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Abstract

Foreign direct investment (FDI) inflows to Vietnam have increased significantly in 
recent years. Theoretically, capital inflows will put pressure on the overvaluation of 
local currencies in countries, despite different exchange rate mechanisms. So, the 
problem facing the Vietnamese government is the need to examine the relationship 
between the exchange rate and FDI in order to develop effective policies. This study 
examined the relationship between the exchange rate and FDI in Vietnam in the pe-
riod of 2005–2019 using the VAR (vector autoregression) model based on quarterly 
frequency data. The new points of this study are: (i) using the real effective exchange 
rate (REER) of the Vietnamese currency with 143 major trading partners of Vietnam; 
and (ii) adding two control variables into the VAR model to examine the relationship 
between the exchange rate and FDI in Vietnam – a case study for developing countries. 
The findings show that, firstly, there is a positive causal relationship between FDI and 
Vietnam’s real effective exchange rate. Secondly, trade openness has a positive impact 
on FDI and REER in Vietnam. Thirdly, economic growth has an impact on REER, but 
no statistically significant impact on FDI was found. The findings can provide useful 
information to help policymakers plan and make decisions on future policies and sup-
port further research studies.
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INTRODUCTION

According to Barrell and Pain (1997), Borensztein et al. (1998), FDI is 
a capital source that plays an important role in promoting productiv-
ity growth in both developed and developing countries. In particular, 
for developing countries, FDI is seen as a valuable additional source 
of domestic savings. On the other hand, when FDI enterprises invest 
in a country, they also help transfer technology, create jobs, and train 
workers for knowledge and skills. These benefits reinforce the impor-
tance of FDI.

Over the past decades, many studies around the world have been con-
ducted to assess the relationship of exchange rates and FDI inflows. 
Overall, existing studies provide evidence that a relationship exists be-
tween these two variables (Froot & Stein, 1991; Blonigen, 1997; Takagi 
& Shi, 2011; Boateng et al., 2015; Djulius, 2017). However, studies are 
still controversial about the direction of the impact between FDI and 
the exchange rate. On the other hand, the studies show that the char-
acteristics of the relationship between these two variables may differ 
due to the characteristics of the research data, the research model and 
the exchange rate regime in each country.
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In the process of global integration, foreign direct investment (FDI) is becoming more and more im-
portant for Vietnam, a developing country. According to the General Statistics Office of Vietnam (2018), 
the foreign direct investment sector accounts for approximately 20% of gross domestic product (GDP), 
with the contribution increasing over the years. The FDI sectors help to improve Vietnam’s export ca-
pacity, becoming a bridge for Vietnam to quickly approach and cooperate with many countries, step by 
step raising the position and strength of Vietnam in the globalization context. Exports from the FDI 
sector averaged over 66% of Vietnam’s total merchandise exports in the 2011–2016 period (General 
Statistics Office of Vietnam, 2018).

For many years, Vietnam has been known as a developing country with a relatively high growth rate 
and a stable exchange rate, increasing trade openness. These features have contributed to consolidating 
Vietnam’s image as an attractive destination for foreign investors. As a result, FDI inflows to Vietnam 
have increased significantly in recent years. Theoretically, capital inflows will put pressure on the over-
valuation of local currencies in countries, despite different exchange rate mechanisms. In a flexible ex-
change rate regime, an increase in the real value of the local currency occurs through an increase in the 
nominal value of the local currency. Meanwhile, in a fixed exchange rate regime, an increase in the real 
value of the local currency is mainly driven by higher prices for non-commercial goods.

Vietnam is a country that is pursuing a mixed exchange rate mechanism. Therefore, the appreciation of 
VND depends on both processes: an increase in the nominal value of the local currency and an increase 
in the price of non-commercial goods. The issue to be concerned about is how FDI inflows to Vietnam are 
related to the exchange rate, from which appropriate policies can be proposed to improve the efficiency of 
FDI inflows. However, studies on the relationship between the exchange rate and FDI in Vietnam are still 
limited in number and focus on one-way impacts of the exchange rate on FDI (Pham & Nguyen, 2013). 
Therefore, this study attempts to contribute to the current research gap. This paper provides the empirical 
evidence on the two-way relationship between the exchange rate and FDI with the following key points: (1) 
using the real effective exchange rate variable in Vietnam (REER) with a large number of trading partners 
(including 143 partner countries); and (2) considering the impact of trade openness and economic growth 
as control variables in the VAR model of the relationship between REER and FDI in Vietnam. 

1. LITERATURE REVIEW

1.1. Theoretical approaches

According to Cushman (1985), for market-oriented 
FDI (mainly using input resources from the home 
country to produce and sell products in the host 
country), the depreciation of the host country’s cur-
rency will cause profits to be transferred back to the 
home country become low, discouraging investors 
and decreasing FDI. However, if cost-driven FDI 
mainly uses the input resources of the host country 
to produce and then sell products to the home coun-
try or export to a third country, the depreciation of 
the recipient country’s currency will cause produc-
tion costs of FDI enterprises reduce, creating an ad-
vantage for exports, thereby promoting FDI.

Dunning (1988) introduces the OLI (Ownership, 
Location, Internalization) model that states that 

the motive for offshore investment of multination-
al companies is that they possess certain advantag-
es in terms of ownership, and location and locali-
zation enable them to compete with domestic en-
terprises in the host countries’ market. Dunning’s 
OLI model (1988) emphasizes the direct role of 
real exchange rates for FDI arguing that one driv-
ing force for FDI is that multinational companies 
want to move to lower cost locations (including 
costs related to exchange rates). Dunning (1988) 
argued that investment decisions of companies 
that want to own income-generating assets abroad 
tend to be influenced by financial and exchange 
rate variables.

The theory of market imperfections states that 
markets with imperfections make business inef-
ficient. Meanwhile, businesses will implement 
direct investment abroad to promote business ac-
tivities and overcome those imperfect factors. Two 
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theories that analyze the effects of exchange rates 
on imperfect markets have a great influence on the 
theoretical approach to the relationship between 
the exchange rate and FDI later: Froot and Stein 
(1991) and Blonigen (1997). Froot and Stein (1991) 
argue that the relationship between exchange rates 
and FDI is due to market imperfections. A change 
in the exchange rate would increase the financial 
value of companies holding denominated assets 
in a currency that would increase in value versus 
firms holding denominated assets in currency that 
would decrease in value. When the other condi-
tions are constant, the value of the recipient coun-
try’s currency is inversely proportional to the FDI 
in that country. Blonigen (1997) further empha-
sized that exchange rates have the greatest impact 
on FDI acquisitions of high technology industries 
(industries in which special assets of enterprises 
are of significant importance).

However, using a theoretical approach based on 
expanded production, Campa (1993) suggests that 
exchange rates may influence future profit expec-
tations. Therefore, the depreciation of the recipient 
country’s currency may weaken FDI inflows into 
that country.

Itagaki (1981) makes another argument based 
on the purchasing power parity (PPP) theory of 
Gustav Cassel (1920). According to Itagaki (1981), 
if PPP theory really exists, foreign companies 
will not have any risks related to exchange rates 
because the exchange rate changes will be offset 
by changes in the relative price among countries. 
However, the conclusion by Itagaki (1981) remains 
controversial as to whether PPP holds even in the 
long run, let alone at all points in time and for rel-
ative price levels in all industries.

1.2. Causality one-way runs  

from the exchange rate to FDI

1.2.1. A negative effect of the exchange rate on FDI 

Takagi and Shi (2011) measure the impact of ex-
change rate levels and other macro variables on 
Japanese FDI in some Asian countries, such as 
China, Indonesia, Malaysia, Philippines, South 
Korea and Thailand, for the period of 1987–2008. 
Research results show that the exchange rate has a 
negative impact on FDI.

The research by Pham and Nguyen (2013) on the 
relationship between the level of the real exchange 
rate and FDI in Vietnam in the period 1990–2007 
also shows that the depreciation of the VND has 
motivated an increase in FDI inflows during this 
period. Ibrahim and Raji (2018) show that the real 
exchange rate has a significant negative impact on 
the merger and acquisition decisions of foreign in-
vestors in ASEAN countries. 

1.2.2. A positive effect of the exchange rate on FDI 

Buch and Kleinert (2008) investigated German 
FDI to many different countries in the world, 
for the period 1997–2002. The results show that 
the value of the domestic currency has attracted 
German FDI into these countries. At the same 
time, results of Alba et al. (2010) showed that, the 
exchange rate had a statistically significant posi-
tive effect on the average rate of FDI inflows to the 
United States from 1982 to 1994. Specifically, FDI 
capital inflows to the US wholesale trade sector in-
creased due to the appreciation of the US dollar.

Boateng et al. (2015) used quarterly data to assess 
the impact of macroeconomic factors on FDI into 
Norway in 1986–2009. The study found that the 
exchange rate has a statistically significant impact 
on FDI inflows to Norway. The appreciation of the 
NOK has encouraged FDI inflows in Norway dur-
ing this period. 

Djulius (2017) studied the determinants of FDI in 
Indonesia from 1981 to 2015. The research results 
show that the exchange rate has a positive impact 
on FDI. Besides, the study of Burakov, Intse, and 
Freidin (2018) related to FDI in Russia and Belarus 
in the period 1997–2017 shows that exchange rate 
appreciation positively affects FDI inflows to these 
countries.

1.3. Causality one-way runs  

from FDI to the exchange rate 

Morande (1988) showed that capital inflows have 
a causal relationship with the real exchange rate, 
particularly that capital inflows tend to appreciate 
the host country’s currency. The study found that 
the sudden disruption of capital flows in late 1981 
resulted in a real depreciation of the peso from 
June to August 1982.
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Ibarra (2011) analyzes the determinants of the 
exchange rate in Mexico from 1988 to 2008. In 
terms of controlling other factors that affect 
exchange rates, the study shows that all types 
of capital f lows tend to appreciate peso. In par-
ticular, FDI inf lows were found to significant-
ly increase the real exchange rate. Similarly, 
Jongwanich and Kohpaiboon (2013) and Tsaurai 
(2015) also show that FDI inf lows have an im-
pact on real exchange rates.

Aizenman and Binici (2016) reveal that external 
factors play an important role in exchange rates 
for both groups of countries: OECD countries 
and emerging countries. The research results 
have found that FDI inflows have a significant 
impact on exchange rates in emerging market 
economies. 

1.4.	Two-way relationship between 

exchange rates and FDI 

Kosteletou and Liargovas (2000) consider the 
relationship between foreign direct investment 
and real exchange rates in the United States, 
Japan and 12 European countries: Belgium, 
Luxembourg, Denmark, France, Germany, 
Greece, Ireland, Italy, Netherlands, Portugal, 
Spain, UK, for the 1960–1997 period. The study 
shows that there is a causal relationship be-
tween the real exchange rate and FDI in large 
countries with freely f loating currencies, such 
as the United States, the United Kingdom and 
Japan. In other countries in the sample, small 
countries with an almost fixed exchange rate 
mechanism, there exists causality running in 
both ways between the exchange rate and FDI. 
The results show that the exchange rate and FDI 
relations differ among countries.

Tsaurai (2015) finds that there is a causal relation-
ship between (1) South African rand value and 
FDI in the long run, and (2) FDI and the rand val-
ue only in the short run in South Africa. FDI flows 
into South Africa also play a role in stabilizing 
the value of the rand. Similarly, Lee (2015) shows 
that there exists a significant relationship between 
exchange rate and FDI flows in Korea. Similarly, 
Shrikhande (2002) and Lee (2015) emphasize that 
there is a significant relationship between ex-
change rates and FDI inflows.

1.5. No statistically significant 

relationship was found between 

exchange rates and FDI inflows

Yang et al. (2000) studied the relationship between 
exchange rates and FDI in Australia between 1985 
and 2000. The results have not found a statistical-
ly significant impact of the level of exchange rates 
on FDI in Australia in the short term. Abdullah et 
al. (2006) identify factors affecting FDI inflows into 
China from five ASEAN countries, namely Malaysia, 
Thailand, Philippines, Indonesia and Singapore in 
the 1990s. The results have not detected any statis-
tical significant evidence on the impact of exchange 
rates on FDI. Similarly, Vita and Abbott (2007) did 
not find a statistically significant impact of the level 
of exchange rates on UK FDI originating from seven 
major countries in the period of 1975–2001.

Polat and Payaslıoğlu (2016) used monthly data for 
the period 2004–2014 with the Markov conversion 
model to test the impact of the real exchange rate 
(RER) on FDI inflows into Turkey, using a set of 
control variables. The research results have not 
found a statistically significant effect of the level of 
exchange rates on FDI.

Ersoy (2013) evaluated the role of foreign invest-
ment flows to the exchange rate in Turkey in the 
period from January 1992 to September 2007. The 
results show that FDI has a negative but not sta-
tistically significant effect on the exchange rate 
in Turkey. Ifeakachukwu and Ditimi (2014) stud-
ied the relationship between foreign investment 
and exchange rates in Nigeria during the period 
of 1986–2011. The research results did not find a 
causal relationship between FDI inflows and ex-
change rates during this period. Similarly, the 
study of Aizenman and Binici (2016) could not 
prove/confirm that FDI had a statistically signifi-
cant impact on exchange rates in OECD countries.

1.6. Impact of trade openness  

and economic growth  

on the relationship between 

REER and FDI

Previous studies show that, in addition to the two-
way relationship between the two variables, exchange 
rates and FDI inflows are also influenced by other 
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macroeconomic factors such as economic growth 
and trade openness. In general, the studies suggest 
that economic growth has a positive impact on capi-
tal flows, while at the same time leading to the long-
term appreciation of the domestic currency. Studies 
using economic growth variables to analyze the re-
lationship between exchange rates and FDI have 
found a statistically significant impact of economic 
growth on exchange rates and FDI inflow (Komuves 
& Ramirez, 2014; Ahmed, 2018; Burakov et al., 2018). 
Asiedu (2002) argues that trade openness provides 
certain advantages to exporting countries by elim-
inating tariff barriers and increasing transnational 
mobility in capital and labor. The large trade open-
ness makes it easier for foreign investors to import 
the input supplies necessary for production activities, 
and to easily export manufactured products. Several 
studies, using the trade openness variable to explore 
the relationship between exchange rate and foreign 
investment, have found a statistically significant im-
pact of trade openness on exchange rates and FDI 
(Djulius, 2017; Burakov et al., 2018).

In general, the relationship between exchange rates 
and FDI is a problem that has been of great inter-
est in many countries. Research results on this is-
sue are quite diverse, indicating many research gaps. 
First, most studies agree that there is a relationship 
between exchange rates and FDI, while some stud-
ies have not found statistically significant evidence. 
Secondly, studies on the relationship between ex-
change rates and FDI have been carried out in devel-
oped countries, while in emerging markets, they are 
limited in number and only encompass the recent 
decades. Thirdly, the characteristics of the research 
country and the research period significantly affect 
the research results. Vietnam is a developing coun-
try, trying to reform policies (including the exchange 
rate regime) to attract FDI inflows, but research in 
this field is limited in number and in the absence of 
quantitative research. Therefore, this study has been 
conducted to fill the gap in research on the relation-
ship between exchange rates and FDI in Vietnam, a 
case study for emerging countries.

2. METHODOLOGY

Based on previous studies, such as Mo (1988), 
Kodongo and Ojah (2013), Komuves and Ramirez 
(2014), Ifeakachukwu and Ditimi (2014), Lee (2015) 

and Boateng et al. (2015), a research model was set 
up to test the relationship between exchange rates 
and FDI in Vietnam:
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where 
tFDI  is Foreign Direct Investment in 

Vietnam (million USD), 
t jFDI −  is a lagged var-

iable of the Foreign Direct Investment varia-
ble; 

tREER  is the real effective exchange rate 
of Vietnam with 143 major trading partners, 

t jREER −  is a lagged variable of the real effective 
exchange rate variable.

Control variables: OPEN is trade openness (%); 
GROWTH is economic growth (%).

All variables are collected for the period of 2005:Q4 
to 2019:Q3 (quarterly frequency). Data on the real 
effective exchange rate of the Vietnamese curren-
cy with 143 major trading partners of Vietnam are 
obtained from the Bruegel (Europe). An increased 
REER means the local currency is depreciating, 
and vice versa, if REER falls, it means the local 
currency is appreciating.

The data of FDI inflows into Vietnam are obtained 
from the International Financial Statistics (IFS) of 
the IMF database. Variables of growth and open-
ness are obtained and calculated based on data 
from the General Statistics Office of Vietnam (see 
Table 1).



6

Investment Management and Financial Innovations, Volume 17, Issue 4, 2020

http://dx.doi.org/10.21511/imfi.17(4).2020.01

3. RESEARCH RESULTS 

3.1. Unit root tests 

The study used the Dickey-Fuller test (Dickey & 
Fuller, 1979) to test the stationarity of the data se-
ries. According to hypothesis H0, the data series 
are not stationary.

Table 2. Unit root test results

Source: Authors’ analysis results.

Variable
Original data series

First-order differential 
data series

Test statistic Prob. Test statistic Prob.

FDI –2.579 0.0974* –11.745 0.0000***

REER –0.534 0.8853 –5.093 0.0000***

OPEN –7.157 0.0000*** –11.892 0.0000***

GROWTH –3.399 0.0110** –7.519 0.0000***

Note: 
*, **and *** indicate significance at the 10%, 5% and 1% 

levels, respectively.

Stability test results show that REER variables are 
not stationary in the original data series. Therefore, 
the study conducted the first-order differential cal-
culation for all variables, and then tested the sta-

tionarity of all first-order differential series. The 
stationarity test results confirmed that all series 
were stationary in the first-order differential. Thus, 
it was decided to use the first-order differential da-
ta series to conduct the study. 

3.2. Determining the optimal lag 

Based on the results of testing the optimal lag, the 
criteria LR and AIC showed that the model has an 
optimal lag of 3 and a lag of 4. However, to explain 
more clearly the relationship between the vari-
ables, the study identified the estimation model 
with a lag of 4. 

3.3. Cointegration test 

The results of the cointegration test (see Table 3) 
showed that there was no cointegration in the long 
term in the data series; therefore, the VAR model 
is used in the study to examine the relationship be-
tween the real effective exchange rate and foreign 
direct investment in Vietnam, 2005:Q4 – 2019:Q3 
(Engle & Granger, 1987).

Table 1. Variables used in the research model

Source: Authors’ analysis results.

Variable Description Variable measurement Data source Previous study

REER
Real effective 
exchange rate

Real effective exchange rate of 
the Vietnamese currency with 
143 major trading partners of 
Vietnam (quarterly frequency)

Bruegel (EUROPE)
Combes et al. (2012); Ersoy (2013); 

Komuves & Ramirez (2014); Linh & Lien 
(2020)

FDI FDI inflow FDI inflows to Vietnam (quarterly 
frequency)

International 
Financial Statistics 

(IFS)

Cushman (1985); Dunning (1988); Froot 
& Stein (1991); Campa (1993); Blonigen 
(1997); Asiedu (2002); Abdullah et al. 
(2006); Takagi & Shi (2011); Pham & 

Nguyen (2013); Boateng et al. (2015); 
Djulius (2017); Burakov et al. (2018)

OPEN Trade 
openness

Exports imports

GDP

+

 

(quarterly frequency)

General Statistics 
Office of Vietnam

Asiedu (2002); Abdullah et al. (2006); 
Boateng et al. (2015); Djulius (2017); 

Burakov et al. (2018)

GROWTH Economic 
growth

% of GDP
(quarterly frequency)

General Statistics 
Office of Vietnam

Abdullah et al. (2006); Komuves & 
Ramirez (2014); Burakov et al. (2018); 

Ahmed (2018)

Table 3. Determining the optimal lag

Source: Authors’ analysis results.

Lag LL LR Df P FPE AIC HQIC SBIC

0 –622.41 – – – 547862 24.565 24.623 24.7168
1 –595.74 53.36 16 0.000 361311 24.147 24.436 24.9041

2 –572.98 45.51 16 0.000 280709 23.882 24.403 25.2453

3 –526.21 93.54 16 0.000 86634.6* 22.675 23.428* 24.6447*

4 –508.83 34.77* 16 0.004 87126.8 22.621* 23.605 25.1965



7

Investment Management and Financial Innovations, Volume 17, Issue 4, 2020

http://dx.doi.org/10.21511/imfi.17(4).2020.01

3.4.	Granger causality tests
Table 5. Granger causality Wald tests

Source: Authors’ analysis results.

Equation Excluded Chi2 Df Pro > Chi2

DFDI DREER 8.1887 4 0.085

DFDI All 43.662 16 0.000

DREER DFDI 22.132 4 0.000

DREER All 56.310 16 0.000

The results of the Granger Cause Wald test show 
that REER Granger causes FDI at the 10% signif-
icance level and FDI Granger causes REER at the 
1% significance level.

3.5.  VAR coefficients 

The results of the stability test of the model and the 
autocorrelation test showed that the VAR model 
with four lags is stable and appropriate. Testing 

results of the VAR model show that the real effec-
tive exchange rate and FDI have a two-way rela-
tionship. This result is consistent with previous 
studies such as Kosteletou and Liargovas (2000), 
Shrikhande (2002), Lee (2015), and Tsaurai (2015). 
At the same time, the research results show that 
the effective FDI and exchange rate variables were 
most affected by these factors in the past.

4. DISCUSSION 

4.1.	The effect of the real effective 

exchange rate on FDI inflows

The research results show that DREER (-4) has a 
positive effect on FDI inflows to Vietnam. This 
means that VND depreciation increases FDI in-
flow to Vietnam. The decrease in the value of 
VND increased the wealth of foreign investors, 

Table 4. Johansen tests for cointegration
Source: Authors’ analysis results.

Trend: constant
Sample: 5 – 56

Number of obs = 52

Lags = 3

maximum rank Parms LL Eigenvalue Trace Statistic 5% critical value
0 36 –631.2584 – 191.5735 47.21

1 43 –573.34014 0.89222 75.7370 29.68
2 48 –551.48052 0.56861 32.0178 15.41

3 51 –542.16195 0.30121 13.3806 3.76
4 52 –535.47163 0.22688 – –

Table 6. Testing results of the relationship between REER and FDI 
Source: Authors’ analysis results.

Variable
DFDI DREER

Regression coefficient Significance level Regression coefficient Significance level
Constant 120.7961 0.101 0.572626 0.099*

DFDI(–1) –0.881523 0.000*** –0.000280 0.656

DFDI(–2) –0.614450 0.000*** –0.00061 0.444

DFDI(–3) –0.387223 0.019** –0.00019 0.808

DFDI(–4) 0.051926 0.722 0.002307 0.001***

DREER(–1) 9.531957 0.721 0.627356 0.000***

DREER(–2) –3.370857 0.905 0.030642 0.818

DREER(–3) –5.318411 0.850 0.400025 0,003***

DREER(–4) 75.2034 0.006*** 0.143021 0.265

DOPEN(–1) 277.9706 0.297 0.953897 0.048**

DOPEN(–2) 746.7866 0.003*** 0.176592 0.883

DOPEN(–3) 856.4321 0.001*** 2.676547 0.035**

DOPEN(–4) 393.4723 0.068* 1.843803 0.070*

DGROWTH(–1) –167.6555 0.127 1.840066 0.000***

DGROWTH(–2) 28.3461 0.803 –1.69471 0.002***

DGROWTH(–3) 114.5712 0.301 0.638595 0.222

DGROWTH(–4) 120.2326 0.355 0.104307 0.865

Note: *, ** and *** indicate significance at the 10%, 5% and 1% levels, respectively.
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making investment costs relatively lower, thus en-
couraging investment. This effect takes place at 
the 4-quarter lag (which is a relatively long period 
of time), which is also consistent with the nature 
of FDI inflows, which are fixed, decisions related 
to FDI can only change in the long term. This re-
sult is in line with Froot and Stein (1991), Blonigen 
(1997), Campa et al. (1998), Takagi and Shi (2011), 
Kodongo and Ojah (2013), Pham and Nguyen 
(2013), Lee (2015), Tsaurai (2015), and Ibrahim 
and Raji (2018).

4.2.	The impact of FDI inflows on the 

real effective exchange rate 

The results show that the increase of FDI in the 
4-quarter lagged increases REER in Vietnam 
in the period of 2004–2019. Increase in FDI 
in Vietnam reduces the value of Vietnamese 
currency. This impact is small but statisti-
cally significant and consistent with previ-
ous studies, such as Lartey (2011), Jongwanich 

and Kohpaiboon (2013), Tsaurai (2015), and 
Aizenman and Binici (2016). 

Lartey (2011) argues that an increase in FDI in-
flows leads to an increase in the value of the host 
country’s currency only in countries with finan-
cial openness. According to Lartey (2011), in econ-
omies with financial openness, there is a trade-off 
between resource shifting effect and spending ef-
fect after FDI inflows increase. Thus, this result 
may reflect the fundamental characteristics of 
Vietnam, with insufficient financial openness.

The chart of FDI and real exchange rates in 
Vietnam in recent years contributes to illustrat-
ing the results of the study. Figure 3 shows the 
upward trend between the effective exchange rate 
and FDI in Vietnam. In fact, Vietnamese cur-
rency depreciation reduces production costs and 
asset prices for foreign investors, thus attract-
ing FDI in Vietnam. Moreover, the depreciation 

Figure 1. The response of factors to FDI
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of VND compared with trading partners makes 
goods exported from Vietnam become cheaper 
for overseas buyers, thus facilitating export busi-
nesses. This also attracts many FDI investors to 
the export-oriented Vietnam. The fact shows that 
FDI inflows in Vietnam, stimulating/contribut-
ing to exports, account for a large proportion of 
the total export turnover of Vietnam. According 
to the General Statistics Office of Vietnam (2018), 
exports from the FDI sector averaged over 66% of 
Vietnam’s total merchandise exports in the period 
of 2011–2016. According to data published on the 
website of the General Statistics Office of Vietnam, 
exports of foreign invested sector continued to ac-
count for an increasing proportion of Vietnam’s 
exports, reaching 72.3% in 2017, 71.7% in 2018 and 
68.8% in 2019. 

In addition, the trade openness factor has a posi-
tive impact on the effective exchange rate and FDI. 
Specifically, the trade openness of DOPEN(–2), 
DOPEN(-3) and DOPEN(–4) has a positive impact 

on FDI. Recently, implementing the policy of in-
ternational integration, Vietnam’s economy has a 
relatively high trade openness and has increased 
relatively quickly, accompanied by a significant 
increase in FDI inflows. However, the realistic 
analysis of the characteristics of the openness of 
Vietnam’s economy still points out many weak-
nesses. High trade openness and rapid increase 
are largely due to the large contribution of the FDI 
sector. Import and export of Vietnam reached 
the state of trade surplus due to the relative de-
crease in import. Therefore, in the coming time, 
the Government should have policies to improve 
trade openness towards increasing the advan-
tages of trade openness, promoting the internal 
strength of Vietnam’s economy, creating a good 
foundation for the stability of the economy, con-
tinue to increase FDI attraction.

The study also found that economic growth has 
a small but statistically significant impact on the 
real effective exchange rate. Economic growth 

Response of GROWTH to REER
Figure 2. The response of variables to the current REER
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at a 1-period lag has a positive impact on REER. 
Economic growth at a 2-period lag was found to 
have a negative effect on the real effective exchange 
rate. Meanwhile, the study could not reveal a sta-
tistically significant impact of economic growth 
on FDI in Vietnam. Vietnam’s economic growth 
in recent years has remained stable at a high level 
in recent years (average GDP growth of 6.5% – 7%/
year). In the coming time, the Government should 
continue to stabilize the economy, strive to main-
tain a high and sustainable growth rate in order to 
have an impact on FDI attraction. 

On the other hand, the study found that past FDI 
at one- and two-period lags had a negative impact 
on current FDI. Therefore, the government should 
control to prevent hot growth of the economy, 
avoid attracting too much FDI leading to inefficient 
use allocation. At the same time, the government 
should select and have policies to promote FDI at-
traction in areas that can create good premises to 
attract FDI investors in the future, such as attract-
ing FDI in the field of infrastructure development, 

especially transport infrastructure for the whole 
country; FDI attraction focuses on high-tech indus-
tries to access advanced technology and strengthen 
the human resource training of Vietnam.

Test results also show that REER in the past at a 
4-period lag has a positive impact on the current 
REER. According to Combes, Kinda, and Plane 
(2012), a more flexible exchange rate regime can 
undermine the appreciation of the real effective 
exchange rate (derived from the pressure of in-
flows). Recently, the Central Bank of Vietnam 
has had effective exchange rate management 
solutions that need to continue to be promoted: 
allowing the exchange rate to be more flexible, 
closely monitoring the movements of the domes-
tic and international foreign currency market 
(especially the large markets for Vietnam such 
as the US and China) in order to flexibly manage 
the exchange rate in the direction of loosening 
the exchange rate band, allowing the market to 
adjust itself according to the supply and demand 
of foreign currencies.

CONCLUSION

The study used the vector autoregression (VAR) model to test the relationship between exchange rates 
and FDI in Vietnam for the period 2005–2019. The research found an important empirical evidence 
on the relationship between the exchange rate and FDI in Vietnam with three key findings. First, there 

Source: Authors’ analysis results.

Figure 3. The relationship between REER and FDI inflows in Vietnam
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is a positive causal relationship between FDI and Vietnam’s real effective exchange rate. Second, trade 
openness has a positive impact on FDI and REER in Vietnam. Third, economic growth has an impact 
on REER but did not have a statistically significant impact on FDI.

According to the research results, an increase in REER (Vietnamese currency depreciates) will attract 
more FDI inflows. FDI and REER have been most affected by these factors in the past. Therefore, main-
taining a stable exchange rate in the direction of continuous real depreciation will benefit FDI attraction.

At the same time, the research results show that trade openness has a positive impact on FDI and REER. 
Therefore, it is necessary to pursue policies aimed at improving the quality of trade openness, continu-
ing to increase the number of trade openness, creating a good foundation for exchange rate stability and 
increasing the attraction of foreign investment.
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