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TRADE OPENNESS

AND REAL EFFECTIVE
EXCHANGE RATE VOLATILITY:
THE CASE OF VIETNAM

Abstract

The study aims to investigate the causal relationship between trade openness and real
effective exchange rate volatility in Vietnam in the period 2004-2020. The study was
conducted in the context that Vietnam’s trade openness is increasing, causing sig-
nificant challenges in macro management, including exchange rate management. The
authors use vector autoregression model and Granger causality test to test this rela-
tionship. The study used a vector autoregression model and Granger causality test to
investigate the causal relationship between trade openness and real effective exchange
rate volatility in Vietnam over the period 2004-2020. The study was conducted in the
context of Vietnam’s trade openness index rising, causing significant challenges in
macro management, including exchange rate management. The study takes a new ap-
proach (i) using Vietnam’s real effective exchange rate relative to 143 trading partners;
and (ii) examining the impact of economic growth on trade openness and exchange
rate volatility. The research results indicate that trade openness has a two-way Granger
causality with effective real exchange rate volatility in Vietnam at the 1% significance
level. Specifically, the effect of trade openness on real exchange rate volatility is positive
at a 1-period lag and 4-period lag. Meanwhile, real exchange rate fluctuations have a
negative effect on trade openness with a 1-period lag. At the same time, the study also
finds that increased economic growth reduces real effective exchange rate volatility
and increases Vietnam’s trade openness. On that basis, the study proposes implications
for the management of trade openness and exchange rate management in the current
Vietnamese context.

Keywords trade openness, volatility, real exchange rate, Vietnam

JEL Classification F15, F31, F41, F43

INTRODUCTION

After the collapse of the Bretton Woods system, in 1971 advanced
economies changed to a floating system from a fixed exchange rate.
According to Stockman (1983), this conversion gives greater volatility
to both the nominal and real exchange rates. Dornbusch (1976) ar-
gues that the monetary factor is the main cause of exchange rate fluc-
tuations. However, according to Calderon (2004), besides monetary
factors, non-monetary factors are becoming increasingly important
in explaining exchange rate fluctuations. Among these non-monetary
factors, Calderon (2004) mentioned an important factor, which is the
degree of economy openness. Calderon (2004) argues that the volatil-
ity of the real exchange rate is lower in more open economies, and (ii)
openness to trade helps to reduce the impact of external shocks on real
exchange rate volatility.

Since officially becoming a World Trade Organization (WTO) mem-

ber, Vietnam has integrated more and more deeply with the regional
and international economic community. According to data collected
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from the General Statistics Office of Vietnam (2018), the economy of Vietnam has a relatively high trade
openness in recent years and tends to increase rapidly. In addition to opportunities for the economy, the
increased trade openness has created challenges in exchange rate management in the face of fluctua-
tions in the international financial market, such as the 2008 global financial crisis or the depreciation of

the renminbi (CNY) against the US dollar in 2018.

The question is whether there is a link between trade openness and exchange rate volatility in Vietnam?
What is the nature of the link between exchange rate volatility and trade openness in Vietnam? This
study is conducted with the objective of analyzing the relationship of trade openness and real effective
exchange rate volatility in Vietnam with the following key points:

1) examining the relationship of trade openness and real effective exchange rate volatility in Vietnam,
in order to add empirical evidence on the case of developing countries with increasing trade open-

ness to the existing research literature;

2) using the real effective exchange rate with many trading partners (different from previous studies
that used bilateral or multilateral real exchange rates with a small number of partners);

3) policy implications of trade openness management and exchange rate management in the current

Vietnamese context.

LITERATURE REVIEW
AND RESEARCH
HYPOTHESES

1.1. Negative relationship between

trade openness and real
exchange rate volatility

Theoretical model of Hau (2002) predicts an
inverse relationship between trade openness
and real exchange rate volatility. According to
Hau (2002), real exchange rates are less volatile
in more open economies. In an open economy,
more imported goods facilitate a quick adjust-
ment of the aggregate domestic price level, lead-
ing to a reduction in the short-term effects of
the money supply, a reduction in the effects on
the exchange rate real or domestic consumption.
Less open economies have less price flexibility
passed through to the exchange rate and thus
affect consumption and the real exchange rate.
Due to the limitations of the law of one price,
Hau (2002) worries that the link between ex-
change rate volatility and trade openness will be
less obvious when measuring volatility at high
frequencies. Therefore, Hau (2002) measured
real exchange rate volatility at a low enough
frequency with the expectation of finding clear

http://dx.doi.org/10.21511/bbs.17(1).2022.13

evidence of the impact of trade openness on
real exchange rate volatility. In line with his
theoretical forecasts, Hau (2002) indicates that
trade openness significantly reduces real ex-
change rate volatility in 48 countries. Devereux
and Lane’s (2003) study shows that Bilateral
real exchange rates are less volatile in nations
with more trade openness. Similarly, Calderon’s
(2004) study found a strong negative relation-
ship between real exchange rate volatility and
trade openness.

A study by Bleaney (2008) shows that more open
economies will help to limit fluctuations in ex-
change rates, at least in the short term. At the
same time, the exchange rate regime also has a
significant influence on the movement of the re-
al exchange rate. In countries with greater trade
openness and floating exchange rate regimes, ex-
change rate reversals are stronger and faster than
in countries with fixed exchange rates.

Romelli et al. (2018) examined the effect of
trade openness on the relationship between the
current account and the real exchange rate. The
study was conducted in a variety of developed
and emerging economies during the period
1970-2011. The novelty of the study is the use of
two variables representing trade openness:
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1) sum of imports and exports to GDP;
2) the ratio of imports to GDP.

The results indicate that both trade openness in-
dexes have a statistically significant positive im-
pact on the exchange rate.

The degree of currency devaluation is related to the
trading openness of the economies. Economies
with greater trade openness have a larger im-
provement in the current account and exchange
rates are less susceptible to external shocks. In
the meantime, the study by Calderén and Kubota
(2018) shows that openness to trade can reduce the
possibility of real exchange rate volatility.

1.2. The relationship of trade
openness and exchange rate
volatility is ambiguous

The results of Li (2004) show that the real exchange
rate will decrease in most countries after perma-
nent trade liberalization. However, in countries in
the process of liberalization, the real exchange rate
does not depreciate at the beginning but fluctuates
significantly over time. In countries with unsta-
ble trade liberalization, exchange rates fluctuate
more as trade openness increases. On the other
hand, the study shows that relative GDP growth is
one of the macro factors that affect real exchange
rate volatility. In general, the research results on
45 countries by Li 2004 show that the impact of
economic openness on the real exchange rate de-
pends greatly on the liberalization characteristics
of that country.

Hausmann et al. (2004) provide evidence that there
are large variations in long-run real exchange rate
volatility across countries. The study found that
real exchange rates in developing countries fluc-
tuated approximately three times higher than re-
al exchange rates in developed countries. This is
because developing countries face larger nominal
and real shocks, many of which often have recur-
rent currency crises. The study also shows that the
difference in real exchange rate volatility is strong-
ly related to the economic development level, as
mentioned by GDP per capita.

A study by Karras (2006) shows that the relation-
ship between trade openness and macroeconomic
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volatility is not clear. Increased openness can pro-
tect the economy against the domestic shocks ef-
fects by allowing more of their ones to be “export-
ed” to the country’s trading partners. However,
increased openness will also increase the vul-
nerability of the economy to foreign shocks. The
study uses two annual data sets: a sample of 56
economies for the period 1951-1998 and a sample
of 105 economies for the period 1960-1997. Both
datasets include countries at different stages of de-
velopment. The results show that the relationship
between openness and macro factors is weak and
generally not statistically significant, in both data
sets with different methods and measures of vol-
atility. However, when the economic size variable
is included in the estimation models, the study re-
sults show that the economic size and trade open-
ness have a negative, statistically significant im-
pact on exchange rate volatility. Besides, Bagella et
al. (2006) find there is a difference in the relation-
ship between the volatility of the multilateral real
exchange rate and the bilateral real exchange rate
and economic growth.

On the other hand, as argued by Candelon et al.
(2007), the responsiveness of the real exchange
rate to monetary and fiscal shocks is measured by
trade openness. The more the economy is closed,
the better the exchange rate responds to monetary
and fiscal shocks. Candelon et al. (2007) estimate
the factors affecting the bilateral real exchange rate
for a group of eight new EU member states (NMS),
1993-2003. The study finds a significant negative
impact from trade openness on the real exchange
rate through increased demand for overall trada-
ble commodities. However, in the short run, these
are minor coeflicients that are only important in
the situation of private consumption. However, it
is only when government consumption is used as
an indicator of commodity demand that the effect
of openness on the exchange rate becomes posi-
tive and significant in the period 1995-2003.

Melecky and Komarek (2007) argue that a high
degree of trade openness enables a country to ben-
efit through the transfer of knowledge and tech-
nology, as well as by taking advantage of compar-
ative advantages. However, opening to trade also
brings certain risks. Research results of Melecky
and Komarek (2007) on the factors affecting the
real exchange rate in Czech Koruna, the period
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1994-2004, did not find a statistically significant
impact of trade openness on the real exchange rate
in the Czech Republic Koruna.

Mpofu (2021) examines the determinants of me-
dium and long-run real exchange rate volatility in
South Africa from 1986 to 2015. The study evalu-
ated the effect of trade openness on real exchange
rate volatility. Using the cointegration approach
with the model of Autoregressive Distributed Lag
(ARDL), the study found that the interaction vari-
able between trade openness and the dummy var-
iable for account liberalization has a significant
negative impact on real exchange rate volatility.
In particular, the study shows that real exchange
rate volatility is higher in countries with flexible
exchange rate regimes. Besides, the exchange rate
regime and other macro factors such as output,
money supply, commodity prices and government
consumption have a significant influence on the
fluctuation of the rand value.

In general, the studies available in the world have
obtained some statistical evidence confirming the
existence of a relationship between exchange rate
fluctuations and trade openness. However, the em-
pirical results on the relationship between trade
openness and the real exchange rate are mixed.
Several studies have found the real exchange rate
to be less volatile in countries with increased
trade openness (Hau, 2002; Devereux & Lane,
2003; Calderon, 2004; Bleaney, 2008, Romelli et
al., 2018; Calder6n & Kubota, 2018). Besides, oth-
er studies show that the impact of trade openness
on exchange rate is still ambiguous (Li, 2004;
Karras, 2006; Candelon et al., 2007; Melecky &
Komarek, 2007, Mpofu, 2021). On the other hand,
the research results of Alam and Sumon (2020)
and Kong et al. (2020) show a two-way causal re-
lationship between economic growth and trade
openness.

The reasons for this difference are due to differenc-
es in the sample of the countries studied, the time
period studied, as well as the differences in econo-
metric techniques for estimating exchange rate
variables. In the past time, there have been stud-
ies on exchange rates in Vietnam and in the world
using different variables representing exchange
rate factors such as nominal exchange rate, real
bilateral exchange rate or real exchange rate with
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a small number of partners. This is the limitation
of the existing studies. According to Carrieri et al.
(2006), Bagella et al. (2006), Berdiev et al. (2012),
researchers should consider the real exchange
rate rather than the nominal rate because the re-
al exchange rate removes the inflation effect and
is a better indicator of the performance of the ex-
change rate. On the contrary, according to Bleaney
(2008), the real effective exchange rate should be
used instead of the bilateral real exchange rate, be-
cause “current account sustainability is intrinsi-
cally a multilateral concept”. In particular, the real
effective exchange rate index (with a large number
of trading partners) will more accurately reflect
exchange rate behavior. Therefore, it is necessary
for this research topic to continue to supplement
empirical studies on the relationship between the
real effective exchange rate and trade openness in
different countries.

1.3. Development of research
hypotheses

The literature review shows that several studies
have found an inverse relationship between trade
openness and real exchange rate volatility (Bleaney,
2008; Hau, 2002; Romelli et al., 2018; Calderén &
Kubota, 2018). However, other research results
show that the relationship between trade openness
and real exchange rate volatility is ambiguous: it de-
pends on the country’s trade liberalization process
(Li, 2004); effect is unknown (Karras, 2006); there is
a difference when using real effective exchange rate
volatility versus bilateral real exchange rate volatil-
ity (Bagella et al., 2006); depends on the exchange
rate regime in each country (Mpofu, 2021).

The theoretical context suggests that it is necessary
to develop hypotheses about the relationship be-
tween exchange rate volatility and trade openness
in Vietnam, an emerging country in the process of
trade liberalization, with a recent increased trade
openness.

The objective of this paper is to examine the rela-
tionship between trade openness and real effective
exchange rate volatility in Vietnam with two main
hypotheses:

HI: Trade openness has an effect on Vietnam’s
real effective exchange rate volatility.
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H2:  Real effective exchange rate volatility has an

effect on Vietnam’s trade openness.

Basing theoretical research and practical observa-
tions in Vietnam, the study expects that there is a
link between real effective exchange rate volatility
and trade openness in Vietnam - a country that
is accelerating integration and increasing trade
openness.

2. METHODOLOGY

2.1. Research model

Based on Hau (2002) and the characteristics of da-
ta series in which there is no co-integration, this
paper builds a research model of the relationship
between real effective exchange rate and trade
openness in Vietnam as follows:

n
V _reer,=a,+ Zale_reert_j +
j=1

o
+> @, ,OPEN,_, + > a,,GROWTH,_, +¢,

J=1 J=1

OPEN, = ,+3 3, OPEN,_, +

=

+Zﬂ2jV _reer,_;+ ZﬂyGROWTHFj +&,
i =

@

where V_reer, is real effective exchange rate volatil-
ity at time t. Real effective exchange rate volatility
(V_reer) is calculated by using the GARCH (1,1)
model; V_reer, isa lagged variable of real effective
exchange rate volatility; OPEN, is trade openness
(%) at time ¢, which is calculated by the author;
OPEN, _ is a lagged variable of trade openness; con-
trol variable: GROWTH of GDP (%).

All variables are collected for the period of 2004:
QI to 2020: Q4 (quarterly frequency).

2.2. Exchange rate volatility (V_reer)
There are two methods of calculating exchange
rate volatility, which are the standard deviation

of the exchange rate and the GARCH (1,1) mod-
el. According to Lanyi and Suss (1982) and Arize
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(1997), both methods are popular and effective
in studies related to exchange rate fluctuations.
Exchange rate volatility, which is the variability
of an exchange rate, is measured by the standard
deviation. Standard deviation measures volatili-
ty, dispersion of exchange rate values each period
compared to the average exchange rate value in
the data set. Exchange rate volatility, which is the
uncertainty of an exchange rate measured by the
GARCH (1,1) model, is understood as an uncer-
tain, volatile state of the exchange rate.

Clare (1992) and Brzozowski (2006) suggested that
the methods of measuring exchange rate volatility
reflect different aspects of volatility. Researchers
can choose to use a method that fits their re-
search goals and delivers results close to their
expectations.

This study considers exchange rate volatility in
terms of exchange rate uncertainty, as measured
by the GARCH (1,1) model. This choice of volatili-
ty method is consistent with previous studies (Vita
& Abbott, 2007; Crowley & Lee, 2003). Data on
the Vietnamese currency’s real effective exchange
rate connecting with 143 major Vietnamese trad-
ing partners are obtained from the BRUEGEL
(Europe).

2.3.Trade openness

Previous studies have measured trade openness in
avariety of ways. Benita (2019) uses three methods:

1) trade openness is determined by the trade
measure, total import and export over GDP;

2) trade openness is measured by the reciprocal
of import and export tax rates;

3) trade openness is calculated as the correlation
ratio of the prices of exports to the prices of
imports.

Romelli et al. (2018) measure trade openness in
two ways: trade openness is the ratio of imports
and exports to GDP or trade openness is deter-
mined by the ratio of imports to GDP. Among
those methods, trade openness as a ratio of im-
ports and exports to GDP is the more well-known
and commonly used measure (Benita, 2019).

http://dx.doi.org/10.21511/bbs.17(1).2022.13



Based on previous research (Eris & Ulasan, 2013;
Calderén & Kubota, 2018; Romelli et al., 2018;
Kong et al., 2020), this study uses trade openness
calculated as Vietnam’s total exports and imports
divided by Vietnam’s GDP. The data of export,
import and GDP are collected from the General
Statistics Office of Vietnam.

2.4. Economic growth

Economic growth is the increase in income or out-
put calculated for the total economy over a given
period of time (which can be a month, quarter, or
year). To measure economic growth, economic
studies can use absolute growth, annual economic
growth rates, or average growth rates over a peri-
od. According to Alam and Sumon (2020), Benita
(2019), and Kong et al. (2020), the study uses quar-
terly average GDP growth rate, unit (%). GDP
growth data (%) is collected from the General
Statistics Office of Vietnam.

3. RESEARCH RESULTS

3.1. Unit root tests

According to Nelson and Plosser (1982), time se-
ries are often stochastic non-stationary processes
and non-stationary at the same level. Regression
analysis with nonstationary series can lead to spu-
rious regression or nonsense regression. Therefore,
to avoid spurious regression, this study examines
the stability of the variables in the model. In this
study, the ADF test (Augmented Dickey and Fuller,
1979) is used to test the trend of a time series.

Table 1. Unit root test results

Source: Analysis results by the authors.

Variable Test statistic P-value Result
V_reer Coaga 0.00 1(0)
OPEN -9.15™" 0.00 1(0)
GROWTH -2.93" 0.04 1(0)
Note: , meansignificance atthe 5%, 1% levels, respectively.

The results given in Table 1 indicate that all the
variables are found stationary at data series level
1(0). Therefore, the research model can be analyz-
ed by VAR model proposed by Sims (1980).

http://dx.doi.org/10.21511/bbs.17(1).2022.13
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3.2. Determining the optimal lag

Table 2. Determining the optimal lag

Source: Analysis results by the authors.

" FPE | AIC : HQIC : SBIC
327970 0 974 © 980
107 . 858 . 874 898
0.80 : 8.28
0.62: 8.03
L 017" 675 |

Note: * indicates the optimal lag of the VAR.

Based on Liitkepohl (1993) and the results of testing
the optimal lag with the LR, FPE, AIC, HQIC and
SBIC criteria in Table 3, the study determined that
the optimal lag of the variables in the model is 4.

3.3. Estimation of the research model
by the VAR method

The results of the research model estimation on
the link between trade openness and the real ef-
fective exchange rate in Vietnam are presented in
Table 4.

Table 3. Testing results for the relationship
between the V_reer and OPEN

Source: Analysis results by the authors.
OPEN

Coef. P> |z|

¢ 000

V_reer
Coef. | P>|z]
038" 000 - -

Variable

0.08 0.51 035
015 026 . 00l 061
L2005 067 o001 n 037
217" 0.05 . 0.24
14 019 ol 022
4,051 po001 0097 .
0.00 75" 0.00
062 006" 003
0.73 ‘ 0.54
GROWTH(3) 190" 001 04 006
_GROWTH(-4) 074 . 018 & -016™ . 000
_cons 0.08 0.44 0.16

Note: , ,and  mean significance at the 10%, 5% and 1%
levels, respectively.

Table 4 shows that OPEN has a positive effect on
V_reer at the 1-period lag and 4-period lag, this re-
sult is also found in Figure 1. At the same time, re-
al effective exchange rate volatility in the past have
the effect of increasing real effective exchange rate
volatility in the present. On the other hand, V_reer
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Variable V_reer

OPEN

V_reer

irf1, V_REER, V_REER

irf1, V_REER, open

step
95% CI

irf1, open, V_REER

Shocks
OPEN

impulse-response function (irf)

step
95% CI

impulse-response function (irf)

itf1, open, open

step

95% Cl

inf1, growth, V_REER

GROWTH

impulse-response function (irf)

T
step

95% Gl impulse-response function (irf)

i1, growth, open

3
step

95% Cl

impulse-response function (irf)

i
step

95% Gl impulse-response function (irf

Figure 1. Analysis of impulse-response functions (IRF)

negatively affects OPEN at the 1-period lag (Table 4
and Figure 1). At the same time, the current trade
openness is also affected by this same factor in the
past with a lag of 4 periods. So, V_reer and OPEN
have a two-way relationship, OPEN has a positive
effect on V_reer, but the opposite direction is nega-
tive. In addition, the study also found that the con-
trol variable GROWTH had a negative impact on V_
reer at the 3-period lag. At the same time, OPEN is
negatively affected by GROWTH at 1-period lag and
3-period lag, however this effect becomes negative
at the 4-period lag (Table 4 and Figure 1).

3.4. Granger causality tests

The Granger causality test, based on the method-
ology of the VAR model, was proposed by Granger
(1969). The Granger causality test is used to see if
one variable can predict another. Specifically, for
each pair of model variables X and Y, it is said that
X affects Granger on Y if and only if Y’s prediction
is better using the lagged values of X together with
the lagged values of all other variables in the other
model (including the variable Y). The sequence of
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the VAR model and the stability of the variables
determine the test’s reliability. The test reliability
will decrease if the variables are not stationary.

In this study, Granger Wald causality test and x2
statistic are used to test Granger causality between
two variables OPEN and V _reer in the model.
Granger causality is distinguished in one-way and
two-way. One-way causality exists from OPEN
to V_reer if OPEN affects Granger to V_reer but
V_reer does not affect Granger to OPEN. Two-way
causality if OPEN affects Granger to V_reer and
V_reer affects Granger to OPEN. The results of the
Granger test are presented in Table 5.

Table 4. Granger causality Wald tests

Source: Analysis results by the authors.

H,: OPEN does not

. H,: V_reer does not
Granger-cause

Granger y; Granger-cause OPEN

causality reer

Wald tests | Chij-sq Prob. Chi-sq Prob.
25.13™ 0.00 17.32"" 0.00

Note: indicates significance at 1%.

http://dx.doi.org/10.21511/bbs.17(1).2022.13
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Source: The authors’ results of analysis.

Roots of the companion matrix

Imaginary
0
1

-1 -5

0 5 1

Real
Figure 2. Unit circle

The results of Granger Cause Wald test show that
there is a causal link between OPEN and V_reer
at 1% significance level. Accordingly, OPEN has a
positive effect on V_reer. In the opposite direction,
V_reer negatively affects OPEN.

3.5. Check the stability of the model

According to the unit root standard, the test results
have shown that the solutions are all within the
unit circle, thus, so the VAR model with a delay of
4 is stable and suitable (Figure 2). Hypotheses test-
ing results have shown that both hypothesis H1:
“Trade openness has an effect on Vietnam’s real
effective exchange rate volatility” and hypothesis
H2: “Real effective exchange rate volatility has an
effect on Vietnam’s trade openness” are accepted.

4. DISCUSSION

4.1. The effect of trade openness
on real effective exchange rate
volatility
Research results indicate that trade openness has a
positive effect on exchange rate volatility at lags of
1 and 4 periods. This is consistent with observation

of Li (2004), for some countries, at the beginning
of integration, temporary trade liberalization will

http://dx.doi.org/10.21511/bbs.17(1).2022.13

preclude adjustments to the equilibrium exchange
rate. The research results are consistent with the
comments of Candelon et al. (2007), the closer the
economy closes, the better the exchange rate re-
sponds to monetary and fiscal shocks. Similarly,
the research results of Karras (2006) and Melecky
and Komarek (2007) suggest that the relationship
between trade openness and macroeconomic vol-
atility is uncertain.

The results of the study of Vietnam data for the
period 2004-2020 show that the increased trade
openness has increased real effective exchange
rate volatility at 1-period and 4-period lags. This
effect diminishes as the delay gets larger and be-
comes insignificant from the 8-period delay. This
shows that Vietnam’s economy is in the process
of trade liberalization, not yet complete, and still
vulnerable to external shocks. Currently, the ex-
change rate management mechanism of the State
Bank of Vietnam pursues the goal of maintaining
a stable USD/VND nominal exchange rate poli-
cy. In that condition, if trade openness increases,
while inflation in Vietnam changes, or the value
of currencies of partners changes, it leads to an in-
crease in volatility in the real effective exchange
rate. In the coming time, Vietnam’s trade liber-
alization process becomes more and more stable,
the exchange rate mechanism needs to adapt to
exchange rate fluctuations against the currencies
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of many of Vietnam’s trading partners to promote
multilateral commercialization policy. Achieving
this, perhaps Vietnam will maintain a less vola-
tile real exchange rate as trade openness increas-
es, as is the case with other developed countries as
found by Hau (2002), Bleaney (2008), Romelli et al.
(2018), and Calderon and Kubota (2018). Besides,
when estimating the impact of GDP growth varia-
ble on real effective exchange rate volatility, the re-
search results show that GDP growth has a statis-
tically significant negative impact on real effective
exchange rate volatility. The economy with GDP
growth has contributed to reducing real effective
exchange rate volatility.

4.2.The effect of real effective
exchange rate volatility on trade
openness

On the other hand, real effective exchange rate
volatility has a negative effect on trade open-
ness with a 1-period lag. Increased real effective
exchange rate volatility has affected export and
import activities, leading to a decrease in trade
openness. Over the past time, Vietnam’s trade
openness has increased and increased rapidly due
to the important contribution of the foreign-in-
vested sector. According to data from the General
Statistics Office of Vietnam (2018), the proportion
of this region’s exports accounts for two-thirds of
Vietnam’s total export turnover. At the same time,
Vietnam’s export goods are of low value, reflect-
ed in the large proportion of raw and newly-pro-
cessed goods and processed and assembled goods.
Besides, other export products have a high pro-

portion of imported raw materials and low added
value in exports. Under such conditions, real ef-
fective exchange rate volatility have greatly affect-
ed the trade openness.

The results indicate that there is a two-way cau-
sality between real effective exchange rate volatil-
ity and trade openness. According to the research
model results, trade openness has a statistically
significant impact on the volatility of the real ef-
fective exchange rate. Specifically, trade openness
has a positive effect on the volatility of the real ef-
fective exchange rate at a lag of 1 period and 4
periods. At the same time, the real effective ex-
change rate volatility also shows a negative impact
on trade openness in Vietnam.

Over the past time, Vietnam’s economy has
seen many positive changes in the process of
economic integration with the world, reflect-
ed in the increasing trade openness. However,
Vietnam’s economy is still in the early stages of
trade liberalization and is still being negative-
ly impacted by external shocks. Specifically, the
research results show that the increased trade
openness has increased the volatility of the re-
al effective exchange rate. In turn, fluctuations
in the real effective exchange rate have reduced
trade openness. On the contrary, the research
results indicate that increased economic growth
reduces the volatility of the real effective ex-
change rate. In the meantime, economic growth
has an effect on increasing trade openness at
1-period and 3-period lag and reducing trade
opening at 4-period lag.

CONCLUSION

The study provides empirical evidence of a two-way causal relationship between trade openness and
real effective exchange rate volatility in Vietnam. Trade openness has a positive effect on the volatility
of the real multilateral exchange rate at 1-period and 4-period lags. In contrast, real effective exchange
rate volatility also shows a negative impact on trade openness in Vietnam. At the same time, econom-
ic growth also has a negative impact on real effective exchange rate volatility and a positive impact on
trade openness.

Research results show that the process of trade liberalization in Vietnam is not really stable and long-last-
ing. During the integration process, Vietnam’s economy is significantly affected by external shocks.
Therefore, in the coming time, in addition to continuing to increase trade openness, the Government
should have policies to increase the added value of exports to improve the quality of trade openness.
Besides that, the Government needs to adjust the policy of managing the nominal exchange rate in the

158

http://dx.doi.org/10.21511/bbs.17(1).2022.13



Banks and Bank Systems, Volume 17, Issue 1, 2022

direction of multilateralism, to ensure that it keeps up with developments in the international financial
market, and to avoid large fluctuations in the real effective exchange rate. Implementing policy impli-
cations will create conditions to promote trade activities between Vietnam and many countries around
the world.
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