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Should China Allow Its Currency to Appreciate?
Assessing the Impact of Exchange Rates on FDI

YUQING XING
(International University of Japan)
GuaNGHUA WAN
(Northwest A&F University)

Abstract In this paper, we construct a model for evaluating the impact of real exchange
rates on FDI allocation between host countries. In the model, there is one FDI source country

and two FDI host countries. The theoretical result based on the model indicates that, relative
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FDI inflows to a particular host country increase (decrease) if its currency depreciates (appre-
ciates) against the currency of the source country more than the rival’s currency does. Using
1981—2002 data on Japanese FDI in the manufacturing of China and the ASEAN-4 (Indone-
sia, Malaysia, the Philippines and Thailand) , we empirically examine the theoretical conclu-
sion. The econometric results show that, the relative real exchange rate is one of the signifi-
cant factors determining the distribution of Japanese FDI between China and the ASEAN-4.
Japanese FDI flows into China would be expected to decrease by more than 11% if the yuan
appreciates 10% against yen in real terms, holding everything else constant.
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