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Abstract

Using panel data for Vietnam as the host country and 28 source countries in the period
2005 — 2015, this study investigates the role of institutional quality on FDI inflows in
Vietnam. It focuses on six dimensions of institution related to corruption, government
effectiveness, political stability, regulatory quality, rule of law, and accountability. The
result reveals that institutional quality is important and significantly matters to FDI
received in Vietnam. Only two out of six institutional factors have positive effects on FDI
inflows while other four institutional dimensions have negative effects. However, this
does not discount the importance of a good institution. The unexpected inverse
relationship between some institutional factors and FDI is probably explained by the
special traits of Vietnam’s institution which is a one-party communist country with a weak

legal system and high level of corruption.
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|. INTRODUCTION

Nowadays foreign direct investment (FDI) has been one of the most fastest-growing
economic activities in the world and plays an important role especially in developing
countries (Loungani & Razin, 2001). Since it is considered as a drive for economic growth
(Faras & Ghali, 2009), most of developing countries still strive to attract more and more
FDI through their economic policies. The channels that FDI helps a country to boost
economic development are through receiving modern technology from investors,
creating new jobs, improving labor force through training to name a few. FDI also helps
the governments to increase tax revenue, invest capital and integrate into the global
economy to raise the GDP and improve the economic and business environment that

indirectly helps to reduce poverty (OECD, 2002).

The important role of FDI has been demonstrated by numerous studies providing
evidence that FDI has a positive impact on economic development. One of the earliest
works is Findlay (1978) in which he points out that FDI brings a contagion effect that helps
to improve the technological progress in the host country. Later on, Caves (1996)
discovers multiple advantages of FDI for the recipient country such as increasing
productivity, transferring new technologies and processes, obtaining management
knowledge and labor training. Borensztein et al. (1998) conclude that FDI contributes to
growth more productively than domestic investment and that positive impact depends
on “the level of human capital available in the host economy” (Borensztein, De Gregorio,
& Lee, 1998, p.134). Additionally, De Mello (1999) argues that FDI increases the stock of
knowledge in the host country through numerous channels, for example by labor and
skills training and new organizational management (De Mello, 1999). Moreover, De
Gregorio (2005) proves that FDI is particularly more efficient than domestic investment

by his empirical study of Latin American countries.

Briefly, the mechanisms by which FDI can boost the receiving country’s economic growth
are: enhancing capital accumulation by new resources, increasing the degree of labor
force’s knowledge and skills, diminishing the power of domestic companies, and
encouraging business competition (Ozturk, 2007). Due to various benefits of FDI, many
developing countries are now actively seeking for promoting FDI by trying to create a

favorable environment for it (OECD, 2002).



Considering the essential role of FDI, economists have studied various determinants that
may affect the decision of foreign investors to invest in a host country such as proximity
(language distance, geographic distance), host market’s size and growth, social factors
(education, wage difference), exports and imports, or macroeconomic aspects (tax,
regulatory quality, risk difference) (Blonigen, 2005). Since the early 2000s, institutional
quality has been well-investigated in studies explaining differences in development
among countries (Bénassy-Quéré, Coupet & Mayer, 2007). Thereby, institutional quality
has been concerned in FDI literature as well (with variables such as corruption, political

stability) (Assuncao, Forte & Teixeira, 2011).

In fact, institutional economics is a school of thought focusing on the importance of
institutions to economic behavior. Institutions are defined as “humanly designed
constraints that shape human interactions” (North, 1990, p.3). Institutions then can be
divided into two categories: formal (laws, regulations, written rules) and informal (code
of conduct such as ethical and honor codes). Due to the constraints, institutions construct
the environment of economic agents and diminish uncertainty. Therefore, “institutions
are expected to facilitate and stimulate economic activity” (Jong, 2009, p.28). A country’s

institution can encourage or prevent the foreign investment.

Within the scope of this study, | focus on Vietnam which is one of the most dynamic
economies in East Asia' and has the target of industrialization in 2020. In 1987, the
government of Vietnam issued the Foreign Investment Law for the reason that FDI is the
necessary capital for the economic growth in this country. The contribution of inward FDI
to economic growth has been a consensus in Vietnam’s society, from the citizens to policy
makers (Nguyen & Nguyen, 2007). Understanding of the determinants of FDI into

Vietnam is essential to keep its position as an attractive FDI host country.

There are three main reasons why it is interesting to examine the institutional
determinants and their impacts on FDI inflows into Vietnam which is also the motivation
of this study. First of all, the determinants of FDI in Vietham has been investigated but
not fully understood. To the best of my knowledge, the number of FDI-related literature

about Vietnam which focuses on determinants of FDI is larger than those on institutional

I See more at: http://www.worldbank.org/en/country/vietnam/overview
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determinants of FDI. In particular, the majority of studies on this area cover different
groups of factor such as the market size, labor market conditions, the level of openness,
infrastructure development and institutional quality. Due to the scope, those research
mostly consider only one component or one dimension of institutional quality, hence not

all aspects have been well-studied since the quality of institution is a broad term.

Until now, there is not much available specific insight of institutional quality in Vietnam
which affects the FDI inflows such as which aspects of it are more important than the
others or which institutional improvement is effective to attract more FDI. There are
some empirical studies focusing on distinct aspects of institution in determining FDI into
Vietnam but largely at sub-nation or provincial level such as Nguyen & Nguyen (2007),
Malesky (2007), Doan & Lin (2016). They mainly take advantage of the Provincial
Competitiveness Index (PCl) and conclude that provinces with a higher score of PCl are

more successful in attracting FDI.

To the extent of my knowledge, the only research investigating this matter (focus solely
on the role of the institution in Vietnam) at the national level is Nguyen & Cao (2014) in
which they look into the details of institutional determinants by using the data from the
International Country Risk Guide by PRS Group. In the world, there are scholars studying
the disaggregated indicators of institution in other countries such as 33 emerging market
countries (Adeoye, 2009); BRICS countries (Jadhav & Katti, 2012); Pakistan (Zeshan &
Talat 2014); 53 African nations (Wernick, Haar, & Sharma, 2014); BRICS and MINT
countries (Akpan, Isihak, & Asongu, 2014). The evidence is quite mixed regarding every
aspect and these research mostly do not give any explicit explanation on why there are
differences in influence level of institution’s aspects. Thus, this study aims at providing a
more detailed perspective on institutional factors that are essential to FDI into Vietnam,

especially policy implications.

Secondly, to get out of the middle-income trap, Vietnam needs to achieve institutional
improvement, especially after joining the Trans-Pacific Partnership (TPP). The middle-
income trap happens when the economic growth slow-downs once the country reaches
middle-income levels (Wilson, 2014). As various scholars have suggested, to break
through this situation, developing countries have to improve their institutions (Tran,

2013). The Vietnam 2035 Report by the Government of Viethnam and the World Bank



Group also points out that Vietnam should build a modern and more transparent
institution in order to reach upper-middle-income status (World Bank, 2016). New
foreign trade agreements such as TPP also encourage Vietnam to reform institution,
improve business environment and legal system. As a dynamic emerging country in East
Asia, this issue has been concerned not only by Vietnamese policy makers but also by the
whole society (Nguyen & Nguyen, 2007). That is also the reason why | am interested in

the institutional aspects when studying the determinants of FDI into Vietnam.

Last but not least, Worldwide Governance Index (WGI) is a good data source which has
been not widely used in research about FDI in Vietnam. It measures six dimensions of
governance and these indicators are based on several hundred variables obtained from
31 different data sources (Kaufmann, Kraay, & Mastruzzi, 2010). WGl is an updated and
reliable source due to its methodology. In particular, it constructs the six indicators to
measure institution’s aspects systematically: from the process by which the government
is selected, the capacity of the government to formulate and implement policies and the
respect of citizens for the institution. The data is collected from surveys of firms and
households as well as the evaluation by commercial information providers, non-
governmental organizations, multilateral organizations and other public sector bodies
(Kaufmann, Kraay, & Mastruzzi, 2010). It also has been used in numerous research related
to institutional quality all over the world but not in Vietnam, hence | can take advantage

of this database to conduct my study.

For those reasons, | decided to examine the linkage between institutional quality of
Vietnam and FDI inflows by using the WGI data. In general, | expect that the better
institutional quality of Vietnam, which manifests in higher values of WGI’s six indicators,

helps to attract a higher volume of FDI inflows.

The structure of this paper will be as follows: the following section (Chapter 2) gives a
theoretical framework based on existing literature and then comes up with hypotheses.
Chapter 3 presents the methodology with a detailed explanation of the research method
used and how the research is actually carried out. Chapter 4 provides the results from
the model and discussion as well as the limitations of the study. Chapter 5 is a conclusion

which includes a summary of the problem and the main findings.



II. THEORETICAL FRAMEWORK
1. An overview of FDI

To tackle the research problem, it is important to have a deep understanding of the
fundamental concepts. In international economics, FDI-related issues are attracting ever
more interest from researchers. Undoubtedly, there is a wide range of definitions for FDI
in which one of the earliest is presented by the IMF. According to them, FDI is an
investment aimed at gaining long-term interest in firms operating outside the investor’s
home country (IMF, 1993). FDI also relates to the objective of the investors to obtain a
significant degree of influence or a powerful voice in the management board of the
company. Based on the IMF’s definition, OECD provides a further explanation that FDI
“reflects the objective of a resident entity in one economy to obtain a lasting interest in
an enterprise resident in another economy” (OECD, 2001). The “lasting interest” here
implies that a durable relationship is built between the direct investor and the direct
investment firm. Until now, these definitions are still widely recognized and used in

economic research.

Moreover, there are some related definitions which need to be clarified as well. Direct
investment enterprise is regarded as a branch or subsidiary established from direct
investment (IMF, 1993). It is normally accepted that at least ten percent of equity
ownership is required for an investor to become a foreign direct investor. Both IMF and
OECD recommend using the ten percent as a benchmark to distinguish direct investment
and portfolio investment in the form of shareholdings (Duce, 2003). Particularly, the
intention of investors to take control over an enterprise is the most crucial characteristic
of FDI to make it different from foreign portfolio investment. In addition, a branch is
defined as “unincorporated direct investment enterprise in the host country fully owned
by its direct investor” (OECD, 2008, p.3), while a subsidiary is an incorporated enterprise

in which “an investor owns more than 50% of its voting power” (OECD, 2008, p.14).
2. Determinants of FDI

The main focus of my study is institutional determinants of FDI. However, there are other
possible determinants of FDI that should be considered as control variables. Those
variables are selected based on past literature and will be included to control for standard

explanations of FDI. Except for institutional variables, some key variables that have been



investigated in previous studies as the factors to attract FDI are the market size and

growth rate, openness of the economy, inflation rate, human capital, and infrastructure.
Market size & growth rate

It is argued that the size of the host country, which is often proxied by gross domestic
product (GDP) and rate of growth (sometimes population as well), is given high
consideration when foreign investors decide the location of their firms. It can be
explained that a larger domestic market usually means higher demand and lower cost
due to scale economies and therefore it is associated with a larger amount of FDI (Yu, &
Walsh, 2010). Even though the mixed evidence is inevitably unsurprising, most studies

until now conclude that market size and growth have positive relationships with FDI.

Notably, Scaperlanda and Mauer (1969) remark that FDI inflows react positively with the
market size of the host country once it is large enough to reach the threshold of
economies of scale. Morrissey and Rai (1995) share the same opinion on this. Later on,
some researchers continue finding evidence to support the significant positive
relationship between FDI and market size such as Resmini (2000), Bevan and Estrin

(2004), Asiedu (2006).
Openness of the economy

The openness of the economy has been proved as a strong determinant of FDI and it is
often measured by the ratio of trade (imports plus exports) to GDP. There is not a direct
explanation for this but it may be linked to a broader economic liberalization which is
normally positive for the private sector. Foreign investors prefer an open investment
environment since the imperfect domestic market (due to trade barriers for example) will

bring on increasing transaction costs.

From the perspective related to FDIl and trade, it is pointed out that when the host market
can obtain economies of scale, MNEs are more likely to change from export to FDI
(Blonigen, 2005). Various evidence supporting the hypothesis that the extent of a
country’s openness is important to attract FDI are found by researchers such as Culem
(1988); Singh and Jun (1995); Lansbury, Pain, and Smidkova (1996); Holland and Pain
(1998); Aizenman and Noy (2006).



Inflation rate

According to past literature, the inflation rate is often regarded as a measure of
macroeconomic and financial stability (Assuncao, Forte & Teixeira, 2011). The
unpredicted inflation rate in the host country can create uncertainty and discourage FDI
activities (Buckley et al., 2007). High or volatile inflation rate are argued to hamper FDI
since it devalues the domestic currency and reduces the real return on investment.
Specifically, a negative relationship between inflation rate and FDI has been found in
research by Schneider and Frey (1985), Chakrabarti (2001), Asiedu (2006), Buckley et al.
(2007), Mohamed and Sidiropoulos (2010).

Human capital

From the social angle, human capital has been found to be a significant determinant of
FDI, mostly in the high skilled labor sectors where the level of education influences
productivity (Brooks et al., 2010). In particular, an endowment of human capital is
attractive for FDI because the host country provides an investment environment where
MNEs can take advantage of high technologies for specialization in the production of
goods and services (De Mello, 1997). Researchers largely use some proxies namely
secondary education enrollment (either in number or percentage rate) or adult literacy
to measure human capital. Even though some researchers find an inconclusive effect of
human capital on FDI (Schneider and Frey, 1985), a large body of studies provide evidence
for a positive relationship such as Woodward (1993); Nachum (2000); Bende-Nabende,
Ford and Slater (2001); Asiedu (2006); Cleeve (2008),

Infrastructure

A country with good quality of infrastructure is more likely to attract a larger amount of
FDI since it reduces the cost of transactions and hence increases the competitiveness of
the host country. A good infrastructure creates an advantageous environment for FDI as

it is easier for MNEs to access the local market and natural resources.

In previous literature, the infrastructure variable is usually proxied by the transportation
networks development (such as the length of railway lines), telecommunication service
(such as the number of subscriptions to a specific telecom service), water and electronic

supply, or information system (such as the number of internet connections).



Some researchers do not find any evidence for the linkage between infrastructure and
FDI such as Cleeve (2008), Mohamed and Sidiropoulos (2010). It may be explained by the
fact that the data sample is small and mainly includes countries with similar traits
(Assuncao, Forte & Teixeira, 2011). There is a large number of other studies supporting a
positive relationship between infrastructure and FDI such as Coughlin, Terza & Arromdee
(1991); Broadman and Sun (1997); Vijayakumar, Sridharan, and Rao (2010); Biswas
(2002); Asiedu (2006).

3. Institutional determinants of FDI

Researchers concerning about determinants of FDI have been using institutional
approach to conduct their studies. Institutional economics’ core theory is that institutions
matter for shaping economic performance. Institutions are the “rules of the game”
(North, 1990) including both the formal type such as legal rules and laws and informal
social norms that manipulate personal behavior and structure social interactions.
Institutional economics’ essential principle is that good institutions lead to good
economic and social performance over time (North, 1991), since institutions are related
to transaction costs. The degree of efficiency in managing these costs then determines

economics performance (North, 1990).

There are two main mechanisms explaining the role of institutions’ quality in attracting
FDI. Firstly, better institutions help foreign investors to reduce the costs. A bad institution
often manifests in a high level of corruption, the political instability, a weak and
unpredictable legal framework. These problematic institutions are likely to deter foreign
investment for the reason that investors have to pay more additional costs, for example,
to bribe officials in order to obtain licenses and permits (Daude, & Stein, 2007). To tackle
the slow bureaucracy, drawn-out negotiations with public bodies can be very costly and
hamper motivation to invest. These issues are truly time-consuming and as a result, the

process of investment will be inappropriately slowed down.

Secondly, a good quality institution lowers the risk and uncertainty of investing and
operating in a host country. A flawed institution may increase uncertainty and risk which
are severe obstacles to investment. For instance, investors may hesitate to invest in a

country with a low protection of property rights over physical capital or profits since it
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creates the risk of violated benefits. Poor protection of assets may result in a higher
chance of expropriation of the company’s assets that makes the investment less likely.
Hence, a politically unstable nation is often less attractive as investors need to guarantee

their business with political security?.

Until now, there are numerous scholars in the world studying the impact of institutional
quality on attracting FDI. Except for a large body of literature supporting a positive
relationship between institutional quality and FDI, some researchers do not find any
significant evidence. Schneider and Frey (1985) use type of regime as a proxy for
institution but find no statistically significant effect of it on FDI, although another variable
they took (number of strikes and insurrections) negatively influences the inward FDI in
developing countries. Wheeler and Mody (1992) find that political risk and administrative
efficiency are insignificant in determining FDI. They conclude that a good institution
(indicated by socio-political conditions such as political change, stability of labor,
bureaucracy and red tape, corruption, quality of legal system) has little importance on US
firms’ investment location decision. However, in their index, the variables are combined
together with other factors (living environment, inequality, attitude towards the private
sector; they seem to be not directly relevant to an institution’s quality) that makes it
infeasible to evaluate the role of individual variable (Wheeler & Mody, 1992). Cleeve
(2008) finds that political and civil freedom does not affect the FDI inflows. His results
also suggest that financial and economic incentives (such as profit repatriation and tax
concessions) do not have a linkage with inward FDI. Likewise, Mhlanga, Blalock, and
Christy (2010) do not find any proof for the impact of political freedom index and civil

liberty on FDI inflows in southern African countries.

On the other hand, an opposite view on the relationship between FDI and institutional
quality is supported by empirical evidence. One of the earliest attempts to investigate
this topic is Root and Ahmed (1978) in which they test whether the policies of host
developing countries have a significant impact on attracting FDI. They found that

corporate taxation is a significant variable and has a negative effect on FDI inflows in 70

2 Some studies also suggest that different investors have different motivations (such as institutional
distance, or psychic proximity) to invest in a specific country, thus weak institutions do not always deter
FDI. See more: Bénassy-Quéré, Coupet & Mayer (2007); Jadhav & Katti (2012).

11



developing countries. However, there are five other policy variables in this study turning
out to be insignificant including tax incentives, attitude toward joint ventures, local

content requirements and limitations on foreign personnel (Root, & Ahmed, 1978).

Afterward, Gastanaga, Nugent, and Pashamova (1998) look deeply into the effects of
diverse policies on FDI flows. Their research suggests that various institutional
characteristics (measured by corruption, corporate tax rates, bureaucratic delay,
nationalization risk index) have a significantly negative effect on FDI (Gastanaga, Nugent,
& Pashamova, 1998). Not long after, Edgardo Campos, Lien, and Pradhan (1999) argue
that corruption matters to FDI, not only the level of corruption but also the nature of it.
They point out that “more corruption necessarily means less investment” (Edgardo
Campos, Lien, & Pradhan, 1999, p.1065). Notably, Kaufmann, Kraay, & Zoido-Lobatdn
(1999) provide six aggregate governance indicators which become the premise for wide-
known Worldwide Governance Indicators (World Bank) later on. In their work, they give
details of a governance database encompassing more than 300 governance measures
collected from a wide range of sources. Six governance indicators are constructed and

correlated with underlying governance concepts.

The role of institutions on FDI location has received even more attention since 2000.
Wei’s papers (2000a, 2000b) point out that numerous corruption indices are strongly and
negatively linked with FDI. There are progressively more studies into specific indicators
of governance showing that the quality of institution matters to FDI inflows. Examining
Latin American countries, Stein and Daude (2001) use four different sources of
institutional indicators, including those developed by Kaufmann et al. (1999) and
International Country Risk Guide, for the purpose of providing robust results. Their
empirical evidence strongly suggests that quality of institution has a positive effect on FDI

(Stein, & Daude, 2001).

Another work by Biswas (2002) uses both traditional and nontraditional variables in
determining the flows of FDI in a country. It provides results that a longer duration of a
regime and better investment climate with secured property and contractual rights are
more likely to attract foreign investors to a country (Biswas, 2002). In the same period,
Globerman and Shapiro (2002) argue that governance infrastructure (which can also be

referred to institutions and policies) matters to an economic performance, especially to

12



FDI inflows and outflows in both developed and developing countries. Their results
indicate that governance infrastructure has an important role in attracting FDI.
Specifically, a good institution often creates a transparent legal environment which
encourages MNEs to easily enter the host country. Moreover, FDI inflows respond
positively to good governance and this relationship is even stronger in developing and

transition economies (Globerman, & Shapiro, 2002).

Interested in African countries, Asiedu (2006) explores the importance of institutions to
inward FDI in these economies. To measure institutional quality, Asiedu (2006) uses
variables for corruption and effectiveness of rule of law. Her results suggest that an
effective legal framework and good investment climate promote FDI but corruption and
political instability have a contrasting effect (Asiedu, 2006). Similarly, Bénassy-Quéré,
Coupet, and Mayer (2007) re-examine the role of institutions in the host country and find
that a good institution helps to increase the amount of inward FDI. They point out that
the factors such as bureaucracy, corruption, and legal system are important determinants

of FDI received (Bénassy-Quéré, Coupet, & Mayer, 2007).

Another attempt to research this topic is Cleeve (2008) in which he answers the question
whether fiscal incentives are attractive for FDI. His results highlight that government
policies are important when it comes to the decision about the location of FDI. Especially,
among tax incentives, tax holidays matter the most in sub-Saharan African countries.
Unsurprisingly, he also finds that corruption has a negative effect on FDI inflows (Cleeve,
2008). Regarding tax burden, Bellak and Leibrecht (2009) argue that corporate tax rate is
a location determinant of FDI and their result accepts that hypothesis. They believe that
a negative relationship between tax burden and FDI inflows does exist and the reason

behind inconsistent empirical evidence is because of an imperfect indicator of tax burden.

Investigating MENA countries (Middle East and North Africa), Mohamed and Sidiropoulos
(2010) employ panel data methodology to study the key determinants of FDI inflows.
Their research reveals that institutional variables are crucial. Some policy implications are
given in which they emphasize that governments should “reduce the level of corruption,
improve policy environment, and build appropriate institutions” (Mohamed, &

Sidiropoulos, 2010, p.88) to attract more FDI.
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To sum up, a large body of theoretical and empirical literature concludes that institution

matters to FDI inflows regardless of the approach. A country which has political stability,

a low level of corruption, good enforcement of laws (for example, intellectual property

and copyright laws), favorable policies for foreign investors such as financial and tax

incentives, is likely to receive a larger amount of FDI.

Since institution is a broad term, researchers have been investigating multiple aspects of

it. Based on past literature on institutional determinants of FDI, it seems to me that there

are six institutional indicators which have been received the most attention namely

corruption, government effectiveness, political stability, regulatory quality, rule of law,

and accountability. In table 1 below, the summary of main findings of those six

institutional determinants is presented.

Table 1: Summary of six institutional determinants of FDI3

Institutional .
Author(s) Host countries Method Effect
aspects
Anghel (2005) 140 countries I\/Iu|t|var.|ate +
regression
Aisiedu (2006) 22 SSA countries Panel data +
Bénassy-Quéré,
Coupet & Mayer 52 countries Panel data +
(2007)
Multivari
Daude & Stein (2007) 58 countries u t|var.|ate +
regression
17 ies (Asi
Gani (2007) countries (Asia & Panel data +
Latin America)
Control of Multivariate
Corruption Cleeve (2008) 16 SSA countries . +
regression
Mohamed & 12“;'5’!':;;;1”;[:65 Panel data +
Sidiropoulos (2010) . PIng
countries
Berden 124 countries Multivariate N
& Bergstrand (2012) regression
Jadhav & Katti (2012) BRIC countries Panel data -
Voka & Dauti (2015) Macedonia Panel data -

3 Souce: Compiled by the author.
Effect sign: + means a positive and statistically significant effect, - means a negative and statistically
significant effect, 0 means no statistically significant effect.
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Lucke & Eichler (2016) 65 countries Panel data 0

Kurul & Yalta (2017) 113 develppmg Dynamic panel N

countries data
ARMA L
Zeshan & Talat (2014) Pakistan anc'j OLS +
regression
Globerman & Shapiro 144 countries l\/IuIt|var'|ate N
(2002) regression
Anghel (2005) 140 countries I\/Iultlvar'late +
regression
Gani (2007) 17 countries (Asia & | .| 4ata ¥
Latin America)
Multivari

Daude & Stein (2007) 58 countries ! t|var.|ate +

regression

Jadhav & Katti (2012) BRIC countries Panel data +
Berden & Bergstrand 124 countries I\/Iultlvar.late i

(2012) regression
B B
Government erden, Bergstrand & 124 countries OLS and PPML 0
, van Etten (2013)
Effectivenes ARMA and OLS
Zeshan & Talat (2014) Pakistan . +
regression
OLS with panel
Wernick, Haar & 53 African countries corrected +
Sharma (2014) standard errors
(PCSEs)

Voka & Dauti (2015) Macedonia Panel data -
Lucke & Eichler (2016) 65 countries Panel data 0
Nondo, Kahsai & Hailu

’ 4 A i P |
(2016) 5 SSA countries anel data 0
11 lopi D i I

Kurul & Yalta (2017) 3 developing ynamic pane +

countries data

Globerman & Shapiro 144 countries I\/Iultlvar.|ate N

(2002) regression
. Multivariat
Anghel (2005) 140 countries u |var.|a © +
regression
1 . .
Gani (2007) 7 countries (Asia & Panel data +
Latin America)

Daude & Stein (2007) 58 countries I\/Iu|t|var.|ate +

regression
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Berden & Bergstrand . Multivariate
124 countries . +
(2012) regression
- Jadhav & Katti (2012) BRIC countries Panel data -
Political
Stability and Berden, Bergstrand & .
Absence of van Etten (2013) 124 countries OLS and PPML +
Violence OLS with panel
Wernick, H &
ernick, naar 53 African countries corrected +
Sharma (2014)
standard errors
ARMA L
Zeshan & Talat (2014) Pakistan an<.1I OLS +
regression
Lucke & Eichler (2016) 65 countries Panel data 0
N Kahsai & Hail
ondo, (280152; & Hailu 45 SSA countries Panel data 0
Kurul & Yalta (2017) 113 deveIppmg Dynamic panel 0
countries data
Gani (2007) 17 Lcs::tA”ni iﬁ;')a &1 panel data ¥
Multivari
Daude & Stein (2007) 58 countries u t|var.|ate +
regression
Berden & Bergstrand 124 countries I\/Iultivar.iate N
(2012) regression
Jadhav & Katti (2012) BRIC countries Panel data +
Regulatory Berden, Bergstrand & 124 countries OLS and PPML +
Quality van Etten (2013)
Zeshan & Talat (2014) Pakistan ARMA anq OLS +
regression
Voka & Dauti (2015) Macedonia Panel data -
Lucke & Eichler (2016) 65 countries Panel data +
N Kahsai & Hail
ondo, (280152; & Hailu 45 SSA countries Panel data 0
11 lopi D i I
Kurul & Yalta (2017) 3 developing ynamic pane 0
countries data
Globerman & Shapiro 144 countries I\/Iultivar.iate N
(2002) regression
Rule of Law Aisiedu (2006) 22 SSA countries Panel data +
. 17 tries (Asia &
Gani (2007) countries (Asia Panel data +

Latin America)
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Daude & Stein (2007) 58 countries Multivariate ¥
regression
Jadhav & Katti (2012) BRIC countries Panel data 0
Berden, Bergstrand & .
van Etten (2013) 124 countries OLS and PPML -
Lucke & Eichler (2016) 65 countries Panel data 0
Nondo, Kahsai & Hailu
’ 45 SSA tri Panel dat
(2016) 5 SSA countries anel data 0
Kurul & Yalta (2017) 113 develppmg Dynamic panel 0
countries data
Globerman & Shapiro 144 countries I\/Iultlvarilate N
(2002) regression
Multivari
Daude & Stein (2007) 58 countries u t|var.|ate 0
regression
Jadhav & Katti (2012) BRIC countries Panel data -
Berden, Bergstrand & .
Voice and van Etten (2013) 124 countries OLS and PPML 0
Accountability
ARMA L
Zeshan & Talat (2014) Pakistan angl OLS +
regression
Lucke & Eichler (2016) 65 countries Panel data 0
N Kahsai & Hail
ondo, (280152; & Hailu 45 SSA countries Panel data 0
Kurul & Yalta (2017) 113 deveIppmg Dynamic panel N
countries data

It can be seen from table 1 that although the results of all indicators are slightly mixed,

the majority of studies find a positive effect of institutional quality on FDI.
4. Evidence in Vietnam

In Vietnam, there is not much investigation on institutional determinants of FDI,
especially the different aspects of institution. Scholars often study some factors at the
same time (such as market size, inflation rate, labor cost, privatization) but ignore the
institutional factors, for example, Hoang (2006). One main reason is due to the data
collection problem which happens not only in Vietnam but in other developing countries
as well. According to Elahi (2008), there are often two types of factors that make it

difficult to collect data in those countries: endogenous and exogenous. Endogenous
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difficulties within official statistics are caused by weaknesses of institutional and
organizational set-up and the lack of resources and infrastructure, while exogenous
difficulties exist because of the inability of administration to part reliable and timely data

(Elahi, 2008).

Nevertheless, there are some researchers attempting to explore this question and
focusing on Vietnam’s institution. Malesky (2007) demonstrates that there is a strong
correlation between the economic governance quality of provincial authorities (using
Provincial Competitiveness Index — PCI#) and FDI into Vietnam. At the provincial level, he
concludes that different dimensions of economic governance (different indices of PCl in
this case) are strongly associated with investment attraction in Vietnam (Malesky, 2007).
For example, a province promulgating transparent regulatory information usually has a

higher rate of FDI implementation.

Another work by Nguyen and Nguyen (2007) also studies this topic on the provincial level.
Using data of International Country Risk Guide (ICRG)>, they conclude that government
policy is not a significant factor to attract FDI at the provincial level. In contrast, Nguyen
& Cao (2014)’s research supports the positive effect of institutional quality on FDI inflows
to Vietnam. They also use data of ICGR and infer that three components (political stability
and absence of violence, regulatory quality, and control of corruption) are exceedingly

important factors to attract FDI into Vietnam.

One of the most recent research on this topic is Doan and Lin (2016). At the sub-nation
level, they use PCl data to investigate the relationship between quality of local economic
governance and inward FDI among provinces in Vietnam. Their results show that FDI
attraction is correlated with economic governance when governance is measured from
private sector perceptions. It is likely that foreign enterprises are willing to invest in
provinces providing transparent legal information, business support and favorable
policies for investors (Doan & Lin, 2016). In addition, Hoang (2016) uses the qualitative

method (in-depth interviews) to study whether institutional quality has an impact on

4 PClincludes ten sub-indices reflecting economic governance areas that affect private sector
development in Vietnam. Further information is available at: http://eng.pcivietnam.org/index.php

> International Country Risk Guide is provided by the Political Risk Services Group (PRS). It is widely used
in evaluating institutional quality. Further information is available at:
http://epub.prsgroup.com/products/international-country-risk-guide-icrg
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FDI’s decision of Dutch firms operating in Vietnam. He finds that investors mostly concern
about corruption and taxation policies when deciding to do business in Vietnam, while
political stability does not play an important role and the investors’ view about the

corporate law is neutral (Hoang, 2016).

Despite the shortage of research work on institutional determinants of FDI in Vietnam,
empirical evidence seems to reach the consensus that a better institution has a positive
impact on attracting FDI. However, those studies still have not provided a very detailed
panorama on specific aspects of institution. Since institution is a broad term, an
understanding of those aspects can help to give better policy recommendations in detail.
For example, which aspects are the most important institutional determinants of FDI into
Vietnam that need to be prioritized to improve. For this reason, further studies are

motivated to shed light on this matter.

Based on the literature reviewed, it can be expected that improvement of institutional
factors will make Vietnam more attractive to foreign investors but not all six dimensions
have similar effects. For instance, an investor may feel more concerned about the
situation of corruption in Vietnam or enforcement of law and less worried about the
freedom of media. In general, | expect that better quality of all institutional aspects will

result in a higher volume of FDI inflows. The following six hypotheses are formulated:
H1: FDI inflows into Vietnam are positively associated with control of corruption.
H2: FDI inflows into Vietnam are positively associated with governance effectiveness.

H3: FDI inflows into Vietnam are positively associated with political stability and absence

of violence.
H4: FDI inflows into Vietnam are positively associated with regulatory quality.
H5: FDI inflows into Vietnam are positively associated with rule of law.

H6: FDI inflows into Vietnam are positively associated with voice and accountability.
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1. METHODOLOGY

1. Data collection

The data are taken from various reliable sources. First of all, as the dependent variable,
the amounts of FDI inflows to Vietnam by main counterparts are collected from reputable
sources such as Statistical Year Book published by Vietnam General Statistics Office
(GS0)® and Vietnam’s Ministry of Planning and Investment’. | use different sources to
compare the consistency of the data. FDI is measured in US dollars. Twenty-eight main
counterpart countries having invested FDI in Vietnam from 2005 to 2015 are listed in
appendix 1. The period of time is 11 years since there is no available data about it before

20058 and after 2015°.

The institutional variables (WGI) with six component indices (cc, ge, pv, rq, rl, va) are
collected from the World Bank’s Worldwide Governance Indicators (WGI)*C. The higher
value of the index means better quality of the country’ s institution. The index ranges

from -2.5 (the lowest quality of institution) to 2.5 (the highest quality of institution).

To normalize the data for convenience such as to take the natural logarithm value (since
we cannot take the logarithm of a negative number), the base data is converted into a

new range from 0 to 100 by the following formula:

. Country indicator value — Minimum indicator value
New index = - — — — * 100
Maximum indicator value — Minimum indicator value

Country indicator value + 2.5
= z * 100

World Governance Indicators includes six aggregate governance indicators based on
multiple individual indicators from more than 30 underlying sources. These data sources

are rescaled and combined to create WGI by a statistical methodology which is an

6 Further information is available at: http://www.gso.gov.vn/Default en.aspx?tabid=491

7 See more at: http://www.mpi.gov.vn/en/Pages/default.aspx

8 |t can be explained by historical and social context. After the war, Vietham implemented economic
reforms in 1986 and until 2000 onwards, this economy becomes more open to foreign investors. The event
of joining WTO in 2007 is a big step of Vietnam to integrate into the global economy that makes it more
attractive to FDI. As a result, there is more available economic data since then.

° The World Bank has not yet provided data about FDI inflows and institutional quality (World Government
Index) after 2015.

10 See more at: http://data.worldbank.org/data-catalog/worldwide-governance-indicators
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unobserved components model (World Bank, 2017b). This data covers different aspects

of institutional quality. The meanings of six indicators are presented below.

- Voice and Accountability (va) manifests perceptions of the degree to which people
in a country can engage in selecting their government, along with freedom of expression,
liberty of association, and a free media.

- Political stability and absence of violence (pv) captures perceptions of the possibility
of political instability and/or politically-motivated violence, including terrorism.

- Government effectiveness (ge) gives information about awareness of the quality of
public services and civil service as well as the extent of its independence from political
pressures. This index also measures the quality of policy establishment and execution,
and the reliability of the government’s guarantee to those policies.

- Regulatory quality (rqg) measures the consciousness of the capability of the
government to develop and compliance sound policies, laws and regulations that
authorize and encourage private sector development.

- Rule of law (rl) measures perceptions of the degree to which agents trust and follow
the rules of society, and especially the quality of contract enforcement, property rights,
the police, the courts, the risk of unlawful act and violence.

- Control of corruption (cc) measures perceptions of the level to which public power
is implemented for private purposes, encompassing different forms of corruption, and

“capture” of the nation by elites and private interests.

The above explanation of institutional indicators is presented in the paper of the World

Bank by Kaufmann, Kraay & Mastruzzi (2010).

As mentioned in the previous chapter, except for six institutional variables, other control
variables will be included in the model to control for standard explanations of FDI. The
selection of these control variables is based on their theoretical relevance in past

literature.

The independent variable measuring the market size is GDP which is obtained from a
common source: the World Bank™. It is calculated by the sum of gross value added by all

resident producers in the economy plus any product taxes and minus any subsidies not

1 See more at: http://data.worldbank.org/indicator/NY.GDP.MKTP.CD
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included in the value of the products (World Bank, 2017a). The data is measured in

current U.S. dollars.

The distance variable is taken from the Institute for Research on International Economy
(CEPII)2. This data provides the geographical distance between capital cities of country
pairs. In specific, the value of this variable is the distance from Hanoi to the capital of

counterpart countries and it is measured in kilometers.

Another control variable is the rate of growth. It is taken from the World Bank*?® (which
also includes data from OECD National Accounts data files) and measures annual

percentage growth rate of GDP at market prices based on fixed local currency.

The openness of the economy is proxied by the proportion of trade (calculated by the
total sum of exports and imports of goods and services). It is retrieved from the World

Bank national accounts data and OECD National Accounts data files*.

The inflation rate variable is also taken from the World Bank'® (which includes data from
International Monetary Fund and International Financial Statistics as well). It basically

measures the percentage of increase in the consumer price index every year.

The human capital is proxied by the total number of pupils enrolled at primary education
level in public and private schools. This data is collected by the UNESCO Institute for

Statistics and provided by World Development Indicators from the World Bank.®

The infrastructure is proxied by of the rail line in Vietnam which is taken from the World
Development Indicators'’. It is measured by the railway distance between departure and
destination multiplied by the number of passengers traveling between each departure
and destination. Actually, this variable could be proxied better by the length of total rail
lines in kilometers. Nevertheless, the data of railway route in Vietnam is not available

every year in the period from 2005 to 2015. Thus, an alternative measurement is applied.

2 More information is available at: http://www.cepii.fr/francgraph/bdd/distances.htm

13 See more at: http://data.worldbank.org/indicator/NY.GDP.MKTP.KD.ZG

1 See more at: http://data.worldbank.org/indicator/NE.TRD.GNFS.ZS

1> See more at: http://data.worldbank.org/indicator/FP.CPI.TOTL.ZG

16 See more at: http://databank.worldbank.org/data/reports.aspx?source=world-development-
indicators&preview=on#

17 See more at: http://databank.worldbank.org/data/reports.aspx?source=world-development-
indicators&preview=on#
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2. Methodology

As the main purpose of this research is to analyze whether a positive relationship
between institution quality and FDI inflows exists, | take advantage of the gravity model
which is originally applied in the arena of international trade. Gravity model predicts
bilateral trade flows based on the respective economic size of two countries (measured

by GDP) and their geographical distance.

The theoretical framework for gravity model has been constructed by a series of papers
that one of the latest works is Anderson and van Wincoop (2003). To investigate
institutional determinants of FDI, a large number of empirical analyses across countries
have employed a gravity equation such as Bevan and Estrin (2004); Bénassy-Quéré,

Coupet, and Mayer (2007), Bellak and Leibrecht (2009).
| estimate the basic regression based on gravity model as follows:
FDlijt = Bo + B1 WGyt + B2 GDPit + B3 Distij + €ijt

While i denotes country i (Vietnam’s main counterparts); j denotes Vietnam; t is the year

t (from 2005 to 2015); Bois the intercept; B1, B2, B3, Baare the slope; € is the error term.

FDljit is the FDI inflow from country i into Vietnam in the year t, WGlyj: denotes the value
of k" index (k=1, 2, 3, 4, 5, 6) of World Governance Indicators of Vietnam in the year t.
GDP is the value of the gross domestic product of country i/Vietnam in the year t. Dist
represents gravity factor which is the distance between country i (source country of FDI)

and Vietnam.

To run the regression, including other control variables is necessary even though they are
not being particularly interested in since the main focus of this research is to study the
sign and coefficient of institutional variables, not to explain the effect of control variables.
Based on the literature review discussed in the previous chapter, it is reasonable to add
five control variables (along with market size denoted by GDP and the geographic
distance) which are growth rate (growth), openness of the economy (trade), inflation rate

(inflation), human capital (hcap), and infrastructure (infra).

Now the model is estimated as follows:
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FDlijt= Bo + B1 WGlyj: + B2 GDPj + B3 Distjj+ B4 Growthjt

+ Bs Tradejt + Be Inflationj: + B7 Hcapje + Bs Infraj + €ijt

WGlyj: denotes six independent variables which are included separately in each model
(due to multicollinearity among these variables). These variables are Control of
Corruption (cc), Government Effectiveness (ge), Political Stability and Absence of

Violence (pv), Regulatory Quality (rg), Rule of Law (rl), Voice and Accountability (va).

Next, the normality test is used to determine whether data set is normally distributed.
The result of skewness and kurtosis test is shown in appendix 2. When p-value is less than
0.05, it indicates that the variable needs to be transformed to achieve a normal
distribution in which some common techniques are using logarithm, square root, square,
reciprocal, and cube root. | take advantage of the graphical method (command gnorm)
to re-check the distribution of each variable since it provides an incisive graphical
assessment of normality. In particular, the log specification typically shows the best
adjustment to the data in the empirical literature (Daude & Stein, 2007). For this reason,

the regression analysis makes use of the natural logarithmic form of all variables.

Now it is considered that institution quality positively impacts FDI inflows but it is more
appropriate to particularly argue that institution quality in a specific year will cause FDI
growth in the following years. The reason is that a decision to invest in a foreign country
takes time to be implemented in the host country. For instance, if Vietnam introduces a
new law this year making it easier to invest in this country, a foreign investor will take it
into consideration and may take the chance. However, from that decision to the stage
that the investment project is executed is a period of time for investor’s planning,
applying for permission from the Vietnamese government, waiting for paperwork

inspection process and more.

In fact, the time lagged value of institution variables is also suggested to use as the
independent variable in studies such as Bénassy-Quéré, Coupet and Mayer (2007); Yu
and Walsh (2010). Despite the fact that the length of time lag for institution quality varies
among studies, the vast majority of researchers use the 1-year lagged variable, for
instance, Hyun (2006); Yu and Walsh (2010); Kersan-Skabic (2013); Dellis, Sondermann,

and Vansteenkiste (2017). Additionally, when comparing the results of regressions with
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1-year, 2-year and 3-year lagged variables'®, institutional variables’ signs are similar.

Therefore, the 1-year lagged variables are used to study the impact of institution on FDI.

Before going further, it is necessary to check for multicollinearity. Multicollinearity
happens when predictor variables are correlated with each other and it leads to higher
standard errors (although large standard errors can be caused by other factors). Hence,
multicollinearity results in unreliable and unstable estimates of regression coefficients.
Checking for multicollinearity helps to avoid any redundancy in the database. One of the

most widely-used diagnostic for this phenomenon is looking at the correlation matrix.

Appendix 4 shows the severity of multicollinearity in the regression. Considering the fact
that any (absolute) correlation value higher than 0.4 is suspicious and 0.5 is borderline,
there is a problem that we should concern about. The main six independent variables are
correlated with each other in some pairs with the correlation value being 0.57
(government effectiveness and rule of law), 0.53 (control of corruption and regulatory
quality), 0.51 (political stability and absence of violence and control of corruption), 0.44

(voice and accountability and corruption).

However, this result is not so surprising since the nature of those variables is component
index measuring the quality of different aspects of an institution. Krueger (1993) infers
that corruption may lead to a less efficient bureaucracy because officials can impose
more requirements to receive bribes. In other words, there are reasons for the
correlation between institutional indices to exist. La Porta et al. (1999) highlight that
distinct measures of institutional quality are often highly correlated between themselves.
Nevertheless, with a significantly high correlation, it can limit the extent to which the

relevance of each institutional dimension can be identified (Daude, & Stein, 2007).

There is a common solution used by various researchers to deal with this issue. | will
include each of them separately in the model for the reason that | want to ascertain the
coefficients, find the individual effects and give policy implications according to them.

Globerman and Shapiro (2002) point out that it is very difficult to use six governance

18 The data of World Governance Indicator is only consecutively available since 2002, which means the
longest time lag that | can use is 3 years (since the beginning of studied period is 2005).
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indicators all in a single regression equation because the indices are highly correlated

with each other. Therefore, six models will be investigated in turns.

Besides, there are few high-correlated values among control variables. For instance, the
correlation value is 0.62 between inflation and infrastructure, 0.57 between human
capital and growth. Based on past literature, control variables in my study are important
and useful to derive reliable conclusions from the data. Therefore, instead of dropping
some of them, | put them in each model in turns to avoid any possible multicollinearity.
Besides, since the geographical distances are time-invariant, they can only be estimated

with random effects model.
The estimated equation now is the following:

LogFDlijt = Bo + B1 LogWGlit*® + B2 LogGDPj: + B3 LogDist;;

+ B4 LogGrowthj: + Bs LogTradej: + Bs LogInflation;: + B7 LogHcapj: + Bs Loginfraj: + €ijt

Next, | will present the process of four main steps to find a good model for analyzing panel
data in this study. The variable log_cc (control of corruption) is included initially in the
equation. It is recommended to begin with a simple model since the data of my research
is a short panel. Hence, the pooled OLS regression which is the most basic estimator of

panel data is conducted.

However, to analyze panel data, it is also common to use special techniques such as fixed
effects and random effects to remove omitted variable bias by measuring change within
a group. The main difference between these two models is the function of dummy
variables: In a fixed effect model, the parameter estimate of a dummy variable is a part

of the intercept while it is an error component in a random effect model (Park, 2011).

Therefore, firstly | will run the pooled OLS regression. It assumes a constant intercept and
slopes regardless of group and time period (Park, 2011). Secondly, a fixed effect model is
estimated by least squares dummy variable (LSDV) regression. This model is based on the
assumption of the identical slopes and unchanged variance across entities to investigates
the entity differences in intercepts. Looking at the p-value of F-test which is less than

0.05, it indicates that a fixed effect model is favored over the pooled OLS. The null

¥ This is the logarithm of lagged institutional variables.

26



hypothesis of F-test in this model is that the observed and unobserved fixed effects are
equal to zero. When it is rejected (p < 0.05), the fixed effects are non-zero which means

pooled OLS is inappropriate.

Thirdly, a random effect model is estimated. It assumes that slopes are constant and error
variances are randomly distributed across entities (or time). The intercept also remains

the same because differences among entities are included in their specific errors.

After that, to decide if a random effect model is better than pooled OLS, the Breusch and
Pagan Lagrangian multiplier test is conducted. The null hypothesis of this test is that
variances across entities is zero or in other words, a significant difference across entities

does not exist.

The result of this test is shown in table 2. Looking at the p-value of Breusch and Pagan
Lagrangian multiplier test, the null hypothesis is rejected at the 5% level. This result

implies that a random effect model is favored over pooled OLS.

Table 2: Result of Breusch and Pagan Lagrangian multiplier test

log fdi[country,t] = Xb + ulcountry] + e[country, t]

Estimated results:

| Var sd = sqrt (Var)
_________ +_____________________________
log fdi | 6.686141 2.585757
e | 2.451123 1.565606
u | 2.546643 1.595821
Test: Var (u) = 0
chibar2 (01) = 350.01

Prob > chibar?2 0.0000

Lastly, knowing that either fixed effect or random effect model is better than pooled OLS,
the next step is choosing between these two models by using the Hausman specification
test. The null hypothesis of this test is that individual effects are uncorrelated with any
regressor in the model (Hausman, 1978). After running a fixed effect and random effect
models then save the estimates, the Hausman test is performed. The result is provided

in table 3.

It can be seen from table 3 below that there is a complication in this result of Hausman

test because it is suggested in the theory that the matrix V_b —V_B should be positive
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definite. The reason is that the Hausman test is valid under strict conditions which may

not be satisfied in this case.

Table 3: Result of Hausman specification test

Test: Ho: difference in coefficients not systematic
chi2 (6) = (b-B)'[(V_b-V _B)"(-1)] (b-B)
= 7.54
Prob>chi2z = 0.2735

(V_b-V B is not positive definite)

The solution could be using an artificial regression version of the Hausman test as
suggested by Wooldridge (2002). This alternative test is implemented by using the
command xtoverid which is a test of overidentifying restrictions (Schaffer & Stillman,

2016). The result is displayed in table 4 below.

Table 4: Result of overidentifying restrictions test

Test of overidentifying restrictions: fixed vs random effects
Cross-section time-series model: xtreg re

Sargan-Hansen statistic 171.206 Chi-sqg(6) P-value = 0.0000

Basically, the null hypothesis of this test remains the same as in the Hausman
specification test that preferred model is random effects. As it can be seen from table 4,
the p-value is less than 0.05, therefore we can reject the null hypothesis which means
that the fixed-effects estimator is more efficient in this case. To sum up, a fixed effect
model is chosen to analyze the model including variable control of corruption. The result

will be provided and discussed thoroughly in the next chapter.

This process is repeated with other five institutional variables in turns. The result of
Hausman test is provided in appendix 5. Briefly, except for two models including variable
regulatory quality and voice and accountability are random effects, the remaining three
models (including government effectiveness, political stability and absence of violence,

and rule of law) are fixed effects.

Besides, controlling for time effects is important because there may be events having
occurred in the given time period that affects the FDI inflows into Vietnam. From 2005 to

2015, the financial crisis is considered as having a huge impact on a global scale.
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Therefore, | added a time dummy variable to capture this effect in two specific years 2008

and 2009.

Moreover, endogeneity is an important issue which needs to be solved, especially with
variables like indices of institutional quality. One of the main reasons is reverse causality:
not only institution quality has an impact on FDI inflows, but also an increasing amount
of inward FDI may lead to a better institution of the host country. This two-way effect can
cause severe issues in estimation due to the simultaneity bias. In practice, finding good
or strong instruments for institution is a difficult task. However, the usage of lagged
variables already minimizes this problem because the inward FDI of the year t cannot
effect institution quality of the year t-1. Therefore, | would argue that possibility of

existing endogeneity problem in this case in minimum.

29



IV. RESULTS AND DISCUSSION

1. Descriptive statistics

We first take a quick look at the the descriptive statistics in table 5 below. Briefly, my
panel data is strongly balanced with 308 observations. The dependent variable FDI has a
mean value of about 3367 (millions US dollars) but also has a considerable variation since
the foreign investors are from both developing and developed countries which means
the volume of investment can vary enormously. The descriptive statistics of

logarithmically transformed variables is also provided in appendix 3.

Table 5: Descriptive statistics

Variable | Obs Mean Std. Dev. Min Max
_____________ +_________________________________________________________
fdi | 308 3367.249 7076.803 .4 45191.1

cc | 308 37.79263 2.043515 34.7375 41.05913

ge | 308 46.17341 2.02969 44.53302 51.53928

v | 308 53.81945 2.767641 49.01839 59.19524

rq | 308 38.11071 .8798645 36.66122 40.07293

rl | 308 41.76773 1.878123 39.46402 45.28541

va | 308 21.50227 1.27772 19.66664 23.4217

gdp i | 308 1.77e+12 3.13e+12 4.66e+08 1.80e+13
dist | 308 6249.352 3527.866 868.035 13159.26
growth | 308 6.246374 .7418825 5.247367 7.547248
trade | 308 154.4858 14.05539 130.7148 178.7674
inflation | 308 9.302902 6.003971 .8786037 23.11632
hcap | 308 7182067 296221.3 6745016 7773484
infra | 308 4443.587 176.6335 4129 4659

In general, from 2005 to 2015, the amount of FDI into Vietnam (total sum of FDI from all
counterpart countries) fluctuates but has an upward trend?°. The decrease of FDI inflows
happened in 2009 (from approximately 9.5 billion USD in 2008 to 7.6 billion USD in 2009)
due to the financial crisis. Over this time period, Vietnam reached a peak of FDI received
in 2005 with the amount being 11.8 billion USD. Notably, when we look at the FDI inflows
from 28 partner countries into Vietnam, there is a trend that the amount of FDI in the
beginning of the given period (2005) was extremely large?! before it decreased in 2006.
In the next 6 years (from 2007 to 2012), FDI goes up and down but the rising trend is

witnessed. FDI surged in the last 3 years of the period (from 2013 to 2015).

20 See more at:
http://data.worldbank.org/indicator/BX.KLT.DINV.CD.WD?end=2015&Iocations=VN&start=2005

211t can be explained by the fact that there was an event in 2004 marking the normal trade relation between
Vietnam and the US after the war (the first US commercial flight since the end of the Vietnam War landed
in Ho Chi Minh City). In 2005, Vietnam's Prime Minister made the first visit to the US by a Vietnamese leader
since the end of the Vietnam War. See more at: http://www.bbc.com/news/world-asia-pacific-16568035
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Regarding institution quality, the overall trend of six institutional dimensions is increasing
over years and especially they grew tremendously in 2014 and 2015. For example,
compared to the score in 2014, government effectiveness index increased about 5.7% in
2015, regulatory quality index also raised up by 5% in 2015. Considering that institution

changes slowly over time, this extent of institution quality’s increase is remarkable.
2. Main results
2.1. Control of corruption

Hypothesis 1 holds that FDI inflows into Vietnam are positively associated with the control
of corruption index. From table 6, it can be seen that the p-value is less than 0.001%?
indicating a highly statistically significant coefficient. Therefore, the null hypothesis is
rejected and we accept the hypothesis 1. To be specific, the result suggests that if the
control of corruption index increases by 1%, the inward FDI goes up by 16,5%. A higher
value of this index implies a better institution, which also means that a country with a
higher value of control of corruption index, has less corruption. In other words, Vietnam
is more likely to attract a higher amount of FDI when it has a lower level of corruption.

Hence, corruption is an important determinant of FDI into Vietnam.

Moreover, table 6 below compares the results from pooled OLS, random effects, and
fixed effects models. It is clearly seen that the variable log cc turns out to be highly
significant at the 1% level in all four models. When controlling for time effects (model 4),
the coefficient is even higher being 19.7. The R-squared of fixed effects model also

increases from 0.389 to 0.437 when the time dummy variable is included.

This resultisin line with a large body of past literature. The main reason argued by various
researchers is because corruption brings extra cost and increases the uncertainty of doing
business. For example, Wei (2000a, 2000b) uses different corruption indices to point out
that corruption remarkably adds to firm costs and strongly hinders inward FDI. Yu and
Walsh (2010) argues that corruption increases the sunk cost of investment, hence it

makes investors highly sensitive to political uncertainty causing by a poor institution.

22 1n a book published by Stata Corp, it is pointed out that the p = 0.0000 means that the probability is all
zeros to four decimal places and it should be reported as p < 0.001. For example, if p = 0.00002 then it is
rounded to 0.0000 in Stata output. See more: Acock (2008).

31



Table 6: Regression results with variable Control of corruption

(1) (2) (3) (4)
Dependent var = FDI Pooled OLS Random effects Fixed effects FE extended
Control of corruption 12.72%** 12.93*** 16.50*** 19.71***
(3.267) (2.372) (2.682) (2.665)
GDPit 0.190*** 0.0983 -1.429%** -0.825
(0.0586) (0.144) (0.574) (0.567)
Growth rate 0.611 0.558 -0.313 1.973*
(1.532) (1.105) (1.138) (1.193)
Inflation rate -0.0534 -0.0564 -0.107 -0.150
(0.289) (0.208) (0.207) (0.199)
Human capital 2.465 2.410 1.496 7.005**
(4.650) (3.345) (3.326) (3.399)
Infrastructure -19.14%** -19.05%*** -17.54%** -14.02%**
(4.501) (3.240) (3.252) (3.213)
Distance -0.935%*** -0.903** - -
(0.165) (0.419)
Constant 83.75 85.37* 109.1** -39.54
(69.26) (49.99) (50.66) (57.72)
Observations 308 308 308 308
R-squared 0.292 0.374 0.389 0.437
Time effect No No No Yes

Standard errors in parentheses
**%* p<0.01, ** p<0.05, * p<0.1

In Vietnam, Nguyen and Cao (2014) conclude that corruption is a crucial determinant of
FDI. The result of my study provides the similar evidence that the level of corruption in

Vietnam affects the decision of foreign investors.
2.2. Government effectiveness

Hypothesis 2 is that government effectiveness is positively associated with FDI inflows in
Vietnam. The result indicates that the variable government effectiveness is significant at
the 1% level (p-value is less than 0.001) and it has a negative coefficient. This result
implies that when the value of government effectiveness index increases by 1%, the

amount of FDI received decreases by 35.34%. Moreover, when the time dummy is
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included in model 4, the variable log ge is still significant and has a negative sign with

coefficient being 36.88.

Table 7: Regression results with variable Government effectiveness

(1) (2) (3) (4)

Dependent var = FDI Pooled OLS Random effects Fixed effects FE extended

Government effectivess -34.77*** -34.82%** -35.34%** -36.88***
(5.933) (4.129) (4.150) (4.057)
GDPjt 0.203*** 0.251* 0.788* 1.548***
(0.0568) (0.141) (0.475) (0.499)
Distance -0.939*** -0.956** - -
(0.161) (0.415)
Growth rate -1.430 -1.374 -0.747 0.805
(1.286) (0.908) (1.051) (1.093)
Inflation rate -2.3771%** -2.368%** -2.326%** -2.504***
(0.397) (0.277) (0.279) (0.275)
Human capital -26.68*** -26.70%*** -26.94*** -23.64%**
(6.852) (4.767) (4.768) (4.713)
Infrastructure -8.165* -8.234%** -9.012%** -5.697*
(4.459) (3.108) (3.174) (3.198)
Constant 638.1%** 638.0%** 626.6%** 529.4%**
(115.4) (80.34) (80.27) (81.76)
Observations 308 308 308 308
R-squared 0.333 0.448 0.451 0.481
Time effect No No No Yes

Standard errors in parentheses
**% p<0.01, ** p<0.05, * p<0.1

Generally, the sign of coefficient is still negative in all four different models. The

hypothesis 2 is not supported with this result but there is a reason for this unexpected

sign. In fact, the government effectiveness indicator focuses on quantifying the quality of

public services and civil service as well as the quality of policy formulation and

implementation (Kaufmann, Kraay & Mastruzzi, 2010). Voka and Dauti (2015) use the

same data source for this variable and also find a negative effect. Their argument is that

FDI decisions may rely on the past information about host country perceptions toward

good governance and regulation policies on private sector developments (rather than

public sector).
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Explaining for the negative correlation, there is an argument among researchers that |
strongly agree with. Yerrabati and Hawkes (2016) mention this good point in their
research that foreign investors may not satisfy with the bulky rules and tight procedures
which may affect the procedure and productiveness of investments. Specifically, the
higher score of government effectiveness index implies that the quality of policy
formulation and implementation is better. It also means that, for example, the
investment project appraisal process becomes more rigorous (which can create obstacles
for foreign investors if they cannot meet the requirements of paperwork), or the tax law
is implemented strictly (which makes the FDI enterprises unable to find any loophole to
dodge taxes). When the policy itself and implementation are more strict, the
government’s view that is making institution better, but the investors’ view is they have
more difficulties. The same reason is presented in the research by Gastanaga, Nugent,

and Pashamova (1998) and Arbatli (2011).

It seems to me that this negative sign is not the evidence supporting poor governance
quality. Instead, it indicates that foreign investors do not invest more when the
Vietnamese government promotes strict policies which are good (for the host country)

for some reasons such as to protect strategic industries.
2.3. Political stability and absence of violence

Hypothesis 3 holds that FDI inflows into Vietnam are positively associated with the
political stability and absence of violence index. Because the p-value is less than 0.001,
the null hypothesis is rejected, hence there is evidence for a relationship between this

indicator and FDI.

Looking at table 8 below, this variable is still statistically significant in pooled OLS, random
effects and fixed effects models, even when controlling for time effects. This result
implies that political stability and absence of violence does matter for foreign investors
when they decide to enter Vietnam. However, opposite to hypothesis 3, the sign of
variable log_pv is negative. In other words, when this index increases by 1%, it is likely
that FDI into Vietnam goes down by 9%. When the time dummy variable is included, the

coefficient decreases to 6.787 but the negative sign remains.

There are few studies coming up with the same surprising result. For instance, Jadhav
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and Katti (2012) argue that even though the quality of political stability is not good, it
does not affect the FDI inflows in BRIC countries. However, this variable is statistically
significant with p-value less than 0.05 in their research, which makes their argument
becomes vague and unconvincing to me. Lucke and Eichler (2016) study the same
variable in developed countries. They point out that foreign investors prefer less stable
host countries and the reason may be that those countries have low degrees of political
polarization. This means regime change usually leads to mere policy change, hence it

lowers the risk of uncertainty for foreign investors (Lucke & Eichler, 2016).

Table 8: Regression results with variable Political stability and absence of violence

(1) (2) (3) (4)

Dependent var = FDI Pooled OLS Random effects Fixed effects FE extended

Political stability and -9.023*** -9.023*** -9.015%*** -6.787***
absence of violence (3.234) (2.400) (2.405) (2.602)
GDPjt 0.199*** 0.202 0.274 0.594
(0.0603) (0.144) (0.659) (0.671)
Distance -0.938*** -0.939** - -
(0.170) (0.414)
Growth rate -2.261 -2.259%** -2.211%* -1.332
(1.485) (1.106) (1.188) (1.248)
Openness of economy -2.895%* -2.900** -3.006* -1.758
(1.695) (1.274) (1.592) (1.683)
Inflation rate -1.148%** -1.148%** -1.149%** -1.128%**
(0.220) (0.163) (0.164) (0.164)
Human capital -3.735 -3.735 -3.742 0.617
(4.570) (3.392) (3.398) (3.930)
Constant 124.6* 124.6** 115.2%* 20.81
(74.81) (55.67) (57.07) (71.51)
Observations 308 308 308 308
R-squared 0.251 0.294 0.294 0.306
Time effect No No No Yes

Standard errors in parentheses
*¥** p<0.01, ** p<0.05, * p<0.1

In my opinion, this unexpected result is due to the nature of Vietnam’s institution which

is different from the majority of the world. Vietnam is a one-party communist state?® in

2 Currently, there are five communist countries in the world: China, Cuba, Laos, Vietnam and North
Korea.
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which the Communist Party of Vietnam decides and entirely controls almost every aspect
of the country, from strategic direction to major policy issues. Since Vietnam is politically
stable and internal conflict is rare, it is reasonable to argue that this political stability is
an advantage to attract more FDI. However, Hussain (2014) points out that when political
stability comes with having one party ruling for a long time, it may eventually be
detrimental to the economy because of opacity. In particular, even if the result of
parliamentary elections can be considered as a major change in Vietnam’s political

system, its effect is not that huge since the ruling party is still the same.

According to Transparency International organization, the ranking of Vietnam in the
Corruption Perceptions Index 2016%*is 113/176 which indicates a high level of corruption
(with the score being 33/100). Vietnam also gets ranked at 131/167 in The Democracy
Index 2016%° by the Economist Group (with the score being 3.38/10). The propensity of a
persistent government with serious problems such as corruption and extremely low level
of democracy may be an obstacle to attract FDI into Vietnam. Thus, political stability is
not a good condition in the case of Vietnam, or more precisely, political stability is not
always good when it comes to an investment decision. The view that politically unstable

countries attract more capital flows is also supported by Lucas (1990) and Kim (2010).
2.4. Regulatory quality

It is claimed that FDI inflows into Vietnam and regulatory quality index has a positive
relationship in hypothesis 4. The coefficient of the regulatory quality variable is
statistically significant at the 5% level (p-value equals 0.019) and at the 1% level when
controlling for time effects, however, the sign of it is negative. This result indicates that if
the regulatory quality index increases by 1%, the FDI into Vietnam will decrease by 15.1%.
When the time dummy variable is included, the sign is still negative but the coefficient of
variable regulatory quality increases significantly to 51.04. Thus, we cannot accept
hypothesis 4. In table 9 below, it can be seen that the variable log_rq is significant in all

four different regressions.

24 See more at: https://www.transparency.org/country/VNM

%5 See more at: http://www.eiu.com/topic/democracy-index
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The result suggests that regulatory quality is an important determinant of FDI into

Vietnam. To be specific, this variable measures the competence of the government to

develop and execute sound policies that enhance private sector improvement. It focuses

on the policies themselves such as price controls or inadequate bank supervision.

Table 9: Regression results with variable Regulatory quality

Dependent var = FDI

(1)

Pooled OLS

(2)

Fixed effects

(3)

(4)

Random effects RE extended

Regulatory quality

GDPit

Distance

Growth rate

Openness of economy

Inflation rate

Human capital

Infrastructure

Constant

Observations

R-squared
Time effect

-15.07*
(8.781)
0.196***
(0.0598)
-0.937%*x
(0.169)
-1.521
(1.506)
-0.128
(2.226)
-0.412
(0.352)
4.846
(4.846)
~16.15%**
(5.527)

126.9*
(74.35)

308
0.265
No

-15.91**
(6.543)
-0.336
(0.662)

-1.820
(1.168)
0.672
(1.915)
-0.378
(0.263)
5.098
(3.578)
~16.54%*x
(4.093)

132.0%*
(57.02)

308
0.323
No

-15.10%*
(6.458)
0.174
(0.144)
-0.929%*
(0.414)
-1.534
(1.109)
-0.0934
(1.649)
-0.411
(0.259)
4.857
(3.563)
~16.17%**
(4.064)

127.4**
(54.83)

308
0.321
No

“51.04%**
(8.051)
0.200
(0.143)
-0.938**
(0.414)
2.637**
(1.205)
0.750
(1.539)
-0.368
(0.241)
18.65%**
(3.898)
-9.435%*
(3.906)

29.21
(56.08)

308
0.412
Yes

Standard errors in parentheses
*¥** p<0.01, ** p<0.05, * p<0.1

In fact, the negative linkage between this index and FDI inflows is not widely found in the

past literature. To the best of my knowledge, another research having the same result

(statistically significant negative effect) is Voka and Dauti (2015) but they could not give

any explanation for it. To explain this result, the institution of Vietnam should be taken

into account since it is quite special compared to almost all other countries.
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In my opinion, it can be explained by the fact that this index also reflects the burdens
imposed by excessive regulation. When policies are more strict, it is likely that foreign
investors have to meet more rigorous requirements to be granted permission and it may
affect the process of investment. For example, in Vietnam, under the old Investment Law
(before 2014), foreign investors are only allowed to invest in specific sectors listed by law.
The government of Vietnam wants to protect domestic industries but foreign investors
are not happy with that. Consequently, better regulatory quality can impede foreign

corporations to invest in Vietnam.
2.5. Rule of law

Hypothesis 5 is that rule of law index is positively associated with FDI inflows into
Vietnam. With p-value being less than 0.001, the variable rule of law is statistically
significant at the 1% level. However, the sign of coefficient is negative instead of positive
as expected which means the hypothesis 5 is not supported. The result implies that when
the rule of law index increases by 1%, the amount of inward FDI decreases by 21.71%.
When time effects are controlled, the variable rule of law is still significant and has a

negative sign.

This indicator mainly focuses on quantifying the quality of contract law and property
rights. In fact, the result of rule of law’s negative coefficient is unpopular among previous
research. However, the fact that the legal origin of Vietnam is socialist law may shed some
light on this matter. Actually, protection of property rights is poor in socialist countries
(Anghel, 2005). In Vietnam, all land is collectively owned by the state, Vietnamese
nationals or foreigners are not allowed to own land (only possess land-use and building
rights)?®. The state can take the land for social-economic development purpose, but the
“social-economic development” is loosely defined by law. As a result, there have been

multiple disputes over land rights in Vietnam.

By the same token, if an increase in rule of law index means more strict property rights
which enhance and defend the ownership rights of the state, then it explains why foreign
investors are not motivated to invest in Vietnam. For example, rule of law index increased

when the Real Estate Business Law stated more requirements for land-use rights in 2014.

26 See more at: https://www.export.gov/article?id=Vietnam-Protection-of-Property-Rights
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It became a big challenge for foreign investors especially in case of competing with

Vietnamese enterprises. Consequently, a higher value of rule of law index can impede FDI

inflows into Vietnam.

Table 10: Regression results with variable Rule of law

(1) (2) (3) (4)
Dependent var = FDI Pooled OLS = Random effects Fixed effects FE extended
Rule of law -20.59%** -20.64*** -21.71%** -26.56%**
(4.120) (2.915) (2.959) (2.907)
GDPit 0.194*** 0.135 -0.978 -0.438
(0.0578) (0.144) (0.616) (0.588)
Distance -0.936*** -0.915** - -
(0.163) (0.416)
Growth rate 0.0955 0.0654 -0.506 2.304**
(1.489) (1.054) (1.094) (1.135)
Openness of economy -1.407 -1.316 0.397 1.965
(2.028) (1.449) (1.712) (1.636)
Inflation rate -1.018*** -1.015%** -0.973%** -1.090%***
(0.362) (0.256) (0.256) (0.242)
Human capital -2.731 -2.726 -2.628 3.735
(4.877) (3.446) (3.433) (3.410)
Infrastructure -20.12%** -20.18*** -21.30%** -19.59%**
(5.270) (3.727) (3.760) (3.557)
Constant 306.5%** 308.1*** 334, 3%*x* 209.9%**
(81.12) (57.55) (60.09) (60.41)
Observations 308 308 308 308
R-squared 0.315 0.415 0.422 0.488
Time effect No No No Yes

Standard errors in parentheses
*¥** p<0.01, ** p<0.05, * p<0.1

2.6. Voice and accountability

Hypothesis 6 holds that FDI inflows into Vietnam are positively associated with voice and
accountability index. It can be seen that the p-value of variable voice and accountability
is 0.001 which is highly significant and the sign of coefficient is positive, hence there is
evidence to support the hypothesis 6. The result shows that when voice and
accountability index increases by 1%, the amount of FDI into Vietnam will increase
6.758%. When controlling for time effects, the similar result is found (model 4). This result

is in line with previous literature suggesting that voice and accountability, as an indicator
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of level of pluralism, significantly has a positive impact on FDI inflows. The same result is

found by Voka and Dauti (2015), Lucke and Eichler (2016), Kurul and Yalta (2017).

Table 11: Regression results with variable Voice and accountability

(1) (2) (3) (4)

Dependent var = FDI Pooled OLS Fixed effects Random effects RE extended
Voice and 6.758** 6.760%** 6.758*** 11.81***
accountability (2.810) (2.073) (2.071) (2.353)
GDP;t 0.197*** -0.271 0.175 0.203
(0.0598) (0.645) (0.144) (0.143)
Distance -0.937*** - -0.930** -0.939**
(0.169) (0.414) (0.414)
Growth rate -0.694 -1.022 -0.709 1.604
(1.167) (0.972) (0.865) (1.010)
Openness of economy 2.485 3.143%** 2.514%** 4.408%**
(1.537) (1.451) (1.149) (1.207)
Infrastructure -19.19%*** -19.22*** -19.20%*** -14.66***
(3.679) (2.714) (2.712) (2.854)
Constant 138.0*** 140.0*** 138.4*** 70.11%*
(34.57) (28.95) (25.82) (30.04)
Observations 308 308 308 308
R-squared 0.261 0.314 0.313 0.354
Time effect No No No Yes

Standard errors in parentheses
**%* p<0.01, ** p<0.05, * p<0.1

Since the index of voice and accountability measures freedom level of expression,
association, and the press, it also indicates the degree of fundamental human rights and
liberties in Vietnam. While “voice” captures the extent to which citizens can express their
views and opinions to call for proper actions from the government, “accountability”
implies that the government must be accountable and be obliged to justify its actions

(Nurbayev, 2016).

The score of voice and accountability indicator increases indicating a higher degree of
accountability and transparency of the government. Foreign investors prefer a
transparent institutional environment for the reason that it reduces the risk and
uncertainty in doing business. Transparency also helps investors to avoid sink costs as

lack of transparency is often associated with corruption.
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Moreover, the result suggests that freedom of speech, association, and press is important
to attract FDI into Vietnam. The ability of citizens to speak out and to demand positive
changes from the government is the essence of democracy which is still lacking in

Vietnam.

3. Discussion & Limitations

In summary, all six institutional variables are statistically significant at the 1% level
revealing that they have significant effects on foreign investors’ decisions in Vietnam. This
result is in line with a large body of past literature arguing that institutional quality
matters to FDI. In addition, the regression outcome suggests that the impact of institution
depends on the type of institutional indicator. | find that only control of corruption and
voice and accountability positively affect FDI, while the four other dimensions
(government effectiveness, political stability and absence of violence, requlatory quality,
rule of law) have a negative correlation with FDI inflows in Vietnam. However, the reverse
association of these four institutional variables with FDI should not be interpreted as
support for poor institution (to attract FDI), but rather as an indicator to improve formal

institution and legal framework.

The unexpected (negative) sign in the estimations is found in some other studies but the
explanations are different among researchers. For example, Jadhav and Katti (2012)
assert that adverse effects of institutional variables?” on FDI inflows means that those
factors are not important for attracting more FDI in BRIC economies. Voka and Dauti
(2015) find the negative sign of three institutional variables?® in their research. They make
an ambiguous explanation that the FDI decisions into Macedonia rely on past information

of those three indicators rather than current information (Voka & Dauti, 2015).

From my point of view, the unexpected signs in my regression’s results can be explained
by the traits of Vietnam’s institution. Firstly, Vietnamese institution has special
characteristics since it is a one-party communist state. The Communist Party has been

ruling the country since 1975 right after the end of the Vietnam war. In my opinion, this

2’ Three variables are negatively associated with FDI namely Political stability, Voice and accountability, and
Control of corruption (Jadhav & Katti, 2012).

28 They are Control of corruption, Government effectiveness, and Regulatory quality (Voka & Dauti, 2015).
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form of state has more disadvantages than advantages. Even though Vietnam is
evaluated as a politically stable country but stability is not always good. The election is
held every five years but the big picture does not change since citizens are only allowed
to vote for candidates from the Communist Party. A lack of opposite parties results in less
criticism of policies which can easily bring on major mistakes. The situation is getting even
worse when bad policies last longer because they are implemented according to the
direction of the sole party. As a matter of fact, regulations can be created to bring benefits

to only some interest groups.

Practically, one big problem in Vietnam when there is only one party in power is the
serious corruption. It occurs even at high level of the government due to the low level of
transparency and accountability. Moreover, there are exceedingly rigorous restrictions
on freedom of speech and freedom of the press. Until now, the international community
has been concerning about violation of human rights in Vietnam. For instance, someone
may be arrested and accused if they express their personal opinions that are detrimental
to the state (even when speaking the truth). This situation has actually happened in
Vietnam recently. Resisting the will of the Communist party would be considered

unpatriotic.

Secondly, Viethnam has a weak and unpredictable legal infrastructure that leaves
significant problems unsolved. In fact, Viethamese laws are complex and its quality is
uneven. In general, the regulations have low transparency since it is poorly written which
is often confusing and leads to different interpretation by government authorities. At the
same time, enforcement of laws and regulations is generally weak?®. There are
bureaucratic obstacles in setting business in Vietnam such as cumbersome administrative
paperwork and procedures at the local level that vary from area to area. Vietnamese

regulations on business could be unnecessary sometimes and overly burdensome.

There are policy implications derived from my study’s results. First of all, the Vietnamese
government should emphasize and work on combating corruption, as well as increase

transparency to attract more FDI. Although the government has been making efforts to

2% This argument is supported by the Rule of Law Index 2016 (World Justice Project) in which the global
ranking of Vietnam in category “Regulatory Enforcement” is 91/113.

See more at: http://data.worldjusticeproject.org/#groups/VNM
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tackle the issue, its effect is still limited. A suggestion for the government is putting the
priority on tighter control of corruption and it should be implemented simultaneously
with promoting transparency and openness, especially in government spending. Citizens
should be empowered to supervise and hold the government accountable. Besides, anti-
corruption campaigns are only effective when mutual trust is built between citizens and

state officials.

Secondly, the Vietnamese government should enhance legal reform by reviewing laws
and regulations, reducing the burden of procedure in public administration, and
increasing transparency in law-making processes and administration of laws. In particular,
the government should improve investment law and enterprise law to ensure that they
are stated explicitly and more simple, as well as encourage foreign investors to do
business in Vietnam. Furthermore, Vietnam needs to enhance professionalization of the

judiciary as well as increase judicial accountability.

Finally, a long-term solution for Vietnam to attract more FDI is to increase democracy. By
democracy, | would argue that one of the most important things to do is increasing citizen
participation in governance. This means the government should encourage citizens to
proactively engage in governance and public administration affairs by both direct and
indirect ways. Given the Communist party’s established leadership role in the political

system, strengthening public involvement would intensify governance effectiveness.

Even though limitations are reduced as much as possible, some constraints of my study
should be mentioned. Firstly, the data of my research is a short panel with only 11 years
from 2005 to 2015. Considering the fact that institutional structures and values change
slowly over time (Jong, 2009), a longer period of data is necessary when studying
Vietnam’s institution in future research. Another drawback is data availability as
mentioned in chapter IlIlI's “data collection” section (the variable infrastructure) which
usually is a challenge when it comes to developing countries. One example is finding data
about labor cost in Vietnam. Based on the past literature, labor cost should be considered
to be included in the model as a control variable. However, | could not find any reliable
source for this factor either in the International Labour Organization database which is a
common source for it, or any Vietnamese source. Hence, once there is more data

available, similar analysis can be conducted with more control variables.

43



V. CONCLUSION

The significant effects of institutional quality on FDI into Vietnam found in this study are
in accordance with a large body of past literature. However, the direction of effects
contrasts with hypotheses except for two dimensions of institution. The analysis suggests
that increased level of control of corruption and voice and accountability index results in

more FDI inflows since it reduces the risk and costs of doing business in Vietnam.

In contrast, four other institutional indicators which are government effectiveness,
political stability and absence of violence, regulatory quality, and rule of law have a
negative effect on FDI received. Even so, the negative linkage between institutional
aspects and FDI inflows need to be interpreted cautiously and it is not a reason to
disregard the importance of institutional quality. | argue that the inverse relationship in
this study is due to distinct characteristics of Vietnam’s institution which is a one-party
communist country with a weak legal system and high level of corruption. Nevertheless,
further research is needed, especially when more data about Vietnam’s institution and

economic’s variables is available.

The findings of this study indicate some policy implications. To attract more FDI inflows,
Vietnam should strengthen prevention and combating of corruption in every level of the
government. Transparency should be increased in administrative procedures and
government spending, as well as public officials are accountable. The legal framework
should be improved by revising laws and regulations, especially those involved in foreign
investors. Last but not least, democracy should be promoted by increasing the citizens’

engagement through inspection, dialogue, and inquiries.
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APPENDIX

1. List of 28 countries — main counterparts of Vietnam

No. | Country | No. Country No. Country No. Country
1 Australia 8 Finland 15 Japan 22 Russia
2 Belgium 9 France 16 Korea 23 Samoa
3 Brunei 10 Germany 17 Luxembourg | 24 Singapore
4 Canada 11 | Hong Kong 18 Malaysia 25 Switzerland
5 Cyprus 12 India 19 Mauritius 26 Thailand
6 China 13 Indonesia 20 Netherlands | 27 | United Kingdom
7 Denmark | 14 ltaly 21 Philippines 28 United States

2. Normality testing result

Skewness/Kurtosis tests for Normality

—————— joint ------
Variable | Obs Pr (Skewness) Pr (Kurtosis) adj chi2(2) Prob>chi2
_____________ e
fdi | 308 0.0000 0.0000 0.0000
cc | 308 0.2566 0.0000 . 0.0000
ge | 308 0.0000 0.0001 73.47 0.0000
pv | 308 0.2499 0.1789 3.15 0.2073
rq | 308 0.0000 0.3458 17.09 0.0002
rl | 308 0.0000 0.0000 46.44 0.0000
va | 308 0.1860 0.0000 0.0000
gdp i | 308 0.0000 0.0000 . 0.0000
dist | 308 0.9885 0.0000 71.28 0.0000
growth | 308 0.1111 0.0000 . 0.0000
trade | 308 0.3189 0.0000 24.80 0.0000
inflation | 308 0.0000 0.0788 38.76 0.0000
hcap | 308 0.0008 0.0003 20.13 0.0000
infra | 308 0.0073 0.0000 0.0000
3. Descriptive statistics of transformed variables
Variable | Obs Mean Std. Dev Min Max
_____________ +_________________________________________________________
log fdi | 308 6.029683 2.585757 -.9162908 10.71866
log cc | 308 3.616048 .0512559 3.54782 3.68945
log ge | 308 3.810983 .0381633 3.716812 3.886795
log pv | 308 3.988769 .0472151 3.892195 4.080841
log rq | 308 3.638254 .0190959 3.60172 3.668939
log rl | 308 3.722258 .039472 3.675389 3.812985
log va | 308 3.062785 .0548272 2.978924 3.145618
log gdp i | 308 26.80713 2.165891 19.95877 30.52343
log dist | 308 8.506452 .7653147 6.766232 9.484881
log growth | 308 1.825008 .1183228 1.657726 2.021183
log trade | 308 5.035906 .0921969 4.873018 5.186086
log inflat~n | 308 1.982291 .8081398 -.1294213 3.140539
log hcap | 308 15.78626 .0408995 15.72431 15.86623
log infra | 308 8.398421 .0400893 8.32579 8.446556
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4. Correlation matrix

log fdi
log cc

log ge

log pv

log rq

log rl

log va

log gdp 1
log dist
log_growth
log trade
log inflat~n
log_hcap

log infra

.3298

.0443

.2894

L2132

L0377

L2971

.1415

L2571

.0780

L1436

.3363

.0958

.3648

log cc

.0000

L3173

.5057

.5339

.2534

.4395

.0674

.0000

.3788

L8111

.4245

.0748

L2275

log ge

.0000

.1547

.1644

.5729

.0948

.0307

.0000

.2053

.5206

.4841

.3063

.4015

log pv

.0000

.0251

.1910

.3341

.0292

.0000

.1754

.3765

.4244

.1979

L2419

log rqgq

.0000

.3988

L1817

.0574

.0000

L4161

.5444

.2185

L1797

.2062

log_ rl

.0000

L1226

.0349

.0000

.3032

.1755

.4284

.1385

.4548

log va log gd~i log dist log gr~h log tr~e log in~n log hcap log in~a

.0000

.0118

.0000

.0964

.2510

.7029

.8100

.4458

.0000

L1228

.0545

.0702

.0124

.0193

.0042

.0000

.0000

.0000

.0000

.0000

.0000

.0000

.2683

.1934

.5698

.0918

1.0000
-0.4154 1.0000
0.0613 -0.5320 1.0000

0.0034 0.6216 -0.0548 1.0000
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5. Results of Hausman test

Regression with variable Government effectiveness

Test: Ho: difference in coefficients not systematic
chi2 (6) = (b-B)'[(V_b-V B)"(-1)] (b-B)
= 1.40
Prob>chi2 = 0.9656

(V_b-V B is not positive definite)

Test of overidentifying restrictions: fixed vs random effects
Cross-section time-series model: xtreg re

Sargan-Hansen statistic 220.647 Chi-sqg(6) P-value = 0.0000

Regression with variable Political stability & absence of violence

Test: Ho: difference in coefficients not systematic
chi2 (6) = (b-B)'[(V_b-V B)"(-1)] (b-B)
= -0.01 chi2<0 ==> model fitted on these

data fails to meet the asymptotic
assumptions of the Hausman test;

see suest for a generalized test

Test of overidentifying restrictions: fixed vs random effects
Cross-section time-series model: xtreg re

Sargan-Hansen statistic 111.337 Chi-sqg(6) P-value = 0.0000

Regression with variable Regulatory quality

Test: Ho: difference in coefficients not systematic
chi2 (7) = (b-B)'[(V_b-V _B)"(-1)] (b-B)
= 0.62
Prob>chi2 = 0.9989

Regression with variable Rule of law

Test: Ho: difference in coefficients not systematic
chi2 (7) = (b-B)'[(V_b-V B)”"(-1)] (b-B)
= 3.45
Prob>chi2 = 0.8401

(V_b-V B is not positive definite)

Regression with variable Voice & accountability

Test: Ho: difference in coefficients not systematic
chi2 (5) = (b-B)'[(V_b-V_B)"(-1)] (b-B)

= 0.50

Prob>chi2 = 0.9920
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