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Abstract

This paper examines empirically determinants of foreign direct investment (FDI) location in
Vietnam. Based on a panel dataset of 63 provinces and cities in Vietnam from 2008 to 2012,
linear regression models for panel data (fixed-effects and random-effects) and negative binomial
models are applied in analysis. The empirical evidence confirms the significant impact of market
potential, labour cost, labour quality, infrastructure, provincial policy effectiveness, and the
previous year's FDI concentration on FDI allocation between provinces and cities in Vietnam.
Also, market potential and wage rate are statistically shown to affect the size of FDI projects.
Moreover, estimation results suggest that provinces with higher FDI accumulation seem to create
a dispersion force to new foreign investors and FDI between regions in Vietnam in the form of
efficiency-seeking FDI.
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1. Introduction

After the reform policy called Doi Moi in
1986, Vietnam has shifted from a highly cen-
tralized planned economy to a socialist-orient-
ed market economy. During the transformation
process, foreign direct investment (FDI) by
multinational corporations has played a very
important role since it has brought a variety of
benefits to the host nation such as capital, fin-
ished products, components, new technology,
organizational and managerial skills, distribu-
tion channels and markets.

In recent years, Vietnam has emerged as
one of the most attractive locations for FDI in
Southeast Asia. Nevertheless, recognizing that
FDI can contribute actively to the economic
development of a country, the world market for
FDI is indeed highly competitive, especially
among developing countries. Vietnam used to
be in the top 15 most attractive FDI destina-
tions in the world from 2010 to 2012, according
to the FDI Confidence Index of A.T.Kearney'.
However, in 2014, Vietnam is no longer in the
top 25, which implies that Vietnam’s compet-
itiveness in the FDI market has been eroded
noticeably. The facts have shown that liberal
policy frameworks are becoming common-
place and are losing their traditional power to
attract FDI. Therefore, the Vietnamese govern-
ment needs to pay more attention to locational
advantages and created assets of the country in
order to improve its attractiveness among FDI
destinations. Moreover, FDI distribution in
Vietnam is highly uneven, accruing to devel-
oped regions such as Hanoi in the North and
Ho Chi Minh City in the South. This leads to
very wide development gaps between regions
in Vietnam. Needless to say, investigating lo-

cational factors that have impact on FDI inflow
is essential to amend this situation.

The main purpose of this paper is to study
determinants of FDI location in Vietnam at the
provincial level after the country joined the
World Trade Organization (WTO) in 2007.
The next section presents a literature review
and describes main contributions of the paper.
The third section explains the analytical frame-
work and proposes research hypotheses. Data
description is presented in the fourth section.
The fifth section describes the methodology,
followed by the sixth section with empirical
results and discussion. The conclusion and
policy implications are finally presented in the
seventh section.

2. Literature review

Determinants of FDI location have been
extensively investigated in the literature, both
in developed and in developing countries. For
instance, Head et al. (1995), Friedman et al.
(1992, 1996), O’Huallachain and Reid (1997)
analyzed geographical distribution of FDI in
the US. Artige and Nicolini (2006) studied lo-
cational determinants of FDI in three European
regions. Chidlow and Young (2008), Cieslik
(2005, 2013) examined FDI location in Po-
land. Head and Ries (1996), Cheng and Kwan
(2000), and Ali and Guo (2005) researched the
case of China. Those studies focused on factors
affecting FDI distribution at country, sectorial,
or regional levels. In Vietnam, the increasing
influx of foreign capital, which followed Viet-
nam’s policy reforms, has generated empirical
studies on the allocation of FDI. The problem
of location decisions of foreign firms in Viet-
nam has been analyzed mostly at the regional
level by a number of empirical methodologies.
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Pham (2002) studied the location determi-
nants of foreign firms in Vietnam during the
1988-1998 period, using linear regression on
cross-sectional data for 53 provinces. She found
that the provincial FDI inflows were positively
related to the telecommunication network, the
number of middle secondary school pupils, and
to personal income.

The roles of geographical characteristics
of the regions were further researched in the
study of Meyer and Nguyen (2005). They es-
timated a binomial regression model to show
the important role of population, infrastructure,
industrial zones, education, FDI stock and eco-
nomic growth in attracting FDI to provinces
in Vietnam. Particularly, the main finding was
that foreign investors chose to locate in prov-
inces where market transactions were sup-
ported. Employing the same method but with
more up-to-date cross-sectional data, Nguyen
and Nguyen (2007) concluded that improved
human capital, higher wages, a better infra-
structure system, and a larger market size had a
positive impact on FDI allocation. Nguyen and
Nguyen (2007) also ran a number of regression
models to distinguish determinants of FDI in-
flows by different countries of FDI origin.

Nguyen (2006) applied a simultaneous equa-
tion model under GMM estimation to test the
mutual relationship between FDI and economic
growth. Cross-sectional data in 2000 was used
to demonstrate that economic growth, domes-
tic investment, market size, infrastructure, ex-
ports, real exchange rate, and labour quality
were all positively related to the concentration
of FDI. Meanwhile, labour cost had a negative
impact on FDI flows. The roles of those factors
in FDI distribution were confirmed again in her

follow-up study (Anwar and Nguyen, 2010).
The main difference between these two studies
was the fact that instead of cross-sectional data,
Anwar and Nguyen (2010) used a panel data
of 61 provinces in Vietnam for 1996-2005 to
conduct their research. Their findings were in
line with the former study.

Hoang and Goujon (2014) estimated spatial
econometric models to find the determinants
of FDI location among Vietnamese provinces
after the Asian crisis in 1997. Their empirical
study was based on cross-sectional data from
2001 to 2010. The paper revealed that FDI was
attracted by market size and infrastructure in
the host and neighboring provinces. Provincial
industrial development policy and labour pro-
ductivity were also drivers of FDI inflows into
provinces. This paper was the first study taking
into consideration characteristics of neighbor-
ing provinces.

Briefly, the four main groups of factors ana-
lyzed in the previous studies were market size,
labour, infrastructure, and government policy.
Nevertheless, most empirical studies on FDI
location in Vietnam did not explicitly analyze
the impact of agglomeration force so-called
market potential, which is the economic size
of the region and closeness to other markets.
This paper aims to fill this gap. Additionally,
I will attempt to show the significant effect of
previous years’ FDI concentration on current
year’s FDI. Furthermore, this study not only
evaluates the important role of these agglom-
eration forces in FDI distribution in Vietnam
but also attempts to examine their influence
on the size of FDI projects. Besides, there are
very few studies on FDI location in Vietnam
employing panel data. This is mainly due to
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the previous unavailability of data. Based on
a panel dataset obtained from Statistical Year-
books of Vietnam, this paper takes into account
the dynamics of FDI inflows and the econom-
ic development of the country in recent years.
Panel data analysis offers numerous advantag-
es in empirical research. It controls for indi-
vidual heterogeneity, gives more informative
data, more variability, less collinearity among
variables, more degrees of freedom and more
efficiency (Baltagi, 2005). This study provides
more recent evidence on the locational deter-
minants of FDI in Vietnam and contributes to
the literature on the subject after the country’s
accession to the WTO in 2007.

3. Analytical framework and research hy-
potheses

As mentioned before, the FDI distribution
in Vietnam is significantly uneven. To inves-
tigate the uneven spatial location of FDI, we
may refer to the theoretical model of agglom-
eration economies proposed by Head and Ries
(1996), Cieslik (2013). This analytical frame-
work combines the firm heterogeneity and the
new economic geography literatures. The mod-
el confirms the significant effects of agglom-
eration forces including infrastructure, govern-
ment incentive policies and labour market (la-
bour cost and labour quality) on foreign firms’
location choice.

First, the theoretical model predicts that high
factor costs make the region unattractive to for-
eign investors. Obviously, capital and labour
are the most important factors of production. It
is often the case that FDI firms bring the cap-
ital from their home country and do not have
to rely on the local capital markets (Cieslik,
2013). Thus, labour cost becomes a major con-

cern in the host country in terms of production
cost. In this paper, I also expect that provinces
with a lower wage rate will attract FDI more
than the others.

Beside labour cost, labour quality and la-
bour availability are very important factors
impacting location choice of foreign investors.
Foreign firms invest in Vietnam mainly in la-
bour-intensive activities such as clothes and
footwear (Jenkins, 2006). Thus, the quality and
availability of a labour force might be positive-
ly related to provincial FDI inflows.

Another important determinant of FDI lo-
cation that the theoretical model considers is
government policy. The theoretical model pre-
dicts that local incentive policies such as tax
incentives are positively related to the number
of foreign firms. Local authorities can main-
tain the economic and political stability, create
a friendly business environment for investors,
and impose effective policies to develop infra-
structure and human capital, etc. Thus, provin-
cial policy effectiveness may have a positive
impact on FDI inflows.

In the theoretical model, Head and Ries
(1996) revealed that infrastructure is one of
the factors determining the location of for-
eign-funded investments. This paper also ex-
pects to see a similar outcome of infrastructure.

The major concern in Head and Ries’ model
is the importance of agglomeration economies,
which simply means foreign firms will prefer
cities where other foreign firms are located.
Similarly, I expect to see the positive relation-
ship between new FDI and cumulative FDI un-
til the end of the previous year in this study.

As summarized before, four main groups of
factors analyzed in the previous studies on FDI
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location in Vietnam are market, labour, infra-
structure and government policy. The factor
which was neglected in the model of Head and
Ries is market. However, when econometri-
cally proving the important role of infrastruc-
ture in their theoretical model, Head and Ries
(1996) stated that a city is more attractive if it is
easier to transport goods produced there to oth-
er markets. This, in fact, not only depends on
the infrastructure system but also on the geo-
graphical position of that location. The regions’
centrality or periphery is expected to influence
firms’ location decisions — all else being equal,
firms are likely to locate where they find least
costly access to markets for their inputs and
outputs (Midelfart-Knarvik et al., 2000). An
ideal candidate to demonstrate the ease of a re-
gion to access other markets is market poten-

tial introduced by Harris (1954). According to
Harris (1954), market potential is the demand
for products in a location. It is the sum of pur-
chasing power in other locations, weighted by
transport costs (distances). In this study, I ex-
pect to reveal that provinces with easier access
to other provinces attract more foreign inves-
tors. Furthermore, as FDI plays a critical role
in export (Ekholm et al., 2004), provinces that
have an infrastructure system and geographical
location supporting export may be more attrac-
tive than others.

4. Data description
4.1. FDI in Vietnam between 2008 and
2013

FDI has been contributing actively to the de-
velopment of Vietnam since it was first allowed
into Vietnam in 1988. The Vietnamese econo-

Figure 1: FDI inflows to Vietnam, 2008-2013
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Source: Statistical Yearbooks of Vietnam, 2008-2013 and author s calculations.
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Figure 2: Number of FDI projects having effect as of 31st Dec 2013
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Source: GSO (2013) and author s calculation

my has experienced a rapid growth with gross
domestic product (GDP) growth of more than
7% at the beginning of the 21* century and of
more than 5% after the global financial crisis,
2008. According to the Government Statistical
Office of Vietnam (GSO, 2013), in 1991, there
were only 152 FDI projects with 1284.4 mil-
lion USD of total registered capital and 428.5
million USD of implementation capital. These
numbers increased to 1530 projects, 22352.2
million USD, and 11500 million USD, respec-
tively in 2013. However, after the financial cri-
sis in 2008, FDI inflows to Vietnam decreased
dramatically in both the number of new proj-
ects and the total amount of new capital. This
is indicated in Figure 1 even though cumulative
numbers were still on an upward trend.

Statistics have shown that the distribution

of FDI across provinces and cities in Vietnam
is significantly uneven (See Figure 2 and 3).
Specifically, the Southeast region accounted
for 56% of FDI projects and 44% of the total
FDI capital having effect as of 31 December
2013. Meanwhile, 28% of projects and 24%
of FDI capital were located in the Red River
Delta. Moreover, Hanoi in the North and Ho
Chi Minh in the South accounted for 10% and
15%, respectively of FDI capital in 2013 (GSO,
2013). The Central Highlands is the least at-
tractive region for FDI within the country.

The top three sources of FDI flowing into
Vietnam are Japan, Singapore, and South Ko-
rea in 2013. In addition, manufacturing and
processing captured nearly 60% of the total
FDI, followed by real-estate business with
around 20% (Bui et al., 2014).

Journal of Economics and Development

Vol. 18, No.1, April 2016




Figure 3: Total FDI capital as of 31* December 2013 (Mill. USD)
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Source: GSO (2013) and author's calculation

4.2. Data description

This study focuses on the situation after
Vietnam’s accession to the WTO, from 2008
to 2012. I desired to collect data on a longer
period; however, the problem was that in 2008
Ha Tay province was merged into Hanoi. Thus,
statistics before 2008 reported data for Ha Tay
and Hanoi separately. Data are collected on a
two-year basis, 2008, 2010, and 2012 because
some key variables like wage rates by prov-
inces are reported only every two years. The
dataset contains 63 groups which represent 63
provinces and cities in Vietnam.

There are six dependent variables in which
four variables demonstrate provincial FDI in-
flows and two variables reflect the size of FDI
projects. The first four variables are cumulative
FDI capital, new FDI capital, the cumulative
number of FDI projects, and the number of new

FDI projects. Cumulative projects are all proj-
ects having effect as of 31st December each
year. Two variables measuring the size of FDI
projects are the average size of cumulative FDI
projects and the average size of new FDI proj-
ects. In addition, all data on FDI flows is regis-
tered or committed FDI, not implemented FDI
since the GSO only publishes provincial regis-
tered FDI in their annual Statistical Yearbook.
Most earlier studies also relied on registered
FDI even though implemented FDI can reflect
real FDI inflows to Vietnam more accurately.

Regarding the currency unit of variables,
data on FDI inflows is denominated in US
dollars (USD) while other variables such as
monthly wage and GDP are in Vietnam Dong
(VND). In order to eliminate the effect of
changes in the exchange rate between USD
and VND over time, in the regression process,
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I convert all data on FDI inflows from USD to
VND currency. | use the yearly average ex-
change rate from World Bank statistics?>. The
exchange rates, USD/VND, in 2008, 2010, and
2012 were 16302.25, 18612.92, and 20828, re-
spectively.

In order to test my aforementioned predic-
tions based on the theoretical framework of
Head and Ries (1996), there are nine explana-
tory variables in the empirical analysis: exter-
nal market potential, internal market potential,
wage rates, the number of high school students,
the PCI index, road density, the number of har-
bours, cumulative FDI capital till the end of the
previous year, and cumulative FDI projects till
the end of the previous year.

Market potential

The most popular proxies for market po-
tential used in previous studies in Vietnam are
GDP and GDP per capita. Unfortunately, GDP
and GDP per capita themselves cannot fully
measure the region’s economic centrality or
periphery in comparison to other adjacent re-
gions. Therefore, I am going to employ market
potential as proposed by Harris (1954), which
is the sum of purchasing power in other loca-
tions, weighted by transport costs (distances).
Market potential in this research is divided into
two categories, namely external market poten-
tial and internal market potential.

The external market potential of each prov-
ince is the distance-weighted sum of purchasing
power of all the other provinces with purchas-
ing power measured by GDP of each province.

GDP.
MP, =) 5 L)

1

MP: external market potential of province i

GDP: GDP of province j (j#1)

D, distance from province j to province i.
Distances between provinces are collected
from Google Maps. I choose the fastest way by
car between two provinces suggested by Goo-
gle Maps, excluding ways that cross Vietnam’s
neighboring countries such as Laos or Cambo-
dia. The number of pairwise distances between
63 provinces and cities are 1953 distances.

Additionally, a province also possesses
its own market potential from the purchasing
power of the province itself. Here, I call it in-
ternal market potential, which is the purchasing
power of that province divided by its internal

distance.

GDP
MP, = ——+ ©)
n D

MP internal market potential of province i
GDP: GDP of province i

D.: internal distance of province i. The mea-
surement of internal distances is based on May-
er and Head (2000).

D, =2/3JA/n 3)
A: Area of province i
Labour

There are two variables representing labour
factors. Monthly wage rate demonstrates la-
bour cost while the number of high school stu-
dents indicates both labour supply and labour
quality in each province.

Policy

In order to capture the attractiveness to FDI
in terms of policy, I employ the Provincial
Competitiveness Index (PCI). PCI was first in-
troduced in 2005 by the Vietnam Chamber of
Commerce (VCCI) and the U.S Agency for In-
ternational Development (USAID). This index
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iables used in regression

Var

Table 1

Max

674.89

Min

Standard
Mean
deviation
0.0016

Number of
observations

Abbreviation

Variable

No
1
2
3
4
5

113.58

188 55.58

153

cfdi

Cumulative FDI capital (Trill. Vnd)

New FDI capital (Trill.Vnd)

159.77

0

27.31
1

582.92

11.44
196.13

nfdi
cproject

4337

188

Cumulative FDI projects (count)

New FDI projects (count)

436
21500.22

66.84

1941.68
14533.26

25.09
727.07
3304.68

147

nproject

1.63
1.63
1.19
0.15

188

csize
nsize

Average size of cumulative FDI projects (Bill.Vnd)
Average size of new FDI projects (Bill.Vnd)
External market potential (Trill. Vnd)

Internal market potential (Trill.Vnd)

Wage rate (Thous.Vnd/month)

128.45

146
189
189
189
189
189

14.66
61.69
2205

22.43

2.73
6.69

334.64

4.84
3.75

499.49

emp

7
8

imp
wage

105
0.58

36.39

3.68

4.45
56.16

hs
pci

High school students (10000 persons)

PCI index (1-100)

10
11
12
13

72.18

15
5.21
8.63

109.31

24.79

42.00
666.90

0.04

333
3.62

48.59
188.14

189
189
189

189

road
harbour

Road density (ton/km2)
Number of harbours

0
0.001

cfdil

cprojectl

Cumulative FDI capital till last year(Trill. Vnd)
Cumulative FDI projects till last year (count)

14
15

3967

1

548.24

Source: Author's calculations

is constructed by assessing the ease of doing
business, economic governance, and adminis-
trative reform efforts by the local governments
of the 63 provinces and cities in Vietnam. The
index ranges from 0 to 100 with higher scores
implying a better business environment offered
by the local authority. Thus, the PCI can be a
good tool to evaluate regional governments’
policies in attracting FDI.

Infrastructure

In previous research papers, several differ-
ent proxies for infrastructure like electricity
system, number of telephone per inhabitants
and so on were used. However, my dataset is in
panel form and thus I could not gather data for
those proxies in every single year in my period
of analysis. As a result, [ use a different proxy
for infrastructure. Specifically, I calculate the
volume of freight by road in each province di-
vided by the province’s area to get the density
of traffic per square kilometer as a proxy for in-
frastructure. Road density can be regarded as a
measure of the quality of infrastructure because
it demonstrates the transport capacity of the
infrastructure system in each province. More-
over, travelling by road is the most important
means of transportation in Vietnam.

As I mentioned earlier, provinces that have
an infrastructure system and geographical lo-
cation supporting export may attract more FDI.
Thus, I use the number of maritime harbours
in each province as an additional explanatory
variable. This variable does not only reflect the
infrastructure system of provinces but also im-
plies their advantage in geographical location
supporting export, i.e. adjacent to the sea.

Agglomeration force

In order to test if foreign investors are in fa-
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vor of provinces where other foreign firms are
located, I use two regressors: cumulative FDI
capital till the end of the previous year, and the
cumulative number of FDI projects till the end
of the previous year. The cumulative FDI cap-
ital of the previous year will be used in equa-
tions for new FDI capital of the current year
while cumulative FDI projects of the previous
year will be employed in equations for new
FDI projects of the current year.

In terms of data source, the PCI index is ob-
tained from its official website’. The number
of maritime harbours in each province is from
a report of the Ministry of Transport of Viet-
nam*. Other variables are captured from Viet-
nam’s Statistical Yearbooks published annual-
ly by the General Statistics Office of Vietnam
(GSO).

Descriptive statistics of variables and their
correlation matrix are presented in Table 1
and Table 2, respectively. According to Singh
(2003), a high correlation is within [-1; -0.7]
or [0.7; 1]. Thus, from the correlation matrix
in Table 2, high correlations are seen between
imp and several variables (wage, hs, pci, cfdil,
and cprojectl). In the methodology section, I
will explain why these high correlations do not
affect my final results and conclusions.

5. Methodology

The model of analysis is as follows:

FDI, =B, + B, X, ¢,

FDI, are provincial FDI of province i at time
t. The six dependent variables are: cumulative
FDI capital, new FDI capital, cumulative FDI
projects, new FDI projects, average size of cu-
mulative FDI projects, and average size of new
FDI projects.
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X, is the vector of nine regressors of prov-
ince i at time ¢.

g, is the error term.

For the dependent variables related to capi-
tal, including cumulative FDI capital, new FDI
capital, average size of cumulative FDI proj-
ects, and average size of new FDI projects, I
simply run linear regression models for panel
data.

For numbers of FDI projects (cumulative
and new projects), which are count variables,
there are two models usually employed, name-
ly the Possion model and the negative binomial
model. These models have been widely applied
to study the regional determinants of foreign
firms in developed as well as in developing and
transition economies. The following are main
aspects of the Possion model and the negative
binominal model, derived from the summary of
Cieslik (2013).

In the Possion model, the number of projects
¥, in i region is drawn from a Possion distribu-
tion with the parameter A, related to the vector
of regressors x. Thus, the probability of ob-
serving a count of projects y, is:

i i

Pr(y, | x) = y=0,1,2,...,N

—, 5)
Yi

The first assumption is that X is log-linearly
dependent on the vector of explanatory vari-
ables x, which represents regional characteris-
tics:

In}, = B’x, (6)

and P is a vector of coefficients on indepen-
dent variables that needs to be estimated.

They key assumption of the Possion model

1s that:

Ely,|x]=var[y,|x]=% (7)

This assumption is regarded as a major
limitation of the Possion model as count data
often exhibit overdispersion with the condi-
tional variance larger than the mean. To solve
this problem, the most popular alternative is
the negative binomial model of Cameron and
Trivedi (1986). This is a generalized version
of the Possion model. The negative binomial
model introduces an individual unobserved ef-
fect €, into the conditional mean:

Ik, =B’x, + €, (8)

where € can be interpreted as either a speci-
fication error or some cross-sectional heteroge-
neity with exp (g) having a gamma distribution
with unit mean and variant a.

The expected value of y, in the negative bi-
nominal model is exactly the same as in the
Poisson model, however the variance exceeds
the mean:

var[y, | x]=E [y, [x] {1t aE [y, [x]}  (9)

The negative binominal model reduces to
the simple Possion model when the estimated
parameter a is not statistically different from
ZEerO0.

In this study, the negative binominal mod-
el is employed. Although the Possion model
can be applied, it may suffer from the afore-
mentioned overdispersion problem. Meyer and
Nguyen (2005) tested and detected this prob-
lem in their research on FDI location in Viet-
nam, and thus they also turned to negative bi-
nomial regression.

The Hausman test is conducted to choose
between random-effects (RE) and fixed-effects
(FE) in all regression equations. However, it is
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important to note that among nine regressors,
there is a one time-invariant variable during the
period of analysis, i.e. the number of maritime
harbours in each province. If I include this vari-
able at the beginning, a fixed-effects models
cannot be employed in any equation as fixed-ef-
fects estimation does not allow time-invariant
variables. Therefore, the steps of regression in
my research are as follows. At the beginning,
the number of harbours is not included in all
equations. Then, if the Hausman test shows
that RE estimators are consistent and effective
in comparison to FE estimators, [ will include
this variable in RE estimation. In contrast, if
Hausman test results prefer FE estimators, this
variable will not be taken into account in that
equation.

Furthermore, in order to check whether high
correlations between several variables (see
Table 2) significantly affect the final results, I
have run equations without imp variable. Fortu-
nately, the signs and significance level of other
variables almost did not change.

6. Estimation results and discussion

Table 3 presents estimation results for the
determinants of FDI distribution across prov-
inces in Vietnam. With 63 provinces in 3 years,
the highest number of observations for each
equation would be 189. However, data on FDI
were missed in some years in several remote
provinces such as Cao Bang, Bac Can, Dien
Bien, Kon Tum, and Lai Chau. Consequent-
ly, the numbers of observations of FDI-relat-
ed variables are all lower than 189, which is
shown both in Table 1 and Table 3. Also, re-
gression results of new FDI projects and of
new FDI capital end up with a lower number of
observations and a lower number of groups as

there are more missing data on new FDI than
on cumulative FDI.

At first glance, it is noticeable that equa-
tion V on the average size of cumulative FDI
projects is not statistically significant because
P-value for regression as a whole (Pro>ch2) in
this model is 0.6232 (>10%). This means we
cannot reject the null hypothesis stating that all
coefficients of regressors are together equal to
zero. In other words, seven independent vari-
ables in this equation are jointly statistically in-
significant. Consequently, I skip the results of
equation V in the discussion. Other models are
statistically significant because their P-values
for regression as a whole are all equal to zero.
A number of factors are identified as important
determinants of FDI location and the size of
new FDI projects.

Market potential

As we can see from Table 3, external market
potential statistically has a positive impact on
both new FDI capital and number of FDI proj-
ects at a high significance level. Provinces and
cities with higher external market potential at-
tract more FDI projects and FDI capital. More-
over, those provinces also attract bigger FDI
projects as we can see from equation VI: exter-
nal market potential is positively related to the
size of new FDI projects at a 5% significance
level. Therefore, new and big foreign investors
are in favour of provinces with higher external
market potential or in other words with easier
access to other large markets. This may help to
save transportation costs for firms.

Interestingly, internal market potential has a
positive effect on accumulation of FDI capital
(1% significance level) but the opposite is seen
on the number of new projects (also at a 1%
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significance level). Thus, provinces with high-
er internal market potential have a larger total
amount of cumulative FDI capital but they do
not attract new foreign investors.

Several previous empirical studies have used
GDP and GDP capital to measure market po-
tential or market size and just simply found
those variables had statistically significant
positive effects on regional FDI allocation in
Vietnam (Pham, 2002; Nguyen, 2006; Nguyen
and Nguyen, 2007; Anwar and Nguyen, 2010;
Hoang and Goujon, 2014). By using market
potential variables first introduced by Harris
(1954), my empirical results reveal that new
FDI inflows to Vietnam have a tendency to-
wards provinces with higher external market
potential but lower internal market potential.

Labour factors

First, production cost measured by wage
rate has a negative impact on new FDI capital
at a 5% significance level while it has a posi-
tive impact on cumulative FDI capital at a 1%
significance level. Therefore, provinces with a
higher wage rate have a higher accumulation
of FDI but do not attract new foreign investors.
By contrast, the lower the wage rate a province
has, the more new FDI accrues to that province.
The result corresponds to the fact that areas
with higher FDI accumulation such as Hanoi,
Hai Phong, and Ho Chi Minh usually have
higher wage rates than the others. Interesting-
ly, equation VI shows that wage rate is nega-
tively related to the size of new FDI projects
at a 1% significance level. Thus, the tendency
is that large new foreign investors are in favor
of provinces with lower wage rates. Generally
speaking, my regression results show that wage
rate regarded as production cost has a negative

impact on new FDI in terms of both total capi-
tal and the size of projects.

The negative relationship between labour
cost and regional FDI inflows in Vietnam was
also found in the studies of Nguyen (2006) and
Anwar and Nguyen (2010), but the opposite
was seen in the findings of Nguyen and Nguyen
(2007) and Hoang and Goujon (2014). Nguy-
en and Nguyen (2007) used the same variable,
monthly wage rate, and focused on only one
year before the global financial crisis (2006).
Another important difference is the fact that
their data was cross-sectional with only 63
observations while my study employs a panel
data which takes into account the dynamics
of variables over time. Besides, Hoang and
Goujon (2014) analysed two separate periods
with cross-sectional data, 2001-2006 and 2007-
2010. They found that labour cost was positive-
ly related to FDI flows. However, labour cost
in their study was represented by a different
proxy which was the annual income per em-
ployee in the firm sector in each province. This
proxy could be an indicator for labour produc-
tivity, and thus its coefficient was positive in
all of their equations. Thus, the different results
on wage rates in my study compared to these
studies can be attributed to different periods of
analysis, methodology, sample size, and vari-
able choices.

Another striking result is the number of high
school students. Coefficients of this variable
are positive and highly significant in equations
on cumulative FDI capital and number of FDI
projects. This reveals that the availability of
educated labourers has a positive impact on
provincial FDI inflows. This result is consis-
tent with previous studies on the role of human
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capital in FDI distribution, although a num-
ber of different proxies were used such as the
number of secondary school pupils per capita
(Pham, 2002), the average number of universi-
ty and college enrolments (Anwar and Nguyen,
2010), and etc.

Policy

Regarding provincial competitiveness, a sig-
nificant positive relationship is seen between
the PCI and the number of new FDI projects.
However, the PCI negatively affects new FDI
capital and the size of new FDI projects. Thus,
it seems to be that provinces with higher PCI
receive a higher number of FDI projects but
a smaller amount of capital as well as smaller
size FDI projects. It would be more reasonable
if high PCI encouraged more foreign capital
and big projects because it reflects the ease
of doing business, economic governance, and
administrative reform efforts by local govern-
ments. [ also attempted to run regression with
the PCI rank instead of the PCI index as prov-
inces compete for foreign investment. The re-
sults, however, still show some negative influ-
ence of the PCI on provincial FDI. Thus, I only
present results with the PCI index here.

Nguyen and Nguyen (2007) also used this
index for the policy factor, and the index was
statistically insignificant in all models in their
analysis. They concluded that either this index
was not an ideal measure of local governance
or it did not influence provincial FDI. From my
empirical results, the concern of PCI measure-
ment still exists because higher PCI provinces
receive less new FDI capital and smaller new
projects.

Infrastructure

When it comes to infrastructure, the estimat-

ed coefficients of road density are positive and
statistically significant in equation IV on the
number of new FDI projects with a 1% signifi-
cance level. Provinces with higher road density
receive more new FDI projects than the others.
Additionally, coefficients of the number of har-
bours are statistically significant at a 1% level
in equations of cumulative FDI in terms of both
capital and projects (equations I and III). These
results confirm the important role of infrastruc-
ture in attracting new FDI. They also reveal
that provinces that are adjacent to the sea at-
tract more FDI as their geographical locations
are convenient for maritime exports.

My results on infrastructure reinforce the
findings of previous studies even though dif-
ferent factors were used for infrastructure, such
as the average number of telephones (Pham,
2002; Nguyen, 2006), the number of industrial
zones (Mayer and Nguyen, 2005, Nguyen and
Nguyen, 2007), the percentage of paved roads
in each province (Hoang and Goujon, 2014).

Agglomeration force

As is clearly seen from Table 3, cumulative
FDI capital till the end of the previous year has
a strongly negative impact on total new FDI in
the current year. In contrast, the number of new
FDI projects is positively related to the cumu-
lative number of FDI projects of the previous
year year at a 1% significance level.

According to the self-reinforcing FDI model
of Head and Ries (1996), foreign firms prefer
cities where other foreign firms are already
located. This may not be the case in Vietnam.
Specifically, the results on market potential re-
veal that new foreign investors are in favor of
provinces with higher external market potential
and lower internal market potential. Mean-
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while, provinces with lower internal market po-
tential also have a lower level of FDI accumu-
lation. Moreover, there are more new projects
in the provinces with a higher cumulative num-
ber of FDI projects in previous year, but the to-
tal amount of capita is in the opposite direction.
In other words, the influx of new foreign cap-
ital has a strong tendency towards provinces
with a lower level of capital accumulation. All
these results show a good signal for the pattern
of uneven FDI distribution in Vietnam because
the trend of more FDI towards provinces with
less FDI concentration will contribute actively
to reduce the development gap between regions
in Vietnam. The empirical results also suggest
that FDI in Vietnam is efficiency-seeking be-
cause foreign investors seek low transportation
cost within the country, high quality labour,
low wage rate, infrastructure quality, and poli-
cy attractiveness.’

7. Conclusion and policy implications

By analyzing a panel dataset of 63 provinc-
es and cities in Vietnam from 2008 to 2012,
this paper empirically analyzes the significant
effect of market potential, labour, infrastruc-
ture, FDI concentration, and provincial policy
attractiveness in FDI allocation between prov-
inces and cities in Vietnam. The main findings
are as follows.

First, FDI is attracted by high external mar-
ket potential, a low wage rate, high quality
and availability of human capital, and a better
infrastructure system. These are important ag-
glomeration forces affecting FDI location in
Vietnam.

Second, wage rate and external market po-
tential influence the size of FDI projects. To be
clearer, provinces with either lower wage rate

or higher external market potential are likely to
receive bigger FDI projects.

Third, FDI in Vietnam seems to create a
dispersion force to new FDI because new FDI
capital accrues more to provinces with higher
external market potential and lower capital ac-
cumulation than to provinces with high internal
market potential and high cumulative FDI.

Fourth, empirical results suggest that FDI in
Vietnam is in the form of efficiency-seeking
FDI.

Fifth, in line with the conclusion of Nguy-
en and Nguyen (2007), this study also reveals
that PCI measurement needs more attention
because some empirical results on the PCI are
not consistent with expectations on the index
value.

From a policy perspective, in order to in-
crease FDI inflows into Vietnam in general and
decrease the unequal allocation of FDI flows
between provinces in particular, it is necessary
to invest in locational determinants of FDI.
Even though Vietnam has the advantage of a
low wage rate compared to other countries in
the region, facts have shown that the wage rate
in Vietnam has risen continuously in recent
years. Thus, low wages are not a long-term
condition to attract FDI. Instead, each province
needs to impose effective policies to improve
employees’ education and skills. Investing in
human capital is crucial to attract FDI in the
long-term. Plus, the location decisions of for-
eign firms are effected by locational authori-
ties’ policies. Developing and maintaining a
friendly business environment, a sound admin-
istrative procedure, and a modern infrastruc-
ture system will contribute significantly to FDI
inflows to each province. Furthermore, poor
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areas such as Northern midlands and moun-
tain arecas and Central Highlands are disad-
vantageous in attracting FDI because of their

and impose more specific incentive policies to
support poor provinces in those regions. This,

in turn, will contribute to improve their income,

1 hasi GDP) and t - .
ow p}lrc asn.lg power.( ) an remo © 8L0 living standard and thus market potential. The
graphical position, which leads to their low ex-

ternal and internal market potential. Therefore, investment in human capital and the spending
in order to attract FDI to those provinces, it is

essential to invest in their infrastructure system

on infrastructure would be optimal strategies to

attract FDI to all regions of the country.

Acknowledgement:

I would like to gratefully and sincerely thank Professor Andrzej Cieslik, Head of Department of
Macroeconomics and International Trade Theory, Faculty of Economic Sciences, University of Warsaw,
for his helpful guidance and kind support.

Notes:

1. http://www.atkearney.com/research-studies/foreign-direct-investment-confidence-index, accessed on
15" October, 2014.

2. http://data.worldbank.org/indicator/PA.NUS.FCRF , accessed on 20" November, 2014.
3. http://eng.pcivietnam.org/, accessed on 10", November, 2014.

4. Report No.1433/QD-BGTVT, “Danh muc bén cang thudc cac cang bién Viét Nam” (List of harbours
belonging to Vietnamese sea ports), published on 21% April, 2014.

5. According to UNCTAD (1998), FDI is in the form of efficiency-seeking FDI when foreign firms seek
low cost of resources and assets in the host country such as raw materials, low-cost unskilled labour,
skilled labour, technological and other created assets and physical infrastructure. Additionally, firms
also take into account other factors including other input costs (transport and communication costs to-
from-and within the host economy and costs of other intermediate products), membership of a regional
integration agreement beneficial to the establishment of regional corporate networks.
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