) except for timespans and 

data frequencies. Ito and Sato (2008) used monthly data for the period 1997/1998-2006.  

34 Shiu-Sheng (2009) suggests an average long-run oil price pass-through of about 0.17 for 19 

industrialized countries, using quarterly data spanning the period 1970Q1 to 2006Q4; Paiva (2010) finds 

that a 10 per cent increase in the oil price would add about 1.5 percentage points to inflation after one year 

for Brazil, using quarterly data over the period 1994Q3-2008Q2; Duma (2008) finds a small and negative 

pass-through of oil price shocks to inflation for Sri Lanka using monthly data covering the period 2003M1-

2007M7, which is similar to that in  other countries in South Asia. 
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Figure 5.7: Oil Price Pass-Through Coefficients                                                                                   

(VAR Model 2S, Sub-Period: 2001Q1 2009Q4) 
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Response to Money Supply Shock 

The impulse response functions of the CPI reveal that a shock to money supply has a 

positive impact on consumer prices from the third quarter of the shock (see Appendix I). 

It has a maximum effect during the fifth quarter of the shock before falling in the 

following quarters. A one standard deviation shock to money supply (about 3 per cent) 

would cumulatively add about 0.2 and 1.2 percentage points to CPI inflation after four 

quarters and eight quarters respectively. In the long run, it is about 2.5 percentage points. 

This effect appears to be statistically significant as the coefficients in the estimated CPI 

equation indicate that an increase in money supply would significantly contribute to a rise 

in inflation with a lag of two quarters. 

Response to Output Gap Shock 

An output gap shock appears to have a long-lasting positive impact on the CPI from the 

third quarter with the maximum effect during the eighth quarter of the shock. The impact 

of the output gap shock seems to fall and die very slowly. A one standard deviation shock 

to the output gap (a gap of above 0.19 per cent above the potential GDP) would raise CPI 

inflation by about 0.7 and 2.6 percentage points after four quarters and eight quarters 

respectively (see Appendix I). In the long run, it is about 5 percentage points. The 
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considerable impact of the output gap shock partly reflects the fact that it has a 

contemporaneous effect on money supply and the exchange rate (see Appendix J).  

5.3.4.6 Forecast Error Variance Decomposition 

While the impulse response functions provide information about the extent to which 

shocks to the exchange rate and other variables affect inflation, the variance 

decomposition of inflation helps specify how these shocks contribute to fluctuations in 

inflation over the sample period. Table 5.10 reports the percentages of variance as 

attributed to the CPI shock and the shocks from other variables in the VAR model. 

Initially, the variance of the CPI is mostly induced by its own shock, which accounts for 

about 50 to 60 per cent of the variance during the first two quarters. Along the time 

horizon, the shocks to other variables are becoming increasingly influential in the 

variance of the CPI. Among other shocks, the output gap shock has the most significant 

impact on the CPI variance, accounting for 24 per cent of variance during the first quarter 

and more than 30 per cent after the fourth quarter. The shock to money supply represents 

the second most important determinant of the variance of the CPI, followed by the 

exchange rate shock and the oil price shock. Thus, the results of variance decomposition 

are consistent with the extent to which the CPI responds to shocks to other variables. 

Table 5.10: Variance Decomposition of CPI                                                                                                

(VAR Model 2S, Sub-Period: 2001Q1-2009Q4) 

Periods 

Percentages of forecast variance as explained by shock from 

Oil 
Output 

gap 

Money 

Supply 
NEER CPI 

1 2.0 23.8 0.4 11.4 62.4 

2 8.9 15.3 14.9 7.4 53.6 

3 15.9 23.3 7.3 21.3 32.2 

4 9.3 31.2 16.7 22.1 20.7 

5 7.5 31.3 26.1 19.0 16.1 

6 8.1 32.7 26.3 17.8 15.1 

7 7.5 37.4 24.3 16.3 14.6 

8 12.2 40.9 20.2 14.0 12.7 

9 20.9 39.3 16.7 12.0 11.0 

10 27.0 37.3 14.8 10.5 10.4 
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5.3.4.7 Sensitivity Analysis 

Changes in the VAR Ordering 

The impulse response functions and variance decompositions may generate different 

results depending on the orderings of variables. To check the robustness of results, this 

study follows the approach of Ito and Sato (2008) to set up and estimate four alternative 

VAR orderings to VAR Model 2S:  

 AO1: xt = (Δoilt, Δmt, gapt, Δneert, Δpt)' 

 AO2: xt = (Δoilt, gapt, Δneert, Δmt, Δpt)' 

 AO3:  xt = (Δoilt, Δmt, Δneert, gapt, Δpt)'  

 AO4:  xt = (Δoilt, Δneert, gapt, Δpt, Δmt)'.  

Alternative Ordering 1 (AO1), xt = (Δoilt, Δmt, gapt, Δneert, Δpt)', is likely to reflect the 

Vietnamese government’s expansionary policy stance, which was geared to implement 

the government’s stimulus program to overcome the adverse effects of economic 

recession in the aftermath of the 1997 regional crisis, and to pursue high economic 

growth targets throughout most of the examined period 2001Q1-2009Q4 (Vu Quang Viet 

2004, 2009). Furthermore, as discussed in Chapter 4, the NEER has become an 

endogenous, rather than policy, variable due to the authorities’ emphasis on maintaining 

stability in the bilateral VND/USD rate. Thus, it is relevant to place the NEER after the 

monetary variable and output gap. 

The three other alternative orderings were discussed in sub-section 5.3.1. These 

alternative orderings may be relevant to the macroeconomic developments in Vietnam 

upon certain aspects, but for a brief period of time only. For example, Alternative 

Ordering 2 (AO2), xt = (Δoilt, gapt, Δneert, Δmt, Δpt)', may reflect the reality that the SBV 

tended to raise the interest rate in response to strong depreciation pressures in recent 
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years. Alternative Ordering 3 (AO3), xt = (Δoilt, Δmt, Δneert, gapt, Δpt), is close to AO1, 

reflecting the government’s expansionary policy stance throughout most of the examined 

period. Finally, Alternative Ordering 4 (AO4), (Δoilt, Δneert, gapt, Δpt, Δmt)', seems to be 

appropriate for some quarters during the years 2008 to 2009 when the SBV tried to 

tighten money supply rapidly in response to a strong rise in inflation. Among these 

alternative orderings, AO2 and AO4 are less likely to reflect Vietnam’s macroeconomic 

reality during the examined period than the ordering of VAR Model 2S, AO1 and AO3.     

As presented in Figures K1-K4 in Appendix K, the patterns of responses of the CPI to 

shocks to other variables are quite similar across alternative orderings. The results of 

variance decomposition of the CPI suggest a conclusion analogous to that of VAR Model 

2S − that the exchange rate (NEER) normally accounts for the least percentage of 

variance of CPI as compared to those percentages induced by variables such as money 

supply and output gap (see Tables L1-L4 in Appendix L). However, a closer look reveals 

that the extents of exchange rate pass-through are slightly different depending whether 

the monetary policy variable is placed before or after the exchange rate (see Table 5.11).  

Where the monetary policy variable is placed ahead of the exchange rate, as with 

alternative orderings AO1 and AO3, the exchange rate pass-through elasticities are higher 

and more persistent than those generated by the other two alternative orderings, but are 

closely consistent with those produced by VAR Model 2S.      

Table 5.11: Exchange Rate Pass-Through Elasticities across VAR orderings                                         

Sub-Period 2001Q1-2009Q4 

VAR Models 
Time Horizon in Quarters 

1 2 3 4 6 8 

 2S:  xt = (Δoilt, gapt, Δmt,Δneert, Δpt)' -0.14 -0.12 0.20 0.41 0.63 0.46 

AO1:  xt = (Δoilt, Δmt, gapt, Δneert, Δpt)' -0.14 -0.12 0.20 0.41 0.63 0.46 

AO2:  xt = (Δoilt, gapt, Δneert, Δmt, Δpt)' -0.11 0.00 0.23 0.28 0.25 0.12 

AO3:  xt = (Δoilt, Δmt, Δneert, gapt, Δpt)' -0.19 -0.15 0.20 0.46 0.76 0.70 

AO4:  xt = (Δoilt, Δneert, gapt, Δpt, Δmt)' -0.13 -0.04 0.23 0.33 0.36 0.31 



 152 

  

VAR Model 2S without Dummy Variables 

VAR model 2S was estimated with the inclusion of a dummy variable that takes the value 

of 1 for quarter four of 2008 when the oil price plunged deeply. This variable was 

included to correct the issue of non-normality in the residuals of the oil price equation. 

The results of impulse response functions and variance decompositions may be sensitive 

to the presence of dummy variables as well. To check the robustness of results, VAR 

model 2S is estimated without any dummy variables, and the accumulated impulse 

responses of the CPI to shocks to variables are presented in Figure M1 in Appendix M. 

The obtained results are similar to those reported for VAR model 2S with dummy 

variables. In particular, as shown in Table 5.12, the obtained exchange rate pass-through 

elasticities are quite in line with those presented in Table 5.11. 

Table 5.12: Exchange Rate Pass-Through Elasticities                                                                                    

under VAR Model 2S without Dummy Variables 

Time Horizon in Quarters 

1 2 3 4 6 8 

-0.09 -0.05 0.30 0.48 0.82 0.31 

  

5.3.4.8 Discussion of Findings 

Several findings can be summarised from the previous sub-sections. First, the CPI 

responded positively to a shock to the nominal effective exchange rate while the direction 

of response of the CPI to a shock to the bilateral VND/USD rate was contrary to what is 

normally expected. It was negative or ambiguous.  

The finding of a negative relationship between the official VND/USD rate and the CPI is 

consistent with the analysis in Chapter 4, and in section 5.2 of Chapter 5. The years from 

2004 to 2007 could be characterized by accelerating inflation, but the bilateral VND/USD 

rate remained relatively stable. Essentially, the maintenance of a stable VND/USD rate 

might have contributed to inflationary pressures by giving rise to additional money 
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supply. This is attributed to the non-sterilized intervention that the SBV often conducted 

when purchasing large amounts of foreign exchange associated with capital inflows 

during 2003 and the years 2005-2007 (see sub-section 4.5.2 of Chapter 4). Furthermore, 

once inflation was already on the rise, it may not correct itself in the absence of 

appropriately restrained macroeconomic policies (IMF 2006d) due to its strong inertia. 

Indeed, for some short periods in late 2007 and early 2008, the SBV stopped purchasing 

foreign exchange, as it was concerned about clear pressures on inflation, but inflation 

continued to shoot up. In the meantime, this action of the SBV temporarily gave rise to an 

excess supply and an appreciation of the dong. By coincidence, this contributed towards 

making negative relationship between the VND/USD rate and CPI more obvious.   

Another factor that might be a cause for the negative (or insignificant and ambiguous) 

pass-through of the change in the VND/USD rate to inflation lies in the practice of a 

“crawling” peg. As indicated in sub-section 4.5.4 of Chapter 4 or sub-section 6.3.3 of 

Chapter 6, there were multiple periods when the exchange rate was stable at its highest 

allowable level but the forex market experienced prolonged excess demand and market 

illiquidity. Not all but a certain proportion of foreign exchange transactions would have 

been conducted at rates higher than the allowed ceiling exchange rate. This implies that 

the pass-through effects to the CPI might have already taken place before any official 

devaluation.
35

 This is confirmed by the positive effect (though statistically insignificant) 

that a shock to the “grey” or “weighted” VND/USD rate has on the CPI.  

In general, it is not easy to validate any positive effect that the bilateral VND/USD rate 

had on domestic price level, though there were several shocks in terms of devaluations 

during the examined period. It is more reasonable to argue that the devaluations were 

made rather to follow the market forces, acting as policy responses to inflation. This point 

of discussion is to some extent supported by the results of Granger causality presented in 

Appendix N, and the impulse response function of the official VND/USD rate to a shock 

to the CPI (see Figure 5.8). For the sub-period 2001Q1-2009Q4, a 1 per cent increase in 

                                                 
35 During this period several devaluations were conducted to lessen the illiquidity issue on the forex 

market. 
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the CPI would cause an increase of about 0.05 per cent in the official VND/USD rate 

after four quarters.   

Figure 5.8: Accumulated Impulse Response of the VND/USD Rate                                                                  

to a Shock to the CPI                                                                                                         

(VAR Model 1S, Sub-period: 2001Q1-2009Q4) 
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Notes: The shock is defined as a one standard deviation shock; the solid line indicates the 

accumulated impulse responses to a CPI shock; the dotted lines are standard error bands; 

the vertical axis reports the approximate percentage change in the VND/USD rate in 

response to the CPI shock.  

 

The above mentioned finding suggests that the nominal effective exchange rate (NEER), 

rather than the bilateral VND/USD rate, did matter for the behaviour of CPI inflation. 

This is consistent with the view that the NEER is a better indicator of the external value 

of a currency and is normally used for estimating the degree of exchange rate pass-

through to inflation in related international studies. In Vietnam, the bilateral VND/USD 

rate has been kept sticky by administrative tools. Thus, its relationship with 

macroeconomic variables such as inflation might have been distorted.    

The significantly positive relationship between the NEER and the CPI during the sub-

period 2001Q1-2009Q4 also implies that the emphasis on stabilizing the VND/USD rate 

to control inflation was not sufficient when the NEER was substantially volatile (see sub-

section 4.5.1 in Chapter 4). It was not supported by the behaviour of the US dollar during 

the examined period. As the US dollar slipped deeply on its depreciating trend against 
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other currencies, the Vietnamese dong naturally weakened in effective nominal terms, 

thus inducing more expensive imports and adding to inflation.
36

  

The second finding is that the degree of exchange rate pass-through to inflation was quite 

high by international standards. This is consistent with several specific characteristics of 

the Vietnamese economy which have been pointed out by the literature on exchange rate 

pass-through. First, high pass-through tends to be associated with a high degree of 

openness (McCarthy 1999). Indeed, Vietnam is a highly open economy as the foreign 

trade accounts for an average of about 130 per cent of GDP for the examined period. 

Second, low competitiveness may also induce a high extent of exchange rate pass-

through (McCarthy 1999). Like many less developed countries, Vietnam’s comparative 

advantage still largely relies on the country’s endowments of labour and natural resources 

(Le Quoc Phuong 2010). Third, high pass-through is considered to be linked with high-

inflation environment (Bank of Canada 2000; Taylor 2000; Gagnon and Ihrig 2004). 

Given the high-inflation environment in Vietnam and a low level of credibility in fighting 

inflation on the part of the Vietnamese government, businesses might have increased the 

local prices promptly to offset any increase in the exchange rate, resulting in a high 

degree of exchange rate pass-through.
37 

This implies that any competitive devaluation of 

the Vietnamese dong may not be successful. 

The extent of exchange rate volatility may have an effect on the extent of pass-through as 

well. For example, Billmeier and Bonato (2004) find that low exchange rate pass-through 

is partly associated with the context of strict exchange rate targeting in Croatia. On the 

contrary, examining the impact of the exchange rate on domestic prices for a number of 

industrialized countries using quarterly data from 1976 to 1998, McCarthy (1999) finds 

that exchange rate pass-through tends to be larger in countries with more persistent and 

                                                 
36 Though the Vietnamese dong weakened in effective nominal terms, the country’s external 

competitiveness was not improved due to its persistently high inflation as compared to that of its trading 

partners.  

37 The Bank of Canada (2000, p. 9) holds the view that “when inflation is low, and the central bank’s 

commitment to keeping it low is highly credible, firms are less inclined to quickly pass higher costs on to 

consumers in the form of higher prices”. Thus the nature of inflation environment itself can change price-

setting behaviour. 
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less volatile exchange rates. In the case of Vietnam, as discussed earlier, rather the 

stickiness of the VND/USD rate under a crawling peg system drove up the degree of 

exchange rate pass-through, through the persistently depreciating behaviour of the anchor 

currency. Furthermore, expecting that the exchange rate would be upwardly adjusted 

sooner or later, businesses might have tended to increase prices beforehand. However, 

this behaviour could not be captured by the proposed VAR models. Accordingly, the 

relationship between the bilateral VND/USD rate and inflation seems to be ambiguous.       

The third finding is that the CPI responded positively to other variables and its 

fluctuations were largely explained by shocks to other variables. This finding suggests 

that CPI inflation was also driven by other factors such as oil price, money supply and 

output gap, though to different extents. The following is devoted to a more detailed 

discussion with regard to each variable. 

The incomplete and quite low degree of oil price pass-through coefficient should be 

viewed in the light of two facts. First, petroleum products have relatively small direct 

weights in the CPI basket (IMF 2006d). Second, the impact of oil prices on inflation was 

still contained by the implicit and explicit oil subsidies in terms of import duty reductions 

and regulated petroleum product prices during most of the examined period (Vu Quang 

Viet 2004; IMF 2006d).  As the process of liberalizing oil related prices started to speed 

up in 2006 (IMF 2006d), a larger extent of the oil price pass-through would be expected 

in the coming years.  

The significantly positive response of CPI inflation to a shock to money supply suggests 

that an expansionary monetary stance promoted to pursue high economic growth targets 

over the examined period (2001-2009) might be an important factor influencing inflation 

in Vietnam. When growth in money supply increased quickly from around 25 per cent in 

2001 to more than 30 per cent in the years 2003-2006 and more than 50 per cent in 2007, 

a persistently upward trend in inflation was inevitable.
38

 This relationship between CPI 

inflation and money supply is consistent with the findings from the Granger causality 

                                                 
38 The data on money supply are obtained from IMF’s International Financial Statistics (online). 
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tests and with correlation coefficients between the growth in money supply and CPI 

inflation (see Tables N1 and O1 in Appendices N and O respectively).  

The positive impact of a shock to output gap suggests that Vietnam’s overheating 

economy during recent years might also contribute to speed up inflation. The actual 

output is estimated to have constantly exceeded its long-term potential since the second 

quarter of 2005. The output gap reached a maximum level of 0.37 per cent of potential 

output in the fourth quarter of 2007. Interestingly, this macroeconomic development was 

apparently supported by an expansionary monetary stance during these years. 

5.4 CHAPTER SUMMARY 

This chapter presented findings from two empirical studies in an attempt to provide 

additional empirical evidence in order to assess the consistency between the setting of 

exchange rate regime and inflation control. The first empirical study investigated the 

relationship between shifts in the exchange rate regime and inflation persistence, 

following the approach applied previously by Alogoskoufis and Smith (1991), 

Alogoskoufis (1992), Anderton (1997), Huang and Gu (2007), and others. The results of 

the main regressions indicate no evidence that inflation persistence in Vietnam was 

higher under more flexible exchange rate regimes, while the results of rolling regressions 

show that inflation persistence reached its highest level during the sub-period 2004-2007, 

which is identified as a time of less flexible exchange rate regimes. This finding is 

consistent with the finding in Chapter 4 in that the authorities’ apparent preference for a 

stable bilateral VND/USD rate might not have contributed to lowering inflation 

persistence.  However, a limitation of this study is that it does not fully address the issue 

that other important factors could have a material impact on inflation persistence, though 

the use of recursive mean adjustment and intercept dummy terms reduces the severity of 

this caveat to some extent. 

The second empirical study examined the degree of exchange rate pass-through to CPI 

inflation through conducting a vector autoregression (VAR) analysis.  The approach of 

this analysis is similar to that applied by Ito and Sato (2008).  The results of the 
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estimation indicate that the CPI responded positively to a shock to the NEER, while 

responding ambiguously to a shock to the bilateral VND/USD rate. The estimated degree 

of NEER pass-through to CPI inflation was quite high by international standards.  These 

results suggest that movements in the nominal effective exchange rate, but not those of 

the VND/USD rate, had positive impacts on inflation during the sub-period 2001Q1-

2009Q4. These findings are consistent with the suggestion in Chapter 4 that the 

authorities’ emphasis on maintaining a stable VND/USD rate might not be a necessary 

and sufficient condition for containing inflation when the NEER remained an 

endogenous, rather than policy, variable.  Furthermore, the ambiguous response of the 

CPI to a shock to the bilateral VND/USD rate and the positive response of the bilateral 

VND/USD rate to a shock to the CPI also suggest that any change in the bilateral 

VND/USD rate (mainly by devaluations) was made rather to follow the market forces, 

acting as policy responses to inflation. 

The results of VAR analysis also suggest that inflation was driven by other factors such 

as oil price, output gap and money supply. The recent strong surge in inflation matched 

well with recent fluctuations in oil price, signals of an overheating economy, and 

increases in money supply.  

In general, the results of VAR analysis imply that greater attention should be paid to 

movements in the NEER as well as to other sources of inflation. 

Though the VAR analysis was an attempt to take into account some other important 

factors in analyzing inflation for Vietnam, future research that makes use of more 

detailed models of inflation (provided data are available) is still required to more properly 

understand the behaviour of this important macroeconomic variable for Vietnam.  
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CHAPTER 6                                                                               

THE ROLE OF EXCHANGE RATE POLICY IN THE 

DEVELOPMENT OF VIETNAM’S FOREX MARKET 

6.1 INTRODUCTION 

In line with the economic reform process which has been taking place since the late 

1980’s, the Vietnamese authorities have endeavoured to allow and encourage the 

development of the financial markets.  The formation of an organized foreign exchange 

market in the early 1990 was an example of such efforts. Currently, Vietnam’s forex 

market is organized as a prima facie two-tier market. Yet in many ways it has remained 

far less active and less sophisticated than forex markets in many other countries. 

Indications of a relatively low level of market development include low trading volumes, 

limited use of derivative products, poor liquidity, and a weakening in the role of 

exchange rates as price signals. Why have these weaknesses persisted?  The broadly-

based analysis in Chapter 4 (sub-section 4.5.4) already suggests that the country’s 

exchange rate policy has been less conducive to achieving transition to a developed and 

free forex market than to attaining exchange rate stability. The current chapter goes 

further to present a more thorough and deeper analysis of the status of the forex market 

and the obstacles to its developments in order to answer the question.    

This chapter has three objectives. First, it helps address the relative dearth of systematic 

information and analysis regarding the forex market in Vietnam. As presented in chapter 

3, this objective is achieved by reconciling and synthesizing piecemeal and potentially 

conflicting information coming from disparate sources. Second, it seeks a better 

understanding of the root-causes of the poor functioning of this particular forex market. 

Sub-section 2.3.2.4 in Chapter 2 suggests that exchange rate policy would directly 

influence the regulatory framework governing the development of the forex market and 

the operational freedom available to market participants. Thus, as discussed in Chapter 3, 

this second objective is achieved by adopting a market microstructure approach to the 
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question. Specifically, the chapter examines how the conduct of Vietnam’s exchange rate 

policy has shaped the ways in which its forex market is organized and administered and 

draws implications for the market’s operational deficiencies.  Third, as this chapter goes 

towards achieving the two above mentioned objectives, it provides a conceptual 

framework for systematic empirical surveys of participants in this forex market. The 

purposes and essentials of these surveys were discussed in Chapter 3.  

The remainder of this chapter is organized as follows. Section 6.2 documents the process 

of forming and developing an organized forex market in Vietnam. Section 6.3 presents a 

survey of the market’s operational characteristics. The next section (6.4) analyses the role 

played by exchange rate policy in shaping the administrative framework that has 

contributed to a large extent to these operational outcomes. Finally, section 6.5 provides a 

summary of the main points raised in the chapter.   

6.2 FORMATION AND DEVELOPMENT OF VIETNAM’S FOREX 

MARKET 

Before 1989 

The formation and development of Vietnam’s forex market has reflected evolutionary 

changes in its economic system and exchange rate regime.  Before Doi Moi, due to the 

operation of a centrally planned economy, market principles were downplayed or 

ignored. There was no need for a sophisticated, highly organized forex market. Foreign 

exchange sources were centrally planned and managed (Le Huy Trong 2004).  All the 

sources of foreign exchange were gathered by the government to allocate for various uses 

according to a pre-determined plan. Businesses that generated revenues in foreign 

currency could hold a certain proportion for their activities as per their respective plans of 

receipts and expenditures; the remainder was to be sold to banks. Businesses and 

individuals with approved requirements could buy foreign exchange from banks.   
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How were the exchange rates determined? As mentioned in section 4.2 of Chapter 4, a 

system of multiple exchange rates was simply fixed by the authorities and applied to each 

kind of transaction differently, serving the purposes of the state’s plans.   

The Period from 1989 to 1991  

As the economy began to move in earnest on its transitional path during the late 1980s, a 

number of key developments took place in the banking and forex trading arenas. First, in 

March 1988, the previous one-tier banking system was split into a two-tier system, 

comprising the State Bank of Vietnam (SBV), which functions as a central bank, and a 

system of specialized commercial banks.
39

 Second, upon the issue of Decree No. 

161/HDBT dated 18
th

 October 1988 and the following Circular No. 33-NH/TT dated 15
th

 

March 1989 regarding regulations on foreign exchange controls, one by one commercial 

banks were licensed to conduct foreign exchange activities.
40

  

These reforms were timely responses to the demands of banking services in the market 

economy that was gradually being formed. They could be regarded as the first measures 

in creating an environment for the formation of an organized forex market and the 

introduction of competitive elements into the playing field of banking activities. 

However, due to the artificial overvaluation of the Vietnamese dong, the economy still 

lacked at the time a real organized forex market, which was imperative in order to 

stimulate foreign trade and foreign direct investment, the two ever-prioritized external 

economic activities.  

Before 1989, the official VND/USD exchange rate (for trade purposes) was subjectively 

fixed for a long period and at a level far lower than in the parallel (black) market, 

implying a massive overvaluation of the Vietnamese dong (see sub-section 4.5.4). This 

induced speculative activities about unavoidable devaluations, especially in the condition 

                                                 
39 Originally, there were four state-owned business-specialized banks providing banking services to 

designated economic areas. 

40 Initially, the Bank for Foreign Trade of Vietnam (Vietcombank) was only the bank licensed to conduct 

banking activities in foreign exchange, international payments and to maintain accounts with overseas 

banks. 
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of long-lasting excess demand that existed due to serious deficits in trade balance and 

inflation expectation. Such an environment hardly facilitated normal foreign exchange 

transactions among economic agents: those who generated foreign exchange were not 

willing to sell to commercial banks and those who needed foreign exchange experienced 

terrible difficulties in seeking sources of foreign exchange. Forex trading was apparently 

dominated by the need to establish a closer-to-equilibrium exchange rate. 

Indeed, the authorities were no longer able to control the flows in foreign exchange (Le 

Van Te and Nguyen Quoc Khanh 2000):
41

 they were forced to conduct a series of large 

and frequent devaluations of the Vietnamese dong against the US dollar during the period 

1989-1991.
42

 Though this series of continual devaluations ignited more speculative 

activities during this period, it succeeded in reducing the gap between the parallel market 

rate and the official rate to about 10 - 15 per cent or lower (see Figures 4.9). 

The Period from 1992 to 1994 

A key milestone in the development of Vietnam’s forex market was the formation in 

1992 of two forex trading floors, one in Ho Chi Minh City and the other in Hanoi.   These 

were organized centres where the SBV, commercial banks and businesses (such as 

export-import companies) could gather on a regular basis to conduct forex transactions 

through auctioning (see Box 6.1).  

The trading-floor system soon exhibited limitations that made them less practical to 

participants, however. These included the requirement of face-to-face dealing, paperwork 

procedures, time consuming transactions and high intermediation costs. In particular, the 

payment mechanism was inadequate as commercial banks usually had to split a large 

amount of foreign exchange into small portions to meet the buying needs of economic 

                                                 
41 The government undertook the task of rationing the amount of foreign exchange available 

administratively, with all the attendant inefficiencies (Le Quoc Ly 2004). Obviously, this task could not be 

maintained in the presence of a huge gap between the official exchange rate and the parallel market rate, 

serious trade deficits and inflation expectation.   

42 The IMF (1996, p. 36) refers to this period as the phase of “following” the market in the evolution of 

Vietnam’s exchange rate regime when the government explicitly aimed at narrowing the gap between the 

official rate and the parallel market rate. 
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units, while the process of collecting payments took a long time due to the fact that the 

buyers did not have accounts with the selling banks (Nguyen Van Tien 2006a). Thus, this 

tended to discourage commercial banks from selling foreign exchange to businesses on 

the trading floors. Instead, commercial banks would sell foreign exchange in bulk to the 

SBV before the start of a transaction session; the SBV would resell such foreign 

exchange to economic units in smaller quantities during the session.  

Box 6.1: Regulations on the Operation of Two Forex Trading Floors 

 Aims:   

o To create a foundation for the formation of an organized forex market;  

o To provide opportunities for the SBV to appreciate the reality in supply 

of and demand for foreign exchange and enhance its monitoring roles; 

o To introduce market elements into the mechanism of exchange rate 

determination.    

 Participants: Commercial banks, export-import companies, businesses 

generating revenues in foreign exchange, and the SBV. 

 Foreign exchange control: Commercial banks are allowed to gather the needs in 

selling and buying foreign exchange from customers (those who are not 

permitted to participate in trading on the floors) provided such needs are 

expected to be realized within 7 days. 

 Trading currencies: VND against USD 

 Auction time:  

o Ho Chi Minh City: 14:00 on Monday, Wednesday, and Friday 

o Ha Noi:  14:00 on Tuesday and Thursday    

 Transaction principle: Auctioning 

 Volume per transaction: Minimum USD10,000 

 Payment date: Within two working days 

 Fee and charges:  

o Member fee:  USD200/year 

o Transaction fee: 0.01 per cent of transaction value 

Sources:  SBV (1991) and  IMF (1996). 
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This practice made the SBV an intermediary between commercial banks and end-users, 

thus accentuating the SBV’s role as the dominant participant in the system, with the 

capacity to decisively influence the exchange rate during any trading session (Vo Tri 

Thanh 2000).  Neither of these outcomes was consistent with the professed purposes of 

establishing the two-tier banking system and the introduction of market elements into the 

forex trading arena. 

Under the circumstances, it is not surprising that the forex trading floors captured only a 

tiny portion of the total demand and supply of foreign currency in the economy (see 

Figure 6.1).  During the three or so years of their operation, the total trading volume was 

recorded at 606.5 million US dollars (Truong Van Phuoc 2006, p. 83).  This represented 

less than three per cent of the total export-import turnover during the corresponding 

period, as the latter amounted to about 22 billion dollars for the three years 1992 to 1994 

combined (GSO 2006).   

Figure 6.1: Forex Turnover on Two Forex Trading Floors and                          

International Trade Volume  
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Sources: Nguyen Van Tien (2006a) and GSO (2006). 
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Apparently, the operation of two forex trading floors did not help achieve the target of 

making the exchange rate formation mechanism more market-oriented. More radical 

reforms were therefore required from two perspectives: the way of intervention by the 

SBV as a central bank and the further development of an organized forex market to serve 

the economy in transition and form a market-based mechanism of exchange rate 

determination.  

The Period since 1994 

The most important milestone in the forex market’s development was the replacement in 

October 1994 of the two forex trading floors by an interbank forex market.  The interbank 

forex market operates on rules that are more advanced as compared to the previous two 

forex trading floors (see Box 6.2). Whereas each of the trading floors was open for face-

to-face auctioning two or three times per week previously, the interbank market operates 

five days per week, and dealers from commercial banks can now transact with one 

another via telecommunication means and electronic trading systems.  The interbank 

market also accommodates trading in foreign currencies other than the US dollar as well 

as trading in forex derivatives.   

In structural terms, Vietnam’s forex market now operates as a two-tier market, consisting 

of an interbank market segment and a client/retail market segment with different 

objectives. The interbank market segment accommodates the intermediate trading 

activities of banks, while end-users such as corporate and individual customers deal with 

commercial banks in the retail market segment.  The new system allows the SBV to 

withdraw from direct forex transactions with business end-users on a routine, operational 

basis. Instead, it can now concentrate on monitoring the interbank market and intervening 

as the seller or buyer of last resort for policy purposes only.   
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Box 6.2: Regulations on the Organization and Operation of the Interbank Forex 

Market 

 Aims: 

o To promote and develop an organized forex market under the supervision 

of the SBV; 

o The SBV participates in the interbank market as the seller or buyer of last 

resort and intervenes as required by the national monetary targets. 

 Members: The SBV and commercial banks that are allowed by a member-

certificate and a transaction code. 

 Trading currencies: VND and foreign currencies that are allowed by the SBV. 

 Transaction time:  Every working day, from 8:00 a.m. to 11:00 a.m. and from 1:30 

p.m. to 3:30 p.m. 

 Transaction volume: Minimum USD 50,000/transaction. 

 Transaction types: Spot, forward, swap and other types as allowed by the SBV. 

 Quotation of exchange rate: The VND/USD rate to be quoted on the basis of 

supply and demand but in line with the current regulations on the official 

exchange rate and the allowable trading band; both bid rate and ask rate should be 

quoted.   

 Dealing facilities:  Members can deal with each other through one of the 

following systems or telecommunication means: VDS (Vietnamese Dong Dealing 

System provided by Dow Jones Telerate), Reuters Dealing 2000, telex or SWIFT.   

 

Sources: SBV (1994) and SBV (1999b). 

6.3 MAIN CHARACTERISTICS 

The forex market in Vietnam displays a number of characteristics commonly associated 

with developing-country forex markets (Canales-Kriljenko 2004), including: 

 Small trading volume; 

 Limited role of interbank trading; 

 High degree of market concentration; and 

 Dominant role of spot transactions and transactions involving local counterparties 

only. 
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Further, it shares with the forex market in China a rather distinctive feature, namely the 

imposition of a band of permissible variations around the official exchange rate. As will 

be shown below, however, the way this mechanism operates in Vietnam has resulted in 

frequent bouts of severe market illiquidity and non-market means of rationing, which do 

not appear to apply to China’s forex market.  

6.3.1 Market Size 

Daily total turnover on the forex market in Vietnam increased seven-fold from around 

USD20 million in 1995 to around USD150 million in 2006 (see Table 6.1).
 
 Despite such 

growth, the market has remained very small in comparison with forex markets elsewhere.  

As Table 6.1 shows, in major developed countries, such as the USA and Japan, or key 

forex trading centers − such as the UK, Singapore, Hong Kong and Australia − daily 

turnover on the forex market tends to range from tens to hundreds of billion US dollars 

(USD, or $).  The corresponding figures for large trading nations (such as China and 

South Korea) are around $10 billion or higher.  Emerging markets (such as Thailand, 

Indonesia and Malaysia) also record billions of USD in forex turnover on a daily basis.   

Data that are strictly comparable to these international figures are difficult to obtain for 

Vietnam.  The Bank of International Settlements (BIS) does not include the country in its 

triennial surveys, and the SBV does not release comparable data on a regular, consistent 

basis.  Accordingly, the figures shown for Vietnam in Table 6.1 have been compiled from 

a variety of sources.  While the presented data are not strictly comparable, they do 

provide a clear indication that forex market turnover in Vietnam is merely a fraction 

(around 10 per cent or less) of turnover in, for example, Indonesia, the Philippines or 

Malaysia.   
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Table 6.1: Average Daily Turnover on the Forex Market in Vietnam                                    

and Selected Countries, 1995-2007  

(USD Billion) 

  1995 1998 2001 2004 2007 

United Kingdom 171 161 167 238 429 

United States 73 148 98 159 278 

Japan 73 42 48 64 67 

Australia 17 20 16 16 61 

Singapore 27 22 24 26 35 

Hong Kong 23 0 18 17 28 

India n.a. 1.34 2.84 5.62 21.15 

South Korea n.a. 0.46 7.11 13.77 21.11 

China n.a. 0.21 0.19 0.61 9.10 

Thailand n.a. 1.75 1.12 1.77 3.88 

Malaysia n.a. 1.68 0.92 1.01 2.16 

Philippines n.a. 0.46 0.87 0.51 1.97 

Indonesia n.a. 0.72 1.78 1.04 1.85 

Vietnam 0.02 0.03 0.07 0.12 0.15
* 

Notes:   

 Data shown for all countries except Vietnam relate to daily averages for the month of April, include 

spot, forward and swap transactions, and exclude cross-border transactions.  For Vietnam, data relate 

to daily averages for the entire year, and include both local interbank transactions and client-market 

transactions. 

 (*) 2006 

 n.a. denotes “not available”. 

Sources: BIS (1996, 1999a, 2002, 2005, 2007); SBV (1999a, 2000, 2001, 2002, 2003, 2004, 2005, 2006); 

Nguyen Van Tien (2006a); and author’s estimation.   

In order to gain a better appreciation of the size of a forex market, it may be useful to 

compare it to the relevant country’s volume of international trade.  As shown in Table 

6.2, in 2007 the forex market turnover in the UK was almost 150 times the size of the 

corresponding international (two-way) trade volume.  In other developed countries, the 

ratio ranged from about 10 (for Korea) to about 30 and 70 (for the US and Australia, 

respectively).  The corresponding figures for emerging-market countries ranged from 

about 1.5 for China to more than 6 for the Philippines.  By contrast, Vietnam’s ratio was 

less than one, suggesting that a sizable share of international trade was carried out 

without requiring formal currency exchange.   
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Table 6.2: Ratio of Forex Market Turnover to Foreign Trade Volume 

(Based on Daily Averages) 

  1995 1998 2001 2004 2007 

United Kingdom 121.1 99.2 102.4 108.1 146.3 

Australia 53.5 59.4 46.2 29.5 72.3 

United States 19.5 32.8 18.5 24.4 31.4 

India n.a 7.0 11.2 11.9 23.6 

Singapore 40.7 37.4 37.0 26.1 22.2 

Japan 33.9 22.9 22.8 22.6 18.4 

Hong Kong 22.4 0.5 16.4 11.9 14.0 

South Korea n.a. 0.7 8.8 10.4 10.4 

Philippines n.a. 2.7 4.6 2.2 6.3 

Thailand n.a. 6.5 3.2 3.3 4.8 

Indonesia n.a. 3.0 6.8 3.0 3.1 

Malaysia n.a. 4.6 2.1 1.6 2.4 

China n.a. 0.2 0.1 0.2 1.5 

Vietnam 0.6 0.6 0.8 0.8 0.6
* 

Notes:   

 The notes for Table 6.1 are also applicable to data for forex market turnover used in calculating the 

figures shown in this table.  

 (*) 2006 

 n.a. denotes “not available”. 

Sources:  BIS (1996, 1999a, 2002, 2005, 2007); The IMF's International Financial Statistics (online), SBV 

(1999a, 2000, 2001, 2002, 2003, 2004, 2005, 2006); GSO (2006); Nguyen Van Tien (2006a); and author’s 

estimation.   

The decline in this ratio between 2004 and 2006, as shown in the last row of Table 6.2, 

occurred after the effective lifting (in 2003) of the forex-surrender rule which had made it 

compulsory for recipients of forex proceeds to convert a stipulated proportion of these 

funds into the local currency.
43

 Together with the fact that domestic businesses are 

allowed to maintain bank deposits in foreign currency, the reduction of the required 

                                                 
43 The foreign exchange surrender requirement makes it compulsory for businesses to sell a proportion of 

their forex revenues to commercial banks upon receipt.  Before September 1998, businesses that generated 

revenues in foreign currency could hold a certain proportion for their business activities as per their plans 

of receipts and expenditures; the remainder must be sold to commercial banks.  In 1999, the proportion to 

be surrendered was standardized.  It was initially set at 80 per cent, but has been gradually reduced.  It has 

been set at zero since 2003. 
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surrender portion to zero means that it is now more feasible for businesses to retain 

export earnings in foreign currency for use in subsequent import purchases, thus 

bypassing the forex market. The tendency for forex market turnover to fail to keep up 

with growth in international trade in recent years can be seen clearly in Figure 6.2, where 

the top (bold) curve represents international trade and the middle curve represents total 

turnover in the forex market.   

Figure 6.2: International Trade Volume and Turnover on Forex Markets,              

1995-2006 
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Sources:  SBV (1999a, 2000, 2001, 2002, 2003, 2004, 2005, 2006); GSO (2006); Nguyen Van 

Tien (2006a); and author’s estimation.   

6.3.2 Market Structure 

6.3.2.1 Interbank vs. Client Market 

Following the establishment of Vietnam’s interbank forex market in late 1994, interbank 

transactions increased sharply − from about $1 million per day of trading under the 

previous trading-floor arrangement, to about $3 million (IMF 1996, p. 36; Truong Van 

Phuoc 2006, p. 90).  Despite such growth in absolute size, the interbank segment of the 

market has remained far smaller than the client-bank segment. In Figure 6.2, the 

interbank segment is shown as the gap between the middle curve (total forex market 
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turnover) and the lower (broken) curve, representing the client-bank segment.  From this 

figure it is evident that the client-bank segment has dominated the overall market.  

Table 6.3: Share of Interbank Transactions in Total Forex Market Turnover 

 1998 2001 2004 2007 

India     

      Both cross-border and local transactions 82% 76% 70% 78% 

      Local transactions only 71% 71% 66% 64% 

Indonesia     

      Both cross-border and local transactions 79% 94% 83% 69% 

      Local transactions only 65% 90% 64% 55% 

Malaysia     

      Both cross-border and local transactions 92% 75% 71% 86% 

      Local transactions only 79% 76% 60% 80% 

Philippines     

      Both cross-border and local transactions 84% 77% 80% 94% 

      Local transactions only 76% 69% 73% 93% 

Thailand     

      Both cross-border and local transactions 81% 81% 70% 77% 

      Local transactions only 76% 69% 73% 93% 

Vietnam     

      Local transactions only 11% 11% 9% 14%
* 

Note: (*) 2006 

Sources: BIS (1996, 1999a, 2002, 2005, 2007); SBV (1999a, 2000, 2001, 2002, 2003, 2004, 2005, 

2006); Nguyen Van Tien (2006a); and author’s calculations.    

The limited role of the interbank segment in Vietnam’s forex market is in marked 

contrast with the situation elsewhere.  In the global forex market, the interbank segment 

(including transactions carried out by nonbank financial institutions) accounts for 80 per 

cent or more of total market trading volume (BIS 2007, p. 7; Moosa 2010, p. 39).  As 

shown in Table 3, the interbank segment occupies a similar role in a number of emerging 

markets, representing about 55-95 per cent of total trading.  By contrast, the 

corresponding figure for Vietnam has been less than 15 per cent during the period 1995-

2006.  
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6.3.2.2 Market Concentration and Dominant Role of the Central Bank 

Not only does the interbank market segment play a limited role, interbank transactions 

are also heavily concentrated among a small number of banks, with the SBV in particular 

dominating the scene to a very large degree.  Available data indicate that transactions 

involving the SBV accounted for 29, 65, 68 and 60 per cent, respectively, of total 

interbank forex turnover in the four years 1999 to 2002  (SBV 2000, p. 34, 2001, p. 29, 

2002, p. 43).  The corresponding figure for 2004 was perhaps as high as 85 per cent.
44 

It 

can be inferred from this that actual trading among commercial banks on the interbank 

market, with SBV activities excluded, has been very limited indeed.  

In principle, any commercial bank can apply to be licensed by the SBV to participate in 

the interbank market; and the number of participants did increase from 23 in 1994 to 58 

in 1999 (Vo Tri Thanh et al. 2000, p. 71), to 59 in 2005 and 65 in 2007 (SBV 2005, p. 39, 

2007, p. 30).
45 

 Yet the number of banks that have participated actively in the market has 

remained relatively small.  They include the four large state-owned commercial banks, 

foreign bank branches and some joint-stock commercial banks (SBV 2000, 2001, 2002, 

2003). Of the other participants, many are small or newly established joint-stock 

commercial banks and are content simply to take a passive role as price-takers in the 

market.  

Among the active participants, the Bank for Foreign Trade of Vietnam (Vietcombank) 

has generally assumed the position of the leading commercial bank in the forex market. 

This was the first state-owned commercial bank that was licensed to offer services in 

foreign exchange and international payment; over time, it has been able to retain some of 

the advantages arising from this special position.
46

 According to Vo Tri Thanh et al. 

(2000, p. 71), during the period 1994-1999 this bank was the dominant private-sector 

                                                 
44 Nguyen Dac Hung (2005, p. 34) reported that the SBV bought and sold $3.54 billion of foreign currency 

in this year.  The figure presented in the text is an estimate based on this volume of SBV trading.   

45 As yet there are no forex brokers in Vietnam. 

46 In 2008, Vietcombank was “equitized”, i.e., it became a joint-stock commercial bank, with 

shareholdings owned by both the state (about 90 per cent) and the public.  
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player in the interbank market, with a market share of up to 90 per cent,
 
and it operated to 

a large extent under close “guidance” from the SBV.
 47 

   

Vietcombank’s market share has been reduced in more recent years – e.g., its share of the 

total volume of local forex transactions (i.e., excluding cross-border transactions) has 

been reported as being around 30 to 40 per cent (VCB 2002; Nguyen Dac Hung 2003; 

VCB 2003, 2004, 2005, 2006).  This trend reflected the rise in competition from other 

commercial banks such as the Bank for Investment and Development of Vietnam 

(BIDV), Vietnam Bank for Agriculture and Rural Development (Agribank), Vietnam 

Export and Import Bank (Eximbank), and Asian Commercial Bank (ACB).  Also 

noteworthy has been the emergence of foreign bank branches as key players in the market 

segment involving cross-border transactions – they tend to enjoy strengths in trading 

skills and technology, and extensive networks of correspondent banking relationships. 

6.3.2.3 Spot vs. Derivative Transactions 

Since the establishment of the forex interbank market in 1994, various decisions have 

been issued by the SBV in order to shape the legal framework for the operation of 

derivative products (see Box 6.3).  However, up to the present time, the forex market is 

still dominated by spot transactions while the derivative market segment remains poor 

and immature.  

Participants in Vietnam’s forex market began conducting forward transactions in 1998.  

In their first year of operation, which was dominated by the effects of the Asian financial 

crisis, forward transactions accounted for around 10.6 per cent of total forex market 

turnover.  This proportion then dropped to 2.8 per cent in the following year (1999).  

Forex swaps began to be conducted in 2001, and since then the combined value of swaps 

and outright forwards has been around five to six per cent of total turnover; see Table 6.4.   

 

 

                                                 
47 In calculating this and similar market shares, the SBV is typically excluded. 
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Box 6.3: Regulations on Forex Derivative Transactions 

1994 

 Decision 203/QĐ/NH3 dated 20/09/1994 promulgating regulations on the 

organization and operation of the forex interbank market: 

o According to this decision, in addition to spot transactions, participants 

can conduct forward transactions with each other. 

1997 

 Decision 430/1997/QĐ-NH13 dated 24/12/1997 regulating VND/USD swap 

transactions conducted between the SBV and commercial banks being participants 

of the forex interbank market as follows: 

o The SBV is the party to buy USDs spot and sell USDs forward; 

o Forward terms to be applied:  2-week, 1-month, 2-month, and 3-month; 

o Spot rate is the bid rate quoted by the SBV and forward rate is the 

applied spot rate plus forward points computed on the basis of interest 

differential between the refinancing interest rate of the Vietnamese dong 

and LIBOR of the US dollar. 

1998 - 2003 

 Decision 17/1998/QĐ-NHNN dated 10/01/1998 promulgating ‘Regulation on forex 

transactions’, providing the first clear framework for forex derivatives such as 

forwards and swaps:   

o In this legal document, forward and swap transactions were more clearly 

guided in terms of transaction definitions, transaction currencies, 

participants, and transaction scope and transaction techniques; 

o Authorized commercial banks are permitted to conduct forward and swap 

transactions among themselves, with other credit institutions, with the 

SBV and with economic organizations; 

o Transaction currencies: transactions to be made between the Vietnamese 

dong and foreign currencies or among foreign currencies themselves; 

o Forward terms: up to 6 months; 

o Forward rates: to be within the allowable band. 
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Box 6.3: Regulations on forex derivative transactions (continued) 

 Decision 893/2001/QĐ-NHNN and 894/2001/QĐ-NHNN dated 17/07/2001 

stipulating forward premia for calculating forward rates in swap transactions 

conducted between the SBV and commercial banks. 

 A variety of decisions issued for stipulating ceiling forward rates for different 

forward terms with regard to forward/swap transactions made between the 

Vietnamese dong and the US dollar; in principle, the maximum forward rate is 

determined as follows: 

o Maximum forward rate = maximum allowed spot rate + stipulated 

premium 

2004 

 Decision 648/2004/QĐ-NHNN dated 28/05/2004 stipulates forward terms and 

adjusts principles in forward rate determination with regard to VND/USD forward 

and swap transactions: 

o Forward terms are allowed to be from 3 days to 365 days; 

o The forward rate is decided by parties so that it does not exceed the rate 

computed on the basis of: (i) the spot rate; (ii) interest differential 

between the base rate of the Vietnamese dong and Fed Funds Target Rate 

of the US dollar; and (iii)  forward term. 

 Decision 1452/2004/QĐ-NHNN dated 8/12/2004 was issued to replace Decision 

17/1998/QĐ-NHNN7 in order to officially add currency options into the group of 

allowed forex transactions and promote changes in response to new developments in 

the market. 

o Licensed credit institutions are officially allowed to conduct currency 

options among foreign currencies; 

o Derivative transactions to other organizations (not economic 

organizations) and individuals are made possible; 

o Documents for the purpose of exchange control are only required for the 

cases of using VNDs to buy foreign currencies; 

o The Decision is not detailed in terms of transaction techniques. 

 

Sources: Various Decisions of the SBV from 1994 to 2004. 
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Such market shares for swaps and forwards are very small by international standards.  

For example, BIS data indicate that at the global level, spot transactions tend to account 

for only around one-third of the total market, while swaps represent around one-half and 

outright forwards around 10 per cent (BIS 2005, p. 5, 2007, p. 4).  Further, as shown in 

Table 6.5, these two types of derivative transactions typically represent more than 50 per 

cent of total forex market turnover in Asian emerging economies − a notable exception is 

China, where this share appeared to be less than 10 per cent until quite recently.  Thus, 

while swaps and forwards tend to dominate spot transactions globally and in other Asian 

emerging economies, the situation is reversed for Vietnam and for China.   

Currency options were first introduced by Eximbank into Vietnam’s forex market in 

2003.
48

  However, trading in this form of derivative products has never really taken off 

and at the time of writing trading volume is in effect negligible (Nguyen Trong Tai 

2006).  

Table 6.4: Share of Forward and Swap Transactions in Total Forex Market 

Turnover for Vietnamese Banks, 1998-2006 

Year 

Share of Forwards and Swaps Combined 

All Vietnamese 

banks 

Banks located  

in Ho Chi Minh City 

1998 10.6% 4.6% 

1999 2.8% 4.7% 

2000 5.5% 5.6% 

2001 5.6% 5.4% 

2002 5.6% 5.5% 

2003 4.9% 7.4% 

2004 5.2% 8.2% 

2005 5.5% 6.6% 

2006 5.6% n.a 

 Sources:  Adapted from Nguyen Kim Anh and Pham Thi Hoang Anh (2007) and Vu Thuy Trang 

(2007). 

                                                 
48 In 2003, the SBV approved this bank to be a pilot bank in designing and offering option contracts to 

customers as a response to the fact that the euro continued its strong appreciation trend against the US 

dollar, inducing exchange rate risk for those businesses having international payables in euros. 
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Table 6.5: Shares of Forward and Swap Transactions in Total Forex Market 

Turnover for Selected Asian Emerging Economies, Selected Years 

 1998 2001 2004 2007 

China     

     Both cross-border and local transactions n.a. n.a. n.a. 10% 

     Local transactions only 2% 5% n.a. 10% 

India     

     Both cross-border and local transactions 53% 54% 49% 58% 

     Local transactions only 62% 55% 49% 61% 

Indonesia     

     Both cross-border and local transactions 53% 13% 57% 40% 

     Local transactions only 53% 13% 44% 49% 

Malaysia     

     Both cross-border and local transactions 70% 63% 50% 51% 

     Local transactions only 74% 70% 59% 62% 

Philippines     

     Both cross-border and local transactions 53% 57% 49% 53% 

     Local transactions only 53% 61% 48% 55% 

Thailand     

     Both cross-border and local transactions 71% 69% 60% 78% 

     Local transactions only 70% 71% 66% 80% 

Vietnam     

     Local transactions only 11% 6% 5% 6%
* 

 Note: (*) 2006 

Sources:  BIS (1996, 1999a, 2002, 2005, 2007); data for China for years 1998 and 2001 are taken 

from Zhang and Liang (2006); data for Vietnam are adapted from Nguyen Kim Anh and Pham Thi 

Hoang Anh (2007); and author’s calculations. 

6.3.3 Official Exchange Rate and Allowable Trading Band 

In common with China but in contrast to most other emerging Asian economies, Vietnam 

implements an exchange rate regime that involves an allowable trading band around the 

official exchange rate.  Commercial banks are not allowed to quote exchange rates that 

are higher than the upper bound or below the lower bound.  As can be seen in Figure 4.1 

in Chapter 4, the trading band has been quite narrow since the establishment of the forex 
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trading floors in late 1991, with the exception of the periods around the 1997-1998 Asian 

financial crisis and the 2008-2009 world financial crisis. 

Figure 6.3 displays trends in the daily official VND/USD exchange rate, the upper bound, 

the lower bound, and the commercial bank ask rate as quoted by Vietcombank between 

July 2004 and December 2006.  For simplicity, the bid rate is not shown, as the bid-ask 

spread was negligible during most of this period (this will be discussed further below).  

The figure shows clearly that the ask rate was at or near the upper bound throughout most 

of the period shown. 

Figure 6.3: Daily Official Exchange Rate, Upper and Lower Bounds, and 

Commercial Bank Ask Rate, July 2004 – December 2006 
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 Sources:  Various Decisions by the SBV from 2002 to 2009; the websites of the SBV 

<www.sbv.gov.vn > and Vietcombank <www.vcb.com.vn> (accessed from March 2008 to 

February 2010); and author’s calculations. 

Figure 6.4 depicts the corresponding trends for a more recent period – January 2007 to 

December 2009.  It can be seen from this figure that there were again multiple periods 

when the ask rate was at or near the upper bound.  In addition, there were also a number 

of times, such as the first half of 2007 or the period from October 2007 to March 2008, 

when commercial banks quoted the exchange rate at or near the lower bound. 

http://www.sbv.gov.vn/
http://www.vcb.com.vn/
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Figure 6.4: Daily Official Exchange Rate, Upper and Lower Bounds, and 

Commercial Bank Ask Rate, January 2007- December 2009 
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 Sources:  Various Decisions by the SBV from 2002 to 2009; the website of the SBV 

<www.sbv.gov.vn> and Vietcombank <www.vcb.com.vn> (accessed from March 2008 to 

February 2010); and author’s calculations. 

Overall, in comparing daily data for the period from January 2002 to December 2009, the 

author found that commercial bank quotations of the exchange rate were at or near the 

bounds for more than 86 per cent of the time. More specifically, Vietcombank’s ask rate 

was within 0.01 per cent of the upper bound on 76.3 per cent of the days observed, and its 

bid rate was within 0.01 per cent of the lower bound for 9.8 per cent of the daily 

observations.  These provide an indication of the extent to which the pricing mechanism 

in Vietnam’s forex market has been constrained, rather than being allowed to operate 

freely.  In this market, prices (i.e., exchange rates) have been extensively administered by 

a combination of price ceilings and floors that are variable and mostly binding.   

As far as the author can ascertain, a similar situation does not exist in China.  The data 

available indicate that typically commercial exchange rate quotations in China are well 

within the allowable trading band itself, rather than being at either the upper or the lower 

bound.  This can be seen clearly in Figure 6.5 which displays trends in similar daily 

quotations and bounds for the CNY/USD exchange rates.  For this figure, the author has 

selected a period which saw both rises and falls in the exchange rate, although the overall 

http://www.sbv.gov.vn/
http://www.vcb.com.vn/
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trend was clearly downward (i.e., a strengthening of the Chinese currency). Figures 

obtained for other periods also show a consistent pattern of commercial bank quotations 

being well within the bounds, even when the exchange rate was rising.   

Figure 6.5: China: Official Rate, Its Bounds, and Commercial Bank Ask Rate,          

July 2007 – December 2007 
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 Sources:  The website of the Bank of China <www.boc.cn/en/> (accessed from May 2009 to July 

2009); and author’s calculations. 

6.3.4 Bid-ask Spread 

The bid-ask spreads associated with exchange rate quotations provided by commercial 

banks in Vietnam have been very narrow by international standards.  Table 6.6 shows the 

average spread (as a percentage of the mid rate) between Vietcombank’s ask and bid rates 

on the retail market during the period 2002-2009. From 2002 to 2005, the bid-ask spread 

was effectively zero.  Since late 2006, as the allowable trading band was progressively 

enlarged, the spread also began to widen.  Nevertheless, as of 2008 and 2009, the typical 

spread was still less than 0.10 of 1 per cent.  It can be expected that the corresponding 

spreads in the interbank market would have been similarly small, or even smaller.   
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One might be tempted to infer from such narrow bid-ask spreads that forex transaction 

costs are low in Vietnam, indicating a market with good liquidity, in the sense that 

foreign currency can be swiftly, and with insignificant costs, transformed into local 

currency and vice versa (BIS 1999b).  As Sarr and Lybeck (2002) have pointed out, 

however, the quoted bid-ask spread by itself is often unreliable as a measure of a 

particular forex market’s true liquidity, because it may also reflect the 

flexibility/stickiness of the exchange rate.  

Table 6.6: Average Retail Forex Bid-Ask Spread at Vietcombank, 2002-2009  

(Percentage of Mid Rate) 

 2002 2003 2004 2005 2006 2007 2008 2009
 

 Mean 0.001 0.000 0.000 0.001 0.022 0.032 0.098 0.024 

 Median 0.000 0.000 0.000 0.000 0.000 0.025 0.012 0.000 

 Maximum 0.032 0.026 0.013 0.019 0.118 0.279 0.748 0.726 

 Minimum 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 

 Std. Dev. 0.005 0.003 0.001 0.003 0.032 0.033 0.145 0.086 

 Skewness 4.76 9.02 16.06 3.80 1.25 2.94 1.56 5.59 

 Kurtosis 24.96 82.34 259.00 17.59 3.34 17.99 4.96 39.19 

Observations 253 253 261 252 252 259 249 249 

Note:  Calculations are based on daily data.   

Sources: The website of Vietcombank <www.vcb.com.vn> (accessed from March 2008 to February 2010); 

and author’s calculations. 

 

It is true that, as shown in Table 6.7, countries with well-established forex markets such 

as Canada, Australia and Singapore tend to have lower bid-ask spreads, in comparison 

with countries with emerging markets, such as South Africa, Mexico or Indonesia.  

However, it is also true that the increase in South Korea’s spreads after 1998 was due 

largely to the fact that greater flexibility in the exchange rate induced forex dealers to 

build a greater risk premium into the bid-ask spread.  Similarly, while   Malaysia 

experienced a substantial reduction in bid-ask spreads after 1998, Sarr and Lybeck (2002) 

http://www.vcb.com.vn/
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argue that this was due mainly to the return to an exchange rate peg, and that there was in 

fact a deterioration in market liquidity in Malaysia, because the bid-ask spreads became 

much more volatile for some time.  Further, although the average bid-ask spread in China 

was reported to be zero as of October 11, 2001, this was associated with a forex market 

that was considered shallow and narrow.  At the time, the country operated a de facto 

pegged exchange rate, supported by a compulsory foreign currency purchase and sales 

system, and an inconvertible local currency under the capital account (Zhang and Liang 

2006). Thus, the low or even zero bid-ask spread may not be induced by the competition 

in the market for lowering transaction costs and may not be an indicator of high liquidity. 

In the same vein, it will be shown below that the reported bid-ask spread is a misleading 

measure of true transaction costs in Vietnam’s forex market. 

Table 6.7: Average Interbank Forex Bid-Ask Spread                                                       

in Selected Countries, 1998-2001  

(Percentage of Mid Rate) 

 1998 1999 2000 
Oct. 11, 

2001 

Canada 0.01 0.01 0.01 n.a. 

Malaysia 0.36 0.08 0.03 n.a. 

Singapore 0.12 0.05 0.04 0.05 

Australia 0.09 0.08 0.09 n.a. 

South Africa 0.19 0.12 0.10 0.10 

Mexico 0.22 0.18 0.13 0.14 

South Korea 0.04 0.10 0.19 0.03 

Indonesia 2.38 0.86 0.53 0.43 

Thailand n.a. n.a. n.a. 0.16 

Philippines n.a. n.a. n.a. 0.08 

China n.a. n.a. n.a. 0.00 

 Note: n.a. denotes “not available”.  

 Sources: Adapted from Sarr and Lybek (2002). 
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6.3.5 Episodes of Illiquidity 

In the literature, a market is usually described as “liquid” if it features “a high level of 

trading activity” (Pástor and Stambaugh 2003, p. 657) such that “a large volume of trades 

can be immediately executed with minimum effect on price” (Muranaga and Shimizu 

1999, p. 2). In that sense, the forex market in Vietnam has been characterized by frequent 

bouts of extreme illiquidity.  As used below, this term is meant to describe the situation 

where many participants find it difficult, if not impossible, to complete transactions 

(either sales or purchases) at the market-quoted price.  As will be shown below, this 

situation has arisen in Vietnam due mainly to a lack of suitable and willing counterparties 

at the legally permissible price.  

Consider, for example, Figures 6.3 and 6.4. During much of the period depicted in Figure 

6.3, and during the months April to July 2008 and November 2008 to December 2009 

(Figure 6.4), the official exchange rate was continuously subjected to upward pressure 

(the Vietnamese dong was depreciating), and the commercial quotations were always at 

or near the upper bound.  As most participants expected the exchange rate to continue its 

upward trajectory, it was very difficult to find any participants willing to sell large 

quantities of USD at the maximum allowable spot rate.  At any given time, it would be 

more advantageous for those with long positions in USDs to wait and sell USDs in the 

future rather than on the spot.   

An indication of the resultant excess demand was that the exchange rate in the parallel 

market would be quoted at a much higher level than in the official market; see Figure 

4.10, where the curve representing the parallel market rate is the one that fluctuates most 

widely – and often far above the upper bound.  At times, such excess demand for USDs 

prompted the SBV to intervene in order to relieve some of the pressure.  It also led to the 

development and widespread use of a range of techniques and ad hoc mechanisms to 

ration the limited quantity of USD available; these will be examined in detail in the next 

section. 
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Examples of the reverse situation can be found in the Figures 4.10 and 6.4 as well.  For 

example, during the period from October 2007 to March 2008, the official exchange rate 

was falling (the Vietnamese dong was appreciating) and the commercial quotes were 

already at or near the lower bound due to a short-term surge in capital inflows. In these 

circumstances, it was frequently reported by public media that exporters could not sell 

their forex proceeds at quoted rates as most market participants anticipated further 

declines – for example, see Hai Ly (2007).
49   

6.3.6 Inconsistencies and Anomalies  

Given the extent to which pricing has been administered and the inherent complexity of 

modern forex transactions, it is not surprising that the market exhibits a number of 

inconsistencies and anomalies.  In principle, these inconsistencies appear to be 

opportunities for arbitrage or for other profitable trading activities.  In practice, some 

have been used to circumvent the bounds limiting exchange rate movements – at least, 

until the authorities explicitly forbade such use.   

For example, while the bilateral VND/USD rate has been subject to official scrutiny and 

closely administered, banks have generally been allowed freedom in quoting exchange 

rates involving the Vietnamese dong and a third currency, or exchange rates that do not 

involve the Vietnamese dong.  Similarly, while spot trading of the US dollar has been 

closely supervised, forward trading has been less closely administered, giving rise at 

times to opportunities for participants to trade quantities of USD at effectively higher 

exchange rates than the permissible upper bound.  A third area of anomaly has been the 

trading of currency options:  here again, it has not been feasible for the authorities to 

anticipate and regulate all aspects of trading, and as a result, there have been 

opportunities for market participants to use currency options to trade USDs at effectively 

higher spot rates than ostensibly allowed. 

                                                 
49 In the following discussion, for brevity the author focuses mainly on cases of excess demand for foreign 

currency. The opposite case – an excess supply of foreign currency – can be treated analytically as an 

equivalent excess demand for the domestic currency. 
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6.3.7 Parallel Market 

The parallel (black) forex market has always been a part of contemporary business life in 

Vietnam: its existence predated the 1980s economic reform process.  While, in a strict 

sense, transactions in this market have always been illegal, the degree to which the 

authorities have tolerated them has varied over time.  During most of the period being 

studied (1986-2009) there has been a premium on the parallel-market value of the US 

dollar compared with the corresponding commercial rate in the legal market.   

As Figure 4.8 in Chapter 4 illustrates, as part of the economic reform process, the official 

exchange rate and the parallel-market rate quickly converged during the second half of 

the 1980s.  By the end of 1991, the parallel-market premium had fallen to around 5 per 

cent or less; see Figure 4.9 in Chapter 4.  In recent years, it appears that official 

sensitivity may have increased with regard to the publication of data relating to these 

unapproved trading activities, and it has become much more difficult to obtain the 

relevant data.  Available data suggest that this premium has rarely exceeded 10 per cent, 

except during special times such as financial crises.   

6.4 IMPLICATIONS OF EXCHANGE RATE POLICY FOR FOREX 

MARKET DEVELOPMENT  

As Xin (2004) argues, the nature of a country’s exchange rate policy is often reflected in 

the rules and regulations that govern the operations of its forex market. This is why the 

conduct of exchange rate policy has been seen as being responsible for structural and 

operational deficiencies in the forex market of many developing countries (Canales-

Kriljenko 2004).  In this section of the chapter, the author examines more closely how the 

implementation of Vietnam’s exchange rate policy has affected the development of its 

forex market. 
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6.4.1 Official Preference for a Stable VND/USD Rate 

Chapter 4 indicates that the authorities apparently preferred to maintain stability in the 

bilateral VND/USD rate in spite of many changes in the exchange rate setting 

arrangement. As presented in Chapter 4, this apparent preference was confirmed through: 

(i) analysis of trends in exchange rates; (ii) examination of public statements by senior 

officials; (iii) estimation of the volatility of exchange rates. There were periods – such as 

the launch of the Doi Moi process, the Asian financial crisis, and the implementation of 

trade liberalization measures – when the authorities could hardly stick to such a 

preference, but had to allow large movements in this bilateral rate. However, as soon as 

such events had passed, the authorities would continue to maintain the stability in this 

exchange rate.  

6.4.2 Mechanisms to Support Stability in the VND/USD Rate 

As presented in Chapter 4, the current exchange rate regime operates within the 

framework of an announced official exchange rate and an allowable trading band. These 

two devices have been used to slow down, if not eliminate, short-term changes in the 

exchange rate, even when there was strong market pressure for either a depreciation or 

appreciation of the domestic currency. When the resultant commercial exchange rates 

failed to clear the market, as they very frequently did, the authorities tended to rely on 

official intervention to meet part of the imbalance between demand and supply, 

supplemented by moral suasion and administrative measures. 

Official Exchange Rate 

Since 1999 the SBV has determined the average VND/USD exchange rate on the 

interbank market on each banking day and announced it as the official exchange rate on 

the following banking day. However, this determination process has not been transparent 

and has to a large extent contained elements of the subjective will of the SBV. In general, 

it can be expected that the bid-ask spreads in the interbank market would be smaller than 

in the bank-client market. Thus, the average interbank rate should be somewhere between 
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the ask rate and the bid rate quoted in the bank-client market.  Yet in practice, the official 

exchange rate has frequently been set below the bid rate quoted in the client market on 

the previous day.  

Additionally, the announced average interbank rate has often appeared rather sticky or 

even rigid, despite evidence of rapid developments in the market. For example, when 

there was upward pressure on the exchange rate (i.e., the Vietnamese dong was 

depreciating) and commercial banks consistently quoted their trading rates at the upper 

bound of the allowed band, in principle the band should have moved up each trading day.  

Thus, the average interbank rate should have increased daily by an amount equal to one-

half of the width of the band.  Historical data show, however, that it tended to increase 

slowly and sometimes did not increase at all.   

Allowable Trading Band  

The trading band, within which commercial quotations are allowed to fluctuate, has been 

quite narrow except for the periods around the 1997-1998 Asian financial crisis and the 

2008-2009 global financial crisis (see Figure 4.1).  For reference, Table 6.8 presents a list 

of dates on which the band’s size was altered and/or the devaluation was made by the 

SBV, and the parameters involved on each occasion.  It would appear that increases in 

the width of the allowable trading band have been used mainly to respond to strong 

pressure for the Vietnamese dong to depreciate.  In particular, the repeated broadenings 

of the band in 1997 and 2008-2009 allowed the VND/USD exchange rate to be adjusted 

upward in response to major external shocks. When the immediate urgency had passed, 

however, the band tended to be narrowed again.  

Administrative Rationing, Official Intervention and Moral Suasion   

Given the operation of administered pricing, through the setting of both the official 

exchange rate and the allowable trading band, frequent instances of non-clearance of the 

market were unavoidable. By default, the SBV often found it necessary to intervene in 
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order to manage such market imbalances, aiming at keeping the exchange rate VND/USD 

at the required level and within the allowable band.    

Table 6.8: Changes in the Allowable Trading Band and Adjustments                            

to the Official Exchange Rate
50 

 

Date of Change Trading Band 
Official Exchange 

Rate 

02/07/1994     +   0.10%      

03/10/1994         0.50%      

21/11/1996           1.00%     

27/02/1997          5.00%     

13/10/1997        10.00%     

10/01/1998     + 10.00%     

16/02/1998   +5.59% 

06/08/1998     + 7.00%     

07/08/1998   +10.00% 

25/02/1999     + 0.10%     

26/02/1999   +7.00% 

01/07/2002        0.25%     

02/01/2007        0.50%     

24/12/2007        0.75%     

10/03/2008        1.00%     

11/06/2008   +2.00% 

27/06/2008        2.00%     

07/11/2008        3.00%    

25/12/2008   +3.00% 

24/03/2009        5.00%     

25/11/2009        3.00% +5.40% 

  Sources: Various Decisions by the SBV from 1994 to 2009. 

 

                                                 
50 As of 11

th
 February 2011, the trading band was reduced again to +/-1 per cent. 
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During much of the period under study, the Vietnamese dong was under pressure to 

depreciate, and there was an excess demand for USDs at the commercially quoted 

exchange rates, which were already pushed to their upper limit.  Accordingly, the SBV 

had to sell quantities of USD.  To maintain the national stock of forex reserves at desired 

levels, however, the SBV tended to meet only part of the prevailing excess demand, and 

to use administrative arrangements to ration some of the available forex among potential 

buyers.  

In particular, only those commercial banks with short positions exceeding a certain size 

could approach the SBV to buy foreign currency at the quoted exchange rates. Moreover, 

the system allowed priority to be given to the importation of essential goods (such as 

petroleum, fertilizer and medicine), and to commercial banks that serve customers 

engaging in these priority activities (Tran Nga 2008).  This means that other customers 

must turn to the parallel black market or other ad hoc channels (see below) to address 

their unmet demand for USDs − or just wait.  

A key difference between the ways China and Vietnam have implemented their 

respective exchange rate regimes is that the former has generally experienced large 

current account surpluses which exert pressure on the domestic currency to appreciate, 

while the latter has had to deal mainly with current account deficits putting pressure on 

the local currency to depreciate.  In China, the authorities’ accumulation of foreign assets 

has largely prevented any major build-up of excess supply of foreign currency.  In 

Vietnam, by contrast, the need to conserve (or to augment) official reserves has limited 

the extent to which the SBV could meet the substantial and persistent excess demand for 

foreign currency. 

There were, of course, some periods when Vietnam also experienced pressure for the 

domestic currency to appreciate.  For example, due to a surge in capital inflows in late 

2007 and early 2008, the SBV faced the dilemma of whether or not to intervene in the 

forex market to prevent the VND/USD exchange rate from falling.  The SBV’s handling 

of this episode suggests that, in comparison with China, Vietnam’s monetary authorities 
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may have been less inclined to intervene fully in the forex market even when the 

domestic currency was subject to appreciating pressure. 

Discussions in the domestic Vietnamese literature acknowledge that at the time the SBV 

was confronted with a number of conflicting macroeconomic objectives (see, for 

example, Huynh The Du 2007; Vo Tri Thanh and Pham Chi Quang 2008).  On one hand, 

if the exchange rate were allowed to be more flexible, an appreciation of the Vietnamese 

dong would ensue and this was considered harmful to the country’s external 

competitiveness. On the other hand, if the SBV were to maintain the prevailing exchange 

rate by buying foreign currency, this could add to the growth in money and credit, with 

potentially inflationary consequences.   

In the event, the SBV chose to adopt a compromise or a halfway approach.  The 

VND/USD exchange rate was allowed to fall, but not too sharply (see Figure 6.4).  At the 

same time, with commercial exchange rate quotes straining at the lower bound, the 

excess supply of foreign currency was considerable and many participants were unable to 

convert USD proceeds into VNDs (see Figure 4.10, especially for the period around 

March 2008).       

A question that does not appear to have been addressed adequately in the domestic 

literature is what would have been the effects of a more vigorous intervention (i.e., one 

that would have fully absorbed the market excess supply) which was also fully sterilized.  

In principle, sterilized intervention should have little impact on the money supply, as the 

authorities would simply mop up any injections of VNDs into the system (in payment for 

foreign currency purchases) through appropriate open-market sales of government 

securities. The SBV might wish to be able to fully sterilize its interventions through this 

means. However, according to Leung (2009), this was not easy due to lack of bond 

market development and unattractive interest rates on government bonds.    

A prominent, but perhaps ultimately unhelpful, feature of official action in this arena has 

been the use of what might be described as “moral suasion” or “talking up the 

Vietnamese dong”.  Senior officials would at times issue statements to reassure the public 
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that the exchange rate regime was well managed, that the country had ample foreign 

reserves, and that the official exchange rate adequately reflected market supply and 

demand (Quang Phuong 2008; Song Linh 2008; Dinh Hai 2009; SBV 2009b).   

The implication being drawn was that any excess demand in particular that might arise 

for foreign currency would be due mainly to market participants being unduly influenced 

by temporary developments, false rumours or erroneous perceptions (Dinh Hai 2009; 

Hung Phong 2009; SBV 2009b).  When it turned out, however, that the relevant excess 

demand persisted and the exchange rate had to be allowed to move in the direction 

anticipated by market participants, public confidence in subsequent reassuring statements 

would naturally suffer. 

For example, during the period April-June 2008, there was persistent upward pressure on 

the VND/USD exchange rate and the parallel-market rate increased rapidly; see Figure 

4.10.  The authorities publicly interpreted these excess demand symptoms as the end-

result of a perception issue – a psychological factor (Song Linh 2008; SBV 2009b).  

Before too long, however, the official exchange rate had to be adjusted upward by 2 per 

cent (on 11
th

 June 2008) and the allowable trading band was doubled, from +/- 1 to +/- 2 

per cent (on 27
th

 June 2008); see Table 6.8. 

6.4.3 Implications for Forex Market Functioning and Development 

The analysis in sub-section 6.4.2 suggests the mechanisms used for supporting stability in 

the VND/USD rate have frequently caused stickiness in this rate. In turn, such stickiness 

has brought about a series of linked structural and operational deficiencies of Vietnam’s 

forex market as presented below.   

High Predictability and Low Volatility of the Official Exchange Rate 

The official VND/USD exchange rate has followed a gradual upward trend with very 

little volatility except for the periods of the Asian financial crisis and the recent world 

financial crisis.  This gives rise to a high degree of predictability and an expectation 
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among market participants that the SBV will frequently intervene to limit volatility in the 

official rate.  

As presented in sub-section 6.3.3, commercial bank quotations of the VND/USD rate 

were at or near the upper bound of the allowable trading band for more than 76 per cent 

of the time. This suggests that to make quotation of VND/USD rates was quite easy for 

commercial banks. On any given day, it is highly likely that the maximum allowable 

exchange rate dictated by regulations will also turn out to be the rate quoted by 

commercial banks. 

Lack of Interest in Derivatives 

The low volatility of the exchange rate, coupled with the one-way nature of most daily 

movements, means that businesses generally perceive little foreign exchange risk.  As a 

result, there is little incentive for market participants to develop greater sophistication in 

terms of ability to form views regarding the future paths of the exchange rate, or to 

manage exchange rate risks.  This explains low trading volume of derivative segments as 

addressed in sub-section 6.3.2.3. 

This also means that, during normal times, there is little need for derivative products as a 

means of risk management (as distinct from devices to circumvent legal limits on 

commercial exchange rates).  Further, when exchange rates did become more volatile (for 

example, during the recent world financial crisis) and hedging devices would have been a 

very useful means of managing exchange rate risks, commercial banks often found that 

they were unable to provide meaningful quotes because of the  administered pricing. How 

could this situation occur?  

Quotations of forward VND/USD rates have been subjected to a price ceiling for a long 

time. Currently, according to a decision in 2004 (see Box 6.3), commercial banks are 

allowed to set the VND/USD forward rate so that it does not exceed the rate computed on 

the basis of: (i) spot rate; (ii) interest differential between the base interest rate of the 

Vietnamese dong and Fed Funds Target Rate of the US dollar; and (iii) forward term. 
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This way of forward rate determination has moved closer to international practice, but the 

components used for computing the forward VND/USD rate are still administrative in 

nature. The spot rate is itself subjected to the announced official exchange rate and the 

allowable trading band while the above mentioned interest rates may not reflect the true 

market interest rates that market participants apply in their transactions. The resultant 

computed forward rates might not be the market-clearing ones, especially when the 

market fluctuated more during the years 2008 to 2009. Therefore, this guidance has 

tended to hold back the ability of commercial banks in acting as market-makers.
51 

The 

following will shed light on this issue from the perspective of an efficient forex market. 

In an efficient forex market, forward exchange rates are believed to be unbiased 

predictors of the future spot exchange rates (Eiteman et al. 2008). As illustrated in Figure 

P1 of Appendix P, unbiased prediction does not mean that the forward rate exactly 

predicts the actual spot rate in the future. Instead, it “simply means that the forward rate 

will, on average, overestimate and underestimate the actual future spot rate in equal 

frequency and degree” (Eiteman et al. 2008, p. 90). The market is considered efficient in 

that all the relevant information about likely future spot rates is known and reflected in 

forward rates at present. Future spot rates will be likely to deviate from currently quoted 

forward rates, but market participants cannot expect to earn a profit as they are not sure 

about the direction of such deviation. In other words, the expected mean value of 

differences equals zero.
52 

   

In the case of Vietnam, the regulation on ceiling forward VND/USD rates appeared to 

make quotations in the forward market highly biased predictors of the future spot rates. 

To indicate the biased prediction of Vietnam’s current forward market, the author 

followed Kohlhagen (1975) to test if there were significant gains or losses from holding a 

short forward position consistently for the period from December 2008 to December 

                                                 
51 Commercial banks have appeared quite passive in taking the role of market-makers in forward trading. 

They generally do not make their quotations ready for forward transactions, in both the client and interbank 

market. Any available quotation could be obtained only upon a request (Luu Minh Ngoc 2008). 

52 Empirical studies of the efficient forex market hypothesis have provided mixed results (Eiteman et al. 

2008). However, a consensus tends to be with the conclusion that the forward rate might not offer an 

unbiased prediction about the future spot rate and it would be rational for businesses to allocate resources 

for forecasting exchange rates.   
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2009. The forward rates are assumed be the maximum allowed forward rates computed 

on the basis of: (i) maximum spot rates; (ii) interest differential between the base interest 

rate of the Vietnamese dong and Fed Funds Target Rate of the US dollar; and (iii)  

forward term. There are two forward terms considered: 30-day and 90-day. Subsequent 

future spot rates are then the “grey” mid rates implied in the spot market on the 30
th

 day 

and 90
th

 day after the 30-day forward rates and 90-day forward rates are determined 

respectively. The “grey” mid rates are computed as cross rates using the data on the 

VND/EUR rate quoted by Vietcombank HCM City, obtained from the website of 

Vietcombank, and the USD/EUR rate obtained from the website of OANDA 

Corporation. Deviations of forward rates from subsequent future spot rates are computed, 

followed by a test if the expected mean value of deviations (forecast errors) is zero.  

Figures 6.6 and 6.7 display the extent to which the subsequent future spot rates actually 

differed from the forward rates. In the case of 30-day forward rates, the “ceiling” forward 

rates were lower than the subsequent future spot rates for 89 per cent of the days 

observed, and the mean of deviations/forecast errors was -1.92 per cent of the future spot 

rate. Similarly, in the case of 90-day forward rates, the “ceiling” forward rates were lower 

than subsequent future spot rates for 93 per cent of the daily observations, and the mean 

of deviations/forecast errors was -1.64 per cent of the future spot rate.
53  

Table 6.9 presents the results of testing the hypothesis that the expected mean value of 

deviation is zero (the hypothesis that the “ceiling” forward rate is an unbiased predictor 

of the future spot rate) during the period from December 2008 to December 2009. For 

both cases, t-statistics are much lower than the critical value of -2.567 at the 1 per cent 

significance level, leading to rejection of the null hypothesis. If commercial banks sold 

USDs forward consistently, they would have made a loss. This loss was clearly not due to 

random forces but due to a bias in the forward rates brought about by administered 

pricing. In reality, during the period from December 2008 to December 2009, 

commercial banks found it impossible to make forward quotations that were in 

                                                 
53 Similar results were obtained if the “grey” VND/USD rate was replaced by the bid VND/USD rate 

quoted on the interbank market. Data on the bid VND/USD rate were provided by an anonymous forex 

dealer. 
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compliance with the regulation on ceiling rates (this will be further confirmed by findings 

from a survey of forex dealers and a survey of export-import companies). The case of 

Vietnam evidently indicates that a bias in the forward rate prevents the forex forward 

market from offering adequate hedging tools against exchange rate risk (Kohlhagen 

1975). 

Figure 6.6: Forecast Errors of 30-day Forward Rates,                                            

December 2008 – December 2009 
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Note:  Forecast errors = (Forward Rate - Future Spot Rate)/ Future Spot Rate 

Sources:  

 Data on the official VND/USD rate and allowable trading band were obtained from the website of 

SBV <www.sbv.gov.vn> (accessed many times during 2008-2011) and various decisions by the SBV.  

 Data on the base interest rate of the Vietnamese dong were obtained from the SBV (2008, 2009a). 

 Data on the Fed Fund Target Rate of the US dollar were obtained from the website of the 

Federal Reserve Bank of New York <www.newyorkfed.org>  (accessed on 10 Nov 2011). 

 Data on the VND/EUR rate quoted by Vietcombank HCM City were obtained from the website 

of Vietcombank <www.vcb.com.vn> (accessed many times during 2008-2011). 

 Data on the USD/EUR rate obtained from the website of OANDA Corporation 

<www.oanda.com > (accessed on 10 Nov 2011). 

http://www.sbv.gov.vn/
http://www.newyorkfed.org/
http://www.vcb.com.vn/
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Figure 6.7: Forecast Errors of 90-day Forward Rates,                                            

December 2008 – December 2009 
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Note:  Forecast errors = (Forward Rate - Future Spot Rate)/ Future Spot Rate 

Sources: See sources for Figure 6.6. 

Table 6.9: The Predictive Power of the “Ceiling” Forward VND/USD Rates 

 

Forward 

Term 

  

 











  

n

SSF ttt 11 /
 

Mean 

 

Standard 

Deviation 

 

Degree of 

Freedom 

 

t-statistics 

 

P-Value 

30-day -0.0192 0.0175 195 -15.4278 0.0000 

90-day -0.0164 0.0167 122 -10.9191 0.0000 

  

Low Market Turnover and Minor Role for Interbank Transactions  

The gradual rise and “stickiness” in the VND/USD exchange rate provided little incentive 

for dealers from commercial banks to form views on the path of the exchange rate, take 

positions or manage risk in the interbank market. Instead, they would concentrate on 

providing intermediary services to businesses, endeavouring to make their forex positions 

squared within their own customer base. Thus, they turn to the interbank market only 

when necessary in order to square or re-establish their desired position. This explains 
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why the bulk of forex transactions have been spot transactions between banks and their 

clients, rather than interbank swaps and forwards which tend to dominate forex markets 

internationally. It also explains the low turnover of the interbank forex market segment 

and, by implication, of the entire forex market as presented in sub-sections 6.3.2.1. 

Dominant Role of the SBV 

Because the authorities administer the price in this market (by setting the official 

exchange rate as well as the allowable trading band) they have to bear some 

responsibility for responding to instances of non-clearance of the market. In particular, 

when there is an excess demand for USDs, and most commercial banks are already in 

short positions, market participants would simply wait for the SBV to intervene.  Thus, 

the SBV’s dominant role continues. Evidence for this is presented in sub-section 6.3.2.2. 

Illiquidity Risk   

Because of the VND’s long-term depreciating trend relative to the US dollar, it is not 

possible for the SBV to fully meet the excess demand for USDs on a sustainable basis.  

Partial or zero intervention, however, implies prolonged excess demand and market 

illiquidity: when the commercially quoted exchange rate is already at its highest 

allowable level, supply simply dries up, as banks and other market participants have little 

incentive to sell.  This feature is evidenced by the episodes of illiquidity as presented in 

sub-section 6.3.5.
 
  

In spite of the circumventing techniques (as outlined below), there are inevitably 

businesses and individuals who are simply unable to obtain USDs for normal, legitimate 

purposes − for example, see Lan Huong (2003) and Nguyen Tan (2008).  Periods of 

market illiquidity represented times of difficulty for corporate customers in conducting 

forex transactions. It is interesting to note in this connection that, at times, the risk of 

exchange rate changes has been transformed into a risk of illiquidity, in that it may 

become impossible for a bank customer to buy or sell foreign currency at the quoted 

rates. 
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Circumventing Activities 

During prolonged periods of excess demand/supply, the exchange rates “quoted” at the 

bounds have quickly turned out to be unworkable due mainly to a lack of suitable and 

willing counterparties at the legally permissible price. It is impossible for corporate 

customers to wait hopelessly until the market is cleared at the quoted exchange rates. 

Many customers may be forced to resort to the parallel market to meet their foreign 

currency requirements (for more detail, see sub-section 6.3.7). To serve their clients, 

commercial banks have also developed a range of techniques to circumvent the 

regulations governing the maximum exchange rate that they can quote.   

Appendix Q presents in detail a list of circumventing techniques with examples. Notably, 

there are several techniques that are made possible due to the existence of a number of 

inconsistencies and anomalies. Inconsistencies have recurrently arisen from incompatible 

developments: the administered pricing and the inherent complexity of modern forex 

transactions. In principle, these inconsistencies appear to be opportunities for arbitrage or 

for other profitable trading activities.  In practice, some have been used for circumventing 

activities – at least, until the authorities explicitly forbade such use.   

For example, banks could arrange for VND/USD transactions to be completed through a 

third currency, such as the euro (EUR) (Lan Huong 2003; Hai Ly 2008a; Nguyen Tan 

2008). This is because while the bilateral VND/USD rate has been closely administered, 

banks have generally been allowed freedom in quoting exchange rates involving the 

Vietnamese dong and a third currency, or exchange rates that do not involve the 

Vietnamese dong. This method became highly popular, until the SBV explicitly banned it 

(Hai Ly 2008a). 

It is possible to obtain an indication of the extent to which market participants regarded 

the Vietnamese dong as being overvalued (and the US dollar as undervalued) from the 

discrepancies between Vietnamese banks’ quotations of the VND/EUR cross rate and the 

corresponding rate implied by the USD/EUR rate quoted on the international market and 

the commercial quote in Vietnam of the VND/USD rate.  An alternative measure is the 
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parallel-market premium over the approved commercial exchange rate, but data for this 

direct measure are not always available in the public domain.  It turns out that there has 

been a high degree of correlation between these two measures of the Vietnamese dong’s 

overvaluation. For example, during the period January 2008 to June 2009, where 

estimates for both measures were available and both exceeded 5 per cent, there were 

remarkable similarities between them, in terms of both level and movements (see Figure 

6.8); the relevant simple correlation coefficient was 0.80.
54

 Anecdotal evidence provided 

to the author by forex dealers suggests that commercial banks frequently used the 

parallel-market premium as a guide in calculating their own quotes of the VND/EUR 

cross rate.    

Figure 6.8: Estimates of the Extent of Overvaluation of the Vietnamese dong 
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 Sources: The websites of OANDA corporation <www.oanda.com>, Vietcombank <www.vcb.com.vn>, 

Vietnam Banks’ Association <www.vnba.org.vn>, and VNexpress <www.vnexpress.net> (accessed 

many times during March  2008 to Feb 2010); and author’s calculations. 

                                                 
54 For simplicity and clarity, in this figure the author has excluded observations where either variable was 

less than 2 per cent – these would simply show up as a lot of bunched-together observations.  However, the 

correlation coefficient reported is based on all observations. 

http://www.oanda.com/
http://www.vcb.com.vn/
http://www.vnba.org.vn/
http://www.vnexpress.net/
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Another example is the use of short-term forward contracts to allow customers to buy 

USDs at a rate higher than the maximum permitted in the spot market (Hai Ly 2008b);
55 

 

in some instances, the contracts could even be backdated to allow immediate delivery. 

The inconsistency that has given rise to this circumventing activity is that while spot 

trading of the US dollar has been tightly supervised, forward trading has been less closely 

administered. Although the authorities issued a number of guidelines to limit usage of 

this financial product as a circumventing device, it is difficult to prevent such usage 

altogether without being overly prescriptive about how forward contracts may be used by 

banks for legitimate commercial purposes. 

An indication of the extent to which this device has been used to get around regulations is 

that forward contracts have been used primarily by commercial banks to sell rather than 

buy USDs.  In recent years, forward sales represented about 75-85 per cent of total 

turnover on forward trading (Nguyen Kim Anh and Pham Thi Hoang Anh 2007, p. 71).
56 

Similarly, since the introduction of currency options in 2003, American-style options 

could be used to allow bank customers to obtain USDs by paying the premium and 

immediately exercising the option (Luu Minh Ngoc 2008). Again, it has not been feasible 

for the authorities to anticipate and regulate all aspects of trading, and as a result, there 

have been opportunities for market participants to use currency options to trade USD 

quantities at effectively higher spot rates than ostensibly allowed. 

Continuing Demand for Transactions in the Parallel Market and Increased 

Incentives for Dollarization.   

Even though the parallel market is illegal, the long-running excess demand for USDs 

ensures its continued existence. Anecdotal evidence provided to the author suggests that 

some bank customers have begun to search for and deal with each other directly, often 

with the assistance of commercial banks. Similarly, the system tends to encourage 

businesses that generate revenues in foreign currency to retain such proceeds for their 

                                                 
55 In these cases, the forward contract would be used mainly as a hedge against the risk of illiquidity rather 

than the risk of unfavourable changes in the exchange rate. 

56 Forex swaps could also be used for similar purposes. 
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own future use, or as a hedge against future depreciations of the domestic currency, rather 

than selling them. Thus, illiquidity risk and lack of an active currency swap market 

combine to reinforce incentives for dollarization.   

Inefficiencies Associated with Administered Prices 

Much of what has been described above closely fits the classic textbook analysis of price 

ceilings and excess demand.  From such analysis, it is well-known that activities designed 

to circumvent administered prices involve resources which could have been utilized in 

other activities – activities that are potentially more productive from society’s point of 

view.  Moreover, price ceilings involve deadweight losses to overall wellbeing by 

reducing the quantity traded to below the optimal level.   

At a practical level, it can be seen clearly that in Vietnam’s forex market, the presence of 

a binding upper bound to allowable exchange rates has resulted in added complications 

and costs to businesses.  Further, by reducing the domestic-currency revenues of export-

related businesses, this upper bound disadvantages them in their daily competition for 

resources, to the detriment of the economy’s external balance in the longer term.   

Non-Transparency and Inaccurate Price Signals 

Prolonged periods of excess demand and illiquidity have rendered the market opaque, in 

that many transactions are carried out not at the reported price but at higher prices, and 

information about the latter prices is highly incomplete. An implication of this is that 

exchange rate data that are available from official sources (including the SBV and IMF) 

do not fully reflect market realities. 

Another example of the opaque nature of price signals in this market is the extremely 

narrow bid-ask spreads.  It is clear that, despite their small size, these spreads do not 

translate into low transaction costs.  Instead, they are essentially a by-product of a peg 

regime. Faced with a persistent excess demand for USDs, commercial banks generally try 

to attract supplies by increasing the bid rate, up to the level of the upper bound itself.  At 
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the same time, the ask rate is not allowed to exceed the upper bound. As a result, the gap 

between ask and bid rates often becomes squeezed to zero or near-zero.  (By contrast, 

when the exchange rate is not under strong upward pressure, such as during several days 

at the end of March 2008 and the period August to October 2008, the bid-ask spreads 

may become as large as 0.5-0.7 per cent; see Figures 4.10 and 6.9).   

In any case, for bank customers, the true bid-ask spread is typically far larger than 

indicated by the spread between commercial ask and bid quotes.  Sellers of USDs must 

typically accept the commercial bid rate.  (Sellers of USD cash that has been obtained via 

the parallel market must accept an even lower bid rate.)  By contrast, many buyers of 

USDs must effectively pay at a rate that is materially higher than the commercial ask rate.  

The effective bid-ask spread at times increased to more than 10 per cent (Nguyen Tan 

2008, p. 12).   

Figure 6.9: Allowable Trading Band and Commercial Quoted Bid-Ask Spread,                                     

January 2002 – December 2009 
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 Sources:  Various Decisions by the SBV from 2002 to 2009; the websites of the SBV 

<www.sbv.gov.vn> and Vietcombank <www.vcb.com.vn> (accessed many times during March 

2008 to January 2010); and author’s calculations. 

 

http://www.sbv.gov.vn/
http://www.vcb.com.vn/
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Administrative Measures Playing Catch up with the Market  

From June 2008 up to the time of conducting surveys and interviewing dealers, the SBV 

issued four different official instructions in order to forbid or limit circumventing 

techniques. First, the conduct of VND/USD transactions through a third currency became 

highly popular, until the SBV explicitly banned it in June 2008 (Hai Ly 2008a) by an 

administrative instruction that was supposed to be enforced by the SBV’s inspection on 

the spot and a warning of administrative penalties. Upon the issuance of such a ban, 

commercial banks seemed to move to use forward transactions and other derivative 

products to trade the US dollar at rates above the ceiling rates. In March 2009, this 

technique was also banned by another administrative instruction.
57

 Notably, the SBV 

even instructed commercial banks to definitively stop piloting in offering currency 

options for trading VND/USD.
58

 This then gave rise to the popularity of extra forex 

surcharges. These surcharges exist in different forms such as forex transaction fees, 

payments upon service contracts, commission fees, and fees for cash management. In the 

same vein, these circumventing devices were explicitly forbidden by one more 

administrative instruction a few months later.
59 

  

The above mentioned measures and similar moves to rule out circumventing techniques 

are actions that can be predicted via application of the classic analysis of administered 

pricing. Such analysis also predicts that, just as the administrative framework is 

continually shored up with new and more intrusive regulations, market participants will 

always come up with new and more ingenious ways of beating the system.
60  

                                                 
57 The SBV issued administrative instruction No. 1819/NHNN-QLNH dated 18

th
 March 2009 forbidding 

VND/USD transactions conducted at rates higher than the allowed ceiling rate through the use of derivative 

transactions. 

58 According to Decision 1452/2004/QĐ-NHNN, licensed credit institutions are allowed to transact 

currency options for trading a foreign currency against another foreign currency; some commercial banks 

were allowed, on an individual basis, to offer currency options for trading the Vietnamese dong against the 

US dollar.   

59 Administrative instruction No. 1941/NHNN-QLNH dated 1
st
 July 2009 forbidding the collection of 

fees/charges for trading USDs at rates exceeding the allowed ceiling rate.  

60 The survey of administrative measures adopted to support the stability in the VND/USD rate, and 

banking practices developed to deal with the resultant excess demand for USDs, was current as of 

December 2009. 
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Ultimately, the objectives being pursued by means of the de facto adjustable exchange 

rate peg will be undermined, in that market outcomes are not really what they may appear 

to be.  Business firms that are supposed to benefit from access to relatively cheap foreign 

currency end up effectively paying much higher prices.  Moreover, any moves toward 

deeper official involvement in normal market operations in the short term would be 

contrary to the country’s longer-term goal of allowing market forces to play a greater role 

in economic life. 

6.5 CHAPTER SUMMARY  

In this chapter, a microstructure approach was adopted to analyse the forex market in 

Vietnam.  In essence, this approach sees pricing and other behaviours in a market as 

being heavily influenced by its microstructure, i.e., how it is organized and administered.  

In turn, the author argues, the ways in which Vietnam’s forex market is organized and 

administered have been shaped to a significant extent by how the country conducted its 

exchange rate policy.  Thus, the key to understanding this forex market, especially its 

operational deficiencies, is the recognition that the country’s de facto exchange rate 

regime has essentially been an adjustable peg.  

The analysis in Chapter 4 indicates that the authorities have exhibited a general 

preference for stability in this exchange rate. To support this apparent preference, the 

SBV has had to rely on a number of administrative measures.  In particular, both the 

process of determining exactly what the official exchange rate is on any given day and 

changes in the width of the allowable trading band around it have been used as devices to 

slow down, if not to eliminate, short-term changes in the VND/USD rate.  As a result, on 

about 86 per cent of the trading days, the commercial quotes have been within 0.01 per 

cent of either the upper or the lower bound of the trading band – arguably, an indication 

of an adjustable pegged regime. 

As there has been a general, long-term tendency for this rate to rise (i.e., for the 

Vietnamese dong to depreciate) during much of the study period, the above practice has 

resulted in a persistent but variable gap between the official exchange rate and the true 
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equilibrium rate.  The resultant excess demand for foreign currency means that many 

businesses have been subject to illiquidity risk – i.e., the risk that they may not be able to 

buy foreign currency, even at rates above the commercial quote. 

Like water finding its ways to the sea, circumventing techniques have been developed by 

some market participants to trade above the upper bound of the allowable band.  Such 

circumventing activities increase transaction costs, stimulate the parallel market, and 

encourage dollarization. The artificially low price of foreign currency also represents a 

penalty to export-related businesses. 

For researchers and policy analysts, it is of interest to note that the published exchange 

rate data are not an accurate indication of true market realities, because they do not 

provide an accurate guide to the price signals (including hidden costs) that market 

participants actually receive.  Thus, analyses that assume price-quantity relationships 

proceed as normal, without adjustments for inherent shortcomings in the price (exchange 

rate) data, may prove inadequate. 

This also implies that, whatever the authorities’ economic objectives may be in pursuing 

a stable VND/USD exchange rate, such objectives are being slowly undermined.  To the 

extent that the price of the US dollar (in terms of VNDs) affects market participants’ 

behaviour, it is the true price (including any hidden costs) that really matters, not the 

price implied by the official exchange rate. Market forces are bypassing and moving 

beyond the framework of the current regulation.  

The current administrative setup implies that, at any point in time, future movements in 

the official exchange rate are highly predictable.  This in turn has meant that there is little 

incentive for sophistication in dealing with exchange risk, and accordingly in enhancing 

related skills and capabilities in the forex market.   

Thus, there may have been something of a Catch-22 situation here. On one hand, the 

authorities have often cited the absence of a robust and developed forex market as a 

reason for not being able to proceed more quickly to a flexible exchange rate regime.  Yet 
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from the above analysis, is clear that in the past, stability of the VND/USD rate has acted 

as a retardant on the development of this market.  

Realistically, it can be expected that in terms of national priorities, the objective of 

developing and enhancing the forex market is likely to rank below the objective of, say, 

exchange rate stability for inflation control.  Further, it is possible that both of these 

economic objectives might be ranked below some other objectives – for example, one 

dictated by political or strategic considerations.  Whilst the political economy of such 

choices lies outside the scope of the current analysis, it may have a direct bearing on the 

question of when, and to what extent, greater flexibility might be allowed in the key 

VND/USD exchange rate on an on-going basis.
61 

 In any event, unless and until such a 

permanent increase in exchange rate flexibility occurs, any improvements in the 

functioning and efficiency of the forex market in Vietnam will probably be quite limited. 

The following two Chapters, 7 and 8, will present consolidating findings and analysis 

from data collected from surveys of market participants, which were primarily based on 

the findings presented throughout this chapter.   

 

 

 

 

 

 

 

                                                 
61 By this, the author means to exclude temporary episodes of de facto floating, such as those associated 

with the Asian financial crisis, which tend to end soon after the relevant contingency has passed.  Whether 

the recent increases in exchange rate flexibility (following the global financial crisis) will persist or not is 

an open question. 
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CHAPTER 7                                                                                 

FIELD SURVEY OF FOREX DEALERS 

7.1 INTRODUCTION 

The analysis from Chapter 6 suggests that Vietnam’s forex market development has been 

shaped to a significant extent by the conduct of the country’s exchange rate policy. Since 

the early 1990s, the conduct of Vietnam’s exchange rate policy has been mainly based on 

a number of administrative measures, including the daily setting of the official exchange 

rate and the use of an allowable trading band. The behaviour of the VND/USD rate 

indicates an adjustable pegged regime under a thin buffer of official reserves. The 

implications of such a regime for the forex market’s functioning and development include 

a range of operational deficiencies: lack of interest in derivatives, low turnover, the minor 

role of interbank transactions, a continuing need for the SBV to play a major role in the 

market, and illiquidity risk.   

This chapter reports findings from a survey of forex dealers. It has two objectives. First, it 

reinforces knowledge about the forex market’s characteristics and the role of exchange 

rate policy in the development of this market, which has been gained from the use of 

secondary data. Second, it provides additional updated information about market activity 

during the years 2007-2009. The latter objective is essential given the very real 

probability that Vietnam’s forex market might move quickly, especially after the country 

became a member of the WTO in 2007. This is an important milestone in the process of 

the Vietnamese economy becoming actively integrated into the world economy. These 

objectives were achieved using a questionnaire primarily based on the findings from 

Chapter 6, and following the survey method as described and discussed in Chapter 3. 

This chapter is organized as follows. Section 7.2 outlines the main questions used in the 

questionnaire. Section 7.3 presents the general characteristics of the survey-based sample. 

The next three sections (7.4, 7.5 and 7.6) report findings and analysis of experiences and 

views of forex dealers with respect to: (i) market structure and activities; (ii) market 
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liquidity; and (iii) practice of exchange rate determination. Under each aspect, various 

deficiencies of Vietnam’s forex market are successively presented with survey-based 

evidence. The evidence that the rules and regulations of exchange rate policy have driven 

such deficiencies is pointed out appropriately. Section 7.7 documents forex dealers’ 

views with regard to the issues that might hinder the development of Vietnam’s forex 

market, as well as their suggestions for changes that may help this market to operate more 

satisfactorily and develop further and faster. The final section offers a summary of the 

chapter. 

7.2 OUTLINE OF THE QUESTIONNAIRE 

As shown in Figure 7.1, the questionnaire was based mainly on the implied 

characteristics of Vietnam’s forex market as presented in Chapter 6. First, to consolidate 

and extend our knowledge of the role of interbank trading, the significance of the 

currency pair VND/USD trading and the performance of derivative markets, forex dealers 

were guided to provide information in regards to: (i) share, purposes and strategies of 

interbank trading; (ii) share of VND/USD trading, and (iii) shares and purposes of 

derivative transactions as well as reasons behind the poor performance of derivative 

markets. Second, the issue of market illiquidity was empirically confirmed by asking 

forex dealers to provide: (i) the extent of market illiquidity under three different 

measures; (ii) causes of market illiquidity; and (iii) circumventing activities. Third, the 

stickiness of the VND/USD rate resulting from the operation of an official exchange rate 

and allowable trading band was further scrutinized by asking forex dealers to express 

their views on the relevance of the official exchange rate and the allowable trading band 

in the process of exchange rate determination. Finally, the questionnaire encouraged 

forex dealers to express their views on the issues of Vietnam’s forex market and to 

provide their suggestions for changes that may promote a more satisfactory operation and 

further development for this market. 

The structure and details of the questionnaire are documented in Appendix S.  
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Figure 7.1: Implications of Exchange Rate Policy for Vietnam’s Forex Market                                                                                                                           

and a Survey of Forex Dealers  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: Author 

 

Exchange Rate 

Regime 

Transaction 

costs 

Inaccurate price 

signals 

Incentive for transactions 

in parallel market and 

dollarizations 

Catching-up  

measures 

Economic objectives Non-economic 

objectives 

Circumventing activities 

 

Trading Band Official Exchange 

Rate 

Intervention 

Stickiness of exchange rate 

(high predictability, low volatility, 

potential devaluations) 

Low market turnover 

(minor role for interbank 

transactions) 

Lack of interest in 

derivatives 

Dominant role of the 

SBV in the interbank 

market 

Illiquidity  

risk 

 

Survey of 

forex 

dealers 

 

For exploring experiences and/or views of 

forex dealers in regards to: 

 Interbank trading 

o Market share 

o Purposes 

o Strategies 

 Share of VND/USD trading 

 Derivative transactions 

o Shares 

o Purposes 

o Reasons behind the poor 

performance 

 Market liquidity 

o Extents of market illiquidity 

o Causes of market illiquidity 

o Circumventing activities 

 Stickiness of the VND/USD rate   

 Major issues of the forex market 

 Changes for a more satisfactory 

forex market 

 



 210 

7.3 SAMPLE OVERVIEW 

The distribution of questionnaires, collection of responses and follow-up interviews 

were conducted from February 2010 to May 2010. There were 39 returned 

questionnaires from participating dealers/banks, but only 32 of these were qualified to 

form the final sample. Seven questionnaires were excluded as they were from banks 

licensed after 2007, had insufficient responses or failed to answer key questions. 

Twenty-nine (29) of the returned questionnaires were followed up with interviews.    

Table 7.1 provides a summary of information about the respondents and their 

organizations. Most of the respondents can be viewed as having had extensive 

experience in the area of currency trading. As indicated in Table 7.1(a) and 7.1(b), 94 

per cent of respondents were either managers of the forex dealing room (53 per cent) 

or senior dealers (41 per cent), while 78 per cent had at least three years experience 

working in the area of currency trading. Therefore, the author believes that the 

respondents provided relatively reliable information about the participation of their 

banks in the forex market. Any views or suggestions provided by them would be 

representative of experienced dealers in Vietnam’s forex market.    

As indicated in Table 7.1(c), the structure of the sample is reasonably comparable to 

the structure of the target population. The sample consists of 2 state-owned 

commercial banks, 12 joint-stock banks, 1 joint-venture bank, 2 wholly foreign owned 

banks and 15 foreign bank branches. It has been identified that the sample includes at 

least 7 out of 10 commercial banks that are considered by dealers to be the most 

active banks in Vietnam’s forex market. In the meantime, the majority of non-

participating banks are small and inactive in the forex market. Such a pool of 

commercial banks is, therefore, estimated to cover about 70 per cent of total turnover 

in the forex market. Thus, the sample can be reasonably representative of commercial 

banks in Vietnam’s forex market.
62

 The author is confident that the sample is not 

likely to be biased one way or another. 

                                                 
62 The author also conducted an interview with a staff member from the department of derivative 

products of one more state-owned bank, but this person was not willing to provide all the required 

information in detail, though he expressed confirmation of the general characteristics and issues of 

Vietnam’s forex market as presented throughout Chapters 6, 7 and 8. Further, the author performed in-

depth interviews with a number of forex dealers from several other newly established joint-stock 
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Table 7.1: Information about Respondents and their Banks
 
 

 (1) (2) 

(a)   Respondent’s position 

        Chief/manger of dealing room 17 53% 

        Senior dealer 13 41% 

        Junior dealer  2 6% 

   

(b) Working experience in the area of currency trading 

         1-3 years 7 22% 

         3-5 years 6 19% 

         5-7 years 3 9% 

         More than 7 years 16 50% 

   

(c) Ownership of respondent’s bank 

 Sample Target Population 

        State-owned bank
a/ 2 5 

        Joint-stock bank     12 25 

        Joint venture bank      1 4 

        Wholly foreign-owned bank
b/ 2 3 

         Foreign bank branch 15 23 

                Σ= 32                Σ= 60 

   

(d) Bank’s average daily total forex turnover (USD million) 

        Up to USD 1 million 2 6% 

        Between 1 – 3 10 31% 

        Between 3 – 5 6 19% 

        Between 5 – 7 2 6% 

        Between 7 – 10 3 9% 

        10 million and more 9 28% 

   

(e)    Market share  

        The single most active bank  31%  

        The 7 most active banks 73%  

        The 12 most active banks 79%  
Notes:  

 Panels (a), (b), and (d) reports in column (1) the number of respondents/banks who select the 

listed choices, followed by their corresponding percentages. 

 Panel (c) reports in column (1) the number of banks of the sample under each of the 

ownership categories, followed by the corresponding number in the target population. 

 a/
 The two state-owned commercial banks in the sample were recently transformed into joint-

stock commercial banks by equitizing a small percentage of their equity. 

 b/
 The two wholly foreign owned banks in the sample were foreign bank branches before 

2008.   

                                                                                                                                            
commercial banks or foreign bank branches (these banks were not qualified to be included in the 

population because they were established after 2006). In general, these interviewed dealers also 

expressed their confirmation of the current deficiencies of Vietnam’s forex market.  
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The market activity and share of a commercial bank can be measured by its average 

daily forex trading turnover. As shown in Table 7.1(d), the sample seems to follow a 

bimodal distribution in terms of market activity and share: 12 banks (37 per cent) 

reported having an average daily turnover of less than USD 3 million while 12 banks 

reported having an average daily turnover of more than USD 7 million. Furthermore, 

as indicated in Table 7.1(e), the single most active bank of the sample (and of the 

population) held about 31 per cent of total turnover of the sample while seven most 

active banks held about 73 per cent. This information again supports the 

representativeness of the sample. 

7.4 MARKET STRUCTURE AND ACTIVITIES 

This section presents responses of respondents in regard to interbank trading, share of 

trading in the currency pair VND/USD and transaction types.  

7.4.1 Interbank Trading 

7.4.1.1 Share of Interbank Trading 

Table 7.2 presents the percentages of interbank trading in the total forex turnover of 

banks in the sample. In both years 2007 and 2009, about half of the banks reported the 

volume of their interbank trading with percentages of 30 per cent or less, and about 

one third of banks reported percentages of more than 30 per cent to 50 per cent. The 

number of banks that reported interbank trading with shares of more than 50 per cent 

increased from four in 2007 to seven in 2009. A closer look at the data reveals that 16 

banks (50 per cent) became more active while 12 banks (38 per cent) became less 

active in interbank trading in 2009 (see Table 7.3). Furthermore, most of those banks 

which are considered to be major players reported percentages of their interbank 

trading of 30 per cent or less, while some of those banks which had small market 

shares reported quite high percentages of their interbank trading. On average, 

interbank trading shared about 28 per cent and 35 per cent of total forex trading of the 

sample in 2007 and 2009 respectively. These data suggest a substantial growth in the 

volume of interbank trading during the years 2007-2009 as compared to the preceding 

years, though remaining low by international standards. 
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Table 7.2: Share of Interbank Trading 

 2007 2009 

 Number 

of banks 

Percentage Number 

of banks 

Percentage 

         10% or less 2 6% 5 16% 

         From more than 10% to 20% 8 25% 4 13% 

         From more than 20% to 30% 8 25% 7 22% 

         From more than 30% to 40% 3 9% 6 19% 

         From more than 40% to 50% 7 22% 3 9% 

         More than 50%  4 12% 7 22% 

 

Table 7.3: Changes in the Share of Interbank Trading                                          

between Years 2007 and 2009 (in Percentage Points) 

 Number of banks Percentage 

       Reduction by 30 pp and more 3   9% 

       Reduction by 20 pp to less than 30 pp 4 13% 

       Reduction by 10 pp to less than 20 pp 3  9% 

       Reduction by less than 10 pp 2  6% 

       No change 4 13% 

       Increase by less than 10 pp 3  9% 

       Increase by 10 pp to less than 20 pp 7 22% 

       Increase by 20 pp to less than 30 pp 3  9% 

       Increase by 30 pp and more 3 9% 

Note: pp refers to “percentage point”. 

The presented responses of dealers on interbank trading activities gives rise to three 

questions that need to be clarified in order to grasp the nature of interbank trading as it 

has been recently. First, the strong growth in interbank trading seemed to be contrary 

to the serious illiquidity issue in the VND/USD market, given that this market 

exceptionally dominated other currency pair markets in Vietnam. Second, why did 

nearly half of the banks became less active while the other half became more active in 
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2009? Third, why did the interbank trading of some banks with small market share 

have percentages of more than 60 per cent of their total forex trading turnover? To a 

large extent, the follow-up interviews helped to provide answers to these questions.  

As reported in sub-section 7.5.1, the interbank segment of the forex market was 

virtually illiquid within the allowable trading band for the VND/USD rate most of the 

time during the years 2007 and 2009. Given the significantly dominated share of the 

VND/USD market (as reported in sub-section 7.4.2), the trading volume in the 

interbank market would have been negligible. On the contrary, there was a substantial 

growth in the volume of interbank trading during the years 2007-2009 as compared to 

2006 and earlier years. The clue in understanding this situation is the fact that banks 

could trade at rates outside the allowable trading band for a quite long time, driven by 

orders coming from corporate clients. This was confirmed by all the interviewed 

dealers. To do so, they adopted circumventing techniques which effectively helped 

them to trade with each other despite the previously mentioned serious illiquidity 

problem. For more details about circumventing activities in the interbank market, see 

sub-section 7.5.3.   

The interviews with dealers also helped pinpoint two main reasons why a number of 

banks experienced a reduction in their interbank trading. The first reason was that not 

all commercial banks adopted circumventing techniques. For example, five dealers (of 

those banks with substantial reductions in interbank trading) reported that their banks 

complied strictly with regulations by not trading VND/USD through a third currency 

or by not adopting other circumventing techniques (see sub-section 7.5.3).  The 

second reason was associated with the characteristics of banks’ customer base. For 

example, three dealers mentioned that their banks had a quite small customer base in 

the past; therefore they had to rely on interbank trading to support the requirements of 

corporate customers for foreign exchange. However, as of 2009, these banks could 

substantially balance their source of, and demand for, foreign exchange within their 

customer base, making their interbank trading less active. The proportion of interbank 
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trading of one bank was even reduced from 50 per cent in 2007 to 5 per cent in 

2009.
63 

Those banks that participated more actively in the interbank market in 2009 (with 

substantial increases in interbank trading) could be classified into two categories. One 

category includes four banks with such small customer bases that they were required 

to rely upon interbank trading in order to meet the requirements of corporate 

customers for foreign exchange. The other category includes five banks that either 

considered themselves as key market makers (one large bank and one medium bank) 

or traded to seek profits  apart from providing services to customers (three small 

banks in terms of market share).  

7.4.1.2 Purposes and Strategies in Interbank Trading 

The responses of dealers to the questions regarding purposes and strategies in 

interbank trading contribute to the body of information about the immature 

characteristics of Vietnam’s forex market, as well as the impact of the exchange rate 

regime on the functioning of the market.  With regard to the question about the 

purposes of interbank trading, the dealers were asked to specify the most important 

objective of their banks when trading in the interbank market. They were given a list 

of objectives for selection: (i) buying/selling for meeting requirements of corporate 

customers; (ii) trading to establish their own position; (iii) exploring arbitrage 

opportunities; and (iv) other. As reported in Table 7.4(a), the patterns of responses 

were similar between the two years 2007 and 2009. For both years, 28 of 32 

dealers/banks (88 per cent) reported that their banks participated in the interbank 

market mainly for the purpose of buying and/or selling foreign exchange to meet the 

requirements of corporate customers. The follow-up interviews further confirmed that 

more than 70 per cent of interbank trading volume of most banks was conducted just 

for this purpose. In the meantime, only a few banks (three in 2007 and four in 2009) 

confirmed the second purpose and only one bank considered that it attempted to 

explore arbitrage opportunities in the interbank market in 2007. These responses 

suggest that most banks simply tried to serve the requirements of corporate customers 

within their customer base; they would turn to the interbank market only when they 

                                                 
63 This bank was established in 2006. 
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needed to pass inventory imbalances to other banks. These responses were also 

consistent with the patterns of interbank trading presented earlier. 

Table 7.4: Interbank Trading: Purposes and Strategies 

 2007 2009 

 Number 

of banks 

Percentage Number 

of banks 

Percentage 

(a)  Purpose of interbank trading   

      Meeting requirements of customers 28 88% 28 88% 

      Trading to establish own positions 3 9% 4 12% 

       Exploring arbitrage opportunities 1 3% 0 0% 

       Other 0 0% 0 0% 

                   

(b)  Trading strategy 

       Customer order driven trading 31 97% 29 91% 

       Technical trading 1 3% 0 0% 

        Fundamental analysis 0 0% 3 9% 

        Jobbing 0 0% 0 0% 

With regard to the question on strategies in interbank trading, dealers were asked to 

select the description that best described their banks’ strategy when participating in 

the interbank market. There were four descriptions: (i) customer order driven trading; 

(ii) technical trading; (iii) fundamental analysis; and (iv) jobbing. As shown in Table 

7.4(b), almost all the dealers (31 in 2007 and 29 in 2009) considered that their banks’ 

trading could be characterised as being customer order driven. In 2007, technical 

trading as a strategy was confirmed by one dealer/bank while the other two strategies 

were not selected by any banks. In 2009, fundamental analysis was confirmed as a 

trading strategy by only three dealers/banks while the other two strategies were not 

applied by any banks. This finding is consistent with the purpose of interbank trading 

as presented earlier − that most interbank trading was basically initiated by client-

market orders. 
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The pattern of customer order driven trading applied by banks in Vietnam would tell a 

different story, compared to that documented in the literature on the forex market. 

Customer orders are viewed as exogenous shocks that can give rise to a type of 

trading called “hot potato trading” (Lyons 1997, p. 275).  Hot potato trading is 

described as a process of repeatedly passing inventory imbalances among dealers once 

a dealer receives a customer order (Lyons 1996, 1997).  This process magnifies the 

initial order several-fold, explaining the huge trading volume in the foreign exchange 

market (Cheung and Chinn 2001).  Lyons (1996) has developed a simultaneous trade 

model of the foreign exchange market based on the hot-potato hypothesis and 

provided empirical evidence supportive of this hypothesis. 

The hot-potato hypothesis was, however, not supported by data on Vietnam’s foreign 

exchange market and the responses from the Vietnamese forex dealers. As presented 

in Chapter 6, since the birth of the interbank market in 1994 up to 2006, the share of 

interbank trading was negligible. The responses from dealers as presented earlier 

revealed that the share of interbank trading in 2007 and 2009 was still small by 

international standards. To some extent, this could be attributed to the fact that the 

repeated passing of inventory imbalances could not be conducted given the stability in 

the official exchange rate and the narrow allowable trading band. Instead, commercial 

banks tried to serve the requirements of corporate customers within their customer 

base first. When the exchange rate was under strong pressure to devaluate, most 

commercial banks were on one side of the market and typically were in the position of 

meeting the requirements of their corporate customers only. In order to be able to 

serve the requirements of corporate customers, commercial banks had to conduct 

transactions at rates outside the allowable trading band using circumventing 

techniques. Of course, the illegitimate nature of circumventing techniques prevented 

the dealers from extensively repeating the passing of inventory imbalances. Thus, it 

would be difficult for an initial order to be magnified several-fold, as expected by the 

hot-potato hypothesis.    

7.4.2 Share of Trading in the Currency Pair VND/USD 

Table 7.5 presents approximate shares of the currency pair VND/USD in banks’ total 

forex trading volume. For 2007, the share of this currency pair was reported to be 
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mostly in a range of 80-100 per cent. There were only five banks who reported 

VND/USD trading with shares in a range of 60-80 per cent. For 2009, most banks (26 

of 32 banks) reported decreases in the share of this currency pair. There were five 

banks trading this currency pair with a share of 50 per cent or less. One of these five 

banks even reported a share of only 1 per cent. These five banks were actually those 

banks advising of their compliance with the regulation on the allowable trading band, 

as reported in sub-section 7.4.1.1. On average, banks in the sample traded the 

currency pair VND/USD with a share of 84 per cent and 67 per cent in 2007 and 2009 

respectively.  

Among other currencies, the EUR was reported by the dealers as the second most 

popular traded currency, followed by AUD, JPY, and SGD. Also, according to the 

dealers, the EUR is the currency that was often used as a third currency in conducting 

VND/USD transactions in order to circumvent the regulation on the allowable trading 

band. 

Table 7.5: Share of Trading in the Currency Pair VND/USD 

 2007 2009 

 Number 

of banks 

Percentage Number 

of banks 

Percentage 

        Less than 20% 0 0% 1 3% 

        20% to less than 50% 0 0% 3 9% 

        50% to less than 60% 0 0% 2 6% 

        60% o less than 70% 1 3% 2 6% 

        70% to less than 80% 4 13% 9 28% 

        80% to less than 90% 13 41% 13 41% 

        90% to less than 100% 12 38% 2 6% 

        100% 2 6% 0 0% 

Though there was a reduction in the VND/USD trading at commercial banks, this 

currency pair continued to dominate other currency pairs. The reduction was 

effectively due to the fact that the VND/USD market was illiquid in the allowable 

trading band. In the follow-up interviews, dealers commonly confirmed that there was 

a shift to the use of other currencies in international payment by corporate customers, 
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which contributed to the reduction in the share of VND/USD trading. However, the 

ongoing high share of VND/USD trading in 2009 (67 per cent) again indicates that 

many VND/USD transactions were conducted at rates effectively outside the 

allowable trading band through circumventing activities. 

7.4.3 Spot and Derivative Transactions 

As reported in Tables 7.6 and 7.7, market participants mainly transacted with each 

other through spot transactions. Altogether forex derivative transactions shared on 

average about 13 per cent and 17 per cent of the total trading volume in 2007 and 

2009 respectively. Most banks (29 of 32 banks) reported that they had at times 

conducted these transactions. There were only three banks that had never used any 

derivative product during years 2007 and 2009 (some banks used these products in 

2007, but not in 2009, and vice versa). Among derivative products, forex forwards 

were the most popular with a share of 8 per cent and 9 per cent in 2007 and 2009 

respectively. Forex swaps were traded mainly among commercial banks for the 

purpose of overcoming temporary shortages in VNDs (or managing cash flows in 

different currencies). The share of this type of forex transactions was estimated to be 

about 5 per cent and 8 per cent in the two surveyed years respectively. The share of 

currency options was negligible; only one bank in the sample confirmed that it had 

dealt with this type of forex transactions. The follow-up interviews further revealed 

that two other banks had at times conducted option transactions, but the trading 

volume was negligible and not worth reporting.      

Though the estimated share of derivative products was still quite small by 

international standards, there was a substantial increase in 2007 and 2009, as 

compared to 2006 and earlier years.  Such an increase might have partly been a 

response to the effect of the recent world financial crisis which has brought about 

considerable fluctuation to the forex market. A similar phenomenon was seen in 1998 

when forward transactions had just been introduced, but already accounted for around 

10.6 per cent of total forex market turnover. This was essentially a prompt reaction to 

exchange rate fluctuation during the Asian financial crisis. When such contingency 

passed, the proportion of forward transactions dropped to 2.8 per cent in the following 

year (1999).  Moreover, it is worthwhile to notice that the recent prolonged illiquidity 
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might have also prompted the use of forward transactions as a circumventing 

technique.  

Table 7.6: Shares of Spot and Derivative Transactions at Commercial Banks 

 2007 2009 

 Number 

of banks 

Percentage Number 

of banks 

Percentage 

(a)   Share of spot transactions 

       Less than 50% 0 0% 0 0% 

       50% to less than 60% 1 3% 1 3% 

       60% to less than 70% 0 0% 2 6% 

       70% to less than 80% 5 16% 5 16% 

       80% to  less than 90% 7 22% 6 19% 

       90% to less than 100% 13 41% 12 38% 

       100% 6 19% 6 19% 

 Σ=32  Σ=32  

(b)  Share of forex forward transactions 

       0% 8 25% 7 22% 

       Less than 20% 19 59% 21 66% 

       Between 20-40% 5 16% 4 13% 

       40% and more 0 0% 0 0% 

 Σ=32  Σ=32  

(c)  Share of forex swap transactions 

       0% 14 44% 11 34% 

       Less than 20% 15 47% 18 56% 

       Between 20-40% 3 9% 3 9% 

       40% and more 0 0% 0 0% 

 Σ=32  Σ=32  

(d)  Share of currency options 

       0% 31 97% 31 97% 

       Less than 20% 1 3% 1 3% 

       20% and more 0 0% 0 0% 

 Σ=32  Σ=32  

Table 7.7: Market Structure in terms of Transaction Types 

 2007 2009 

Spot Transaction 87.1% 82.9% 

Derivative Transactions 12.9% 17.1% 

     -  Forward 7.8% 9.0% 

     -  Swap 5.0% 8.0% 

     -  Option  0.2% 0.2% 
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Indeed, if those forward transactions that were conducted to overcome the issue of 

bad liquidity (instead of hedging) were excluded, the share of derivative transactions 

would have been lower. In the follow-up interviews, dealers were asked to report the 

purpose for which corporate customers used forward transactions. Ten out of twenty-

nine dealers interviewed confirmed that forex forward contracts at their banks were 

mainly used for procuring USDs. Other three dealers reported that their corporate 

customers had used forward contracts for both purposes − hedging against exchange 

rate risk and overcoming the issue of serious illiquidity. This fact will be further 

confirmed when reporting responses of dealers to the question asking them about 

solutions that their banks adopted to help corporate customers to meet their forex 

requirements (sub-section 7.5.3).  

7.4.4 Reasons behind the Poor Performance of the Derivative 

Market  

Dealers were asked to share their views on why the forex derivative market in 

Vietnam is not more developed that it is at present. Forex dealers mentioned a variety 

of reasons. Of the 29 forex dealers who were interviewed, 27 commonly indicated that 

regulations had become a barrier to forward trading, in that they tended to create a gap 

between the allowed “ceiling” forward rate and the forward rate that would equate supply 

and demand. To quote some of the interviewed dealers, “the ceiling spot rate is not a 

market-clearing rate, thus the ceiling forward rate” or “due to the regulation on floor 

and ceiling rates, banks could not make pricing for forward contracts; even if corporate 

customers had a demand, banks were not ready to offer”. The second most common view 

was that businesses were not familiar with derivative products (18 dealers). The third 

most common view was that there was low or no demand from corporate customers (15 

dealers). Interestingly, when commenting on the reasons for low/no demand for derivative 

products, dealers normally pointed to the practice of a peg exchange rate regime: “in the 

past, the Vietnamese dong was pegged to the US dollar (too stable), not encouraging 

businesses to use derivative products” or “having experienced a stability in the 

VND/USD rate for a long period, market participants believed that the exchange rate 

would be stable again after a devaluation, and that the SBV will intervene in the forex 

market aiming at stabilizing the VND/USD rate”. 
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Other less common, but not less important, views include: (i) illiquid market, one-way 

market and market imbalance (9 dealers); (ii) commercial banks were not really ready to 

offer derivative products (6 dealers); (iii) high forward rates and high option premium (6 

dealers); (iv) the SBV lacks ability in developing and managing derivative products (6 

dealers); (v) no clear guidance for conducting derivative products (6 dealers); (vi) 

inappropriate interference by the SBV (2 dealers). Some of these views appear to 

originate from the operation of a peg regime. For example, the stickiness in the exchange 

rate gave rise to a one-way market and illiquidity issue. An offer of a derivative product 

(such as a forward contract) may require commercial banks to open and close forex 

positions. However, it would be difficult for these operations to be conducted in an 

illiquid market.        

7.5 MARKET LIQUIDITY  

This section presents responses of forex dealers to questions on market liquidity such as: 

(i) the extent of market illiquidity; (ii) reasons behind market illiquidity; and (iii) 

circumventing techniques.  

7.5.1 Extent of Market Illiquidity 

There were three questions on market liquidity, leading to three measures of market 

liquidity. The first measure was obtained by asking dealers to indicate how often their 

banks were unready to make two-way quotations for VND/USD trading within the 

allowable trading band in the interbank market. The frequencies were estimated by 

respondents in percentage terms, e.g. 0 per cent for “never”, 50 per cent for “about 50 

per cent of the time”, and 100 per cent for “always”.  

As indicated in Table 7.8(a), in 2007, only one bank was always ready to make two-

way quotations for VND/USD trading while all other banks were not ready to do so at 

different frequencies. About one third of banks were not ready to offer two-way 

quotations for about 40 per cent to less than 60 per cent of the time. The remaining 

banks fell quite evenly into other ranges. In 2009, the situation seemed to be worse as 

most banks (24 of 32 banks) reported that they were always unready to offer two-way 

quotations. Only four banks were of the range from 40 per cent to less than 60 per 

cent of the time and the other four banks in the range from 80 per cent to less than 100 
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per cent. On average, commercial banks in the sample were not ready to make two-

way quotations within the allowable trading band for VND/USD trading in the 

interbank market for about 50 per cent of the time in 2007. For 2009, the 

corresponding figure is estimated to be about 92 per cent. It is confirmed with the 

Wilcoxon signed-rank test at the 5 per cent significance level that commercial banks 

became more reluctant to make two-way quotations within the allowable trading band 

in 2009 (see Table T1 in Appendix T).  

The second measure considers the extent to which commercial banks were unwilling 

to sell USDs at the quoted rates in the client market. As presented in Table 7.8(b), in 

2009 commercial banks found it increasingly difficult to sell USDs at the quoted rates 

compared to 2007. On average, commercial banks were unwilling to sell USDs at the 

quoted rates for about 19 per cent and 79 per cent of the time in 2007 and 2009 

respectively. Again, the use of Wilcoxon signed-rank test with the 5 per cent 

significance level confirms a significant difference in the willingness to sell USDs 

between the two years (see Table T1 in Appendix T).   

The results of the two presented measures of market liquidity are ostensibly not 

aligned with each other. During 2007, commercial banks were not ready to make two-

way quotations within the allowable trading band for VND/USD trading in the 

interbank market for about 50 per cent of the time, while they were not willing to sell 

USDs at the quoted rate in the client market for only about 19 per cent of the time. 

However, these figures are consistent with the immature characteristics of Vietnam’s 

forex market as well as with the actual market movements. First, as presented earlier, 

commercial banks tended to concentrate on providing services to corporate customers 

and balance sources of foreign exchange within their customer base. They would have 

turned to the interbank market only when they found it necessary to transfer 

imbalances to other banks. Second, there was a surge in capital inflows that resulted 

in an excess supply in late 2007 which lasted several months up to March 2008. 

During this period, exporters faced the issue of bad liquidity, in that commercial 

banks were not willing to purchase USDs at the floor rates; they were even forced to 

sell USDs at rates lower than the allowed floor rates. This also means that, during this 

period, commercial banks were not ready to buy USDs at rates quoted within the 

allowable trading band in the interbank market, but were willing to sell. 
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Similarly, during 2009, though commercial banks were almost never ready to make 

two-way VND/USD quotations within the allowable trading band in the interbank 

market due to strong devaluation pressures (not ready for about 92 per cent of the 

time), they were unwilling to sell USDs at the quoted rates in the client market for 

about 79 per cent of the time. The follow-up interviews helped shed light on this 

difference.  First, dealers mentioned that those transactions that were in connection 

with strategic or essential imported goods might have been supported by the SBV at 

the quoted rates, though it took time to apply for any support from the SBV due to 

paper work, and the support was only partial. Second, some dealers reported that their 

banks were “willing” to sell USDs to customers at the allowed upper rates in order to 

maintain their long-term and traditional relationship with customers even though they 

had to buy USDs at the “market-clearing” higher rates in the interbank market. Thus, 

there was some time during 2009 that commercial banks were still willing to sell 

USDs to corporate customers at the allowed quoted rates, but they were not ready to 

make two-way quotations in the interbank market.  

The third measure is based on the assessments of liquidity level in general provided 

by forex dealers.
64 

Forex dealers were asked to assess the liquidity level of the forex 

market for the years 2007 and 2009 using 5-level Likert scale (with 1 indicating an 

extremely poor liquidity level and 5 a very good liquidity level). As a guide for 

dealers to answer the question, a definition of a liquid forex market was given: “a 

liquid forex market is a market with a high level of trading activities such that a large 

volume of trades can be immediately executed with minimum effect on price”.  As 

presented in Table 7.8(c), the responses indicated a clear trend towards a less liquid 

market between 2007 and 2009. On average, the market was assessed to be 3.2 (close 

to “neither good nor poor”) for year 2007 while it was only 2.2 (close to “rather 

poor”) for year 2009. The clear trend towards a less liquid market is also confirmed 

by using the Wilcoxon signed-rank test at the 5 per cent significance level (see Table 

T1 in Appendix T). 

                                                 
64 In the follow-up interviews, dealers were clearly advised to consider the market as being operated 

under the circumstances that they could find it possible to transact with each other, when necessary, 

even at rates outside the allowable trading band using circumventing techniques. 
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The third measure of market liquidity suggests that circumventing techniques did not 

help improve market liquidity. Again, the follow-up interviews helped explain this 

situation. According to forex dealers, transactions could be conducted at more flexible 

rates, but circumventing techniques made transactions complicated and time 

consuming. For example, a VND/USD transaction made through a third currency 

would certainly involve an arrangement among three related parties. Large 

transactions might have not been easily conducted because of a small-size market. 

Mentioning this feature, a dealer said, “if there is a need to conduct large 

transactions, the initiated bank has to contact many other banks”. Further, in the 

interbank market, the VND/USD rate could not be officially quoted (as it was outside 

the allowable trading band). Instead, it was quoted through a third currency or roughly 

quoted at levels only, which induced a need to confirm the actually applied rates. The 

market also became less liquid due to the fact that not all commercial banks followed 

the game, or a number of banks just focused on the client market. Several banks that 

had previously been quite active in using circumventing techniques withdrew 

themselves from the market when bans on such techniques were enforced. Last but 

not least, circumventing techniques were subject to random inspections from the SBV.          

Table 7.8: Three Measures of Vietnam’ Forex Market Liquidity 

 2007 2009 

 
Number of 

banks 
Percentage 

Number of 

banks 
Percentage 

(a) Not ready to make quotations for VND/USD in the interbank market 

     Always ready 1 3% 0 0% 

     Less than 20%  of the time 5 16% 0 0% 

     20% to less than 40%  of the time 4 13% 0 0% 

     40% to less than 60%  of the time 11 34% 4 13% 

     60% to less than 80%  of the time 3 9% 0 0% 

     80% to less than 100% of the time 5 16% 4 13% 

     100%  of the time 3 9% 24 75% 

               Σ=32  Σ=32  
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Table 7.8: Three Measures of Vietnam’s Forex Market Liquidity (continued) 

 2007 2009 

 
Number of 

banks 
Percentage 

Number of 

banks 
Percentage 

 (b) Unwilling to sell USDs at the quoted rate in the client market  

     Always ready 8 25% 0 0% 

     Less than 20% of the time 8 25% 0 0% 

     20% to less than 40% of the time 11 34% 0 0% 

     40% to less than 60%  of the time 4 13% 8 25% 

     60% to less than 80%  of the time 1 3% 4 13% 

     80% to less than 100% of the time 0 0% 11 34% 

     100%  of the time 0 0% 9 28% 

 Σ=32  Σ=32  

(c) Assessment of market liquidity 

     Extremely poor 0 0% 8 25% 

     Poor 7 22% 13 41% 

     Neither good nor poor 14 44% 7 22% 

     Fairly good 10 31% 4 13% 

     Very good 1 3% 0 0% 

 Σ=32  Σ=32  

7.5.2 Reasons behind Market Illiquidity 

Dealers were asked to provide reasons for being not ready to make VND/USD two-

way quotations “officially” in the interbank market. As expected, of 32 surveyed 

dealers/banks, 28 commonly shared the view that they could not make two-way 

quotations because the market was not liquid within the allowable trading band. They 

expressed this view in a number of different ways: 

 “Because the market-clearing rate was higher than the allowed ceiling rate, there 

was no source for transactions if making two-way quotations.” 

 “The market-clearing rate was outside the trading band.” 



 227 

 “It was impossible to deal within the trading band.” 

 “The VND/USD rate was not allowed to be decided by the market.” 

 “There was no source for interbank dealing at the ceiling rate.” 

 “There was no liquidity at the ceiling rate while there was no support from the 

SBV.” 

 “The SBV did not intervene to bring the market-clearing rate back to the trading 

band.”  

 “Market participants were on the same side of the market.” 

 “There was one-way movement in the exchange rate while being constrained by 

the ceiling rate.” 

 “When supply is scarce, banks bid only.” 

Dealers also mentioned several other reasons such as: (i) having a squared or desired 

position or already full open position (8 dealers); (ii) concentrating on buying and 

selling within the bank’s customer base (3 dealers); (iii) newly established banks (2 

dealers); (iv) small size transactions (1 dealer); (v) not sure about the market and price 

(1 dealer); and (vi) if there were rumours about the possibility of widening the trading 

band or devaluation (1 dealer). 

7.5.3 Circumventing Techniques  

7.5.3.1 Circumventing Techniques in the Interbank Market 

Circumventing techniques became part of trading activities in Vietnam’s forex market 

when the market was not liquid within the allowable trading band (otherwise the 

market would be frozen). In the follow-up interviews, dealers disclosed that the use of 

a third currency (with an arrangement among three parties) for VND/USD 

transactions was the main circumventing technique in the interbank market. Of the 29 

dealers interviewed, 24 confirmed the use of this technique at their banks, though the 

frequencies were different across banks. Of these 24 dealers, 14 considered it to be the 
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most popular circumventing technique when trading in the interbank market. Five 

dealers mentioned that their banks rarely applied this technique; “if it was applied at 

times, it was only to meet the requirements of businesses”. 

Forex dealers (commercial banks) usually arranged VND/USD transactions through a 

third currency such as the euro (EUR) or the Japanese yen (JPY).
65

 Previously, such a 

transaction arrangement had only been conducted between two banks.  Since the ban 

on trading through a third currency came into force in June 2008, banks then involved 

a third party in any VND/USD transaction that needed to be conducted through a third 

currency. VND/USD transactions then became more complicated, but were not easy 

for the monetary authority to identify.   

Interestingly, a short television documentary broadcast in February 2010 raised this 

circumventing technique, concluding that this practice would have brought earnings to 

foreign bank branches while end-users continued to suffer high VND/USD rates. 

Commenting on this television documentary, some of the interviewed dealers were of 

the opinion that “the participation of foreign bank branches contributed to the 

promotion of market liquidity”. Any income they could earn from such transactions 

was negligible, just one or two exchange rate points/pips per dollar traded.  

The interviewed dealers also reported other less frequently used circumventing 

techniques. Commercial banks might arrange for VND/USD transactions to be 

contracted at the allowed ceiling rates, but the difference (between the truly applied 

rate and the allowed ceiling rate) was compensated through other transactions. It 

might be an adjustment to the interest rates applied to interbank deposits/loans (2 

dealers) or an adjustment to the price agreed upon in a gold contract (2 dealers). 

Commercial banks might use an open account (similar to the open account payment 

method used in foreign trade) to record liability of payment for any exchange rate 

differences arising among themselves (1 dealer). 

Thus, the reported circumventing techniques effectively helped commercial banks to 

trade with each other despite serious illiquidity (due to the existence of the allowable 

                                                 
65  If transactions in the interbank market as per their prima-facie forms were taken into consideration, 

the trading volume would be exaggeratedly reported. 
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trading band), contributing to an explanation of why the share of interbank trading 

substantially increased in the years 2007 and 2009.  

Though circumventing activities, in particular the use of a third currency in trading 

the currency pair VND/USD, were popular, five dealers claimed that their  banks  

have strictly complied with regulations by not trading VND/USD through a third 

currency since the ban on it was enforced by the SBV in June 2008.  Instead, they 

shifted to trade other foreign currency pairs if any (for example, USD/EUR or 

JPY/USD). Interestingly, some of these banks had at times played an active role in the 

interbank market using the third currency technique. This information helped explain 

why their interbank trading volumes were substantially reduced in 2009 as compared 

to that in 2007, making them less active in interbank trading (see sub-section 7.4.1.1). 

Though not confirmed explicitly, some of these banks appeared to play a third party 

role in VND/USD transactions using a third currency.  One dealer mentioned that 

when trading other currency pairs in the interbank market, he knew which transactions 

originated from VND/USD transactions though he did not confirm the bank’s 

involvement in such VND/USD trading arrangements. 

7.5.3.2 Circumventing Techniques in the Client Market 

In order to ascertain the popularity of contemporaneous circumventing techniques in 

the client market, dealers were asked to provide solutions that their banks adopted to 

help clients meet their forex requirements when VND/USD transactions could not be 

conducted at the quoted rates. Among the techniques provided, collecting fees and 

compensating through interest rates seemed to be the most popular. Both techniques 

were confirmed by 13 out of 29 dealers. The use of derivative products (mainly 

forward contracts) seemed to be the second most popular, as confirmed by 10 out of 

29 dealers. Other techniques included maintaining an open account to record debt, 

setting up a service package for traditional customers, cash payment for differences 

and compensation through the price of gold. Interestingly, 8 of 29 dealers expressed 

their confirmation about the use of a third currency (with more sophisticated 

arrangements), but noted its rarity nowadays. One “solution” that might give rise to an 

abnormal feature to the operation of a traditional forex market was that commercial 
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banks introduced sellers to buyers to negotiate between themselves. This solution was 

confirmed by 11 out of 29 dealers.  

It is interesting to note that the use of a third currency became less popular in the 

client market while it was a dominating circumventing technique in the interbank 

market. This reflects the operational differences between the two market segments. 

Previously, the use of a third currency (between two parties) had been quite a popular 

technique in the forex market – in the interbank market as well as in the client market. 

Since the ban was enforced in June 2008, market participants shifted to the use of a 

third currency with the involvement of three parties in order to make it difficult for the 

monetary authority to identify the circumventing activities. However, technically it 

was easier to conduct in the interbank segment than in the client segment of the forex 

market.  

The responses from dealers suggest that circumventing techniques were continually 

used in spite of the banning instructions. Those simple forms (that could be easily 

identified as circumventing techniques by their obvious nature) might be no longer 

applied, but they were transformed into more complicated forms given the inherent 

complexity of sophisticated forex transactions and banking services. As mentioned 

earlier, also based on “a third currency technique”, a VND/USD transaction could be 

designed in different ways. In general, market participants could always find new 

techniques to overcome the illiquidity issue.  

7.6 RELEVANCE OF THE OFFICIAL EXCHANGE RATE AND 

THE ALLOWABLE TRADING BAND 

Three questions were used to explore views of dealers on the relevance of the official 

exchange rate and the allowable trading band in the process of exchange rate 

determination. The first question asked dealers if they agreed or disagreed with the 

following statement: “the regulation on the announced official VND/USD rate and 

the allowable trading band induces a gap between the quoted rate and the actually 

applied rate at your bank.” This question was in place to confirm the extent to which 

the regulations on exchange rate setting might not be relevant to the contemporary 

market conditions. It was also used to confirm the practice in which commercial 
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banks might have to quote the VND/USD rate in compliance with the regulation, but 

they might not be ready to trade at that quoted rate.  

As shown in Table 7.9(a), the majority of dealers of the sample agreed with the 

statement. For 2007, of 32 surveyed dealers, 19 expressed (or strongly expressed) 

their agreement while only 4 expressed their disagreement; the remaining 9 dealers 

did not provide any view. For 2009, five more dealers (making a total of 24 dealers) 

expressed their agreement while only two expressed their disagreement; and six 

dealers had neutral answers. Those dealers that disagreed or provided neutral answers 

might believe that they complied with the regulation or they simply withdrew from 

the market. 

More concretely, the second question asked dealers to assess the extent to which the 

announced official VND/USD rate reflects the true market-clearing rate. The 

responses are presented in Table 7.9(b). For 2007, dealers either believed that the 

announced official VND/USD rate did not reflect the market-clearing rate well (14 

dealers) or provided neutral answers (13 dealers). Only five dealers considered that 

the announced official VND/USD rate reflected the market-clearing rate well or very 

well. For 2009, five more dealers (making a total of 19 dealers) held the view that the 

announced official VND/USD rate reflected the market clearing rate poorly (or rather 

poorly). Only two dealers expressed the opposite view and five dealers provided 

neutral answers. Thus, in the view of many dealers, the announced official rate tended 

to respond slowly to changes in the market conditions. 

The third question asked dealers if they agreed or disagreed with the view that the 

announced official exchange rate was actually the average rate in the interbank market 

on the preceding banking day. This question was in place in order to test if it was true, 

as claimed by the State Bank of Vietnam. As indicated in Table 7.9(c), no dealer 

agreed with the statement. For 2007, twenty-five dealers disagreed or strongly 

disagreed with the statement while only seven dealers gave neutral answers. For 2009, 

five more dealers (making a total of 30 dealers) disagreed or strongly disagreed while 

only two dealers selected neutral answers. This perception common to dealers again 

pointed to the reality that there was virtually no fundamental linkage between the 

official exchange rate and what was going on in the market. Thus the exchange rate 
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determination mechanism was purely technical or administrative rather than being 

market driven, resulting in the stickiness of the VND/USD rate as presented in 

Chapter 6. 

Table 7.9: Dealers’ Perception about the Mechanism of                             

Exchange Rate Determination 

 2007 2009 

 Number 

of banks 

Percentage Number 

of banks 

Percentage 

(a) The regulation induced a gap between the quoted VND/USD rate and the applied  

VND/USD rate 

      Strongly disagree 0 0% 1 3% 

      Disagree 4 13% 1 3% 

      Neutral 9 28% 6 19% 

      Agree 18 56% 21 60% 

      Strongly agree 1 3% 3 10% 

               Σ=32  Σ=32  

(b) The extent that the announced official VND/USD rate reflects the market-clearing 

rate 

      Very poorly 4 13% 9 28% 

      Rather poorly 10 31% 16 50% 

      Neither well nor poorly 13 41% 5 16% 

      Rather well 4 13% 2 6% 

      Very well 1 3% 0 0% 

 Σ=32  Σ=32  

(c) The announced official rate is the average in the interbank market on the preceding 

banking day 

      Strongly disagree 10 31% 12 38% 

      Disagree 15 47% 18 56% 

      Neutral 7 22% 2 6% 

      Agree 0 0% 0 0% 

      Strongly agree 0 0% 0 0% 

 Σ=32  Σ=32  
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7.7 OVERALL ISSUES AND SUGGESTIONS 

7.7.1 Overall Issues 

Dealers were invited to indicate major issues that prevented the forex market in 

Vietnam from operating more satisfactorily and/or from developing further and faster. 

First, as expected, most dealers (27 of 32 dealers) expressed their concern about the 

operation of the forex market under a rigid exchange rate regime with the use of 

administrative tools and no appropriate intervention. The following are several typical 

expressions for this concern: 

 “The exchange rate has not been allowed to be flexible, but tightly and rigidly 

controlled instead.” 

 “Exchange rate policy has been rigidly managed; it has not responded to market 

conditions in a timely and consistent manner.” 

 “Policies run after developments in the market, giving rise to a clear market trend 

and herding speculation.”   

 “Regulations with administrative tools have created barriers for the operation of 

the forex market; the market has been distorted.”  

 “Given the rigid exchange rate and high inflation rates, people lost confidence in 

the value of VND.” 

 “The floor-ceiling mechanism does not reflect market reality.” 

 “The market has been administratively controlled while there has been no 

appropriate intervention to defend the target exchange rate.”  

 “The market has been imposed by administrative tools rather than being driven by 

market forces.”  

 “The regulation on trading band and official exchange rate has created a gap 

between the quoted rate and the actual rate, not reflecting the reality in the 

market.” 
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 “The rigid exchange rate regime has given rise to the existence of many markets 

within the forex market.” 

 “The SBV could not intervene in the market in a timely manner to remove excess 

demand, giving rise to speculation and hoarding activities.” 

 “The SBV has not acted appropriately as the last-resort seller/buyer; in the case 

of a foreign exchange shortage, only those banks that have been in short positions 

of more than 5 per cent of their capital could ask the SBV for support; however, 

the support from the SBV is piecemeal and subject to the list of essential goods.” 

 “The SBV has not acted appropriately as the last-resort seller/buyer; requiring 

banks to sell USDs to businesses, however, the SBV only had consideration for  

those banks that were in short positions of 5 per cent  or more of their total legal 

capital to submit applications for support from the SBV.” 

Another two common concerns were inconsistent and non-transparent policy 

responses (15 dealers) and market imbalance and weak official forex reserves (15 

dealers).  The former concern seemingly emanated from the use of what might be 

described as “moral suasion” or “talking up the Vietnamese dong”, which was 

discussed in Chapter 6.  It could be also considered as a signal that public 

confidence in the capability of stabilizing the forex market was undermined. The 

following quotes offer typical expressions with regards to inconsistent and non-

transparent policy responses: 

 “Announcements by the government officials have been inconsistent, even 

contrary to their actions; as a result, market participants have lost their 

confidence in the SBV’s policy.” 

 “Exchange rate policy has not been consistent; it changed unexpectedly and 

could not catch up movements in the market.” 

 “Inconsistent and non-transparent policies have made market participants lose 

confidence in the ability of the SBV to manage the forex market.” 



 235 

 “Inconsistent and non-transparent policies have brought about a situation of 

‘panic stations’ to the market.” 

 “Non-transparent policies have given rise to abnormal rumours, inducing 

instability in the market.” 

 “Exchange rate policy has not been consistent, making market participants lose 

their confidence in the value of the Vietnamese dong.” 

The latter concern (about market imbalance and weak forex reserves) could be viewed 

as the reason why the SBV was unable to intervene in the market on a long-term basis 

and responded by inconsistent and non-transparent policy actions. On the other hand, 

market imbalance and weak official forex reserves might be seen also as a 

consequence of a rigidly crawling peg regime. When the exchange rate did not reflect 

the interaction of market forces and was artificially kept lower than its intrinsic value, 

supply would have dried up quickly, inducing market imbalance. As the SBV 

intervened, the country’s official forex reserves quickly became exhausted and it soon 

realised that there was no possibility of further intervention. Market illiquidity was 

then a clearly seen phenomenon accompanied with inconsistent and non-transparent 

policy responses. 

Dealers also pointed to a number of other less common issues such as: (i) 

psychological factors (8 dealers); (ii) speculation activities (5 dealers); (iii) existence 

of large parallel market premium; (iv) the SBV did not play the role of a central bank 

well (32 dealers); (v) no clear framework for developing derivative products (2 

dealers); (vi) the market was distorted (1 dealer); (vii) market participants relied on 

the SBV’s policy (1 dealer); (viii) the existence of the black market and/or gold 

smuggling (1 dealer); (ix) the market lacked professionalism (1 dealer); (x) 

regulations were not strictly enforceable (1 dealer).  However, a closer look at these 

issues shows that many of these issues essentially were by-products of a rigidly 

crawling peg regime. 
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7.7.2 Suggestions 

Dealers were asked to suggest changes that may help the forex market operate more 

satisfactorily and develop further and faster. Responses to this question were in 

general consistent with those to the question on the issues of the forex market. 

According to most dealers (25 out of 32 dealers), an exchange rate policy that is 

flexible, consistent, transparent and gives clear guidance would be supportive of the 

satisfactory operation and development of the forex market. More concretely, nine 

dealers (of these 25 dealers) considered the need to remove the gap between the 

quoted rate and the actually applied rate, and tended to perceive that a more flexible 

regime would help remove such a gap when they pointed to solutions such as: “the 

trading band should be removed and exchange rate policy should reflect economic 

activities”; “the trading band should be widened and the official exchange rate 

should reflect the market-clearing rate and the interaction of market forces”; “the 

trading band should be widened or the exchange rate should be freely determined by 

market forces”. It is clear from the earlier analyses that the existence of an exchange 

rate gap caused a number of successive deficiencies in the forex market. Therefore, 

this consideration is a natural response of dealers when observing and perceiving such 

a phenomenon in the market.   

A number of dealers saw the need for the enhancement of the country’s forex reserve 

and for timely forex intervention on the part of the SBV (11 dealers). Given the 

emphasis on the stability in the VND/USD rate, this view is rational because forex 

intervention by the central bank is an important and inherent element of a fixed or 

quasi-fixed exchange rate regime. However, as analysed in Chapter 6 and in the 

preceding sections of this chapter, it has not been easy for the SBV to fully meet the 

excess demand for USDs on a sustainable basis. 

Other less common suggestions were either provisionally administrative measures or 

measures with a medium-term/long-term perspective. Each of these suggestions was 

provided only by one to three dealers. The administrative measures include: (i) 

imposing forex surrender requirements; (ii) prohibiting transactions in the parallel 

market or adopting stricter penalties on such transactions; (iii) closing gold exchange 

floors. These measures were suggested with a belief that they could induce changes in 



 237 

the relative balance between supply and demand or reduce the negative effects from 

the parallel market. In reality, these measures were to a certain extent adopted, but the 

expected outcome remains to be seen. In the meantime, some of the measures were 

not consistent with longer-term efforts to allow market forces to play a greater role in 

the economy. 

The measures said to be of a medium-term/long-term perspective include: (i) creating 

key market-makers; (iv) promoting the use of derivative products; (ii) increasing 

labour productivity and increasing the proportion of highly value-added products in 

exports; and (iii) making changes in the structure of the economy in order to reduce 

the structural trade deficit. The first two measures are needed for a more flexible 

regime, but they have actually been constrained by the practice of a crawling peg 

regime in Vietnam (as presented in sections 7.4 and 7.5). The two other measures 

address the chronic weakness of the Vietnamese economy, which is trade deficit. By 

nature, they are really supportive of the improvement in the trade balance of Vietnam 

in the long-term, so helping increase supply for the forex market. Thus, they are 

positive factors for the operation of the forex market whether it is regulated by the 

rules of a peg or a more flexible regime. Indeed, these measures require a synergy of 

many appropriate macroeconomic policies as well as the efforts of businesses. 

7.8 CHAPTER SUMMARY 

This chapter reported the findings and analysis based on the data collected from a 

survey of forex dealers. The questionnaire was designed in order to obtain and 

consolidate information about market structure and activities, reasons why the 

derivative markets performed poorly, and market illiquidity and circumventing 

activities.  The questionnaire also devoted several questions inviting forex dealers to 

express their perceptions about the practice of exchange rate determination and to 

provide their views on the issues that prevented Vietnam’s forex market from 

operating satisfactorily, as well as their suggestions for changes that may be 

supportive of a better performance of Vietnam’s forex market.  

In general, the presented findings are consistent with and supportive of those findings 

generated in Chapter 6 (implications drawn from the author’s analysis in regards to 
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how the conduct of exchange rate policy might have impacted on the operation of 

Vietnam’s forex market). First, the years 2007 and 2009 witnessed a substantial 

growth in interbank trading volume, compared to the preceding years; however, it still 

remained low by international standards. Commercial banks traded in the interbank 

market mainly to meet the requirements of their corporate customers. Given the 

regulations on the official exchange rate and the allowable trading band, combined 

with the long-term depreciating trend of the Vietnamese dong, the significant 

dominance of the customer order driven trading strategy did not lead to the repeated 

passing of inventory imbalance among dealers, as predicted by the hot-potato 

hypothesis.  

Second, the currency pair VND/USD dominated with a share of 84 per cent and 67 

per cent in the years 2007 and 2009 respectively. This means that when the 

VND/USD market became seriously illiquid due to the regulations on the official 

exchange rate and the allowable trading band, it was inevitable for market participants 

to rely on circumventing techniques.  

Third, the share of derivative products was really small by international standards. 

The derivative transactions were to a certain extent used to overcome the issue of 

illiquidity in the VND/USD transactions rather than to hedge against exchange rate 

risk. The answers of dealers revealed that the practice of a peg regime through the 

regulations on the official exchange rate and the allowable trading band, to a large 

extent prevented commercial banks from being active market-makers in the forward 

market as well as discouraged businesses from applying hedging tools. 

Fourth, the three measures of market liquidity commonly provided a confirmation of 

the issue of illiquidity, especially for the year 2009. The most common reason 

mentioned by dealers was that the market was simply not liquid within the allowable 

trading band. It is also agreed that the official exchange rate was not the average rate 

in the interbank market on the preceding banking day, or it did not reflect the true 

market-clearing rate, especially during 2009. The dealers also commonly agreed that 

the current regulations on exchange rate setting often created a gap between the 

quoted rate and the actually applied rate at commercial banks. This is also an indirect 

confirmation of the popularity of circumventing techniques. 
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Fifth, the responses strongly confirmed the practice of circumventing techniques 

given the market illiquidity within the allowable trading band for VND/USD 

transactions. In the interbank market, the use of a third currency with an arrangement 

among three parties became the most popular circumventing technique. In the client 

market, circumventing techniques became more versatile. It seems that the authorities 

were not successful in curtailing circumventing techniques; as soon as one 

circumventing technique was banned, other techniques would quickly emerge.  In 

other words, it was not easy to administratively control the VND/USD rate, given the 

free float in other exchange rates and the introduction of sophisticated financial 

transactions. 

The presented findings can be taken as strong evidence of how the conduct of 

exchange rate policy influenced the operation and development of Vietnam’s foreign 

exchange market. The views of dealers, experienced practitioners, on the issues that 

prevented Vietnam’s forex market from operating satisfactorily and/or from 

developing further and faster, further consolidated these findings.  According to the 

dealers, the main issue was associated with an adjustable peg regime, which was run 

with the use of administrative tools and no appropriate intervention. Given such a 

view, most dealers suggested that the exchange rate policy should be flexible, 

consistent, and transparent and give clear guidance. Otherwise (if the current practice 

of exchange rate regime remains) the SBV should intervene in the market on a 

sustainable basis using market instruments. However, given the low level of forex 

reserves and the prolonged depreciating trend of the Vietnamese dong, such forex 

intervention may not be realistic, as it always proved short-lived and had to be 

accompanied by inefficient administrative measures. 
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CHAPTER 8                                                                         

FIELD SURVEY OF EXPORT-IMPORT COMPANIES 

8.1 INTRODUCTION 

This chapter reports findings and analysis of data collected from a survey of export 

and/or import companies (export-import companies). The objective is to shed light on 

experiences and views of export-import companies with regards to the operation of 

Vietnam’s forex market, thus further confirming and consolidating the findings 

obtained in Chapters 6 and 7 about the characteristics and issues of Vietnam’s forex 

market. To achieve this objective, the questionnaire was designed based on the 

findings from Chapter 6 and the collection of data was subjected to the survey method 

described in Chapter 3.   

The chapter is organized as follows. Section 8.2 outlines the questionnaire that was 

used to explore the experiences and views of export-import companies in conducting 

forex transactions with commercial banks. Section 8.3 provides an overview of the 

final sample in order to appreciate the extent to which it could be considered as a 

representative of the target population. The next three sections (8.4, 8.5, and 8.6) 

present findings and analysis in terms of the experiences of export-import companies 

in regard to: (i) the structure of forex transactions and the way they used their export 

proceeds; (ii) market illiquidity; and (iii) exchange rate risk and hedging tools. Section 

8.7 reports export-import companies’ views with regards to the problems of 

Vietnam’s forex market and their suggestions for this market to operate satisfactorily 

and develop more. The final section summarises the chapter.   

8.2 OUTLINE OF THE QUESTIONNAIRE  

As indicated in Figure 8.1, in the survey an emphasis was placed on exploring the 

export-import companies’ experiences with regards to the structure of the client 

market in terms of transaction types, their decisions in using export proceeds, liquidity 

issue, circumventing activities, and the use of derivative products for hedging against 

exchange rate risk during the years 2007 and 2009. The questionnaire also invited 
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export-import companies to express their overall assessment of the forex market and 

their preferences for changes if any. In particular, the survey was used as an 

instrument to seek answers to the following questions: 

 Which type of forex transactions dominated in the client/retail forex market? 

 How did export-import companies use their export proceeds? 

 How often did export-import companies experience market illiquidity? 

 What solutions did export-import companies adopt to acquire USDs for 

international payments? 

 How did export-import companies rate their exposure to exchange rate risk? 

 How often did export-import companies use derivative tools such as forward 

contracts and currency options to hedge against exchange rate risk? 

 Why did export-import companies never or rarely use derivative products for 

hedging purposes? 

 What issues/problems do export-import companies consider important in the way 

the forex market in Vietnam functions? 

 What changes would make the forex market function more satisfactorily for 

export-import companies? 

The structure and details of the questionnaire are provided in Appendix S.    
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Figure 8.1: Implications of Exchange Rate Policy for Vietnam’s Forex Market and a Survey of Export-Import Companies  
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8.3 SAMPLE OVERVIEW  

The survey was conducted between February 2010 and October 2011. A total of 203 

answered questionnaires were collected, but only 186 qualified to be included in the 

sample. Seventeen (17) questionnaires were excluded as they did not satisfy the 

selection criteria of participants, as they had insufficient responses or failed to answer 

key questions.    

Information about the respondents and their organizations is presented in Table 8.1. 

Most of respondents can be categorized as experienced practitioners as 48 per cent of 

respondents held management positions while 84 per cent had at least three years 

experience working in their current companies. In terms of job nature, 95 per cent of 

respondents were either members of the board of directors or came from departments 

such as accounting and/or financial departments, trading or export and import 

operations. Such a pool of respondents would provide relatively reliable information 

about the experiences of their associated businesses in conducting forex transactions. 

Information about the businesses of the sample is provided in terms of size, business 

form and nature of export-import activities. As shown in Table 8.1(d), 78 per cent of 

businesses could be classified as small and medium enterprises (SME).
66

 With regards 

to the form of business, most of them belonged to the private sector, in which 81 per 

cent were registered either as private limited liability companies, joint-stock 

companies or private businesses, and 14 per cent were registered as foreign-invested 

enterprises (see Table 8.1(e)). In the meantime, the state-owned enterprises made up 

only 4 per cent of the sample. With reference to the nature of export-import activities, 

only 10 per cent of businesses claimed that they exported only, while 41 per cent of 

businesses advised that they imported only (see Table 8.1(f)). The remaining 

businesses (49 per cent) conducted both export and import activities. Thus, any 

finding from this survey that will be reported in the next sections tends to be 

associated with a group of businesses having three characteristics: (i) small and 

medium size; (ii) private sector; and (iii) mainly involved in import activities.  

                                                 
66 The classification was made according to Degree No. 56/2009/NĐ-CP dated 30th June 2009 of the 

Vietnamese government on providing assistance for the development of SMEs. 
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Table 8.1: Background Information about Respondents and their Organizations 

(a) Position   

         Member of the board of directors 39 21% 

         Managers 51 27% 

         Senior staff 61 33% 

         Junior staff 35 19% 

 Σ = 186 Σ = 100% 

(b) Experience   

         Below 3 years 30 16% 

         From 3 to less than 5 years 53 29% 

         From 5 to less than 7 years 47 25% 

         7 years and more 55 30% 

 Σ = 186 Σ = 100% 

(c) Department   

         Board of directors 39 21% 

         Accounting and/or financial 83 45% 

         Trading or export-import operation 55 30% 

         Other 9 5% 

      Σ = 186 Σ = 100% 

(d) Size of business   

         Large  40 22% 

         Medium 69 37% 

         Small 77 41% 

 Σ = 186 Σ = 100% 

(e) Form of business   

         Private limited liability company 103 55% 

         State-owned enterprise 8 4% 

          Joint stock company 47 25% 

          Foreign-invested enterprise 26 14% 

          Other (private businesses) 2 1% 

 Σ = 186 Σ = 100% 

(f) Nature of export-import activities   

         Export only 18 10% 

         Import only 77 41% 

         Both export and import 91 49% 

 Σ = 186 Σ = 100% 
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8.4 TRADE VOLUME AND CONDUCT OF FOREX 

TRANSACTIONS WITH COMMERCIAL BANKS 

8.4.1 Trade Volume and Use of Export Proceeds 

Table 8.2 presents responses to survey questions regarding the export-import turnover 

and the use of export proceeds. As indicated in Tables 8.2(a)-(b), most of the 

businesses were small exporters and/or importers, though they tended to export and/or 

import more during the years 2007-2009. This information suggests that many 

businesses would have conducted only a few forex transactions annually. The size of 

each transaction would have typically been around several hundreds of thousands of 

USDs. 

Table 8.2: Export-Import Turnover and Use of Export Proceeds 

 2007 2009 

             
Number of 

businesses 
Percentage 

Number of 

businesses 
Percentage 

(a) Export turnover     

        Less than USD 1 million 51 47% 28 25% 

        Between 1-3 26 24% 32 29% 

        Between 3-5 6 6% 14 13% 

        Between 5-10 7 6% 10 9% 

        USD 10 million and more 18 17% 26 24% 

 Σ=108  Σ=110  

(b) Import turnover     

        Less than USD 1 million 70 42% 30 18% 

        Between 1-3 71 24% 50 30% 

        Between 3-5 17 10% 30 18% 

        Between 5-10 18 11% 17 10% 

        USD 10 million and more 22 13% 41 24% 

 Σ=168   Σ=168   

(c) Use of export proceeds
67

     

Sell to banks right upon receipt 37 35% 16 15% 

      Sell only when needing VNDs 40 37% 39 36% 

      Keep for future imports 30 28% 54 49% 

 Σ=107  Σ=109  

     

                                                 
67 One respondent could not specify his/her answer because how his/her business used export proceeds 

depended on the market situation. 
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During years 2007-2009, more businesses tended to keep foreign exchange generated 

from exports in their bank accounts (see Table 8.2(c)). In 2007, thirty-five per cent of 

exporters reported that they sold export earnings to commercial banks immediately 

upon receipt. The remainder either sold export earnings to commercial banks only 

when needing cash in VNDs (37 per cent) or retained them for making payments for 

imports in the future (28 per cent). In 2009, only 15 per cent of exporters were willing 

to sell export earnings to commercial banks immediately upon receipt. More 

businesses preferred to conserve their export proceeds for making import payments in 

the future (28 per cent in 2007 compared to 49 per cent in 2009). The use of  

Wilcoxon signed-rank test with the 5 per cent significance level confirms a significant 

difference in the way that businesses used their export proceeds between 2007 and 

2009 (see Table T2 in Appendix T).  

The presented way of using export proceeds suggests that the perception of more 

serious illiquidity risk induced more businesses to retain their export earnings. They 

might be afraid that they would not be able to obtain foreign exchange for their 

subsequent requirements, or that they would have to purchase foreign exchange at 

higher prices due to potential devaluations, especially in the face of moral suasion 

accompanied with inconsistent policies. On one hand, this situation means that a 

substantial proportion of international trade could be conducted without the 

facilitation provided by the forex market, and the issue of dollarization was 

reinforced. On the other hand, it suggests that the capability of commercial banks to 

meet the requirements for foreign exchange might be easily exhausted; a vicious 

circle of liquidity issue was likely to be formed: initial illiquidity → less supply of 

foreign exchange → more serious illiquidity. 

Given the adjusted peg regime as described in Chapter 4, to a large extent the 

VND/USD rate was not allowed to be flexibly adjusted as per market forces. As 

presented in Chapters 6 and 7, the quoted exchange rates by commercial banks 

frequently became lower than the level expected by the market. Plausibly, those 

companies that could generate export proceeds in USDs were not willing to sell them 

to banks unless there were proper adjustments or enforcements by the monetary 

authority. Thus, this finding about the behaviour of businesses in using their export 
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proceeds contributes to an explanation of why the adjustable peg regime in Vietnam 

frequently could cause the issue of illiquidity.     

8.4.2 Structure of Forex Transactions 

Table 8.3 contributes to insights on the structure of forex transactions that businesses 

conducted with commercial banks (the structure of the client segment of the forex 

market). As indicated in Table 8.3 (a), spot transactions are reported to be the most 

popular type. On average, they shared about 90 per cent and 87 per cent of total forex 

trading volume of businesses in the sample for the years 2007 and 2009 respectively 

(weighted averages). The share of all other types of forex transactions (called 

derivative transactions) remained small, though it increased from about 10 per cent in 

2007 to about 13 per cent in 2009. Among the derivative transactions, forward 

contracts dominated with a share of more than 70 per cent.  

Table 8.3: Conduct of Forex Transactions  

 (a)  Structure of forex transactions 

  2007 2009 

  Simple 

average 

Weighted 

average 

Simple 

average 

Weighted 

average 

        Spot    93.6% 89.8% 90.5% 87.4% 

        Forward   5.2% 8.8% 6.9% 9.3% 

        Swap  0.7% 0.8% 0.9% 1.2% 

        Option 0.7% 0.6% 1.9% 2.1% 

      

 (b)  Number of businesses using derivative products 

  2007 2009 

  Number of 

businesses 

Percentage Number of 

businesses 

Percentage 

       Any type of derivatives  34 18% 50 27% 

  Forward   30 18% 44 26% 

  Swap  7 4% 7 9% 

  Option 7 4% 15 4% 

      

 

Further, in 2007, only 18 per cent of surveyed businesses used derivative transactions. 

The corresponding figure in 2009 was 27 per cent (see Table 8.3(b)). This may 

suggest that businesses would have become more aware of foreign exchange risk, thus 
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tending to use derivative transactions more frequently. However, as indicated in the 

next section, this might not be the case because many businesses revealed that they 

used derivative transactions so that they could procure USDs when the forex market 

was seriously illiquid. For example, in 2009, of 50 businesses conducting forward 

contracts, 35 advised that this type of forex transaction was at times used as a solution 

for obtaining USDs. Similarly, of 15 businesses engaging in currency options, 7 

revealed that this type of forex transaction was adopted at times as a circumventing 

technique to overcome the issue of illiquidity. 

8.5 EXPERIENCES WITH MARKET ILLIQUIDITY 

The analysis in Chapter 6 suggests that Vietnam’s forex market often fell into 

illiquidity because commercial banks were not allowed to quote VND/USD rates 

beyond the lower bound or upper bound of the allowable trading band. Section 7.5 in 

Chapter 7 provided evidence of market illiquidity from the perspective of commercial 

banks, the principal market makers in the interbank segment as well as in the client 

segment of the forex market. This section presents further evidence from the 

perspective of export-import companies, which are the main counterparties of 

commercial banks in the client segment of the forex market.  Four aspects were 

addressed to explore the experiences of export-import companies in regard to market 

illiquidity: (i) frequencies that they could not purchase USDs at the publicly quoted 

rates; (ii) solutions adopted in order to procure USDs (called circumventing 

techniques); (iii) additional costs due to circumventing techniques; and (iv) unpleasant 

experiences when conducting forex transactions with commercial banks. Most of 

these questions were expected to be answered by those businesses that approached 

commercial banks to purchase USDs for international payments.   

8.5.1 Frequencies of Market Illiquidity 

Export-import companies were asked how often they experienced market illiquidity in 

that they could not buy USDs at the exchange rate publicly quoted by commercial 

banks for the years 2007 and 2009 respectively. The frequencies were estimated by 

respondents in percentage terms, e.g. 0 per cent for “never”, 50 per cent for “about 50 

per cent of the time or total number of transactions”, and 100 per cent for “always”.  
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As indicated in Table 8.4 (a), illiquidity was significantly serious in 2009 as compared 

with 2007. For the year 2007, forty-three (43) per cent of respondents said that their 

businesses could always buy USDs at the exchange rate quoted by commercial banks; 

11 per cent of respondents indicated that their businesses could not get USDs at the 

quoted rate for less than 20 per cent of the time; 12 per cent of respondents considered 

that their businesses experienced the mentioned situation for 20 per cent to less than 

50 per cent of the time; 27 per cent of respondents reported that their businesses 

encountered market illiquidity for 50 per cent to less than 100 per cent of the time;   

and 4 per cent of respondents believed that their businesses faced market illiquidity 

for 100 per cent of the time. For the year 2009, only 8 per cent of respondents 

believed that their businesses could always purchase USDs at the quoted rates; in the 

meantime, 58 per cent of respondents indicated that their businesses experienced the 

defined market illiquidity for 50 per cent to less than 100 per cent of the time; while 

24 per cent of respondents considered that such situation always occurred to their 

businesses.    

Table 8.4: Experiences with Illiquidity Issues 

(a) Could not buy USD at quoted rates 

 2007 2009 

             Number of 

businesses 

Percentage Number of 

businesses 

Percentage 

      For the adjusted sample that excludes those businesses that exported only 

      Never 73 43% 13 8% 

      Less than 20% of the time 20 11% 3   2% 

      20% to less than 50% of the time 23 12% 14 8% 

      50% to less than 100% of the time 46 27% 97 58% 

      100% of the time 6 4% 41 24% 

 Σ=168  Σ=168  

      For the adjusted sample that includes those businesses that imported only  

      Never 35 45% 5 7% 

      Less than 20% of the time 11 14% 0 0% 

      20% to less than 50% of the time 9 12% 7 9% 

      50% to less than 100% of the time 17 22% 40 52% 

      100% of the time 5 7% 25 32% 

 Σ=77  Σ=77  
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Table 8.4: Experiences with Illiquidity Issues (continued) 

(b) Solutions adopted to acquire US dollars 

           
The most frequently 

used solutions  

Solutions adopted  

at times  

 
Number of 

businesses 
Percentage 

Number of 

businesses 
Percentage 

      Accept additional fees/charges 100 65% 118 76% 

      Use a forward contract 18 12% 35 23% 

      Go to the parallel market 17 11% 55 35% 

      Transact through a third currency 10 6% 44 28% 

      Use an option contract  1 1% 11 7% 

      Waiting 7 5% 30 19% 

      Other 2 1% 7 5% 

 Σ=155    

(c) Costs added to forex transactions when adopting circumventing solutions 

 2007 2009 

       (Percentage of the quoted rate) 
Number of 

businesses 
Percentage 

Number  of 

businesses 
Percentage 

       Less than 1% of the quoted rate 45 47% 10 7% 

       1% to less than 3%  35 37% 70 46% 

       3% to less than 5%  10 11% 42 27% 

       5% to less  than 10%  5 5% 21 14% 

       10% and more 0 0% 10 7% 

 Σ=95  Σ=153  

(d) Aspects that made corporate customers unhappy when conducting spot transactions 

with banks 

 Number of 

respondents 

Percentage
a/
 

       Unable to purchase USDs at quoted rates/additional charges 109 83% 

       Complicated procedure/paperwork 26 20% 

       Additional charges are not accepted as tax-deductible costs  12 9% 

       Quick changes in the exchange rate 11 8% 

       Waiting and delayed transactions 9 7% 

       Disadvantages when conducting forex transactions with banks 9 7% 

       Other  10 8% 

Notes: 
a/
 refers to percentage of total number of respondents to the question (131 respondents); one 

respondent might indicate more than one aspect. 
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The responses from the survey reveal further that importing-only businesses tended to 

suffer market illiquidity more frequently. In 2009, only five respondents (7 percent) 

reported that they did not experience market illiquidity. Of these five respondents, one 

confirmed that his/her business imported only essential goods (as included in the list 

of strategic goods approved by the government) for which this business was 

prioritized to purchase foreign exchange at commercial banks; one respondent 

mentioned that his/her business selected the Japanese yen as the payment currency. In 

the meantime, 52 per cent of respondents indicated that their businesses could not buy 

USDs at the quoted rate for 50 per cent to less than 100 per cent of the time, and 32 

per cent of respondents claimed that their businesses experienced such “defined” 

market illiquidity for 100 per cent of the time. The results of Mann-Whitney U Test 

confirmed at the 5 per cent significance level that the distribution of illiquidity 

experience of importing-only businesses was different from that of businesses 

involving both export and import activities (see Table T3 in Appendix T).  

8.5.2 Circumventing Techniques 

The second question on the liquidity issue was designed to explore those solutions 

that businesses adopted in order to acquire USDs for international payment when they 

could not purchase this foreign currency at the exchange rates publicly quoted by 

commercial banks. Businesses were asked to select the relevant solutions as listed or 

nominate additional solutions that were not listed. The listed solutions were given 

based on the circumventing techniques presented in section 6.4 of Chapter 6. 

Businesses were also asked to rank the selected solutions (in the case of adopting 

more than one option) according to their frequencies with 1 referring to the most 

frequently used solution.    

Table 8.4(b) summarises responses with regards to two aspects: (i) the most 

frequently used solution; and (ii) solutions that businesses used at times. As indicated 

in Table 8.4(b), most respondents (65 per cent) selected the option of accepting 

additional fees/charges as the most frequently used solution. This solution might be 

preferable for its simplicity and clear-cut procedure to businesses, especially when the 

majority of the sample were SMEs. Other popular solutions were to use forward 

contracts (12 per cent) and to seek transactions in the parallel market (11 per cent). 
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Only 6 per cent of respondents considered transactions through a third currency as the 

most frequently used solution for their businesses. The lesser popularity of this 

solution might be due to the fact that this involves several consecutive transactions 

and is obvious as a circumventing activity. The use of option contracts as the first-

ranked solution was confirmed only by one respondent (1 per cent). In the meantime, 

5 per cent of respondents mentioned that their businesses waited passively until they 

could obtain USDs at the quoted rates.  

Interestingly, seven respondents (5 per cent) provided solutions that were not given in 

the list. Two respondents advised that their companies selected the Japanese yen as 

the payment currency agreed upon in their foreign trade contracts. One respondent 

mentioned that his/her business lodged applications (through its commercial bank) to 

the SBV for support because it imported strategically essential goods. Two 

respondents reported that their businesses borrowed USDs for making international 

payments first and then sought source to make repayment of loans afterwards. The 

other two respondents claimed that their businesses themselves sought support from 

exporters.  

The presented patterns of responses are consistent with, and supportive of, the 

findings presented in Chapters 6 and 7, in that prolonged periods of illiquidity forced 

market participants to develop a variety of circumventing activities to conduct forex 

transactions above the upper bound of the allowable trading band. There is also 

evidence that the prolonged periods of illiquidity stimulated transactions in the 

parallel market and reinforced dollarization. The derivative markets might not serve 

primarily as a place where market participants can conduct hedging activities, but 

rather were distorted by the use of derivative products for circumventing purposes. As 

explained in sub-section 6.3.6 in Chapter 6, this abnormal feature of Vietnam’s forex 

market was driven by inconsistency between the administered pricing and the inherent 

complexity of modern forex transactions.   

8.5.3 Additional Transaction Costs 

The third question on the market liquidity issue asked respondents to determine 

approximately the additional costs that typically occurred for their businesses when 
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adopting circumventing solutions in obtaining USDs. Responses to this question are 

reported in Table 8.4 (c). As expected, the circumventing solutions added costs to 

businesses, but the extent of costs appeared to be different between the two years 

2007 and 2009. For 2007, forty-seven per cent of respondents indicated that their 

businesses had to pay an additional cost of less than 1 per cent of the quoted exchange 

rate; 37 per cent of respondents mentioned this cost in a range of 1 per cent to less 

than 3 per cent; only 16 per cent of respondents reported an additional cost of 3 per 

cent and more.  

For 2009, additional costs were generally higher as compared to those in 2007. Only 7 

per cent of respondents pointed to an additional cost of less than 1 per cent, while 46 

per cent of respondents estimated an additional cost in a range of 1 per cent to less 

than 3 per cent, and 41 per cent of respondents indicated an additional cost in a range 

of 3 per cent to less than 10 per cent. Seven per cent of respondents claimed that their 

businesses had to pay an additional cost of 10 per cent and more.
68

  

The increase in the additional costs between the two years 2007 and 2009 can be 

viewed as an unavoidable consequence of the fact that market illiquidity tended to be 

more serious and long-lasting during 2009. These findings confirm the fact that 

businesses did not benefit from the monetary authority’s intention of keeping the 

VND/USD rate within the allowable trading band. A proportion of businesses had to 

pay additional costs for transactions conducted at the prima facie quoted rates.  

8.5.4 Unpleasant Experiences 

The fourth question on market liquidity was an open question asking respondents to 

indicate the three (or fewer) most influential aspects that make them unhappy when 

conducting forex spot transactions with commercial banks. As the nature of an open-

ended question required respondents to write down their answers, not all the 

respondents answered. Only 131 respondents actually provided their responses to this 

open-ended question. As presented in Table 8.4(d), 83 per cent expressed that they 

were not happy when the quoted rates were not the readily applied rates.  As there was 

                                                 
68 Two respondents mentioned that they could not estimate the average additional cost because it 

varied from time to time. 
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no supply of USDs at the allowed ceiling rates, businesses were required to pay 

additional charges in different forms. This practice induced non-transparent and 

complicated transaction procedures or more paperwork. Indeed, 20 per cent of 

respondents pointed to these unsatisfactory consequences (complicated procedure or 

paperwork). More concretely, 9 per cent of respondents complained that it was not 

easy for their businesses to make accounting entries for the additional forex costs 

because such costs were not accepted by the taxation authority as legally tax-

deductible costs.  

Less frequently, respondents pointed to other distressing aspects which were to a 

certain extent associated with the above mentioned practice. They experienced: (i) 

quick changes in the exchange rate (8 per cent); (ii) slow transactions and suffering 

from lost business opportunities (7 per cent); (iii) disadvantages when conducting 

forex transactions with commercial banks (7 per cent); (iv) non-compliance with 

regulations by commercial banks (3 per cent); (v) changeable policies (2 percent); and 

(vi) no supporting policies (2 per cent). 

A point is worth mentioning in regard to the disadvantage that businesses perceived 

when conducting forex transactions with commercial banks. Of 9 respondents sharing 

this experience, 8 clearly considered that their businesses were pressurized to sell their 

export proceeds (in USDs) to commercial banks at rates considerably lower than 

expected or lower than the rates prevalent in the parallel market.   

8.6 EXPERIENCES WITH EXCHANGE RATE RISK AND 

HEDGING TOOLS 

This section presents responses to questions that were designed to explore the 

experiences of businesses with regard to exchange rate risk and hedging tools such as: 

(i) the extent of exposure to exchange rate risk; (ii) frequency of use of derivative 

products for hedging purposes; (iii) knowledge and ability in use of derivative 

products; (iv) reasons why derivative products were used rarely or not at all for 

hedging purposes. 
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8.6.1 Extent of Exposure to Exchange Rate Risk 

Respondents were firstly asked to rate their companies’ exposure to exchange rate risk 

on a five-point Likert scale for both the years 2007 and 2009. Five levels of exchange 

rate risk were given for selection: (i) negligible; (ii) small; (iii) moderate; (iv) serious; 

and (v) very serious. As indicated in Table 8.5(a), for the year 2007, most respondents 

rated their companies’ exposure to exchange rate risk as “small” (40 per cent) or 

“negligible” (16 per cent). In the meantime, 31 per cent of respondents considered 

their companies’ exposure to exchange rate risk to be “moderate” and only 13 per cent 

of respondents perceived their companies’ exposure to exchange rate risk as being 

“serious” (11 per cent) or “very serious” (2 per cent). For the year 2009, respondents 

tended to raise their companies’ exposure to exchange rate risk to higher levels. Only 

7 per cent of respondents considered their companies’ exposure to exchange rate risk 

to be “small” or “negligible”, while 46 per cent of respondents selected the 

“moderate” level and close to 50 per cent of respondents confirmed their level of risk 

as  “serious” or “very serious”.  

The pattern of responses suggests that export-import companies in the sample became 

more aware of exchange rate risk. On average, the exposure to exchange rate risk was 

assessed by the businesses in the sample to be between “small” and “moderate” (2.3) 

and between “moderate” and “serious” (3.4) in the years 2007 and 2009 respectively. 

The Wilcoxon signed-rank test applied to two related samples also confirmed that the 

exposure to exchange rate risk was higher in 2009 as compared to that in 2007 at the 5 

per cent significance level (see Table T4 in Appendix T).  

The higher level of exposure to exchange rate risk was consistent with the behaviour 

of the VND/USD rate since late 2007. Two sources gave rise to exchange rate risk. 

One stemmed from a number of consecutive changes in the official exchange rate 

and/or the allowable trading band. The other was reflected by the fact that businesses 

had to trade USDs at rates that actually fluctuated like those in the parallel market. 

These findings suggest that when there were adverse movements in the market, the 

use of administrative devices such as the official exchange rate and the allowable 

trading band alone could not help build a stable exchange rate environment for 
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businesses. Two types of risks existed in parallel for businesses: illiquidity risk and 

exchange rate risk.  

Table 8.5: Exposure to Exchange Rate Risk and                                                               

Use of Derivative Products for Hedging 

 2007 2009 

             
Number of 

businesses 
Percentage 

Number of 

businesses 
Percentage 

(a) Exposure to exchange rate risk     

       Negligible 30 16% 8 4% 

       Small 75 40% 6 3% 

       Moderate 58 31% 86 46% 

       Serious 20 11% 66 36% 

       Very serious 3 2% 20 11% 

     

(b) How often did businesses use derivative products for hedging against exchange rate 

risk? 

       Never (0%) 164 88% 154 83% 

       Less than 20% of the time 7 4% 8 4% 

       20% to less than 50% of the time 8 4% 13 7% 

       50% to less than 90% of the time 6 3% 10 5% 

       Always (90%-100% of the time) 1 1% 1 1% 

     

(c) Knowledge and ability in use of forex forward contracts  

      Poor  32 17% 5 3% 

      Fair 57 31% 28 15% 

      Good  70 38% 90 48% 

      Very good 23 12% 48 26% 

      Excellent 4 2% 15 8% 

     

(d) Knowledge and ability in use of currency options  

      Poor  36 19% 10 5% 

      Fair 66 36% 37 20% 

      Good  59 32% 87 47% 

      Very good 23 12% 44 24% 

      Excellent 2 1% 8 4% 
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8.6.2 Hedging Frequencies  

The perception of a higher exposure to exchange rate risk would induce an increase in 

the use of hedging tools, such as forward contracts and currency options. To explore 

whether such a tendency did in fact occur, the next question asked respondents to 

indicate how often their companies used derivative products such as forward contracts 

and currency options for hedging against exchange rate risk. Respondents were asked 

to give estimates in percentage terms, e.g. 0 per cent for “never”, 50 per cent for 

“about 50 per cent of the time/the total number of transactions”, and 100 per cent for 

“always”. Actually, in an earlier question as presented in sub-section 8.4.2, 

respondents had been asked to provide the approximate share of each type of forex 

transaction in their companies’ total forex transaction volume for both the years 2007 

and 2009. However, their responses to that question might have been influenced by 

the practice of using derivative products as circumventing techniques for the purpose 

of procuring USDs (as indicated in sub-section 8.5.2). The question in this section 

was designed in a more straightforward way, asking about the use of derivative 

products just for hedging against exchange rate risk. It was expected that the response 

results would be more in line with the actual performance of the derivative market 

(less influenced by the use of derivative transactions as part of circumventing 

techniques). 

As presented in Table 8.5(b), 92 per cent of businesses in the sample never (88 per 

cent) or rarely (4 per cent) hedged against exchange rate risk in 2007. The number of 

businesses in this category slightly reduced to 87 per cent (with 83 per cent of “never” 

and 4 per cent of “rarely”) in 2009. In 2007, only 4 per cent of businesses hedged 

occasionally (for about 20 per cent to less than 50 per cent of the time) while the 

corresponding figure for 2009 was 7 per cent. The number of businesses that often or 

always used hedging tools increased from 4 per cent in 2007 to 6 per cent in 2009.   

On average, the export-import companies used derivative products for the purpose of 

hedging for only about 7 per cent and 11 per cent of the time in 2007 and 2009 

respectively. The use of non-parametric Wilcoxon signed-rank test also confirmed an 

increase in the frequency of hedging between the years 2007 and 2009 (see Table T4 
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in Appendix T). However, by international standards these hedging activities 

remained limited.  

8.6.3 Knowledge and Ability in Applying Derivative Products  

Respondents were asked to assess their knowledge of, and ability to apply, derivative 

products such as forward contracts and currency options on a five-point Likert scale 

for both the years 2007 and 2009. The responses are presented in Tables 8.5(c) and 

8.5(d) with regard to the two derivative products respectively. As shown in Table 

8.5(c), in 2007, forty-eight per cent of respondents in the sample believed that they 

were not familiar with, or knew little about, forward contracts. The corresponding 

figure for 2009 was only 18 per cent. The number of respondents that were familiar 

with, and could apply, forward transactions increased from 38 per cent in 2007 to 48 

per cent in 2009. In the meantime, the number of respondents that assessed their 

knowledge of, and ability to conduct, forward transactions to be “very good” or 

“excellent” increased from 14 per cent in 2007 to 34 per cent in 2009. On average, 

respondents’ level of knowledge of, and ability to apply, forward contracts appeared 

to improve from 2.5 (between “fair” and “good”) in 2007 to 3.2 (between “good” and 

“very good”) in 2009. The improvement is confirmed by the results of the related-

sample Wilcoxon signed-rank test at the 5 per cent significance level (see Table T4 in 

Appendix T). 

The respondents’ assessment of their knowledge of, and ability to apply, currency 

options is presented in Table 8.5(d). Similarly, respondents also became more familiar 

with the use of currency options in 2009. On average, the measure of this variable 

increased from 2.4 (between “fair” and “good”) in 2007 to 3 (“good”) in 2009. Again, 

this is confirmed by the results of the related-sample Wilcoxon signed-rank test at the 

5 per cent significance level (see Table T4 in Appendix T).  

8.6.4 Reasons for not using Hedging Tools 

In spite of higher awareness of exchange rate risk and improvement in knowledge of, 

and ability to apply, derivative products, the use of these hedging tools remained 

limited among export-import companies. In order to understand the reasons why the 
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majority of businesses never (or rarely) used forward contracts or currency options for 

hedging purposes, an open-ended question was used to ask respondents to indicate the 

three (or fewer) most important reasons for this limited use. There were 117 responses 

to this question. As shown in Table 8.6, the reasons can be classified into three 

categories: low ability in application of hedging tools on the part of businesses, low 

readiness in acting as market makers on the part of commercial banks and other 

reasons.  

The most common reason was the low ability to apply hedging tools on the part of 

businesses due to “limited resources” (85 per cent). Respondents referred to their 

“limited resources” in different ways: (i) “high cost” or “expensive” (38 per cent); 

(ii) “unfamiliarity with these transactions” (33 per cent); (iii) “too difficult” or 

“complicated procedure” and “time consuming” (32 per cent); (iv) “no guidance on 

how to make accounting entries” (3 per cent); and “no staff in charge of managing 

and monitoring these transactions” (2 per cent).  These responses reflect the fact that 

many businesses in the sample were SMEs, thus lacking the required resources, such 

as available funds and skill base. This finding could be of major significance for any 

future effort to reduce these resource disadvantages for many businesses in order to 

promote the performance of derivative markets. 

Table 8.6: Reasons for not using Derivative Products for Hedging   

             Number 

respondents 

Percentage
a/ 

  Low ability to apply hedging tools on the part     

  of businesses: 

99 85% 

 High cost 45 38% 

 Not familiar with these products 39 33% 

 Complicated procedure and time consuming 38 32% 

 No guidance on how to make accounting entries 4 3% 

 No staff in charge 2 2% 

  Low readiness in acting as market makers on the part 

  of commercial banks 

69  59%  

  Other reasons 32 28% 

Note: 
a/ 

refers to percentage of total number of respondents to the question (117 respondents); one 

respondent might indicate more than one reason. 
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A low readiness in acting as market makers on the part of commercial banks could be 

viewed as the second most common reason (59 per cent). Respondents expressed this 

view in a number of ways as follows: (i) “banks did not provide such 

products/services’ or ‘banks were not ready to provide such products”; (ii) “there 

was no guidance from banks” or “banks did not encourage businesses to use these 

products”; (iii) “these products were not popular at commercial banks”. 

Interestingly, in regards to the lack of availability of these products, some respondents 

provided quite profound and specific comments: “when the market was stable, 

commercial banks offered hedging tools, but we did not see the relevance of using 

them; when the exchange rate fluctuated dramatically, we asked for hedging tools, but 

commercial banks proved unable to make quotations” or “the forex market is 

underdeveloped; these products were imposed by the commercial banks as 

circumventing techniques”. These comments were in line with the findings obtained 

from responses to the question asking forex dealers why the derivative market was 

undeveloped (see sub-section 7.4.4).   

The remaining reasons were reported with a few observations each. Some tended to 

reflect firm-specific conditions or risk-taking attitudes. For example, 10 per cent of 

respondents explained that their companies’ export and/or import turnovers were 

small, thus it was not worth the effort to hedge against exchange rate risk.  Nine per 

cent of respondents considered that their companies could offset their forex short and 

long positions as they conducted both export and import activities − what is 

traditionally considered to be a type of natural hedge. Five per cent of respondents 

considered that the exchange rate was quite stable except when the market fell into 

crises. One respondent mentioned that his/her company actually invoiced in USDs 

when selling imported goods in the domestic market. Another respondent stated that 

his/her company was ready to accept exchange rate risk.  

Noticeably, in other reasons, several respondents viewed derivative products as tools 

for procuring USDs only. To quote some of the responses, “we did not use hedging 

tools because the exchange rate was too volatile” or “it is risky to conduct forward 

transactions’ or ‘our company used JPYs for international payments” or “we 

imported strategic goods thus were supported by the SBV”.  On one hand, these 

responses indicate that respondents did not properly understand the usefulness of 
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hedging tools. One the other hand, they again point to the abnormal practice of using 

hedging tools as circumventing techniques, which distorted market participants’ view 

of the nature of hedging tools.  

8.7 OVERALL ISSUES AND SUGGESTIONS 

This section reports responses to two open-ended questions that invited businesses to 

express their overall assessment of the forex market and their preferences for changes, 

if any.  

8.7.1 Overall Issues 

Respondents were asked to indicate important issues/problems with the way the forex 

market in Vietnam functioned. One hundred and twenty-four (124) respondents gave 

feedback regarding this question. The problems of Vietnam’s forex market that 

respondents raised could be classified into two categories. One category includes the 

abnormal phenomena that respondents could observe when participating in the forex 

market. The other category refers to the possible reasons behind such issues.  

As indicated in Table 8.7, in the first category respondents pointed to issues such as: 

(i) the market was non-transparent and illiquid at the quoted VND/USD rates (64 per 

cent); (ii) the parallel market influenced the official market significantly (18 per cent); 

(iii) the actually applied exchange rate fluctuated strongly (12 per cent); (iv) 

people/businesses (even commercial banks) tended to speculate by hoarding USDs (7 

per cent);
69 

(v) businesses had to purchase USDs in the parallel market (6 per cent); 

and (vi) commercial banks became brokers for transactions that were negotiated and 

agreed upon by businesses (2 per cent). Among the above mentioned abnormal 

phenomena, those from (ii) to (vi) could be viewed as signs of a non-transparent and 

illiquid market as well. Thus, in total 82 per cent of respondents viewed the market as 

being illiquid, non-transparent and abnormal.  Actually, the patterns of responses were 

similar to those when respondents were asked to indicate the three (or fewer) aspects 

                                                 
69 Two respondents pointed out the phenomenon that state-owned enterprises were not willing to sell 

USDs. From time to time this was reported in the press. As a measure to deal with this phenomenon, 

the government officially compelled state-owned business groups to sell foreign exchange to 

commercial banks.  
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that made them unhappy when conducting forex spot transactions with commercial 

banks.  

Table 8.7: Overall Issues of Vietnam’s Forex Market    

             
No of 

respondents 
Percentage

a/ 

 The market was illiquid, non-transparent and abnormal 102 82% 

 Non-transparent and illiquid at the quoted rates 79 64% 

 Strong influence of  the parallel market 22 18% 

 Strong fluctuations and complicated situations 15 12% 

 Speculative behaviour 9 7% 

 Having to seek transactions in the parallel market 7 6% 

 Seeking to trade with each other with the assistance of banks            2              2% 

 Rigid exchange rate regime 52  42%  

 Failure by the authority to control the parallel market 11 9% 

 Inconsistent policy  8 6% 

 Failure by the authority to control forex flows  7           6% 

 Accelerating inflation  7 6% 

 Trade deficit 4 3% 

  Other  12    10% 

   

Note: 
a/ 

refers to percentage of total number of respondents to the question (124 respondents); one 

respondent might point to more than one issue. 

Interestingly, many respondents tried to look into deeper issues by considering what 

was behind such a non-transparent, illiquid and abnormal market. First, 42 per cent of 

respondents believed that the exchange rate regime was rigid, did not reflect the 

interaction of market forces in a timely manner and created a gap between the 

exchange rate in the official market and in the parallel market. (This issue was also 

pointed out by most forex dealers). Second, 9 per cent of respondents considered that 

the authority could not control and restrict the operation of the parallel market. Third, 

6 per cent of respondents viewed that exchange rate policy was inconsistent, but did 

not specify the nature of the inconsistencies. Fourth, 6 per cent of respondents 

believed that the authority could not control forex flows. Perhaps these responses 
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were influenced by the news that many state-owned general corporations hoarded 

large amounts of foreign exchange. More specifically, some respondents pointed to 

reasons leading to hoarding activities or shortages in supply. For example, 6 per cent 

of respondents believed that concerns about accelerating inflation induced 

people/businesses to hoard USDs, and 3 per cent saw the roots of this in the country’s 

trade deficit.    

8.7.2 Suggestions   

Respondents were invited to provide suggestions for changes that would make the 

forex market operate more satisfactorily for businesses.  There were 128 responses to 

this open-ended question. As presented in Table 8.8, most suggestions can be 

classified into two main categories. One category includes those suggestions that are 

simply a desire for a market where transactions can be conducted easily as per its 

explicit and/or implicit rules, or a market that is free of abnormal phenomena and is 

stable in terms of movements in the exchange rate. The other category includes those 

suggestions that refer to measures or changes that were believed (by the respondents) 

to contribute to removing abnormal phenomena and stabilizing the market.  

In the first category, respondents wished to conduct forex transactions in a market 

where information about the exchange rate, as well as related policies, were 

transparent (28 per cent), or a market where the SBV would actively intervene to meet 

the demand of foreign exchange (23 per cent), or a market where the exchange rate 

was stable (14 per cent). The first wish is a legitimate one for market participants in 

any market of any type. The second wish is understandable because if the SBV 

preferred to maintain the VND/USD rate at a certain level, it would have to use its 

foreign exchange reserves to intervene in the forex market in a timely manner. The 

intervention of the SBV proved to be, however, only a short-lived measure. As 

pointed out in Chapter 6, it was not possible for the SBV to fully meet the excess 

demand for USDs on a sustainable basis if there was a long-term depreciating trend of 

the Vietnamese dong relative to the US dollar. The third desire of respondents is 

typical for businesses which prefer to operate in a less risky environment. This can be 

linked with the second desire.   
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Table 8.8: Suggestions for a More Satisfactory Forex Market 

             
No of 

respondents 
Percentage a/ 

 What changes to the market do businesses wish to see?     

 Transparent market 36 28% 

 Timely intervention by the SBV 30 23% 

 Policies for stabilizing the exchange rate 18 14% 

      

 Suggestions for a more satisfactory market    

 Administrative measures   

 Control or removal of the parallel market 20 16% 

 Reinforcement of the compliance with 

regulations on allowable trading band 13 10% 

 Control of forex flows of state-owned enterprises            9              7% 

 Radical approaches   

 A move toward greater exchange rate flexibility 56 44% 

 A restoration of confidence in the value of VND 26 20% 

 A reduction of inflation or stability of the 

economy 25 20% 

 A reduction of trade deficit 22 17% 

 More extensive guidance on hedging tools 13 10% 

 Other 16 13% 

Note: 
a/ 

refers to percentage of total number of respondents to the question (128 respondents); one 

respondent might provide more than one suggestion. 

Under the second category, a number of respondents suggested administrative 

measures geared to improve liquidity for the forex market such as: (i) the SBV should 

control the operation in the parallel market or remove the existence of this market (16 

per cent); (ii) the SBV should control speculating activities and reinforce the 

compliance with regulations on the allowable trading band by commercial banks as 

well as by businesses (10 per cent); and (iii) the SBV should control forex flows of 

the state-owned business groups and/or state-owned enterprises which were normally 

considered to hoard large amounts of foreign exchange (7 per cent). In reality, 

administrative measures in one form or another were adopted by the SBV. However, 

as analysed in Chapter 6, these measures induced deeper official involvement in 

normal market operations in the short term, which was inconsistent with long-term 
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efforts to allow market forces to play a greater role in the process of exchange rate 

determination.   

As can be seen from Table 8.8, the most common suggestions are related to a more 

radical approach to the conduct of exchange rate policy. Noticeably, 44 per cent of 

respondents held the belief that if exchange rate policy is flexibly conducted to reflect 

market signals in a timely manner, or if the VND/USD is allowed to be flexibly 

adjusted, the forex market would operate more satisfactorily for businesses. In a more 

flexible exchange rate regime, market forces would be allowed to interact freely with 

each other to a large extent. Such a policy would ease the conduct of transactions in 

the market. In spite of this, it is expected that the VND/USD rate will become more 

volatile. A crawling peg regime, as is being adopted in Vietnam, would have not 

guaranteed sustainable stability in the exchange rate, however. The official exchange 

rate became rigid when the illiquidity issue was confronted, and exchange rate risk in 

the form of potential devaluations and higher applied exchange rates for businesses 

came about. To cope with the element of volatility under a more flexible regime, 

some respondents went further, suggesting more extensive guidance on the use of 

hedging tools, as well as a clearer legal framework for the operation of derivative 

products in Vietnam’s forex market (10 per cent). 

In the meantime, 20 per cent of respondents believed that the most important thing 

was to restore the public’s confidence in the value of the Vietnamese dong. These 

responses contribute to the knowledge on Vietnam’s forex market from the 

perspective of the value of the Vietnamese dong.  As mentioned in Chapter 5, since 

2004 inflation has again risen, reaching a record of 23 per cent (on a year-on-year 

basis) in 2008 before subsiding, but remaining relatively high and unstable by 

international standards. Unavoidably, the high inflation rates have substantially 

weakened the purchasing power of the Vietnamese dong. As the exchange rate was 

not adjusted or not adjusted enough to reflect its purchasing power parity relative to 

the US dollar, the Vietnamese dong was under strong pressure of devaluation, 

especially when the SBV proved unable to intervene to protect its value on a 

sustainable basis. The public’s confidence in the value of the Vietnamese dong 

deteriorated substantially. In this situation, people and businesses hoarded USDs to 

protect their assets, giving rise to the recent illiquidity issue in Vietnam’s forex 
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market. Therefore, the strategy to build up the public’s confidence in the value of the 

Vietnamese dong could be viewed as crucial. Perhaps from this perspective, 20 per 

cent of respondents considered measures geared to reduce inflation rates and/or 

stabilize the economy to be important. Similarly, 17 per cent of respondents thought 

that measures geared to build up foreign exchange reserve and reduce trade deficit 

were essential.  

8.8 CHAPTER SUMMARY 

This chapter reported findings from a survey of export and/or import companies. The 

design of the questionnaire was based on findings from Chapter 6, which adopted a 

microstructure approach to the analysis of the root causes behind the operational 

deficiencies of Vietnam’s forex market, using available secondary data. The survey 

focused on companies’ experiences with forex spot transactions, liquidity risk, 

exchange rate risk and hedging tools. The companies were also invited to express 

their overall assessment of the forex market and their preferences for changes, if any.   

Overall, the findings presented are consistent with, and supportive of, those findings 

generated in Chapter 6 and Chapter 7. First, Vietnam’s forex market was again 

confirmed to be an immature market with two striking characteristics: (i) spot forex 

transactions dominated over other types of transactions in the client market with a 

share of around 90 per cent of total forex trading volume; and (ii) a substantial volume 

of export earnings in foreign exchange bypassed the forex market, suggesting a low 

turnover of Vietnam’s forex market and indicating significant evidence of 

dollarization. Second, illiquidity was a popular phenomenon of Vietnam’s forex 

market when the Vietnamese dong was under pressure of devaluation and businesses 

could not buy USDs at the publicly quoted rates. The prolonged periods of illiquidity, 

such as that in 2009, gave rise to a range of circumventing techniques. Consequently, 

transaction costs increased, transactions in the parallel market were further stimulated, 

and dollarization was reinforced. As was clearly foreseen, the forex market turned out 

to be increasingly non-transparent. 

The survey also offered additional findings to consolidate the current picture of 

Vietnam’s forex market, and to shed light on the way in which a crawling peg 
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exchange rate regime might have affected the operation of this market. First, 

throughout the years 2007-2009, businesses became more aware of exchange rate risk, 

with an improvement in their knowledge of forex derivative products as well as their 

ability to apply these products. However, the use of these hedging tools remained 

limited in 2009. Most respondents explained that commercial banks were not ready to 

offer these sophisticated products while “resource disadvantages” prevented many 

businesses from making use of them.  

Second, during the periods of illiquidity, many corporate customers were really 

unhappy when conducting forex transactions in a non-transparent market with a 

number of abnormal phenomena. This was commonly considered to be a serious 

problem in the way that Vietnam’s forex market functions. Most businesses believed 

that this problem originated from a rigid exchange rate regime which caused a long-

lasting gap between the VND/USD rate in the official market and in the parallel 

market. Therefore, businesses commonly offered alternative suggestions: either the 

SBV continues to adopt a “managed” crawling peg regime provided it is ready to use 

its forex reserves to intervene in the forex market on a sustainable basis, or it allows 

the exchange rate to adjust flexibly to reflect the interaction of market forces. 

According to a number of respondents, it is important to restore the public’s 

confidence in the value of the Vietnamese dong, which is considered to be a 

supporting strategy of the SBV’s exchange rate policy.   
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CHAPTER 9                               

MAIN FINDINGS AND IMPLICATIONS 

9.1 MAIN FINDINGS 

This study was conducted in order to provide a better understanding of Vietnam’s 

exchange rate policy since the late 1980s and its consequences for macroeconomic 

performance and forex market development. Specifically, this study sought answers to 

two major research questions (RQ) identified in Chapter 3:  

 RQ1: What have been the main objectives of the Vietnamese authorities in 

conducting exchange rate policies, and how consistent have such policies been 

with these objectives?  

 RQ2: What is the current state of Vietnam’s forex market and what role have the 

country’s exchange rate policies played in the development of the forex market? 

To address these research questions, this study employed three main methods of 

analysis: (i) analytical review and synthesis; (ii) econometric analysis; and (iii) 

questionnaire survey. As presented throughout Chapters 4 to 8, these different 

analytical techniques were applied in a complementary and integrated way to provide 

a broadly-based analysis of different but inter-related aspects of exchange rate policy 

and the forex market in Vietnam.  Consequently, the main findings from different 

techniques as presented below are consistent and complementary in regard to the 

research objectives.    

The first and overall finding of this study is that the Vietnamese authorities apparently 

preferred a stable nominal VND/USD rate. This preference was confirmed in Chapter 

4 through: (i) an analysis of trends in the exchange rates; (2) an examination of public 

statements by senior officials; and (3) an estimation of volatility of the exchange rates. 

There were periods – such as the launch of the Doi Moi policy, the Asian financial 

crisis, the implementation of trade liberalization process, and the recent global 

financial turmoil – when arguably the authorities had little choice but to allow large 
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movements in this bilateral rate.  However, whenever such contingencies had passed, 

the authorities would return to a relatively stable VND/USD rate. 

Second, as a consequence of the emphasis on the stability in the bilateral VND/USD 

rate, the overall value of the country’s nominal effective exchange rate (NEER), as 

well as real effective exchange rate (REER), has often become an endogenous, rather 

than policy, variable.  When this occurred, the country experienced large losses in 

external competitiveness, contributing to the country’s trade deficits.  During the 

years 2004 to 2009, when trade flows were subject to far less administrative 

interference, there was a clear association between increases in the trade deficit and 

appreciations in the REER, though the continual process of trade liberalization would 

have also contributed to the worsening in the trade balance.  

Third, the authorities’ apparent emphasis on stabilizing the bilateral VND/USD rate 

was not of great assistance to the country in achieving a low and stable inflation rate.  

As indicated in Chapter 4, at the time when Vietnam began its transition to a market-

oriented economy, it would have been appropriate to consider, among other things, 

the option of using the exchange rate as a means of inflation control because the 

government appreciated the need to quickly stabilize inflation, restore policy 

credibility and regain the public’s trust in the value of the Vietnamese dong.  

However, the analysis in Chapter 4 suggests that a stable VND/USD rate did not play 

a dominant role in controlling inflation during the initial Doi Moi sub-period (1985-

1991).  The stable VND/USD rate broadly appeared to be associated with a 

remarkable reduction in the inflation rate during the sub-period 1992-1997. Such a 

likely success of the nominal VND/USD anchor was not seen in subsequent periods. 

During the Asian financial crisis and its aftermath (1997-2003) large falls in the 

nominal value of the Vietnamese dong relative to the US dollar did not drive any 

prolonged upsurge in inflation. In contrast, the sub-period 2004-2007 was associated 

with a relatively stable VND/USD rate, but inflation was accelerating. 

Fourth, the conduct of various regressions in Chapter 5 yielded no evidence that 

“harder peg” exchange rate regimes were associated with lower inflation persistence 

in Vietnam during the period from January 1992 to June 2010. Indeed, the results of 

regressions suggest that “softer peg” periods might coincide with lower inflation 
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persistence. Further, the results of rolling regressions indicate that inflation 

persistence reached its highest level during the sub-period 2004-2007, which is 

identified as a time of “harder peg”. This finding is supportive of, and consistent 

with, the earlier finding that the authorities’ apparent preference for a stable bilateral 

VND/USD rate did not appear to be conducive to inflation control.  

Fifth, the examination of exchange rate pass-through to inflation using a VAR 

analysis in Chapter 5 suggests that the movements in the NEER, but not those of the 

bilateral VND/USD rate, had positive impacts on inflation. The impact of changes in 

the bilateral VND/USD rate on inflation was ambiguous. For the sub-period 2001Q1-

2009Q4, the response of the CPI to a shock to the official VND/USD rate was even 

negative and statistically significant. The response of the CPI to a shock to the NEER 

was always positive. It was statistically insignificant for the whole period 1992Q1-

2009Q4 while being statistically significant for the sub-period 2001Q1-2009Q4 (sub-

section 5.3.4.3). With the employment of the NEER in VAR models, the degree of 

exchange rate pass-through was quite high by international standards (sub-section 

5.3.4.4). Additionally, analyses of impulse response functions indicate that an 

expansionary stance pursued to achieve high growth rates appeared to be a major 

determinant of inflation during the sub-period 2001Q1-2009Q4 (sub-section 5.3.4.5). 

These findings are also consistent with, and supportive of, the study’s earlier findings 

that the authorities’ emphasis on maintaining a stable VND/USD rate might not be a 

necessary or sufficient condition for containing inflation while making the NEER an 

endogenous, not policy, variable.      

Sixth, the broadly-based analysis in Chapter 4 (sub-section 4.5.4) suggests that the 

country’s exchange rate policy has been less conducive to achieving transition to a 

developed and free forex market than to attaining exchange rate stability. Chapter 6 

goes further to present a more thorough and deeper analysis of the status of the forex 

market and the obstacles to its developments. Specifically, a market microstructure 

approach was adopted to investigate possible reasons underlying the 

underdevelopment of Vietnam’s forex market. The analysis signifies that the 

development of this market has been considerably shaped by the conduct of country’s 

exchange rate policy. Since the early 1990s, the conduct of exchange rate policy has 

been based mainly on a number of administrative measures, including the daily 
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setting of the official exchange rate and the use of an allowable trading band. As a 

consequence, the VND/USD rate has often become sticky, demonstrating an 

adjustable pegged regime under a thin buffer of official reserves. The implications of 

such a regime for the forex market’s functioning and development include a range of 

operational deficiencies: lack of interest in forex derivatives, low turnover, minor role 

for interbank transactions, continuing need for the SBV to play a major role in the 

market, illiquidity risk, circumventing techniques, hidden transaction costs, inaccurate 

price signals, incentive for transactions in the parallel market and dollarization, and 

catch-up administrative measures (sub-section 6.4.3).  

In particular, when indicating a lack of interest in derivatives (sub-section 6.4.3), the 

study revealed that, during normal times, businesses found it unnecessary to use 

derivative products as hedging tools against exchange rate risks. However, when 

fluctuations in the exchange rates appeared severe (for example, during the recent 

world financial turmoil) and derivatives would have been helpful devices for risk 

management, commercial banks often exhibited their inability in acting as market 

makers for these products due to the administered pricing. This deficiency was 

confirmed by empirical evidence of biased predictions of “allowed” forward rates.  

To confirm and consolidate findings on the operational deficiencies of Vietnam’s 

forex market and the role of exchange rate policy in the development of this market, 

Chapters 7 and 8 present findings and analysis based on the data collected from two 

field surveys of market participants. One was targeted at forex dealers and the other at 

export-import companies.  The questionnaires used in these surveys were principally 

based on findings/implications drawn in Chapter 6 (implications of the conduct of 

exchange rate policy for the development and operation of Vietnam’s forex market). 

The questionnaires also included questions inviting market participants to provide 

their views with regards to the issues that might hinder the development of Vietnam’s 

forex market, as well as their suggestions for changes that may help this market to 

operate more satisfactorily and develop further and faster. In general, the findings 

presented in Chapters 7 and 8 are consistent with, and supportive of, those findings 

generated in Chapter 6. 
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Apart from findings confirming the operational deficiencies of Vietnam’s forex 

market, Chapters 7 and 8 provide several deeper findings, which signify the 

interaction between the exchange rate setting and market functioning:   

 The stickiness of VND/USD rate as a consequence of the operation of an official 

exchange rate and allowable trading band was further scrutinized by asking forex 

dealers to express their views on the relevance of these devices in the process of 

exchange rate determination (section 7.6). The forex dealers commonly agreed 

that the official exchange rate was not the average rate in the interbank market on 

the preceding banking day or it did not reflect the true market-clearing rate, 

especially during 2009. The dealers also commonly shared the view that the 

current regulation on exchange rate determination often created a gap between the 

quoted rate and the actually applied rate at commercial banks. These findings 

again suggest that the exchange rate determination mechanism was purely 

technical or administrative rather than being market driven, resulting in the 

stickiness of the VND/USD rate and an illiquid market from time to time. 

 The currency pair VND/USD dominated the forex market with a large share of 84 

per cent and 67 per cent in 2007 and 2009 respectively (sub-section 7.4.2). This 

suggests that when the VND/USD market became seriously illiquid due to the 

regulations on the official exchange rate and allowable trading band, it was 

inevitable that market participants would rely on circumventing techniques. 

 Businesses that could generate foreign exchange from exports generally were not 

willing to sell foreign exchange to commercial banks, but preferred to conserve 

their export proceeds for future import payments (sub-section 8.4.1). This signifies 

that a substantial volume of export earnings in foreign exchange bypassed the 

forex market, resulting in a low turnover of Vietnam’s forex market and indicating 

evidence of dollarization. This behaviour was driven by a perception of illiquidity 

risk, an apparent product of a peg exchange rate regime in Vietnam. In turn, it 

may have contributed to the seriousness of the illiquidity issue.  

 Though there was a substantial growth in interbank trading volume during the 

years 2007 to 2009 as compared to the preceding years, it remained quite low by 
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international standards (sub-section 7.4.1). Interbank trading was conducted by 

commercial banks mainly to meet the requirements of their corporate customers. 

Given the stickiness in the VND/USD rate combined with the long-term 

depreciating trend of the Vietnamese dong, the significant dominance of the 

customer order driven trading strategy did not lead to the repeated passing of 

inventory imbalance among dealers, as predicted by the hot-potato hypothesis.  

 In the view of most forex dealers, the practice of administered pricing principally 

prevented commercial banks from being active market-makers in the forward 

market as well as discouraged businesses from applying hedging tools (sub-

section 7.4.4).  This finding is consistent with the evidence of biased prediction of 

“allowed” forward rates. 

 Throughout the years 2007 to 2009, businesses became more aware of exchange 

rate risk, with an improvement in their knowledge of forex derivative products as 

well as their ability to apply these products (sub-sections 8.6.1 and 8.6.3). 

However, the use of these hedging tools remained limited in 2009 (sub-section 

8.6.2). Two significant reasons behind this situation were: (i) commercial banks 

were not ready to offer these products; and (ii) “resource disadvantages” 

prevented many businesses from approaching these sophisticated products. The 

former reason is largely consistent with the findings in sub-sections 6.4.3 and 

7.4.4 that the administered pricing mechanism prevented commercial banks from 

conducting the role of market-makers.    

 The four measures of market liquidity (three measures presented in sub-section 

7.5.1 and one measure in sub-section 8.5.1) commonly provided a confirmation of 

the issue of illiquidity, especially for the year 2009. The most common reason 

mentioned by dealers was that the market simply was not liquid within the 

allowable trading band.  

 The responses from forex dealers as well as from export-import companies 

strongly confirmed the practice of circumventing techniques, given the market 

illiquidity within the allowable trading band for VND/USD transactions (sub-

sections 7.5.3 and 8.5.2). In interbank trading, the use of a third currency with an 
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arrangement among three parties became the most popular circumventing 

technique. In the client market, circumventing techniques became more versatile, 

but businesses normally preferred simple techniques (for example, accepting 

additional fees/charges in any form). It seems that the authorities were not 

successful in curtailing circumventing techniques; as soon as one circumventing 

technique was banned, other techniques quickly emerged.  This suggests that it 

was not easy to administratively control the VND/USD rate given the free float in 

other exchange rates, and the presence of sophisticated financial transactions. 

 When the market became illiquid, a proportion of businesses had to pay additional 

costs for transactions conducted at the prima facie quoted rates (sub-section 

8.5.3). For a number of cases, additional costs were estimated in a range of 5-10 

per cent of the quoted rate or more. This suggests that businesses did not benefit 

from the strategy of keeping the VND/USD rate “stable” within the allowable 

trading band by the monetary authority.  

 Most market participants believed that the main issue of Vietnam’s forex market 

originated from a rigid exchange rate regime with the use of administrative tools 

and no appropriate intervention, which caused a long-lasting gap between the 

VND/USD rate in the official market and in the parallel market (sections 7.7 and 

8.7). This was commonly considered to be a serious problem in the way that 

Vietnam’s forex market functions. 

 During the periods of illiquidity, many corporate customers were really unhappy 

about conducting transactions in a non-transparent market with a range of 

abnormal phenomena (sub-section 8.5.4). 

 Given their view on the issue of Vietnam’s forex market, market participants 

commonly suggested that exchange rate policy should be flexible, consistent and 

transparent, and give clear guidance. Such policy would allow the exchange rate 

to adjust flexibly to reflect the interaction of market forces. Otherwise (if the 

current practice of exchange rate regime remains), the SBV should intervene in 

the market on a sustainable basis using market instruments. However, given the 

low level of forex reserves and the prolonged depreciating trend of the 
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Vietnamese dong, such forex intervention by the SBV may not be realistic. 

According to a number of respondents, it is crucial to restore the public’s 

confidence in the value of the Vietnamese dong, and this is viewed as a supportive 

strategy of the SBV’s exchange rate policy in the long run.   

9.2 DISCUSSION AND POLICY IMPLICATIONS 

The findings presented in Chapters 4 to 8 consistently suggest that the apparent 

preference toward a stable VND/USD rate through the use of administrative devices 

throughout the examined period was probably not the most appropriate policy choice 

from an economic viewpoint. Such preference might be driven by other objectives – 

for example, one dictated by political or strategic consideration or by easing pressures 

on foreign debts for the public sector. However, the political economy of such choices 

is beyond the scope of this study. Instead, it considers the consistency between the 

setting of exchange rate and economic policy objectives such as inflation control, 

external competitiveness and transition to a developed forex market.  

The stability in the official VND/USD rate did not appear to be sufficient for low and 

stable inflation. Not did it appear to be a necessary condition. In the meantime, the 

emphasis on stability in the VND/USD persistently led to large losses in the country’s 

external competitiveness while causing a range of operational deficiencies for the 

country’s forex market. The discussion below will link theoretical points of view and 

findings in order to highlight the reason why the preference for a stable VND/USD 

rate was not conducive to the objectives of inflation control and external 

competitiveness, before arriving at a concluding remark for policy implication. 

Consider the objective of inflation control. As discussed in sub-section 2.3.2, a peg 

regime may contribute to lower inflation as it: (i) induces greater discipline on 

policymaking, thus containing the monetary source of inflation; and (ii) helps exclude 

the source of inflation arising from exchange rate pass-through. In the case of 

Vietnam, these effects were not seen. First, expansionary monetary stance was geared 

to promote economic growth throughout the examined period, especially from 2001. 

Second, a nominal peg to the US dollar could not be a guarantee of the removal of the 

effect of pass-through of nominal effective exchange rate (NEER) to inflation, 
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especially when the anchoring currency (US dollar) was deeply depreciating against 

other currencies in Vietnam’s trade basket during the period 2001-2009.
70

 Third, the 

rather sticky VND/USD rate was not assured for a long period, but was subjected to 

pressures of devaluation from time to time due to persistent trade deficit and high 

inflation. When unavoidable devaluations occurred, they offset any possible effort to 

keep inflation stable in the previous period by contributing to a quick depreciation of 

the NEER. Given the high degree of pass-through of NEER to inflation, unavoidable 

large devaluations could potentially contribute to a spiral of inflation and even ignite a 

crisis. 

With regard to the objective of maintaining external competitiveness, this is not 

supported by a peg regime from the theoretical point of view. Under a peg regime, if 

the government exhibits no deep-rooted credibility in fighting inflation, the local 

currency would be artificially overvalued due to a persistent misalignment in the 

exchange rate. In Vietnam, a peg regime was pursued in an environment of high 

inflation driven by a range of factors, including a persistent expansionary stance with 

a determined belief in the achievement of high economic growth and strong job 

creation. In the meantime, there were no effective tools the SBV could use to reduce 

money supply quickly (for example, this occurred when it recently had to purchase 

foreign exchange in the face of a surge in capital inflows). As a consequence, the 

REER became an endogenous, rather than policy, variable. As presented in Chapter 4 

and summarized earlier in this chapter, it appreciated strongly during much of the 

examined period, leading to large losses in the country’s external competitiveness and 

serious imbalance in the forex market. There were some efforts to devaluate the 

Vietnamese dong, but these did not occur in a timely manner and were never enough 

to counterbalance the high inflation rates. Devaluations were apparently conducted 

tentatively, due to the fear of an inflation spiral. This fear was not without ground, as 

there was a high degree of exchange rate (NEER) pass-through to inflation. The SBV 

was frequently caught in a dilemma, as to whether it should devaluate the Vietnamese 

dong further or not. On one hand, a radical devaluation may not contribute much to 

the restoration of external competitiveness due to a high degree of exchange rate pass-

                                                 
70 It is worthwhile to note that the depreciation of the US dollar was not enough to prevent the REER 

of VND from appreciating, due to the country’s high inflation rates as compared to international 

standards.   
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through. On the other hand, no radical devaluation means that large losses in external 

competitiveness remain persistent (and the forex market continues to be non-

transparent and illiquid). Thus, the adjustable pegged exchange rate regime (peg and 

devaluations) was not sustainable and growth enhancing. 

In general, a pegged exchange rate regime in Vietnam was conducted in an 

environment of unfavourable factors that actually reinforced the disadvantages of a 

pegged regime: persistent expansionary monetary stance geared to achieve high 

economic growth, high inflation and lack of deep-rooted credibility in fighting 

inflation on the part of the government, deep depreciation of the anchoring currency,  

thin foreign exchange reserves, weak financial markets, long-lasting trade deficit, high 

openness with less diversified production structure, on-going economic integration 

inducing the “impossible trinity” dilemma, and exposure to external disturbances. In 

the future, these factors will continue to remain while some of them will become more 

apparent. This suggests that exchange rate policy needs some reform in regards to the 

setting of the VND/USD rate. 

A radical shift to a totally flexible regime may not be a prudent option in the face of 

an underdeveloped forex market with ineffective derivative products (though it was 

virtually a product of a peg exchange rate regime) and weak market confidence. A 

gradual approach to a flexible regime appears to be suitable. From the perspective of 

economic objectives such as inflation control, external competitiveness and transition 

to a developed forex market, greater attention should be paid to stabilizing 

competitive effective exchange rates, especially the REER, instead of the bilateral 

VND/USD rate, for an extended period of time. Intuitively, the most striking reason 

for this shift is that Vietnam’s trade basket is now well diversified with numerous 

important trading partners.  Such a shift would help reduce the risk that the country’s 

external competitiveness may be seriously eroded due to increasing inflation 

differentials between the domestic country and its trading partners. It would also help 

reduce the stickiness in the bilateral VND/USD rate and ease the imbalance in the 

forex market. Unlike a rigid inflation targeting monetary framework, a stable and 

competitive REER would still provide space for the government to conduct a 

monetary policy framework which would respond flexibly to changing global 

conditions in achieving the country’s economic development objectives (Le Anh Tu  
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Packard 2007).
71

 In the long run, if it is in consistent coordination with all other 

policies − fiscal, monetary and commercial/industrial, a stable and competitive REER 

is considered to have positive impacts on economic growth and employment creation 

through efficient resource allocation, helping maintain external balance, containing 

inflation and stabilizing asset markets (Frenkel and Taylor 2006). The coordination 

between exchange rate policy and other policies would not be an easy task, but it 

would be a realistic one. The success of Singapore in managing the value of the 

Singapore dollar on a trade-weighted basis since the early 1980s (MAS 2001) can be a 

good case study for Vietnam. Thus, this implication itself raises other research topics 

for further consideration. 

9.3 LIMITATIONS 

This study is subject to several limitations that are associated with the scope of 

analysis, the weaknesses of the analytical tools used, and the survey approach. There 

are also limitations due to data unavailability and time constraints/associated costs. 

Most of the limitations were discussed throughout the related chapters. 

First, this study attempted to provide an assessment of the consistency between the 

conduct of exchange rate policy and several economic policy objectives such as 

nominal exchange rate stability, inflation control, external competitiveness and 

external balance, and transition to a developed forex market. As presented in Chapter 

4, it is recognized that such a list of economic policy objectives is far from exhaustive. 

Further, to policy-makers at the time, non-economic factors may have been important 

considerations as well. For example, an assessment could be conducted under a 

working hypothesis that political and/or ideological considerations might have 

dominated after the launch of the economic reform process.  Nevertheless, an in-depth 

historical analysis of the political economy in regard to how and why particular 

policies were opted for during the examined period is beyond the scope of this study. 

                                                 
71 Inflation targeting is an approach in monetary policy that commits the central bank to focus on a 

fairly rigid low inflation target with little regard to its impact on real targets such as economic growth 

and job creation (Epstein 2003). 
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Second, the two empirical studies presented in Chapter 5 exhibit some limitations in 

terms of model specifications and data used. In the case of the investigation into the 

linkage between the exchange rate regimes and inflation persistence, the regression 

model did not take into account other important factors such as external turbulence 

and degrees of economic integration, which could have a material impact on inflation 

persistence. Though the use of recursive mean adjustment and intercept dummy terms 

in this study to some extent reduces the severity of this caveat, it does not fully 

address the fundamental issue involved. 

In the case of VAR analysis of exchange rate pass-through to inflation, one concern is 

that VAR models can be sensitive to the ordering of variables in the VAR systems 

even though the study followed the methodology that a number of empirical studies 

applied. Further, the data series used are subject to concerns such as short time span, 

rapid structural transformation of the economy, outliers, and the type of bilateral 

VND/USD rate used. Several measures were adopted to overcome some of the 

mentioned limitations to a certain extent, such as sub-period analysis (2001Q1-

2009Q4), use of dummy variables, use of different types of VND/USD rate and 

sensitivity analysis (in terms of dummy variables and VAR orderings). However, they 

may not represent optimal solutions. In addition, data unavailability did not allow the 

author to include the Import Price Index into VAR models in order to determine how 

the degree of pass-through changes from upstream to downstream prices. 

Third, the analysis of the consistency between the conduct of exchange rate policy 

and the objective of external competitiveness and external balance was only based on 

descriptive statistical analysis (Chapter 4). A rigorous empirical model such as a trade 

model in the form of import and export functions may be more useful for examining 

the relationship between the REER and trade for Vietnam, thus offering a deeper 

insight into how a strong appreciation in the REER (as a consequence of an apparent 

preference towards stability in the bilateral VND/USD rate) could cause deterioration 

in the country’s trade balance. However, the time constraint as well as data 

unavailability prevented the author from conducting such an empirical analysis.  

Fourth, as discussed in Chapter 3, the survey methodology of collecting data can be 

criticized as it is possible that respondents may respond strategically while the 
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sampling technique adopted (snowball sampling) does not assure a standardized 

random sample. A number of measures were adopted in order to generate reliable 

responses from participants, such as: (i) using well-designed questionnaires; (ii) 

conducting open and friendly follow-up interviews in order to guide forex dealers to 

answer questions and reinforce information collected; and (iii) adopting mechanisms 

to build trust and assure confidentiality for respondents. However, the concern about 

some sensitive questions still remains. Furthermore, respondents from export-import 

companies generally provided answers to the questions without any direct assistance 

or any further clarification from the author. These circumstances may have given rise 

to the possibility that respondents (mainly from export-import companies) 

misunderstood some items and/or answered less than accurately.   

As explained in Chapter 3, the snowball sampling technique was selected because of 

factors such as the small target population, no reliable sampling frame, the existence 

of some sensitive questions and time constraint. Much effort was made to generate 

usable samples. For example, in the survey of forex dealers/commercial banks, 

through the author’s network of associates, the questionnaires were successfully sent 

to representative forex dealers of almost all the commercial banks in the target 

population (sampling units). In the survey of export-import companies, questionnaires 

were delivered to respondents through a diversified network of associates. 

Nevertheless, these attempts could only contribute to a reduction in the bias of 

samples. Furthermore, in the case of export-import companies, the identified sampling 

units were businesses with registered addresses in Ho Chi Minh City. Though Ho Chi 

Minh City is the largest economic and financial centre in Vietnam, the sample formed 

from such sampling units might not produce findings that can be generalized to all the 

export-import companies in Vietnam.  

Despite their limitations, the different methods of analysis were adopted in a 

complimentary and integrated manner, thus providing a consistent picture of 

Vietnam’s exchange rate policy since the late 1980s and its consequences for 

macroeconomic performance and the forex market’s development. The findings could 

be used as a significant reference or foundation for the formation of exchange rate 

policy in the coming years. 
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9.4 FURTHER RESEARCH 

The policy implications and limitations presented in the previous sections help reveal 

an agenda for future studies. First, a more rigorous study is needed to assess the extent 

of exchange rate misalignment and suggest a framework for a regime targeting a 

stable and competitive real effective exchange rate. In this regard, a relevant model of 

an equilibrium exchange rate may be required for such an assessment.   

Second, with reference to the limitation of the model adopted to investigate the 

relationship between exchange rate regime and inflation persistence, future research 

could make use of more detailed models of inflation. Alternatively, the model from 

this study can be extended to deal with other sets of circumstances. This further 

approach would help shed additional light on the role of those “other” factors which 

exert strong influence over inflation persistence. 

Third, when data on other price indices such as the Import Price Index are available, 

they can be incorporated into the VAR models to obtain deeper insight into how the 

degree of exchange rate pass-through changes from upstream to downstream prices.   

Similarly, when data on the Export and Import Price Indices are available, rigorous 

trade models can be developed to investigate the impact of the REER on trade 

performance. The evidence from such studies can be used for a better assessment of 

the conduct of exchange rate policy in regard to its consistency with the objective of 

external competitiveness and external balance.  The evidence is also essential from the 

perspective of intervening and monitoring the level of the REER, if a shift to targeting 

a stable and competitive real effective exchange rate is in place. 

Finally, while findings from the two field surveys are useful in reinforcing knowledge 

about the characteristics and functioning of Vietnam’s forex market as well as the role 

of exchange rate policy in the development of this market, more rigorous survey-

based research may be still required in order to understand the determinants of the use 

of forex derivative products. This is important in considering whether a shift to a more 

flexible exchange rate regime is feasible and in identifying supportive policies for 
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developing derivative markets. Such research would require a larger and more 

standardized random sample. 
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Appendix A: Computation of NEER and REER for Vietnam 

Formulae  

The effective exchange rate indices used in the main paper are defined in foreign 

currency terms and are estimated by the geometric mean method as per the following 

formulae: 
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where: 

 tNEER   is the nominal effective exchange rate of the home country at time t; 

 tREER   is the real effective exchange rate of the home country at time t; 

 n  is the number of trading-partner currencies in the trade basket; 

 jte   is the nominal bilateral exchange rate relative to currency j, measured as the 

number of units of currency j per unit of the domestic currency, and expressed as 

an index; 

 
jtW   is the weight assigned to currency j at time t, reflecting the contribution of the 

country of currency j to the home country’s foreign trade; and  

 tP  is the domestic price index at time t and jtP  is the price index of foreign 

country j at time t.    

As both indices are defined in foreign-currency terms, an increase in their value 

indicates an appreciation of the home currency.  

Choice of Base Year, Currency Basket and Weights 

The year 1992 is selected to be the base year for our calculations, due mainly to 

availability of data.  This year was also the first year that the Vietnamese economy 

can be regarded as having re-established some stability after the sweeping changes 

(1) 

(2) 
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associated with the Doi Moi economic reform process during the latter half of the 

1980s. 

The currency basket includes 26 trading partners: six ASEAN member countries 

(Cambodia, Indonesia, Malaysia, Singapore, Thailand, the Philippines), six Euro zone 

countries (Belgium, France, Germany, Italy, the Netherlands, Spain) and fourteen 

other countries/economies: Argentina, Australia, Canada, China, India, Hong Kong, 

Japan, South Korea, Russia, Sweden, Switzerland, Taiwan, the UK, and the USA.   

Each selected trading partner accounted for at least 0.5 per cent of Vietnam’s total 

foreign trade during the latest 10 years.  The basket covered about 90 per cent of this 

total trade in every year since 1996.  For present purposes, the trade weights are re-

calculated annually, and the resultant values are chain-linked. 

Data Sources and Usage 

 The CPI is the only price index available for Vietnam and for several trading 

partners in the currency basket.  Therefore, the author uses CPI data in the 

computation of REER.  

 In general, data for period-average exchange rates (between a particular 

currency and the US dollar) and data for period-average CPI are obtained 

directly from the IMF’s International Financial Statistics (online). 

 Data for Taiwan are collected from the website of the National Statistics of 

Taiwan, the ROC.  

 Monthly CPI data for China are obtained from OECD iLibrary (online). 

 Monthly exchange rate data for the year 1992 for Russia are based on daily data 

provided by Koen and Meyermans (1994).  

 Monthly CPI data for the years 1992 to 1994 for Cambodia are based on 

monthly data presented in Viseth (2001)  

 Trade data for Vietnam are obtained from the General Statistics Office.  Data on 

Vietnam’s CPI and bilateral VND/USD exchange rate are obtained from 

Vietnamese sources such as the SBV and the GSO, and are used to cross-check 

with those obtained from the IFS or as supplementary sources to fill some 

missing observations in the relevant IFS data series. 
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 Some adjustments and processing of the obtained data are made: 

o CPI data are adjusted to reflect year 1992 being the base year instead of 

year 2000;  

o For Australia, as monthly CPI data are not available, they are interpolated 

using the quarterly data;  

o For countries in the Euro zone, the “synthetic” values of the nominal 

USD/EUR corresponding to each country are computed backward to 1992 

on the basis of the conversion rates published by the European Central 

Bank as of 31
st
 December 1998 and the corresponding bilateral rates with 

the US dollar during the 1992-1998 period; and 

o The exchange rates between the Vietnamese dong and a particular 

currency in the basket are calculated as cross rates, based on their rates 

with the US dollar. 

Resultant Estimates and Comparison with IMF Estimates 

Tables A1 to A3 present the annual and monthly values of the NEER and REER as 

calculated by the author.   

For comparison, Table A4 present data obtained from a number of IMF publications 

for the REER over the period 1995-2006.  The combined and linked series based on 

these IMF data, in column (e), shows similar movements over time to those of the 

series compiled by the author, reported in column (g).  The similarities are shown 

graphically in Figure A1    

In another comparison, Figure A2 contrasts the author’s NEER and REER estimates 

with those used by the IMF staff in a country report for Vietnam (IMF 2006b).  It can 

be seen clearly that, for the years for which data are available in both data sets, the 

author’s NEER and REER series generally tracked movements in the IMF series quite 

well.   
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Table A1: Annual NEER and REER, 1992-2009 

(Base year 1992=100) 

Year NEER REER  
1992 100.0 100.0 

1993 112.4 105.6 

1994 110.9 101.5 

1995 108.2 107.2 

1996 113.2 114.2 

1997 116.5 118.0 

1998 119.4 125.0 

1999 110.4 117.9 

2000 111.0 114.8 

2001 113.6 114.8 

2002 109.8 114.0 

2003 102.4 107.9 

2004 97.0 107.6 

2005 95.0 111.5 

2006 93.0 114.5 

2007 88.9 115.5 

2008 83.4 127.2 

2009 81.0 131.4 
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Table A2: Monthly NEER, 1995-2007 (1992=100) 

Month NEER Month NEER Month NEER Month NEER Month NEER 

Jan-92 94.2 Sep-95 110.6 May-99 112.1 Jan-03 104.9 Sep-06 92.5 

Feb-92 97.1 Oct-95 110.1 Jun-99 111.7 Feb-03 105.0 Oct-06 92.6 

Mar-92 97.9 Nov-95 110.5 Jul-99 111.2 Mar-03 105.0 Nov-06 91.4 

Apr-92 99.1 Dec-95 110.8 Aug-99 110.1 Apr-03 105.0 Dec-06 90.6 

May-92 98.0 Jan-96 112.2 Sep-99 109.9 May-03 102.6 Jan-07 91.2 

Jun-92 96.9 Feb-96 112.1 Oct-99 108.5 Jun-03 102.2 Feb-07 91.5 

Jul-92 97.5 Mar-96 112.1 Nov-99 108.5 Jul-03 102.5 Mar-07 90.8 

Aug-92 99.7 Apr-96 112.4 Dec-99 108.0 Aug-03 102.9 Apr-07 90.0 

Sep-92 100.5 May-96 112.5 Jan-00 107.8 Sep-03 101.8 May-07 89.8 

Oct-92 103.4 Jun-96 113.4 Feb-00 109.5 Oct-03 99.8 Jun-07 89.7 

Nov-92 107.1 Jul-96 113.7 Mar-00 109.6 Nov-03 99.3 Jul-07 88.6 

Dec-92 108.7 Aug-96 113.3 Apr-00 109.6 Dec-03 98.2 Aug-07 88.3 

Jan-93 113.4 Sep-96 113.9 May-00 111.6 Jan-04 96.9 Sep-07 87.6 

Feb-93 113.8 Oct-96 114.3 Jun-00 110.5 Feb-04 96.2 Oct-07 87.1 

Mar-93 113.7 Nov-96 113.8 Jul-00 111.4 Mar-04 97.0 Nov-07 86.1 

Apr-93 113.2 Dec-96 114.2 Aug-00 111.8 Apr-04 97.0 Dec-07 86.6 

May-93 113.7 Jan-97 115.4 Sep-00 112.4 May-04 98.5 Jan-08 84.4 

Jun-93 112.6 Feb-97 117.3 Oct-00 112.9 Jun-04 98.1 Feb-08 84.1 

Jul-93 112.8 Mar-97 114.4 Nov-00 112.6 Jul-04 97.8 Mar-08 82.9 

Aug-93 111.5 Apr-97 114.0 Dec-00 112.2 Aug-04 98.1 Apr-08 82.9 

Sep-93 110.8 May-97 112.8 Jan-01 112.4 Sep-04 97.9 May-08 83.6 

Oct-93 110.8 Jun-97 112.2 Feb-01 112.3 Oct-04 97.1 Jun-08 82.2 

Nov-93 111.4 Jul-97 114.1 Mar-01 114.6 Nov-04 94.9 Jul-08 81.1 

Dec-93 111.6 Aug-97 116.8 Apr-01 116.4 Dec-04 93.8 Aug-08 82.5 

Jan-94 114.1 Sep-97 118.2 May-01 115.8 Jan-05 93.5 Sep-08 83.3 

Feb-94 112.9 Oct-97 118.3 Jun-01 115.4 Feb-05 93.6 Oct-08 84.5 

Mar-94 112.4 Nov-97 118.6 Jul-01 115.0 Mar-05 93.1 Nov-08 85.6 

Apr-94 112.0 Dec-97 126.1 Aug-01 111.8 Apr-05 94.0 Dec-08 83.6 

May-94 111.5 Jan-98 133.3 Sep-01 111.3 May-05 94.0 Jan-09 82.0 

Jun-94 111.0 Feb-98 125.3 Oct-01 112.3 Jun-05 95.0 Feb-09 83.6 

Jul-94 109.3 Mar-98 120.5 Nov-01 112.5 Jul-05 96.0 Mar-09 84.4 

Aug-94 109.4 Apr-98 119.2 Dec-01 113.3 Aug-05 95.0 Apr-09 83.5 

Sep-94 109.2 May-98 121.1 Jan-02 114.3 Sep-05 95.4 May-09 81.9 

Oct-94 109.3 Jun-98 125.0 Feb-02 114.4 Oct-05 96.3 Jun-09 81.5 

Nov-94 109.6 Jul-98 124.6 Mar-02 113.1 Nov-05 96.9 Jul-09 81.3 

Dec-94 110.7 Aug-98 118.4 Apr-02 112.9 Dec-05 96.6 Aug-09 81.0 

Jan-95 110.6 Sep-98 116.1 May-02 110.6 Jan-06 94.7 Sep-09 80.1 

Feb-95 110.3 Oct-98 110.6 Jun-02 108.4 Feb-06 95.0 Oct-09 79.2 

Mar-95 107.4 Nov-98 109.9 Jul-02 106.5 Mar-06 94.9 Nov-09 78.0 

Apr-95 104.7 Dec-98 109.2 Aug-02 107.2 Apr-06 93.9 Dec-09 75.0 

May-95 105.1 Jan-99 109.2 Sep-02 107.6 May-06 92.0   

Jun-95 104.9 Feb-99 110.9 Oct-02 108.5 Jun-06 93.0   

Jul-95 105.6 Mar-99 112.7 Nov-02 107.5 Jul-06 92.8   

Aug-95 108.4 Apr-99 112.4 Dec-02 106.8 Aug-06 92.5   
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Table A3: Monthly REER, 1995-2007 (1992=100) 

Month REER Month REER Month REER Month REER Month REER 

Jan-92 93.4 Sep-95 110.3 May-99 120.5 Jan-03 109.7 Sep-06 114.4 

Feb-92 99.8 Oct-95 109.8 Jun-99 119.8 Feb-03 112.0 Oct-06 114.9 

Mar-92 99.6 Nov-95 110.2 Jul-99 119.0 Mar-03 111.1 Nov-06 114.0 

Apr-92 100.0 Dec-95 110.7 Aug-99 116.9 Apr-03 110.8 Dec-06 113.2 

May-92 99.2 Jan-96 112.6 Sep-99 115.6 May-03 108.4 Jan-07 115.2 

Jun-92 97.3 Feb-96 114.6 Oct-99 112.7 Jun-03 108.0 Feb-07 117.6 

Jul-92 97.8 Mar-96 115.4 Nov-99 113.3 Jul-03 108.0 Mar-07 116.2 

Aug-92 99.7 Apr-96 115.1 Dec-99 113.4 Aug-03 108.1 Apr-07 115.4 

Sep-92 99.4 May-96 114.3 Jan-00 113.5 Sep-03 106.6 May-07 115.6 

Oct-92 101.0 Jun-96 114.6 Feb-00 116.6 Oct-03 104.1 Jun-07 116.2 

Nov-92 105.5 Jul-96 114.2 Mar-00 115.5 Nov-03 104.2 Jul-07 115.5 

Dec-92 107.3 Aug-96 112.7 Apr-00 114.7 Dec-03 103.6 Aug-07 115.1 

Jan-93 111.8 Sep-96 113.2 May-00 115.9 Jan-04 103.0 Sep-07 114.5 

Feb-93 113.0 Oct-96 113.7 Jun-00 114.1 Feb-04 105.1 Oct-07 114.0 

Mar-93 109.8 Nov-96 114.1 Jul-00 114.2 Mar-04 106.6 Nov-07 113.7 

Apr-93 107.8 Dec-96 115.4 Aug-00 114.2 Apr-04 106.8 Dec-07 117.3 

May-93 108.6 Jan-97 117.3 Sep-00 114.1 May-04 109.1 Jan-08 116.5 

Jun-93 106.1 Feb-97 120.9 Oct-00 114.6 Jun-04 109.4 Feb-08 119.3 

Jul-93 105.2 Mar-97 117.5 Nov-00 115.1 Jul-04 109.5 Mar-08 120.6 

Aug-93 103.3 Apr-97 115.6 Dec-00 114.7 Aug-04 110.3 Apr-08 122.6 

Sep-93 101.2 May-97 113.6 Jan-01 114.9 Sep-04 110.0 May-08 127.6 

Oct-93 99.8 Jun-97 112.8 Feb-01 115.3 Oct-04 108.8 Jun-08 127.4 

Nov-93 100.2 Jul-97 114.9 Mar-01 116.6 Nov-04 106.7 Jul-08 126.4 

Dec-93 100.1 Aug-97 117.3 Apr-01 117.3 Dec-04 106.1 Aug-08 130.8 

Jan-94 102.7 Sep-97 118.7 May-01 116.5 Jan-05 106.8 Sep-08 132.3 

Feb-94 104.1 Oct-97 119.2 Jun-01 116.2 Feb-05 108.9 Oct-08 134.1 

Mar-94 102.8 Nov-97 120.0 Jul-01 115.6 Mar-05 108.3 Nov-08 135.8 

Apr-94 101.7 Dec-97 128.4 Aug-01 112.2 Apr-05 109.6 Dec-08 132.6 

May-94 101.1 Jan-98 136.7 Sep-01 112.0 May-05 110.0 Jan-09 132.5 

Jun-94 101.1 Feb-98 130.5 Oct-01 112.7 Jun-05 111.7 Feb-09 135.1 

Jul-94 99.3 Mar-98 124.0 Nov-01 113.4 Jul-05 112.9 Mar-09 136.0 

Aug-94 99.4 Apr-98 124.1 Dec-01 115.4 Aug-05 111.9 Apr-09 134.0 

Sep-94 100.1 May-98 127.5 Jan-02 117.4 Sep-05 112.6 May-09 131.8 

Oct-94 100.5 Jun-98 131.4 Feb-02 119.6 Oct-05 113.8 Jun-09 131.9 

Nov-94 101.7 Jul-98 130.2 Mar-02 117.4 Nov-05 115.4 Jul-09 132.0 

Dec-94 103.0 Aug-98 124.7 Apr-02 116.8 Dec-05 115.7 Aug-09 131.3 

Jan-95 105.5 Sep-98 122.3 May-02 114.6 Jan-06 114.4 Sep-09 130.5 

Feb-95 108.4 Oct-98 116.6 Jun-02 112.5 Feb-06 117.0 Oct-09 129.4 

Mar-95 105.4 Nov-98 115.7 Jul-02 110.5 Mar-06 116.2 Nov-09 128.1 

Apr-95 102.8 Dec-98 116.1 Aug-02 111.2 Apr-06 114.7 Dec-09 124.5 

May-95 104.7 Jan-99 117.8 Sep-02 111.5 May-06 112.6   

Jun-95 104.9 Feb-99 121.4 Oct-02 112.7 Jun-06 114.3   

Jul-95 105.7 Mar-99 122.8 Nov-02 111.8 Jul-06 114.3   

Aug-95 108.4 Apr-99 121.4 Dec-02 111.3 Aug-06 114.0   
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Table A4: Comparison of REER Estimates Compiled by the IMF  

and the Present Study 

 Source (a) (b)  (c)  (d) (e) (f)  (g) 

 Base yr 2000 1997 1990 1990 2000 1992 2000 

1995     122.9 92.6 107.2 93.4 

1996     131.1 98.8 114.2 99.5 

1997    134.7 135.4 102.0 118.0 102.8 

1998    145.5 146.5 110.2 125.0 108.9 

1999    136.0 137.4 103.0 117.9 102.7 

2000   132.4 132.0  100.0 114.8 100.0 

2001  100.1 133.5 133.1  100.1 114.8 100.1 

2002  98.3 132.7 132.3  98.3 114.0 99.3 

2003  90.6 126.2   90.6 107.9 94.0 

2004  89.3 126.3   89.3 107.6 93.8 

2005  93.2    93.2 111.5 97.1 

2006   96.7       96.7 114.5 99.8 

 

Notes: 

 (a)   IMF (2006e, 2007c)  

 (b)   IMF (2006e) 

 (c)   IMF (2003b) 

 (d)   IMF (2000) 

 (e)   IMF combined and linked 

 (f)    Estimates by the author 

 (g)   As for (f) but re-expressed 
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Figure A1: Comparison of REER Estimates by IMF and Present Study 
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Figure A2: Comparison with the Indices Provided in an IMF report 
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Appendix B: Estimation of Quarterly Data on Real GDP for 1992Q1-

1999Q4 

Quarterly data on Vietnam’s real GDP for 1992Q1-1999Q4 are generated from annual 

data (at 1994 price) using a method similar to that adopted by Bahmani-Oskooee 

(1986). First, the equation Yt = a + bIOt + εt with seasonal dummies (where Y = GDP 

and IO = Industrial Output) is estimated for the period 2000Q1-2009Q4 (at 1994 

price). Then, quarterly data on industrial output obtained from the GSO are used to 

estimate quarterly observations for GDP for 1992Q1-1999Q4 based on the estimated 

equation. These obtained quarterly data for GDP are finally adjusted so that the sum 

of quarterly GDP of a given year is equal to the actual annual GDP of that year. The 

quarterly series of GDP is the expressed in an index, with the year equal to 100.  
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Appendix C: VAR Lag Exclusion Wald Tests 

Table C1: VAR Lag Exclusion Wald Tests 

VAR Model 1W, Period: 1992Q1 - 2009Q4  

 Δoil gap  Δm Δ vndusd  Δp  Joint 

Lag 1  31.76443  2.471035  12.84909  10.51615  56.14408  104.5975 

 [ 6.61e-06] [ 0.780851] [ 0.024835] [ 0.061864] [ 7.59e-11] [ 1.04e-11] 

       

Lag 2  12.55018  4.525657  1.797136  6.011279  5.261448  34.30501 

 [ 0.027979] [ 0.476458] [ 0.876442] [ 0.305123] [ 0.384813] [ 0.101548] 

       

Lag 3  6.840931  8.632570  4.217647  7.390175  8.057616  39.22262 

 [ 0.232742] [ 0.124648] [ 0.518525] [ 0.193202] [ 0.153089] [ 0.034990] 

       

Lag 4  16.22318  9.660945  7.521217  10.44524  6.030704  47.23741 

 [ 0.006235] [ 0.085432] [ 0.184671] [ 0.063559] [ 0.303243] [ 0.004597] 

       

df 5 5 5 5 5 25 

Notes: The numbers are Chi-squared test statistics for lag exclusion; the numbers in brackets are p-

values; df refers to “degrees of freedom”. 

Table C2: VAR Lag Exclusion Wald Tests 

VAR Model 1S, Period: 2001Q1 - 2009Q4  

 Δoil gap  Δm Δ vndusd  Δp  Joint 

Lag 1  16.56327  93.52319  14.69851  2.876103  42.66383  233.3913 

 [ 0.005407] [ 0.000000] [ 0.011731] [ 0.719080] [ 4.32e-08] [ 0.000000] 

       

Lag 2  8.628235  30.67265  11.70683  3.947247  11.15265  65.47225 

 [ 0.124843] [ 1.09e-05] [ 0.039033] [ 0.557036] [ 0.048436] [ 1.77e-05] 

       

Lag 3  2.035599  44.16536  15.43543  8.911839  3.474040  99.84241 

 [ 0.844198] [ 2.14e-08] [ 0.008655] [ 0.112633] [ 0.627319] [ 6.67e-11] 

       

df 5 5 5 5 5 25 

Notes: The numbers are Chi-squared test statistics for lag exclusion; the numbers in brackets are p-

values; df refers to “degrees of freedom”. 

Table C3: VAR Lag Exclusion Wald Tests 

VAR Model 1WG, Period: 1992Q1 - 2009Q4  

 Δoil gap  Δm Δgvndusd  Δp  Joint 

Lag 1  17.81649  3.233651  12.06823  8.693254  52.73344  99.04519 

 [ 0.003185] [ 0.664014] [ 0.033865] [ 0.121943] [ 3.81e-10] [ 9.08e-11] 

       

Lag 2  10.63147  4.058376  2.309344  6.359974  4.955435  37.53762 

 [ 0.059197] [ 0.541042] [ 0.804893] [ 0.272750] [ 0.421343] [ 0.051293] 

       

Lag 3  5.688097  7.530497  3.511562  12.79514  5.969587  42.99324 

 [ 0.337761] [ 0.184080] [ 0.621639] [ 0.025376] [ 0.309189] [ 0.014021] 

       

Lag 4  15.41868  9.047580  9.185066  9.763447  5.438157  47.75297 

 [ 0.008715] [ 0.107181] [ 0.101906] [ 0.082222] [ 0.364775] [ 0.003992] 

       

df 5 5 5 5 5 25 

Notes: The numbers are Chi-squared test statistics for lag exclusion; the numbers in brackets are p-

values; df refers to “degrees of freedom”. 
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Table C4: VAR Lag Exclusion Wald Tests 

VAR Model 1SG, Period: 2001Q1 - 2009Q4  

 Δoil gap  Δm Δgvndusd  Δp  Joint 

Lag 1  1.714130  164.4690  33.23702  2.970365  14.54591  240.7441 

 [ 0.887115] [ 0.000000] [ 3.38e-06] [ 0.704555] [ 0.012489] [ 0.000000] 

       

Lag 2  9.423646  50.53278  16.57714  13.68084  3.836337  98.90802 

 [ 0.093313] [ 1.08e-09] [ 0.005376] [ 0.017769] [ 0.573212] [ 9.58e-11] 

       

Lag 3  1.486293  108.5432  11.62226  18.67319  2.563681  163.6776 

 [ 0.914646] [ 0.000000] [ 0.040347] [ 0.002211] [ 0.766875] [ 0.000000] 

       

df 5 5 5 5 5 25 

Notes: The numbers are Chi-squared test statistics for lag exclusion; the numbers in brackets are p-

values; df refers to “degrees of freedom”. 

Table C5: VAR Lag Exclusion Wald Tests 

VAR Model 1SA, Period: 2001Q1 - 2009Q4  

 Δoil gap  Δm Δwvndusd  Δp  Joint 

Lag 1  6.575948  30.77700  139.3353  4.227694  22.33828  244.2321 

 [ 0.254135] [ 1.04e-05] [ 0.000000] [ 0.517121] [ 0.000451] [ 0.000000] 

       

Lag 2  9.694965  17.09210  33.62269  4.679824  7.843419  77.86884 

 [ 0.084354] [ 0.004328] [ 2.83e-06] [ 0.456190] [ 0.165079] [ 2.45e-07] 

       

Lag 3  2.494799  14.91143  87.40937  15.46271  4.461773  147.9504 

 [ 0.777278] [ 0.010748] [ 0.000000] [ 0.008558] [ 0.485014] [ 0.000000] 

       

df 5 5 5 5 5 25 

Notes: The numbers are Chi-squared test statistics for lag exclusion; the numbers in brackets are p-

values; df refers to “degrees of freedom”. 

Table C6: VAR Lag Exclusion Wald Tests 

VAR Model 2W, Period: 1992Q1 - 2009Q4  

 Δoil gap  Δm Δneer  Δp  Joint 

Lag 1  19.37135  3.467665  12.53160  10.81216  72.24383  109.1434 

 [ 0.001639] [ 0.628286] [ 0.028187] [ 0.055234] [ 3.50e-14] [ 1.73e-12] 

       

Lag 2  27.24204  1.695452  3.645794  2.121900  4.872398  45.79513 

 [ 5.12e-05] [ 0.889472] [ 0.601451] [ 0.832034] [ 0.431651] [ 0.006778] 

       

df 5 5 5 5 5 25 

Notes: The numbers are Chi-squared test statistics for lag exclusion; the numbers in brackets are p-

values; df refers to “degrees of freedom”. 
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Table C7: VAR Lag Exclusion Wald Tests 

VAR Model 2S, Period: 2001Q1 - 2009Q4  

 Δoil gap  Δm Δneer  Δp  Joint 

Lag 1  7.192203  62.90785  13.89750  4.771540  31.66202  167.9671 

 [ 0.206734] [ 3.04e-12] [ 0.016274] [ 0.444393] [ 6.93e-06] [ 0.000000] 

       

Lag 2  12.39926  22.40768  3.678952  1.219684  28.54399  85.89580 

 [ 0.029708] [ 0.000438] [ 0.596499] [ 0.942975] [ 2.85e-05] [ 1.32e-08] 

       

Lag 3  0.922892  32.10945  4.016397  5.621457  11.86137  89.25996 

 [ 0.968542] [ 5.65e-06] [ 0.547058] [ 0.344811] [ 0.036737] [ 3.78e-09] 

       

df 5 5 5 5 5 25 

Notes: The numbers are Chi-squared test statistics for lag exclusion; the numbers in brackets are p-

values; df refers to “degrees of freedom”. 

Table C8: VAR Lag Exclusion Wald Tests 

VAR Model 2WG, Period: 1992Q1 - 2009Q4  

 Δoil gap  Δm Δgneer  Δp  Joint 

Lag 1  23.16699  4.494365  11.25250  10.70693  68.74101  111.3194 

 [ 0.000314] [ 0.480638] [ 0.046597] [ 0.057511] [ 1.87e-13] [ 7.29e-13] 

       

Lag 2  37.57570  3.342122  4.742871  7.027784  5.489164  60.95074 

 [ 4.59e-07] [ 0.647399] [ 0.448059] [ 0.218582] [ 0.359136] [ 7.72e-05] 

       

df 5 5 5 5 5 25 

Notes: The numbers are Chi-squared test statistics for lag exclusion; the numbers in brackets are p-

values; df refers to “degrees of freedom”. 

Table C9: VAR Lag Exclusion Wald Tests 

VAR Model 2SG, Period: 2001Q1 - 2009Q4  

 Δoil gap  Δm Δgneer  Δp  Joint 

Lag 1  6.763284  12.66403  67.69708  31.89158  26.75221  183.9487 

 [ 0.238849] [ 0.026739] [ 3.09e-13] [ 6.24e-06] [ 6.37e-05] [ 0.000000] 

       

Lag 2  15.25190  5.593791  27.90035  23.43120  30.61983  117.8477 

 [ 0.009339] [ 0.347771] [ 3.81e-05] [ 0.000279] [ 1.11e-05] [ 5.30e-14] 

       

Lag 3  1.758078  4.831753  35.20608  25.21558  12.60653  108.9122 

 [ 0.881503] [ 0.436757] [ 1.37e-06] [ 0.000127] [ 0.027359] [ 1.90e-12] 

       

df 5 5 5 5 5 25 

 

Notes: The numbers are Chi-squared test statistics for lag exclusion; the numbers in brackets are p-

values; df refers to “degrees of freedom”. 
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Table C10: VAR Lag Exclusion Wald Tests 

VAR Model 2SA, Period: 2001Q1 - 2009Q4  
 

 Δoil gap  Δm Δwneer  Δp  Joint 

Lag 1  7.240351  14.36223  66.12481  11.59268  31.53783  178.3731 

 [ 0.203370] [ 0.013465] [ 6.55e-13] [ 0.040816] [ 7.33e-06] [ 0.000000] 

       

Lag 2  13.43211  4.467943  26.05587  5.811183  32.20570  102.6283 

 [ 0.019649] [ 0.484184] [ 8.70e-05] [ 0.325027] [ 5.41e-06] [ 2.26e-11] 

       

Lag 3  1.241804  5.028093  33.47497  13.51462  13.18121  107.5450 

 [ 0.940804] [ 0.412461] [ 3.03e-06] [ 0.019005] [ 0.021739] [ 3.27e-12] 

       

df 5 5 5 5 5 25 

Notes: The numbers are Chi-squared test statistics for lag exclusion; the numbers in brackets are p-

values; df refers to “degrees of freedom”. 
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Appendix D: AR Roots of VAR Models 

Figure D1: Inverse Roots of AR Characteristic Polynomial  

with Different Lag Orders 

VAR Model 1W, 1992Q1 – 2009Q4 
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Figure D2: Inverse Roots of AR Characteristic Polynomial  

with Different Lag Orders 

VAR Model 1S, 2001Q1 – 2009Q4 
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Figure D3: Inverse Roots of AR Characteristic Polynomial  

with Different Lag Orders 

VAR Model 1WG, 1992Q1 – 2009Q4 
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Figure D4: Inverse Roots of AR Characteristic Polynomial  

with Different Lag Orders 

VAR Model 1SG, 2001Q1 – 2009Q4 
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Figure D5: Inverse Roots of AR Characteristic Polynomial  

with Different Lag Orders 

VAR Model 1SA, 2001Q1 – 2009Q4 
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Figure D6: Inverse Roots of AR Characteristic Polynomial  

with Different Lag Orders 

VAR Model 2W, 1992Q1 – 2009Q4 
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Figure D7: Inverse Roots of AR Characteristic Polynomial  

with Different Lag Orders 

VAR Model 2S, 2001Q1 – 2009Q4 
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Figure D8: Inverse Roots of AR Characteristic Polynomial  

with Different Lag Orders 

VAR Model 2WG, 1992Q1 – 2009Q4 
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Figure D9: Inverse Roots of AR Characteristic Polynomial  

with Different Lag Orders 

VAR Model 2SG, 2001Q1 – 2009Q4 
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Figure D10: Inverse Roots of AR Characteristic Polynomial  

with Different Lag Orders 

VAR Model 2SA, 2001Q1 – 2009Q4 
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Appendix E: VAR Residual Heteroskedasticity Tests 

Table E1: Results of VAR Residual Heteroskedasticity Tests 

No Cross Terms (only levels and squares) 

VAR Models 
Results of Joint Test 

Chi-sq df Prob. 

1W:    xt = (Δoilt, gapt, Δmt, Δvndusdt, Δpt)' 609.57 645  0.84 

1S:      xt = (Δoilt, gapt, Δmt, Δvndusdt, Δpt)'  494.77 465  0.16 

1WG: xt = (Δoilt, gapt, Δmt, Δgvndusdt, Δpt)'  645.21 645  0.49 

1SG:   xt = (Δoilt, gapt, Δmt, Δgvndusdt, Δpt)'  326.87 315  0.31 

1SA:  xt = (Δoilt, gapt, Δmt, Δwvndusdt, Δpt)'  494.88 495  0.49 

    

2W:    xt = (Δoilt, gapt, Δmt, Δneert, Δpt)'  324.72 375  0.97 

2S:      xt = (Δoilt, gapt, Δmt, Δneert, Δpt)'  458.50 465  0.58 

2WG: xt = (Δoilt, gapt, Δmt, Δgneert, Δpt)'  345.12 375  0.86 

2SG:   xt = (Δoilt, gapt, Δmt, Δgneert, Δpt)'  473.95 465  0.38 

2SA:   xt = (Δoilt, gapt, Δmt, Δwneert, Δpt)'  460.92 465  0.54 

    

Note: The null hypotheses are of no heteroskedasticity. 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 304 

Appendix F: VAR Residual Normality Tests 

Table F1: Results of VAR Residual Normality Tests 

VAR Models 

Results of Joint Test 

Jarque-

Bera 
df Prob. 

    

1W:    xt = (Δoilt, gapt, Δmt, Δvndusdt, Δpt)'  8.92 10  0.54 

1S:      xt = (Δoilt, gapt, Δmt, Δvndusdt, Δpt)'  6.399 10  0.78 

1WG: xt = (Δoilt, gapt, Δmt, Δgvndusdt, Δpt)'  12.96 10  0.23 

1SG:   xt = (Δoilt, gapt, Δmt, Δgvndusdt, Δpt)'  12.20 10  0.27 

1SA:  xt = (Δoilt, gapt, Δmt, Δwvndusdt, Δpt)'  8.53 10  0.58 

    

2W:    xt = (Δoilt, gapt, Δmt, Δneert, Δpt)'  12.36 10  0.26 

2S:      xt = (Δoilt, gapt, Δmt, Δneert, Δpt)'  77.22 105  0.98 

2WG: xt = (Δoilt, gapt, Δmt, Δgneert, Δpt)'  10.94 10  0.36 

2SG:   xt = (Δoilt, gapt, Δmt, Δgneert, Δpt)'  14.58 10  0.15 

2SA:   xt = (Δoilt, gapt, Δmt, Δwneert, Δpt)'  13.07 10  0.22 

    

Note: The null hypotheses are of no normality. 
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Appendix G: VAR Residual Serial Correlation LM Tests  

Table G1: VAR Residual Serial Correlation LM Test 

VAR Model 1W 

Lags LM-Stat Prob 
1  18.50369  0.8203 

2  18.37402  0.8261 

3  26.95354  0.3582 

4  24.91661  0.4671 

5  19.91824  0.7511 

6  15.95452  0.9162 

7  28.93587  0.2666 

8  18.13086  0.8368 

Notes: The null hypothesis is no serial correlation at lag order h; probabilities are from chi-

square with 25 df. 

Table G2: VAR Residual Serial Correlation LM Test 

VAR Model 1S 

Lags LM-Stat Prob 
1  33.42698  0.1207 

2  23.20275  0.5657 

3  20.29575  0.7311 

4  28.83449  0.2709 

5  23.89960  0.5252 

6  35.48270  0.0798 

7  25.68027  0.4248 

8  23.99614  0.5196 

Notes: The null hypothesis is no serial correlation at lag order h; probabilities are from chi-

square with 25 df. 

Table G3: VAR Residual Serial Correlation LM Test 

VAR Model 1WG 

Lags LM-Stat Prob 
1  42.85112  0.0145 

2  25.43269  0.4383 

3  23.27984  0.5612 

4  20.49655  0.7203 

5  21.81395  0.6465 

6  15.83311  0.9197 

7  19.76777  0.7589 

8  18.25021  0.8316 

Notes: The null hypothesis is no serial correlation at lag order h; probabilities are from chi-

square with 25 df. 
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Table G4: VAR Residual Serial Correlation LM Test 

VAR Model 1SG 

Lags LM-Stat Prob 
1  31.59897  0.1699 

2  24.30890  0.5016 

3  18.28478  0.8301 

4  22.73230  0.5932 

5  16.49996  0.8991 

6  15.54928  0.9276 

7  18.18069  0.8346 

8  16.99760  0.8819 

Notes: The null hypothesis is no serial correlation at lag order h; probabilities are from chi-

square with 25 df. 

Table G5: VAR Residual Serial Correlation LM Test 

VAR Model 1SA 

Lags LM-Stat Prob 
1  41.23534  0.0217 

2  20.13130  0.7399 

3  28.94900  0.2661 

4  23.43489  0.5522 

5  32.35771  0.1479 

6  27.14234  0.3488 

7  18.27681  0.8304 

8  16.98971  0.8822 

Notes: The null hypothesis is no serial correlation at lag order h; probabilities are from chi-

square with 25 df. 

Table G6: VAR Residual Serial Correlation LM Test 

VAR Model 2W 

Lags LM-Stat Prob 
1  28.15032  0.3010 

2  29.40410  0.2474 

3  22.46480  0.6088 

4  22.03795  0.6336 

5  25.24081  0.4489 

6  28.44286  0.2879 

7  25.42776  0.4386 

8  14.57645  0.9507 

Notes: The null hypothesis is no serial correlation at lag order h; probabilities are from chi-

square with 25 df. 

Table G7: VAR Residual Serial Correlation LM Test 

VAR Model 2S 

Lags LM-Stat Prob 
1  33.42698  0.1207 

2  23.20275  0.5657 

3  20.29575  0.7311 

4  28.83449  0.2709 

5  23.89960  0.5252 

6  35.48270  0.0798 

7  25.68027  0.4248 

8  23.99614  0.5196 

Notes: The null hypothesis is no serial correlation at lag order h; probabilities are from chi-

square with 25 df. 
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Table G8: VAR Residual Serial Correlation LM Test 

VAR 2WG 

Lags LM-Stat Prob 
1  26.33842  0.3897 

2  33.39711  0.1214 

3  22.37526  0.6140 

4  23.71262  0.5360 

5  20.39702  0.7257 

6  31.24373  0.1811 

7  26.13264  0.4005 

8  15.86844  0.9187 

Notes: The null hypothesis is no serial correlation at lag order h; probabilities are from chi-

square with 25 df. 

Table G9: VAR Residual Serial Correlation LM Test 

VAR Model 2SG 

Lags LM-Stat Prob 
1  27.28924  0.3416 

2  20.21511  0.7355 

3  15.56576  0.9271 

4  20.85849  0.7005 

5  19.05079  0.7947 

6  41.65204  0.0196 

7  22.41530  0.6117 

8  18.99087  0.7976 

Notes: The null hypothesis is no serial correlation at lag order h; probabilities are from chi-

square with 25 df. 

Table G10: VAR Residual Serial Correlation LM Test 

VAR Model 2SA 

Lags LM-Stat Prob 
1  28.29946  0.2943 

2  24.70358  0.4791 

3  18.10429  0.8379 

4  22.38588  0.6134 

5  23.30934  0.5595 

6  35.10725  0.0863 

7  25.37847  0.4413 

8  24.22269  0.5065 

Notes: The null hypothesis is no serial correlation at lag order h; probabilities are from chi-

square with 25 df. 
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Appendix H: Impulse Responses of the CPI to the Exchange Rate 

Shocks  

Figure H1: Impulse Responses of the CPI the Exchange Rate Shocks  

under Alternative VAR Models 

VAR 

Models 
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Notes: All shocks are defined as one standard deviation shocks; the solid line indicates the impulse 

responses to the relevant shock; the dotted lines are standard error bands; the vertical axis reports the 

approximate percentage change in the CPI in response to the relevant shock. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 309 

Figure H2: Accumulated Impulse Response of the CPI  

to a Shock to the VND/USD Rate 

under Alternative VAR Models without Dummy Variables 
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Notes:  

 An optimal lag order for each VAR model is determined by investigating the lag structure of VAR 

models in terms of: (i) the lag orders suggested by standard lag length criteria; (ii) the lag 

exclusion Wald tests; and (iii) the roots of the characteristic polynomial.  

 All shocks are defined as one standard deviation shocks; the solid line indicates the accumulated 

impulse responses to the relevant shock; the dotted lines are standard error bands; the vertical axis 

reports the approximate percentage change in the CPI in response to the relevant shock.  
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Figure H3: Accumulated Impulse Response of the CPI  

to a Shock to the “grey” VND/USD rate 

VAR Model 1SG incorporating wcrisis as a dummy variable  
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Notes: The shock is defined as a one standard deviation shock; the solid line indicates the 

accumulated impulse responses to the relevant shock; the dotted lines are standard error bands; 

the vertical axis reports the approximate percentage change in the CPI in response to the 

relevant shock.  
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Figure H4: Accumulated Impulse Response of the CPI  

to a shock to the NEER  

Under Alternative VAR Models without Dummy Variables   
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Notes:  

 An optimal lag order for VAR models is determined by investigating the lag structure of VAR 

models in terms of: (i) the lag orders suggested by standard lag length criteria; (ii) the lag 

exclusion Wald tests; and (iii) the roots of the characteristic polynomial.  

 All shocks are defined as one standard deviation shocks; the solid line indicates the accumulated 

impulse responses to the relevant shock; the dotted lines are standard error bands; the vertical axis 

reports the approximate percentage change in the CPI in response to the relevant shock.  
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Appendix I: Accumulated Responses of the CPI to Shocks to 

Variables  

Figure I1: Accumulated Impulse Responses of the CPI to Shocks to Variables  

(VAR Model 2S, Sub-Period: 2001Q1- 2009Q4) 
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1. Response to the Oil Price Shock 2. Response to the Monetary Supply shock 
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3. Response to the Output Gap Shock 4. Response to the NEER  shock 
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5. Response to its Own Shock 

Notes: All shocks are defined as one standard deviation shocks; the solid line indicates the accumulated 

impulse responses to the relevant shock; the dotted lines are standard error bands; the vertical axis 

reports the approximate percentage change in the CPI in response to the relevant shock.  
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Appendix J: Accumulated Responses of Money Supply, the Exchange 

Rate and the CPI to a Shock to Output Gap 

Figure J1: Accumulated Impulse Responses to a Shock to Output Gap 

 (VAR Model 2S, Sub-Period 2001Q1-2009Q4) 
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1. Response of Money Supply 2. Response of the NEER 
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1. Response of the CPI 

Notes: The shock is defined as a one standard deviation shocks; the solid line indicates the accumulated 

impulse responses to the relevant shock; the dotted lines are standard error bands; the vertical axis 

reports the approximate percentage change in the variable in response to the relevant shock.  
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Appendix K: Alternative Orderings to VAR Model 2S and the 

Impulse Responses of the CPI 

Figure K1: Accumulated Impulse Responses of the CPI to Shocks to Variables 
Alternative Ordering AO1: xt = (Δoilt, Δmt, gapt, Δneert, Δpt)' 
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1. Response to the Oil Price Shock 2. Response to the Output Gap Shock 
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3. Response to the Money Supply Shock 4. Response to the NEER Shock 
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5. Response to its Own Shock 

Notes: All shocks are defined as one standard deviation shocks; the solid line indicates the accumulated 

impulse responses to the relevant shock; the dotted lines are standard error bands; the vertical axis 

reports the approximate percentage change in the CPI in response to the relevant shock. 
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Figure K2: Accumulated Impulse Responses of the CPI to Shocks to Variables 
Alternative Ordering OA2: xt = (Δoilt, gapt, Δneert, Δmt, Δpt)' 
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1. Response to the Oil Price Shock 2. Response to the Output Gap Shock 
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3. Response to the Money Supply Shock 4. Response to the NEER Shock 
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5. Response to its Own Shock 

Notes: All shocks are defined as one standard deviation shocks; the solid line indicates the accumulated 

impulse responses to the relevant shock; the dotted lines are standard error bands; the vertical axis 

reports the approximate percentage change in the CPI in response to the relevant shock. 
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Figure K3: Accumulated Impulse Responses of the CPI to Shocks to Variables  
Alternative Ordering OA3: xt = (Δoilt, Δmt, Δneert, gapt, Δpt)' 
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1. Response to the Oil Price Shock 2. Response to the Output Gap Shock 
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3. Response to the Money Supply Shock 4. Response to the NEER Shock 
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5. Response to its Own Shock 

Notes: All shocks are defined as one standard deviation shocks; the solid line indicates the accumulated 

impulse responses to the relevant shock; the dotted lines are standard error bands; the vertical axis 

reports the approximate percentage change in the CPI in response to the relevant shock. 
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Figure K4: Accumulated Impulse Responses of the CPI to Shocks to Variables 
Alternative Ordering AO4: xt = (Δoilt, Δneert, gapt , Δpt, Δmt)' 
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1. Response to the Oil Price Shock 2. Response to the Output Gap Shock 
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3. Response to the Money Supply Shock 4. Response to the NEER Shock 
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5. Response to its Own Shock 

Notes: All shocks are defined as one standard deviation shocks; the solid line indicates the accumulated 

impulse responses to the relevant shock; the dotted lines are standard error bands; the vertical axis 

reports the approximate percentage change in the CPI in response to the relevant shock. 
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Appendix L: Variance Decomposition of the CPI under Alternative 

Orderings to VAR Model 2S 

Table L1: Variance Decomposition of the CPI  
Alternative Ordering AO1: xt = (Δoilt, Δmt, gapt, Δneert, Δpt)' 

Periods 

Percentages of forecast variance as explained by shock from 

Oil 
Money 

Supply  

Output 

gap 
NEER CPI 

1  2.032760  2.577179  21.59423  11.41022  62.38562 

2  8.863107  16.42280  13.69918  7.416305  53.59860 

3  15.91168  9.334165  21.27511  21.31061  32.16843 

4  9.300998  24.24407  23.66561  22.07812  20.71119 

5  7.476600  35.66206  21.78023  18.98206  16.09905 

6  8.081394  36.29797  22.68482  17.79970  15.13612 

7  7.455765  34.29244  27.37637  16.28756  14.58787 

8  12.17555  29.58428  31.52683  14.02933  12.68402 

9  20.94650  25.14923  30.86621  12.00111  11.03695 

10  26.98945  22.69631  29.40209  10.54376  10.36838 

 

Table L2: Variance Decomposition of the CPI  
Alternative Ordering AO2: xt = (Δoilt, gapt, Δneert, Δmt, Δpt)' 

Periods 

Percentages of forecast variance as explained by shock from 

Oil 
Output 

gap 
NEER 

Money 

Supply  
CPI 

1  2.032760  23.80222  7.704693  4.074710  62.38562 

2  8.863107  15.25929  9.236139  13.04287  53.59860 

3  15.91168  23.25937  17.73312  10.92740  32.16843 

4  9.300998  31.17663  11.60472  27.20646  20.71119 

5  7.476600  31.30492  9.002611  36.11683  16.09905 

6  8.081394  32.71512  8.301668  35.76570  15.13612 

7  7.455765  37.40755  7.692123  32.85670  14.58787 

8  12.17555  40.86665  7.196465  27.07732  12.68402 

9  20.94650  39.27546  6.786110  21.95498  11.03695 

10  26.98945  37.26616  6.347340  19.02866  10.36838 
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Table L3: Variance Decomposition of the CPI  
Alternative Ordering AO3: xt = (Δoilt, Δmt, Δneert, gapt, Δpt)' 

Periods 

Percentages of forecast variance as explained by shock from 

Oil 
Money 

Supply  
NEER 

Output 

gap 
CPI 

1  2.032760  2.577179  20.33510  12.66934  62.38562 

2  8.863107  16.42280  13.10505  8.010440  53.59860 

3  15.91168  9.334165  32.23147  10.35425  32.16843 

4  9.300998  24.24407  34.00182  11.74192  20.71119 

5  7.476600  35.66206  29.66344  11.09886  16.09905 

6  8.081394  36.29797  28.28596  12.19856  15.13612 

7  7.455765  34.29244  26.20554  17.45838  14.58787 

8  12.17555  29.58428  21.58808  23.96807  12.68402 

9  20.94650  25.14923  17.49882  25.36849  11.03695 

10  26.98945  22.69631  15.04534  24.90051  10.36838 

 

Table L4: Variance Decomposition of the CPI 
Alternative Ordering AO4: xt = (Δoilt, Δneert, gapt , Δpt, Δmt)' 

Periods 

Percentages of forecast variance as explained by shock from 

Oil NEER  
Output 

gap 
CPI 

Money 

Supply  

1  2.032760  12.52280  18.98411  66.46033  0.000000 

2  8.863107  11.81873  12.67669  61.80110  4.840364 

3  15.91168  23.74730  17.24519  33.53622  9.559607 

4  9.300998  17.22917  25.55218  18.83623  29.08142 

5  7.476600  13.24834  27.05919  14.74742  37.46845 

6  8.081394  12.23024  28.78655  14.45987  36.44195 

7  7.455765  11.20020  33.89947  14.09726  33.34730 

8  12.17555  9.381152  38.68196  12.28632  27.47502 

9  20.94650  7.906385  38.15518  10.74708  22.24486 

10  26.98945  6.957372  36.65613  10.24992  19.14712 
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Appendix M: VAR Model 2S without Dummy Variables   

Figure M1: Accumulated Impulse Responses of the CPI to Shocks to Variables 
VAR Model 2S: xt = (Δoilt, gapt, Δmt, Δneert, Δpt)' without Dummy Variables 
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5. Response to its Own Shock 

Notes: All shocks are defined as one standard deviation shocks; the solid line indicates the accumulated 

impulse responses to the relevant shock; the dotted lines are standard error bands; the vertical axis 

reports the approximate percentage change in the CPI in response to the relevant shock. 
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Appendix N: Granger Causality Tests 

Table N1: Pairwise Granger Causality Tests 

Sub-Period: 2001Q1-2009Q4 

 Lag gap Δm Δvndusd 
Δgvndus

d 
Δneer Δgneer Δp 

Δoil 1 10.72(**) 5.50(*) 9.35(**) 3.44(#) 3.62(#)  10.04(**) 

 2 3.76(*) 2.71(#) 3.70(*)     

 3   4.19(*)   3.46(*) 2.35(#) 

 4   2.75(#)   2.64(#)  

gap 1       2.92(#) 

 2       3.07(#) 

 3       3.00(*) 

 4   8.91(**) 3.18(*)    2.48(#) 

Δm 1          

 2 6.08(**)  2.89(#) 4.16(*)  4.23(*) 6.56(**) 

 3   5.39(**) 7.09(**)  4.82(**) 3.61(*) 

 4 9.38(**)  6.57(**) 6.26(**)  4.35(**) 3.56(*) 

Δvndusd 1 3.07(#) 4.09(#)   5.10(*)  8.79(**) 

 2     5.03(#)  3.84(*) 

 3 2.81(#) 2.69(#)  4.31(*) 5.98(**) 3.87(*) 3.92(*) 

 4  2.62(#)  4.68(**)  4.70(**) 3.53(*) 2.77(*) 

Δgvndusd 1    8.79(**)     

 2   3.80(*)     

 3 6.09(**)   11.53(**)  3.54(*)  2.66(#) 3.13(*) 

 4 3.50(*)  8.36(**)  3.32(*)  4.95(**) 3.60(*) 

Δneer 1  3.95(#) 4.07(#)    3.67(#) 

 2        

 3        

 4      3.69(*)  

Δgneer 1  3.32(#)   5.49(*)  4.19(*)  

 2     3.41(*)   

 3   3.63(*)  2.80(#)   

 4 2.24(#)  2.96(*)  4.87(**)   

Δp 1        

 2        

 3 3.80(*)  3.30(*) 5.68(**)     

 4 2.86(*)  3.64(*) 4.47(**)     

Notes: The reported numbers are F-statistics for the null hypothesis that each variable in the first 

column does not Granger cause the variables listed in the first row;   **, *, and 
#
 indicate rejection at 

the 1 per cent, 5 per cent and 10 per cent significance level, respectively; all variables are in first 

differences except for the output gap.  
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Appendix O: Correlation Matrix   

Table O1: Correlation Matrix: CPI Inflation (Δp) and Changes in the Oil Price,  

Money Supply, and Output Gap, 2001Q1-2009Q4  

 Δp  Δoil(-1) Δoil(-2) Δoil(-3) Δoil(-4) gap(-1)  gap(-2) gap(-3) gap(-4) Δm(-1) Δm(-2) Δm(-3) Δm(-4) 

Δp  1             

Δoil(-1) 0.49(**) 1            

Δoil(-2) 0.47(**) 0.31
(#)

 1           

Δoil(-3) 0.09 -0.13 0.30(
#
) 1          

Δoil(-4) -0.17 -0.21 -0.08 0.34(
#
) 1         

gap(-1)  0.55(**) 0.14 0.46(**) 0.41(*) 0.16 1        

gap(-2) 0.51(**) -0.08 0.17 0.48(**) 0.42(*) 0.73(**) 1       

gap(-3) 0.47(**) -0.03 -0.01 0.26 0.43(*) 0.45(**) 0.78(**) 1      

gap(-4) 0.40(**) -0.22 0.03 0.04 0.18 0.41(*) 0.45(**) 0.72(**) 1     

Δm(-1) -0.22 -0.15 -0.38(*) -0.40(*) -0.05 -0.03 -0.04 -0.01 0.07 1    

Δm(-2) 0.24 0.12 -0.15 -0.39(*) -0.39(*) 0.08 -0.02 -0.01 0.02 0.53(*) 1   

Δm(-3) 0.60(**) 0.44(**) 0.06 -0.20 -0.37(*) 0.10 0.07 0.10 0.12 -0.03 0.52(**) 1  

Δm(-4) 0.60(**) 0.53(**) 0.37(*) 0.01 -0.18 0.33(
#
) 0.07 0.19 0.23 -0.38(*) -0.05 0.51(**) 1 

     Note: 
**

,
 *
, and 

#
 denote the significance at the 1 per cent, 5 per cent and 10 per cent level, respectively. 
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    Table O2: Correlation Matrix: CPI Inflation (Δp) and Changes in the Exchange Rates,  

2001Q1-2009Q4  

 Δp Δvndusd(-1) Δvndusd(-2) Δvndusdp(-3) Δgndusd(-1) Δgvndusd(-2) Δgvndusd(-3) Δneer(-1) Δneer(-2) Δneer(-3) Δgneer(-1) Δgneer(-2) Δgneer(-3) 

Δp  1             

Δvndusd(-1)  -0.39(*) 1            

Δvndusd(-2)  -0.34(*) -0.02 1           

Δvndusd(-3)  -.20 0.24 -0.03 1          

Δgvndusd(-1)  -0.09 0.39(*) 0.23 010 1         

Δgvndusd(-2)  -0.23 0.37(*) 0.43(*) 0.25 -0.01 1        

Δgvndusd(-3)  -0.15 -0.28 0.44(*) 0.47(**) 0.13 -0.05 1       

Δneer(-1)  0.28 0.13 -0.30(
#
) -0.05 -0.03 0.00 -0.37(*) 1      

Δneer(-2)  0.34(
#
) -0.43(*) 0.12 -0.32(

#
) -0.23 -0.05 -0.06 0.01 1     

Δneer(-3)  0.16 0.047 -0.46(**) 0.10 -0.13 -0.23 -0.06 -0.21 0.05 1    

Δgneer(-1) 0.32(
#
) -0.04 -0.06 -0.08 0.52(

#*
) -0.10 -0.10 0.75(**) 0.07 -0.31(#) 1   

Δgneer(-2) 0.29 -0.10 -0.02 -0.07 -0.21 0.47(**) -0.18 0.21 0.77(**) 0.11 0.03 1  

Δgneer(-3)  0.13 -0.25 -0.07 -0.02 -0.06 -0.26 0.43(*) -0.45(**) 0.23 0.80(**) -0.30(
#
) 0.02 1 

Note: 
**

,
 *
, and 

#
 denote the significance at the 1 per cent, 5 per cent and 10 per cent level, respectively. 
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Appendix P: Forward Rate as an Unbiased Predictor of Future Spot 

rate 

 

Figure P1: Forward Rate as an Unbiased Predictor of Future Spot rate 
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Illustration:  

 The forward rate is offered today (Ft,t+1), time t, for delivery at future time t+1, is 

used as a “predictor” of the spot exchange rate that will be prevalent at t+1. This 

means the forecasted spot rate for time t2 is F1; at time t2, the actual spot rate turns 

out to be S2. The vertical distance between F1 (the forecasted spot rate) and S2 (the 

actual spot rate) represents the forecast error.  

 Thus, when the forward rate is viewed as “an unbiased predictor of the future spot 

rate”, it means that the forward rate will, on average, overestimate and 

underestimate the actual future spot rate in equal frequency and degree. The sum 

of the forecasted errors is not different from zero. 

Source: Eiteman et al. (2008, p. 90) 
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Appendix Q: Circumventing Techniques 

When the forex market was illiquid at the allowed ceiling rate, VND/USD 

transactions might have been agreed upon to be conducted at higher rates. A variety of 

circumventing techniques were adopted in order to circumvent the regulation on the 

official exchange rate and allowable trading band. Most of these techniques are 

described below.  

Payment in the Form of Fees or Charges 

Corporate customers might be guided to pay the difference between the actually 

applied rate and the quoted “ceiling” rate in the form of fees or charges through 

service contracts such as commission fees, consultation fees and cash management 

fees. 

Compensation through Interest Rates 

VND/USD transactions can be agreed upon at the quoted rate but the difference is 

compensated for by adjusting the interest rates applied in subsequent loan or deposit 

transactions. 

Compensation through other Banking Services 

A corporate customer may use different banking services offered by a commercial 

bank such as international remittances and opening letters of credit. The difference 

can be offset by adjusting the related fees or charges.    

VND/USD Transactions to be made through a Third Currency  

This circumventing technique can be explained using the following example. On 4
th

 

June 2009, a commercial bank made quotation for USD and EUR in terms of VNDs 

as follows: 

Date 

 

USD  

Average 

Interbank 

rate 

USD EUR 

Buying Selling Buying Selling 

04 /06/09 16,942 17,789 17,789 25,395 25,847 



 326 

In the international forex market, the EUR is traded at USD1.4206 and USD1.4211 

for bid and ask respectively. It is assumed that Vietnamese commercial banks can 

trade USDs against EURs with each other or with overseas banks at these rates.  

Bank customers cannot buy USDs at rate VND17,789/USD. Instead, they can buy 

EURs at rate VND25,847/EUR and then use those obtained EURs to buy USD at rate 

USD1.4206/EUR. By doing so, bank customers have to buy USDs at rate 

VND18,194/USD (=25847 : 1.4206), which is much higher than the quoted rate. 

Initially, a third currency arrangement was made between two parties only. Recently, 

it has been designed to involve a third party to disguise its circumventing nature. This 

arrangement has been quite popular in interbank trading. 

Use of Derivative Products 

Short-term forward contracts or American style options can be used to circumvent the 

regulation.  Let’s return to the quotation mentioned earlier. Customers cannot buy 

USDs at rate VND17,789/USD, but at rate VND18,194/USD. In this case, a customer 

can sign a forward contract with the bank to buy forward USDs at 18194; the date of 

the contract can be backdated to disguise it from the authorities. Another alternative is 

that the customer can buy an American style call option on USDs with premium 

VND405/USD (=18194 - 17789). Because it is an American style call option, the 

customer can exercise their right to buy USDs at 17789 immediately.    

A swap contract can also be used for the purpose of circumvention. For example, a 

corporate customer can procure USDs by conducting two derivative transactions with 

a commercial bank as follows: (i) signing a 3-month forward contract to purchase 

USDs at VND18,194/USD; (ii) signing a swap contract in which the corporate 

customer buys USDs spot at rate VND17,789/USD and sells USDs 3-month forward 

also at rate VND17,789/USD.  (The reason may be that the payment term in the 

related foreign trade contract is changed from a deferred payment to immediate 

payment after delivery of goods). With these two transactions, the corporate customer 

actually buys USDs spot at VND18,194/USD. In this example, it is assumed that the 

3-month forward rate is in compliance with the regulation on the ceiling forward rate.    
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Seeking Transactions in the Parallel Market 

Businesses might have to purchase USDs in the parallel market. Yet in order to  make 

payment through banks, they had to legalize their procured USDs. The USDs that 

businesses could procure in the parallel market are cash USDs. Businesses cannot 

simply place these USDs into their accounts for making international payments 

because they cannot prove the legality of having these USDs. In the meantime, banks 

can buy USDs in cash from individuals. Therefore, in order to legalize their procured 

USDs in cash, businesses have to sell these USDs to banks at the quoted cash bid rate 

and then buy them back at the quoted transfer ask rate.  

Direct Deals between Corporate Customers 

Commercial banks may introduce companies that have USDs for sale to companies 

that need to purchase USDs. Thus corporate customers can negotiate with each other 

about the prices. Then VND/USD transactions can be conducted at the quoted rates 

through the bank, but the difference must be settled between the corporate customers 

directly.   

Other Arrangements 

 Borrowing USDs and then buying USDs forward for repayment of the loan; 

 Borrowing USDs and making repayment of the loan in EURs; 

 Maintaining an open account for recoding liabilities arising from VND/USD 

transactions. 
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Appendix R: Ethical Clearance Certificate 
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Appendix S: Cover Letter and Questionnaires 

 

 
 

 

 

 

EXCHANGE RATE POLICY AND THE FOREIGN EXCHANGE 

MARKET IN VIETNAM, 1985-2009 

Questionnaire Coversheet 

Who is conducting the research? 

This is a student research project. 

Student’s contact details: 

Title:      Mr.   

Name:     Tran Phuc Nguyen 

Relevant Qualification: PhD student 

Contact address:            Business 2 (N72) 0.23, Department of Accounting,    

                                       Finance and Economics, Nathan Campus,  

                                       Griffith University, Nathan, QLD 4111, Australia 

Telephone:     042 193 4016 

Email:     tran.nguyen@griffith.edu.au 

Principal supervisor’s contact details: 

Title:   Prof 

Name:   Tom Nguyen 

Relevant Qualification: Professor of Economics 

Contact Address: Department of Accounting, Finance and Economics,      

Business 1 Building (N50), Nathan Campus,           

Griffith University, Nathan, QLD 4111, Australia 

Telephone:   (07) 3735 7617 

Email:   t.nguyen@griffith.edu.au 

 

 AFE, Griffith Business School 
Nathan campus, Griffith University 

170 Kessels Road, Nathan 
Queensland 4111 Australia 

 
Tel: +61 (0) 7 3735 5033 

Fax: +61 (0) 7 3735 3719 
Email: gbs@griffith.edu.au 

Website: www.griffith.edu.au    
 

 

mailto:tran.nguyen@griffith.edu.au
mailto:t.nguyen@griffith.edu.au
mailto:gbs@griffith.edu.au
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Why is the research being conducted? 

This survey is being conducted as an instrument to collect additional data for a PhD 

project about exchange rate policy and the foreign exchange market in Vietnam.  

What participants will be asked to do? 

You will be asked a number of questions about Vietnam’s foreign exchange market 

and your views and opinions regarding this market.   

The basis by which participants will be selected or screened 

Participants are forex dealers from commercial banks and representatives from 

export-import companies (one respondent from each organization). Commercial banks 

are those that were licensed in or before 2006 and have their establishments (head 

offices or main branches) in Ho Chi Minh City or Ha Noi.  Export-import companies 

are those that were set up in or before 2006 and have registered addresses in Ho Chi 

Minh City.   

The expected benefits of the research 

The objective of this survey is to help provide a better understanding of the current 

state of Vietnam’s foreign exchange market and of the role played by the exchange 

rate regime in the development of this market. The outcomes of this study will 

provide a foundation for the analysis, formation and evaluation of future policy. Such 

knowledge will also be of interest to practitioners as any change to policy would have 

an impact on the operation of the foreign exchange market.   

Your consent 

I would be very grateful if you could consent to participate in this survey by 

completing this questionnaire and sending it back to me.  A stamped self-addressed 

return envelope has been enclosed herewith for your convenience. If you would prefer 

to complete the questionnaire electronically and send it through email, please let me 

know by email.  
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Your confidentiality and voluntary participation 

While the success of this study will depend upon your response, your participation 

will be completely voluntary. Please be assured that all information collected will be 

strictly confidential. No personal identity will be revealed because only aggregate 

results will be presented.   

Questions/further information 

For any queries related to the questionnaire, please feel free to contact me on (+61) 

431934016 or via email address tran.nguyen@griffith.edu.au, or my supervisor who is 

formally the chief investigator: Prof. Tom Nguyen, email t.nguyen@griffith.edu.au. 

The ethical conduct of this research 

Griffith University conducts research in accordance with the National Statement on 

Ethical Conduct in Human Research (2007). If you have any complaint related to the 

ethical aspects of my study, please contact the Manager, Research Ethics on (+61 7) 

3735 5585 or research-ethics@griffith.edu.au 

Feedback to you 

If you are interested in being informed of the results of the survey, please provide the 

contact information we ask for at the end of the questionnaire form. 

 

Yours sincerely 

 

Tran Phuc Nguyen 

PhD candidate 

Department of Accounting, Finance and Economics 

Building N72, Room 0.23 

Nathan Campus, Griffith University 

Nathan, QLD 4111, Australia 

Phone: 042 193 4016 

Email:  tran.nguyen@griffith.edu.au 

 

 

 

 
 

mailto:tran.nguyen@griffith.edu.au
mailto:t.nguyen@griffith.edu.au
mailto:research-ethics@griffith.edu.au
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QUESTIONNAIRE 

(Survey of Forex Dealers at Commercial Banks) 

 

Part 1: General information 

1. Your current position is:  

Treasury/Forex Manager  

Senior dealer  

Junior dealer  

Other (please specify)  

2. How many years have you had involvement in the area of currency trading? 

Less than 1 year  

Between 1 - 3 years  

Between 3 - 5 years  

Between 5 - 7 years  

More than 7 years  

3. What is your daytime position limit? 

Up to USD 100,000   

Between USD 100,000 - 300,000  

Between USD 300,000 -  500,000  

Between USD 500,000 - 1,000,000  

More than USD 1,000,000    

4. What is the approximate size of your bank’s average daily total  FX turnover 

(including interbank market and client market) (in Million USD)? 

Up to USD 1 million  

Between 1 - 3   

Between 3 - 5   

Between 5 - 7   

Between 7 – 10  

More than USD 10 million (please specify approximately)  

5. Ownership of your bank: 

State owned      

Joint stock      

Joint venture           

100% foreign owned  

Foreign bank branch  

Other (please specify)  

6. Year of bank establishment in Vietnam  ________________ 
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Part 2: Market structure and activities  

7. What is the approximate share of interbank trading in your bank’s total forex 

trading volume (including both inter-bank and client-bank transactions)? 

Year 2007  …………………… % 

Year 2009   ……………………. % 

 Additional questions when interviewing: Has your bank ever traded the 

currency pair VND/USD using circumventing techniques? Which is the most 

popular technique? Please comment on the change in the share of interbank 

trading.   

8. Please specify the most important purpose of your bank’s trading in the interbank 

forex market on a typical  day. 

 Year 2007 Year 2009 

Buying/selling to meet requirements of corporate 

customers 
  

Trading to establish your own position   

Arbitrage opportunity   

Other (please specify)   

 Additional questions when interviewing: What weight would you assign to the 

purpose of meeting requirements of corporate customers?  

9. What is the approximate share of spot transactions in your bank’s total forex 

trading volume? 

Year 2007  …………………… % 

Year 2009  ……………………. % 

10. What is the approximate share of the currency pair VND/VND in your bank’s 

total forex trading volume? 

Three (3) years ago  …………………… % 

Currently   ……………………. % 

 Additional questions when interviewing: Which are other important currency 

pairs? Please comment on the change in the share of the currency pair 

VND/USD. 

11. Which of the following best describes your spot trading in the interbank market? 

 Year 2007 Year 2009 

Customer order driven trading   

Technical trading   

Fundamental analysis   

Jobbing   

Other (please specify)   
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12. What is the approximate share of forex derivative transactions in your bank’s 

total forex trading volume? 

(Approximately in percentage) Year 2007 Year 2009 

Forward  (outright) ……… % ……… % 

Swap ……… % ……… % 

Option ……… % ……… % 

Other (please specify) ……… % ……… % 

13. In your view, why is the forex derivative market in Vietnam not more developed 

than it is at present? 

 

 

 

 Additional questions when interviewing: For what purposes have forex 

derivatives been used? Hedging or circumventing?   

Part 3: Market liquidity and functioning 

14. Please indicate how often your bank has not been ready to make two-way     

quotations for trading VND/USD within the allowable trading band in the 

interbank market. Please give an estimate in percentage terms, e.g. 0% for 

“never”, 50% for “about 50% of the time”, and 100% for “always/almost 

always”. 

Year 2007  …………………… % 

Year 2009   ……………………. % 

15. Please provide reasons why your bank has not been ready in making two-way 

quotations for trading VND/USD in the interbank market.  

 

 

 

16. How often has your bank been unwilling to sell USDs at the rate quoted in the 

client market? Please give an estimate in percentage terms, e.g. 0% for “never”, 

50% for “about 50% of the time”, and 100% for “always/almost always”.  

Year 2007  …………………… % 

Year 2007  ……………………. % 

17. When forex transactions could not be executed at the rate quoted in the client 

market, how has your bank helped clients to meet their forex requirements? 
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18. How would you assess the liquidity level of the forex market? In this 

questionnaire, a forex market is described as “liquid” if it features a high level of 

trading activities such that a large volume of trades can be immediately executed 

with minimum effect on price. 

Extremely 

poor 

1 

Rather poor 

 

2 

Neither good 

nor poor 

3 

Rather good 

 

4 

Very good  

 

5 

 

Year 2007 Year 2009 

1 2 3 4 5 1 2 3 4 5 

 Additional questions when interviewing: Please comment on the change in the 

liquidity level. 

19. How strongly do you agree or disagree that the regulation on the announced 

official exchange rate (VND/USD) and the allowable trading band has caused a 

gap between the quoted rate and the actually applied rate at your bank? 

Strongly 

disagree 

1 

Disagree 

 

2 

 Neutral 

 

3 

Agree 

 

4 

Strongly agree  

 

5 

 

Year 2007 Year 2009 

1 2 3 4 5 1 2 3 4 5 

20. To what extent do you think the average interbank exchange rate that is 

announced by the SBV reflects the true market-clearing rate? 

Very poorly 

 

1 

Rather poorly 

 

2 

Neither well 

nor poorly 

3 

 Rather well 

 

4 

Very well   

 

5 

 

Year 2007 Year 2009 

1 2 3 4 5 1 2 3 4 5 

21. How strongly do you agree or disagree that the official exchange rate announced 

by the SBV is really the average in the interbank forex market on the preceding 

banking day? 

Strongly 

disagree 

1 

Disagree 

 

2 

 Neutral 

 

3 

Agree 

 

4 

Strongly agree  

 

5 

 

Year 2007 Year 2009 

1 2 3 4 5 1 2 3 4 5 
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Part 4: Overall issues and suggestions  

22. In you view, are there any major issues/problems that have prevented the forex 

market in Vietnam from operating more satisfactorily and/or from developing 

further and faster? 

 

 

 

23. Are there any changes that you would suggest to help the market operate more 

satisfactorily and develop further and faster?   

 

 

 

24. If you wish to receive the results of this survey, please provide either your email 

address or postal address so that we can forward the report to you. 

 Your email address is: ________________________________  (Optional) 

 Your postal address is: ________________________________ (Optional) 

                                     ________________________________ 

 

Thank you very much for your time and help! 
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QUESTIONNAIRE  

(Survey of Export-Import Companies) 

Part 1: General information about yourself and your company 

1. Your position:   

2. Number of years working for the organization: 

3. Year of the company’s establishment:    

4. Registered capital (in billion VND):   

5. Number of employees:   

6. Main business fields:   

7. Form of business 

Private limited liability company  

State owned company             

Joint stock company     

Joint venture enterprise          

Wholly foreign owned enterprise  

Other (please specify)  

8. Nature of export-import activities 

Export only              Import only         Both Export and Import   

Part 2:  Use of forex transactions 

9. Your company’s average annual export turnover (USD million) is approximately: 

 Year 2007 Year 2009 

Less than USD 1 million   

Between 1 – 3   

Between 3 – 5    

Between 5 – 10     

More than USD 10 million    

10. Your company’s average annual import turnover (USD million) is approximately: 

 Year 2007 Year 2009 

Less than USD 1 million   

Between 1 – 3   

Between 3 – 5    

Between 5 – 10     

More than USD 10 million    
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11. Which of the following would best describe the way your company used your 

forex export proceeds?   

 Year 2007 Year 2009 

Selling to banks right upon receipt   

Only selling to banks when needing cash in VND   

Keeping for import payment in future   

Not applicable – no export proceeds   

Other (please specify)   

12. What is the approximate share of each type of forex transactions in your 

company’s total forex transaction volume in a typical month? 

 (Approximately in percentage) Year 2007 Year 2009 

Spot ………… % ………… % 

Forward ………… % ………… % 

Swap ………… % ………… % 

Option ………… % ………… % 

Other (please specify) ………… % ………… % 

Part 3:  Experiences with liquidity issues 

13. Please indicate how often your company has experienced market illiquidity in 

that your company could not buy USDs at the exchange rate publicly quoted by 

commercial banks. Please give an estimate in percentage terms, e.g. 0% for 

“never” , 50% for “about 50% of the time or total number of transactions”, and 

100% for “always/almost always”. 

Year 2007  …………………… % 

Year 2009  ……………………. % 

14. With the situation mentioned in the above question, what solutions has your 

company adopted to acquire USDs for international payment? Please select the 

relevant items as listed below or nominate solutions that are not listed by writing 

in the last rows. In case of more than one solution, please rank the selected 

solutions according to their frequency with 1 referring to the most frequently used 

solution.    

 Rank 

Accept additional fees/charges   

Use a forward contract  

Use an option contract  

Transact through a third currency  

Go to the parallel market  

Other (please specify)  
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15. How much would the solutions mentioned in question 15 typically add to the cost 

of obtaining US dollars? 

(Approximately in percentage of the quoted rate) Year 2007 Year 2009 

Less than 1% of the quoted rate   

Between 1% - 3% of the quoted rate   

Between 3% - 5% of the quoted rate   

Between 5% - 10% of the quoted rate   

More than 10%   

Other (please specify)   

16. Please indicate the 3 (or fewer) most influential aspects that make you unhappy 

when conducting forex spot transactions with your commercial banks. 

 

  

  

Part 4: Experiences with exchange rate risk and hedging tools 

17. How do you rate your company’s exposure to exchange rate risk? 

Negligible 

1 

Small 

2 

Moderate 

3 

Serious 

4 

Very serious  

5 

 

Year 2007 Year 2009  

1 2 3 4 5 1 2 3 4 5 

18. How often has your company used derivative products (such as forward contracts 

and option contracts) for hedging against exchange rate risk? Please give an 

estimate in percentage terms, e.g. 0% for “never”, 50% for “about 50% of the 

time or total number of transactions”, and 100% for “always/almost always”. 

Year 2007  …………………… % 

Year 2009  ……………………. % 

19. How do you assess your knowledge and ability in using/applying forward forex 

contracts and option contracts? 

Poor  

1 

Fair 

2 

Good 

3 

Very good 

4 

Excellent  

5 

 

 Year 2007 Year 2009 

Forward contracts 1 2 3 4 5 1 2 3 4 5 

Option contracts 1 2 3 4 5 1 2 3 4 5 
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20. If your company has never (or rarely) used forex forward contracts and/or option 

contracts (for hedging), please indicate 3 (or fewer) most important reasons for 

this.   

 

  

  

Part 5:  Overall issues and suggestions 

21. From your viewpoint, are there any important issues/problems with the way the 

forex market in Vietnam functions? 

 

 

 

22. What changes would make the forex market operate more satisfactorily for you? 

 

 

 

23. If you wish to receive the results of this survey, please provide either your email 

address or postal address so that we can forward the report to you. 

 Your email address is: ________________________________ (Optional) 

 Your postal address is: ________________________________ (Optional) 

                                     ________________________________ 

 

 

Thank you very much for your time and help! 

 

 ----------------- 

Some technical terms for your reference: 

 A forex spot transaction is a transaction in which the exchange rate is agreed 

upon today for the delivery of foreign exchange to be done at once or in two days. 

 A forex forward transaction is a transaction in which the exchange rate is agreed 

upon today for the delivery of foreign exchange to be done on a specified date in 

the future. 

 A currency option is a transaction in which the buyer pays the seller a premium 

(called ‘option premium’) in order to have the right but not the obligation to 

exchange money denominated in one currency into another currency at a pre-

agreed exchange rate on a specified date in the future. 
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Appendix T: Nonparametric Tests 

 

Table T1: Related-Samples Wilcoxon Signed Ranks Tests 

for Measures of Market liquidity 

(Data from Surveying Forex Dealers) 

 

Null Hypothesis 

Test 

Statistics 

(Z) 

Asymptotic 

Significance  

(2-tailed) 

Decision 

There is no difference in the non-readiness of 

commercial banks in making two-way 

quotation for VND/USD in the allowable 

trading band between 2007 and 2009 

-4.550
a/ 

.000 

Reject the 

null 

hypothesis 

There is no difference in the non-willingness 

of commercial banks in selling USDs at the 

quoted rates in the client market  between 

2007 and 2009 

-4.956
a/ 

.000 

Reject the 

null 

hypothesis 

There is no difference in the liquidity level of 

Vietnam’s forex market between 2007 and 

2009 

-3.614
b/ 

.000 

Reject the 

null 

hypothesis 

Notes:  

 a/
  Based on negative ranks 

 b/
  Based on positive ranks 

 

 

 

Table T2: Related-Samples Wilcoxon Signed Ranks Test  

for the Way of Using Export Proceeds by Businesses 

(Data from Surveying Export-Import Companies) 

Null Hypothesis 

Test 

Statistics 

(Z) 

Asymptotic 

Significance  

(2-tailed) 

Decision 

There is no difference in the way that 

businesses used their export proceeds between 

2007 and 2009   

-4.652
a/ 

.000 

Reject the 

null 

hypothesis 

Note: 
a/
  Based on negative ranks 
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Table T3: Independent-Samples Mann-Whitney U Test 

for Businesses’ Experience with Market Illiquidity in 2009 

(Data from Surveying Export-Import Companies) 

Null Hypothesis 

Test 

Statistics 

(Z) 

Asymptotic 

Significance  

(2-tailed) 

Decision 

In 2009, the distribution of illiquidity 

experience of importing-only businesses is 

different from that of businesses involving 

both export and import activities   

-2.313
 

.021 

Reject the 

null 

hypothesis 

  

 

Table T4: Related-Samples Wilcoxon Signed Ranks Tests 

for Businesses’ Experiences with Exchange Rate Risk and Hedging Tools 

(Data from Surveying Export-Import Companies) 

 

There is no difference in the level of exposure 

to exchange rate risk between 2007 and 2009 
-10.024

a/ 
.000 

Reject the 

null 

hypothesis 

There is no difference in the frequency of 

using hedging tools between 2007 and 2009 
-2.626

a/ 
.009 

Reject the 

null 

hypothesis 

There is no difference in the ability of using 

forward contracts  between 2007 and 2009 
-8.568

a/ 
.000 

Reject the 

null 

hypothesis 

There is no difference in the ability of using 

currency options  between 2007 and 2009 
-8.538

a/ 
.000 

Reject the 

null 

hypothesis 

Note:  
a/
  Based on negative ranks 
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