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Abstract

Most developing countries have made concerted efforts to advance their national
development. One way to increase gains in terms of capital and advanced technology is to
attract investments from foreign countries with external investment reserves. However, the
challenge host countries face is by definition their limitation of financial resources, when
concurrently, they need to satisfy both their FDI partner’s profits and maintain their national
economic growth. Weighing the balance of such decisions is a complex task for policy
makers as well as decision takers. How to optimize the externality and utilize the internality,
in combining them to create an aggregated synergy, ergo national development, is both an
interesting and pragmatic research topic. The research in this thesis is conducted from the
perspective of a host country and addressed the issues of attracting and benefitting from
foreign direct investment (FDI). The whole process of FDI flow is examined in order to (1)
understand factors that initiate FDI; (2) identify factors trigger FDI inflows into a particular
developing country, (3) discover and isolate factors that capture absorptive capacities of host
country. This research approach is a mixture of analytical methods applied to a selected case
study — Vietnam.

Quantitative data of forty-two FDI inflows into Vietnam in the period 1990-2006 were
applied to determine specific factors influencing FDI initiation and establishment. The
qualitative literary analysis, including an in-depth review of current FDI sources, and in-
depth interviews, conducted with policy makers, professional experts, and domestic and
international investors, are combined to explore factors that a host country requires to
position itself for the absorption of FDI benefits.

In summary, this research finds that both external or home investor and host countries’
characteristics impact FDI initiation and establishment. Also, it will be demonstrated that a
host country demands prerequisites for a certain initial level of economic development, in
terms of human capital, absorptive capacity of local firms, physical infrastructure, stable
financial system, sufficient technology, and reliable institutions to absorb the benefits of
potential FDI. To the best of my knowledge, this may be the first study on the entire process

of FDI life from FDI birth, to growing up, and finally to maturation. This dissertation



provides guidelines for future research on FDI’s Gravity approach forces, further FDI
comparative advantages, and especially FDI’s absorptive capacities. This dissertation should

provide a significant contribution to literature about FDI in Vietnam in particular.

Keywords: Vietnam’s economy, developing country, life of FDI, FDI initiation, FDI
establishment, FDI absorptive capacity, determinants of FDI, inward FDI, FDI Gravity, FDI

comparative advantages, and FDI photosynthesis model.



Tém Tit

Hau hét cac qudc gia déu nd luc thiic ddy su phat trién cua dit nuée. Mot trong nhimng
cach dé tiép can ngudn von va ky thuat tién tién 1a thu hat dau tu truc tiép nude ngoai (FDI).
Tuy nhién, nhitng thir thach ma cac qudc gia phai ddi dién 1a ngudn tai nguyén co han, trong
khi phai vira thoa mén loi nhudn cho cac nha dau tu qudc té vira phuc vu ting trudng kinh té
nu6e nha. Nhitng quyét sach nhu vy khong d& dang cho cac nha ldnh dao. Ludn vin nay
quan tdm dén van dé lam cach nao vira ti da hoa ngudn loi bén ngoai vira tin dung ngudn
luc bén trong, va tir d6 phdi hop ca hai tao nén ngudn luc tong hop thic day sy ting trudng
qudc gia. Nghién ciru ndy dung trén lap trudng cta qudc gia tiép nhan dau tu tim hiéu nhitng
van dé lién quan dén thu hat va hudng loi tir FDI. Toan bo tién trinh ctua dong FDI dugc dao
sau tu (1) hiéu sau sic vé céc yéu t6 khoi su su hinh thanh FDI, dén (2) nhan dang céc yéu td
quyét dinh dong chay FDI vao mét qudc gia cu thé, va (3) phat hién ra cac yéu t6 phan anh
nang lyc tham thau FDI cia quéc gia tiép nhan dau tu. Luan vin nay ap dung phuong phap
nghién ctru hdn hop va ding so liéu lién quan dén Viét Nam dé minh ching. Mot bang sd
lidu chéo vé 42 qudc gia dau tu vao Viét Nam trong khoang thoi gian 1990-2006 dugc st
dung dé xac dinh cac yéu t6 anh huong dén dong FDI. Cung véi viéc chiat loc ndi dung da
nghién ctru trude day, nhitng cudc phong van sau voi cac nha lanh dao, chuyén gia, cac nha
dau tu trong va ngoai nudc duoc thuc hién dé phat hién nhimng yéu t6 ma qudc gia tiép nhan
dau tu can phai co dé tham thau loi ich cua FDI. No6i mot cach tom tit, nghién clru nay da
khang dinh dugc nhitng yéu td tir cac qudc gia dau tu cling nhu qudc gia tiép nhan dau tu tac
dong dén dong FDI vao Viét Nam. Lién quan dén van dé hudng loi tir FDI, nghién ctru nay
bién luan rang dé tham thau loi ich FDI, qudc gia tiép nhan dau tu phai c6 su phét trién ban
dau vé ngudn nhan lyuc, kha nang tham thau cta cic cong ty trong nudc, hé thong co so ha
tﬁng, hé théng tai chinh, trinh d¢ khoa hoc k¥ thuat va cac thé ché lién quan. Trong tam hiéu
biét t6t nhat ma chung toi co, ddy 1a luan vin dau tién nghién ctru toan bo (chudi) tién trinh
hinh thanh va phét trién ctia FDI tai mot qudc gia dang phét trién. Luan vin nay da dua ra
nhimg hudng dan nghién ctru vé FDI dua trén phuong phap “luc hip dan”, “loi thé so sanh”,
va dic biét 1a tham thau lgi ich tir FDI. Luan vin nay 1a mot dong gép c6 ¥ nghia vao 1y

thuyét FDI néi chung va Viét Nam noéi riéng.



Tir khéa: Nén kinh té Viét Nam, quoc gia dang phat trién, dong doi FDI, sy hinh thanh FDI,
sw thanh Idp FDI, sw tham thau FDI, cdc yéu té tic dong dén FDI, dong vao FDI, ndng luc
tham thau, lwc hd'p déan vé FDI, loi thé so sanh vé FDI, mé hinh tham thau FDI.

Vi



Abbreviation

ABC Absorptive capacity

AFTA ASEAN Free Trade Area

APEC Asia-Pacific Economic Cooperation
ASEAN  Association of Southeast Asian Nations

CPV Communist Party of Vietnam
EPZ Export processing zone

FDI Foreign direct investment
FIS Foreign investment sector

GDP Gross domestic product

GNP Gross national product

GSO General Statistics office of Vietnam

ILO International Labor Organization

MNE Multinational enterprise

MNC Multinational Corporation

MOFA  Ministry of Foreign Affairs

MPI Ministry of Planning and Investment

OECD  Organization for Economic Co-operation and Development
oLS Ordinary Least Squares

R&D Research and development

SOEs State-owned enterprises

TNC Transnational Corporation

UNCTAD United Nations Conference on Trade and Development
UNESCO United Nations Educational, Scientific and Cultural Organization
usD US dollar

VND Vietnam dong

WIR World Investment report

WTO World Trade Organization

WWII World War Il
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Introduction

1. Introduction

1.1. An overview

According to Godley (1999), foreign direct investment (FDI) first occurred in 1890 in the
industrial goods sectors of the United Kingdom. FDI, per se, is therefore 120 years old.
Nevertheless, the study of FDI is still not considered to be an outdated topic. Rather FDI as
an important economic research field continues to expand. FDI bloomed in 1950s after the
World War 1l (WWII), and became a phenomenon in the late twentieth century. FDI changes
so rapidly that economic theory may be appropriate for exploring its entire dimension in
greater depth. Apart from those dimensions, FDI naturally offers considerable benefits;
however, whether the recipient country can fully obtain those benefits becomes an interesting
matter for further study. This research contributes a better understanding to the full extent of
FDI life, specifically in the natural flow of FDI generation to FDI establishment, and
resulting FDI achievement.

FDI became prominent, when the British adopted this form of lending to spur finance
economic development in the British Commonwealth and other countries in the 19" century.
FDI bloomed in the years after the WWII because of the improvement of technology in
transportation and communications, as well as the need for capital to finance reconstruction
damages. At that time, most FDI was initiated by the United States (US) to European
countries and Japan. In the 1980s, the surge of FDI changed its host country direction.
Because of internal financial problems and its restrictive trade policy, the US became a major
recipient of FDI, primarily from Japan and Germany. In addition, because of low labor costs,
Japanese FDI expanded in South East Asia as well (Moosa & Cardak, 2006). In the 1990s,
FDI became a global phenomenon. The number of countries that were outward investors or
hosts of FDI rose considerably, especially between transitional countries and emerging
countries. This created a South - South corridor of FDI (UNCTAD, 2006). Historically, FDI
has played a vital role in enhancing national economic growth. FDI benefits both investor
and recipient countries; therefore, there has been a general tolerance for the acceptance of

FDI in many host countries. In addition, some factors influencing the acceptance of FDI



Chapter 1

include demand (and supply) of capital, transfers of advanced technology, lower cost of
labor, and supportive governmental policy (from both source and recipient countries). The
phenomenon of FDI has attracted researchers’ attention to better understand and benefit
from it.

FDI is defined as a movement of advanced technology, managerial skills, financial and
human capital from one country to another country; therefore, FDI is counted on as a
principal resource for host country economic growth. For this reason, FDI is considered an
attractive economic vehicle for expansion and potential improvement in their economic
development for most countries in the world. To be successful at attracting and benefiting
from FDI, it is necessary to understand FDI per se: why FDI occurs, what factors attract FDI
to a destination, and how to benefit from FDI. These three issues are analyzed in detail in this
thesis. Actually, there are a seemingly endless number of FDI studies. However, the entire
process of FDI flow has not been sufficiently studied as yet. Thus, this thesis examine the life
of FDI from FDI initiation, to FDI establishment, and then to its final achievement.

For each phase of FDI life, a corresponding issue is studied. FDI initiation is the first
phase that explains FDI’s conception and birth. Generally countries need capital and
advanced technology for instance to commence and enhance their development. These
motivating factors stimulate a country to call for FDI. At the same time, certain more fully
developed countries have accumulated abundant capital and developed more complex and
advanced technology; therefore these countries may rationalize that FDI logically improves
their marginal profitability and spreads their investment risk for their capital expenditure
investments as well as increases their return on transferred proprietary technology (cap-ex).
Such demand and supply stimulates FDI flows. In this phase, this research determine which
factors underlie FDI initiation. In the next phase, it is determined how FDI will migrate to a
particular destination for business establishments. We refer to this phase as FDI
establishment (growing up). Investors make decisions as to where to invest under mainly
attractive economic and political factors. In this phase, the research identify those factors that
determine FDI inflows. After FDI has taken root in a host country, both an investor and host
country want to harvest their outputs. This phase is called the FDI achievement phase
(maturing). This research specify those factors that host countries require to absorb benefits

from FDI. Figure 1.1 Illustrates these research concepts.
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Figure 1.1: Life of FDI

Home Host
side

FDI
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Based on literature reviewed and empirical surveys, the research seeks answers to the

FDI
Achievement

three following questions:

(1) What push and pull factors initiate FDI flows?

(2) What are comparative advantages that trigger FDI establishment in a particular

country?

(3) What overall factors does a host country require to position itself for absorbing FDI

benefits?

According to the IMF (1993) “...capital flows between the enterprise and entities in other
economies should be classified as FDI....” (UNCTAD website’). A country where FDI
components reside is termed a home or source country, while its corresponding flow is
referred to as the outward FDI, or FDI outflow. A country to which FDI components are
transferred is called a host or recipient country, and their corresponding flow is named
inward FDI or FDI inflow. This thesis examines specific issues from a host country’s
position to study FDI inflow from a macro national, multi-disciplinary aspect.

Literature indicates that FDI is generally conceived and born from the interaction of
forces between home and host countries (e.g., Dunning, 1981, 1988; UNCTAD, 2006).
Certain factors appearing in a home country tend to motivate or push outward seeking FDI
behavior in seeking out ‘marriages’ in terms of potential markets, lower costs of production
for example. Conterminously, specific factors such as GDP growth and a lower cost of
production in a candidate host country attract or pull FDI inflows. Obviously, FDI may occur

when both push and pull factors are functioning in an operative and dynamic state of

! http://www.unctad.org/Templates/Page.asp?intltemID=3146&lang=1
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mutually interested behavior, not unlike human partnering. However, FDI incentive policies,
offered by host countries to attract FDI, reflect only the most attractive internal factors, such
as the availability of natural resources, or the promise of higher investment returns from
lower costs of production. Such simplistic incentive filters for investment determination are
usually insufficient, and not necessarily positive in furthering FDI decisions to invest by a
home country. Host countries should better understand a broader list of factors that push or
motivate enterprises to invest abroad, what capacities a host country possesses to offer, and
what symbiotic characteristics both home and host countries may apply to shape the potential
characteristics of future FDI flows. A sound incentive policy must be established with such
considerations fully studied to attract and optimize the quantity and quality of an FDI
commitment on both sides.

This research track and follow the direction of these interacting effects. Certain empirical
research studies have been conducted to indentify not only specific pull factors signaled from
a host country, but also push driving factors emanating from a home country. These home
country factors are considered to be both largely identifiable and finite in number. Since FDI
is generated concurrently by both the mutual push (of the home country) and the pull (of the
host country) factors, this has led researchers to develop the analog concept compare as a
“force of gravity” or mutual attraction on a more human scale. However, most existing
research mentions only a few and incoherent aspects of the shifting or modulating of FDI
from one pole to the other, back and forth, ergo an ongoing dynamic between home and host
countries, while courtship ‘rituals’ are proceeding. From this researchers literature review,
there appears to be a certain gap in current research emphasizing the interaction of such push
and pull factors for FDI conception and initiation. This research attempts to fill that void.

One other aspect that is critical to recognize, is that each country holds specific
advantages compared to other countries, due to given imbalances in the distribution of
natural resources, population demographics, and chronological point of economic and
technical development. These comparative advantages (or disadvantages) might cause
differences in the movement of FDI in terms of investment size and technological as well as
management experience transfer. Why does a source country prefer to invest in a particular
host country over other candidates? Vice versa, why does a host country attract a specific

home country, but not others? To the best of my knowledge, there is currently no published
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research available to refer to for evaluating a comparative advantage approach for identifying
the specific critical determinants of FDI to be found in both home and host countries’
attraction characteristics. This research is going to apply comparative advantage theory to
test specific determinants of FDI.

After taking the first steps in demonstrating an interest in or promoting FDI, host
countries welcomes investors to contact or register with their representatives for more host
country information for conducting future business. The first challenge begins when
investors negotiate a project proposal for specific terms of practice. Investors request detailed
land and materials requirement to build factories, office space, money transfers, and types of
skills required for recruitment. Then, once an FDI contract is negotiated and signed, the FDI
process proceeds on to the next step of operation and achievement. During the operational
step, investors still will request extensive support from a host country including institutional
administration, skilled and educated labor, sufficient infrastructure for goods transportation,
and a financial system allowing for the smooth flow of financial transactions. Certainly, a
host country is considered to be the most appropriate supplier for these demands. However,
for satisfying all FDI demands, in a relatively short timeframe, requires that a host country’s
economy have sufficient capacity in terms of creating extended factors of production, such as
available land, construction materials, human capital resources, a good financial system, and
an administrative system of government, to be able to absorb and satisfy this unprecedented
demand for these factors.

Eventually, in the achievement step, investors should obtain returns from their
investment, and a host country collects taxed from the related new FDI revenues as a
contribution to gross domestic product (GDP). However, tax is only one of the benefits of
FDI that a host country expects to derive. For a host country, the most important aspect of
involving themselves in an FDI is how to manage and convert the FDI benefits into further
positive economic ‘spillovers’. As indicated previously, FDI brings benefits such as capital,
advanced technology and managerial skills. However, these benefits do not automatically
convert to host country spillovers. This process requires that a host country first has
sufficient economic development, referred to as absorptive capacities (ABC) to garner
further positive, spillover economies. If during the step of calling for FDI, a host country

offers a very high incentive policy to attract large quantity FDI, when a host country’s
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economic development is low, then a host country may not be able to meet an FDI’s
demands and obligation. Thus, a host country in such case could not sustain its prior
contractual obligations agreed to in its FDI negotiations. Therefore, a host country’s ability
to absorb the full impact of an FDI is more essential than it efforts at promotional
attractiveness, because the absorptive capacity directly impacts on how much benefit from an
FDI a host country can earn in the full term over several years, if not decades, of such an
investment. Highly absorptive capacities most likely should further support the attractiveness
of higher quantity and quality of FDI inflows. This awareness leads to questions concerning
which factors does a host country need to improve its chances of absorbing more positive
FDI spillovers? How can a host county improve its absorptive capacities to make the most of
spillovers? In terms of absorptive capacity, current theory on absorptive capacity is either ad
hoc and limited, or a poorly established theoretical paradigm for the determinants of spillover
efficiency (Blomstrom, Globerman, & Kokko, 1999). Therefore, this gap presents an
opportunity to fill this void in research literature. This challenge is addressed by this
research.

Generally, FDI brings to host countries not only capital but also advanced technology,
managerial skills, and competition. It is an accepted fact that FDI has made significant
contributions to the economic growth of many host countries. Nevertheless, a large quantity
of FDI is not necessarily synonymous with high quality, as assessed by the presence of
advanced technology. Advanced technology is the main benefit that host countries can expect
from FDI. Therefore, host countries should better target high quality FDI instead of high
quantity FDI. From another point of view, international investors are defined as seekers (J.H.
Dunning, 1993)?. They look for opportunities to find lower costs, bring their goods and or
services to the market, rationalize production, conduct distribution and marketing activities,
and to sustain international competitiveness by getting high returns. In a similar manner, host
countries also have possibilities to maximize profits from FDI. Host countries cannot only be
seekers of source countries, but also utilizers and exploiters of FDI to gain advanced
technology and know-how. However, to benefit from FDI, host countries must first obtain an

initial or ‘critical mass’ before development can proceed. Blomstrom, Lipsey, and Zejan

2 Dunning (1993) classified foreign investors into four different groups of resource-seeking, market-seeking,
efficiency-seeking, and strategic asset seeking.
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(1994)® made the distinction that FDI can only enhance the growth in higher income
countries. This indicates that not all host countries are, as yet, far enough advanced, in terms
of critical mass status, to be able to benefit from FDI.

To attract higher quantity and quality FDI, and especially to optimize the use of FDI, host
countries are required thorough understanding of how FDI may be able to benefit them. For
that purpose, this research examines the full lifespan of FDI from its generation to its
maturation. Table 1.1 summarizes these research issues. Details of activities to fill gaps

created by a host country’s lack of absorption are presented in the next section.

Table 1.1: Summary of research issues

FDI life FDI Initiation FDI Establishment FDI Achievement
Research Factors that initiate Factors that determine Factors that capture
question FDI inward FDI FDI’s absorptive
capacity
Literature Gap Few studies on both ~ No study that identifies  Lack of an over-
home and host FDI determinants embracing theory
country relying on the
characteristics comparative advantage
concurrently approach,
Research Recognize push and Identify determinants of  Developing an
objective pull factors that give ~ FDI inflow into a overall theory
birth to FDI particular country concerning

absorptive capacity

Notably, this research provides fundamental contributions to current FDI literature, as
this is arguably the first thesis of its kind to study the overall process of FDI life that involves
FDI conception and initiation (birth), establishment (growth), and achievement (maturation).

This approach is thought to add a distinctive adjunct to the current status of published FDI

® Blomstrom, Lipsey, and Zejan (1994) studied FDI effects on technology gap of the host country by observing
two groups of developing countries. The first group was low income countries and the second one had a little
bit higher income compared to the first one. They distinguished that FDI only enhanced the growth in the latter

group.
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research. By presenting a general picture surrounding FDI life as well as specific portraits of
each FDI phase, this research provides an academic and practical perspective concerning
absorptive aspects of FDI. From a theoretical perspective, this research claims that FDI
requires an understanding of the mutual, symbiotic relationship between home and host
countries in terms of multi-disciplinary social, economic, and political conditions.
Additionally, there is also interaction among the various phases of FDI life. For host
countries to attract more FDI projects, it is necessary to comprehend the specific phases of
FDI, from initiation through to the improvements in a host country’s national internal
capacity to absorb the benefits of FDI. Once absorptive capacity is developed, a country can,
thereafter, attract more FDI, especially higher technology FDI. From an empirical
perspective, this research provides host countries with in-depth concepts about FDI life and
stipulates sound policies towards increasing FDI inflows. Instead of attracting FDI at any
cost, a host country can select and create FDI through better understanding and management
of how it functions. Such FDI has to be consistent with national capacity and expectation to
achieve optimal advantages from FDI. These contributions is discussed further details in the

following empirical Chapters 4, 5, 6 as well as the concluding Chapter 7.

1.2. Vietnam as a case study for empirical evidence

Vietnam is selected as the primary case study for this thesis. There are three major
reasons for this selection. First, this research focuses on FDI in developing countries and
stands on the host country side of FDI projects for examining corresponding FDI flows.
Vietnam might serve as a useful example for other developing countries similar to Vietnam,
starting to grow from a relatively low economic foundation. Recently, Vietnam has
witnessed and experienced significant growth in comparison to prior decades. This
achievement is, in part, linked to past successes with FDI projects. Some scholars (L. P.
Nguyen, 2006; Vu, Gangnes, & Noy, 2008) find a positive and statistically significance
correlation between economic growth and FDI, and vice versa. Although Vietnam is one of
many destinations for international investors, it remains under constant pressure to attract
FDI for its own national economic interest, and since it is located within one of the most
dynamic area in the world for international investors. Further study of FDI in Vietnam may,

thus, provide valuable theoretical and empirical models for other emerging economies in
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terms of not only attracting more FDI, but importantly an improved underlying concept of
forces and conditions that lead to such improvements.

Secondly, while Vietnam has gained significant achievements; it still faces challenges in
terms of the quality of FDI inflows. This might be caused by a misunderstanding or
incomplete knowledge of FDI behavior. Therefore, partially informed governments may
offer a dysfunctional or inappropriate promotion strategy as well as poorly constructed
incentive policies. Besides, the serious problem of bottlenecks or operational constraints in
FDI capital disbursements, host countries should also recognize their real infrastructural
capacity to absorb FDI benefits, when they would occur at some point in the future. Such an
academic research project as this on FDI with evidence from Vietnam should provide
specific knowledge gains beneficial for future FDI management strategies.

Thirdly, there currently exist certain studies about FDI in Vietnam involving dimensions
differing from this study, such as FDI and export (T. X. Nguyen & Xing, 2006), FDI and
infrastructure (Oostendorp, Trung, & Tung, 2009), FDI and economic growth (L. P. Nguyen,
2006; Vu, Gangnes, & Noy, 2008), and FDI with spatial distribution (A. N. Nguyen &
Nguyen, 2007). However, there is no known or published research, which studies about
factors initiate FDI generation, factors trigger FDI establishment, and factors capture FDI’s
absorptive capacity. Furthermore, there is no known study focusing alone on FDI in Vietnam
in particular without including other regional countries. This research is a contribution to FDI
literature in Vietnam.

By selecting Vietnam as a case study, this research brings not only new contribution to

all FDI literature, but also as country specific, Viethamese, research as well.

1.3. Scope of the thesis

This section introduces some minor questions related to major questions listed above;
including research methods and research design (see Figure 1.2).

For the first phase of FDI life, FDI birth (initiation), this research applies the gravity
model approach for investigating what factors generate FDI flow in general. There are two
sides or entities involved: home and host countries. Thus, for finding an answer for the first
major question, “What push and pull factors initiate FDI?”, we first want to investigate (1.1),
what home country characteristics push FDI flows, followed by (1.2), what host country
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characteristics pull FDI flows, and then test a combination of (1.3), what common home and
host country characteristics initiate FDI flows (Chapter 4).

For the second FDI phase, FDI growing up (establishment in a destination country), this
research examines the comparative advantages for both a host (recipient) and a home
(investing) country, and uncovers those host country factors that encourage inflows of
investment. Thus, the second major question: “What are the comparative advantages that
trigger FDI establishment in a particular country?” is split into two minor questions. The first
of which is (2.1): “What common comparative advantage factors, between a home and host
country, influence and attract FDI inflows into a particular developing country?” The second
minor question is (2.2): “What host country factors attract FDI?”” Because, this research also
seeks to test the suitability of the United Nations Conference on Trade and Development
(UNCTAD) method, which ranks both the potential and the performance levels of FDI,;
another minor question is directed at (2.3): “Whether the UNCTAD method is a general
application for all countries of the world?”, (Chapter 5).

In the maturation phase of FDI, this research explores what factors are required for a host
country to absorb FDI benefits. To obtain these findings, it is necessary to identify (3.1) what
qualifies as an FDI benefit and (3.2) what channels are available for transferring these
benefits. It is necessary to be familiar with the proper terms (3.3), and what absorptive
capacity factors were identified in previous literature (Chapter 6).

Concerning methods used to fill in the above-mentioned gaps, this research employs
several approaches. First, to understand the push and pull factors, the gravity model approach
is adopted to investigate how home and host country characteristics affect and influence FDI
flows. A panel data set of forty-two FDI flows* into Vietnam during the period of 1990-2006
is used for this analysis. It is proposed that FDI initiation is impacted by both the push and
pull factors (Chapter 4). Secondly, determinants of FDI inflows are identified. The
comparative advantage approach as well as the UNCTAD method is applied to build models
that reveal the comparative advantages between home and host countries, and uncover
attractive and beneficial factors for a host country. It is hypothesized that both the source and
recipient countries’ advantages influence the inward flow of FDI. In addition, the suitability

of the UNCTAD method is tested to observe, whether it reflects FDI’s attractiveness for all

* Population: 76 source countries have invested in Vietnam since 1988-2006
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countries and economies. The data is taken from the above panel set applying different
variables (Chapter 5). Thirdly, since existing literature is not thought to have been able to
generate a well-established theoretical paradigm that guides empirical research related to
spillover efficiency, this research takes on this challenge by developing a new theoretical
model on absorptive capacity. Based on FDI literature and practice, the best features of FDI’s
absorptive capacity is selected and combined to construct this new model. A proposal of this
model is introduced to the practice to elicit their response (Chapter 6). Eventually, we
identify policies, the host country can adopt, to ensure benefits for their investors and to
maximize FDI spillovers for its national growth.

Regarding research design, a mix of quantitative and qualitative methods is used. For the
quantitative study, the secondary data was supplied by UNCTAD, the Ministry of Planning
and Investment of Vietnam (MPI), the General Statistics Office of Vietnam (GSO), and the
International Labor Organization (ILO). The dependent variable is the annual amount
invested in Vietnam from each home country during a given period. Independent variables
sourced from UNCTAD are used to rank all countries and economies in terms of their
potential and performance of FDI inflows. Ordinary least squares (OLS) and double
logarithms as a type of panel of analytic model are applied. For the qualitative study, the
factors that determine absorptive capacity are identified from existing literature. In addition,
in-depth interviews with 43 policy makers, FDI promotion centers, relevant professional
agencies, and domestic as well as international investors were conducted to ascertain their

response in support of these propositions.

1.4. Structure of the thesis

The thesis is constructed as follows:

Chapter 2 introduces a brief overview of the Viethamese economy. The situation of its
national economy is a foundation not only for posing the hypotheses of determinants of FDI
in Vietnam, but also for recognizing the strength and weakness of a host country’s capacity
regarding its inward flow of FDI. This chapter includes three parts. The first gives a general
analysis in macro aspects of Vietnam’s economy. It reviews the major economic sectors to
point out its roles in the domestic and foreign investment sectors. Important challenges for

Vietnamese development are also described. The second part focuses on relevant FDI issues
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in Vietnam, such as investment regulations and FDI trends and structures. Finally, the third
part examines FDI in Vietnam through a comparison of FDI in ASEAN countries
(Association of South-East Asia Nations).

Chapter 3 comprises of an FDI literature review. This chapter covers a survey of FDI
determinants from after WWII up till 2010. It delves, furthermore, not only into the
theoretical aspects, but also cites evidence from empirical studies in specific countries of
those determinates. Also, it focuses on two major aspects of those FDI factors, focusing on
the related economic and political events as main drivers. A general conceptual framework is
constructed that hypothesizes that FDI is influenced by four local conditions: market
structure, cost of production, local business capacity, and government policy. Further
literature on the gravity law, the comparative advantage theory, and absorptive capacities
related to FDI are revised in the empirical Chapters 4, 5 and 6.

Chapter 4 comprises of an investigation of push and pull factors to better understand the
origin of FDI flows, as evidenced from Vietnam. Certain different specifications of the
gravity model are applied to analyze panel data of 42 home countries in the period of 1990-
2006. This analysis suggests that both home and host country characteristics as well as
distance between the two parties play a major role in creating or inhibiting FDI initiation.

Chapter 5 identifies determinants in the establishment of FDI, again as evidenced from
Vietnam. Based on the UNCTAD methodology for ranking a country’s inward FDI potential,
this chapter identifies comparative advantages for both host and home countries along with
uncovering specific factors drawing or attracting FDI to a host country. These findings state
that inward FDI is not only influenced by such attracting factors of the host country, but also
the comparative advantages between the home and host countries. Furthermore, based on
these results, this study indicates that factors, used by UNCTAD to rank FDI attractiveness
level for of all countries, may not be completely for relevant each and every country.

Chapter 6 expresses how this thesis model relates to absorptive capacity. This model is
referred to as a so-called Photosynthesis model that argues that a recipient developing
country only achieves benefits from FDI, once it has sufficient absorptive capacity. That is,
absorptive capacity related to domestic enterprise, human capital resources, financial
systems, physical infrastructure, technological level, and institutional development. An

empirical survey is conducted to gain a response and reaction from practitioners concerning
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these academic findings. The results from these in-depth interviews are thought to support
our argument.

Chapter 7 provides our conclusion with examined findings. In addition, certain
recommendations for host country governments are put forth as well as further research
suggestions.

Chart 1.1 reflects major activities of this research. It contains seven chapters, including
several major research issues and anticipated results. The study starts with a general
introduction (1), and then proceeds to analyze an actual situation in Vietnam connected with
FDI incentive policy, and Vietnam’s internal absorptive capacity (2). In this step, this
research also focuses on factors active in generating FDI flow, determining FDI inflows, and
capturing FDI’s absorptive capacity (3). Based on this current situation and theories, this
research studies three major stages of FDI life: FDI initiation (4), FDI establishment (5), and
FDI achievement (6). This research’s meanings (7) presents that FDI is a product of mutual
effects and interaction between a home and a host country. In addition, external benefits
(FDI) combine with internal capacity to synergize and to enhance a host country’s national

development.
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Chart 1.1: Research tree
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Figure 1.2 is this research’s conceptual flowchart. It demonstrates the route and
connectivity of this research. On the left side, based on literature related to FDI determinants,
this study applies the gravity model and differences model to identify determine which
factors initiate FDI flows and other factors that direct FDI establishment. The methods
applied are econometric analyses conducted with time series and cross-sectional data. On the
right site of our Research Tree, based on FDI benefits literature and FDI absorptive capacity,
this study develops a theoretical model, referred to as so-called FDI Photosynthesis. This
model is based and constructed on FDI literature reviewed and in-depth interviews
employed. Besides, the in-depth interviews conducted to obtain a response, reaction and
impression concerning the theoretical arguments employed to support this model

convincingly. The in-depth interview is analyzed by conversation analysis.
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Figure 1.2: The map of the research
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2. The Role of FDI Inflows into Vietnam

2.1. Introduction

FDI first came to Vietnam in 1987. It was quite late compared with neighboring
countries, such as Malaysia, which received FDI beginning in the 1950s, and Thailand in the
1970s. Vietnam waited over four decades since the mid 1940s, when FDI became popular in
the world, to commence its first FDI project. Now after more than twenty years, FDI
continues to maintain an important role in enhancing Vietnamese economic growth. FDI has
contributed approximately 13% to Vietnam’s GDP. During the FDI literature review for
Chapter 3, it was unable to identify a single research item related to Vietnam’s FDI
experience. This search for such items will, of course, continue; however, the lack of such
literature has only increased the motivation to fill this apparent research gap.

Looking back in history, Vietnam’s industrial economy took root from extremely anemic
beginnings. Its previous economy was almost solely agricultural, using only hand labor with
little or no farm machinery. Much of this primitive method of production was heavily
destroyed by the Vietnam conflict of the ‘60s and ‘70s. Nonetheless, Vietnam is developing
into an emerging economy with real GDP increasing at an annual average rate of 7.26%>.
Studying FDI in Vietnam might provide research benefits for other developing countries in
the region or those facing similar economic circumstances.

This chapter attempts to introduce a general picture of the Vietnamese economy with
regard to its foreign investment sector. In examining official laws, regulations, economic
reports, and development strategies of the Vietnamese government and involved international
organizations, this chapter identifies (1) what is the current position of its foreign investment
sector compared to major economic sectors?; (2) what are the development challenges
Vietnam must face in order to benefit from FDI; and (3) what are quantity and quality of
planned and completed FDI projects in Vietham in comparison with its neighboring
countries? A closer scrutiny of the Vietnamese economy in respect to FDI provides greater

insight into the country’s economic situation and status. This chapter’s research is thought to

® Average from 2000-2009, GSO
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be able to provide a foundation, not only for posing hypotheses of FDI determinants, but also
for recognizing and for identifying specific comparative advantages and internal capacities
playing a role in boosting its overall ability to secure increased levels of FDI. Furthermore,
this chapter address certain pragmatic problems observed and encountered concerning
Vietnam’s future ability to attract, and therefore, benefit from increasing levels of FDI.

This chapter includes Section 2.2 that is an overview of the Vietnamese economy
targeted at its macroeconomic level, major economic ownership, and specific development
challenges. Section 2.3 covers relevant issues concerning FDI in Vietnam, such as
investment regulations, FDI trends and structures. Section 2.4 describes FDI in Vietnam in

comparison with other ASEAN countries.

2.2. The Vietnam economy: Macro aspect
2.2.1. Overview

Vietnam is located on Indochina’s peninsula in Southeast Asia. It borders with Laos to
the northwest, with Cambodia to the southwest, and China in the North. Its eastern border
has a long coastline with the East Sea (South China Sea). This geographical location gives
Vietnam trading advantages with countries in the region and with seaports around the world.
Vietnam’ area covers 331,211.6 km?, its population is approximately 86.2 million (2008). Its
rate of employment amounted to 52.1%; while, its unemployment rate was 2.38%, and its
underemployment rate was stated at 5.1%. The percentage of graduates in upper secondary
reached 86.58%".

Today, the official name of the country is the Socialist Republic of Vietnam with a
single-party, communist state political system. It is a socialist-oriented market economy.
Throughout recent history, its economic-political regime controls FDI policy, has been
changed and impacted by national government policy.

In September 1945, Vietnam gained its independent from France. However, during the
long-fought war with first France, then the United States from the early 1960s to 1975, the
Vietnamese economy declined and stagnated, while the country was divided in two
separately governed parts, namely North Vietnam and South Vietnam, divided physically by

a ‘no-man’s-land’ referred to as the DMZ or Demilitarized Zone. After Vietnam’s

® Data bases on GSO (General Statistics Office of Vietnam), 2008.
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reconstruction in the post-war period, the government issued its first five-year plan from
1976 to 1980, which contained, arguably, unrealistic economic policies and goals. To initiate
land reform and handover control rights of farms and commercial entities to its workers, the
revolutionary government implemented two campaigns for industrial and commercial
modification in former South Vietnam. As a result, 171 companies and 59 large commercial
consortium were nationalized and put under the authority and control of the Vietnamese
government (PCHCMC, 2006)". At that time the Vietnamese economy consisted of three
sectors: state institutions, collectives, and family households. There was no private sector and
nor foreign investment sector as well. This first plan was not judged to be successful.
Production came to a deadlock and the growth rate approached zero (0.4% per year, while
extremely, optimistically overestimated at 13-14%). There was a general shortage of food
and consumer goods, a deficit in the national budget, a surplus in net exports, and a scarcity
of investment capital.

Throughout the duration of a second five-year plan, the government demonstrated an
awareness to subdivide its national territory into smaller, more manageable regions. In 1982
it divided its northern area into three economic sectors and five in the south. These eight
sectors were further organized into state institution, collectives, both state and non- state
cooperatives or co-ops, as well as representative capitalist and privately owned holdings.
This plan initiated the first step in transforming Vietnamese private ownership into its current
form of a socialized, market economy. Due to serious management mistakes guided by
inadequately formulated policies and incompetent implementation in their execution®, the
second plan was widely deemed to be unsuccessful. Inflation increased 30-50% in 1980s,
reaching 587.2% by the end of 1985, and finally peaking at 774.7% in 1986°. In light of
these failures, the government decided upon reform, “Doi Moi”. Major policy changes were
issued to initiate this reform movement, that included liberalized investment in capital
structures, an improved positive perception of those working in the economic sectors,
encouragement of domestic and foreign investments, and institutionalized policies for private
and capitalist sectors (CPV, 1986). In 1987, a year after the reform, Vietnam issued its first

law on foreign investment, which was subsequently amended several times in 1992, 1996,

" www.hochiminhcity.gov.vn, assessed on September 27, 2006
& Communist Party Document VI, 1986 — CPV. CPV: Communist Party of Vietnam — electric newspaper
® Vietnam Economic Features, (MOFA, 2005). MOFA : Ministry of Foreign Affairs of Vietnam
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and 2000. It was eventually replaced by the “Law on Investments”, which integrated both
domestic and foreign investments into one act (NAV, 2005)™. Since then, Vietnam has
followed and maintained policies for encouraging FDI. Moreover, by privatizing state-owned
enterprises in 1999, the government formally opened new, private and foreign investment
sectors that accepted multi-economic ownership in state, private, and foreign capitalist
enterprises, in which state-owned control plays a decisive role.

Figure 2.2.2 introduces the comparative situation of State Owned Enterprises (SOEs),
Non State Owned Enterprises (NSOEs) which include Collective and Private enterprises, and
Foreign Investment Enterprises (FIES) in the Vietnamese economy (see A2.1). Among these,
FIEs occupy a modest position, while non-state enterprises play an important economic role.
These FIEs are not large in number. In terms of the average number of employee and
invested capital, FIEs are significantly larger in comparison to other Vietnamese commercial
entities is somewhat over 300 employees and 137.22 billion Dongs*!/ per enterprise. In
contrast, the NSOEs (small businesses) are most numerous (91.44%), the smallest size such
enterprises based on the average number of employee and capital invested (29.28 employee
and 5.21 billion Dongs/ per enterprise). Nonetheless, they deliver the highest GDP
contribution of all enterprises (46.53%). SOEs provide the infrastructural bedrock for the
entire national economy. The annual average capital investment for these enterprises, the
value of fixed assets, and total assets is 55.34%, 51.87%, and 43.89%, respectively. The
SOE’s are small in number, but are larger in size in terms of number of employees (456.48
worker/ per enterprise, compared to 29.28 and 309.92 of NSOE and FIE), capital (271.54
billion Dongs/ per enterprise, compared to 5.25 and 137.22 of NSOE and FIE), fixed assets
(110.58 billion Dongs/ per enterprise, compared to 1.89 and 79.76 of NSOE and FIE) as well
as investments (32.33 billion Dongs/ per enterprise, compared to 1.14 and 16.36 of NSOE
and FIE).

1059/2005/QH11, dated 29/11/2005, issued by National Assembly of Vietnam (NAN)
1 One Euro equals approximately 27,300 VND, and 1 USD equals approximately 19,600 VND (October 2010)

20



The Role of FDI Inflows in Vietham

Figure 2.2.2: The reported status of enterprises from 2000-2007
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(Mlustrative figures are in Table A2.1)

The Vietnamese government’s acceptance of private business and foreign investment
demonstrates that each sector maintain its socialist role and solidarity and has a contribution
to the country’s economy.

In conclusion, a general overview of the Vietnamese economy incorporated in its
Constitution stipulated: “the State promotes a multi-component, commodity economy
functioning in accordance with market mechanisms under the management of the State
following a socialist orientation. The multi-component economics structured with various
forms of organization in production; trading is based on a system of ownership by the entire
people, collectives, and individuals, whose ownership constitutes the foundation” (Article 15,
Constitution 1992).

2.2.2. Major economic sectors
Vietnam is a socialist-oriented market economy. In addition, due to its historical heritage,

each economic sector has contributed in a unique manner to Vietnam’s development over
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time. This section aims to introduce the role of the foreign investment sector in combination
with the state sector, and the non-state sector.
2.2.2.1. State economic sector

The state economic sector includes all state-owned companies, enterprises, businesses,
manufacturers, and technology-science institutions. Most of these properties are publically
owned except that one part is a cooperative (state-owned companies holding a controlling
role).

The public directors of the state economic sector are the driving force that the
Vietnamese government relies on to manage their economy. Their charter is to establish
satisfactory commercial and industrial working conditions and an amicable environment for
private ownership and foreign investment to flourish, and to promote the general stimulation
of national economic growth. While transitioning to a market economy, the state economic
sector has had to conterminously overcome difficulties quickly as well as establish and
execute new measures to support rapid growth. State-owned businesses provide important
products and services that affect and drive activities of the national economy, especially in
the industrial sector, infrastructural maintenance and development, and financial services.
These sectors have been continuously reforming since 1986. This reform process has
involved a number of steps, including consolidation, liquidation, and sale of economic
entities and assets at all levels and in all regions.

By the end of 2007, there were 3,497 state-owned enterprises (SOEs). The state
economic sector controlled the most important industries and retained the most profitable
commercial entities under its control. However, its performance was not consistent with its
stature. On average during the period 2000-2007, the state’s investments were the largest,
43.89% compared to 35.38% of the non-state enterprises, and 20.73% of the foreign
investment enterprises (FIES), but SOEs contribution to GDP were only 37.18% of the total
revenues, while NSOEs contributed 46.53% to GDP. The average state economic sector’s
GDP growth rate was booked at 14.17% compared to 15.27% for non-state entities, and
21.35% for FIEs. Table A2.1 lists related statistics.
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2.2.2.2 Non-State economic sectors

In the Vietnamese economy, the non-state sector includes the collectives, the privately
held firms and households sectors. The collective economic sector also includes individuals
and legal entities. Profit distribution is related to production and shares owned. In practice
the collective economic sector is mainly comprised of consolidated agricultural units,
handicraft productions, trading and services; it also supplies a partial demand for labor in
business, and plays an important role in maintaining and stabilizing Vietnams’ SOCiO-
economic growth. Thus, the collective economic sector may be characterized as a diversified
set of cooperatives. Regarding the private economic sector, the first business law was
promulgated in 2000. It softened former private ownership restrictions allowing
entrepreneurs more latitude in conducting their commercial operations. Entrepreneur could
invest in most areas, except in certain restricted ones. Since 2000, this has caused a
significant increase in the number of companies and enterprises. The private sector was
revived especially in agriculture, forestry and aquaculture, light, small and medium scale
industry, trading, and services areas.

A household economy describes collective economic activities of one or more persons
sharing a common family dwelling. The household sector is distinct from business,
government and foreign sectors. Household production of goods and services is produced by
members of a household, for their own consumption, using their own capital and their own
unpaid labor (Ironmonger, 2001). In Vietnam, the household sector contains a wide variety
of commercial activities, such as small scale industry, construction, services, artisan crafts,
agriculture, forestry, and aquaculture. They play an important role in generating income and
employment opportunities.

According to the GSO, there were 35,004 businesses in 2000 and 147,316 enterprises in
2007, a 421% increase. On the other hand, these investment have had some limitations not
only in small scale operations (an average of 28.65 laborers, and average size of capital of
6.16 billion Vietnamese Dongs), but also in advanced technology facilities (an average of
2.26 billion Vietnamese Dongs of fixed asset per enterprise). Therefore, non-state companies
reluctantly joined larger state projects. As a result, the non-state sector is not capable of
competing internationally. However, the non-state sector has conducted national economic

activities with an unprecedented level of commitment. Recently, the non-state sector is being
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recognized for its significant contributions to economic growth in Vietnam. Non-state
enterprises have also created millions of jobs, with the number of laborers directly working
in this sector increasing in tandem with the number of workers in state owned enterprises.
Small and medium sized enterprises accounting for 96% of non-state enterprises, contribute
26% to total consumer product revenues, 31% to the total industrial output, 78% of total
retail revenues, 49% of non- agricultural jobs in rural areas, and 25 - 26% of the total labor
force of the country.

The role and contribution of the non-state sector in Vietnam have continued to rise. The
investment status of the non-state sector was not high (35.38%, compared to 43.89% for the
State sector). However, the rate of investment has grown increasingly, and contributed
46.53% to the GDP. Although, the GDP growth rate of the non-state sector has been steadily
increasing, it is still lower than the growth rate of foreign investment sector. The growth rate
for NSOE was 8.58% in 2000, and increased to 31.60% in 2008, while the corresponding
percentages in the foreign investment sector were 19.75% in 2000, and 24.14% in 2007,
reaching a high of 34.38% in 2008. Table A2.1 lists related statistics.

2.2.2.3 Foreign investment sector (FIS)

In 1987, a foreign investment law was passed soon after Vietnam started its economic
reform program, opening trade with other countries and economies. Socially oriented capital
investments and related technology are important factors for economic growth and are top
priorities for development in Vietnam. These advantages are attainable from foreign direct
investment. With an improved investment climate reducing potential country risk for private
ownership, Vietnam is positioning itself to attract increasing amounts of FDI as a potential
destination for foreign investors.

From 1996 to 2000, total FDI reached USD 4.6 billion, an increase of 30% compared to 8
years earlier. Total implemented FDI funds totaled USD 10 billion (indexed in 1995 dollars),
increasing by 1.8 times. Between 2001 and 2005, due to continuous improvements in the
investment environment in Vietnam in terms of revision and amendments of various
government policies, the total registered foreign invested capital in Vietnam reached USD 20
billion, 39% more than planned projections (USD 15 billion). It should be noted that total
implemented capital of USD 14.3 billion exceeded forecasts by 30% (follow data from MPI
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(2006))*. In addition, 730,000 additional jobs were created, bringing the total number of
direct workers in Vietnam to 1,220,000 employees, an increase of 2.49 times. The rate of
GDP growth in the foreign investment sector has been higher than either SOE or NSOE
sectors. Nguyen (2004) finds that FDI has brought important benefits to Vietnam’s economy
such as increasing investment capital and use of domestic resources, thus giving new impetus
and strength to the development of the economy. FDI creates advantages in approaching and
opening international markets, thereby increasing export volumes and production capacities.
Often it leads to the development of industrial parks, establishment of export processing
zones, socially responsible industrial disposition, and higher goal oriented, investment
performance. FDI creates more jobs demanding higher education and technical skills. The
foreign investment sector provides a vital “push” for Vietnam’s economic growth.

Foreign investment businesses continue to develop at an increased pace, thus making a
crucial contribution to the country’s growth, technology and managerial capacity. The
average production turnover has been increasing during a period of 10 years, with a 22.3%
increase from 1991 to 1996, 24.20% from 1991 to 1995, and 20.40% from 1996 to 2000. The
foreign-investment sector has provided a significant contribution to the Vietnamese
economy. However, invested capital increased, while the percentage of state owned capital
declined from 25% (1991-1995) to 24% (1996-2000), and 17.8% in 2003. In addition,
investments from developed countries, which invest in high technology, such as Japan, the
EU, and the United States, are increasing at a smaller rate than previously experienced. Most
FDI investments placed on a small or medium scale. Therefore, levels of technological
transfer associated with FDI have not led to significant local technological changes.
Although the foreign investment law has been amended for the fifth time since 2005, these
modifications have not led to increase FDI. Furthermore, the failure rate of FDI projects has
increased. In the period from 1988 to 2000, approximately USD 10 billion was withdrawn
from Vietnam (data from Economy and forecast magazine, 02/5/2006); and in the first six
months of 2006, USD 65 million was withdrawn (data from TuoiTre newspaper, 19/7/2006),
and some large-scale projects are thought to have been implemented slowly. The geographic
allocation of capital in Vietnam was a cause for internal dissension , since it was directed

primarily into more developed regions, thus its influences were very sparing in more remote

12 The five-year socio-economic development plan 2006 — 2010
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Northern, highland, central, and the Cuu Long delta regions. Table A2.1 lists related

statistics.

2.2.3 Development challenges

This part provides pragmatic views of the development challenges in terms of human
capital and education, financial development, infrastructure development, technology and
R&D, as well as institutional development in Vietnam. This research’s detailed analysis of
these research areas establish the foundation for research claims related to national

absorptive capacity presented in Chapter 6.

2.2.3.1 Human capital and Education

The education and training system of Vietnam includes kindergarten, primary, lower and
upper secondary, vocational training, and higher levels of education (bachelor, master, and
doctoral degrees). Upper secondary education is compulsory in its major cities while only
lower secondary education is compulsory for the rest of the country.

School age children comprise approximately 25% of population, indicating that there is a
high demographic demand for education, especially in major cities where secondary
education is compulsory. The government is committed to strengthening education by
providing more opportunities for these children to remain in school for longer periods of time
required to complete advanced programs. The pro capita expenditure on education and
training is supported by government policy as the highest proportion of GDP (see Figure
2.2.3.1a). The socio-economic development plan (SEDP) sets out specific quantitative targets
for the education sector; it also outlines a program of actions covering network
rationalization, renovation of examination and pricing policies. The long-term objective is for
enrollment in higher education to reach 40% by 2020 (WB, 2007).
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Figure 2.2.3.1a: State budget expenditures on socio-economic services in Vietnam
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However, the education system has had to face problems in re-educating its labor forces.

Figure 2.2.3.1b demonstrates that more than half of employed population is working in

agriculture, forestry, and fishing areas without any specific educational skills levels. In

addition, modifications to economic structure cause related changes in labor force structure

by increasing the number of knowledge based positions requiring employee retraining or

knowledge based new hires. Many agricultural workers have become jobless or the domain

of casual workers and need new special training to reenter the industrial labor force. This

shift in increased worker skills has placed a heavy demand on Vietnam’s current education

system.
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Figure 2.2.3.1b: Employed population structure by kind of economic activity in Vietnam
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2.2.3.2 Financial development

Since the period of French domination in the 19" and 20" centuries, the Vietnamese
financial system has developed in parallel with the rise and fall of the nation’s economy.
Today, this system is a bank-based financial one. Their banking structure includes four major
components: (1) financial market, (2) financial institutions, (3) financial instruments, and (4)
a financial infrastructure.

The Vietnamese financial market is comprised of capital, money, and foreign exchange
markets. Their financial institutions embrace a central banking and credit institutions, a state
securities commission, securities corporations, insurance companies, and some financial
institutions such as the Vietnam Postal Savings Service Company and provincial
development investment funds. The banking sector has evolved into a greater diversification
of financial products. The state bank of Vietnam serves as a central bank and employs a bank
regulator for 80 commercial banks and 927 People’s Credit Unions. According to one report,
there are four state owned commercial banks, two policy and a small housing banks, which
are grouped with the four State owned commercial banks. Beside its banks, Vietnam has five

financial companies owned by the biggest State owned groups such as the Vietnam
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Electricity Group, Petro Vietnam, the Vietnam Post Office and Telecommunications Group;
and six financial leasing companies that belong to State owned commercial banks.
International investors have indicated a continued high level interest in Vietnam’s financial
market. At the end of 2007, there were five foreign banks, thirty-five foreign bank branches,
two foreign financial corporations and four joint venture financial companies currently active
there™. Furthermore, the Vietnamese market is comprised of an informal financial sector,
which includes moneylenders and rotating savings and credit union associations. There are
also an informal credit connections between professional moneylenders, relatives, and their
friends. It enables individuals to jointly collect and distribute personal savings. The
transaction is not legally regulated, however, credit trust is guaranteed by individual
commitments.

The Vietnam market covers many kinds of financial instruments, for example, loans from
banks, government bonds, treasury bonds, forward and futures’ contracts, swaps and other
types of derivative options. Vietnam’s financial infrastructure is founded on a set of
institutions, which provide an environment for the effective operation of financial
intermediaries. The existing legal and regulatory framework of Vietnam is thought to be
adequate to support these financial operations. Since 2000, their financial institutions have
implemented an electronic payment system. This system has speeded progress in payment
processing by applying the advanced technology in banking payment transactions. However,
national financial supervision has not indicated that its financial institutions are sufficiently
mature to enough to push the current Vietnamese financial system towards global integration,
with a concomitant comfort level for sustainable development and continuous sound
operations.

Since 2001 the government has started an intense reform agenda which aims to create a
modern financial system. Laws and regulations have been issued to advance accounting
standards and the regulatory framework for commercial banks up to the standard of
international practices propounded by the International Accounting Standards Board (IASB)
and its related financial reporting requirements embodies in the International Financial
Reporting Standards (IFRS). Furthermore, in 2006, the government approved a five-year

banking sector development program that built the State Bank of Vietnam into a modern

13 http://www.saga.vn/Taichinh/Thitruong/Nganhang/10058.saga, accessed on May 4, 2009
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central bank and strengthened its control authority in terms of effective supervision of its
financial banks that are capable of conducting standardized monetary policy within its
institutions. In addition, the strategy calls for private capital to join with the State owned
commercial banks and encourages modernization of its foreign investment policies.
Moreover, the development of a legal foundation, including the drafting of four new laws
covering their central bank, credit institutions, bank supervision and deposit insurance

regulations has been stipulated.

2.2.3.3. Infrastructure development

By 1975, the infrastructure system in Vietham was heavily destroyed by the war. The
government has spent enormous efforts to reconstruct it since then. Annual investments rates
in the order of 9% to 10% of GDP led to significant increases in the construction and
improved maintenance of roads, telecommunications, port capacity and power supplies. In
2007, Vietnam had 151,632 kilometers of highways, 25 percent of which were paved, 37,312
kilometers of rivers and 28,161 bridges. Vietnam’s major ports are located in Hai Phong (in
the north), Da Nang (in the central region) and Ho Chi Minh City (in the south), as well as
other smaller local ports. Vietnam has nine international, fourteen civil, and eleven military
airports. Figure 2.2.3.3a presents in part Vietnam’s transportation capacity. Freight is mostly
transported by road and maritime shipping both in Vietnam’s river systems and on the South

China Sea.
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Figure 2.2.3.3a: Volume of freight by type of transport in Vietnam (1995-2007)
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The Vietnamese government has given priority to developing its various transportation
systems. In Decree no. 78/2007/ND-CP, dated 11/5/2007*, the government directed that
construction projects be initiated in the construction of infrastructure works including
highways and roads , bridges, tunnels and related utilities, plus railways, electrical car and
truck tracking, airport terminals, sea ports, river terminals, ferry boat jetties, water supply
systems, water drainage systems, sewerage and waste treatment facilities , power plants, and
power transmission lines. Specific major transportation, infrastructure projects are scheduled
to be financially underwritten and deployed from now until the year 2020. These projects
include the TransViet (north- south), Phase 11 links between Hanoi-Haiphong, Hanoi-Laocali,
and Dau Giay - Da Lat highways; plus the Ho Chi Minh Interstate highway system; the Van
Phong international transit port, and the Long Thanh international airport terminal.

According to the Power Regulation Authority of Vietnam, annual electrical generation
output was up over 4.0% and reached 18.6 billion kilowatt-hours (kWh) in the first quarter of
2009. The state-owned Electrical Power of Vietnam Group (EVN) mainly supplies over 65%

1% On investments under the build-operate-transfer (BOT), build-transfer-operate (BTO) and build-transfer
(BT) models
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of the nation’s total output. The Vietnamese oil and gas group (Petro Vietnam) has produced
another 11.8%. The coal and mineral industries group, small hydropower plants, and several
build-operate-transfer projects have provided the rest of Vietnam’s electrical output. Despite
this, Vietnam still suffers from energy shortages, due to increasing consumer demand
outstripping its power industries’ ability to increase output sufficiently, especially in periods
of peak demand when industrial demand is high or during the summer when air conditioners
are being switched on.

Many projects are in the building phase, such as Ca Mau Gas-Power-Fertilizer Complex,
one of gas pipelines, urea plants, and thermal power plants in southern Vietnam. Total
design, gas transport capacity of this pipeline reaches 2 billion cubic meters per annum. The
Son La Hydroelectric dam is the most extensive facility of its kind plant in South-East Asia
with electrical output expected to reach 9.429 billion kWh/ per year. Wind power is more
recently preferred in Vietnam as it generates energy and does not consume fuel to operate,
and has proven to be environmentally friendly and its time required to install is minimal
compared with other conventional power producing facility installations. The government
has planned to build several more wind power plants in areas with favorable wind conditions.
This will be a possible long term solution for Vietnam’s rising energy demand.

In the area of telecommunications, Vietnam has demonstrated radical transformation.
The density of telephones reached a new high density of thirty-five telephones per one
hundred people in 2007, and the mobile network covered 100% of the districts with over
12,000 Base Transceiver Stations (BTS). In 2008, Vietnam’s first telecommunications
satellite, named VINASAT I, was launched into permanent orbit, marking a new step of
Vietnamese telecommunication infrastructure development. Figure 2.2.3.3b presents the
rapid growth of telephone user density.
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Figure 2.2.3.3b: Number of telephones subscribers in Vietnam
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2.2.3.4 Technology and R&D

According to international guidelines, R&D (also occasionally referred to as research and
experimental development) comprises creative work “undertaken on a systematic basis in
order to increase the stock of knowledge, including knowledge of man, culture and society,
and the use of this stock of knowledge to devise new applications” (OEDC, 2002b) (p. 30).

Although Vietnam maintains hundreds of research institutions, research centers,
consultant centers, laboratories, experimental stations, and observatory stations; the
technological level and R&D capacity has been insufficiently developed to respond to rapid
economic and social demands. Generally, based on their individual administrative status,
there are eight major recipients, both government funded and non-government funded, R&D
organizations in Vietnam, as follows:

(1) State critical scientific organizations, the two most important are the Vietnam

Academy of Science and Technology, and the Vietnam Social Science Institute.
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(2) Scientific organizations are set up and owned by ministries or provinces, such as the
Ministry of Agriculture and Rural Development, the Ministry of Information, and
Telecommunications, the Population, and Family and Children’s Committee. These
organizations’ research concentrates on the scientific, technical and / or policy problems in
the field for ministries or provinces.

(3) Scientific organizations of universities

(4) Scientific organizations of State owned enterprises

(5) R&D organizations of non-State enterprises

(6) R&D organizations of political, social and professional organizations

(7) Scientific organizations of professional associations, and

(8) Foreign R&D organizations including joint-venture R&D organizations

Recently, certain foreign investors, interested in underwriting R&D in Vietnam, have
authorized FDI project funding there. For example, Matsushita Electric, the owner of the
Panasonic brand name, has announced that it will invest in an R&D research park in
Vietnam. This will be the third group of R&D research parks in Southeast-Asia to design
chipsets, mobile phones’ software, and flat-screen television sets. Renesas Technology,
Japan’s leading and the world’s third-largest semiconductor and chipset producer has
planned to establish another R&D research park in Vietnam as well.

The first four of the above research organizations normally receive funding from
Vietnam’s public budget. Their funding as a percent of Vietnam’s total budget has steadily
receded from 2000 to 2006. Table 2.2.3.4 charts the share of expenditure in GDP in science,

technology and environment in Vietnam.

Table 2.2.3.4: Share of expenditure on science, technology and environment in GDP in Vietnam

Unit: %
2000 2001 2002 2003 2004 2005 2006
1.14 1.25 1.25 1.02 1.10 0.98 0.82

Source: based on data from GSO

The Vietnamese government considers incentivizing research organizations to transform

the structure of their activities to more market oriented FDI studies. During the period from
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2001 to 2010 the SEDP wrote that “strongly transform[ing] some non-productive scientific
and technological activities into service providing function in line with the market economy,
including evaluation, assessment, appraisal, information, consultancy and brokerage of
technology transfer; study, design and implementation; legal counseling on intellectual
property rights; and service functions regulating national standards, measurements and
quality norms”. (MPI, 2006, p.76).

2.2.3.5 Institutional development

According to North’s famous definition, institutions are ‘humanly devised constraints
that shape human interaction’. They are the ‘rules of the game’ in a society, the rules that
facilitate human interaction and societal life. Consequently, institutional development may be
seen as the processes by which institutions evolve and perish, i.e. ongoing endogenous and
autonomous processes in society.

Vietnam is going through a process of profound social and institutional transformation.
Economic and civil relations have been progressively turned into regulations and market
practices instead of the administrative orders and disciplines of the former centrally planned
executive economy. The laws most significantly needed for performing business activities
now have been enacted. Although the legal framework has been developed, it still remains
complex and inconsistent. In respect to current public administration, the Vietnamese
government has been carrying out the Public Administration Reform Act (PAR) master
program during the period from 2001 to 2010, which are associated with four reform
categories (Table 2.2.3.5).

In addition, the Vietnamese government has been strongly investigating, trying, and
convicting corruption to gain citizens’ and international investors’ trust and confidence. The
government ensures “openness and transparency in organization’s activities such as: public
procurement and capital construction, management of construction investment projects,
finance and State budgeting, mobilization and utilization of people’s contributions, use of
grants and aids, and management of land use” (MPI, 2006b) (p.133).
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Table 2.2.3.5: The PAR master program for 2001-2010

Key program

Tasks

1. Institutional

reform

1. To build up and perfect institutions, focusing on economic
institutions required for the market-oriented economy with socialist
orientation, and institutions responsible for the organization and
operation of the public administration system

2. To renovate the process of developing and issuing normative legal
documents

3. To ensure strict and transparent law enforcement by public
institutions as well as by cadres and civil servants

4. To reform administrative procedures

2. Organization

structure reform

1. To redefine and adjust functions and tasks of the government
agencies, so that these functions will be in line with the requirements of
State management

2. To adjust tasks handled by government agencies in order to avoid
overlapping and duplication of functions and responsibilities

3. To transfer service delivery tasks which are not necessarily best
handled directly by government agencies to social organizations, non-

governmental organizations, or businesses

3. Renovation and
improvement of
quality of cadres and

civil servants

1. Renovation of the management of cadres and civil servants

2. Reforming the salary system and developing incentives

3. Training and upgrading cadres and civil servants

4. Enhancing cadres and civil servants’ responsibility, accountability,

and ethical standards

4. Public finance

reform

1. To reform the mechanism for decentralizing financial and budgetary
management to ensure unity of the national and financial management
system

2. To reform financial mechanisms in service delivery units

Source: Based on (PAR, 2001)
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2.3. FDI in Vietnam
2.3.1 Policy on FDI

The FDI sector is recognized in Vietnam’s Constitution as an important integral part of
the country’s economy. The law on investment in Vietnam can be summarized as follows
(cited Foreign Investment Agency — MPI): The Vietnamese government guarantees that
investors will receive “fair and equitable treatment.” The capital and other lawful assets of
foreign investors will not be requisitioned or expropriated by administrative measures or
without their voluntary consent. Enterprises with foreign capital shall not be nationalized.
The investor’s industrial property rights and legitimate interests in technology transfers are
also protected. Foreign investors’ legitimate interests are protected from detrimental

legislative changes. Figure 2.3.1 is a flowchart of the project appraisal process.

Figure 2.3.1: Flowchart from the point of application submission through project approval
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2.3.2 Trends and structure of FDI in Vietnam

As mentioned previously, foreign invested sectors become a crucial contribution to
Vietnamese economic growth. With much of the improvement in the area of investment,
Vietnam is now an interesting and potential destination for foreign investors. Amount of FDI

inflows into Vietnam is shown in Figure 2.3.2a.

Figure 2.3.2a: Investment of FDI in Vietnam (Billion Dongs)
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Up through to December 2008, there were 9,761 FDI projects with USD 143.3 billion
invested in Vietnam. In 2008, FDI flows increased dramatically into Vietnam. The registered
capital went up sharply in some sectors, for instance, oil and gas were recorded at 17.55% of
total registered capital in 2008 as compared to 4.65% of the registered capital from the period
of 1988 to 2007. Similarly, new urban area construction was increased to 8.12% compared
with its former 4.18%; office space and apartment buildings increased to 15.92% as
compared to 11.15%; and heavy industry acquired 32.26% in contrast to its former 28.85%.
However, investment has decreased sharply in light industry (3.02% compared to 15.97%),
in the food industry also down (0.72% compared to 4.36%), in construction (0.58%
compared to 6.38%), in banking and finance (0.03% compared to 1.08%), and in 1Z & EPZ

infrastructure construction (0.23% compared to 1.69%).
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The pie chart presented in Figure 2.3.2b expresses the percentage distribution of FDI in
Vietnam as well as Vietnam’s relative manufacturing and service distribution as percentages.
From 1988-2007, sectors that attracted decidedly more FDI were heavy industry (49.66% of
the total investment capital), construction and Real estate, renting business activities
(27.62%), mining and quarrying, electricity, gas, and water supply (7.66%), hotels and
restaurants (5.48%), while the service sector, which was less attractive, included culture,
health, and education (1.81%), and finally banking and finance (0.57%). Agriculture, forestry
and fishery, transportation, wholesale and retail trade, repair of motor vehicles, and motor
cycles, plus personal and household goods garnered only between 2.53% and 4.68% of
invested capital, respectively.

Investments from developed countries, which have funded high technology projects, such
as Japan, EU, and United States, are increasing at a smaller rate from year to year. Most
foreign investors underwrite on a small and medium scale. They have either invested in
industries that require inexpensive and low educated labor, such as textile, food processing,
and agriculture or exploit natural resources, such as oil and gas, mineral deposits, mineral
water and premium fish. Heavy industry has received the highest investment because of its
iron and steel projects, which production processes are also a primary cause of CO?
emissions and fine particulate pollution. Further information is presented in A2.2 (Source

countries of FDI) and A2.3 (FDI project registration).
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Figure 2.3.2b: FDI distribution (1988-2007)
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Source: Based on data from GSO

With respect to FDI fund sourcing countries, there are 82 economies, which have
registered project proposals with Vietnam, but only 64 of them have disbursed funding for
their projects. The Netherlands has the highest rate of implemented capital with 78.17%; the
average size of a Dutch project is USD 3.021 billion™>. Among those 64 economies, there are
25 from Asia-Pacific and Middle East, 21 from Europe, 17 from America and Caribbean
area, and 2 from Africa. The investment from developed countries, such as Japan, EU, and
United States, is increasing, but at a smaller rate. South Korea is Vietnam’s top investor with
21.38% of the total number of projects and 16.93% of invested capital. The size of South
Korea’s projects on average is not the largest at USD 775.3 million. Theirs is 11 times lower
than the British West Indies, who leads in average-sized projects with USD 8.5 billion.
However, the rate of implemented capital from the British West Indies projects is 22.92% as
a percentage of total registered capital. Figure 2.3.2c demonstrates FDI distribution by major
countries. For more details on the source country funding, refer to Table A2.2, A2.3, and
A4.1 in the Appendix.

1> Dutch FDI is mainly in the maritime sector, shipping, shipbuilding, energy, medical equipments, clean water
supply, high-tech and telecoms.
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Figure 2.3.2c: FDI distribution by major investor countries (1988-2006)
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Foreign investment plays a significant role in pushing forward national economic growth.
However, FDI in Vietnam is not adequate for matching its future projected requirements. The
quantity and quality of FDI are not high compared with some neighboring countries such as

Singapore, Malaysia, and Thailand.

2.4 FDI in Vietnam: A comparison with ASEAN countries

Vietnam is ranked as the country with the highest annual economic growth rate in recent
times. It reached 8.5% in 2007. Nonetheless, Vietnamese GDP per capita is very low, only
USD 2800'° in 2008, ranking it the 7™ overall, which is lower than Singapore by 18.8 times,
Brunei, 9.84, Malaysia, 5.54, Thailand, 3.01, Indonesia, 1.31, Philippines, 1.27 while higher
than Laos only 1.37 times, and Cambodia, 1.44.

The literacy rate in ASEAN countries is also similarly high; however, economic GDP
growth rates in these same countries vary widely. In most of the above-mentioned countries,
including Vietnam, their literacy rate is over 90%. This figure confirms that Vietnamese
labor consists of highly educated individuals, a good condition for attracting FDI. The
amount of the inward FDI that flows into Vietnam is quite high, although not as high as
Singapore or Malaysia. However, the FDI inflow as a percentage of Vietnam’s GDP is
marginally higher than that of Indonesia, or the Philippines, while it is much lower than that
of Singapore, Brunei, Malaysia, Thailand, Laos, or Cambodia. This means that FDI inflow
into Vietnam is not as high as previously projected. Regarding its inward FDI ranking,
Vietnam stands 78", an average position when compared to the other 141 economies
surveyed. In terms of ranking, Vietnam is 92nd in terms of favorable business conditions,
while Singapore is first, Thailand 13" and Malaysia 20™. These indices confirm that the
conditions for doing business in Vietnam are below the ASEAN countries average (see Table
2.4).

16 See appendix A.2 for database sources of all used datum
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Table 2.4: Key economic and investment climate indicators (2008)

The Role of FDI Inflows in Vietham

BRU KHM IDN LAO MYS PHL SGP THA VNM
GDP growth rate*** (%) 0.6 7 5.9 6.5 5.5 45 3 4.8 6.3
GDP** (3US) 14927 9916 496826 4629 214734 172348 192765 272143 81328
PPP***($US) 25600 1800 3400 1900 14400 3300 48900 8000 2600
Net FDI inflows 239.2 8152 79185 2278 73184 1520  22801.8 98345 8050
Share to total net inflows to ASEAN 0.4 1.4 13.3 0.4 12.3 2.6 38.4 16.5 13.5
Doing Business**** 88 135 129 165 20 140 1 13 92
- Starting a Business 130 169 171 92 75 155 10 44 108
- Dealing with Construction Permits 72 147 80 110 104 105 2 12 67
- Employing Workers 5 134 157 85 48 126 1 56 90
- Registering Property 177 108 107 159 81 97 16 5 37
- Getting Credit 109 68 109 145 1 123 5 68 43
- Protecting Investors 113 70 53 180 126 2 11 170
- Paying Taxes 35 24 116 113 21 129 5 82 140
- Trading Across Borders 42 122 37 165 29 58 1 10 67
- Enforcing Contracts 157 136 140 111 59 114 14 25 42
- Closing a Business 35 181 139 181 54 151 2 46 124

Sources: * Foreign direct investments net inflow, intra- and extra-ASEAN

** International Monetary Fund,
*** CIA World Face book, 2008

**** Doing Business, World Bank, 2008

2008

Brunei (BRU), Cambodia (KHM), Indonesia (IDN), Lao PDR (LAO), Malaysia (MYS), Philippines (PHL), Singapore (SGP),
Thailand (THA), Vietnam (VNM). There lacks of values of Myanmar and East-Timor.
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2.5. Conclusion

Investment ownership conditions in Vietnam have changed along with its history and
economic development. Section 2.2 confirms that the economy developed mainly through
domestic trade in the period 1975 to 1986. There was no FDI during that period, except
ostensibly grants in aid from Eastern European countries. More than 20 years after opening
its door to foreign investment in 1986 coupled with the first launching of a foreign
investment law in 1987, the Vietnam economy has accomplished significant FDI growth. Its
annual growth rate is averaging approximately 7%. Its GDP is 46" largest in the world, and
GDP per capita was $2,800 in 2008, an increase of almost 700% as compared to 2000. Their
foreign investment sector has contributed to this achievement as well. From 2000 to 2006,
the foreign investment sector has provided 16.33% of the country’s capital investments,
contributed 14.77% of the GDP and has increased employment by 16.38%. Furthermore, the
foreign investment sector has brought greater competition to Vietnam. This has caused
changes in the development of domestic entities” manufacturing and servicing capabilities, in
terms of upgrading advanced technological facilities, high quality of production, and highly
experienced international trading teams. These improvements and renovations have led to
additional positive developments in Vietnam. However, comparisons between Vietnam and
its neighboring countries charted in the Section 2.4 indicate that FDI inflows into Vietnam
are fairly average.

Should Vietnam’s present FDI policy be reconsidered? This issue is taken into account
and discussed in the research presented here. To establish a sound policy, it is important to
understand FDI’s theoretical aspects and identify salient factors that influence FDI inflow, as
either facilitators or barriers in its transmission and transformation process. The introduction
to Vietnam’s economy and its major economic sectors are the foundation for posing these
respective research’s hypotheses and objectives. Those items have been selected to
investigate the push and pull factors discussed in Chapter 4 as well as comparative advantage
factors and attraction factors influencing inward FDI flows in Chapter 5.

With regard to domestic entities, State-owned enterprises (SOEs) are well financed and
endowed with advanced technology. However, most capital investments are directed towards
public works, such as infrastructure, education, and public health where gains in productivity
are difficult to identify. Privately owned enterprises (POEs) are usually small in size, have
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less advanced technologically and as a result, their capacities most likely will not have the
critical mass to join as partners in or suppliers to the foreign investment sector. Moreover,
Vietnam’s labor force is abundant, but insufficiently trained in professional skills to meet the
requirements of the foreign investment sector. Innovation is basically developed by State
institutions, universities, and SOEs, while in contradistinction; it is mainly created by private
enterprises in developed countries. Consequently, Vietnam’s planned innovation processes
require greater lead times for development than is required to meet the fast paced demands of
the market. Such conditions have created barriers for FDI’s smooth operation and growth.
From 1987 to 2007, the average ratio of paid out capital to registered FDI was only 34.37%.
This cash flow bottleneck poses a significant dilemma concerning the absorptive capacity of
FDI for Vietnam’s economy. Like a green plant, to absorb sunlight and water, it needs to
have a complete interactive system of leaves, roots, a stem, and body to function. Likewise,
to absorb FDI, a country also needs to have functional, interactive absorptive capacities to
spread FDI benefits. It is necessary to study and analyze from an existing situation in practice
the necessary factors required to absorb FDI externally and extend benefits internally to
complete FDI’s full life cycle. The development challenges discussed in Section 2.2 supplies
ideas for stating propositions mandated for constructing a reliable FDI absorptive capacity

model as described later in Chapter 6.
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Appendices

Table A2.1: The reported status of enterprises from 2000-2007

2000 2001 2002 2003 2004 2005 2006 2007 2008 Average
2000-07
Number of existing
enterprises unit
State owned enterprise 5,759 5,355 5,363 4,845 4,597 4,086 3,706 3,494 4,651
(in %, compared to total) 13.62 10.36 8.53 6.73 5.01 3.62 2.82 2.24 5.16
Non-state enterprise 35,004 44,314 55,237 64,526 84,003 105,167 123,392 147,316 82,370
(in %, compared to total) 82.78 85.75 87.81 89.60 91.55 93.11 93.96 94.57 91.44
Foreign investment enterprise 1,525 2,011 2,308 2,641 3,156 3,697 4,220 4,961 3,065
(in %, compared to total) 3.61 3.89 3.67 3.67 3.44 3.27 3.21 3.18 3.40
Total 42,288 51,680 62,908 72,012 91,756 112,950 131,318 155,771 90,085
100 100 100 100 100 100 100 100 100
Number of employees in
enterprises person
State owned enterprise 2,088,531 2,114,324 2,259,858 2,264,942 2,250,372 2,037,660 1,899,937 1,763,117 2,084,843
(in %, compared to total) 59.05 53.76 48.52 43.77 39.00 32.67 28.29 23.88 38.42
Non-state enterprise 1,040,902 1,329,615 1,706,857 2,049,891 2,475,448 2,979,120 3,369,855 3,933,182 2,360,609
(in %, compared to total) 29.43 33.80 36.65 39.61 42.90 47.76 50.18 53.28 43.50
Foreign investment enterprise 407,565 489,287 691,088 860,259 1,044,851 1,220,616 1,445,374 1,685,861 980,613
(in %, compared to total) 11.52 12.44 14.84 16.62 18.11 19.57 21.52 22.84 18.07
Total 3,536,998 3,933,226 4,657,803 5,175,092 5,770,671 6,237,396 6,715,166 7,382,160 5,426,064
100 100 100 100 100 100 100 100 100
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Annual average capital billion

of enterprises Dongs

State owned enterprise 670,234 781,705 858,560 932,942 1,128,831 1,333,935 1,575,959 1,956,849 1,154,877

(in %, compared to total) 67.13 65.91 63.50 59.53 57.40 54.88 51.92 47.06 55.34

Non-state enterprise 98,348 142,202 202,396 289,625 422,892 607,271 854,848 1,442,319 507,488

(in %, compared to total) 9.85 11.99 14.97 18.48 21.50 24.98 28.16 34.69 24.32

Foreign investment enterprise 229,841 262,107 291,120 344,611 414,789 489,521 604,609 758,734 424,417

(in %, compared to total) 23.02 22.10 21.53 21.99 21.09 20.14 19.92 18.25 20.34

Total 998,423 1,186,014 1,352,076 1,567,178 1,966,512 2,430,727 3,035,416 4,157,902 2,086,781
100 100 100 100 100 100 100 100 100

Value of fixed asset and long

term investment of billion

enterprises Dongs

State owned enterprise 229,856 263,153 309,084 332,077 359,988 486,561 794,194 900,583 459,437

(in %, compared to total) 55.83 55.22 55.96 51.44 48.35 51.09 55.55 47.85 51.81

Non-state enterprise 33,916 51,049 72,663 102,945 147,222 196,200 298,296 591,188 186,685

(in %, compared to total) 8.24 10.71 13.16 15.95 19.77 20.60 20.86 31.41 21.05

Foreign investment enterprise 147,941 162,313 170,579 210,483 237,363 269,676 337,292 390,186 240,729

(in %, compared to total) 35.93 34.06 30.88 3261 31.88 28.31 23.59 20.73 27.14

Total 411,713 476,515 552,326 645505 744,573 952,437 1,429,782 1,881,957 886,851
100 100 100 100 100 100 100 100 100

billion

Investment Dongs

State owned enterprise 89,417 101,973 114,738 126,558 139,831 161,635 185,102 197,989 174,435 143,520

(in %, compared to total) 59.14 59.81 57.33 52.90 48.06 47.11 45.74 37.21 28.55 43.89

Non-state enterprise 34,594 38,512 50,612 74,388 109,754 130,398 154,006 204,705 244,081 115,672

(in %, compared to total) 22.88 22.59 25.29 31.09 37.73 38.00 38.05 38.47 39.96 35.38

Foreign investment enterprise 27,172 30,011 34,795 38,300 41,342 51,102 65,604 129,399 192,360 67,787

(in %, compared to total) 17.97 17.60 17.38 16.01 14.21 14.89 16.21 24.32 31.49 20.73

Total 151,183 170,496 200,145 239,246 290,927 343,135 404,712 532,093 610,876 326,979
100 100 100 100 100 100 100 100 100 100
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Growth rate of Investment

%

State owned enterprise 16.19 14.04 12.52 10.30 10.49 15.59 14.52 6.96 (11.90) 9.86
Non-state enterprise 9.68 11.33 31.42 46.98 47.54 18.81 18.10 32.92 19.24 26.22
Foreign investment enterprise 19.85 10.45 15.94 10.07 7.94 23.61 28.38 97.24 48.66 29.13
billion
GDP Contribution by ownership Dongs
State 170,141 184,836 205,652 239,736 279,704 322,241 364,250 410,883 507,620 298,340
(in %, compared to total) 38.52 38.40 38.38 39.08 39.10 38.40 37.39 35.93 34.35 37.18
Non-State 212,879 230,247 256,413 284,963 327,347 382,804 444560 527,432 694,083 373,414
(in %, compared to total) 48.20 47.84 47.86 46.45 45.76 45.61 45.63 46.12 46.97 46.53
Foreign investment sector 58,626 66,212 73,697 88,744 108,256 134,166 165,456 205,400 276,014 130,730
(in %, compared to total) 13.27 13.76 13.76 14.47 15.13 15.99 16.98 17.96 18.68 16.29
Total 441,646 481,295 535,762 613,443 715,307 839,211 974,266 1,143,715 1,477,717 802,485
100 100 100 100 100 100 100 100 100 100
Growth rate of GDP %
State 9.82 8.64 11.26 16.57 16.67 15.21 13.04 12.80 23.54 14.17
Non-State 8.58 8.16 11.36 11.13 14.87 16.94 16.13 18.64 31.60 15.27
Foreign investment sector 19.75 12.94 11.30 20.42 21.99 23.93 23.32 24.14 34.38 21.35
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Size of enterprise based on

average of employees person

State 362.66 394.83 421.38 467.48 489.53 498.69 512.67 504.61 456.48
Non-State 29.74 30.00 30.90 31.77 29.47 28.33 27.31 26.70 29.28
Foreign investment enterprise 267.26 243.31 299.43 325.73 331.07 330.16 342.51 339.82 309.91
Size of enterprise based on billion

average of capital Dongs

State 116.38 145.98 160.09 192.56 245.56 326.46 425.25 560.06 271.54
Non-State 2.81 3.21 3.66 4.49 5.03 5.77 6.93 9.79 5.21
Foreign investment enterprise 150.72 130.34 126.14 130.49 131.43 132.41 143.27 152.94 137.22
Size of enterprise based on billion

average of fixed asset Dongs

State 39.91 49.14 57.63 68.54 78.31 119.08 214.30 257.75 110.58
Non-State 0.97 1.15 1.32 1.60 1.75 1.87 2.42 4.01 1.89
Foreign investment enterprise 97.01 80.71 73.91 79.70 75.21 72.94 79.93 78.65 79.76
Size of enterprise based on billion

average of investment Dongs

State 15.53 19.04 21.39 26.12 30.42 39.56 49.95 56.67 32.33
Non-State 0.99 0.87 0.92 1.15 1.31 1.24 1.25 1.39 1.14
Foreign investment enterprise 17.82 14.92 15.08 14.50 13.10 13.82 15.55 26.08 16.36
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Table A2.2: FDI project registrations and average sizes

(Million dollars and number of projects)*’

Number of Average registered capital
Year projects Registered capital per project
1990 107 735 6.9
1991 152 1291 8.5
1992 196 2208 11.3
1993 274 3037 11.1
1994 372 4188 11.3
1995 415 6937 16.7
1996 372 10164 27.3
1997 349 5591 16.0
1998 285 5100 17.9
1999 327 2565 7.8
2000 391 2839 7.3
2001 555 3143 5.7
2002 808 2999 3.7
2003 791 3191 4.0
2004 811 4548 5.6
2005 970 6840 7.1
2006 987 12004 12.2
2007 1544 21348 13.8

!7 Registrations are based on total project cost over the entire duration of the investment cycle, including parts
financed by third-party debt.
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Table A2.3: Source countries of FDI, 1988-2006
(Number of projects, percentage of total and million dollars)

Home economy Number Share of Registered Share of total
of projects total number capital registered
of projects  (million dollars) capital
(per cent) (per cent)
European Union 727 8.8 10,935 14.0
Singapore 543 6.6 10,003 12.8
Taiwan Province 1743 21.2 9,502 121
Republic of Korea 1438 175 9,252 11.8
Japan 838 10.2 8,398 10.7
China 508 6.1 1243 1.6
Hong Kong 548 6.7 6400 8.2
ASEAN 540 6.6 4,397 5.6
US and Canada 459 5.6 3,630 4.6
Other 893 10.8 14,385 18.4
Total 8237 100 78,248 100
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3. A Survey of Theoretical and
Empirical Analyses for Determinants

of Foreign Direct Investment

3.1. Introduction

Foreign Direct Investment (FDI), currently, is a generally accepted economic concept,
since this word appears quite often in newspapers, magazines, and on television, even in
advertisements. As a matter of course, academic researchers are widely involved in the study
of FDI in several contexts, such as economics, as well as the political, and social sciences.
The more FDI grows, the more numerous researchers are likely to be. Therefore, a review of
FDI theories to gather its scattered dimensions and to establish the current status FDI
research is considered necessary at this point in this study.

What is FDI? Different schools offer different interpretations of FDI. Hymer (1966)
writes in his PhD dissertation “Direct investment is capital associated with the international
operations of firms and movements of direct investment are determined by the extent of
international operations” (p.3). Hymer examines the multinational enterprise (MNE) as an
institution for international production, rather than international exchange. Meanwhile,
McClintock (1988) presents “MNE as an enterprise involved in the control and management
of production facilities located in two or more nations”, and “direct foreign investment is
defined as financial, physical, and human capital movements directed at control over the
management and pecuniary [control] of the MNE” (p.477). According to Buckley and
Brooke (1992), FDI is a package of capital, managerial and technological knowledge and
other skills, which takes place internally within multinational corporations (MNCs). From
these points of views, one may observe that FDI and MNEs are mutually dependent on each
other and maintain strong ties in practice. Therefore, it may also be concluded that FDI
theories are similar to theories of MNE in general, and furthermore, that MNE research,
where it discusses FDI, is relevant and applicable to FDI research as well.
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Why does FDI occur? What factors determine FDI’s initiation, establishment, and
benefits? Both theoretical and empirical research has been conducted to respond to these
questions. Theoretical researchers have tried to explain FDI’s initiation, while empirical
researchers have provided evidence and case studies of how FDI is established. Because FDI
is often very dynamic in character, presentation, and performance, it is common for it to
present itself in a state of growth in several import sectors of its economy; therefore, FDI
theories are continuously challenged with new empirical evidence requiring reassessment of
their current status quo. To add strength to the ongoing academic debate over such theories,
researchers have relied on empirical evidence to determine the importance of various
candidate FDI determinants that may be involved in its life cycle. Empirical research has
generally been conducted, either in several groups of countries, or a specific region, or
country. This paper aims to survey FDI theories including both theoretical and empirical
modalities. Through theoretical research, this research has determined (1) what are the most
widely accepted theories for explaining the generation of FDI. Conversely, by reviewing
empirical research, we want to find (2) what factors determine FDI’s establishment at a
general destination as well as in a particular country.

Specific countries have their own history, culture, language, natural resources, education
levels, and geographical territories; therefore, research results would be necessarily different
between studying a specific country and a given region within that the country. For that
reason, three aspects of theoretical analysis, empirical evidence, and specific country cases is
addressed in the literature review in this chapter. In terms of theoretical analysis, theories
related to industrial organization, internalization, internationalization, financially-oriented
theory as well as institutional theory are represented to in this analysis to provide a wider
scope of information related to the path and development of FDI. The review of theory
supplies critical points of current knowledge related to FDI’s founding and establishment.
Empirical studies provide knowledge concerning methodological approaches as well as a
general view of widely applied variables for quantitative analysis. Country case studies,
experiences from developing countries in Africa, Latin America, and Asia, including studies
of Vietnam have been selected and documented as part of this study. Generally, this chapter
aims to identify and understand FDI’s founding and course for its further development and

maturation. These are the basic grounds for formulating and constructing this research
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study’s conceptual framework. Specific theories corresponding to specific research
methodologies are represented in each empirical chapter (Chapters 4, 5, and 6). This chapter
is further organized as follows. The second section is a theoretical review of literature with
economic and political connections and explanations. The third section reviews empirical
evidence gleaned from empirical studies and country case studies from: Africa, Asia, and

Latin America. The fourth and last section summarizes Chapter 3.

3.2. Theoretical studies
3.2.1. Overviews

Certain surveys of FDI theories have been conducted applying different models. Agarwal
(1980), Lizondo (1991), Twimukye (2006) mentions about perfect and imperfect market
paradigms; while Brewer (1992) reviews the theoretical economic and political aspects of
FDI. Subsequently, Blonigen (2005) highlights available empirical literature exploring FDI
determinants from a partial equilibrium viewpoint of MNEs. This current survey draws on
and emphasizes economic and institutional explanations. This research begins by discussing
widely accepted theories, which involve trade and markets, comparative advantage,
innovation, finance, and government policies. FDI theories evolving since WWII were
reviewed by observing the movement of U.S. firms, Japanese firms, and other developed
countries abroad since the end of WWII, and the emergence of TNCs in developing countries

in more recent years.

3.2.2. Theories of FDI
3.2.2.1. Trade/ Industrial Organization theory

These theories argue that FDI is a result of an imperfect global market environment, and
were developed by authors, such as Ohlin (1933), Hymer (1966), Kindleberger (1969), Caves
(1971), Helpman (1984), Markusen and Venables (1996), and Markusen and Strand (2009).
Heckscher (1919) and Ohlin (1933), are the earliest authors who laid the groundwork for
substantial development in international trade theory. They constructed a factor—proportions
model, which focuses on relationships between countries’ factor-endowment composition
and commodity trade patterns, as well as the consequences of free trade for a functional

distribution of income within countries. The Heckscher-Ohlin theorem states that: a capital-
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abundant country will export the capital-intensive good, while the labor-abundant country
will export the labor-intensive good. Capital flows are attracted from capital abundant to
capital scarce countries as a means of improving returns on private capital. Consequently,
FDI is motivated mainly by the possibility of risk assessed, higher profitability in growing
markets. Relatively low rates of interest in source countries allow for financial leveraging
opportunities in higher return foreign ventures. There is also the necessity to overcome trade
barriers to secure sources of raw materials from host countries for home country processing
and manufacturing. Such procurements may not be based on cost savings at all, but simply
the lack of access to arguably strategic natural resources not available in their respective
home countries; even banned or heavily restricted in export from other countries possessing
these raw materials due to political alliances or treaties.

Although FDI theory was first developed by Heckscher and Ohlin, Hymer (1966) is the
first researcher to systematically analyze issues relating advantages of large multinationals,
market imperfections, and control. He successfully splits the theory of FDI into industrial
organization from neoclassical international theories of trade and finance. In his PhD
dissertation, Hymer studies FDI based on market conditions, because MNEs present one or
more advantages, such as internal or external economies of scale, managerial expertise, and
imperfect competition in the factor market (technological or knowledge/ skill advantages),
monopoly status, imperfect competition (product differentiation), financial strength,
governmental intervention, and restriction on imports. Two conditions must be fulfilled for
FDI to take place in this scenario. First, if MNEs are able to compete with local firms that
have a better knowledge of the local market and environment, then considering these
advantages, MNEs would prefer to supply the foreign market by investing directly (in
developing countries) instead of through exports. Second, the market for this advantage must
be imperfect. Applying the same concept, Razin (2003) concentrates on the superior
advantage of a source country’s intangible know how. The author states “Equipped with
superior managerial skills, foreign direct investors’ outbid portfolio investors for the top
productivity firms in a particular industry in which they have specialized in the source
country. Consequently, FDI investors would place investments in projects requiring larger
sums and with higher productivity rather than domestic investors (p. 423). Instead of MNE

behavior determining the market structure, Kindleberger (1969) slightly modified Hymer’s
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analysis that market structure will determine the conduct of a firm, by internalizing its
production. He argues that FDI exists because of imperfections in either goods (e.g., a
differentiated product or marketing proficiency), or market factors (e.g., distinctive
technology, access to capital, and/or managerial excellence), and that MNEs are based on
certain monopolistic advantage(s) held by their parent firm. Their monopolistic advantage
might be the results of achievements in internal economies of scale, through horizontal
internalization of other external economics, or through vertical integration.

Continuing the theme of market factors, Cave (1971) explains that FDI occurs mainly in
industries characterized by certain market structures in both the "lending” (home) and
"borrowing" (host) countries. FDI will be made basically in sectors that are dominated by
oligopolies. With product differentiation, corporations make "horizontal” investments
(specialized intangible assets with low marginal costs of expansion) to produce abroad the
same lines of goods as they produce in their home market. If there is no product
differentiation, “vertical” investments (reduction of uncertainty and building of barriers to
entry) will be made to produce abroad a raw material or other input in the production process
at home, in sectors that are behind in the firm’s productive chain. According to Caves (ibid),
FDI is liable to involve market conduct that extends the recognition of mutual market
dependence - the essence of oligopoly - beyond national boundaries. Likewise, it tends
broadly to equalize the rate of return on (equity) capital throughout a given industry in all
countries, where production actually takes place. In the same vein of the vertical model,
Helpman (1984) postulates that FDI flows from skill abundant countries to countries lacking
such skills. Markusen and Venables (1998) have the same general idea regarding horizontal
direct investment in which an MNE produces the same product in multiple plants; where FDI
arises from an interaction between firm-level economies of scale and trade costs. Their
general finding is that multinationals become more important relative to trade as countries
become more similar in size, relative endowments, and as world income grows.
(Parenthetically, this was also understood as an important rationale for colonialization and
colonial competition among world powers in earlier periods. However, foreign investments
during those periods are generally not treated by scholars and part of FDI’s early history;
perhaps they should be, but such comparisons lie outside the scope of this study, and remain

an item for possible future research). Later, Markusen (2002) combines the horizontal and
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vertical model into a knowledge-capital model that allows for both multi-plant economies of
scale and exploitation of factor-price differences. Furthermore, this model is developed to
connect FDI with business services (J. R. Markusen, 2006; J. R. Markusen & Strand, 2009;
Ramasamy & Yeung, 2010). The authors confirm specific properties of knowledge-based
assets in FDI services.

In summary, based on the theories of Heckscher (ibid) and Ohlin (ibid) concerning the
relationship between countries’ factor-endowment and trade patterns, the authors of this
theory state that FDI flows are determined by market conditions as well as market structure.
Market condition provides details of certain MNE advantages derived from internal or
external economies of scale, managerial expertise, imperfect competition in the factor
market, monopoly status, imperfect competition, financial strength, governmental
intervention, and restriction on imports; and with these advantages, an environment for FDI
project selection and funding is more likely to occur. (Hymer and Razin, ibid). Market
structure alludes to imperfections in either goods, or market factors. MNE is based on some
monopolistic advantage, which might be achieved with internal economies of scale through
horizontal or internalization of other external economies through vertical integration
(Kindleberger, Helpman, Markusen & Venables, Markusen, ibid). Notably, market/ industrial
organization theory requires that FDI only may occur under specific market and trade

conditions.

3.2.2.2. Internalization theory

Internalization theory as addressed by such scholars as Buckley and Casson (1976, 1985),
Rugman (1981, 1986), Dunning (1973, 1981, 1993, 2000), UNCTAD (1998, 2006, 2007),
and Nocke and Yeaple (2008) state that FDI emerges due to certain factors of ownership,
location, and internalization advantages. Buckley and Casson (1976) extend Coase's (1937)
explanation as to why multinationals internalize intermediate markets. These authors begin
their analysis with the concept that intermediate product markets are imperfect, having higher
transaction costs, if managed by different firms. There are two decisions that a firm must
make concerning either an FDI’s location or mode of control. A firm exports, if production
and control are located in their home country. If the production and control take place in a

host country; then an FDI project decision is undertaken. Therefore, the internalization of
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intermediate  production processes reduces uncertainty by circumventing market
imperfections. Rugman (1981; , 1986), relates a transaction cost approach in which
hierarchical organizational structures replace markets, he argues that the theory of FDI is in
effect an MNE theory instead. According to Rugman (ibid), there are three possible avenues
for a firm to consider that relate explicitly the relative costs of servicing foreign markets: (1)
exporting to foreign markets, (2) engaging in FDI, (i.e., set up an overseas subsidiary to
produce for a local market), and (3) granting franchise licenses for servicing a foreign
market. The author also establishes conditions under which foreign markets can be serviced
by a firm endowed with distinct advantages, such as technology, proprietary product or
service knowledge, and other types of significant firm-specific advantages (e.g. managerial
skills, strong capital, and strong competitive capacity). Rugman also holds that, generally, if
there are no barriers to free trade, then exporting takes place. If, on the other hand, there are
existing barriers, then that opens the way for FDI. He considers licensing to be an inferior
method compared to FDI, since an MNE loses control of its firm-specific advantages. Thus,
MNE firm-specific advantages are best explained by a new concept of internalization. Nocke
and Yeaple (2008) joined in this discussion by submitting that FDI’s production-cost
differences between countries motivates increasing FDI.

This FDI phenomenon is explained under its various aspects; however, here relevant
theoretical constructs require further maintenance, since research up to now has been
generally scattered and disorganized without a common system of organization and
methodological approach. Dunning (1973; , 1981) was the first to provide a more
comprehensive analysis based on an integration of ownership advantage, location advantage,
and internalization theories. Dunning’s paradigm may be schematically presented as follows:
Foreign firms hold assets related to ownership advantages (‘O’ or FSA — firm specific
advantages) over domestic firms in a given sector. Product advantages include patents,
blueprints, software and databases, and trade secrets, and confer market power or cost
advantage; therefore, a foreign firm has two choices that are either internalized or sold in its
ownership advantage. In the case in which the firm holds an internalizing advantage (‘I’), a
foreign firm will decide to produce in the host country, which offers a sufficient location
advantage (‘L or CSA — country specific advantages) that makes it profitable. Based on the
‘OLI” paradigm, Dunning (1993, 2000), and UNCTAD (1998) state four reasons that a firm
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invests abroad. The firm wants to search for resources, for markets, for efficiency, and for
new strategic assets. Singh and Jun (1995) write that Dunning's eclectic theory provides
some answers regarding the geographic distribution of FDI by analyzing location factors.
Furthermore, the emergence of transnational corporations (TNCs), ergo, a firm that own or
control manufacturing facilities in more than one country through FDI, investing in
developing countries and transitional economies has provided a significant factor for FDI
growth. It creates a new investment channel or corridor and imparts greater momentum for
South — South cooperation (UNCTAD, 2006). These investment phenomena also lead to new
developments in the theory of FDI. UNCTAD classifies drivers that trigger company’s
internationalization in terms of “pull” — “push” and “policy” factors demonstrated in table
3.2.2.2.

Table 3.2.2.2: Push - Pull factors

Condition Push - Home Country Pull - Host Country

1. Market and Trade Limited home market asks Large/ growing market are
company to find a new market  good conditions to attract
investors
2. Cost of production Scarcity of resources/ inputs, Available required resources/
high labor cost causes overseas low cost of labor are good

investment inputs for cost seekers
3. Local business Global and local competitive Bilateral, multilateral trade,
pressure forces company to investment treaties facilitate

pre-empt competitor by being FDI

the first move into a foreign

market

4. Institution Supportive policies such as Incentive policies such as
cost-cutting, upgrading of liberalization and privatization
capabilities policies, political stability,

transparent governance,
investment in infrastructure,

property rights, etc.

Source: Based on UNCTAD (2006)
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Push factors incentivate a source country’s company to spread their operations abroad, whilst
pull factors encourage a company to invest in specific host country economies. Each driver
consists of four main types, quite similar in nature to each other.

In fact, the theory of internalization is based on transaction cost theory, which states that
transactions are made within an organization, if the transaction costs in the free market are
higher than its internal costs would be for performing the same transaction internally. In
financial management this type of similar analysis is also referred to as a “Make versus Buy”
decision. This process is called internalization (Falkenhahn & Stanslowski, 2001).

In relation to FDI, this theory starts by explaining how the FDI phenomenon is based on
location and control. FDI occurs when production and control takes place in a host country
(Buckley & Casson, ibid). After that, conditions of foreign market advantages and firm-
specific advantages are given to rationalize FDI (Rugman, ibid). Later on, the eclectic
paradigm presents details that FDI is a result of Ownership + Location + International
advantage, where ownership advantage is a firm-specific advantage, location advantage is a
country-specific advantage, and international advantages are embodied in options of entry
mode (Dunning, ibid).

3.2.2.3. Product Internationalization theory

The product internationalization theory explains that FDI arises from the life cycle of
products, as delineated by Vernon (1966, 1979), Kojima (1978), Jeon, Tang, and Zhu (2005),
Qu, Huang, Zhang, & Zhao (2007) and Gersbach and Schmutzler (2008) for example.

Vernon (1966) develops an international product life cycle theory that is an extension of
the monopoly advantage theory, to explain why a manufacturing firm shifts from exporting
to FDI. The author builds upon the technological advantage theory, analyzing strategic
market implications of the product life cycle. Vernon’s model can be summarized as follows.
Innovations initially appear in countries, which are more capital intensive. Gradually,
production is relocated to less capital intensive countries, then capital is shifted to a
developing country; concurrently, new products incorporate innovations in products and
processes, which are developed in a capital rich country. Depending on which route is
selected, firms would initially supply the export market. At this stage, a firm may gain a

monopolistic advantage. Subsequently, if there are intensive competitive products in the
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same market, then the firm might establish trade representatives abroad, to maintain
profitability, a firm may have to reduce costs by investing in production facilities abroad,
eventually setting up a subsidiary. Later, Vernon (1979) re-evaluates his own theory by
indicating that multinational firms are now more geographically diffused than product cycles
should warrant, and thus, product life cycles have shortened considerably.

Also along a similar production internationalization line of thinking, Graham (1978)
raises a new hypothesis based on rivalry behavior among firms. This theory examines U.S.
multinational firms in Europe, which preceded the entry of European firms into the U.S. The
findings suggest that high levels of industrial concentration are positively associated with
high rates of investment in research and development (R&D) in the same country. High rates
of investment in R&D also positively correlate to high degrees of product differentiation.
Subsequently, high degrees of product differentiation are positively correlated to high levels
of industrial concentration. Qu, Huang, Zhang, & Zhao (2007) and Gersbach and Schmutzler
(2008) also find that R&D investment by MNEs is affected by the R&D intensity of a
domestic firm. In the same vein, Saggi (2002) examines the role technology plays in
encouraging FDI. A demand for advanced technology might lead host countries to import
more efficient foreign technologies than are even available in home countries, that is often
associated with the so called “leap-frog effect”, where vested interests in home industries
may act as a barrier to the introduction of newer, advanced technologies. Leap-frogging may
avail a host country of not having to go through older steps in developing new technologies,
services and ultimately new products, as has occurred often in the past, especially in Japan
directly after WWII. In addition, Jeon, Tang, and Zhu, (2005) present the same idea with
Saggi while finding that the growth of information technology has encouraged FDI.

Even though there is only a slight difference, the Kojima (1978) approach is considered a
part of the product-cycle approach of Vernon (ibid) that examines how U.S. firms choose to
go abroad. Kojima examines in similar ways Japanese movements abroad. A major
difference is that Japanese FDI is ‘trade-oriented’, while US FDI is ‘anti-trade oriented’.
Kojima discusses whether FDI complements trade, or substitutes for it. The core of his
analysis is that firms must consider comparative costs between home and host countries. The
thrust of his argument is: ‘Japan should undertake direct foreign investment in an industry

becoming comparatively disadvantageous in Japan which at the same time has the potential
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of becoming comparatively advantageous in the host country’. Furthermore, ‘Japan should
enlarge an industry in which it has comparative advantage so that its industrial capital and
labor force, which undertook direct investment abroad are transferred to this promising
industry’. Thus, both the investor and the recipient country can enhance harmonious trade
without reference to its industrial structure, and subsequently create more complementary
and more profitable trade, so that both will grow pari passu, bringing about prosperity to
both of the trading partners’ international economies. It is often referred to as the Japanese
style.

Generally, internationalization theory explains FDI in terms of movement of innovation,
technology advantage, and R&D from high to low innovation country (Vernon, Graham,
Saggi, Jeon, Tang, & Zhu, ibid). Additionally, comparative advantages between the home
and the host countries are studied for a further explanation of FDI growth (Kojima, ibid).

3.2.2.4. Finance-Oriented theory

Aliber (1970; , 1993) emphasizes the variables of interest rates, exchange rates, and
finance. He suggests that the theory of FDI must cover dynamic events, such as the source of
FDI advantages. A substantial amount of FDI has been placed by U.S. firms abroad since
WWII, a different pattern of direct investments occurs by industry, companies established
abroad, and foreign firms often investing in the U.S., while U.S. firms are investing abroad.
According to this author, a perfect competition model does not explain why firms engage in
FDI. The theory of industrial organization cannot predict a country pattern for FDI or its
industrial pattern either. Therefore, Aliber explains FDI as a custom-area phenomenon or a
currency-area phenomenon. The author wrote that ‘long-term interest rates on securities
denominated in currencies of specific countries are lower than the interest rates on
comparable securities denominated in the currencies of another country’. Aliber confirms
that the key factor in explaining the pattern of FDI involves capital market relationships,
exchange rate risk, and market’s preferences for holding assets denominated in selected
currencies.

Similarly, Froot and Stein (1991) focus primarily on the positive effects of exchange rate
depreciation in the host country on FDI inflows. When the real exchange rate goes down, the

cost of production reduces at the same time raising FDI’s profitability. Therefore,
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depreciation of Forex exchange rates could raise FDI profits locally, but depress them when
repatriated to a home country. Nonetheless, if the main purpose of a specific FDI is to lower
the cost of imported raw materials, components, or finished products, then a reduction or
even devaluation of a host country’s currency would result in lower import prices of such
items for the home country’s FDI investor. In another research, Choi and Tsai (2007)
introduce financial factors in addition to strategic factors as determinants for FDI. They state
that foreign exchange rates, profiles of internal and external financing, risk and
diversification variables, as well as agency costs are significant financial variables to be
taken into consideration for FDI decisions. They conclude, “FDI is the consequence of

interaction between a stronger internal capital market and internal corporate governance”
(p.55).

3.2.2.5. Institutional theory

Since the 1970’s, many authors have concerned themselves with political factors, when
examining FDI theory. According to Brewer (1992), there are some researchers that study
governmental roles in reference to FDI flows. Vernon (1971), when applying his
"sovereignty at bay" model views governments as sources of “ineffective obstacles” to FDI.
Gilpin (1975), with his "neo-mercantilist” model, opines that governments are largely
ineffective in their efforts to restrain FDI and harness it to serve their own national security
interests. Moreover, the "dependency” model of Barnett and Muller (1974) underpins the
concept that industrialized home country governments endorse, facilitate and support
outbound FDI from their industrial home countries to developing host countries. New
theories are incomplete if they do not consider political factors. The ‘Eco-political’ model of
Schneider and Frey (1985) confirms that both factors impact FDI inflows into developing
countries. By combining the factors of politics and economics, these two authors develop an
effects matrix of government policies on market imperfections and relative attractiveness of
FDI. In general, they find that government policies can affect market imperfections and FDI.
Some government policies, such as anti-predatory dumping measures and countervailing
duties to reduce subsidies can reduce market imperfections through greater competition,
which can make FDI more attractive to both the home and host countries. On the contrary,

restrictions placed by host countries on inward FDI flows and by home country on outward
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FDI flows increase market imperfection, and decrease FDI over time. For instance, antitrust
(competition) policies and pollution control policies can induce a reduction of both market
imperfections and FDI. On the same theme, Saggi (2002) determined that “in countries that
historically emphasized import substituting industrialization — such as most of Africa, Latin
America, and Southeast Asia — FDI was either completely prohibited or multinational firms
had to operate under severe restrictions” (p.221). In considering other institutional aspects,
Razin and Sadka (2007) emphasize tax policy. They offer that a “home country’s corporate
tax rates impact on discretionary decisions of whether to establish foreign affiliates, but not
their magnitude of investment, while a host country’s corporate tax rates affect both discrete
decisions and magnitude of inflows” (Russ, 2007) (p.8). The influence of political economy
variables on FDI are confirmed in a research of Kolstad and Villanger (2008). There is a link
between democracy and FDI in services. They find that FDI is affected by the degree of
democracy in developing countries while general political risk and institutional quality are
deciding factors in developed (democratic) countries. UNCTAD has strongly emphasized the
role of government policies in boosting inflows and outflows of FDI, especially with the
emergence of TNCs. Host country political policies have been able to trigger significant
changes in the role of TNCs in the extractive industries since the 1960’s (UNCTAD, 2007).
The Chinese strategy, ‘China’s going global’ in 2000, is among the most explicit recent
policy initiatives taken to boost FDI from overseas (UNCTAD, 2006). UNCTAD’s 2008
survey of Changes to National Laws and Regulations related to FDI indicates that 110 new
FDI-related measures were introduced by a total of 55 UN affiliated countries. Most of these
measures were more favorable to FDI by continuing the trend of more openness towards
FDI, while some were less favorable measures for FDI by either scrutinizing foreign
investments for national security reasons or taking further steps to nationalize strategic
industries, particularly extractive industries (UNCTAD, 2009).

In summary, the above literature review has provided explanations surrounding the
condition necessary for FDI to arise. Since there are several theoretical models attempting to
explain FDI; therefore, FDI should be analyzed using a combination’s model (Faeth, 2009).
This research takes into account that FDI is born by both push and pull factors in terms of
market conditions, cost of production, local business conditions, and governmental policies.

This knowledge provides positive support for raising specific hypotheses for improved
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understanding what are the optimal environmental circumstances for FDI’s conception and
initiation (Chapter 4) and identifying specific determinants for FDI’s establishment (Chapter
5) into a particular country.

Figure 3.2 lllustrates a Review of the Theories examined above (see p.67).

3.3. Empirical works
3.3.1. Empirical evidence

As mentioned above, several theories have been developed to explain FDI flows.
However, an overall accepted theoretical framework that accounts for all of the different
aspects of FDI does not exist. This absence has led researchers to rely on empirical evidence
(loannatos, 2001) in an attempt to estimate the importance of the different determinants of
FDI. These empirical measures concentrate more on attraction or pull factors from a
destination country, than push factors from a home or source country. The main variables
normally used are the size of the market, the growth rate of the market, labor costs, amount
of skilled labor available, degree of openness of the economy, economic stability, as well as
several institutional variables e.g. political factors, investment climates. Some previous
researchers are being reviewed in this study such as Schneider and Frey (1985), Singh and
Jun (1995), loannatos (2001), and Gentvilaité (2010).

It is significant that since 1985, Schneider and Frey (1985) mention political factors in
addition to economic factors as an additional categorical determinate for FDI. In their
research, the authors develop four econometric models, which are (a) political, (b) economic,
(c) amalgamated, and (d) politico-economic to test for politico-economic determinants of
FDI inflows into 54 developing countries in the three different years of 1976, 1979, and
1980. The results obtained demonstrate that both economic and political factors affect FDI
inflows in developing countries. The most important economic factors that found by
Schneider and Frey are real per capita gross national product (GNP), the balance of
payments, followed by the growth of GNP and the workers’ skill levels. For political aspects,
they find that the amount of bilateral aid coming from Western countries has the strongest

effect, followed by multilateral aid, while political instability reduces FDI.
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Researchers have expanded Schneider and Frey’s model to include economic, political, and
social features (Singh & Jun, 1995; loannatos, 2001), and a relevant series development
derived from UNCTAD data taken in 1998, 2001, and 2006. Singh and Jun (1995) attempt to
fill a gap in current literature by testing three groups of hypotheses on what influences direct
investments and FDI inflows have on host countries. The authors divide their variables into
three categories: sociopolitical instability, business operating conditions, and export
orientation. By using a pooled model, and an analysis that covered 1970-1993 for thirty-one
countries, they find that the determinants of FDI flows are different for high and low FDI
countries. For the high-FDI group, there is a higher qualitative political risk index. Size of
exports has the strongest correlation with FDI flows. Business conditions and manufacturing
exports are also significant factors for FDI inflows. For the low-FDI group, production
efficiency is the more significant variable. loannatos (2001) investigates determinant factors
that host countries demanded for U.S. FDI by model specification that are consistent with
theories of international production. The author tests three hypotheses that concentrated on
economic, social, and political aspects. The economic factors include some domestic factors
such as market size, trade balance, the cost of labor, financial performance such as inflation,
and effectiveness of the service sector. The social attributes identified are human capital,
extent of urban development, quality of life, and extent of the health care system. In addition,
four related factors with political considerations are identified as the political system,
government ethics, investment climates, and the geographical proximity. In order to broaden
the existing knowledge on the demand structure of FDI, the author uses cross-sectional data
in his analysis. The research affirmed that economic, social, and political determinants are
equally important for the ability of the host country to attract FDI; no single factor could
sufficiently explain this phenomenon.

Illustrative of a typical situation, UNCTAD (1998, 2009) categorizes host country
determinants of inward FDI into three groups. Policy frameworks for FDI include economic,
political, and social stability; rules and regulations on FDI; policies on the functioning and
structure of markets; international agreements on FDI; privatization policy, as well as tax and
trade policies. Economic determinants consist of three aspects. The market — seeking FDI
incorporates market size, market structure, per capita income, market growth, assessment of

regional and global markets, and country-specific consumer preferences. The resource/asset -
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seeking FDI takes in raw materials, low-cost, unskilled labor and availability of skilled labor,
technological innovation and other intangible assets such as brand names, and physical
infrastructure (ports, roads, power, and telecommunications). The efficiency — seeking FDI
takes account of resources/ asset and input costs, logistics access to regional and global
markets for exports. The third group is business facilitation, which includes investment
promotion (including image-building and investment-generating activities, investment-
facilitation and after-investment services), investment incentives, and hassle or unnecessary
costs of delays derived from excessive bureaucracy or corruption, social amenities
(availability of bilingual schools, quality of life). In front of fast growing FDI between South
and South countries, UNCTAD (2006) mentions four drivers of internationalization by
developing-countries’ transitional companies (TNCs). The first driver is a combination of
market and trade factors, such as large markets: the growth of markets is likely to be the
foremost determinant of FDI in particular host economies. The second driver relates cost
factors: host countries with low costs of labor or other required resources are more likely to
receive inward FDI. The third driver is business conditions and can include competition from
low-cost producers, liberalization and privatization policies, low cost of entry, and a positive
reception. The fourth driver concerns government policies and the macroeconomic
framework that includes transparent governance, investment in infrastructure, property
rights, minimal exchange-rate regulations, strong currencies and political stability in host
countries. Also included in this framework is macroeconomic uncertainty in the home
economy and common monetary areas (e.g. the Euroland zone). UNCTAD (2001) also points
out that to attract high quality FDI, a host country must actively draw upon international
competitive advantages such as proximity to markets, low cost factors of production, and
productive synergies derived from a network of producers-competitors, demanders, and
suppliers. This is genuine new attitude towards FDI attraction, especially for developing host
countries. However, there is a lack of empirical research, which accounts for FDI in terms of
comparative advantages between a home and host country. With reference to the level of FDI
attractiveness and absorptive capacity of a country, UNCTAD has used twelve variables to
measure FDI potential and performance of all countries in the world since 1988. These
variables are listed as following:

o GDP per capita, an indicator of the sophistication and breadth of local demand
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o The rate of GDP growth over the previous 10 years, a proxy for expected economic
growth
o The share of exports in GDP, to capture openness and competitiveness
o The average number of telephone lines per 1,000 inhabitants and mobile telephones per
1,000 inhabitants, as an indicator of modern information and communication infrastructure
o Commercial energy usage per capita, for the availability of a traditional infrastructure
o The share of R&D spending in GDP, to capture local technological capabilities
o The share of tertiary students in the population, indicating the availability of high-level
skills
o Country risk, a composite indicator capturing some macroeconomic and other factors that
affect investors risk perception
o The world market share in exports of natural resources, as a proxy for the availability of
resources for extractive FDI
o The world market share of imports of parts and components for automobiles and
electronic products, to capture participation in the leading TNC integrated production
systems
o The world market share of exports of services, to seize the importance of FDI in service
sectors that accounts for some two thirds of world FDI
o The share of world FDI’s inward stock, a broad indicator of attractiveness and absorptive
capacities for FDI, and the investment climate

More to the point, a restricted number of researchers focus entirely on the effects of
political issues. It is very interesting to note that Adam and Filippaios (2007) demonstrate
that democracy discourages FDI and MNEs tend to invest in countries with low civil, but
high political liberties. The authors employ panel data, a fixed-effects model and use a log-
linear equation in order to test the relationship between FDI and thirteen independent
variables deemed to be FDI flows from US firms normalized by GDP (FDIP). Their sample
involves 105 developing and developed countries for the time period 1989-1997. The results
express that there are positive correlations between FDI and civil liberties repression, gross
domestic product per capita, lower levels of expropriation risks, and higher levels of
bureaucratic quality as an economic variable, whilst political liberties repression, real GDP

per worker, and corruption level of the economic variables are negatively correlated.
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Focusing on the linkages among political risk - institutions - FDI, Busse and Hefeker (2007)
apply cross-country analysis and Arellano-Bond GMM to run a dynamic estimator with a
sample size of 83 developing countries covering 1984 to 2003. Their results confirm that
government stability, internal and external conflict, law and order, ethnic tensions,
bureaucratic quality and, to a lesser extent, corruption and democratic accountability are
important determinants of foreign investment inflows.

Besides research that examines FDI from economic, political and social perspectives,
there is an enormous amount of research focused on identifying determinants of FDI from
several subjective observations. In a group of developed and developing countries,
Chakrabarti (2001) applies Leamer’s (1983a; , 1985) Extreme Bound Analysis (EBA) to
assess which explanatory variables from existing cross-country studies on FDI determinants
can be classified as either “robust” or “fragile”. This study involves 135 developed and
developing countries in 1994. His result reveals that there is strong correlation for the
explanatory power of market size affecting host countries’ FDI. For the other variables
examined, tax, wage, openness, exchange rates, tariffs, and growth rates, these confirm a
lower and less significant correlation than the variables that have been reported in previous
empirical literature. Reviewing the same theme, Moosa and Cardak (2006) study
determinants of inward FDI by applying Leamer’s EBA technique. Based on a sample of
cross-sectional data taking from 138 countries over the period 1998-2000, these authors
work with eight variables extracted with the UNCTAD method. These variables are GDP,
growth rate of GDP (GDG), export as percentage of GDP (EXP), telephone lines per 1000
inhabitants (TEL), country risk (CRK), students in tertiary education as a percentage of total
population (TER), commercial energy use per capita (ENR) and domestic gross fixed capital
formation as a percentage of GDP (DIG). The empirical results confirm that GDP, GDG,
EXP, TEL, CRK, and TER are explanatory factors of FDI. In addition, the authors find
countries that are more successful in attracting FDI are developed countries with large
economies, a high degree of openness and low country risk.

In this group of selected developing countries, Nunnenkamp and Spatz (2002), studying a
sample of 28 developing countries during the 1987-2000 period, find significant Spearman
correlations between FDI flows and per capita GNP, risk factors, years of schooling, foreign

trade restrictions, complementary production factors, administrative bottlenecks and cost
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factors. Population, GNP growth, firm entry restrictions, post-entry restrictions and
technology regulation all prove to be non-significant. However, when regression analyses are
performed separately for non-traditional factors, in which traditional factors are controlled
(population and per capita GNP), only factor costs produce significant results and, even then,
only for the 1997-2000 period. Likewise, Nonnemberg and de Mendonga (2004) confirm
new correlations for FDI determinants in developing countries. Using an econometric model
based on panel data analysis for 38 developing countries and transition economies for the
period of 1975-2000, their results demonstrate that both GDP and the average rate of growth
strongly and positively affect the rate of inflow of FDI. The level of schooling for skilled
workers is highly significant as an important determinant of FDI. The degree of openness, as
a proxy for the willingness of a country to accept foreign investment, is also highly
significant. As an indicator of macroeconomic stability, inflation reflects a negative
correlation in the larger sample, but appears insignificant in the smaller sample, as a risk
variable. In their model, they also use a DOW JONES indicator, which relates to source
countries’ direct investment. They indicate that capital market growth in developed countries
is a strong determinant of the outflows of these investments. Recently, Kinda (2009) examine
physical infrastructure, financial development and FDI. The author uses data from enterprise
surveys in 77 developing countries conducted by the World Bank during 2000-2006. The
explanatory variables are physical and financial infrastructures in transport, internet,
electricity, and constraints of access for financing projects. Additionally, this model includes
certain control variables, such as institutional problems, skilled workers, firms’ age and size.
The result indicates that physical and financial infrastructure and institutional problems
discourage FDI.

In a group of transitional economies, Garibaldi et al (2001) using a dynamic panel of 26
transitioning economies between 1990 and 1999, analyze a large set of variables that are
divided into macroeconomic factors, structural reforms, institutional and legal frameworks,
initial conditions, and risk analyses. Their results indicate that macroeconomic variables,
such as market size, fiscal deficit, inflation and exchange regime, risk analysis, economic
reforms, trade openness, availability of natural resources, barriers to investment and
bureaucracy, all have anticipated correlations that are significant. Similarly, Campos and

Kinoshita (2003) use panel data to analyze 25 transitioning economies between 1990 and
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1998. They reach the conclusion that economy clusters, market size, a low cost of labor and
abundant natural resources influenced FDI. In addition to all these factors, the following
variables presented significant results: sound institutions, trade openness and lower
restrictions on FDI inflows.

In a grouping of regions, with a sample of 71 developing countries (half of them are in
Sub-Saharan African (SSA)), Asiedu (2002) examine whether there are different FDI
determinants between SSA and non-SSA countries (Asia, Latin-America, and other African
countries that are not located in SSA). The period of analysis is from 1988 to 1997. The
econometric model includes a dependent variable, FDI, and eight independent variables:
return on investment, infrastructure development, openness, political risk, and financial
depth, size of government, economic stability, and attractiveness of the market. From his
findings, the author states that SSA countries receive less FDI than others by virtue of their
geographical location. SSA countries are not affected by open policy, since their openness to
trade increases FDI to both SSA and non-SSA countries. Furthermore, it is of importance
that FDI elicited no higher return on capital and infrastructure development than occurred in
non-SSA countries, while these factors positively correlate with FDI inflow to SSA
countries. Continuing on the same regional topic, Twimukye (2006) develops a panel data
model using annual data from 1990 to 2003 for 45 African countries. Twice he applied least
square methods with and without the population size included to estimate FDI in Africa.
Results of his generalized least squares without including a population variable,
demonstrated that gross domestic product, literacy rates, and exchange rates are positively
correlated influencers of FDI. The remoteness and inflation rates are negative indicators as
was expected. Results including population variables confirm that paved roads do not have a
significant correlated relationship with FDI in Africa, while openness and population are
positive as was expected. As the previous researchers, Bartels et al. (2009) also find that the
quality of infrastructure is one of obstacles identified in attracting FDI. The authors take a
survey with 758 foreign investors and find that the quality of infrastructure, economic
stability, and transparency of investment climate influence FDI inflows into SSA. However,
the findings reaffirm that low labor cost and skilled labor are not relevant factors for MNEs’

location decisions.
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Different situations generate different FDI determinants. While these researchers mention
infrastructure, remoteness, and openness, for instance in Africa, other scholars discuss
macroeconomic reforms in East European countries. Gentvilaité (2010) applied a cross-
sectional, fixed effects panel regression analysis to test FDI determinants inflow levels for 10
Central and Eastern European countries regarding their macroeconomic perspective. The
author finds that high R&D expenditures, high share of private sector, high share of trade in
GDP and a well-functioning infrastructure attract higher levels of foreign direct investment,
while GDP and cost of labor effect are yet to be determined. Marginally, Botric" and
Skuflic’(2006) highlight the relationship between privatization and FDI in Southeast
European countries. They find that privatization, trade regime, and density of infrastructure
are robust under different specifications, while market variables such as GDP, GDP per
capita, GDP growth, population results in asymmetric findings. Interestingly, instead of
testing determinants of FDI, Vadlamannati, Tamazian, and Irala (2009) identify and examine
determinants of barriers to FDI in South East Asian economies. The potential barriers are
categorized into four groups, namely macroeconomic policy factors, political factors,
institutional factors and socioeconomic factors. They use cross-sectional time-series data for
17 South East Asian economies from 1996 to 2005. The authors find that poor
socioeconomic conditions and labor-related issues are major determinants. Labor-related
issues consist of both labor unionism and labor regulation reforms. The potential
macroeconomic risk index is insignificant, while institutional factors expose a mixed result.

Instead of concentrating on investigating attractive host country factors, some authors
isolate interactive effects between home and host country on FDI flow; therefore, these
researchers scrutinize determinants of FDI in mutual gravity terms (more details in Chapter
4). Based on the concept that FDI is impacted by home and host country characteristics,
Frenkel, Funke, and Stadtmann (2004) expand a theoretical model for gravity-like forces first
developed by Brainard (1993; , 1997). These authors observe movements from the five
largest industrialized countries, G-5 (USA, Japan, Germany, the United Kingdom, and
France) to 22 emerging economies in Asia, Latin America, and Central and Eastern Europe
for the period 1992 — 2000. A panel approach is used to analyze a compiled data set of
bilateral FDI flows. From these results, they determine that distance plays a significant role,

and that GDP growth rates and extent of risk are additionally important factors. Inflation and
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type of exchange rate systems used are less significant in determining FDI flows (more
details later in Chapter 4). By focusing on testing labor costs in Central and Eastern
European countries, Bellak, Leibrecht, and Riedl apply a panel gravity model approach to
test the impact of market-related and cost-related location factors on MNEs’ location
decision determination. The results confirm that higher labor productivity is positively
correlated with FDI, while higher unit labor costs and higher total labor costs impact
negatively on FDI.

From another point of view regarding FDI relationships, Tsai (1991) addresses an
endogenous problem between FDI and growth by developing a system of simultaneous
equations for the 1970s and 1980s. FDI is alternately measured as a flow, and as a stock
balance. The findings demonstrate that market-size turns out to be more important for FDI
inflows than market growth. Trade surpluses confirm a negative correlation and are
significant for FDI, while the flow of FDI decreases as nominal wages decrease. The author
also finds that the impact of FDI on economic growth is quite limited. Likewise, Bengoa and
Sanchez-Robles (2003) explore the interplay between economic freedom, FDI, and economic
growth. By using panel data analysis for a sample of 18 Latin American countries for 1970—
1999 and running multiple regressions, they find several factors that influence FDI inflows,
including: the index of economic freedom, the level of GDP, and public investment, all
correlate positively, while debt service and inflation are negatively correlated with FDI.

Table 3.3.1 is a summary of the previous empirical studies. The first column presents
factors most commonly used. The second column reflects statistical results. Those are of
either positive significance, or negative significance, or insignificance with FDI. Generally,
most researchers agree on which FDI related characteristics provide significant correlations
either way. For example, market size and growth rates are the most attractive factors leading
towards increased FDI inflows. However, there are certain differences between these
variables. In Gentvilaité (2010), GDP and cost of labor effects do not provide any significant
correlations with FDI. The author explains that this problem might be caused by a high
correlation between labor costs and GDP. Nunnenkamp (2002) reports, “correlations with
GDP growth do not reveal a clear trend, irrespective of how FDI flows are measured” (p.31).
Adam and Filippaios (2007) find that the coefficient of wages is negative, but statistically

significant. For these authors, it mirrors efficiency-seeking motives for FDI formation. In
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Twimukye’s (2006) research, infrastructure (paved road) and political stability variables are

negative and statistically insignificant.

Table 3.3.1: Summary of certain observed factors used in selected empirical studies

Determinants
of FDI

Statistical Significance

Positive Negative

Insignificance

Market Size

Schneider and Frey, 1985
Tsai, 1994

Singh and Jun, 1995
loannatos, 2001

Chakrabarti, 2001
Nunnenkamp and Spatz, 2002
Campos and Kinoshita, 2003
Moosa and Cardak, 2006
Adam and Filippaios, 2007
Kolstal and Villanger, 2008

Gentvilaité (2010)

Growth Rates

Schneider and Frey, 1985

Tsai, 1994

Nonnemberg, 2002

Bengoa and Sanchez-Robles, 2003
Twimukye, 2006

Moosa and Cardak, 2006

Nunnenkamp and
Spatz, 2002

Openness

Singh and Jun, 1995

loannatos, 2001

Nonnemberg, 2002

Campos and Kinoshita, 2003
Bengoa and Sanchez-Robles, 2003
Twimukye, 2006

Moosa and Cardak, 2006
Gentvilaité (2010)

Infrastructure

Moosa and Cardak, 2006
Botric” and Skuflic’, 2006
Kinda, 2010

Gentvilaité, 2010

Twimukye, 2006

Labor Skills
&
Education

Schneider and Frey, 1985
loannatos, 2001
Nonnemberg, 2002
Nunnenkamp and Spatz, 2002
Twimukye, 2006

Moosa and Cardak, 2006
Vadlamannati et al., 2009

Cost of Labor

Singh and Jun, 1995
loannatos, 2001
Nunnenkamp and Spatz, 2002
Campos and Kinoshita, 2003
Bellak et al., 2008
Vadlamannati et al., 2009

Adam and Filippaios, 2007

Gentvilaité, 2010

Remoteness

loannatos, 2001
Asiedu, 2002
Twimukye, 2006
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Determinants Statistical Significance
of FDI Positive Negative Insignificance
Country Risk loannatos, 2001

Nonnemberg, 2002
Nunnenkamp / Spatz, 2002
Twimukye, 2006

Moosa and Cardak, 2006
Adam and Filippaios, 2007

Political Schneider and Frey, 1985 Twimukye, 2006
Stability Singh and Jun, 1995

loannatos, 2001

Busse and Hefeker, 2007

Vadlamannati et al., 2009

Kinda, 2010

Public Bengoa and Sanchez-Robles, 2003
Investment

3.3.2. Evidence from country cases

With FDI becoming an emerging phenomenon, there have been a variety of empirical
studies focused on FDI determinants in a range of countries, especially in developing
countries, from a macroeconomic perspective. Each country has its own history, comparative
advantages, geographic location, and especially incentive policies towards FDI formation;
therefore, FDI inflows in one country could be different in comparison with other countries,
even between two neighboring countries. For that reason, evidence obtained from individual
country case studies needs to examine separately from group country research evidence. In
this section, selected developing country cases that focus on the attractiveness of a particular
host country to foreign investors are presented. These cases are selected from Sub-Sahara,
South Africa, West Africa, Caribbean and Latin America, China, Thailand, Pakistan,

Malaysia, and Vietnam.

3.3.2.1. Africa

Although Africa has generally received less FDI than Asia or South America, FDI still
flows to Africa. A number of researchers are attempting to identify factors that determine
FDI inflows there. Bende-Nabende (2002) provides an empirical assessment of factors that
significantly influence decision making processes for long run investments in Sub-Sahara
Africa (SSA). The empirical evidence based on a co-integration analysis of 19 countries
suggests that the most dominant long run FDI determinants in SSA are market growth,
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export orientation policy, and FDI liberalization. These are followed by real exchange rates
and market size. At the end of this list is openness. However, because of data limitations, no
definite conclusion could be drawn from the results for real wage rates or human capital. As
a part of Sub Sahara Africa, Udo and Obiora (2006) use annual data from 1980 to 2002 to
test for FDI determinants in five countries (Nigeria, Sierra Leone, Ghana, the Gambia, and
Guinea). These five countries are grouped together and referred to as the ‘West African
Monetary Zone’ (WAMZ) countries. Their results demonstrate that FDI has a positive
correlation with public investment, a negative correlation with macroeconomic instability
and external debt service, and no significant relationship with their growth rates, or to the
high cost of domestic capital.

In the case of South Africa, Fedderke and Romm (2006) inspect determinants of FDI.
The authors use a vector error correction model technique (VECM) to analyze annual time
series data from 1960 to 2002. They conclude that FDI is dominated by horizontal rather than
vertical investment in South Africa. FDI has a positive correlation with market size, and
openness of their economy, and a negative correlation with corporate taxes, and wage costs.
They also identified opposite influences on FDI from imports and exports, being that
‘increased imports lower FDI, and increased exports raise FDI’. With political institutional
factors, they recognized that ‘both improved property rights’, as well as ‘improved political
stability’ serve to raise the attractiveness of South Africa as a destination of foreign

mmvestment’.

3.3.2.2. Caribbean and Latin America

This region is found to be fairly dynamic compared to Asia in terms of economic growth
and FDI attractiveness. When applying a multivariate regression model, testing the effects of
political and economic determinants, Tuman and Emmert (1999) set out to explain variations
in Japanese FDI in Latin America between 1979 and 1992. Their analysis focuses on twelve
countries: Argentina, Brasil, Chile, Colombia, Costa Rica, El Salvador, Honduras, Mexico,
Paraguay, Peru, Uruguay, and Venezuela. Their findings suggest that potential market size,
adjustment policies, and political instability have influenced the behavior of Japanese firms
in the region; while the exchange rates and skilled workforces do not play a significant role

in Latin America. While Tuman and Emmert (ibid) turn their attention to Japanese FDI, Lall,
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Norman, and Featherstone (2003) evaluate two groups of economic and structural/ location
variables associated with U.S. short and long-run FDI in the Caribbean area over the 1983—
1994 period. In the long-run, monetary policy, exchange rates, market size, square of GDP,
growth rate differentials, cost differentials, fiscal policy, education, physical infrastructure,
and distance are positively related to FDI in the Caribbean, whilst market size, square of
GDP, growth rate differential, physical infrastructure, political right, and distance are
statistically significant in Latin America. In the short run, monetary policy, exchange rates,
market size, cost differentials, education, physical infrastructure, and distance determine FDI
inflows into the Caribbean. In their Latin American model, market size compared with GDP,
square of GDP, and growth rate differentials, physical infrastructure, and political rights are
significant in both economic and structural/location related groups. Differing from previous
researchers ‘findings, Nunes, Oscategui, and Peschiera (2006) do not apply factors such as
political stability, judiciary, and finance to test determinants of FDI in 15 Latin American
countries during 1991-1998. These authors focus primarily on macroeconomic policy,
privatization, and a country’s absorptive capacity. Beside those factors under control of a
country’s government, such as inflation, openness, market size, and a country’s capacity to
absorb FDI, capital maintains a significant relationship with FDI, while privatization is
confirms as being an insignificant factor. Lately, Fukumi and Nishijima want to investigate
the interaction between FDI and institutional quality in 19 countries in Latin America and the
Caribbean. The authors find positive correlating effects of institutional quality and trade
openness on FDI, while macroeconomic instability and host country’s market power possess

insignificant effects.

3.3.2.2. Asia

Since the 1990s, China has occupied top FDI ranking for individual country
attractiveness. China enjoys many competitive advantages where other countries could not
compete, such as the World’s largest market and its fastest growing economy. Studying FDI
in China yields important findings. Dess, Gupta, Hennart, and Hill (1995) address such
questions as “...why had China become one of the largest recipients of FDI in the world?”;
“what were the most important determinants of FDI in China?”. To obtain answers to these

questions, these authors conduct empirical work, which covers 11 source countries: Hong
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Kong, Taiwan, United States, Japan, Singapore, South Korea, Thailand, United Kingdom,
France, Canada, and Italy in the period from 1983 to 1995. These authors are cognizant of
the fact that GDP levels have a significant positive effect on the accumulated stock and flow
of inward investments. Other positive factors are trade relationships between the home
countries and China, and degree of innovation that pull FDI inflows inward. To the contrary,
the effect of the real exchange rate is negative as anticipated, as the Chinese government
controls their currency’s exchange rate. In addition, real wages yield a negative correlation
coefficient. The Tiananmen Square incident is included in their testing, and their result
reflects that this event had a negative significant impact on FDI’s inflow into China, but only
in the short-term. As a summary of scholarly research on FDI in China over 30 years,
Fetscherin, Voss, and Gugler (2010) examine 422 journal articles published between 1979
and 2008. FDI inflows into China can be explained by applying internalization theory, an
eclectic paradigm, and various macroeconomic analysis techniques. Besides, regulatory
changes and reforms have improved China’s location specific advantages. Establishments of
special economic zones, local-bound endowments, development of both infrastructure and
industry bases are positive determinants. In addition, economic development and prosperity,
levels of education, wage costs, institutional environment and support in Chinese provinces
are important factors in attracting FDI. In the case of Thailand, Chandprapalert (2000) uses
primary data based on survey results. The scope of this study covers U.S. firms operating in
Thailand. The author obtains 100 usable responses out of 360 questionnaires. His integrated
model is based on Dunning’s eclectic paradigm and Behrman’s (1972) strategic motivation
model. The factors included are firm size, firm’s multinational experience, market potential,
host government policy, investment risk, resource seeking, and market seeking behaviors.
The results confirm that FDI possesses strong positive relationships with market potential,
resource seeking and market seeking behavior; and strong negative relationships with
investment risk; and is not statistically significant with firm size, and firm’s multinational
experience. In the same purpose of identifying FDI determinants, Brahmasrene and
Jiranyakul (2002) find that neither low cost of labor nor foreign exchange rate nor inflation,
but domestic income influences FDI in Thailand from 1973 to 2000. In an empirical
investigation of FDI determinants in Pakistan, Shah and Ahmed (2003) use time-series data
for the period 1960-1961 to 1999-2000. Their results suggest that cost is effective in
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determining FDI flows into Pakistan. The governmental role in providing infrastructure has
positive effects on inward FDI, as well. An increase in tariffs encourages more investment to
produce locally to avoid import tariff expense. Their market size coefficient reveals a highly
positive correlation. This reflects that an increase in per capita income leads to further
country investments. Finally, a political indicator (binary) variable also confirms a highly
significant and positive correlation as well. It indicates that a democratic regime is more
likely to attract FDI, as investors considered it the most favorable factor for their corporate
goals. Recently, Malaysia has been recognized as a country of sustainable economic growth.
Ang (2007) uses annual time series data for the period 1960-2005 to examine the
determinants of FDI in Malaysia. Following the two-stage least squares method (2SLS) of
Bewley (1979), by using the first lags of the variables as instruments for current
differentiated terms to account for specific problems of endogeneity bias, results indicate that
FDI is attracted to Malaysia through higher financial development, real GDP, growth rate of
GDP, infrastructure development, and trade openness. On the other hand, a higher statutory
corporate tax rate and appreciation of the real exchange rates appeared to discourage FDI
inflows. The author finds that higher macroeconomic uncertainty induces more FDI inflows
in this Malaysian case. By providing a comprehensive empirical comparison analysis, Zheng
(2009) identifies determinants of FDI in China and India. The variables applied reflect both
home and host countries’ characteristics. The author uses a national level panel data set,
covering 28 home countries and regions in the period 1984 — 2002 for China, and 15 home
countries in the period 1991 — 2002 for India. The findings confirm that market growth,
imports, labor costs, and country political risk/ policy liberalization are FDI inflow
determinants into these two countries. However, there is a marginal difference. While
exports, market size, and borrowing costs are important to China’s FDI, geographical and
cultural distance re significant to India’s FDI.

In regard to FDI in Vietnam, most researchers discuss FDI based on national and regional
determinants. In terms of national determinants, Nguyen and Haughton (2002) develop a
model for 16 Asian countries from 1991-1999 and state that the openness, real exchange
rates, government budget deficits, and domestic savings are important factors in attracting
FDI. Hafiz and Giround (2004) do a survey of subsidiaries of transnational corporations

(TNC) in ASEAN countries, and recognize that political stability, government policies, size
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of the local markets and quality of the labor forces are strong factors in attracting FDI into
the area. Hsieh (2005) analyze FDI inflow determinants in Southeast Asian transitioning
economies, including Cambodia, Laos, Myanmar and Vietnam from 1990 to 2003. The
results indicate that the most important determinants are GDP per capita, and the degree of
openness. Parker et al (2005) prove that the effect of the US-Vietnam Bilateral Trade
Agreement (BTA) on FDI inflows for clothing, furniture and fisheries is positive. For
regional determinants, Nguyen (2002) use cross-provinces of Vietnam data for 2000. The
author states that the regional factors that determine FDI are provincial GDP, human capital,
GDP per capita, and number of industrial zones. For the same purpose, Pham (2002) finds
that local markets, wage rates, labor forces, infrastructure and incentive government policies
are important factors as well. In their relationship between economic growth and FDI,
Nguyen (2006) confirms there to be a that positive and statistical significance between
economic growth and FDI, and vice versa. Moreover, their results suggest that FDI
complements domestic investment. Similarly, Nguyen and Nguyen (2007) also examine the
impact of location choice on FDI, and the impact of FDI on the Vietnamese economy. The
results indicate that markets, labor, and infrastructure are determining factors in attracting
FDI. From this author’s detailed literature review, as most current and previous researchers
are involved in Asian countries, an empirical research for FDI inflows for Vietnam in
particular has not been studied yet.

Determinants of FDI inflows into a specific country are not significantly differentiated
from theoretical explanations and collective empirical research findings. GDP, growth rate of
GDP, cost of labor, political stability are among the most normative attraction factors
associated with FDI variances. However, different countries possess varying attraction
factors and obstacles. For instance, Africa attracts FDI due to its rich natural resources; FDI
is attracted to Asia because of its significant potential markets, while institutional policies
influence FDI flows into Latin-Caribbean countries. A summary of empirical factors applied
to country case studies is presented in Table 3.3.2. A plus (+) sign reflects positive statistical
significance while the minus (-) reflects negative statistical significance or correlation with
that variable. NS signifies no significance. Factors are divided into four groups of market
conditions, cost of production, business condition, and government policy. These four

perspectives represent a foundation for the model developed in Chapter 5.
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Table 3.3.2: Summary of empirical factors applied in country case studies

FACTORS

Fetscherin et al.,

Lall et al., 2003
2010

Chandrapalert,

Nabende, 2002
Fedderke and
2000

Romm, 2005
Udo and
Obiora, 2006
Fukumi et al.,
2010

Shah and
Ahmeh, 2003
Ang, 2007
Zheng , 2009

Vietnam case
studies

Market and Trade

Market size GDP per capita

+
+
+
+
+
+
+

+

Economic Growth

+
>
w
+
+
+
+

Openness/ Trade + | + ns + + +

Balance of Payments - -

Cost of Production

Infrastructure + + + +

Labor Skills/ Human + +
Capital

Resources for Extractive +
FDI

Cost of Labor - + -

Production Efficiency

Cost of Domestic Capital ns +

Exchange Rates + ns -

Business Conditions

Share of R&D Spending in +
GDP

Industrial Zones +

Remoteness - -

Government Policies

Country Risk/ Inflation - -

Political Stability + + - + | +

Tax Policy - + -

Multi/Bilateral

Liberalization + +

Political Regime/ Right ns/+ +

Domestic Savings

Incentive/ Institutional + +
Policies

Public Investment/ Support + +
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3.3.2. Gaps in the literature

The above literature in the Section 3.3 has provided evidence concerning FDI
determinants. Through this review, specific voids in FDI literature are identified. Previous
research focused predominately on host country attraction factor, although FDI is found to
result from an interaction of multiple effects. In fact, few researchers examined both home
and host countries’ collateral effects. Additionally, the literature examined pinpoints the
existence of comparative advantage as an integral factor in examining determinates relating
to FDI; however, there is no empirical research recognizing comparative advantage factors
concerning FDI determinants. In this part, the UNCTAD method is introduced as a
professional method for assessing countries FDI potential and performance; though, there is
no known research available for testing it. In respect to FDI in Vietnam, most studies
involved research about FDI in specific Vietnamese regions; therefore, there is no research
for the whole of united FDI Vietnam in particular. All these voids are taken into account in

empirical researches presented later in subsequent chapters.

3.4. Research conceptual framework

By studying the above theories, we understand that the macroeconomic drivers that
influence FDI flows can be categorized in four major groups: market and trade conditions,
costs of production, local business conditions, and government policies. Additionally, the
empirical works have provided evidence concerning FDI determinants that are authentically
based on these theories. As mentioned earlier, FDI should be understood as a comprehensive
perspective, which combines multiform dimensions. Thus, these four driving forces rest as a
foundation of this research’s conceptual framework.

Furthermore, through this review, specific voids in FDI literature are identified.

Firstly, the literature demonstrated that FDI emanated from two driving forces: push
factors from source countries and pull factors from investment destination countries. This
evidently required a model which coalesces and synthesizes both push and pull drivers
cotermininously. In fact, some research has mentioned this argument previously; however,

most existing research has focused on FDI determinant inflows instead of FDI initiating
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sources. This gap is taken into account in an empirical research that applies the Gravity
Model approach to observed factors that push and pull FDI initiation discussed in Chapter 4.

Secondly, previous research focused predominately on host country attraction factors,
although FDI is found to result from an interaction of multiple, bilateral effects. In fact, few
researchers examined both home and host countries’ collateral effects. Additionally, the
literature examined pinpoints the existence of comparative advantage as an integral factor in
examining determinates relating to FDI; however, there is no empirical research recognizing
comparative advantage factors concerning FDI determinants. In this part, the UNCTAD
method is introduced as a professional method for assessing countries FDI potential and
performance; though, there is no known research available for testing it. This void is filled by
an empirical study which identifies determinants of FDI establishment under comparative
advantage constraint in Chapter 5.

In response to the above indicated theoretical gaps, my basic conceptual framework is
amended to lead and direct specific empirical research in filling these voids. Figure 3.4
describes four groups of market conditions, cost of production, local business conditions, and
government policy forming an elementary foundation. Subsequently, each group contains
factors that particularly convey nominated variables to specifically related empirical
research. Different variables are applied to various model-building approaches to coincide
with different research purposes.

To fill the first gap, this research adopts the Gravity Model’s approach, which observes
influences of push and pull factors on FDI initiation. Basic variables relate to the size of both
home and host countries’ economies, and physical distances between each country pair. Push
factors enclose a home country’s characteristics, such as its growth rate of GDP (gGDP;),
wages (WAGES;), R&D (RD;), and risk (RISK;). Similarly, related pull factors include a host
country’s characteristics, such as its growth rate of GDP (gGDP;), wages (WAGES)),
infrastructure (TEL;), tertiary students in its population (TER;), risk (RISK;), and its state
investment outlays (SI10;).

To fill the second gap, this research employs a differences model approach, which is used

to identify determinants of FDI establishment under comparative advantages between
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country pairings. Variables applied are differentials in GDP (GDPiJ-)lS, wages (WAGES;),
distance (DIST;), R&D (RDj), and risk (RISKj;) between home and host countries. In
addition, most variables use in the UNCTAD method, such as GDP per capita (GDPy;),
telephone lines (TEL;), mobile phones (MB;), commercial energy use per capita (ENG;),
tertiary (TERS;), world market share of natural resource exports (EXPNS;), share of world
FDI inward stocks (FDIS;), share of exports in GDP (EXPS;), and world market share of
export of services (EXPSER;). These are applied to test factors influencing FDI inflows
under the aspect of host countries’ attractiveness as well as to test the suitability of
UNCTAD’s methodology.

Figure 3.4: Research’s conceptual framework

Mark(_at_ Push Factors
Conditions
FDI
> Initiation
Cost of Pull Factors
Production
Comparative
Local Business Advantage
Conditions Factors ( DI
»| Establishment
Government Attractive
Policy Factors

18 We modify UNCTAD variables by making differential values of variables which are representative of the
four dimensions. GDP;; = GDP; - GDP;j(minus). It is similar for WAGES;;, RD;;, RISKj
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3.5. Conclusion

The purpose of this chapter is to review FDI literature to understand why FDI occurs
(FDI initiation), what factors drive FDI inflow (FDI establishment), methodologies used in
empirical research, as well as to pinpoint gaps in the literature. The author’s literature review
examines both theoretical and the empirical factions. Figure 3.5 charts this chapter’s
framework of reviewed literature.

FDI theory explains why and how FDI occurs. Widely accepted theories hinge on two
fundamental economic and political sets of factors; economic perspectives, such as market
conditions (industrial organization), comparative advantage, transaction cost (internalization
theory), innovation/ technology (internationalization/ product cycle theory), and financial
concerns (financial-oriented theory), and the central political perspective of government
policies. Importantly, empirical evidence confirms that most significant FDI determinant
factors are based on existing political and economic theories, appropriately adapted to
specific countries and situations involved. From both theories and empirical evidence, we
gain knowledge that there is a mutual interaction between host and home countries. FDI
originates in one country and is driven to another country by push and pull factors; then, it is
established in a particular destination country due to interactions between host and home
countries’ characteristics. FDI literature demonstrates that both phases of FDI life are
directed under exact conditions that can be categorized and grouped into four dimensions:
market conditions (demand new market vs. growing market), cost conditions (reduce cost vs.
cheap cost), business conditions (competition vs. liberalization), and government policies
(supportive vs. incentive policies). These four dimensions form a foundation for research’s
conceptual framework, which is developed further in the subsequent empirical Chapters 4
and 5.

By reviewing literature, certain research voids are identified. Because the literature
describes FDI as an interaction effect between home and host countries; consequently, FDI
initiation should be understood as mutually gravitating forces, initially unbalanced and not in
a state of equilibrium. However, there are unknown research studies directed at the
examination of FDI initiation from a perspective of push and pull forces. This void
profoundly leads FDI research into applying a gravity approach methodology (Chapter 4). In
respect to FDI establishment, UNCTAD (2001) declares that host countries must fully
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comprehend their comparative advantages in order to optimally attract high quality FDI. To
date, there is no current research that identifies FDI determinants based on the comparative
advantage approach. Moreover, there is no known current research that tests the suitability of
UNCTAD’s method for ranking all UN countries in terms of FDI attractiveness levels. To
fill this void, this research continues with further analysis of comparative advantages’ unique
and unexplored role as an absorptive factor in FDI research (Chapter 5). Additionally, as FDI
is increasingly flowing into Vietnam, no discrete FDI study in Vietnam has as yet been
conducted. As mentioned in Chapter 2, there are specific academic grounds, mainly a lack of
countrywide prior research, for examining FDI in Vietnam at this time.

Additionally, the literature reviewed also provides methodologies for collecting data and
analyzing data. Most previous researchers build econometric models based on
macroeconomic panel data (e.g. (Bellak, Leibrecht, & Riedl; Nonnemberg & Mendonga,
2004) and apply multiple regression to analyze data. Specific techniques, such as OLS (Shah
& Ahmed, 2003; Singh & Jun, 1995), GLS (Lall, Norman, & Featherstone, 2003; Twimukye,
2006); gravity approach (Bellak, Leibrecht, & Riedl; Frenkel, Funke, & Stadtmann, 2004);
differential approach (Hogenbirk, 2002) are adopted as charted in detail in Table A3.1.

In general, FDI is a product of demand and supply, or supply and demand, depending on
each economist’s preference for either a demand or supply side primary transaction causality.
On the side of investor, source, or home country that seeks a new market, or reduced
transaction costs, for instance, to improve its firm’s profitability through expanding its
revenues, lowering its costs, or a combination of the two. These demands can be supplied
from a potential growth market and/ or low costs of production in another country
(destination country). The other side of recipient or host country that seeks additional capital
to underwrite new projects and advanced technology to improve its international competitive
advantages for national development and economic security, which foreign investors can
supply. It is clear that both investor and recipient countries may potentially benefit from FDI.
Increased FDI may also result from exploiting comparative advantages in production,
technological levels, managerial skills, and financial ability between both parties. Obviously,
FDI forms a mutual relation between demander — supplier, investor — recipient, and home

country — host country. Understanding FDI involves knowledge of these interacting effects.

88
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Appendices
Table A3.1: Related discussion

Author(s), Title, Year

Methodology

Aims

Sample

Some new evidence on determinants of
FDI

in developing countries

Harinder Singh and Kwang W. Jun
The World Bank International
Economics Department International
Finance Division, 1995

A pooled model, estimated
with ordinary least squares,
based on Leamer's (1985)
approach. The time series
portion of the data captures
intra country variation

The analysis focuses on
attempting to explain
variations of FDI flows over
time and across countries:
types of sociopolitical
instability, the business
operating conditions, the type
of exports

The analysis covers
1970-93 for thirty one
countries

FDI in China; determinants and effects
Stephane Dees
© 1998 Kluwer Academic

Running a regression with both
stationary and non-stationary
variables, estimate equation in
an error correction model

This paper attempts to assess
the determinants of Foreign
Direct Investment (FDI) in
China and its effects on the
whole economy

The empirical work is
based on a panel data.
The flows coming from
11 countries in the period
1983 — 1995

Explaining Japanese FDI in Latin
America

Tuman & Emmert

Social science quarterly, 1999

Multivariate regression model
is used. The effects of the
independent variables are
estimated using ordinary least
squares (OLS) with panel
corrected standard errors

This study seeks to explain the
variation in Japanese in Latin
America

Data set includes
observations from 12
countries received at
least $10 million of
Japanese FDI for a 14-
year period, 1979-1992

The determinants of U.S direct
investment in Thailand: A survey on
managerial perspectives

Adisak Chandprapalert

Multinational business review/ Fall 2000

Simple and multiple
regressions, SPSS version 9.0

This research study explored
the motives and determinants
of FDI and MNEs activity in
Thailand.

This study used a 7 point
a Linkert scale survey
instruments were mailed
to top executives of US
firms in Thailand. A total
of 100 companies’
responses
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Author(s), Title, Year

Methodology

Aims

Sample

The determinants of FDI: Sensitivity
analyses of cross-country regression
Avik Chakrabarti

Kyklos, vol.54 — 2001

Use a variant of Leamer’s
(1983, 1985) Extreme Bound
Analysis (EBA)

It systematically evaluates the
robustness of the partial
correlation between the level of
FDI and a wide assortment of
economic indicators

135 countries for the year
1994

Determinants of inward FDI: The case of
the Netherlands

Anne Elisabeth Hogenbirk

PhD, dissertation 2002

Generally used to evaluate
these hypotheses are
multivariate regressions. This
present study, particular
attention is therefore paid to
the differentials in cost factors
between the home country and
the Netherlands

The study finds out the
determinants of FDI in a single
developed country in aspect of
macroeconomic.

The data are pooled time-
series, cross-section
observations of foreign
direct investment flows
in the Netherlands from
28 home countries during
1987-1999.

Determinants of US direct foreign
investment in the Caribbean

Pooran Lall, David w. Norman and
Allen M. Featherstone

Applied Economics, 2003, 35, 1485—
1496

The estimation procedure used
was generalized least squares,
which enabled adjustments to
be made for the effect of
heteroscedasticity, by
weighting each variable by the
standard deviation of the error
as suggested by Ramanattan
(1989)

The objective of this paper is to
determine the factors
influencing US. FDI in the
Caribbean in short- and long-
run, and determine the
differential impact of these
factors on FDI in the
Caribbean and Latin America.

These included eight
Caribbean countries and
14 Latin American
countries in 1983-1994
period

The determinants of FDI in Pakistan: An
empirical investigation

Zahir Shah and Qazi Masood

Ahmed

The Pakistan Development Review

42: 4 Part 1l (Winter 2003) pp. 697714

The regression, OLS
estimation and the Co-
Integration, using Johansen-
Juselius (1990) technique

This paper not only studies on
the determinants of FDI but
also focuses more to the public
policies and their impacts on
the inward FDI flows in
Pakistan

Time-Series data for the
period from 1960-61 to
1999-00
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Author(s), Title, Year

Methodology

Aims

Sample

The determinants of FDI in developing
countries

Marcelo Braga Nonnemberg

Mario Jorge Cardoso de Mendonca
ANPEC - Brazilian Association of
Graduate Programs in Economics, 2004

Panel data regression, OLS
with pooled data; and the RHO
statistic and the Breusch-Pagan
test revealed the importance of
the individual component

The objective of this study is to
shed light on the determinants
of FDI in developing countries

A econometric model
based in panel data
analysis for 38
developing countries for
the 1975-2000 period

Determinants of FDI and economic
growth in the West African monetary
zone: A system equations approach
Eli A. Udo and Isitua K. Obiora
University of Ibadan, 2006

Using a simultaneous-
equations method on a panel.
The behavioral relationships of
the model were estimated using
Weighted Two Stage Least
Squares (WTSLS) estimation
technique, and another
estimation technique - the
General Method of Moments
(GMM)

This study specifically
analyzes the candidate
determinants of FDI in the
West African Monetary Zone
(WAMZ) and investigating the
cause-effect relationship
between FDI and growth

05 countries of the West
African Monetary Zone
1980 to 2002

An econometric analysis of determinants
of FDI: A panel data study for Africa
Evarist Twimukye

PhD dissertation, 2006

Applied the Feasible
Generalized Least Squares
Estimation Technique with
Lagged Value of GDP

The objective of this study is to
evaluate the determinants and
regional distribution of foreign
direct investment in Africa

Annual time series data
for forty six African
countries, 1990 - 2003

A panel analysis of bilateral FDI flows to
emerging economies

Michael Frenkel, Katja Funke, Georg
Stadtmann

Economic Systems 28 (2004) 281-300

Using the Gravity Model for
FDI Flows

The paper examines the
determinants of FDI flows to
emerging economies by
analyzing a compiled data set
of bilateral FDI flows

A panel analysis to
annual FDI flows from
each of the G-5 countries
to 22 emerging markets,
period 1992 — 2000
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Author(s), Title, Year

Methodology

Aims

Sample

Labor Costs and FDI flows into Central
and Eastern European countries: A
survey of the literature and empirical
evidence

Christian Bellak, Markus Leibrecht,
Aleksandra Riedl

Structural Change and Economic
Dynamics 19 (2008) 1737

A Panel-Gravity Model
Approach

Paper analyses, determinants of
Foreign Direct Investment
(FDI) across selected Central
and Eastern European
Countries (CEECs) focusing

on labor costs.

Using dataset comprises
bilateral net-FDI flows
between seven home and
eight host countries for
the period of 1995-2003

FDI in Sub-Saharan Africa: Motivating
factors and policy issues

Frank L. Bartels, Sadiq N. Alladina,
Suman Lederer

Journal of African Business, 10:141—
162, 2009

Factor Analyses

To examine the perceptions of
investors in SSA for policy
insights

758 foreign investors in
10 SSA countries

Institutional quality and foreign

direct investment in Latin America
and the Caribbean

Atsushi Fukumi and Shoji Nishijima
Applied Economics, 2009, 1-8, iFirst

Using Simultaneous Equations
approach

to investigate the interaction
between FFDI and institutional
quality

A panel analysis of 19
countries in Latin
America and the
Caribbean, periods from
1983 to 2000

Investment Climate and FDI in
Developing Countries: Firm-Level
Evidence

Tidiane Kinda

World Development Vol. 38, No. 4, pp.
498-513, 2010

Principal Component Analysis
(PCA) and standardization
methods to generate the
aggregated indices

To assess the determinants of
FDI with a focus on
infrastructure, institution and
human capital

Firm-level data across 77
developing countries
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4. The Origin of FDI: Push - Pull

Factors initiate FDI Flow

4.1. Introduction

Foreign direct investment has increased dramatically in the last two decades and is
considered to be both, driven by and a driver of globalization. Since World War II research’s
understanding of FDI has changed remarkably, especially in developing economies.
Developing economies are now fiercely competing for FDI inflows to support these countries
accelerated growth and development. While companies headquartered in advanced countries
were often stereotyped as investors seeking efficient and low waged foreign operations. We
are now observing an increasing tendency towards FDI flows across and among developing
countries. Notably, the more recent trend of emerging transnational corporations (TNCs)
emanating from developing transitional economies, is attributed and related to their increased
FDI growth rates. FDI establishes an investment channel with a potential to create greater
momentum for South-South cooperation (UNCTAD, 2006). Moreover, South- South
outsourcing via FDI is often regionally concentrated.

What factors cause FDI? Underlying all FDI transactions is the accepted fact that no
country or nation, even China, India, or the United States, can claim to be entirely self
sufficient or autarkic in meeting 100% of its industrial, commercial and consumer
requirements in terms of both products and services. Therefore, by deductive reasoning for
any state to initiate fulfilling its requirements, it must necessary cross its own borders to
obtain what is not possible to be produced or serviced in their home country. Simple bilateral
trading is a necessary initial step in this development process. At some point in time,
individuals and concerns come to realize that their wealth of comparative advantages may
produce greater profit returns, if financially underwritten and placed outside their own
national borders. Once it becomes obvious to other investors that home profits can be
achieved at a faster pace abroad, than at home, the “race is on” to identify any and all foreign

locations where the rate of return on investments are found to be both feasible and superior.
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Thus, the “laws of supply and demand” take a quantum leap forward in terms of both
complexity and activity, as soon as the “Glass Ceiling” of limiting capital investments to
one’s home business operations and markets is shattered.

In concise terms, an owner of certain assets (e.g., capital, advanced technology) under
certain circumstances is amenable to investing them (supply) to increase profits. While a
recipient (host country) has raw materials, products or service to offer in meeting these
extraterritorial demands (e.g., lower cost of production) as well as demands for capital,
technology and other specific requirements. These are often referred to as FDI
‘determinates’, to enhance their national economy. The source and host countries become
economic agents for demand and supply forming a tense, dynamic, and even ritualistic
liaison with each other, not unlike human courting behaviors in certain cultures. This paring
creates an environment poised to go into action within a certain range of conditions, or
‘determinates’. When these determinate conditions are present under mutually acceptable
terms, the FDI conception process can take place; and barriers fall away and investment’s
way is cleared to allow for a host country’s penetration. FDI benefits are later born after a
given gestation period. Seeing their investments grow and thrive in number as with cellular
mitosis, FDIs expand in number as long as country specific, comparative advantages exist
that are able to deliver profits beyond transaction cost barriers. This process continues to
evolve motivating home country businesses to continue investing in foreign locations; while
nearly simultaneously engaging host countries with this new bond and relationship.

This is how FDI is first conceived and initiated. This paper aims at an in-depth empirical
analysis of the so-called push and pull-factors preceding FDI’s conception and generation or
initiation to examine which determinate factors push enterprises to invest abroad, which
capacities host countries possess and have to offer, and which characteristics of both home
and host country ultimately shape FDI.

Vietnam is a case in point. The country is developing rapidly and very successful in
attracting FDI, not only from advanced countries, but also from other developing countries;
especially from those, which are relatively proximate or mutually well connected by
transport logistics. The thrust of this study is, however, that the interaction of home and host
country characteristics is important in explaining FDI initiation after controlling for the

(physical and cultural) distance between home and host country. We, therefore, hypothesize
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the existence of a regional bias in causing FDI flows to break loose from their foreign shores,
allowing emerging economies to insert themselves into breaking down the structural barriers
of global-regional divisions of labor, provided the appropriate combination of FDI push and
pull factors is present. As such, a gravity model of FDI, which explicitly controls for the role
of (physical) distance, offers an appropriate framework for this study.

Various theories of FDI that explain FDI initiation have been put forward, often
highlighting different aspects. On a more general level, industrial organization theories
describe FDI as a result of an imperfect global market environment (Helpman, 1984; Hymer,
1966; J. R. Markusen & Strand, 2009). Internalization theory hypothesizes that FDI emerge
because of the simultaneously presence of ownership, internalization, and locational
advantages (John H. Dunning, 2001; Nocke & Yeaple, 2008; Alan M. Rugman, 1986).
Product internationalization theory holds that FDI appears in the later stages of the product
life cycle (Gersbach & Schmutzler, 2008; Kojima, 1978; Vernon, 1966). Such theories can
easily be complemented with political explanations put forward in the literature to argue the
role of supportive and incentive policies for FDI (Brewer, 1992; Gilpin, 1975; UNCTAD,
2009).

These various (and often deliberately eclectic) theories are directly calling for in-depth
empirical analyses of FDI. One strand of empirical literature focuses on estimating the
relative importance of different FDI determinants. Many empirical studies concentrate on
attraction factors in host countries, such as GDP and GDP per capita, economic growth,
openness, labor cost, infrastructure and human capital, available natural resources, political
stability and country risk among others (Kinda, 2009; Schneider & Frey, 1985; Singh & Jun,
1995). However, FDI involves a flow from a source country to a recipient country. As such,
what needs to be explained is the mutual effects interacting between both partner’s country-
specific behavior. We require a theory which combines both push (= home country) and pull
(= host country) factors, which has not been fully developed yet. This setting seems to be an
ideal case to study within the framework of a gravity model. In fact, the gravity model is
rooted in Newton’s law of universal gravitation (1687) that states that the attraction between
any pair of objects is proportional to the product of their respective size and inversely
proportional to the (square) of the distance separating them. These models allows for testing

both, push and pull drivers of FDI, while at the same time controlling for separation factor,
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usually approximated by physical distance. For example, Frenkel, Funke, and Stadtmann
(2004) found that a gravity approach could indeed successfully be applied to FDI, while
Hattari and Rajan (2008) reported that an augmented gravity model fit the FDI data well.
However, as Homer understood, the beauty of Helen could also launch a thousand ships to
the far foreign shores of Troy. Therefore, from a behavioristic standpoint, an aesthetic or
luring perception of a far of host country’s assets and wealth may in certain cases override
the hard logic of squared distances nuanced in Newtonian physics. Savvy Freud inevitably
trumps virgin Newton much of the time, when it comes to deciding on FDI ventures.

In this paper, we contribute to FDI literature by initiating an in-depth examination of the
push and pull factors by means of applying gravity model for analysis. We employ a panel
data set comprising FDI flows from 42 source countries that have invested in Vietnam from
1990 to 2006. We show that economic geography still matters as distance still plays a much
stronger role than usually anticipated. Moreover, their results also indicate that not simply a
few, single variables are required to initiate FDI interaction, but rather a more complicated
series of events with multiple (observable and unobservable) variables responding in a
dynamic manner to each other.

The remainder of this paper is arranged as follows. Section 4.2 provides a specific FDI
literature review concerning gravitational forces. Section 4.3 presents data and its various
specifications of the empirical model employed. Section 4.4 discusses the analyzed results.
Section 4.5 concludes and summarizes the finding of gravity forces related to FDI’s

attraction behavior.

4.2. Gravity approaches to FDI: A brief review of literature and variables
applied

In previously mentioned literature (Section 4.1 as well as Chapter 3), FDI is general
initiated by push and pull factors in terms of markets, costs of production, local business
conditions, and incentive policies. Our conceptual framework is based on these four
dimensions. More to the point, we apply a gravity model approach; therefore, the following

part has to deal with our gravity model’s application to FDI.
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The gravity model is based on Newton’s law of universal gravitation which was readily
applied in various types of social science.™® The first who introduces the Newtonian gravity
model into social sciences is Carey (1858) in his study on human behavior. After more than
one century, Stewart (1948) popularized this model. Stewart relied on a canonical version of
the gravity model that states that the gravity between two objects i and j is proportional to
their masses and inversely proportional to the square of the distance separating them. Some
years later, Isard (1960) adjusted Stewart’s model by not using the squared distance part of
Newton’s law. From here on, the gravity model has been widely and successfully applied to
explain international trade (Anderson, 1979; Bergstrand, 1985; Heuchemera, Kleimeierb, &
Sander, 2009; Huang, Ates, & Brahmasrene, 2006; Tinbergen, 1962).

The gravity model has more recently also been adopted to explain FDI flows. Generally,
the basic model that has been frequently used includes the FDI flows between a home
country i and a host country j, the GDP of the countries i and j respectively, and the
geographical distance between capitals. Some scholars (e.g., Aficano and Magalhaes, 2005;
Chaisrisawatsuk & Chaisrisawatsuk, 2007; Gopiath and Echeverria, 2004) apply a gravity
approach to observe the relationship between FDI and trade. Trade facilitation is a key factor
for inducing FDI inflows to host countries from home countries (Chaisrisawatsuk &
Chaisrisawatsuk, 2007). In the other words, FDI is positively related to trade suggesting the
existence of complementary relationship between the two (Aficano & Magalhé&es, 2005).

Some researchers attempt to identify determinants of FDI through a gravity approach,
and their attempts are successful. Indeed, Hattari and Rajan (2008) use the gravity model to
examine the determinants of FDI flows to developing Asia, using bilateral FDI flows for the
period 1990-2005. They conclude that an augmented gravity model (which involves
measures of trade openness and financial openness of host countries as well as bilateral
imports between two countries) fits the data well. Frenkel et al. (2004) argue that the gravity
approach can successfully be applied to FDI. Consequently, they examine the determinants

of FDI flows into emerging economies using gravity model approaches. They start with a

19 Early application in social scienes start with Carey (1858), Carrothers (1956), Tinbergen (1962), and Olsson
(1965b). Applications are — among others — migration (Flowerdew & Aitkin, 1982), international trade
[Métyas,(1997), Bayoumi & Eichengreen (1997)], consumer services (Goodwin & Ross, 1992), medical
services (Lowe & Sen, 1966), international trade [Tinbergen (1962), Pdyhdnen (1963), Anderson (1979),
Bergstrand (1985, 1989) Oguledo & MacPhee (1994), Egger & Pfaffermayr (2002)] as well as more recently
FDI [Frenkel et al. (2004); Tamalo (2005), Chaisrisawatsuk & Chaisrisawatsuk, (2007), Hattari (2008)].
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generic model using the GDP of both the home and host countries and the distance between
their capitals as a generally accepted country locus point. This model is then successively
extended to investigate home and host country characteristics. They find that economic
characteristics like risk and economic growth in host countries as well as in home countries
were crucial in influencing FDI flows, while market size and distance also play an important
role. Talamo (2005) wants to discover new factors determining decision processes of
multinational firms for establishing new affiliates abroad. Their results indicate that quality
of corporate governance institutions and mechanisms, shareholder protection and openness to
FDI have positive effects on FDI flows. Table 4.2 (see p.115) gives a synopsis of gravity
model specification used in the literature discussed above.

With respect to the explanatory variables used, we classify the above-discussed literature
into two groups. The first group uses variables in terms of relationships between the home
and the host countries, such as similarity of country size (Aficano & Magalhdes, 2005) or
relative factor endowment (Marchant & Peng, 2004). The second group uses variables
reflecting home and host country specific effects, respectively. For instance, their variables
are the growth rate of GDP of the home country, growth rate of GDP of the host country
(Frenkel et al., 2004), population of the home country, population of the host country
(Talamo, 2005), GDP per capita of the home country, GDP per capita of the host country
(Chaisrisawatsuk & Chaisrisawatsuk, 2007). The latter group of papers focus on either FDI
flows into emerging economies in general (Frenkel et al., 2004), or factors determining
decisions of multinational firms to establish new foreign affiliates abroad (Talamo, 2005), or
a bi-directional effect between trade and investment. Hence, there is no studies that
emphasizes interactions of push and pull factors for initiating FDI. We address this gap by
developing a gravity model for an in-depth investigation of joint workings of push and pull
factors in an emerging economy after foreign trade and investment liberalization has taken

place, and argue that both host and home countries’ characteristics will shape FDI.
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Table 4.2: Gravity approaches to FDI: A literature synopsis

Frenkel Gopinath & Marchant & Talamo Chaisrisa  Hattari &

et al Echeverria Peng -watsuk Rajan
(2004) (2004) (2004) (2005) (2007) (2008)
Variable
FDI flows from country i to country j X X X X X
Trade and FDI flow from country i to country j X
Value of trade between two countries X
GDP of home country X X X X X
GDP of host country X X X X X
Size of GDP of home and host country X
Distance between two countries X X X X X X
Growth rate of GDP of home country X
Growth rate of GDP of host country X
GDP per capita of home country X
GDP per capita of host country X
GDP per capita of home and host country X X
Openness of home country X
Openness of host country X X X X
Import of home and host country X X
Population of home country X X
Population of host country X X
Population of home and host country X
FDI inflows between home and host country
FDI outflows between home and host country
Country risk rating of host country X
Inflation of host country X
Accountability between home and host country X
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Frenkel Gopinath & Marchant & Talamo Chaisrisa  Hattari &
et al Echeverria Peng -watsuk Rajan
(2004) (2004) (2004) (2005) (2007) (2008)
Corporate Tax between home and host country X
Shareholder Protection of host country X
Difference in time zone X
Number or regional trade X
Fixed exchange rate of host country dummy X
Home country dummy X X X
Host country dummy X X
Time dummy X X X
European Union ship/ border/ region dummy X X
Language dummy X X
Geography dummy
GSP dummy X
Asian financial crisis dummy X
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Concerning this select case study, Vietnam as one of the most dynamic emerging
economies of Asia and the World, may thus provide valuable lessons for other emerging
economies. However, inward FDI into Vietnam is less, not only in quantity, but also in
quality compared to its neighboring countries. It is under pressure to improve incentives for
increased FDI growth. One of the best ways to improve this policy is to better understand
FDI per se in terms of its mutual effects. Therefore, studying push and pull factors are an
improvement in the appropriate direction. This investigation is conducted on a step by step
basis. Step one is the baseline model. Step two is to test push factors. Step three is to
examine pull factors. Step four is to scrutinize the joint working of push and pull factors in

combination. Details are introduced in the next section.

4.3. Data and an empirical model

Following the above literature, it is hypothesized that FDI is initiated by both push and
pull factors from both partner countries. Therefore, we apply a gravity model approach which
includes both supply factors of home countries and demand factors from host countries
(Egger & Pfaffermayr, 2002) as well as being successfully applied to related FDI data
(Frenkel, et al., 2004; Hattari & Rajan, 2008). We take into account two aspects of FDI
flows. One aspect is home country characteristics with respect to push factors. The second
aspect is host country characteristics which reflect pull factors. We examine country-specific
factors for both home and host countries that could influence FDI generation. We employ a
panel for FDI flows into Vietnam from 42 source countries?® with annual observations for the
period of 1990-2006. Our sample time is limited because the most recent data for 2007 and
2008 are available only with a longer time lag. On the other hand, we start only in 1990 to
focus on the period after the Foreign Investment Law was introduced in Vietnam in 1988.
The data is supplied by United Nations Conference on Trade and Development (UNCTAD),
Ministry of Planning and Investment of Vietnam (MPI), and General Statistics Office of
Vietnam (GSO)?.

Our empirical model starts with a generic gravity model, which is successively expanded

to allow for the inclusion of the push and pull driving factors. This basic model includes

2 population: 76 source countries have invested in Vietnam since 1988-2006
2! The authors wish to thank UNCTAD, MPI, GSO for supplying the data.
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products from GDPs of both home and host countries and geographic distance between home
and host countries. The second specification explores push factors by home country
characteristics, while the third specification examines pull factors by host country
characteristics. The fourth and final specification investigates interactions of both push and
pull driving factors. The dependent variable is the log of annual amounts invested in Vietnam
from each home country i in period t. Initial data analysis has shown that our FDI data is
stationary and that no panel co-integration analyses is required. For independent variables,
we use certain explanatory variables that are proxies for country-specific factors. Detailed
data descriptions and sources can be found in Table A4.2 in the appendix. Table A4.3, A4.4,
and A4.5 in the appendix provide descriptive statistics of these variables as well as the results
of the panel unit root test for FDI.

In the first baseline gravity model, the dependent variable is FDI;j standing for FDI flows
from a home country i into Vietnam j during period t. Independent variables are products of
GDPs from home and host countries (Marchant & Peng, 2004), and physical distances
between each country pair. The size of GDP (GDPj;* GDP;;) of home countries and Vietnam
in year t measures (market) sizes of country pairs involved. A high volume of GDP normally
reflects a country’s wealthy economy. It is a potential resource for pushing FDI. Heckscher
(1919) and Ohlin (1933) state that capital flows occur from capital abundant to capital scarce
countries. This creates FDI. Besides, a high volume of GDP also respects and is attracted to
value based markets, i.e. quality of health care, income growth and educational standards of
host countries, which are important attractions for pulling international investors. It is
hypothesized that the size of GDP is a positive factor for initiating FDI. Distance is an
important variable for gravity modeling. The DIST;;, which measures the physical distance
between the home country i and Vietnam j can be transaction costs, whether caused by
transportation cost, or reflecting a necessity for physical proximity in regional production
networks, or affected by differences in cultural and business customs. Hence, a shorter
distance can be correlated with lower cost and closer business customs, which can be good
conditions for conducting business in foreign destinations. Therefore, we expect that distance

is an important factor for generating FDI. The simplest empirical specification is:

InFDI,, = S, + 3, IN(GDP *GDP,) + £, In DIST, + &, (1.1)
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This specification ignores, however, individual characteristics of different home
countries, for not only home countries, but also timing effects reflecting the influence of
individual years’ economic performance on FDI flows. Hausman’s specification (see
appendix A4.6) test clearly favors a fixed over a random effects model. This is also in line
with the majority of the empirical FDI literature reviewed. Thus, we add home country fixed
effects, o;, and time fixed effects, vy, to our generic gravity model, first separately and then

testing for both effects.

INFDI,, = /3, + 8, IN(GDP, *GDP,) + 3, N DIST; +¢; + &, (1.2)
INFDI,, = /3, + 8, IN(GDP *GDP,) + 3, N DIST; + 7, + & (1.3)
INFDI,, = S, + B, IN(GDP, *GDP,) + 3, N DIST, +a, +7, + & (1.4)

In our second step, we try to indentify which specific home country factors push FDI
flows forward. We do so by replacing home country dummy variables with explanatory
variables that are characteristics of the selected home countries. In line with literature,
growth rates of GDP embody market aspects. Wages, research and development (RD;), and
risk (RISK;) symbolize costs of production, business conditions, and government policy

aspects.
n=1
InFDIy, = B, + 5, I(GDR *GDR)) + 5, INDISTy +In X S, X +7, +&y ()

A GDP growth rate for a home country (gGDPI) is included as a proxy for economic
development in home countries. It measures rates of change in GDP. High growth rate brings
more GDP and contributes to home countries’ economic development and wealth. Similar to
GDP, it is a preferential condition to push companies to venture abroad for conducting
business. Hence, it is anticipated that gGDP; is a positive relationship with the FDI initiation.
International investors are maximizing their profitability; therefore, higher wages at home
(WAGES;) will push them to search for cheaper labor resources outside their home country.
We include wages here to test whether their higher cost in home countries is a substantial
determinate for generating increased FDI. The expected sign would be a positive
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correlationship. In internationalization theory, Vernon (1966) developed an international
product life cycle theory to explain trade and FDI. He indicated that innovations that initially
appear in countries are more capital incentives; then gradually production is relocated to less
capital-intensive countries. Thus, higher R&D spending in home countries could speed up
the product cycle and act as a push factor for increased FDI outflows. Because of this, a
positive coefficient is anticipated. Finally, rational investors are usually risk adverse. They
often share risk in different investment packages. A higher risk in home markets would cause
a source company to seek profits on investments in foreign destinations. Therefore, risk is
proposed as a factor to push FDI initiation. Again, a positive coefficient is expected.

In the third specification (3) we inspect pull variables that are characteristic of host
countries. To control for home country heterogeneity, we employ country fixed effects.
However, we drop time fixed effects as we are particularly interested in economic and
regulatory changes that made the Vietnamese economy more attractive for foreign investors

over time, i.e. we try to identify causal factors behind any time fixed effects.
n=1
In DI, = B, + B, In(GDR, *GDP,) + 3, In DIST; +In kZzlﬂkajt +a; + & 3)

We take into account the influence of GDP growth rate in Vietnam (gGDP;) on FDI as
proxy for its potential market size and increased revenue development. Since this rate
measures recent dynamics of its economy; thus, high growth is often associated with high
dynamics in the future (Frenkel et al., 2004). We expect a positive and significant influence
on FDI initiation. Regarding costs of production, we select two variables for testing. First
and most common, costs of labor (WAGES)) is selected, expecting that lower costs of labor
in host countries would lead to the creation of increased FDI. Secondly, we hypothesize that
an upgraded, modern infrastructure would also reduce production costs. Lower costs might
be associated with higher profit; hence, developments in infrastructure can shape FDI. As a
proxy for modern information and communication infrastructures, we use the average
number of telephone lines per 1,000 inhabitants (TEL;). Concerning the local business
condition, we make use of tertiary variables (TER;) as a share of tertiary students in this
population indicates an availability of high-level skills. Higher skilled and educated labor
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market, everything else being equal, could form FDI flows. With respect to government
policy, we scrutinize the role of country risk (RISK;) and state investment outlays (SIO;).
Country risk variable are applied as a composite indicator capturing some macroeconomic
and other factors, which affect risk perception of investors. A stable situation in host
countries might drag or delay FDI placement in a host country. We expect a positive value
for risk coefficients in our regressions. Likewise, we anticipate that an effective investment
from government in infrastructure, human resources and technology would catch the
attention of international investors and assist in pulling their investments.

Our final specification (4) allows for both explanatory variables for home and host

country characteristics and allows us to analyze the interaction of push and pull factors:

n=1 n=1
INFDI,, = B, + B, IN(GDR *GDP,) + 8, INDIST, +In X 5, X,y + I X 2 +5,, (4)

ijt

4.4. Results

Our presentation of empirical results focuses on four specifications of our gravity model
(see Table 4.4). The first four equations represent baseline models 1.1 to 1.4. While our
preferred model here is clearly 1.4, because it includes all time and country fixed effects, we
also report other estimations as they can be used as a benchmark for models (2)-(4). The
results confirm an emerging consensus in literature that gravity models perform very well for
FDLI. In particular, we confirm that FDI elasticity in respect to sizes of their economies is
practically equal to 1 and highly correlated and significant. In our preferred model (1.4),
where GDP of home and host countries and their distances apart serve as sufficient
explanation; all coefficients are significant and have an anticipated correlation. A 1%
increase in the size of GDP would lead to 0.97% increase in FDI. The role of distance is very
strong. If we take Model 1.4 as theoretically correct, we are confronted with a coefficient of -
1.47 which is higher than the distance coefficient usually estimated in trade models, which is
typically found to be near unity. This suggests that FDI generation may; therefore, be
influenced by home and the host country GDP levels and distances between home and host

country.
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Table 4.4: Push and pull factors of FDI initiation

Specification

1.1 1.2 1.3 1.4 2 3 4

Bo C 7.94%*%* 5 29***  §O8*** L Gh¥EE [ 75xw* 18.73 30.59*
(0.00) (0.00) (0.00) (0.00) (0.00) (0.15) (0.07)
B;  InSize; 1.04%**  (0.38***  121***  0.97***  1,09*** -0.02  1.09***
(0.00) (0.00) (0.00) (0.00) (0.00) (0.95) (0.00)
B,  InDISTij -1.87***  -0.65***  -1,92*%** -] A7*** D 35FE* -0.07  -2.37***
(0.00) (0.00) (0.02) (0.00) (0.00) (0.87) (0.00)
Bz IngGDPi 0.49** 0.45*
(0.04) (0.06)
Bs In WAGESI 0.93*** 0.92%**
(0.00) (0.00)

Bs  In WAGES;j -10.19*** .11 54%*
(0.00) (0.00)
Bo  InRISKj 9.12*%**  10.65***
(0.00) (0.00)
B InSIOj -1.49%  -2,99%**
-0.06 (0.00)
Bz In TERS]j 2.54%*%  3.39%**
(0.02) (0.02)
R? 0.33 0.67 0.39 0.71 0.48 0.69 0.47
Root MSE 3.31 2.37 3.2 2.28 2.98 2.31 2.98
Observations 714 714 714 714 575 714 575
Home country fixed effects No Yes No Yes No Yes No
Time effects No No Yes Yes Yes No No

(*)(**)(***) denote significance at 10%, 5%, 1% level, respectively. P-values are shown in parentheses. A
reported p-value of 0 is of course actually greater than zero

From here on, we first include home country variables and then host country variables

and finally both combined. It should be stressed that our objective is to present rather

parsimonious or concise specifications for our final model. This is partly required because

some of the potentially explanatory variables are highly correlated, and may otherwise cause

multicollinearity problems?. In the second step, we, therefore, attempt to identify the so-

called push factors. To do so we replace home country fixed effects with variables describing

important home country characteristics. After some experimentation with the UNCTAD

variables, we focus on four variables: GDP growth (gGDP;), wage (WAGES;), research and

development (RD;), and risks (RISK;) for individual home countries. We first test each

%2 Table A4.4 in the Appendix give a correlation matrix for our variables.
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variable individually before allowing for interactions to transpire (for details see Table A4.7
in the appendix). It should be noted that in all specifications, economic size remains positive
and significant and close to 1; distance also possesses expected signs and exercises a
significant influence as a critical FDI determinate. However, for all specifications the
distance coefficient is now higher than in the fixed effect model. Obviously, there are more
unobserved and unobservable factors, which would make distance important, such as cultural
proximity, et al. Then, when introduced alone, all variables except GDP growth are
significant and have the expected correlations. However, given high correlations between
certain variables, some of these results could simply be statistical artifacts. When we include
all four variables in gravity equations, RD; and RISK; are not statistically significant. This
could indicate that the life cycle of R&D and risk are not major drivers in pushing FDI, once
we control for economic growth and wages in corresponding home countries. We, therefore,
settle for a more concise and parsimonious specification concentrating on wages and growth
as push factors (see Equation 2 in Table 4.4). This estimation suggests that for each 1%
increase in home country wages FDI increases by 0.93%. As such, wage costs at home
appear to be a rather strong push driver. With respect to economic growth, we find an
elasticity of 0.49 only when we control for wages alone. This evidence confirms that
investors from rapidly growing economies would be inclined to be lead to destinations where
home country wage costs are under pressure.

Our next specification of gravity equations analyzes specific pull factors by adding
variables describing host countries’ economies and their development over time. We employ
the variables: gGDP;, WAGES;, TEL;, TERS;, RISK;, and SIOj to our generic model. Before
arriving at our results, shown in column (3) of Table 4.4, we have tried to select relevant
variables using a model with a country dummy, but without a time dummy in order to be able
to capture important changes in the growth and development process of Vietnam. In doing
so, we pay a price for not being able to control for growth and (wage) developments in
source countries which were found to be of high importance for FDI initiation. This
“misspecification” is reflected in insignificant coefficients for size and distance. However,
one task of this exercise is merely to identify relevant push factors and their interaction with

pull factors. After some experimentation, (see Table A4.8 in the appendix) we settle for four
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relevant and simultaneously significant push factors: WAGES;, TERS;, RISK;, and SIO;. In
terms of cost of production efficiency seekers are encouraged by low costs of labor in
combination with an educated and skilled labor force located in destination countries, since
Vietnam has established a high level of tertiary education in its populace. This estimation
supports similar results by Schneider and Frey (1985), loannatos (2001), Nonnemberg and de
Mendonca (2004), Nunnenkamp and Spatz (2002), and it also coincides conformingly with
previous findings that high wages in home countries push FDI. With respect to government
policy, we find a significant and highly positive relationship of FDI with RISK|. As a higher
value of this variable represents a more stable investment environment, we find that a 1%
lower perceived country risk triggers a 9.12% increase in FDI. This result confirms the
extreme importance of creating a stable investment environment. Finally, we find a 1.49%
decrease in FDI for each 1% increases in SIO;. The negative sign for SIO; may not
necessarily indicate only a marginal negative effect of too much state involvement, but rather
that a retreat of the state from a previously high involvement in the economy resulted in
investment opportunities for foreign corporations.

Finally, we combine push and pull factors into one specification by using both home and
host country characteristics identified above. As for model development, we added host
country variables successively to baseline models for host country characteristics (3). Details
of these estimations are reported in Table A4.9 in the appendix. Equation (4) in Table 4.4
reports our preferred final model. The statistical fit of this model, which uses no fixed
effects, is remarkable with an R? of 0.47. Almost alike in their benchmark fixed effect model
(1.4) we obtain an almost unitary FDI elasticity with respect to economies’, i.c., as
economies involved in FDI expand, so will their FDI. Likewise, the role of push factors is
confirmed in our final specification with coefficients being remarkably similar to the one
obtained in Model (2). We, therefore, find that accelerated development in home countries
parallels with higher wages, and are a major trigger of FDI initiation; while pull factors are
reaffirmed by the role of an educated, but still rather inexpensive workforce. Again,
coefficients for host country wages and tertiary education found in our final model are

remarkably close to those found in our pull-driver-only Model (3). The same is true for FDI’s

% Because of the high correlation between wages and GDP growth, we concentrated on wages and added the
other variables successively.
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promoting a role of low country risk perception and lower involvement by the state in
investment transactions. Finally, importance of distance is again stressed here, pointing to the
fact that regional economies are extremely important as a factor for initiating FDI. In sum,
we find that FDI origin is strongly driven by outsourcing needs of its rapidly developing
neighbors. With states increasingly making room for private investments, a low perception of
country risk and an educated and still relatively cheap labor force it is among the first

country candidates to consider for outsourcing,

4.5. Conclusions

The main objective in this paper is to understand push and pull factors that initiate FDI
flows between source countries and a particularly developing country, evidenced from
Vietnam. Some different specifications of gravity models are applied to analyze panel data of
42 home countries in the period of 1990-2006. The results confirm an emerging consensus in
FDI literature that gravity modeling performs very well for FDI. This analysis has confirmed
that interactions between both home and host country characteristics under conditions of a
favorable economic geography support the initiation of FDI flows. In respect to push factors,
FDI outflows would be increased by an increase in the growth rate of GDP and wages of
home countries. These findings fit well with previous literature. FDI can be summarized as a
movement of assets and capabilities from a capital-intensive country to a capital scare
country; investors are seekers of profitability, and as quoted from the newly released film,
“Wall Street Il: Money never sleeps”. In terms of pull factors, increases in the educational
level of a given population, stability in a country’s economic atmosphere, and low costs of
labor will shape FDI flows. The result is very appropriate given previous findings. Educated
and skilled labors, low cost of production, socio-economic and political stability are
attractive factors. We, thus, arrive at five conclusions with respect to Vietnam.

First, we find that geographical distance is significant for FDI, even more so than in
trade, at least for certain countries. With a coefficient of -2.38 FDI is almost twice as
sensitive to distance as the usual estimates for trade indicate. Thus, a regional bias in cross-
border investments is much higher than one in physical trade. Second, elasticity with respect
to joint GDPs approximates, but is not statistically variance from one. In other words, pulling

FDI can be expected to grow proportionally to countries’ economic growth. Third, elasticity
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related to any given home country’s FDI and in respect to its wage development in relation to
Vietnam is approximately one or unity, suggesting that FDI is strongly driven by labor cost
differentials. Additionally, outsourcing is also driven by home country economic growth.
Fourth, FDI’s labor cost oriented character is also underlined by host country characteristic
results by strongly negative correlations for wages in Vietnam. This effect is particular strong
after controlling for country risk, which is found to be a strong FDI incentive. Fifth,
education tends to promote FDI while oversized government sectors act as a deterrent.
However, to identify the effects of these developments (as well as those of other indicators of
infrastructure) all depend crucially on interactions between assigned determinate variables.

Generally, our findings support the hypothesis that origins of FDI are initiated by push
factors from home countries and pull factors from host countries. From this analysis, host
countries should understand how push and pull factors maximize externalities and
internalities while attracting FDI. Actively, host countries should aim at certain target
countries to “create” dynamic pushing effects (demand); and then combine these effects with
available attractive factors (supply) to direct (pull) FDI inflows back to their host base.

On a more general level, our analysis suggests that FDI is in essence a “bilateral affair”,
driven by a unique combination of home and host countries in a particular geographic and
historic setting. This suggests that there is no blueprint for a successful investment promotion
policy. Rather, a country eager to attract foreign direct investment should seek to create an
absorptive capacity for a particular setting into which they find themselves locked.
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Table A4.1: FDI by countries and economies, 1988-20062*

The Origin of FDI

No. Country & Region No. of Total Capital  Legal Capital  Disbursements
Projects
1 Australia 124 686,204,248 312,538,623 351,443,658
2 Austria 10 12,075,000 4,766,497 5,245,132
3 Bahamas 3 18,850,000 5,850,000 8,181,940
4 Belarus 1 400,000 400,000 400,000
5 Belgium and Luxembourg 27 80,349,379 38,607,606 60,730,558
6 Brunei 26 76,360,000 27,490,000 1,950,000
7 Bulgaria 1 720,000 504,000 -
8 Canada 55 339,638,658 149,909,028 20,851,321
9 China 399 834,768,012 461,381,090 207,741,469
10 Czech 7 36,528,673 14,098,673 9,322,037
11 Denmark 36 179,094,364 87,798,929 83,580,669
12 Finland 3 16,335,000 5,350,000 6,006,758
13 France 176  2,197,145,735  1,339,357,010 1,116,701,148
14 Germany 77 367,279,832 151,334,445 160,110,013
15 Hong Kong 375  4,599,265,576  1,864,072,945 2,140,519,315
16 Hungary 3 1,806,194 1,007,883 1,740,460
17 India 16 123,543,710 101,081,891 607,535,845
18 Indonesia 13 130,092,000 70,405,600 127,028,864
19 Israel 5 7,560,786 4,170,786 5,720,413
20 Italia 22 55,968,988 26,080,826 27,439,591
21 Japan 724 7,110,330,416  3,244,728,594 4,810,494,127
22 Korea 1246 6,153,865,751 2,604,530,440 2,584,127,725
23 Malaysia 202  1,642,451,050 762,695,421 969,906,037
24 Netherlands 73 2,160,539,122  1,298,573,674 1,942,554,165
25 New Zealand 12 32,597,000 13,167,000 4,356,167
26 Norway 13 32,031,918 19,957,307 9,607,806
27 Panama 6 16,882,400 7,185,000 3,528,815
28 Philippines 25 240,658,899 118,563,336 85,564,058
29 Poland 7 33,500,000 16,654,000 13,903,000
30 Russia Federation 47 278,323,841 164,351,086 609,046,458

24 Only for valid projects. (Unit: $US. million). Source MPI
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No. Country & Region No. of Total Capital  Legal Capital  Disbursements
Projects

31 Singapore 447  8,037,186,155  2,972,549,453 3,634,945,624
32 Slovakia 1 850,000 300,000 -

33 Spain 5 6,889,865 5,249,865 195,000
34 Sri Lanka 4 13,014,048 6,564,175 4,174,000
35 Sweden 11 36,693,005 17,285,005 14,091,214
36 Switzerland 41 744,371,029 357,097,032 530,619,721
37 Taiwan 1547  8,050,841,996  3,552,555,203 2,906,606,007
38 Thailand 141 1,315,458,904 506,303,245 823,836,713
39 Turkey 6 63,450,000 19,185,000 6,085,800
40 Ukraine 6 23,954,667 13,085,818 14,092,291
41 United Kingdom 77 1,346,671,531 488,599,051 642,586,433
42 United States of America 307  2,186,648,447  1,224,767,613 756,809,009
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Table A4.2: Data description and sources

The Origin of FDI

Variable Acronym Expected Measurement Rationale Source
Influence

Inward FDI FDI;; FDI inflow from country i to Ministry of Planning and

Vietnam j Investment of Vietnam

(MPI)
Economic size GDP; * GDP; + GDP of home country and Market size and wealthy of UNCTAD
(In sizey) Vietnam economies

Physical distance DISTj; +/- The distance between capital of  Farther distance means higher http://www.indo.com/cqi

Vietnam and the home country  costs, differences in culture -bin/dist
Economic growth of the home gGDP; + GDP growth rate of the home High gGDP - fast growing home UNCTAD
countries country country’s market
Economic growth of Vietnam gGDP; + GDP growth rate of the host High gGDP - fast growing host UNCTAD

country country’s market
Cost of production of the home WAGE; + Wages rate of the home country  high wages, higher FDI outflows International Labor
countries Organization (ILO)
Cost of production of Vietham WAGE; + Wages rate of the host country Low wages, higher FDI inflows ILO
Technological capabilities of the  RDS; + The share of R&D spending in High share of R&D, quickly UNCTAD
home countries GDP of the home country business cycle
Modern information and TEL; + The average number of High demand, high FDI attraction UNCTAD
communication infrastructure of telephone lines
Vietnam
The availability of high-level TER; + The share of tertiary students in ~ High literacy rate — high UNCTAD
skills of Vietnam the population productivity
The risk perception of investors  RISK; - The country risk of home Higher value represents more stable  UNCTAD
of the home countries country economic atmosphere, and thus,

less FDI outflows
The risk perception of investors ~ RISK; + The host country risk in ratings ~ Higher value represents more stable UNCTAD
of Vietnam economic atmosphere, and thus,
high FDI inflows

Public investment of Vietnam SIQ; + Public investment flow in Productive public investment, General Statistics Office

Vietnam

higher FDI inflows

of Vietnam (GSO)
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Table A4.3: Summary statistics

InFDIij  InSIZEij  In DISTij In GGDPi In WAGESi  InWAGESj InRISK] In SIOj In TERS]

Mean 0.37 8.33 8.67 2.97 6.53 3.73 4.12 8.18 -0.53

Median 1.13 8.46 9.07 3.01 7.17 3.81 4,19 8.66 -0.07

Maximum 8.07 13.61 9.78 3.33 8.82 3.99 4.29 9.37 0.47

Minimum -4.61 3.00 6.63 -4.61 2.07 3.56 3.75 6.13 -1.85

Std. Dev. 4.06 1.90 0.82 0.41 141 0.14 0.16 1.04 0.73

Skewness -0.10 -0.13 -1.10 -11.62 -0.79 -0.20 -1.03 -0.89 -0.60

Kurtosis 1.48 2.88 2.97 189.90 2.55 1.87 2.88 2.43 1.81

Jarque-Bera 69.47 2.60 143.05 1047872 72.59 42.45 127.27 103.41 85.37

Probability 0.00 0.27 0.00 0.00 0.00 0.00 0.00 0.00 0.00

Sum 267.07 5946.65 6193.33 2102.99 4229.13 2662.43 2944.11 5842.04 -380.54

Sum Sq. Dev. 11746.93 2583.28 480.33 116.37 1289.13 13.05 18.27 764.68 379.80

Observations 714 714 714 709 648 714 714 714 714

Table A4.4: Correlation matrix

In FDIij InSIZEij InDISTij IngGDPi InWAGESi InRDi InRISKi IngGDPj InWAGES] InTELj InTERS] InRISKj InSIOj
In FDIij 1 0.44 -0.36 0.23 0.26 0.12 0.32 0.07 0.07 0.08 0.08 0.12 0.09
In SIZEij 1 0.20 0.16 0.36 0.44 0.41 0.31 0.37 0.39 0.40 0.39 0.41
In DISTij 1 -0.42 0.21 0.55 0.07 -0.02 -0.01 0.01 -0.01 0.00 0.00
In gGDPi 1 0.18 -0.16 0.21 -0.03 0.00 0.00 -0.01 -0.03 -0.02
In WAGESI 1 0.48 0.73 0.05 0.10 0.11 0.10 0.10 0.11
In RDi 1 0.38 -0.01 0.00 0.02 0.01 0.01 0.01
In RISKi 1 0.12 0.16 0.19 0.18 0.22 0.20
In gGDPj 1 0.86 0.82 0.92 0.76 0.85
In WAGES;j 1 0.81 0.94 0.82 0.88
In TELj 1 0.91 0.87 0.94
In TERS] 1 0.88 0.97
In RISK] 1 0.94
In SIOQj 1
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Table A4.5: Result of the unit root test (Levin)

Levin-Lin-Chu unit-root test for Ifdij;

Ho: Panels contain unit roots Number of panels = 42
Ha: Panels are stationary Number of periods = 17

AR parameter: Common Asymptotics: N/T ->0
Panel means: Included
Time trend: Included

ADF regressions: 1 lag
LR variance: Bartlett kernel, 8.00 lags  average (chosen by LLC)

Statistic  p-value

Unadjusted t -17.2889
Adjusted t* - 47973 0.0000

Table A4.6: Result of a specifications test (Hausman test)

Hausman’s fe_model re_model

---- Coefficients ----

(b) (B) (b-B) sgrt (diag(V_b-V_B))
fe_model re_model Difference S.E.
Isize |.3878658 5370977 -.1492319 .0418169

b = consistent under Ho and Ha; obtained from xtreg
B = inconsistent under Ha, efficient under Ho; obtained from xtreg

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

=12.74
Prob>chi2 = 0.0004
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Table A4.7: The role of home country characteristics: Push factors

Specification

2.1 2.2 2.3 2.4 2.5 2.6
Bo C 6.32%** 6.70%** 14.9*** -13.1%** 1.73 4.75%**
(0.00) (0.00) (0.00) (0.00) (0.79) (0.00)
By In Sizeij 1.13%** 1.15%** 1.11%** 1.08*** 1.15%** 1.09%**
(0.00) (0.00) (0.00) (0.00) (0.00) (0.00)
B In DISTij -1.82%** -2.27*** -2.76%** -1.95%** -2.83%** -2.35%**
(0.00) (0.00) (0.02) (0.00) (0.00) (0.00)
B3 In gGDPi 0.25 0.38* 0.49**
(0.25) (0.09) (0.04)
Ba In WAGESI 0.57*** 0.70*** 0.93***
(0.00) (0.00) (0.00)
Bs  InRDSI 0.83%* 0.24
(0.00) (0.21)
Bs In RISKi 4,96*** 191
(0.00) (0.21)
R2 0.38 0.45 0.44 0.42 0.52 0.48
Root MSE 3.24 3.05 3.05 3.14 2.85 2.98
Observation 641 648 688 714 551 575
Home country fixed effects No No No No No No
Time effects Yes Yes Yes Yes Yes Yes

(*)(**)(***) denote significance at 10%, 5%, 1% level, respectively. P-values are shown in parentheses. A

reported p-value of 0 is of course actually greater than zero.
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Table A4.8: The role of host country characteristics: Pull factors
Specification
3.1 3.2 3.3 3.4 3.5 3.6 3.7 3.8 3.9 3.1 3.11 3.12 3.13
Bo C 1.95 14.86*** -19.65*** 14.34*** 1.95 15.15%** -5.47 34.83*** 4.69 12.46 16.88 14.37 18.73
(0.35) (0.006) (0.00) (0.00) (0.35) (0.006) (0.43) (0.00) (0.65) (0.35) (0.21) (0.27) (0.15)
By In Sizeij 0.18 0.71%** -0.55** -0.11 -0.22 0.17 -0.31 0.26 -0.29 -0.17 -0.07 -0.11 -0.02
(0.25) (0.00) (0.021) 0.7) (0.45) (0.51) (0.29) (0.26) 03)  (0.61) (0.82) (0.72) (0.95)
B2 In DISTij -0.36 -1.11*** 0.68* 0.05 0.22 -0.36 0.34 -0.48 0.3 0.13 -0.001 0.06 -0.07
(0.22) (0.00) (0.07) (0.9) (0.64) (0.4) (0.45) (0.21) (0.48)  (0.78) (0.99) (0.9) (0.87)
Bz IngGDPj 1.62**
(0.04)
Bs In WAGES;] -2.45* -4,88*** -4.46%** -3.02%*  -4,29%** -7.74%*%*  -6.63*** -4.29 -9.61%** -4.88*  -10.19***
(0.06) (0.00) (0.00) (0.03) (0.00) (0.00) (0.00)  (0.11) (0.00) (0.06) (0.00)
Bo In RISK] 5.75%** 6.25*** 6.15*** 6.03*** 9.11*** 9.12%**
(0.00) (0.00) (0.00) (0.00) (0.00) (0.00)
B1o In SIOj 1.04%** 0.16 0.93* -1.59** 1.03** -1.49*
(0.00) (0.65) (0.07) (0.04) (0.04) (0.06)
Bin  InTELj 0.44%%% 0.19 0.15 0.14
(0.00) (0.24) (0.45) (0.46)
B1o In TERS]j 1.51*** 0.75 -0.15 2.38** 0.002 2.54**
(0.00) (0.13) (0.86) (0.03) (0.99) (0.02)
R2 0.68 0.68 0.68 0.68 0.69 0.68 0.69 0.68 0.69 0.68 0.69 0.68 0.69
Root MSE 2.37 2.37 2.34 2.34 2.32 2.35 2.32 2.35 2.32 2.35 2.31 2.34 2.31
Observation 714 714 714 714 714 714 714 714 714 714 714 714 714
Home country
fixed effects Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
Time effects No No No No No No No No No No No No No

(*)(**)(***) denote significance at 10%, 5%, 1% level, respectively. P-values are shown in parentheses. A reported p-value of 0 is of course actually greater

than zero.
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Table A4.9: The role of home and host country characteristics: Push and pull factors

Specification

4.1 4.2 4.3 4.4 45 4.6 4.7
Bp C 2013 18.82%*  23.79%** 0.34 30.59%  30.84* 30.59%
(0.00) (0.00) (0.00) -0.97 -0.07 -0.07 -0.07
By In Sizeij 110%*  LO7*%  108* 4 (owxx 1.09%%* 1,09 1.0g%r*
(0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00)
B,  InDISTij QA40FFE238FK 23T paguae 2.37FFF 237FMF oo
(0.00) (0.00) (0.00) (0.00) (0.00)  (0.00) (0.00)
Bs  IngGDPi 0.47* 0.43* 0.45* 0.43% 0.45* 0.46* 0.45%
(0.1) (0.08) (0.07) (0.08) (0.06) (0.06) (0.06)
B,  In WAGESI 0.02%%%  Q.9I%** 0,92 g1 0.92%%%  0,92%** 0.92%%*
(0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00)
B7 In gGDPj 2 44
(0.13)
BS In WAGESJ _3.95*** _6.36*** _8.38*** _4l01* _11.5*** _11.9*** _11l5***
(0.00) (0.00) (0.00) -0.08 (0.00) (0.00) (0.00)
Bo  InRISK] 2.50% 197 gyguwn  1065F%% 1059%% oo
-0.09 -0.2 (0.00) (0.00)  -0.003 (0.00)
Blo |I"I SIOJ ‘0.96*** '2.99*** '2.78*** _2.99***
-0.04 (0.00) -0.01 (0.00)
B, INTERS] 339%*F  BATR 4o
-0.02 -0.02 -0.02
B  InTELj -0.18
-0.5
R? 0.45 0.46 0.46 0.46 0.47 0.47 0.47
Root MSE 3.01 3.00 3.00 2.99 2.98 2.98 2.98
Observation 575 575 575 575 575 575 575
Home country fixed effects No No No No No No No
Time effects No No No No No No No

(*)(**)(***) denote significance at 10%, 5%, 1% level, respectively. P-values are shown in parentheses. A

reported p-value of 0 is of course actually greater than zero.
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5. FDI Establishment under

Comparative Advantage Constraints

5.1. Introduction

Foreign Direct Investment (FDI) has brought to host countries not only capital, but also
advanced technology, materials, and skills in the form of education and training, and
competition. In addition, FDI has made contributions to overall economic growth, prosperity,
and the general well being of a nation. That is why most recipient countries attempt to attract
FDI using various incentive policies. However, the vast majority of these policies focus only
on host countries’ internal advantages, or advantages when compared to neighboring
countries. Host countries’ policy makers have inadequately addressed and oftentimes failed
completely to advance other, seemingly obvious comparative advantages, which exist
between host and home countries, even though this is confirmed to be an important criterion
in encouraging external investment®. Hence, FDI policies may not be optimized, if host
countries plan to strategically attract FDI to present only their internal advantages, while
completely ignoring the comparative advantages that exist between the two partners. By not
emphasizing comparative advantages, they are often ignored, sometimes completely, greatly
handicapping host countries in ways they should not be. Despite the fact that the comparative
advantage issue is mentioned in relation to FDI theory, such as OLI eclectic (J.H. Dunning,
1973), “pari passu” of Japanese FDI style (Kojima, 1978) and trade patterns of domestic
economies with FDI (Claro, 2009); there is no empirical research to identify determinants of
FDI from comparative advantage approaches. We take up this challenge in this research. The
objectives of this paper are, thus at once to uncover, capitalize and emphasize comparative
advantages, which exist between host and home countries, while bringing to light perhaps
previously unreported attractiveness factors that could further expand a host country’s

competitive edge. Consider the following: which comparative advantage factors between

% Generally, the decision to invest in a particular country is determined by both economic and political factors.
What needs to be recognized and incorporated into models of decision making is that these factors come not
only from host countries, but also come from home countries as well.
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home and host countries” influence inward flows of FDI the most, as well as which attractive
factors of host countries’ influence inward FDI. In addition, since 1988, UNCTAD has
ranked all countries and economies in the world in terms of FDI potential and performance.
For host countries, their given position is very important, since it must impress foreign
investors’ perception regarding the investment climate of that destination country. However,
there is no study to test the adequacy of this ranking methodology. We assess UNCTAD’s
characteristics scheme for classifying FDI’s potential, and address whether this method is
suitable to apply to all countries. The UNCTAD method is introduced in Section 5.2.

We fill in the gaps detailed above through a careful analysis of UNCTAD data,
incorporating specifically the concept of comparative advantage into our developed models.
Our conceptual framework includes four facets of market conditions, factors for costs of
production, local business conditions, and government policy provided for by FDI theories
(in Chapter 3). We test our theoretical model by applying comparative advantage theory
using UNCTAD’s provided variables. Vietnam is selected for case study, as Vietham could
be a good example for other developing countries (as presented in Chapter 1). Data consists
of 42 FDI inflows into Vietnam during the period 1990 to 2006.

The next section describes comparative advantages between Vietnam and investing
(home) countries concerning inward FDI potential. This information is useful for posing
hypotheses regarding comparative advantage factors that determine FDI inflow. Section 5.3
provides a brief literature review of comparative advantage theory and UNCTAD
methodology used in ranking FDI potential and performance of all UN countries. Section 5.4
describes empirical models used in this research. Section 5.5 gives an interpretation of these

results. Conclusions are given in the final section.

5.2. The comparative advantages between Vietnam and source countries
Vietnam is located on the Indochina peninsula. The country borders China to the North,
Laos and Cambodia to the West, and sea to the East. In addition, Vietnam has three fronts
bordering the sea: East, South and Southwest. With its central location in Southeast Asia, it is
accessible to China and to the other ASEAN countries. For these reasons, it is a rigorous
trade production partner for both parties. Vietnam’s geographic location lies in one of the

most dynamic economic growth areas of the world, among such countries as China, South
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Korea, Japan, Singapore, Malaysia, Taiwan, and Thailand. This is an outstanding advantage
that Vietnam possesses of luring FDI flows into its shores while comparing to other ASEAN
countries. In general, Vietnam is considered to have a more stable socio-political
environment and fewer problems related to religious and racial differences than other
countries in its region. Since initiating economic reform, the country has achieved a stable
GDP growth rate. Real GDP has increased at an annual rate of 7%. In 2007, the growth rate
was the highest in the past ten years at 8.5%. This results in Vietnam being assessed as a
secure destination for foreign investment. Through August 2009, there were 10,670 licensed
projects with a total registered capital of US$ 166.03 billion from 38 countries and
economies (FIA website)?.

To give some sense of the success that a comparative advantage approach might have
recently, Vietnam, as an emerging economy, has witnessed well over average growth.
Beginning twenty, thirty, or even forty years ago, Vietnam started from an extremely anemic
economic base. Its previous economy was agricultural, using only hand labor and little or no
automation. Even this primitive method of production was heavily destroyed during the War
in Vietnam beginning in the early 1960s and ending in the mid 1970’s. This beginning point
might be a good example for other developing countries to consider as they move from labor-
based and in-ruin economies to more progressive ones. These improvements are even more
remarkable when you consider that Vietnam shares a land border with China, currently the
leading destination for FDI in terms of invested capital. Thus, even though local competition
for attracting FDI is high and Vietnam is a small market with relatively few natural
resources, the country has prospered quite well under some very intense competition.
Vietnam’s recent economic performance can serve as an example for others to demonstrate
the potential of a comparative advantage approach.

In this research, we examine 42 source countries that implemented their registered
projects. Some comparative advantages between Vietnam and their source countries are

introduced based on four facets of our conceptual framework.

% Accessed on 2009-09-21
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Figure 5.2.1: Average GDP between Vietnam and source countries in 1988-2008

2,411.19

$US billion

492.72 574.40

28.36

America Asia Europe Vietnam

Source: based on World Bank data

Heckscher (1919) and Ohlin (1933) indicate that capital flows occur from capital
abundant to capital scarce countries. In this case, GDP size of home countries is larger than
Vietnam’s. This indicates home countries are wealthier (see Figure 5.2.1). These home
countries have an advantage of abundant capital, while host countries by definition require

capital. This relationship might lead to possibilities for investing in Vietnam.

Figure 5.2.2: Average monthly wages between Vietnam and source countries from 1988-2006
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Source: Based on World Bank data
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Efficiency seekers are likely encouraged by low costs of labor or other required resources
in host countries to look beyond their own borders for profit opportunities. The amount of
Vietnamese wages is the minimum amount stipulated by the government. Although it is not
an actual market price, it is; however, still significantly lower than wages in the home
countries (qua economic groupings) listed (see Figure 5.2.2). As international investors want
to gain increased profit by reducing costs of production, they would logically prefer investing

in countries with low labor cost, everything else being equal. Vietnam could be one choice.

Figure 5.2.3: Average share of R&D spending as a % of GDP for Vietnam and its source countries from
1988-2008
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Source: Based on UNCTAD data

As a developing country, Vietnam has insufficient capital resources to spend on large
R&D budgets (see Figure 5.2.3). Fu (2008) opines that the globalization of R&D may
provide an opportunity for developing countries to catch up with home countries’ advanced
technology frontiers. As technological transfers from more to less developed countries

increase (Keller, 1996), Vietnam can take advantage of advanced technology through host
based FDI research.
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Figure 5.2.4: Average risk indicators® for Vietnam and source countries from 1988-2008
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Source: based on UNCTAD data

Figure 5.2.5: Average risk indicators for Vietnam and emerging economies from 1988-2008

62.52 62.53 64.16 65.26 65.80 67.04
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Source: Based on UNCTAD data

27 Country risk is a composite indicator capturing some macroeconomic and other factors that affect risk
perception of investors. This variable is measured in such a way that high values indicate less risk. This risk
indicator is assessed by UNCTAD.
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From investors’ perception, Vietnam is not a high-risk country (see Figure 5.2.4).
Although Vietnam has lower risk indicators than source countries, it is not too low when
compared to other emerging countries such as Myanmar (MMK: 51.8), Nigeria (NGA:
56.64), Indonesia (IDN: 62.53), Russia (RUS: 64.16), Brazil (BRA: 65.26), Venezuela
(VEN: 65.8), and Egypt (EGY: 67.04) (see Figure 5.2.5). With an advantage of a stable
socio-economic and political situation, Vietnam is a good destination for international

investors’ capital, assets, and other resources.

5.3. Determinants of FDI with respect to comparative advantage theory
and UNCTAD methodology

This section is structured to discuss FDI literature further under comparative advantage
constraints and the UNCTAD methodology used in ranking FDI’s potential and performance
for all UN countries. This theoretical platform is used to develop our general conceptual

framework into specific differential models.

5.3.1. Determinants of FDI in respect to comparative advantage theory

Robert Torrens (1815) is the first person to mention comparative advantage by
comparing trade between England and Poland for grain. He determines that England could
gain advantage by trading grain with Poland, although it might be possible to produce that
grain more inexpensively in England than Poland. David Ricardo (1817), however, is the
main contributor to comparative advantage theory. In the text “Principles of Political
Economy and Taxation”, Ricardo expresses a view that countries should specialize in
producing what they produce most efficiently. With respect to FDI, one of these theories
used to explain FDI phenomena is international trade theory or industrial organization theory.
These theories postulate that FDI is a result of an imperfect global market environment.
Heckscher (1919) and Ohlin (1933) are the earliest authors who laid a groundwork for
substantial development in the theory of international trade. They construct a factor
proportion model, which focuses on relationships between composition of a country’s factor
endowments and commodity trade patterns, as well as the consequences of free trade for
functional distribution of income within countries. Their research indicates that factor-

endowments differ between countries. This means that factor prices cannot be equalized
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internationally. Capital flows occur from capital abundant to capital scarce countries.
Consequently, FDI is motivated mainly by the possibility of higher profitability in growing
markets, at relatively lower rates of interest in the host country, and a necessity to overcome
trade barriers and to secure sources of raw materials. This theory goes to the root of
comparative advantage’s economic incentives. Comparative advantage forms a basis for
modern trade theory, reformulated as the Heckscher-Ohlin theorem, which states that a
country has a comparative advantage in the production of a product, if that country is
relatively well-endowed with inputs that are used intensively in producing a product (Case &
Fair, 1999). The most comprehensive theoretical attempt to link advantage with FDI
decisions has been made by Dunning (1973; , 1981; , 2001). He describes comparative
advantage theory in his eclectic paradigm, which explains why firms internalize their cross-
border markets for these advantages, rather than sell them or their rights to independent firms
(J.H. Dunning, 1998). He explains that ‘O’ is the ownership advantage of firms over
domestic firms in a given sector. Product advantages include patents, blueprints and trade
secrets, and confer market power or cost advantage. ‘L’ is countries’ vocational advantage.
Country specific advantages may come from factor endowments and the size of their
domestic markets, while location advantages might refer to physical distances, primary
products and quality of labor in recipient countries.

Specifically, FDI and comparative advantage have been studied under several points of
view. On a time line of “source country” longitudinal positions, Kojima (1978) studied
Japanese outward FDI. The author describes how Japanese investors carry out FDI for an
industry becoming comparatively disadvantageous in Japan, while at the same time has a
potential for becoming comparatively advantageous in a host country. He explains that FDI
outflows should be undertaken by firms producing intermediate products. This requires
resources and capabilities in which home countries have comparative advantages, but also
generates value-added activities. These require resources and capabilities in which those
countries are comparatively disadvantaged. According to Kojima, FDI acts as an efficient
conduit for trading intermediate products, but that the timing and direction of such
investment is best determined by market forces rather than by hierarchical control (J.H.
Dunning & Lundan, 2008) (p.110). Similarly, in the “UK, FDI and the comparative
advantage of the UK”, Nachum, Dunning and Jones (2000) focus on the link between
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outward FDI and comparative advantages of home countries investing firms. Their analysis
is based on two factors. First, a line connects multinational enterprises’ (MNESs) location
decisions, and comparative advantages and disadvantages available in their home countries,
and second, ownership advantages of their investing firms reflect these advantages and
disadvantages. They conclude that the largest shares of the UK’s outward FDIs are
concentrated in sectors in which the UK is comparatively disadvantaged. The authors state
that there are different characteristics in sectors between the UK’s industrial structure FDI
and comparative advantages of the UK. The former are distinguished by low levels of R&D
expenditure, high capital intensity and low labor intensity, while the latter tend to be more
technologically intensive.

In respect to a “recipient country”, Qiu (2003) constructs a theoretical model to examine
the implications of comparative advantage for FDI incentives. His model includes two
parties, host country and multinational enterprise, and two sectors, autos and textiles. This
theory emphasizes the differences between the two sectors in their market and export
opportunities. He finds that a host country’s comparative advantage sector is more attractive
to inward FDI than its comparative disadvantaged sector. A better market and export
opportunity in a host country’s textile sector makes this sector more attractive to inward FDI
compared to the auto sector. Park and Lee (2003) do investigate in comparative perspective
the behavior and strategies of FDI firms in China from South Korea, the United States, and
Hong Kong. These hypotheses are based on explaining explicitly and comprehensively the
characteristics of FDI from these three home countries in comparative perspective. This
study produces four major findings responding to four major issues. In keeping with firms’
motivations for FDI, Korean FDI firms aimed at China as an export-processing base, whereas
US, FDI firms tend to target local Chinese markets. Hong Kong FDI firms target both export
and local markets. With respect to sectoral distribution of FDI and ownership advantages,
Korean FDI firms focus on labor-intensive sectors, low labor cost and raw materials, while
U.S and Hong Kong firms concentrate on capital-intensive sectors. Concerning forms of
corporate governance and ownership of FDI firms, Korean FDI firms choose foreign-owned
FDI, whereas Hong Kong firms prefer contractual joint ventures. In regards to linkages with
local Chinese firms, Korean FDI firms lightly rely on backward linkage with local firms,

whereas U.S and Hong Kong firms demonstrated a strong tendency for backward linkage
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with local firms. Still in China’s case, Claro (2009) compares its trade pattern within the
domestic economy, both with and without FDI integration. The model focuses on segmented
factor markets and capital and technology flows. The research maintains that FDI
liberalization enhances movements of capital-intensive goods from capital-abundant country
to labor abundant country with lower wages.

In view of this interaction, Li (2008) examines the connection between international trade
and FDI of European countries (EU) and China. In terms of comparative advantage and FDI,
the author states that China offers very low labor costs, a large potential market and a
convenient geographical position, while EU countries’ FDI supplies management expertise,
brands and technology. More specifically, Li classifies China as possessing a comparative
disadvantage in agricultural resource-intensive goods (relative to France and Netherlands), in
mineral resource-intensive goods (Netherlands and Italy), in human capital-intensive (France
and Italy), and in technology-intensive goods relative to all EU countries. Oppositely, China
possesses a comparative advantage in labor-intensive products relative to all EU countries
and in human capital-intensive with Netherlands. Hogenbirk (2002) does not mention
comparative advantage while investigating the determinants of FDI inflows in the
Netherlands. However, the author identified determinants of FDI by using variables as
differences between home and host countries. For example, their GDP growth variable is the
annual difference between Dutch GDP growth and home economy GDP growth. Political
risk is defined as the annual difference between home countries’ credit ratings and the
Netherlands’. The wage rate is the annual difference in real hourly compensation costs in US
dollars for production workers in manufacturing between the Netherlands and the source
country. The findings provide some evidence that the most important factors determining
FDI inflows into the Netherlands include greater trade flows between a home countries’
economy and the Netherlands, cultural differences between the Netherlands and home
countries, home country population size, differences in the wage level, in political risk, and
home country GDP. To some extent, differences variables in Hogenbirk’s research reflect
comparative advantage factors between home and host countries.

Generally, the above literature confirms that FDI establishment might be lead by
comparative advantage factors such as capital abundance, high potential market, low cost of

production, less risk, and shorter geographic distance. These factors are correlated closely
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with four dimensions of this research’s conceptual framework. The explanation regarding
FDI in respect to comparative advantage examined in previous research resides either in the
viewpoint of a “source country” or a “recipient country”, or “interaction” between the two.
However, there is little research available regarding the latter. We fill this void by
incorporating comparative advantages into our model. By examining FDI inflows from the
perspective of comparative advantages, host countries can realize their national advantages to
improve their capacity to attract as well as recognize their home countries’ advantages to

maximize their benefit spillovers.

5.3.2. UNCTAD’s method
UNCTAD (since 1988) has ranked all (more than 140) UN countries according to their
capacity for attracting investment based upon FDI performance and potential criteria. The

UN’s category designations are charted in Figure 5.3.2.

Figure 5.3.2: Four-fold matrix of inward FDI performance and potential

LOW FDI HIGH FDI
PERFORMANCE PERFORMANCE
HIGH FDI Below potential Front-
POTENTIAL runners
LOW FDI Under-performers Above potential
POTENTIAL

Source: Adapted from UNCTAD, 2006

E.g., Front-runners: Countries with high FDI potential and high FDI performance

According to UNCTAD, and as anticipated, most developed nations are grouped as front-
runners, with high FDI potential and high FDI performance®®. A few developed countries,
however, are categorized as being mixed below potential performers with high FDI potential.
In the group of under-performers we find the vast majority of developing countries. A few,

28 Year-to-year changing of rank for a country in the UNCTAD scheme is established by a group of planning
professionals at the United Nations. This ranking obviously affects the perception of international investors
toward a recipient country. Currently, there is no research to evaluate this methodology.
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however, are grouped as below potential, meaning if their FDI performance could improve,
they too could be front-runners. Using this classification scheme and input rankings, one can
see the importance of identifying factors, which influence positively/ negatively rankings or
groupings of a country’s performance/potential. Such analysis and grouping factors can be
used to improve countries’ prospects for improving FDI inflows.

To assess a country’s FDI potential and performance, UNCTAD applies twelve (12)
factors to rank an economy’s attractiveness to foreign investors, such as GDP per capita,
growth rate of GDP, tertiary education levels”, energy usage per capita, country risk, share
of world’s FDI inward stock, and so on (see appendix A5.5). While some researchers have
applied factors similar to those used by UNCTAD to identify important determinants of
investment inflows, none have included terms allowing for the inclusion of comparative
advantages between the home and the host countries. Moosa and Cardak (2006) study
determinants of inward FDI flows by applying extreme bounds analysis (EBA). The authors
use eight (08) variables extracted from UNCTAD data to perform their investigation. The
empirical results demonstrate that GDP, growth rates of GDP, exports, infrastructure,
country risk, and education are key explanatory factors of FDI. Nonetheless, there is no
known research to apply UNCTAD method in terms of comparative advantage to observe
FDI flows into a specific country.

There is no doubt that a countries’ rank influences foreign investors’ perception
regarding the investment environment of a given country; therefore, it is necessary to test the
suitability of UNCTAD’s method. We take on this challenge in this paper.

5.4 Data and empirical model

Following an analysis of the above literature, it is hypothesized that the establishment of
FDI in a particular country is directed by not only attractiveness factors (of host countries),
but also comparative advantage factors (between home and host countries) which initially is
based on four above-mentioned driving dimensions. Therefore, we apply two tests for further
analysis. First, we examine comparative advantages between home and host countries. Then,

we investigate only the attractiveness component of host countries.

# Tertiary education is an educational status level following completion of a school providing a secondary
education. Colleges, universities, institutes of technology and polytechnics are the main institutions that provide
tertiary education (Wikipedia).
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We use panel data of 42 FDI flows> into Vietnam from home countries during the period
1990-2006. This sample period was constrained by a current lack of data for 2007 and 2008,
and the implementation of Vietnam’s Foreign Investment Law first promulgated in 1988.
UNCTAD, the Ministry of Planning and Investment in Vietnam (MPI), and the General
Statistics Office of Vietnam (GSO) supplied this data. Table A5.1, A5.2, and A5.3 in the
appendix provide descriptive statistics of these variables. We are prone to employ panel data
analysis as Yaffee (2003) states that panel data analysis is a method of studying a particular
subject within multiple sites, periodically observed over a defined time frame. We also apply
ordinary least squares (OLS) and double logarithms as one type of panel analytic modeling.
OLS statistics are usually used in studies examining FDI macro-economic determinants. OLS
assumes a constant slope and intercept parameters across time and country variations.

We start from a model, which indicates differences between the home and host countries’
characteristics to test for comparative advantages. This basic model includes four dimensions
of market conditions, cost of production, local business conditions, and government policies.
Subsequently, we add additional factors mirroring the attractiveness of the host country to
measure either the positive or the negative effects of inward FDI flows. The dependent
variable in our models is the logarithm of the annual amount invested in Vietnam j from each
home country i in the period t - FDIijt. For independent variables, we utilize variables from
UNCTAD?’s database that have been used to rank all UN countries and economies in terms of
potential and performance of FDI inflows. The employment of these variables is not only for
examining factors that influence FDI establishment, but also for testing the suitability of each
variable’s usage. UNCTAD variables are classified into four dimensions of our conceptual
framework. In the first dimension, the focus of analysis is on market conditions such as gross
domestic product (GDPij), an indication of market size, and GDP per capita (GDPg;), a proxy
for purchasing power of the market and Vietnam’s development levels as well. In the second
dimension, costs of production include wages (WAGES;j), an indication of the labor cost,
average number of telephone lines (TEL;) and mobile phones (MB;), an indication of modern
information and communication infrastructure, and commercial energy use per capita (ENG;)
to indicate availability of traditional infrastructure. In the third dimension, we include local

business conditions with a share of R&D spending in GDP (RDSij) to capture local

% population: 76 source (home) countries have invested in Vietnam since 1988-2006
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technological capabilities, geographical distance (DISTj), an indicator of home country
characteristics (culture, business customs, languages and cost), and share of tertiary students
in population (TERS;), to indicate availability of high-level skills. A world market share of
exports of natural resources (EXPNS;) is a proxy for availability of resources for extractive
FDI, and a share of world FDI inward stock (FDIS;) is a broad indicator of an attractiveness
and absorptive capacity for FDI and investment climate. The fourth dimension consists of
indicators of various government policies. We concentrate on country risk (RISKjj), a
composite indicator capturing macroeconomic and other factors that affect risk perception of
investors. A share of export in GDP (EXPS;) is proxy for an openness policy in our model,
and a world market share of export of services (EXPSER;) serves as an indicator for an
importance of FDI in service sectors are considered to be signs of the host country policy of
openness in trading. Detailed data descriptions and sources can be found in Table A5.4 of the
appendix.

For modeling, we start our first step with a basic structure and organization, which
examines both country-specific advantages of the host and home countries. In this
specification, influences of FDI inflows are tested by variables of differentials in GDP
(GDPi,-)31, wages (WAGES;;), distance (DISTj;), R&D (RDjj), and risk (RISKjj) between
home and host countries. These variables obviously embody the four aspects presented

above. The generic model is:
InFDIi,-t =/fo +/)’1InGDPijt+ ﬂz'l’]WAGESijt + ﬂ3|HD|STijt + ,B4InRDi,-t + ﬂ5InRISKijt + &jit (1.1)

Variable ij substitutes as a proxy for the differences between the home countries (i), and
Vietnam (j). For instance, INGDPjj; indicates In(GDP; — GDP;) in year t.

Most previous researchers have included various market factors in their studies (e.g. Tsai,
1991; Bende-Nabende, 2002; Gentvilaité, 2010). These factors have been widely accepted as
factors influencing FDI. Market factors could include market size, market structure, per
capita income, market growth (UNCTAD, 1998). However, UNCTAD (2006) confirms that

large market size is the foremost attractive factor towards pulling inward FDI. In theoretical

%1 We modify UNCTAD variables by making differential values of variables which are representative of the
four dimensions. GDP;; = GDP; - GDP;j(minus). It is similar for WAGES;;, RD;;, RISKj
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research, Heckscher (1919) and Ohlin (1933) indicate that capital has moved from abundant
countries to scarce countries. Hymer (1966) states that one of advantage of multinational
enterprises is internal or external economies of scale. This advantage may lead to outward
FDI. Whereas, most empirical research finds that market size, large home countries’ GDP
strongly and positively affect rates of FDI inflow (e.g. Hogenbirk, 2002; Frenket et al.,
2004). This suggests the hypothesis that

H.1.1: The larger the market size (GDP) in the home country, the higher FDI inflows into
the host country

Groose’s vocational advantage theory (1980) suggests that host countries must possess a
definite advantage over home countries. Differential costs between host and home countries
influence FDI decisions. This advantage can arise from such factors as lower wages, lower
price of raw materials, and availability of natural resources. Lall, Norman, and Featherstone
(2003) find that cost differentials have a positive relationship with FDI in the Caribbean.
UNCTAD (1998, 2009) confirms that FDI takes in raw materials from lower-cost
destinations. Many researchers agree that host countries with low costs of labor or other
required resources are more likely to encourage "efficiency-seeking" FDI flows (loannatos,
2001; Singh & Jun, 1995; WIR, 2006). In the same vein, Hogenbirk (ibid) reports that
differences in wages influence FDI inflows into the Netherlands. The hypothesis is:

H.1.2: The higher the wage rate (WAGES) in the home country, the higher FDI inflows

into the host country

Distance represents shipping time delays, transportation, extended inventory periods, and
managerial costs. If distances are significant, firms must cover greater expenses compared
with shorter distances. In addition, it is more difficult for firms to acquire necessary
information regarding host markets (Hogenbirk, 2002). Thus, firms are less likely to invest in
host countries at greater distances compared to countries that are closer, unless returns on
investment are sufficient to compensate for marginal extra costs (Lall, Norman, &
Featherstone, 2003). For those researchers who apply a gravity approach to examine FDI
determinants, geographical distance inevitably demonstrates an inverse relationship with FDI
inflows (e.g. Frenkel et al, 2004; Hattari and Rajan, 2008). Asiedu (2002) reports that Sub
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Saharan Africa countries receive less FDI than others by virtue of their geographic location,
whilst Twimukye (2006) posits that remoteness has a negative relationship with FDI as well.
Whether longer distances are a barrier should be tested.

H.1.3: The greater the geographical distance (DIST) between the home and host country,

the smaller FDI inflows

In point of fact, level of technology and science in a developed country is higher than in
developing countries virtually by definition. For instance, Japan, France, Germany and others
countries have been operating high-speed trains, while most developing countries are running
older trains operating with eclipsed technologies that were produced in the 1950s or earlier.
According to Graham (1978), higher rates of investment in R&D are positively associated
with higher degrees of product differentiation. Vernon (1966) states that innovation initially
appears in developed countries; then in a subsequent phase that generation of technological
production shifts to developing countries. Concomitantly, new products and processes were
born in capital intensive countries as an initial phase in their product life cycle. Therefore,
source countries that attain shorter innovation cycles transfer their former technology to host
countries rather than applying their latest or state-of-the-art technologies there. In contrast,
Dess, Gupta, Hennart, and Hill (1995) realize that the degree of innovation is a positive
factor to pull FDI inflow into China. Gentvilaité (2010) finds that high R&D expenditures
attract higher levels of foreign direct investment. It is supposed that:

H.1.4: The higher the technological capacities (R&D) in the home country, the higher

FDI inflows into the host country

Many studies incorporate risk into their model when testing factors that influence FDI.
Inflation, political risk, corruption, and transparent government policies are some examples.
From an investor’s perspective, risk indicates higher potential possibilities for additional and
arguably avoidable costs and expenses. Few, if any, investors are likely to invest in countries
with unstable political climates. A country’s risk rating is more directly associated to its
credit worthiness, and thus, influences inward FDI flows (Nonnemberg & Mendonga, 2004).
Singh and Jun (1995) find that determinants of FDI flows are different for high and low FDI
countries. For the higher-FDI group, there is a higher qualitative political risk index. Hafiz
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and Giround (2004) recognize that political stability is a strong factor in attracting FDI into
ASEAN countries. Similarly, country political risk/ policy liberalization is one of the
determinants attracting FDI inflows into China and India (Zheng, 2009). From this evidence,
we hypothesize that:

H.1.5: The lower the country’s credit rating in the home country, the lower FDI inflows

into the host country

To capture time effects reflecting influences of individual years FDI flows, we add a time

dummy variable to our basic model.

InFDlijt = ﬂo +[)’1lnGDPm+ ﬁ’zanAGESm+ ﬂglﬂDlSTijt + ﬁ4|nRDijt + ﬂ5|nR|SKijt+ Mt Ejit (12)

The second step requires us to test those specific factors that attract FDI flows, as well as
test the suitability of UNCTAD’s methodology. We add certain explanatory variables that are
characteristic of the host country to our generic specification (1.2). These variables have been
used by UNCTAD to measure inward FDI performance and potential of all UN countries and
economies. Specific factors that signify the four aspects of attractiveness forces are embraced
in further explanation of host countries’ comparative advantages. Notably, because RISKj; is
not a significant factor, and Vietnam’s R&D data of the period 1990-1995 is missing, we
exclude both RISKj; and of RDS;j; variables in building our set of determinant specifications
(2). Due to high correlations among estimators (see A5.2), we decided to split our model into
sub-equations by adding factors one-by-one into our individual specifications. Time effects

are captured in each sub-equation.

InFDlijt = ﬂo +ﬂ1|nGDPijt + ﬂzInWAGESijt + ﬂ5|nD|STijt +In ﬂkajt + Mt Ejit (2)

UNCTAD describes per capita GDP (GDPc) as an indicator of sophistication and breadth
of local demand. Shah and Ahmed (2003) define GDPc as a level of profits from sale, or total
demand from consumers of host countries. Therefore, GDPc reflects the size of a potential
market. This hypothesis works efficiently according to previous studies indicating a positive
correlation of GDPc with FDI inflows. In other aspects, GDPc represents examined

137



Chapter 5

countries’ economic development (e.g., Ethier, 1982; Frankel, Wei, & Stein, 1995; Aficano
& Magalhées, 2005). A corresponding variable is expected to have a positive sign with
inward FDI. GDPc is as an explanatory variable that reflects purchasing power, as well as
market potential and economic development. Some empirical researchers, such as Nguyen
(2002) state that one of the regional factors that determines FDI is GDP per capita. Hsieh
(2005) supported this finding by confirming that GDP per capita is one of the most important
determinants in Southeast Asian transition economies. We shall test this hypothesis as a
positive reaction to FDI.

H.2.1: Per capita GDP is in a positive relationship with FDI inflows into the host

country

Infrastructure, for purposes of this research in the determination of FDI, consists of
facilities and services that include traditional physical infrastructure and modern
infrastructure. Traditional infrastructure such as surface and overland (roads, bridges),
airways, railways, waterways, etc., facilitates production and distribution processes of goods
and services. Modern infrastructures e.g., telecommunications, information networks, and so
on are of higher quality and offer many more advantages, such as lower operational costs and
an accelerated and more pleasant business environment. Firms are more likely to invest in
countries with improved physical infrastructure, since physical infrastructure positively
influences productive efficiency, and thus, reduces costs of production and increases market
competitiveness (Lall et al., 2003). While Baden-Nabende (2002) finds that under-investment
in infrastructure deters FDI in South Africa, Lall et al. (2003) and Ang (2007) states that FDI
is attracted to Caribbean and Malaysia, respectively, through higher infrastructural
development. Likewise, Gentvilaité (2010) finds that well-functioning infrastructures attract
higher levels of FDI. We prefer suggesting that:

H.2.2.: The traditional infrastructure and modern information and communication

infrastructures stand in a positive relationship with FDI inflows into the host country
It has been argued that the degree of human capital development has a favorable impact

on FDI inflows in terms of ensuring an adequate supply of skilled labor (loannatos, 2001).

Firms are likely to invest in countries with a higher level of educated populace, since this
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reflects higher learning and decision-making capabilities and levels of skills (Lall et al.,
2003). Both Nunnenkamp and Spatz (2002) and Nonnemberg and de Mendonca (2004) find
highly positive significant correlations between FDI flows and years of schooling.
Correspondingly, Hafiz and Giround (2004) indicate that the quality of a labor force remains
a strong factor in attracting FDI. With this empirical evidence, it is hypothesized that:

H.2.3: The level of schooling of labor forces is indicative of a positive relationship with

FDI inflows into the host country

A large number of FDI have invested in countries which are rich in natural resources, but
especially petroleum, e.g., Nigeria, Algeria, Sudan, Venezuela, Bolivia, Ecuador, Qatar, and
the United Arab Emirates. Garibaldi, Mora, Sahay, and Zettelmeyer (2001) indicate that
availability of natural resources is a significant positive determinate in regard to FDI.
Similarly, Campos and Kinoshita (2003) conclude that abundant natural resources influence
FDI. UNCTAD (1998) also states that low costs of labor or other required resources are more
likely to receive inward FDI. From this evidence, this suggests that:

H.2.4: The world market share of exports of natural resources is positive correlation with

FDI inflows into the host country

Attractiveness and absorptive capacity of FDI and its related investment environment
with a proxy of the world’s share of FDI’s inward stock are factors that UNCTAD has used
to measure inward FDI potential of a country. Chudnovsky, Lopez, and Rossi (2004) find
that host countries (domestic firms) with high absorption capabilities reap positive spillovers
from transitional corporations’ presence while those with low absorption capabilities were
more likely to receive negative spillovers. In fact, there is very little research that examines
these factors of their world’s share FDI’s inward stock while examining FDI determinants. It
is suggested that:

H.2.5: The world’s share FDI’s inward stock maintains a positive relationship with FDI
inflows to the host country

Many previous researchers have included export’s share of GDP in their studies as an

indicator of openness, which reflects a willingness of a country to accept FDI. According to
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UNCTAD, export’s shares of GDP are poised to capture openness and competitiveness,
while world market shares of exports or services are geared to seize FDI’s importance in
service sectors. Most empirical researchers find that countries that are more successful in
attracting FDI own higher degree of openness (e.g. Garibaldi et al., 2001; Moosa and Cardak,
2006). More specifically, FDI has found positive correlation with the openness of the
economy in Africa (e.g. Bende-Nabende, 2002; Fedderke and Romm, 2006). Likewise,
degrees of openness have a positive relationship with FDI in Asia and Central and Eastern
European countries (e.g., Hsieh, 2005; Ang, 2007; Gentvilaité, 2010). There is no hesitation
on our part to hypothesize that openness factors lie in a positive relationship with inward FDI
inflows.

H.2.6: The export’s share of GDP and the world market share of exports of services are
in a positive relationship with FDI inflows into the host country

5.5 Results and Interpretation

The first specification tests the influence of determinant variables of FDI inflows
producing differentials between host and home countries’ GDP (GDPj;), wage (WAGES;),
distance (DIST;), R&D (RDjj), and risk (RISKj). Results in Column (1.1) of Table 5.5
indicate that GDPjj, WAGES;;, RDj;, and RISKj; are positively related to FDI inflows. This
confirms our hypothesis that FDI establishment in a particular country is determined by four
comparative advantages driving dimensions: market condition, cost of production, business
condition, and government policies.

Specifically, the importance of market variables as determinants of FDI flows is
displayed in our results. Normally, previous studies discuss seeking-market motivation that
leads FDI to a larger market size (Zheng, 2009), where it provides better opportunities for
business (Lall, Norman, & Featherstone, 2003). In contrast, using our models, a 1% increase
in GDPj; would lead to a 0.80% increase in FDI. This is a strong confirmation of the
important role for larger home country market sizes in triggering FDI. This indicates that a
wealthier economy usually can pursue higher international expansion via FDI. This result is
consistent with previous research (Hogenbirk, 2002; Liu & White, 1997; Thomas & Grosse,
2001). The larger the home country’s market, the wealthier the capital-intensive host

country’s opportunity is for achieving these advantages. Therefore, the conclusion is that FDI
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inflows are piloted by comparative advantages of market conditions between home and host
countries.

In the same sense, the higher labor costs in home countries translate into higher FDI
inflows into host countries. Contrarily, the lower the wages in host countries are an
advantage leading to inward FDI flows. FDI theory generally states that the lower labor costs
in host countries are, an attractive factor, since international investors normally want to take
advantage of less expensive resources (Hogenbirk, 2002; Liu & White, 1997). Our result
suggests that FDI increases 0.20% for each 1% change in differential WAGES;; between the
home and host countries. This mirrors efficiency seekers’ economic motivations that are
likely encouraged by low costs of labor or other target resources in host countries. Lower
local wages completes a linkage for producing products at lower costs (Adam & Filippaios,
2007); therefore, home countries where labor costs are high tends to motivate relocation of
labor-intensive production to host countries where labor costs are lower (Zheng, 2009). For
that reason, the lower the wage rate compared to wage rates in home countries, the higher
FDI flows into host countries. Hypothesis 1.2 is confirmed.

In terms of business conditions, we examine next both distance and R&D variables. Our
result indicates that the impact of the distance on FDI inflows into the host country is
significant; a 1% increase in the distances between the home and host countries translates
into a 1.66% decrease in FDI. This finding compares well with the results of previous
research, such as loannatos (2001) and Twimukye (2006). This distance is not only
geography distance but also cultural distance as well. A greater distance geographically
usually also means a greater difference in culture, and in business customs (Hogenbirk,
2002), and an increase in costs of transport and managerial activity (Lall, Norman, &
Featherstone, 2003); therefore, home country investors prefer investing in host countries with
closer distance. For that reason, the hypothesis 1.3 is confirmed. FDI inflows are driven by
comparative advantages of production costs between home and host countries. In fact,
comparative advantages of distance and culture would, on the surface, tend to draw FDI
away from Asia and the U.S. for Western European investors, and in favor of more recently
independent Eastern European countries. However, in these cases lower Asian labor costs

may trump Eastern European countries comparative advantages of distance and culture.
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We also examine R&D as a representative variable of business conditions. On the one
hand, high rates of investment in R&D are associated with higher degrees of product
differentiation (Graham, 1978) whereas product differentiation could encourage FDI outflow
(Caves, 1971; Assaf Razin, 2003). On the other hand, demand for advanced technology from
host countries might either lead (Jeon, Tang, & Zhu, 2005; Saggi, 2002) or influence FDI
inflows (Gersbach & Schmutzler, 2008; Qu, Huang, Zhang, & Zhao, 2007). The result in this
specification is in line with the above cited previous studies; an increase of 1% in differential
RDS;j; increases FDI by an anticipated 0.71%. It demonstrates that the higher the
technological capacity (R&D) is an advantage for the home countries for extending more
investment into the host country. Therefore, it can be concluded that inward FDI is led by
advantages of the business conditions between the home and host countries.

In reference to government policy, mainstream FDI theory concludes that FDI is likely to
flow into countries with low risks and high rates of return; therefore, the less the risk level of
host countries is an advantage factor to influence investors’ location decisions (loannatos,
2001; Moosa & Cardak, 2006; Zheng, 2009). From investors’ perception, high risk associates
itself with high potential additional costs; thus, they prefer selecting risk reduction strategy
(within their limits of risk tolerance) (Nonnemberg & Mendonga, 2004) and do not blindly
pay for additional costs of doing business (Kolstad & Villanger, 2008; Lall, Norman, &
Featherstone, 2003). Counter intuitively, our research result confirms that RISKj; is not a
comparative advantage factor leading to FDI’s establishment. Although differential risk
variables play a positive role, it is not a finalizing determinant for FDI decision making in
our specification. This finding is more in line with the findings of (Lall, Norman, &
Featherstone, 2003) for Caribbean region. Their research takes the view that inward FDI is
not influenced by either high risk in home countries or lower risk level in host countries. In
such situations, neither home countries nor host countries obtain greater advantages than the
other. Positive correlations of the RISKj; variable can be interpreted that the value of lower
risk in both economies is similar, although it is preferable advantage. However, statistically
insignificance confirms that there is no impact on FDI establishment from perceived risk.

These results are not altered in any significant ways under the effects of time (Table 5.5,
Column 1.2). These results confirm our hypotheses that comparative advantages for both the

home and host countries influence FDI inflow. In the case of Vietnam and other developing
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countries as well, healthier home countries, indicate lower costs of production in the host
country and higher technological levels that home countries possess, correlate positively with
FDI flows into Vietnam. In contrast, greater distances between the home and host countries
negatively impacts FDI. At the same time, the country risk is not significant, but an
encouraging variable.

Specification (2) was constructed to assess specific attractiveness factors by adding host
country effects to the generic model with evidence from Vietnam. Because Vietnam’s R&D
data in the period 1990-1995 is missing, we exclude RDS;; variables, as well as RISKj;, as
these are insignificant in our basic model. Therefore, the basic specification in this step
includes factors of GDP;j;, WAGES;;, and DIST;;. Results are shown in Column (2.1) of Table
5.5. Due to high correlations among explanatory variables, we are obliged to further test
individual specifications by adding one factor at a time. In general, R? a constant slope, and
intercept coefficient values for these equations are nearly unchanged. Most explanatory
variables added result in positive and significant values, except for mobile phone (MB;)
variable. These results are consistent with generally accepted theory and our hypotheses.

Sub-specifications start with GDP per capita variables. Results indicate that a 1%
increase in GDPc; would emit a 0.54% increase in FDI. This corresponds well with
Schneider and Frey (1985), and Tsai (1991). These findings confirm that FDI flows into
Vietnam are able to root themselves due to high market demand there. Appropriately
supporting the first hypothesis, the larger home countries markets are, the more FDI comes to
their corresponding host countries. No conflict exists, if we look at Vietnam under market
size perspectives, not FDI amounts. With a population of more than 80 million, Vietnam
makes for an ideal potential consumers’ market. Additionally, GDPc is a proxy, not only for
purchasing power, but also for development levels. Objectively, combining GDPc
development levels with developments in education, infrastructure, and host countries’ FDI
absorptive capacity affects FDI establishment. Accordingly, presence of a well-functioning,
modern infrastructure contributes to high FDI inflows, while FDI also reacts positively to an
increase in energy use per capita (0.25% and 3.31% increases in FDI for each 1% increase in
TEL; and ENG; in Vietnam over the period measured). These results support a conclusion of
Moosa and Cardak (2006) and Twimukye (2006). Importantly, development of infrastructure

associates itself with lower operational costs; therefore, it meets resource seekers’
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requirements. This is strongly supported by the fact that as world market shares in exports of
natural resources are positively correlated, this has a significant influence on increased FDI
inflows. A 1% increases in EXPNS; yields a 3.48% expected increase in FDI. There can be
little doubt as to conclude that good infrastructure and availability of natural resources
encourage FDI inflows into particularly targeted destinations. In view of demand, traditional
infrastructures not only attract FDI, due to better quality, but also affect potential profitability
by investing in aviation, seaports, roads, and bridges. In keeping a line of countries’
development levels , it is not surprising that investors choose Vietnam for their educated and
skilled labor force, since Vietnam enjoys a high level of tertiary students; a 1% increase in
TERS; would be expected to lead to a 1.33% increase in FDI. This result is supported by
findings of previous studies, such as Schneider and Frey (1985), and Nunnenkamp and Spatz
(2002). An educated and skilled workforce is an indicator of high productivity as well as it
stands for higher labor quality. A host countries educational and skill levels can be a
determining attraction factor for international investors, especially when these investors can
take advantage of using an educated workforce with lower wages as confirmed in our third
hypothesis. Because of FDI developments’ synergistic growth effects on education and
infrastructure, host countries become more attractive and obtain higher absorptive capacities.
Research results demonstrate that a 1% increase in world share of FDI inward stocks (FDIS;)
could be expected to lead to a 3.21% increase in future FDI. This confirms that Vietnam’s
investment climate is an attractive factor for FDI inflows. In terms of government policy,
Vietnam government’s open-door policy is a special policy, since it transformed itself from a
centrally planned economy into a market economy. One indicator of its openness is the
relative size of its exports sector. In this current research, we apply both shares of exports in
GDP and world market shares of exports of services; both of them are positively correlated
with FDI (1.22% and 5.06% increases in FDI for each 1% increase in EXPS; and EXPSER,;
in Vietnam over the period measured). This provides a positive indicator for an open door
policy to foreign investment in Vietnam. This also demonstrates Vietnam’s willingness to
accept FDI leaning towards favorable investment terms. Our conclusion is that government

openness policy positively attracts inward FDI.
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1.1 1.2 2.1 2.2 2.3 2.4 2.5 2.6 2.7 2.8 2.9 2.10
Bo C 9.93 9.75 7.55 4.75 7.12 8.12 -12.39 6.96 6.9 6.89 3.21 7.07
Br | GDP; 0.8*** 0.8*** | 0.78*** | 0.78*** | .078*** | 0.81*** | 0.78*** | 0.78*** | 0.78*** | (0.78*** | (0.78*** | (.78***

(0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00)
B2 | WAGES;; 0.18*** 0.2%** | 0.32%** | (0.32*** | 0.32*** | 0.34*** | 0.32*%** | 0.32*** | 0.32*** | 0.32*%** | 0.32*** | 0.32***

(0.02) (0.02) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00)
B3 | RDS; 0.67** 0.71** X X X X X X X X X X

(0.02) (0.01)
B4 | RISK;; 0.13 0.08 X X X X X X X X X X

(0.60) (0.74)
B5 | DIST; -1.65%** -1.66*** -1.42%%* -1.42%%* -1.42%%* -1.44%%* -1.42%** -1.42%%* -1.42%** -1.42%%* -1.42%** 1.42%**

(0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00)
Bs | GDPc; 0.54*

(0.05)
Br | TEL; 0.25*
(0.05)
Bs | MB; -0.2
(0.57)
Be | ENG; 3.31*
(0.05)
Bio | TERS; 1.33*
(0.05)
Bir | EXPNS; 3.48*
(0.05)
Bi2 | FDIS; 3.21*
(0.05)
Biz | EXPS; 1.22*
(0.05)
Bia | EXPSER; 5.06*
(0.05)
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1.1 1.2 2.1 2.2 2.3 2.4 2.5 2.6 2.7 2.8 2.9 2.10
R? 0.52 0.54 0.48 0.48 0.48 0.48 0.48 0.48 0.48 0.48 0.48 0.48
A_R2 0.51 0.52 0.46 0.46 0.46 0.46 0.46 0.46 0.46 0.46 0.46 0.46
Dt No Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes

(***) (**) (*) denote significance at 1%, 5%, 10% level, respectively. P-values are shown in parentheses. A reported p-value of zero

is, of course, actually greater than zero. When time-specific effects are included in these specifications, estimated constants reflect the
years 1990 and 1999.
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Broadly stated, besides obvious comparative advantage factors, FDI is now firmly
established in Vietnam by its potential purchasing power, potential profitability of investing
in its infrastructure, high level of tertiary education with lower wages, availability of natural
recourses, attractiveness and absorptive capacity of FDI, and the country’s openness policy.
These findings confirm that FDI’s establishment is driven by market conditions, cost of

production, and doing business, as well as government policy.

5.6 Conclusion

Although FDI’s theoretical literature cites comparative advantage dilemmas, while
explaining FDI, there is a lack of empirical research focused on comparative advantages
from both source and recipient country sides. The purpose of this research is to build a
theoretical model to address this issue. In addition, we desired to test the suitability of
UNCTAD’s methodology applied in ranking position of all UN countries in terms of FDI
attractiveness. By applying UNCTAD’s methodology, we developed different specifications
to analyze FDI inflows’ panel data from 42 home countries into Vietnam during the period
1990-2006. Our results give strong indication that FDI establishment is not only influenced
by host country attractiveness factors, but also comparative advantages interrelated with
many of these factors operating in dynamic modulation between home and host countries.
This represents a significant contribution to filling in a gap in research literature and prompts
for new awareness by policy makers considering future FDI from both home and host
country’s participants.

When evaluating host and home countries’ comparative advantage characteristics, FDI
inflows should be expected to increase according to larger degrees of difference in market
sizes (GDPj), wider differences in wages (WAGES;), and R&D (RDS;), and shorter
distances between home and host countries. Consequently, home countries have advantages
of high capital stocks and advanced technology, while host countries have advantages of
lower labor costs. Home countries can produce products in a host country at lower labor
costs instead of importing labor, which often spawns ancillary political challenges. Thus,
host countries may stipulate promotion policies, which are expected to lead to an increase in
FDI as well as improve the status of its current competitive advantages. However, host

countries should not fully rely on low labor costs as a rationale for attracting FDI. In an
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interview, Michael Porter stated: “Falling wages are not a measure of competitiveness, but
rather a sign of a lack of competitiveness” (Snowdon & Stonehouse, 2006) p.165). On the
other hand, our results confirm that as budget and time limitations allow, Vietnam should be
purchasing advanced technology, while concurrently developing its own R&D. This
approach focuses on exploiting national dominant advantages, in such areas as agricultural
biotechnology, aquaculture, information technology, and pharmaceutical and medical
equipment industries.

In terms of attractiveness factors, increases in per capita GDP, modern and traditional
infrastructural developments, a better educated labor force, share of exportable natural
resources, improving FDI attractiveness levels, share of GDP exports, and share of export
services, will lead to an anticipated increase in FDI inflows. Remarkably, this study
highlights positive effects of Vietnam’s tertiary education. This means that Vietnamese
capacity in skilled and educated labor and high technology levels are remarkably dynamic in
terms of enhancing FDI inflows. Vietnam needs to continuously reinforce its human
resources and technology to earn increased benefits from FDI. Consequently, one of
Vietnam’s most attractive or drawing factors is their share in exports of natural resources.
Understanding the attractiveness of such resources, provides Vietham with a leading
indicator as to which of its natural resources requires improved economic analysis of related
global demands, so as to better and more effectively market and manage these resources in
tandem with FDI policies. Simply relying upon home countries to determine how host
countries natural resources are chosen will not optimize their potential utilization. Our results
indicate further studies are necessary to assess the total impact of improvements in Vietnam’s
promotion policies and their long-term organization in managing future FDI inflows.
Assessment of FDI’s forecasted contributions should lead to better anticipation of economic
futures for host countries” improved standards of living.

In addition, based on these results, we conclude that those factors used by UNCTAD to
rank FDI’s attractiveness levels for all UN countries are neither completely appropriate nor
applicable for each country. In the case of Vietnam, some factors are not considered to be
statistically significant. This implies that certain corresponding factors are not contributive to
a better understanding of FDI’s attractiveness levels. In addition, there is significant

multicollinearity among these factors. These aspects provide grounds for reiterating our
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explanation of FDI determinants. Certain specific factors should be replaced. For example,
the internet is supplanting traditionally used systems in communication, instead of older
telephony technologies. Therefore, the factor presence of telephone landlines might not be as
appropriate for indicating degrees of modern infrastructure development as it was previously.
Pertaining to this issue, we wonder why both telephone and mobile phone indicators are
used, as they are basically functionally similar indicators of infrastructure. Energy use per
capita also depends on countries’ sizes (large vs. small, long vs. short), style of using
transport (car vs. bike, private vehicle vs. public vehicle), and public transport system. As a
result, energy use per capita might also not be a good indicator of traditional infrastructure
for FDI development. Varying energy and transportation country profiles may relate
differentially to other determinate factors that still need to be more fully researched.
Especially, share of world FDI inward stocks is too broad a category to serve as proxy for
countries’ attractiveness and absorptive capacities. Simultaneously, FDI volumes do not
reflect FDI quality. To be fair and precise, applying a specific model for a specific region
and/or income levels or different variables should be considered as a more suitable factor
replacement for FDI inward stocks.
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Appendices

Table A5.1. Summary of statistic

FDIij | GDPij | WAGESij | RDSij | RISKij | DISTij | GDPcj | TELj | MBj | ENGSj | TERSj | EXPNSj | FDISj | EXPSj | EXPSERj
Mean 2.13 | 549 6.51 0.81 3.52 8.67 5.63 2.53 166 | 6.10 0.52 0.26 0.23 3.75 0.13
Median 1.41 | 5.39 7.17 0.80 | 3.58 9.07 | 585 | 275 | 141 | 611 | 066 | 0.24 0.27 3.76 0.16
Maximum 8.07 | 9.48 8.82 1.78 | 4.27 9.78 | 645 | 481 | 426 | 6.38 | 0.96 | 0.40 0.32 4.25 0.17
Minimum 0.01 | 0.05 0.66 0.03 | 0.02 6.63 | 456 | 0.28 | 0.01 | 591 | 0.15 | 0.08 0.09 3.25 0.02
Std. Dev. 219 | 1.35 1.44 043 | 0.41 0.82 | 058 | 1.34 | 140 | 016 | 024 | 0.11 0.08 0.31 0.05
Skewness 0.61 | 0.42 (0.87) (0.07) | (1.83) | (1.10) | (0.59) | (0.23) | 0.34 | 0.26 | (0.25) | (0.05) | (0.64) | (0.01) | (0.95)
Kurtosis 2.00 | 3.38 2.96 212 | 1187 297 | 210 | 1.96 | 1.79 | 1.80 | 1.79 1.47 1.76 1.67 2.18
Jarque-Bera 73.73 25.46 82.53 13.40 2,740.31 143.05 65.86 38.60 51.16 51.32 50.90 69.84 94.49 52.31 126.39
Probability 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0
Sum 1,518 3,922 4,221 334 2,513 6,193 4,022 1,807 1,044 4,359 371.15 186.96 167.32 2,676.80 91.67
Sum Sq. Dev. 3,426 1,295 1,338 75 119 480 237 1,286 1,224 17.39 42.47 8.19 5.05 68.16 1.87
Observations 714 714 648 | 410 714 714| 714| 714 630 714 714 714 714 714 714
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FDIij | GDPij | WAGESIj | RDSij | RISKij | DISTij | GDPcj | TELj MBj ENGSj TERS; EXPNSj FDISj EXPSj EXPSER]

FDIij 1.00 | 047 | 0.23 022 | 025 |(0.38) | (0.06) | (0.06) | (0.05) | (0.05) | (0.06) | (0.05) | (0.06) | (0.06) |0.06

GDPij 1.00 | 0.28 054 | 025 | 025 | 006 | 0.02 | 0.04 0.06 0.05 0.03 0.04) | 0.05 (0.06)
WAGESij 1.00 058 | 0.60 | 020 | 015 | 0.11 | 0.14 0.15 0.08 0.11 0.09) | 0.14 (0.15)
RDSij 1.00 | 040 | 0.44 | 012 | 0.09 | 011 0.12 0.09 0.11 0.01 0.12 (0.11)
RISKij 1.00 | 0.05 | (0.04) | (0.02) | (0.05) | (0.04) | 0.01 (0.09) | 0.04 (0.06) | 0.04

DISTij 1.00 | 0.04 | 0.05 | 0.05 0.05 0.02 0.04 0.00 0.04 (0.04)
GDPgj 1.00 | 0.68 | 0.86 0.98 0.79 0.86 0.04 0.97 (0.96)
TEL] 1.00 | 0.94 0.73 0.26 0.77 0.32 0.75 (0.75)
MBj 1.00 0.91 0.49 0.92 0.23 0.92 (0.88)
ENGSj 1.00 0.75 0.89 0.07 0.98 (0.93)
TERS] 1.00 0.63 0.18 0.75 (0.69)
EXPNS; 1.00 0.32 0.96 (0.84)
FDIS;] 1.00 0.17 (0.05)
EXPSj 1.00 (0.94)
EXPSER] 1.00
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Table A5.3. Time dummy effects

1.1 1.2 2.1 2.2 2.3 2.4 2.5 2.6 2.7 2.8 2.9 2.10
ho D 91 0.07 0.38 0.38 0.47 0.47 0.31 0.43 0.35 0.35
hs | D 92 046 | 0.70%% | 0.72** -0.19 | 0.84** | 081** | 061*| 079%* | 057%| 0.69**
A | D 93 050 |  0.62% | 0.68** 014 | 083** | 082**| 057%| 077**|  0.62*| 0.65**
hs | D 94 0.68%* |  0.67** | 0.75%* 0.04 | 0.92%%* | 0.04%% | 0.72%*| 083** | 075 | 0.72%*
ds | D 95 LA7%%% | 104%%% | 110%% 054 | 1.20%%* | 1.30%** | 1.15%** 119% | 1.25%%* | 1.04*
- D 9 0.82%% | 1.09%** | 0.86*** | 0.91*** 0.52 1.09% | 0.99%** 1.05% | 0.97% | 1.02%%* | 0.72**
de | D 97 033 | 0.70** 0.39 0.44 0.20 055 |  0.59* 0.62 0.45 0.53 0.33
ho D 98 027 | 0.62** 0.28 0.31 0.19 0.33 0.25 0.44 0.29 0.34 0.26
Mo | D 00 0.53* 0.15 0.12 0.27 0.11 0.25 -0.01 0.19 0.07 0.18
i | DO1 030 | 0.64** 0.24 0.19 0.48 0.16 0.35 -0.01 0.30 0.10 0.30
My | D 02 043 | 0.77** 0.34 0.27 0.71 0.14 0.46 0.08 0.42 0.18 0.43
Mz | D 03 015|  0.56* 0.08 0.01 0.56 -0.23 0.22 -0.13 0.22 -0.07 0.20
)a | D 04 0.38 | 0.72** 0.20 0.06 0.82 -0.29 0.38 0.01 0.45 0.02 0.39
Ms | D05 (0.33) 0.09 -0.51 -0.70 0.30 -0.93 -0.26 -0.61 -0.14 -0.70 -0.23
M | D 06 (0.17) 0.15 -0.51 -0.12 -1.04 -0.54 -0.59 -0.02 -0.73 -0.18

(***) (**) (*) denote significance at 1%, 5%, 10% level, respectively. When time-specific effect is included in the specifications, the

estimated constant reflects the year 1990 and 1999.
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Variable Acronym | Expected Measurement Rationale Source
influence

Inward FDI FDIij FDI inflow from country i to Ministry of Planning and

Vietnam j Investment of Vietnam
(MPI)

Market size GDPjj + Differential in GDP between Higher GDP — wealthy UNCTAD
home country and Vietnam country
(GDPi-GDPj)

Cost of differential WAGEI] + Differential in wage rate Low wages, higher returns | International Labor
between the home country and | to investment Organization (ILO)
Vietnam
(WAGESI-WAGES])

Local technological RDSij + The differential in the share of | High share of R&D, UNCTAD

capabilities R&D spending in GDP quickly business cycle
between the home country and
Vietnam
(RDi-RDj)

Risk Perception of RISKij + Difference between the host Higher value represents UNCTAD

Investors and home country in ratings more stable economic
(RISKi-RISK]) atmosphere, and thus, less

investment risk

Remoteness DISTij +/- Differential in distance Greater distance means The distance calculation is
between capital of Vietnam higher transportation and done using
and the home country management costs http://www.indo.com/cgi-

bin/dist
Purchasing Power GDPcj + GDP per capita Great GDPc - fast growing | UNCTAD

Economic
Development

host country’s market, high
attractive FDI
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Variable Acronym | Expected Measurement Rationale Source
influence
Modern Information | TEL] + The average number of High demand, high FDI UNCTAD
and Communication telephone lines attraction
Infrastructure
Traditional ENGj + Commercial energy use per High volume used — high UNCTAD
Infrastructure capita demands
Availability of High- | TERj + The share of tertiary [sic] High literacy rate — high UNCTAD
Level Skills students in the population productivity
Attractiveness and FDISj + The share of world FDI inward | Better investment climate, | UNCTAD
Absorptive Capacity stock higher FDI attraction
for FDI, and
Investment Climate
Resources for EXPNS;j + The world market share in More natural resources, UNCTAD
Extractive FDI exports of natural resources, more extractive FDI
Openness Degree EXPSj + The share of exports in GDP High openness, more FDI UNCTAD
inflow
EXPSER]j The world market share of

exports of services
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Table A5.5. The inward FDI potential index — UNCTAD methodology
The Inward FDI Potential Index captures several factors (apart from market size)

expected to affect an economy’s attractiveness to foreign investors. It is an average of the
values (normalized to yield a score between zero, for the lowest scoring country, to one, for
the highest) of 12 variables (no weights are attached in the absence of a priori reasons to
select particular weights):

1. GDP per capita, an indicator of the sophistication and breadth of local demand (and of
several other factors), with the expectation that higher income economies attract relatively
more FDI geared to innovative and differentiated products and services.

2. The rate of GDP growth over the previous 10 years, a proxy for expected economic
growth.

3. The share of exports in GDP, to capture openness and competitiveness.

4. As an indicator of modern information and communication infrastructure, the average
number of telephone lines per 1,000 inhabitants and mobile telephones per 1,000 inhabitants.
5. Commercial energy use per capita, for the availability of traditional infrastructure.

6. The share of R&D spending in GDP, to capture local technological capabilities.

7. The share of tertiary students in the population, indicating the availability of high-level
skills.

8. Country risk, a composite indicator capturing some macroeconomic and other factors that
affect the risk perception of investors. The variable is measured in such a way that high
values indicate less risk.

9. The world market share in exports of natural resources, to proxy for the availability of
resources for extractive FDI.

10. The world market share of imports of parts and components for automobiles and
electronic products, to capture participation in the leading TNC integrated production
systems (UNCTADO02).

11. The world market share of exports of services, to seize the importance of FDI in the
services sector that accounts for some two thirds of world FDI.

12. The share of world FDI inward stock, a broad indicator of the attractiveness and
absorptive capacity for FDI, and the investment climate
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6. Foreign Direct Investment’s Absorptive

Capacity Theory

6.1. Introduction

In general, FDI can be described as a flow of capital, technology and know-how from one
country to another. Notably, international investors usually receive returns on their
investments, while host countries may have difficulties in quantifying related FDI benefits.
FDI per se can bring important benefits, such as capital, advanced technology and improved
managerial skills to a destination. However, those benefits do not automatically convert to
host country spillovers. This process requires host countries to have sufficient absorptive
capabilities. Many developing countries seek to attract and enlarge their FDI placements, but
do not recognize that certain initial conditions or ‘FDI host country critical mass’ must be in
place to absorb FDI benefits. Nunnenkamp (2004) argues that countries should obtain a
minimum level of economic development before they are capable of benefiting from FDI. If
not, they should not expect FDI investors to respond. There is an apparent need to study
national absorptive capacity and begin to generate FDI benefits in host countries.

In which phase of FDI life do absorptive capacity conditions need to be reached to begin
benefit emissions? Historically, a majority of poor countries having least per capita GDP
income have made consistent efforts to push their national development through
establishment of government run, FDI attraction centers. One ‘leapfrog’ method for enabling
them to catch up with developed countries, in terms of capital and advanced technology, is to
attract investments from foreign countries. Host countries offer incentive policies such as
reductions on import and corporate income taxes, tax exemptions and free land leases and
other types of grants, subsidies, and low interest loans. Their goal is to attract greater sums of
FDI; thus, host countries provide international investors with prospects of higher returns on
their investments as compared to home investment opportunities. After FDI projects have
been approved, host countries continue to motivate investors to disburse capital and

implement contracted projects. This stage is a demanding challenge for host countries’
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officials concerned with FDI placement. If projects are still on the table without contract
finalization, neither investors nor recipient countries can expect returns on their investments
or benefit disbursements. The challenge is how to obtain commitments from investors by
them registering official FDI host country projects, placing letters of credit or transferring
stipulated funds to host country banks, so that local contracts can be signed to undertake
initial project formation steps. It is understandable that it takes time to prepare for project
feasibility studies, design plans, final construction and implementation processes, like
mobilizing capital, receiving site approvals, building permits, environmental studies, and
recruiting labor. However, time lags between registering FDI and fund disbursement also
reflects on the lack of absorbability of host economies due to inadequate physical
infrastructure, shortage of skilled workers, and underdeveloped financial systems. FDI
benefits, however, are not only related to capital, but also access to advanced technology and
knowledge. These externalities need to be transferred and converted into host countries’
internal competences through an absorptive process; initially this requires recipient countries
to have sufficient levels of absorptive capacity. This is definitely a forbidding, but necessary
challenge for host countries to perform sufficient economic analysis to be able to assure
themselves that they have attained full absorptive capacity. Again, host countries can only
achieve FDI benefits through first building sufficient absorptive capacity before allowing or
encouraging projects to be launched. In straightforward terms, a host country must achieve a
certain level of confidence that sought after or contracted FDI projects have a reasonable
prospect for successful implementation and continuation before beginning the initiation
phase of an FDI life cycle. By reassuring investors that a detailed absorptive capacity
analysis will be undertaken for each and every FDI investment, this will encourage further
FDI projects beyond those currently in the pipeline.

For this reason, absorptive capacity is obviously more essential than attractiveness, as
FDI absorptive capacity directly and decisively influences economic growth. In turn, the
absorptive capacity will enhance the attractiveness of quantity and quality of FDI inflows.
Figure 6.1 illustrates the path of FDI inflow into the destination country and position of

absorption in the step of FDI establishment and achievement.
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Figure 6.1: Position of absorption in FDI inflow analysis
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The first objective of this study is to address the vital role of absorptive capacity in
relation to inward FDI processes; and then call host countries attention to improving their
internal absorptive capacity, instead of concentrating only on attracting FDI. Furthermore,
the foremost purpose of this study is to pinpoint factors that help secure absorptive capacity
in host countries.

What is absorptive capacity (ABC)? What factors do host countries need to absorb FDI
benefits? These questions are addressed in this study. In fact, previous studies have
mentioned FDI’s absorptive capacity, but prior theorization is either ad hoc, or not a well-
established, theoretical paradigm (Blomstrom, Globerman, & Kokko, 1999). For instance,
while Borensztein, De Gregorio, and Lee (1998), and Blomstrom and Kokko (2003) reveal
that FDI provides a positive growth-effect once host countries have a minimum threshold
stock of human capital, that reflects a sufficient status for absorptive capability of advanced
technologies. Hermes and Lensink (2003) point to a necessity for a well-developed domestic
financial system for processes of technological diffusion associated with FDI to be
transacted. Fu (2008) mentions that globalization of R&D may provide opportunities for
developing countries to catch up with technological frontiers by leapfrogging over current
status quos. Evidently, it is necessary to develop an overall model embracing these individual
aspects, if an FDI competitive advantage theory is to be advanced. We take on this challenge
by building up a so-called FDI photosynthesis model. The model is not only a combination
of factors identified in research literature, but also new factors collected from experimental
situations. We propose that to absorb FDI spillovers, host countries should have minimum
absorptive capacity attainment levels for educated and skilled labor (human capital),
absorptive capacity of local firms, financial systems, physical infrastructures, technological

levels, and institutions. Moreover, FDI absorbability is clearly split into two stages in this
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study. One is the phase of disbursing capital investment and the other is the phase of
converting FDI benefits into host countries’ competencies. Drawing this distinction
heightens host countries’ awareness of absorptive capacity in different stages of FDI flow.

To support these arguments, a survey was conducted in Vietnam in 2008 to gather points
of view from authorities and international investors. Vietnam provides a multifaceted case.
While FDI’s registered capital is dramatically increasing, disbursed amounts are sharply
decreasing. This country has faced bottle-necks of inadequate power supply, shortages of
qualified personnel, and site clearance. Government has vowed to speed up FDI
disbursements to help ensure continued involvement of local FDI participants. Specific
information is available in Section 6.4.

This paper is organized as follows. Section 6.2 provides an overview of research
literature on channels for FDI transfer and FDI absorptive capacity. Section 6.3 expresses
arguments for building absorptive capacity methods. Section 6.4 provides some empirical
reflections from a country case study; i.e., Vietnam, to illustrate our arguments. Section 6.5

concludes and provides policy recommendations and suggestions for further research.

6.2. The path of spillovers
6.2.1. Channels

Previous studies have defined benefits that FDI can bring to a host country. Similar to
physical capital, advanced technology, managerial experience, and competition as well,
embody potential FDI benefits. Indeed, De Mello (1997) states that FDI is often thought of
as a composite bundle of capital stocks, knowhow, and technology. Along the same line,
Borensztein et al., (1998) recognizes that FDI is an important vehicle for transfers of
advanced technology to developing countries as well as enhancing levels of human capital in
host countries. Furthermore, the Organization for Economic Co-operation and Development
OEDC (2002a) reports that “FDI triggers technology spillovers, assists human capital
formation, contributes to international trade integration, helps create a more competitive
business environment and enhances enterprise development”. In this report, they also assert
that “cleaner” technologies transferred by FDI might lead to improvement of environmental

and social conditions in host countries.
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Although, FDI benefits are often invisible yet measurable by those channels along which
FDI transfers its benefit to recipient countries. Kokko (1992) indicates four ways that FDI
might transfer technology to other firms, namely: demonstration - imitation effects,
competition effects, foreign linkage effects, and training effects. More specifically, Damijan,
Kell, Majcen and Rojec (2003) provide information on different channels of international
technology transfer to local firms in transition countries. One channel flows from parent
firms to local affiliates. The other channel flows from foreign affiliates to domestic firms.
Technology is transferred through horizontal and vertical spillover effects. They also classify
the vertical spillover into backward and forward linkages. By evaluating theories on
productivity, wages, and export spillovers in developing, developed, and transitioning
economies, Gorg and Greenaway (2004) identify a range of possible spillover channels that
might boost productivity in host countries. Four channels are listed: imitation, skills
acquisition, competition, and exports. In this study, they also mention empirical evidence of
horizontal spillovers effects that have occurred from multinational firms to domestic firms.
Nunnenkamp (2004) supports the idea that local companies might benefit by hiring workers
who were previously trained by multinational corporations. Moreover, Fu (2008) finds that
FDI can contribute to regional innovation. He categorizes four ways, namely: R&D and other
forms of innovation; knowledge transfer through supply chains, skilled labor turnovers,
demonstration effects; competition effects; and advanced practices and experiences in
innovation management effects. In summary, FDI benefits can be transferred to recipient
country through two levels: macro-economic (national) and micro-economic (firms) levels.
On the macro level, FDI benefits will be transferred to host countries by several channels.
Technological learning can take place through competition, imitation, foreign linkages, and
by doing business with local firms. The second channel is associated with training, learning
by doing, and accumulating experience. On the micro level, domestic firms are seen as main
channels for receiving FDI benefits involving horizontal and vertical spillovers effects,

training effects, skills acquisition, knowledge transfers, and labor turnover.
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6.2.2. The FDI absorptive capacity

As mentioned earlier, FDI naturally contains some benefits. However, these benefits need
to go through a conversion process before becoming host countries’ spillovers. This process
requires sufficient absorptive capacity at host country levels. “Absorption” in FDI context
means assimilation of FDI in a given host economy. Thus, “absorptive capacity” denotes
maximum amounts of FDI that host economies can assimilate or integrate into their
economies in a meaningful manner (Kalotay, 2000). Specifically, there are two stages of
absorbability. One is to bring FDI proposal projects into practices and the next one is to
convert FDI benefits into host countries’ competencies. In another sense, Cohen and
Levinthal (1990) point out that organizations need prior related knowledge in order to be able
to assimilate and use new knowledge. Succinctly put, in order to absorb new knowledge and
optimally utilize FDI benefits, host countries need to have a certain degree of development of
related knowledge and capacities. The capacity mentioned most frequently in previous
studies is technology factors at both national and domestic firm levels, proxies for
technological gaps between host and home countries’ FDI. The larger the technological gap,
the smaller is the impact of FDI on economic growth (De Mello, 1997). The second most
often mentioned factor are labor forces described in terms of human capital and education,
which are found to be essential for absorbing and adapting foreign technology, and to
generate sustainable long-run growth (Blomstréom & Kokko, 2003). The third capacity is the
R&D factor, which are firms' ability to exploit external knowledge (Cohen & Levithal,
1990). These three factors work through FDI transfer channels, presented earlier. In order to
fully benefit from FDI inflows host countries most likely require more factors for benefit
absorption. The fourth factor is a financial system. A better developed financial system
positively contributes to the process of technological diffusion associated with FDI (Hermes
& Lensink, 2003). Finally, institutional development seems to play a role. Kalotay (2000)
defines institutions as an investment-friendly policy and administrative framework, while
Durham (2004) uses the regulation of business, the protection of property rights and anti-
corruption measures as institutional indices. Figure 6.2.2 demonstrates that FDI transfers
benefit to host countries through given channels. Before becoming host country’ spillovers, it

is recommended that host countries obtain its absorptive capacity first.
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Figure 6.2.2: Absorptive process
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Generally, previous studies describe absorptive capacity of host countries on two levels:
absorptive capacities of domestic firms involving technological intensity and quality of labor
(e.g. Cohen & Levithal, 1990; Girma, 2005) and national absorptive capacity, including
technological levels, human capacity, financial and institutional development (e.g.
Borenzstein et al., 1998; Hermes & Lensink, 2003; Fu, 2008) (more details in A6.3).

6.3. The FDI photosynthesis model

Green plants are the only plants that produce oxygen and make food. This process is
called photosynthesis. Photosynthesis means ‘‘combining with light”. More specifically, this
takes place in chloroplasts, containing chlorophyll. Chlorophyll absorbs sunlight. From
sunlight, green plants combine carbon dioxide and water to make sugar and oxygen®.
Broadly, to convert light energy into chemical energy and store it in bonds of sugar, green
plants absolutely need to have leaves, stems, stalks, and roots. In a similar way, we propose
that to assimilate FDI spillovers, recipient countries unquestionably need to have absorptive
capacities, which are developments of domestic firms’ absorptive capacity, human capital,
sound financial infrastructures, physical infrastructures, technology and R&D, and
institutions. This model is a simulation of green plant photosynthesis, since both of them are

concerned with absorptive capacity. Plants absorb sunshine and water, while countries absorb

32 http://library.thinkquest.org/3715/photo3.html
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benefits from FDI. Sunshine, water, and FDI’s benefits are exogenous sources. As plants or
countries absorb and transfer their corresponding benefits for internal capacity to grow up
and mature. By creating this analogy, this model integrates FDI absorptive capacity theories,
transforming them into an organic parallel with photosynthesis. Figure 6.3 reflects the

parallel shapes of our FDI qua Photosynthesis models. Both models have structures similar to

a green plant.

Figure 6.3: Photosynthesis
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The model is first grounded with literature related to FDI’s absorptive capacity at both
micro and macro levels. This deductive approach application uses research literature as a
foundation to pose propositions and construct this model (Agil Burney, 2008; Nachum,
Dunning, & Jones, 2000). Furthermore, this model is developed based on theories related to

FDI benefit transfer channels and factors that capture FDI absorption.

Absorptive capacity of domestic firms
As mentioned earlier, researchers have defined two levels at which host countries absorb

FDI benefits. One is the micro level proxies by domestic firms and the other is concerned
with the macro level indicated by human capital, financial systems, technological levels, and
institutional developments. Local firms represent themselves at the micro level, at the same

time, they are a component of the macro level. Underwriting direct investments abroad,
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investors can either establish economic organizations in the form of 100% capital ownership
by foreign investors, or a joint venture, legal structure, for capital organizations with
domestic firms, or invest in various contractual forms of BCC*®, BO, BTO, and BT, or other
legal entity forms of organization. In whichever form, foreign business needs to co-operate
with local businesses either as partners, sub-contractors, or suppliers. Therefore, domestic
firms are not only main channels for transferring FDI benefits, but also constitute a bridge for
connecting foreign investors and host countries. In cooperation with international enterprises,
host country domestic firms should have at least an initial level of development in
technology, qualifications of workers, and managerial skills. In such cases, domestic firms
can learn and easily absorb advanced technology and business skills from foreign companies.
Kalotay (2000) states absorption processes depend on the skills and capabilities of local
firms and on an affiliate’s commitment to their host country partner. FDI benefits can be
transferred to local firms by either vertical or horizontal channels, as presented above. No
matter what channel is used, domestic companies are required to have initial technological
levels needed to assimilate or copy advanced technology from FDI. Greater technological
levels that are supported by greater R&D expenditures, derives greater gain from FDI
(Blalock & Gertler, 2009; Suyanto, Salim, & Bloch, 2009). Moreover, firms with a higher
educated labor force are better situated for absorbing FDI’s advanced technology (Adams,
2009; Blalock & Gertler, 2009).

In a similar vein, Chudnovsky, Lépez, and Rossi (2004) and Kolasa (2007) find that
domestic firms with higher absorption capacities reap positive spillovers from transitional
corporations presence, while those with low absorption capacities were more likely to receive
negative or lower spillover benefits. From another aspect, to be a supplier to a foreign
company, local firms’ capacities need to be able to satisfy their requirements, which often
relates to quality and technological issues and not stock quantities alone. Host countries’
development should not only rely on foreign firms’ presence, but also strongly on domestic
firms’ integral participation in FDI local resources as well. We argue that absorptive capacity
of domestic firms is the most important factor in determining degrees of absorptive capacity

of host countries. Nunnenkamp (2004) states capabilities of local firms to absorb superior

% BBC: Business co-operation Contract, BO: Build-Operate Contract, BTO: Build-Operate-Transfer Contract,
BT: Build-Transfer Contract
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technology and knowledge is a decisive determinant in successful FDI related benefits
transfer. Therefore, local firms retain an important role in determining absorptive processes
in our model.

Proposition 1: Higher host country benefits derived from FDI can be tested by initial

development of local firms’ absorptive capacity

Labor force - Human capital

As described above, one channel in which FDI transfers its benefits to host countries is
through its labor force. While studying FDI determinants’ absorptive capacity, several
studies have also described human capital as a crucial factor in promoting local firms’
absorptive capacity and nations as well. Productivity spillover depends on human capital (L
Alfaro & Charlton, 2007). With a well-educated workforce, host countries are able to
catalyze FDI (Kemeny, 2010). Oppositely, those with low levels of education, can obtain
significant negative FDI effects (Ayanwale, 2007). This means that host countries can only
receive FDI advantages, if those countries build a well educated workforce (Lumbila, 2005).
Consequently, labor remains a channel for transferring and receiving FDI benefits as long as
its workforce is well educated. Certainly, one of benefit of possessing highly trained
manpower is prospects of absorbing technology (Duysters, Jacob, Lemmens, & Jintian,
2009). Transfer of FDI benefits to labor takes place through training, learning by doing, and
accumulating experience. Therefore, labor is a force and factor for implementing conveyed
know-how. Better educated and skilled labor implies that better know-how is obtainable, and
better performance is achievable. . Borensztein et al. (1998) state that FDI produces positive
spillovers only in a country which has a minimum threshold stock of human capital with a
sufficiently qualified labor force. In a similar vein, Van den Berg and van der Klaauw (2001)
state that quality of the labor forces determines an economy’s ability to create new ideas and
adapt to old ones. In the disbursement stage, labor forces are indispensable for putting
projects into practice. Shortages of qualified people might cause plans to be slowly
implemented. Lower educated and skilled host country workers definitely impact
disbursements of investment and reflect a negative image concerning host countries’ ability
and capacity for FDI promotion. Chen (1990) confirms that countries investing more in

human capital will gain more benefits from FDI. Hence, to gain FDI benefits, host countries
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certainly require well educated and trained human capital. Only human beings have the
capacity to understand, assimilate and create new knowledge; thus, human capital is a vital
factor needed to absorb FDI benefits.

Proposition 2: Higher host country benefits derived from FDI can be tested by initial

development levels of educated and skilled labor forces

Financial systems

Financial systems are central to economies’ functioning and modern day life. Modern
financial systems embody a complex of institutions, including banks, government and
international institutions. They regulate and facilitate payments and provide intermediation
links connecting lenders to borrowers, and investors with assets to investment
opportunities®. Financial systems are therefore a key tool in FDI activities, such as
disbursements of investment capital; transfers of money from overseas into recipient
countries’ bank accounts; payments for building materials, raw materials, labor costs;
collecting money after selling, repatriation of funds to home countries, etc., and other
fiduciary services. All such basic activities require a certain degree of financial development.
If investment capital is not disbursed, projects *progress might be delayed, stagnant, or even
closed down. If investments cannot be implemented, attractiveness of FDI is lost; hence host
countries would receive no benefits from FDI. Lumbila (2005) concludes that host countries
can only obtain benefits from FDI only with “depth and efficiency of financial system[s]”.
For that reason, financial development is a vital component to accelerate recipient countries’
absorptive capacities and to facilitate FDI operation in host countries. Alfaroa, Chandab,
Kalemli-Ozcan, and Sayek (2004) and Alfaro & Charlton (2007) state that FDI is associated
with accelerated growth in host countries with comparatively well developed financial
markets. Countries with smooth functioning financial systems can exploit FDI more
efficiently. Hermes and Lensink (2003) point out that more locally developed financial
systems positively contribute to processes of technological diffusion linked to FDI. Durham
(2004) also studies financial market development as an indicator of relationships between
FDI effects and equity foreign portfolio investments (EFPI). He goes on to state that

financial development is contingent on absorptive capacities of host countries. Sakik and

3 http://www-personal.umich.edu/~alandear/glossary/f.html
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Bolbol (2003) and Krogstrup and Matar (2005) find evidence in Arabic countries that poorly
developed financial systems are not able to benefit from FDI. In our model, financial system
acts as an integral factor in absorbing FDI spillovers occurring in host countries.

Proposition 3: Higher host country benefits derived from FDI can be tested by initial

financial systems’ development

Physical Infrastructure

According to O’Fallon (2003), physical infrastructures are described as service systems
associated with energy, water supply (irrigation), transport, telecommunications, sanitation
and waste facilities, as well as flood protection and drainage. In regard to transportation,
infrastructures can include railways, roads, airways, and waterways, which can carry raw
materials to manufacturing points and finished goods to consumers. Poor infrastructure can
increase costs and waste time. Wasted time and increased costs probably return less profit to
investors and host countries. In addition, outmoded or poorly maintained infrastructure
systems can cause delays or even abandonment of investment projects. This means host
countries cannot receive benefits from FDI, but also causes confusion in society. For
instance, demand for electricity goes up as FDI increases. Once host countries’ power fails to
provide sufficient capacity to supply power, energy must be reserved for production first;
thus residents have to suffer shortages of electricity and living standards are decreased.
Similarly, Kessides (1993) concludes that infrastructures contribute to the quality of life by
creating amenities, providing consumer goods (transport and communication services) and
by contributing to macroeconomic stability. Regarding soft infrastructure, most information
and communication go through internet, telephone, and digital communication networks. The
development of both hard and soft infrastructure systems can effect countries’ absorption of
FDI benefits (Adams, 2009; Kemeny, 2010; Lumbila, 2005). There is no doubt that
infrastructure is seen as an important factor pushing forward smoother convertibility of FDI’s
benefits increasing host countries’ spillovers. A study by the Organization for Economic Co-
operation and Development (OECD) (2004) reports that an inadequate infrastructure is a
major impediment to entrepreneurial activity; while a well-developed information and
communication technology system may lead to an upward shift in FDI activities. Physical

infrastructure has been playing an imperative role in supporting FDI activities. Nunes,
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Oscategui, and Peschiera (2006) take infrastructure as an indicator for capturing absorptive
capacities of countries towards FDI. Similar to financial systems, a sound infrastructure
system might enhance absorptive capacities of host countries.

Proposition 4: Higher host country benefits derived from FDI can be tested by initial

developments of physical infrastructure

Technology and R&D

Technology is a broad concept and generally refers to knowledge and equipment which
satisfies human needs or wants (Technology Guide, UNESCO). As technology can be
transferred from more to less developed countries (Keller, 1995), most researchers agree that
advanced technology can be one of the main benefits that host countries can expect from
FDI. However, this transfer depends greatly on host countries’ technological capacities.
Nooteboom, Van Haverbeke, Duysters, Gilsing, and van den Oord (2007) confirm that
technological knowledge is a basic of absorptive capacity. Indeed, technological gaps
between home and host countries determine host countries’ absorptive capacities. In
developing countries, such as Vietnam, new technology and R&D are mainly developed by
its internal national institutions, such as universities, state owned companies and a few
private companies. Borensztein et al. (1998) find that FDI contributes to economic growth
only when a sufficient absorptive capacity of advanced technologies is available in host
economies. Higher FDI efficiency rates would result from a combination of advanced
management skills and more advanced technology. De Mello (1997) states that the larger the
technological gap between host and home countries, the smaller is expected that FDI impacts
on economic growth. The aim of host countries, when calling for FDI, is to utilize advanced
FDI technologies to enhance their economies. This means that host countries require initial
developments in technology to assimilate these benefits.

In a similar vein, the United Nations Economic and Social Commission for Asia and the
Pacific (ESCAP), (1984) reports that technological absorptive capacities of host countries
have major impacts on the effectiveness of technology transfers. Regarding technology at
firm levels, Kokko and Blomstrém (1995) write that domestic firms can benefit only if
technology gaps are not too wide, so that domestic firms can absorb knowledge available

from multinationals. Usui (1983) finds that transfers of technology will be effective only if
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recipient firms already possess an adequate base to absorb acquired technologies without
recourse to broad-ranged and long-term services from their foreign affiliates. As a part of
innovation, levels of R&D for host countries are considered factors of absorptive capacity.
Once levels of R&D for host countries are developed, the assimilation of advanced
technology of FDI is easier. Fu (2008) offers that globalization of R&D may provide an
opportunity for developing countries to catch up with various technological frontiers. Cohen
and Levithal (1990) find that firms' ability to exploit external knowledge is often generated
as a byproduct of its R&D, and R&D not only generates new knowledge, but also contributes
to firms' absorptive capacity. Technology acts like the roots of green plants and is a
foundation that can boost countries’ development. Advanced technological levels provide a
sound basis for absorption of FDI spillovers.

Proposition 5: Higher host country benefits derived from FDI can be tested by initial

development levels of advanced technology and R&D

Institutional development

Some studies have also tested the importance of institutional factors for FDI’s absorptive
capacity and found a positive relationship. Concerning FDI, proxies for institutional
development are FDI law/ regulations and host countries’ administrative systems. When
doing business in a particular country, initial considerations of international investors are
potential profits and the right of repatriating or using those profits elsewhere. Once property
rights are protected by the law, international investors feel more secure that their investment
will not be nationalized or confiscated by some arbitrary or administrative means; they might
expand and develop their investments further. Therefore, this possibility may bring
additional benefits to host countries. On the other hand, opaque, fluctuating regulations will
lead investors into a seeming maze of bureaucratic deadens. To escape such complicated
situations, investors quickly move their investment elsewhere. While testing FDI’s driving
forces using local markets development factors, such as, availability of complementary
factors of production, and institutional development. Durham (2004) defines institutional
development as investment-friendly policies and administrative frameworks characterized by
regulation of businesses, protection of property rights, as well as strict corruption regulation.

He finds that regulation of business and protection of property rights are positively correlated
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with FDI. Krogstrup and Matar (2005) also applied these indicators while investigating
absorptive capacities in the Arabic world. Clearly, development of institutions will facilitate
FDI businesses, and accelerate absorptive capacities of host countries. Durham (2004) and
Kemeny (2010) cite those countries with higher legal standards as likely supporting FDI
more efficiently. Similarly, Nunnenkamp (2004) concludes that institutional development
seems first to be required before benefiting from FDI. Institutional development expresses
social development and host countries’ governance levels. Stronger institutional development
could lubricate the increased rate of absorption into a smoother structured process.
Institutional appropriateness will help host countries accrue FDI advantages (Adams, 2009).
This situation resembles the roots of a plant. Healthy roots imply wealthy plants.

Proposition 6: Higher host country benefits derived from FDI can be tested by initial

development levels of institutional policies

6.4. Opinions towards the Photosynthesis absorptive capacity model:

Evidence from Vietnam
6.4.1. The aim of the survey

The survey aims to obtain practitioners’ responses on specific academic findings (the FDI
absorptive capacity model). The survey is conducted in Vietnam, since this country has been
faced with a significant variance between FDI’s registered capital and actual disbursed
capital in recent years. At the Consultative Group Meeting for Vietnam in 2007, Vietnamese
and international experts determined that shortcomings of infrastructure, human capital, and
institutions caused this delay in internal FDI processing. In a similar vein, Mr. Nguyen, Huu
Thang, Director of Foreign Investment Agency of Ministry of Planning and Investment
explains that the Vietnamese economy did not have sufficient internal absorptive capacity to
manage all registered FDI projects at the same time. Vietnam needs additional capacities to
absorb more previously registered projects, and time to increase such capacities necessary to
process contracted FDI commitments. Certainly, Vietnam’s marketing efforts to attract FDI
has outstripped its ability to perform, and in such cases, it is recommended that its marketing
function more closely review its internal FDI processing capacity before committing to more

projects that likely would be unable to move forward due to Vietnam’s current backlog.
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This seems to be a common problem for most developing countries, as they lack capacity
(e.g. high level of technology, human capital), while eager to attract quality FDI (capital),
(e.g. advanced technology projects), their registered FDI projects are seriously mismatched
with their internal absorptive capacity to begin implementing these same projects in the field.
Such delays caused by overoptimistic FDI planning, will negatively impact investors’
willingness to commit to future FDIs, and likely lead to cancelations of projects currently
registered due to contract infringements requiring such projects to begin after a given
stipulated period of time, and demanding immediate repayment of related project deposits.
However, FDI benefits are not only those of investment capital, but also others such as
advanced technology, knowhow, and managerial skills. Perspectives of host country
nationals involved in successfully attracting quantity FDI, but facing problems of
disbursement and absorption of FDI’s benefits related to absorptive capacity, are valuable for

confirming detains incorporated in our Photosynthesis model.

6.4.2. Methodology

As aforementioned, this survey is organized to investigate our selected survey partners’
points of view concerning our theoretical FDI absorptive capacity model. This model is first
established based on literature related to FDI’s absorptive capacity applying a deductive
approach. This manner is supported by Orton (1997) with “data-poor, theory-rich”. This
model is brought into practice to obtain not only opinions of practitioners regarding FDI
academic findings, but also anecdotal accounts to support the model as well. We consider
applying certain methods, such as the triple helix, national innovation system (NIS), and in-
depth interviews. The triple helix deals with multiple reciprocal relationships, while the
absorptive capacity model also involves multiple factors in multiple dimensions, such as
number of domestic firms, educational structure, financial systems, and quality of
infrastructures, technology, and institutions. However, our absorptive capacity model is not a
spiral model for innovation, and there are not three different actors involved (Government —
Industry — Institutions). Although there are relationships among determinate factors (not
actors) in the absorptive capacity model, as a synthesis model; however, there are no factor
influences between others determinates. Similarly, the NIS defines as “a historically grown

subsystem of the national economy in which various organizations and institutions interact

172



FDI Absorptive Capacity Theory

and influence each other in carrying out of innovative activity” (Galli & Teubal, 1997). In
our absorptive capacity model, it also includes all important factors required for capturing
absorptive capacities; however, as mentioned above, interrelationships among factors is not
influenced. On the other hand, in-depth interviews are a qualitative research technique that
involves conducting intensive individual interviews with a small number of respondents to
explore their perspectives on a particular issue. This method can provide much more detailed
information; offer a more complete understanding for a given research issue (Boyce & Neale,
2006; Guion, 2006). Additionally, in-depth interviews are open to debate and discussion
concerning counter arguments as well as garnering policy feedback responses. For that
reason, the in-depth interview method stands as a relevant research modality for this purpose.

Figure 6.4.2 illustrates this research method.

Figure 6.4.2: Research methodology review

Literature’ Theories Development of model Model construction
(FDI absorptive capacity, in based on initial theories (FDI Photosynthesis)
micro and macro level) (- FDI benefits)

(- Factors capture absorptive capacity)

Practice In-depth Interview Interviewees’ Opinion
(Reflection on academic additional illustration to L]
findings) support the model

Central questions that require feedback are: What are interviewees’ or respondents’
perceptions concerning a given country’s capacity to absorb FDI benefits? This survey seeks
to explore interviewees’ opinions on (1) awareness of relationships between a host country’s
capacity and its absorption of FDI benefits, (2) factors capturing absorptive capacity of a host
country, (3) the role of each determinate factor in capturing a host country’s absorptive
capacity, and (4) future policies suggested or recommended to enhance host country’s
absorptive capacity. Data and information collected was mainly based on selected in-depth

interviews and reports, which are considered most suitable for our study. This survey was
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conducted in July and August 2008 in seven provinces of Vietnam. Their locations were in
Vietnam’s northern, middle, southern, and delta regions, as well as mountain, border, and
selected special areas. These provinces have differed significantly in their level of attracting
FDI. Some provinces achieved high levels, such as Ho Chi Minh City, Ha Noi; others are at
average levels, such as Da Nang, Quang Ngai, Can Tho, and the rest are low or very low
level areas such as Ben Tre, Lang Son (see A6.4 Map for locations of Vietnam’s business
districts). Government agencies are at central and provincial levels. We invited 43 officials,
who are leaders of Vietnamese institutions, holding office with central and provincial
authorities, as well as professional experts, plus domestic and foreign investors (see A6.1).

To gather responses related to survey goals listed above, general questions are (1) do you
think that a host country (Vietnam in this survey) needs to have certain capacities to absorb
FDI benefits? (2) Our absorptive capacity model (the FDI photosynthesis model) argues that
to absorb benefits from FDI, a host country needs to have initial (prior) development in
human resources, domestic firms’ absorptive capacities, financial systems, infrastructure,
technology, and public institutions. What is your opinion about this argument? (3) Could you
please describe the role of each factor in capturing absorptive capacity? (4) Could you please
discuss future policies that could enhance a country’s absorptive capacity?

In addition, specific questions were given to specific selected groups. Members of a
group who are policy makers and investment promotion agents were asked for a general
evaluation about FDI benefits in Vietnam, and future policies for improving absorptive
capacities. Members of professional institutions did analyze the roles of their institution in
this absorption process and reflected on the roles of other institutions. Then, they discussed
future policies and measures to enhance absorptive capacity. Local businesses were asked to
respond, as to how domestic firms managed improvements in their absorptive capacity and
communicated their concerns to governments to assist in leveraging it, were progressing.
Questions dealing with barriers, while doing business in Vietham were asked of foreign
investors. More details are available in the Appendix Table A6.2.

The data analysis is adopted from Creswell (2003) with 6 steps that include (1)
organizing and preparing data for analysis, (2) reading all collected data in order to obtain a
general sense of collected information and to reflect on its overall meaning and impact, (3)

starting detailed analysis by coding and organizing the data, (4) shaping data into themes’
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descriptions/ grouping of interviewees, (5) discussing interviewees’ perceptions, and (6)
interpreting the data. Because the aim of this survey is to perceive how practitioners respond
to our theoretical model; therefore, interpretations of the interview’s results are to reflect
interviewees’ opinions/ discussions/ and arguments about the model’s components. This part
of the survey is a kind of narrative description of the interviewees’ reflections, categorized as
qualitative research analysis (Casebeer & Verhoef, 1997). Conversation analysis (commonly
abbreviated as CA), which is the study of interactive talking (Psathas, 1995) is used to

interpret the interviews’ results as well.

6.4.3. Reflections

In general, the interviewees express quite similar opinions regarding factors determining
FDI’s absorptive capacities. Human capital, physical infrastructure, as well as institutional
policies are most often mentioned.

Regarding the firm factor, FDI literature has stated that a host country’s absorptive
capacity depends on its domestic firms’ absorptive capacity in terms of assimilating
advanced technology, knowhow and managerial skills from FDI. Domestic firms act as a
channel for receiving FDI benefits; they also produce goods for society and support fair
competition. Generally, there are two kinds of local firms. One is 100% owned through
holdings of domestic equity capital and the other is a joint-venture with foreign investors,
owning only a portion of its equity capital. Broadly speaking, Vietnamese local firms are
weaker than multinationals in terms of capital, advanced technology and managerial
experience; however pressures of competitiveness have forced local firms to improve their

absorptive capacities.

Table 6.4.2: The factual situation of enterprises from 2000-2007

State Collective Private FIE
Enterprise size based on employees 442.46 33.98 28.89 314.91
Enterprise size based on capital 216.02 2.49 5.30 134.81
Enterprise based on fixed asset 82.31 1.05 1.81 78.52
Enterprise size based on investment 27.27 1.24 14.74

Source: based on data from GSO
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Table 6.4.2 indicates that foreign investment enterprises are quite competitive with state
enterprises, in terms of size of enterprise, number of employees and fixed assets; while very
far removed from private and collective enterprise statistics. Many domestic businesses have
been upgrading their technological levels in order to gradually become main suppliers to
multinationals. Dominant industries, such as aviation, gas and petro chemistry,
telecommunication, textile and garment production, banks and financial services reach
almost the same level of development as the rest of the world. These companies cannot only
compete with foreign companies, but also contribute to their national absorptive capacity,
especially in carrying out FDI projects. On the other hand, private companies have often
faced a loss of employees and a shortage of highly educated labor. Employees with higher
education generally prefer to work for foreign companies, earning higher salaries and gaining
more learning and advancement opportunities. Local firms need to have better promotion
policies to retain labor. In addition, if local companies want to invest in advanced
technology, they need a large amount of capital; therefore, they really need support from
their government in order to upgrade their capacity. Weaknesses or shortcomings of local
firms’ capacity can pull national absorptive capacity down, according to Mr. Luu Van Hai,
vice director of Techcovina group. For example, present and future employees are aware that
the garment and textile industry is quite popular in Vietnam, because of it higher skilled
labor and low operational costs. However, materials for producing cloth, such as, buttons,
and zippers have to be imported into Vietnam from abroad, since local products do not meet
foreign producers’ quality requirements. As a result, Vietnam earns lower benefits from
advanced technology, associated with this industry, and gained from FDI. Mr. Hoang, Anh
Tuan, executive director of the One Connection Company, confirmed that only when the
private sector is more fully developed, can it leverage the country’s competiveness and
absorptiveness. Private companies can be either suppliers of foreign companies or their joint-
venture partners. This is a salient factor in promoting FDI benefits’ convertibility into
national benefits. An example of a successful case is Vinamilk and Campina, a Dutch
company. Worker productivity is improved by training, learning by doing and accumulating
experience. Advanced technology, know-how and managerial knowledge are constantly
being transferred. Again, the intensity of assimilating knowledge relies on the education of

human capital and domestic firms’ existing technological levels. In their projects,
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Vietnamese farmers have learned how to organize a bio farm, how to breed cows to produce
larger quantities of milk per cow, and maintain clean and fresh milk as well. The “clean
technology” in farming is a new application in Vietnam and also the world. Mrs. Nguyen,
Thi Thu Hang, deputy general director of Vinamilk said that cooperation with their FDI
partner is well established, because Vinamilk often upgrades its applied technology,
especially in processing milk. Furthermore, Vinamilk has retained strong human resources
from its top management, through to middle management, and on to its front line workers.
To some extent Vinamilk is no less developed than its foreign partner; therefore, Vinamilk is
able to keep pace with new knowledge and technology that is transferred from Campina back
in the Netherlands. Development of domestic firms’ capacity is one of the advantages of
working in cooperation with its home country partner. In other words, to increase a nation’s
absorptive capacity, domestic firms’ absorptive capacity first must be built up.

Most interviewees accept that the Vietnamese labor force is young, dynamic, and
energetic as well as educated and endowed with well honed skills. However, unskilled labor
is abundantly available there, while highly educated and skilled labors are scarce, especially
in middle management levels. From international investors’ viewpoints, the shortage of
skilled workers is the third most important operational constraint in Vietham. Due to ongoing
economic growth, the market demands a higher skilled and educated labor force.
Nevertheless, changes in vocational training programs have not, as yet, caught up with
workplace requirements. Vietnam is still focused on center-based training that does not
provide up-to-date theoretical instruction and empirical training methods. The government
has encouraged “the establishment of private education, training and vocational training
institutions; fostering opening of high quality, accredited and 100% foreign-invested training
institutions in science, technology, vocational skills, and economic management” (MPI,
2006b) (p.83). In respect to higher education levels, Vietnam is facing a main challenge to
both satisfy the large number of enrolled student and achieve a better quality standard for
education than in the past.

Currently the Vietnamese education system can supply either a large group of average
educated laborers or a limited number of professionally educated workers, but not both

concurrently. In fact, the light and food processing industries, which requires higher amounts

177



Chapter 6

of unskilled labor, have obtained 20.33%%* of FDI registered capital for industries in
Vietnam. Such FDI flows have only brought in low tech industrial systems, which contribute
only marginally to local learning and skills development. While investment projects applying
higher technology require a consistent supply of educated and skilled laborers, those that the
Vietnamese market is lacking. Mr. Hoang, Ngoc Vinh, Chief of the Professional Education
Department, realizes that the shortage of human capital has been affecting the
implementation of projects and limiting economic growth for some years. Additionally, Mr.
Khalid Mumoods, Director of Apollo Vietnam, said that the absorptive capacity of individual
labor is decisive. If labor absorbs new knowledge properly, then they are able to deliver
better performance. Furthermore, they can transfer their accumulated knowledge to their
colleagues. As a result, the absorption of new knowledge is pervasive. Because education
and training is the ground floor for building up necessary absorptive capacity; therefore, this
proves that levels of educated human capital are a first condition for enhancing the
absorptive process. According to Mr. Phan Quang Dung, Deputy Chief of the Office and
Secretary to the Minister of Education and Training, to fill this gap, the Vietnamese
government has strongly pushed many projects to improve human capital, such as
establishing higher quality foreign universities based in Vietnam, training 20,000 PhDs,
professional experts and key managers, as well as by reforming the educational system.

In terms of its financial system, employees who have been working in the banking sector,
as well as foreign investors, said that Vietnam’s current financial system is quite well
developed and therefore meets market demands. Vietnam’s financial system can be
categorized into three groups, banking, market securities (stocks and bonds) and insurance.
In the Vietnamese market, there are seventy eight banks including six state banks, forty joint
stock, commercial banks, and thirty two foreign banks. This system has enough capacity in
terms of human resources, managerial skills, and advanced technology to handle intensive
business activities. Banks and financial services institutions apply the International Standard
Accounting Board (IASB) guidelines for their financial reporting systems. Furthermore, they
have been using a multi-payment system among their banks since 2000. On the other hand,
their legal system for relevant transactions is only tolerable for their domestic and foreign

financial activities. Subsequently, the financial system in Vietnam is sound enough for the

% EDI in Vietnam from 1988-2007, MPI database
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majority of business services. As regards, the role of the banking system involved in FDI
processes, its services perform a crucial contribution to the absorption of FDI spillovers, Mr.
Andrew Juang, of the Fusheng Group underlined. FDI operations could under certain
circumstances become frozen due to financial systems’ weaknesses. Generally, the financial
system supports national absorptive capacity by transferring money and financial documents
between it institutions. It is a channel where money from abroad comes to Vietnam. It is also
a system that converts project capital into registered investments’ actual available capital for
disbursement to every sector and niche of Vietnam’s economy. In addition, Mr. Le Quang
Trung, PariBas Bank, stressed that banks provide to domestic as well as to international
investors investment advice, by providing financial risk analysis; management and payment
(including payroll) services; and offering solutions to minimize risk and maximize
investment profits. In summary, based on sound development, the financial system has
supported the Vietnamese economy in distributing capital from FDI investments and in
absorbing primary and spillover benefits from FDI.

When discussing Vietnam’s physical infrastructure, interviewees stressed that it is an
inadequate system needing large scale improvements. This is considered to be a major
obstacle for developing and expanding business investments and activities. In particular,
roads and electrical power are major problems. Although the government has invested large
amounts in Vietnam’s infrastructural system, it still falls behind the demands required for
socio-economic growth. The road system is small and narrow in urban areas causing severe
traffic jams. Airport terminals are small and backward, while railways are slow in speed
delaying the transport of passengers, raw materials and finished products. In the delta region,
because of its vast river complex, passengers waste a great deal of time travelling by ferry
(due to lack of bridges throughout the delta region); while in the middle region, local export/
import shipping and forwarding firms have built so many seaport docks that they no longer
have sufficient products for shipping. As a result, exporters have to either wait until ships’
cargo tonnage is full or transfer products to other seaports in Ho Chi Minh City with added
cost and expense. This has caused traffic jams between seaport locations, consequently
production costs have risen and Vietnamese exports have become less competitive. Mr. Le,
Huu Quang Vinh, Central Promotion Agency of MPI, stressed that this situation is not

beneficial for the continued circulation of goods and services.
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One problem that international investors have also complained about is the availability of
cleared land. Mr. Cho Yeong Soo, General Director of Kum Woo Company, said that his
company has been waiting for cleared land for a long period of time, even though all
materials shipped from Korea have already arrived. He stated that this problem is heavily
discouraging his further investment in Vietnam. It is a serious problem that the government
faces as well. Compensation and resettlement of those affected by relocation initiatives
always required tiresome negotiations extending times needed for clearing land. As a result,
investors do not have available and committed land to build their factories. They are forced
to wait; adding insult to injury, they must also pay pre-project costs and interest, while these
types of Vietnam problems stand in the way of anticipated FDI benefits. This is becoming a
serious obstacle for FDI project into practice implementation. In addition, an adequate
energy supply is seriously lacking in Vietnam, because of its continuing higher demand.
Vietnam has to import electricity from China. To solve its energy shortage, Vietnam has
called for investing in hydro-electric and geothermal power plants, improving generation at
existing plants, and upgrading transmission lines. In fact, electricity is currently prioritized
for manufacturing; therefore, the availability of consumer electricity is cut back or available
on an interrupted basis, according to Mr. Lam, Quang Son, of the Vietham Electronic Group.
Consequently, the general electricity consuming public is greatly affected, as living
conditions and standards are lowered. With infrastructure in this condition, Vietnam does not
benefit adequately from anticipated FDI benefits and spillover effects. However, it is
fortunate that the communications, aviation and logistics industries are well and sufficiently
developed to meet market growth demands. These industries obtain advanced technology and
sound managerial strategy; therefore, their services have actually contributed to the
absorption process. Vietnam is a country whose telecommunication system has developed
rapidly. The density of telephones reached thirty five telephones per one hundred populations
in 2007, and mobile network covered 100% of all districts throughout the country with over
12,000 operating BTS stations. After eleven years from the first day, Vietnam is connected to
an international internet network (1997); 18 million Vietnamese are frequent users, and 5
million of them, or approximately 28% of these 18 million, are internet subscribers. In terms
of Vietnam’s total population 21.6% have access to the internet, at least as frequent users, if

not internet subscribers, an above average rate for Asia and the rest of the world. This system
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allows us to connect with FDI partners around the world on a real time basis, and for our
businesses to communicate more smoothly, as confirmed by Mr. Teo Yak Long, of Sai Gon
Logistics. Evidently, this initially developed infrastructure could well support the country in
taking more optimum advantages from FDI.

When conducting these interviews, not many respondents raised technology as an issue.
However, when we asked them, the interviewees confirmed that a sufficiently high level of
technological knowhow is a very important factor for keeping pace with the advanced
technology of FDI’s home partners. “If we do not have similar experience, it is very difficult
to understand new technologies from multinationals”, said Mr. Le, Huu Minh, from the
Ministry of Information and Communication. One of the reasons why some industries such
as aviation, logistics and financial systems easily adapt or become familiar with international
businesses is that much investment is spent on upgrading their technologies. Vietnam is still
not an industrialized country; overall, technological levels have been upgraded, but not as
high as in industrialized countries. In a UNCTAD (2005) survey of the world’s largest R&D-
spending among TNCs and in regards to the attractive prospective R&D, as many as 69% of
the responding firms stated that their share of foreign R&D is set to increase, with a further
shift towards specifically selected countries. For instance, China was an R&D destination
that was mentioned most often, followed by the United States. India placed third, another
significant rising location for R&D. In ASEAN countries, Vietnam was listed with 1.5%,

while Thailand was 2.9% in terms of respondents’ citations (Figure 6.4.2.1).
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Figure 6.4.2.1: Most attractive prospective R&D locations, 2005-2009
(Per cent of respondents naming a location)
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As a result, Vietnam receives more FDI through small sized projects with low or
backward technological applications. There are few projects involving hi-tech companies.
Country A represents an example of an agriculturally oriented level of technological, with
buffalo drawn ploughs and Country B with tractor-pulled ploughs. Clearly, B’s technological
level is higher than A’s. If there is an FDI in bio technology, which country can learn and
assimilate the higher technology more readily? The answer is, obviously, B, these farmers
have already mastered mechanical technology associated with tractors, and Country As

farmers have had no contact with non-farm animal systems. This means the gap between

national technological levels will affect overall national absorption.

The Vietnamese government has strongly pushed forward domestic technology and R&D

development, while concurrently attracting FDI with its current higher technology facilities.
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There are two high-tech centers in the North and the South of Vietnam used to promote this
progress. By availing foreign investors to hi-tech, showcase installations, host countries can
better absorb FDI benefits and also attract more hi-tech FDI.

Recently, the Vietnamese government has strategically moved forward public
administrative reforms to build up and strengthen their institutions, to renovate the process of
developing and issuing normative legal documents, to ensure strict and transparent laws, and
to reform administrative procedures. This performance enhances business operations through
use of a “one door” system. This process saves time and appears to be transparent to foreign
investors. Moreover, Vietnamese investment law guarantees to protect investor’s property
rights and to neither nationalize nor confiscate them by administrative means. All investors
depend on the government; as a result, investors either expand their investments or re-invest
their returns. However, some investors have complained about general rapid changes in
regulations, complicated procedures, and bureaucracy in some places. In this case, investors
have to either suffer the situation, as it is, in order to continue business or drop their
businesses all together. When investors move their business to other countries, not only their
registered capital balances become meaningless, but also Vietnam’s FDI promotion image is
downgraded. Mr. Le, Thanh An, Deputy Director of the Can Tho Promotion Agency, asserts
that this institutional issue exists everywhere and impacts all facets of economic life. Sound
institutional development is a supportive force for socio-economic and political matters, such
as education (human resources), R&D, business, finance, construction, and foreign
investment as well. “Supportive government” is a concept that interviewees described with
great emphasis. For them, at foreign locations where local governments are friendly,
international investors do business with more convenience and less frustration; they, in turn,
are willing to support the region by training their labor force, transferring know-how and
even supporting charitable activities (e.g., Fusheng, Appolo, Kum Woo, and Bio Rat
Vietnam). Perceptibly, the development of host country institutional system can influence
FDI operations, either positively or negatively. In turn, positive or negative spillovers of FDI
depend on host countries’ institutional development. Well developed institutions will lend
support and drive along FDI; this means that host countries can absorb FDI benefits more
readily and to a greater degree. Figure 6.4.2.2 Lists Interviewees’ Responses on Factors

influencing Absorptive Capacity.
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Figure 6.4.2.2: Response on absorptive capacity factors

Institutional Development |57.50%

Technology | 25%

Infrastructure |32.50%

Financial Development 15%

Firm 20%

Human Capital |57.50%

These rates reflect interviewees’ interest in each factor. It depends on their professional
career as well as the impact of the factor on their own businesses and FDI in general.
Although these rates do not imply corresponding factor rankings, they partly describe the
current picture of Vietnam absorptive capacity. Through the interviewees’ lens, the most
prominent key factors are human capital, and institutional development, followed by
infrastructure, technological levels, absorptive capacity of domestic firms, and financial
development. Mainly, interviewees supported our proposition regarding the importance of
absorptive capacity. They do recognize that host countries could not benefit from FDI with a
weak absorptive capacity. They also strongly supported our FDI photosynthesis model,
which argues that host countries can only absorb FDI benefits, if they achieve an initial level
of development in human capital, absorptive capacity of domestic firms, technology,

institutions, infrastructure, and finance.

6.5. Conclusions, policy recommendation and further research
The absorptive capacity theory, which is introduced in this study, is a synthesis of the
most eminent features contained in previous literature. This new model contributes to

existing literature as it offers an overarching model, which directly reflects the factors that a
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host country needs in order to convert FDI benefits into its country’s own spillovers.
Furthermore, several avenues are identified for future research.

By combining the best features of literature and supportive responses from in-depth
interviews, our research states that not all countries can benefit from FDI, although FDI per
se is capable of emitting many benefits. We argue that to obtain benefits from FDI, host
countries need to possess an adequate minimum level of absorptive capacity in terms of
human capital, absorptive capacity of domestic firms, technological development,
institutional development, infrastructure development, and financial systems development.

Previous literature has listed factors that reflect country’s absorptive capacities. Those
factors are national technological levels (e.g. Chen, 1994; Wu & Hsu, 2008), firm
technological levels (e.g. Cohen & Levital, 1990; Girma, 2005), human capital (e.g. Keller,
1995; Blomstrom et al., 2003; Durham, 2004), financial development (e.g. Kalotay, 2000,
Hermes & Lensink, 2003; Alfaro et al., 2004), and institutional development (e.g.,
Nunnenkamp, 2004; Krogstup & Matar, 2005). We start building our model by adopting
those factors. Markedly, firm’s technological levels and firms’ human capacity is combined
to be a new factor of firm’s absorptive capacity. Additionally, from an actual situation in
Vietnam, a shortage of ‘clear land’ use and inadequate physical Systems are imposing
barriers to FDI. Nevertheless, previous studies have not clearly raised this issue. For that
reason, we added this factor to our model. With supportive results from 43 delegates who are
authorities from professional institutes, domestic investors and international investors, there
remains no doubt that our FDI photosynthesis model reflects consistent with existing
literature on various FDI theoretical aspects as well as empirical circumstances. Specifically,
human capital and absorptive capacity of domestic firms are vital elements for a nation in
order to absorb FDI primary benefits and secondary spillovers. They are the main channels
for FDI transfers to recipient countries. Educated labor can quickly absorb new knowledge
and modern techniques. Labor is no longer defined as only the number of workers or
employees, but also the quality of human capital, which necessitates adequate education and
skills training. Ultimately, labor uses their techniques to produce goods for society. Better
human capital can assimilate technology more productively, and providing improved and
higher quality goods and services. Domestic firms are important actors in the assimilation of

FDI. With higher educated and skilled laborers, and higher technology levels, local firms
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might easily assimilate FDI’s advanced technology. At the same time, domestic firms could
rapidly keep pace with the know-how and managerial skills transferred from FDI activities.
Infrastructure and financial systems exist to boost transport of goods, support business, and
in particular disburse investment capital to all members of society. Domestic technology is
the foundation for improving productivity and taking delivery of FDI’s advanced technology.
Thus, this factor cannot be ignored. Lastly, institutional development is also indispensable. It
can be either a barrier or smooth conduit for the absorptive process assisted by public
administrative systems and policies. Generally, current research suggested a comprehensive
view of FDI’s absorptive capacity. Beside factors used in the previous research, the new
claim in this model is that domestic firms’ absorptive capacity is involved as an integral
component of national absorptive capacity. In addition, infrastructural development is added
as another host country absorptive capacity component. Furthermore, absorptive capacity is
explained clearly by screening it through two phases of project implementation and internal
ability development. This paper develops a model that can guide research on absorptive
capacity to normative and structural approaches as well as conduct surveys to capture a
country’s FDI’s absorptive capacity.

The ‘FDI Photosynthesis’ model reifies a significant theoretical claim, since poor
countries often focus on short term goals in order to quickly cover their shortages. They pay
less consideration to absorptive capacity, because this process requires time and substantial
efforts before achieving performance. Thus, FDI seems to present an optimal solution for
back filling a lack of capital, create jobs, and collect taxes with few obvious downsides.
However, beyond these advantages, FDI offers more benefits, such as advanced technology
and knowhow. However, these benefits are insufficient for developing a country in a
sustainable manner. Dornbusch, Fischer, and Startz, (2003) state economic growth is mainly
supported and caused by resource size and availability in a changing economy. Growth’s
principal resources are capital and labor, and possibly improved changes in efficiency of
production factors. Efficiency improvements are called productivity increases and
productivity is increased through improved technology, and a more capable workforce.
Seemingly, FDI provides sufficient conditions required for a country to foster economic
growth. Nevertheless, it should be remembered that host countries could not obtain positive

FDI spillover, if its external or primary benefits have not already converted themselves into
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internal benefits. This is the most important central claim and message of this study. This
benefit conversion process requires host countries to first identify absorptive capacity
shortfalls and then target FDI projects to fill those voids. This paper emphasizes and
underscores the recommendation that poor countries need to first carefully develop their
minimum initial absorptive capacities, so that FDI benefits can be steadily absorbed into their
economic structures before calling for massive FDI injections.

Kalotay (2000) argues that FDI absorption can only be successful, if recipient countries
and domestic firms’ capacities have risen to adequate levels. This means that developing
countries should aim to improve their FDI reception abilities before attracting more FDI
inflows. Our study invites investors and policy-makers to consider requirements for an
effective strategic status analysis, before they call for FDI and develop new regulations.

First of all, host governments should introduce a promotion policy aimed at closing
technological gaps between home and host countries. On the other hand, policies directed
towards improvement of firm’s absorptive capacity and competitiveness must be first
formulated and issued. Governments should support firms in their R&D investments, in their
efforts to increase their science and technology status levels (new technological process/
equipment), and in training human capital. This process requires a large amount of capital
and takes a long time to recoup related investments; therefore, firms fundamentally require
financial support from their respective governments in further developing these fields at
increased rates. Girma (2005) argues that firms need a certain level of absorptive capacity
before they can benefit from technologies developed by other firms. In addition, science and
technology at national level also needs to be upgraded.

Secondly, empirical evidence verifies that countries with low levels of human capital can
only attract lower level technologies; vice versa, countries with high levels of human capital
might be able to attract large amounts of knowledge intensive technologies. Obviously,
advanced technology can contribute more to host countries’ development. There is no doubt
that a sound policy to improve education and human capital will enhance absorptive
capacities and generate sustainable growth. Girma (2005) again states that education and
training policies are the key to facilitating spillovers from FDI. Better education and training
would add to the supply of qualified labor in developing host countries and improve their

prospects of benefiting from technology transfers and spillovers (Goérg & Greenaway, 2002).
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Thirdly, host countries should aim to improve their financial and physical infrastructures
as well as institutional developments to support a smooth absorption process. Normally, FDI
flows come from countries that have abundant capital and have higher technological levels.
Therefore, the quality and type of FDI are important for unleashing a significant innovation/
promotion effects associated with FDI. As a result, if host countries want to obtain advanced
technology, they should promote necessary conditions for receiving quality FDI.

These three policies should be applied in conjunction with each other to improve internal
capacities of host countries. Last, but not least, host governments should have or create a
policy to support external capacity building organizations. Nowadays, international investors
do business abroad not only to earn money, but also to share their common responsibility for
the betterment of developing countries willing to work intelligently and diligently to improve
their standards of living. Increasingly more business associations have discussed their
willingness to support recipient countries to achieve FDI benefit. If international investors
would help host countries to absorb these benefits from FDI, they would lose nothing
(because the benefits of FDI would still there). If investors spend efforts training workers,
sharing their know-how, they could not only enhance host countries’ absorptive capacities,
but also make the absorption process go smoother; and thereby they would indirectly
contribute to global development. Based on this thought, host countries should target and
support public policies aimed at encouraging help for multinationals willing to assist
developing countries in constructing adequate absorptive capacities.

In terms of future research, we strongly suggest testing our model by a national survey.
More efforts are needed to create and design sound indicators to measure factors used in our
model. It is crucial to recognize a country’s current absorptive capacity by conducting an
evaluation survey. Such an investigation should make a comparison between either a
developing country and a developed country or similar regions to discover what the precise
differences in absorptive capacities are, and what countries have done to improve their

absorptive capacities.
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Appendices
Table A6.1: List of agencies interviewed
Agency Level Region Attractive
rank
G1 | Group of Policymakers
Ministry and Department of Planning | Central
and Investment (MPI) government
Investment Promotion Center of MP1 | Central
in Central Region government
Investment Promotion Center of MP1 | Central
in Southern Region government
Department of Planning and Provincial Southern Middle
Investment of Can Tho Province government
Department of Planning and Provincial Southern Low
Investment of Ben Tre Province government
Department of Planning and Provincial Southern High
Investment of Ho Chi Minh City government
Department of Planning and Provincial Middle Middle
Investment of Da Nang Province government
Department of Planning and Provincial Northern Low
Investment of Lang Son Province government
G.2 | Promotion centers
Investment Promotion Center of Can Provincial Southern
Tho province government
Investment Promotion Center of Ben Provincial Southern
Tre Province government
Investment Promotion Center of Da Provincial Southern
Nang Province government
Industrial Park, Can Tho Province Provincial Southern
government
Industrial Park, Ben Tre Province Provincial Southern
government
Thu Thiem New urban Area, Ho Chi Provincial Southern High
Minh City government
Dung Quat Economic Zone Provincial Middle High
government
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Agency Level Region Attractive
rank
G.3 | Professional Institutions

Ministry of Education and Training Central

government
Ministry of Information and Central
Communication government
Institute of Science and Technology Central
Development government
Vietnam Airlines in Central Region Middle
Sai Gon Port Southern
Vietnam Electricity Group National
PACE, Education Institution Southern
Asia Commercial Bank National

G.4 | Domestic Companies and Foreign

Investors
Dai Nam Long & Partner Southern
Vinamilk National
One Connection Southern
Techconvina Group National
Bio Rat Vietnam Southern
Silvermill Southern
SGN logistics National
Fusheng Vietnam Southern
Kum Woo Middle
Friesian Foods National
Appollo Vietnam National
Foxconn National
Paribas Bank National
Bank of America National
Esaote Europe BV. National
PariBas Bank National
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Table A6.2: Interview questionnaire guide

General question apply to all interviewees:

Do you think that the host country needs to have some capacities to absorb the benefits
from FDI?

The absorptive capacity model (the FDI photosynthesis model) argues that to absorb
benefits from FDI, the host country needs to have initial development in human resource,
absorptive capacity of domestic firms, financial system, infrastructure, technology, and
institution. What is your opinion about this argument?

Could you describe the role of each factor in capturing absorptive capacity (ABC)?

Could you discuss about future policies that can enhance the country’s ABC?

Specific questions to each interviewee’s group

1.

Members who are Policymakers and Investment Promotion Agents
Describe the role of each factor in absorption

Assess the influence of each factor in absorption

Evaluate the current absorptive capacity of Vietnam

Give a general evaluation about FDI benefits in Vietnam

Discuss about future policies for improving absorptive capacities

. Members of Professional Institutions:

Realize the institution’s role in the FDI absorption

Describe the role of the own institution in absorption
Discuss about the role of another institutions in absorption
Discuss about future policies to enhance absorptive capacity

. Local Companies

Realize the company’s role in the FDI absorption
Describe the role of domestic company in absorption
Describe the absorptive capacity of domestic firms

Give expectations of the government’s ability to leverage firm’s absorptive capacity

. International Investors:

Discuss about barriers while doing business in Vietnam
Evaluate the current absorptive capacity of Vietnam give ideas about future policies for

improving absorptive capacities
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Table A6.3: Most absorptive capacity factors used in previous research

Author

Cohen &
Levital

Chen

Keller

De
Mello

Borenzstein
et al.

Kalotay

Year

(1990)

(1990; ,
1994)

(1995)

(1997)

(1998)

(2000)

Level

firm

nation

nation

nation

Nation

nation

Technology

Human
Capital

R&D

Financial
System

Institutional
Development

Institutional
Development

Author

Narula &
Marin

Hermes &
Lensink

Blomst

et al

rom

Gorg &
Greenaway

Nunnenkamp

Year

(2003)

(2003)

(2003)

(2004)

(2004)

Level

nation

nation

nation

review

Nation

Technology

Human
Capital

R&D

Financial
System

Institutional
Development

Author

Durham

Alfaro
et al

Chudnovsky
et al

Girma

Krogstup
& Matar

Fu

Wu &
Hsu

Year

(2004)

(2004)

(2004)

(2005)

(2005)

(2008)

(2008)

Level

nation

nation

firm

firm

nation

region

Nation

Technology

Human
Capital

R&D

Financial
System

Physical
Infrastructure

Institutional
Development
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Table A6.4: Map of business environment in Vietnam

|| Excellent
[ ] High Performing
] Mid-High
B Average
Mid-Low
[l Low Performing

Source: (Weeke, Parker, & Malesky, 2009)
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7. Conclusion

7.1. The life of FDI

FDI has been increasing rapidly throughout the world. The value of inward FDI in 1970
was U.S. $17.2 billion. After 28 years, it increased 131.275 times to U.S. $1,858 billion
(UNCTAD statistics database online) (see A7.1). What led to this FDI increase? The Solow-
Swan (1956) model indicates that long-run growth of an economy is relate to labor-time,
capital goods, and investments, in which the role of technological change is crucial.
According to this view, FDI is a flow of capital, advanced technology, and managerial skills,
sufficient for fostering an economic growth. For that reason, most countries in the world seek
FDI, especially developing countries where capital is less abundant, and technology levels
are low. In fact, some countries successfully attract FDI (e.g., USA, EU, China), while some
countries do not (e.g., African countries). Moreover, not all countries can benefit from FDI to
anticipated levels. Blomstrom et al., (1994) argue that FDI only has a positive growth-effect
when countries sufficiently rich. To understand how to attract FDI, how to benefit from FDI
and how to utilize FDI to promote national development, it is necessary to understand FDI’s
origins.

This study investigates the life of FDI from birth (initiating) through growing up
(establishing a destination), and to maturing (benefitting), evidenced in Vietnam. This
research takes on a host country’s point of view in respect to attracting FDI and earning
benefits from FDI. For that reason, this study stretches out and details an entire FDI process
to identify and examine answers to these questions:

(1) What push and pull factors initiate FDI flows?

(2) What are comparative advantages that trigger FDI establishment in a particular

country?

(3) What overall factors does a host country require to position it for absorbing FDI

benefits?

Our review of previous research revealed some gaps in literature such as:
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(1) There are few empirical studies examining push and pull factors concerning only one
particular country.

(2) There is not able to identify any empirical research, either on relative (development)
differences in FDI or on testing the suitability of UNCTAD’s method, when
conducting our literature survey for this research.

(3) There is a lack of an over-embracing, general model to capture absorptive capacities
of host countries.

Moreover, there has been no empirical research identified on Vietnam’s FDI, as an entire
economic unit. The research conducted here has filled in research gaps found to be missing.
This is the first study conducted on an entire FDI life, process as well as an originating study
of FDI in Vietnam in particular.

Figure 7.1 presents general ideas regarding one path of research, which follows paths of
FDI life. This study began with an economic examination of home countries, where investors
generate FDI, and direct its transfer to host countries, where local officials decide where to
place FDI funds. We conducted one of our studies was conducted on this phase to understand
FDI initiation. It investigated whether FDI occurs due to the push and pull factors (Chapter
4). The thesis continued with another analysis to examine whether comparative advantage
factors influence inward flows of FDI into a particular destination country (Chapter 5).
Finally, this author conducted an analysis to explore by what means host countries benefit
from FDI (Chapter 6). We proposed that host countries need a certain degree of initial
economic development in order to disburse and absorb FDI capital and achieve minimum

FDI performance levels and subsequent benefits including spillovers.
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Figure 7.1: The inward FDI process
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This final chapter summarizes and clarifies activities of this thesis. Section 7.2 is a
summary of actions taken to solve identified problems and gaps in FDI literature. This
section also points out major findings and contributions of this thesis. Section 7.3
recommends certain policies relevant to host country governments. Section 7.4 suggests
model applications and additional research. Section 7.5 completes this thesis with an overall

and final conclusion.

7.2. The life of FDI in Vietnam: Investigating and Findings

This thesis starts with a review of the Vietnamese economy and a list of existing
problems facing the country. A study of FDI literature follows to gain background
knowledge of relevant research issues, and to pinpoint certain research gaps or voids.
Subsequently, we conducted several empirical studies were conducted to understand FDI
initiation, to identify determinants of FDI establishment, and to discover factors capable of
capturing FDI’s absorptive capacity. Each empirical sub-section contains a statement of its

research issue, methodology, findings, and contributions.
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7.2.1. FDI in Vietham

In this thesis, we selected Vietnam for its focus case study. Recently, Vietham has
impressed the world with its remarkable economic growth rate, sustainable society, and
openness policy. Such conditions attract international investors. FDI inflows into Vietnam
have been gradually increasing. The average growth rate of FDI was approximately 40% in
the period of 1988 — 2008°. Although FDI has been a phenomenon in Vietnam since the
“open door” policy in 1986, there has not been a paucity of research on FDI activities in
Vietnam. Therefore, this research attempts to contribute to FDI literature focused on this
Vietnamese case. Even though there has not been any identifiable research done to measure
the effects of FDI on Vietnam’s economy, yet, analyses regarding major global economic
sectors has opened the door to confirming FDI’s important role in Vietnam. Remember, there
was no FDI in Vietnam after the country’s reunion in 1975 through 1987, giving this country
only 23 years to reach its present FDI stock status. Therefore, it is remarkable that Vietnam’s
foreign investment sector contributed an average 13% to its GDP from 1995 to 2008
However, compared with neighboring countries, FDI inflows into Vietnam were lower in
terms of capital stocks, smaller in scale, and less advanced in terms of technological levels.
This raises questions about the attractiveness of Vietnamese FDI incentive policies. Scrutiny
of these development challenges reveals different views concerning the Vietnamese
economy’s strengths and weaknesses, especially as it relates to its FDI absorption capacity.
Despite having an adequately developed financial system and reformed administration,
shortages of professional human resources, cleared land, and a low level of technology led to
an acknowledgement of a list of structural barriers impeding in bringing FDI proposal
projects into practice and fruition. Vietnam’s rate of disbursed investment is only one-third
of its funded registered capital. These problems raise an awareness of critical determinants
required to smooth inward flows of FDI funding and their counterpart missing or insufficient
absorptive capacities causing dysfunctional channel obstructions into Vietnam’s general
economy. This chapter provides a critical review of existing problems facing Vietnam’s
leadership. These problems are not only a low quantity and quality of FDI inflows, but also a

low level of FDI capital disbursement as well. It strictly reflects not only the importance of

% GSO0: FDI project licensed in period 1988-2008
%7 GSO: Structure of GDP at current prices by ownership and by kind of economic activity
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an incentive policy for attracting FDI, but also the internal capacity of Vietnam, in terms of
directly benefiting from FDI at all economic levels. The chapter also supplies documented
information for grounding hypotheses for FDI determinants and constructing propositions

regarding absorptive capacities (Chapter 2).

7.2.2. FDI Theory

In response to inquiries concerning Vietnam’s current situation, it is necessary to first
review previous research and theorizing. We reviewed both theoretical and empirical works
concerning FDI since post World War Il. Researcher may learn a great deal from reviewing
accepted FDI theories that explain FDI phenomenon in economic, financial, and political
contexts. FDI is a commonly recognized result of an imperfect global market environment.
FDI emerges because of ownership, internalization, and locational advantages, as well as life
cycles of product/ innovation. In addition, empirical research provides much evidence
regarding attraction factors that could determine FDI inflows. By UNCTAD (2006) stating
that FDI is driven by both push and pull factors, it is understood that FDI is generated in one
country then moves to others. This means that there must be an interaction between two
parties. This is an important understanding about FDI, since it impacts host countries’
awareness for building FDI incentives to commence or remain in contact with home
countries where potential capital may be available for critical local FDI projects. Normally,
incentive policies focus only on host countries’ internal advantages, such as low labor costs,
availability of natural resources, as well as prospects of leases, and other subsidies. In
summary, research literature has provided explanations for FDI occurrences, and
determinants. Since there are many theoretical FDI models from which to choose; FDI may
be best explained by a combination’s model (Faeth, 2009). Four dimensions influence FDI’s
conceptual framework, namely: market conditions, costs of production, local business
conditions, and governmental policies. This knowledge provides fertile ground for raising
higher returns on investments, reductions on import and corporate income taxes, tax
exemptions, free land hypotheses in understanding FDI’s initiation phase (Chapter 4) and
identifying FDI determinants for establishment in a particular country (Chapter 5).

Additionally, this author pinpoints certain theoretical gaps through reviewing FDI

literature; this literature provides methodologies for doing research as well. For instance, we
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successfully adapted the gravity law to test effects of home and host countries characteristics
on FDI flows. However, there is no known research available to study FDI’s initiation, based
on this approach. Another pragmatic aspect of this two party exchange is that both investors
and recipients seek out advantages from the other. This elicits the possibility that
comparative advantages might also influence FDI inflows, whereas most empirical research,
as well as host country’s incentive policies, have only emphasized attraction factors
stemming from host countries. In fact, there are numerous studies applying variable theories,
but there is no such research pertaining to David Ricardo’s famous theory applicable for
identifying FDI determinants, based on participants’ comparative advantages, or their source
and related recipient country. Generally, research literature provides knowledge related to
FDI flows from countries possessing available FDI resources to destination countries. We
understand that push and pull factors affect FDI flows, as well as comparative advantage

factors between home and host countries (Chapter 3).

7.2.3. FDI initiation: the origin of FDI

Based on literature guidelines, this research does review certain surveys in responding to
documented problems and gaps, specific to understanding, attracting, and benefitting from
FDL. Initially, to attract and benefit from FDI, it is very necessary to understand FDI origins,
ergo, what factors generate FDI in the first place? As to the literature mentioned above,
several known factors from home countries push FDI and other factors pull FDI to targeted
host countries, concurrently. Both these driving forces are in line with gravity forces of
mutual attraction. Indeed, some researchers successfully applied a gravity model’s approach
to investigate FDI (Chaisrisawatsuk & Chaisrisawatsuk, 2007; Frenkel, Funke, & Stadtmann,
2004). Convincingly, gravity model approaches are adopted to observe affects both home
and host countries’ characteristics on FDI flows in this research. Data used is a set of time
series and cross sectional analysis data of 42 FDI inflows into Vietnam during the period
1990 to 2006. This author would like to acknowledge and express her special gratitude to the
United Nations Conference on Trade and Development (UNCTAD), the Ministry of
Planning and Investment of Vietnam (MPI) and the General Statistics Office of Vietnam
(GSO) for supplying this data. In this research, follows certain procedures. The first step is to

build a baseline model, which contains economic sizes of both home and host countries,
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physical distances as explanatory factors, and dummy variables for time and country effects.
The second step is to investigate the push factors by adding home country characteristics.
Similarly, the third step is to examine pull factors by adding host countries’ characteristics
into this review. Finally, the fourth step is to scrutinize both push and pull factors by adding
both home, and host countries’ characteristics.

Interactions of both home and host countries’ characteristics under conditions of a
favorable economic geography prepare for FDI’s initiation. The elasticity of any given
country’s FDI, with respect to its wage development in Vietnam approximates unity,
suggesting that FDI is strongly driven by home and host countries’ labor cost differentials.
Additionally, educated populations, and stability of countries’ economic atmosphere, tend to
promote FDI, while oversized government sectors act as deterrents to FDI growth. Besides,
home countries’ economic growth drives outsourcing into Vietnam. However, to identify
effects of these developments (as well as those of other infrastructural indicators) depends
crucially on interactions of these variables. The other finding is that geographical distance
determinates matter in FDI even more than in trade, at least in Vietnam’s case. This analysis
not only fits well with FDI’s empirical evidence, but also confirms a theory that both push
and pull factors have driven FDI initiation under conditions of market, costs of production,
local businesses, and government policies. One country generates FDI and is pushed by
desires to seek potential markets and higher profits in another country (host) on an ongoing
mutual attraction. Conterminously, FDI (home) is pulled by supplying potential growth
market and low costs of production, for instance into a destination country (host). In the
same vein, demands for capital and advanced technology pull suppliers, as well. These
suppliers own advantages of abundant capital and advanced technology that need to be
invested abroad to attain higher returns and rotate innovation. Home countries are
demanders, while host countries become suppliers. Moreover, vice versa, host countries are
demanders, while home countries are potential suppliers. These relationships represent
mutually dynamic attraction and interaction. There is no doubt that FDI is initiated by mutual
effects or gravitational like forces between home and host countries. Since FDI must
necessarily be initiated by home countries (the old adage goes: “S/he who has the money
makes the rules!”) Therefore, when, FDI transfers to another country, there is a possibility to

“create” demands in home countries and then lead FDI into host countries by offering them
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attractive factors. In addition, distance plays a significant role in FDI flows between the
home and host countries; hence, distances between home and host also may take into
consideration “neighbor” source countries, while calling for FDI importation. Generally, this
chapter presents a view about FDI birth based on evidence from Vietnam. Research enhances
FDI literature, a study with a focal point centering on a particular developing country,
constrained by push and pull factors. Besides, a way to build up experimental gravity
specifications for examining home country effects is to examine host country effects, and
then combine them both as guidance for later research (Chapter 4).

7.2.4. FDI establishment

After understanding FDI flow sources, our research moves on to studying FDI’s
establishment, that is, which factors determine FDI inflows into a particular country? Again,
the above-mentioned literature states that FDI inflows might be caused by comparative
advantages of home countries, as well as host countries (J.H. Dunning & Lundan, 2008;
Kojima, 1978). This theory directs us to apply comparative advantage’s approach in this
research. A panel data of 42 FDI inflows into Vietnam, since 1990 to 2006 is used. Two
major specifications are developed. The first one is to recognize comparative advantage
factors between home and host countries. The idea behind this hypothesis is that “the more
different economic levels are, the more FDI inflows establish”. Differences in GDP, cost of
labor, shares of R&D in GDP, and country risks are used as explanatory factors. The second
step is to distinguish attractive factors of the host country by adding host country effects.
Variables that UNCTAD has used to rank inward FDI potential and performance for all UN
countries are applied. To some extent, comparative advantage characteristics of the host and
home countries determine FDI establishment. These attractive factors influence inward FDI,
but also comparative advantages between home and host countries. Those factors come from
four economic and political functions: market conditions, costs of production, local
businesses, and government policies.

From our findings, the wealthier home countries’ economies and the lower host
countries’ costs of production are, the more direct FDI inflows will be. In addition, factors
such as skilled and educated labor forces, consumer purchasing power, demands for

improved infrastructure capacities, availability of natural resources, and the country’s
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openness, all combined act to attract international investors. Consequently, home countries
have advantages of capital wealth, and advanced technology, while the host country has
advantages of low labor costs, availability of natural resources, such as agriculture land,
water surface areas, and forests. Home countries can produce products in host countries with
lower labor costs instead of importing labor. Thus, host countries can stipulate promotion
policies, which lead to an increase in FDI as expected, as well as improve its advantages for
further FDI accretion. Subsequently, while attracting FDI, host countries not only proclaim
their areas of FDI determinate dominance, but also emphasize their strong points to source
country investors. Within this perspective, officials focus incentive policies to be more
efficient and effective. A crucial decision based perception for host countries is whether they
should be FDI seekers, by aiming at specific target countries, which could be potential source
countries, or simply let home country capital come to them. These source countries possess
distinct advantages, which meet various host country demands, in term of enhancing their
development in both the long and short terms. Furthermore, results advance evidence that
UNCTAD’s methods in ranking FDI’s attractiveness levels for all UN countries is found to
be to a certain extent, inadequate. Similar methodological UNCTAD applications might not
be fully similar in other countries’ testing. In the case of Vietnam, certain factors are not
statistically significant; they may act as FDI determinants. This implies that corresponding
factors are not always contributive to FDI attractiveness levels. Moreover, higher multi-
collinearity among these factors requires reiterating explanations for FDI determinants. As a
result, this method may generate biased results in specific cases. Generally, this chapter
produces evidence of FDI establishment in a particular country, Vietnam. Findings are
appropriate in light of existing literature. This research is a first examination that applies
different development indicators, in terms of comparative advantage theory, to identify FDI
determinants. Different specifications in this research confirm that comparative advantage
theories are applicable for identifying FDI determinants. This finding maps a route for

further way empirical research (Chapter 5).
7.2.5. FDI achievement

After initiation, FDI reached its achievement phase to bring benefits to both investors and

recipient countries. The core nucleus of this research is to highlight absorptive capacities of
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host countries: by what means host country can benefit from FDI. In essence, host countries
pay most attention to attracting and maximizing (not necessarily optimizing) inward FDI,
while overlooking national economic capacities. Those capacities are necessary to absorb
FDI in terms of delivering investment and converting FDI benefits into positive spillovers.
Host countries appear to disregard FDI absorption, and concentrate only on their FDI project
count rather than concentrating on increasing the volume of FDI spillovers. FDI projects, in
the end, are the foundation for sustainable development. To obtain germane findings, our
research started with a concise literature review to form a basis for an FDI absorptive
capacity model. Then, an in-depth interview is conducted to acquire opinions of people in
practice regarding our academic findings. To absorb FDI, it is necessary to know what FDI
benefits consist, as well as channels that transfer those FDI benefits into host countries’
economies at all levels. For instance, technology goes through several phases including
competition, imitation, foreign linkage, and doing business with local firms, while expertise
transfers during training, learning by doing and accumulating experience and expertise.
Concerning various aspects of FDI literature, some researchers have pointed out factors that
capture absorptive capacity, such as technological levels, human resources, financial and
institutional developments. However, previous arguments are either scattered or form an
uncombined, fractured model; therefore, an overall-embracing or general method is now
proposed. In practical situations, the inadequacy of an infrastructure’s system is indicated as
a barrier to FDI absorption. By combining not only the best features of theoretical and
empirical research, but also pragmatic factors of actual situations based on a case study, a so-
called FDI Photosynthesis model is constructed. The FDI Photosynthesis argues that host
countries need to have initial development of absorptive capacity in domestic firms, human
resource, financial system, physical infrastructure, technological level, and institutions to
absorb FDI benefits, and to convert those benefits into host country spillovers. Eventually,
research shifts over to fieldwork to gather evidence to prop up new models. We conducted
in-depth interviews with authorities, professional institutions, domestic investors as well as
foreign investors in selecting survey locations in Vietnam.

This survey’s results supported the above propositions. Human capital and domestic
firms’ absorptive capacity are vital elements for determining a nation’s ability to absorb FDI

spillovers. Educated and skilled human capital can assimilate technology at an increased
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pace, that leads to increased productivity; whereas domestic firms’ human contacts with
source countries act as bridges between FDI investors and host countries’ project
management. In similar fashion, adequate financial infrastructure is essential for channeling
business transactions and supporting disbursements of investment capital in particular; while
physical infrastructures is systems for transportation of goods and services. Technology and
R&D are foundations supporting innovation, industrialization and modernization, and
launching platforms for productivity. The smaller technological gap, the larger the spillover
is. Additionally, institutional development can be either a barrier or an accelerating agent for
the absorptive process. Our model should make a significant contribution to absorptive
capacity theory. If and only if, host counties have sufficient absorptive capacities, they can
convert FDI benefits into their own national benefits. The spirit of this model may influence
project manager and government official’s viewpoints in developing countries with
economic situations similar to that of Vietnam.

FDI abundance is not precisely synonymous with economic growth. If a plant has plenty
of sunshine, but no water it dies. Vice versa, if you pour a lot of water into it, it might also
die, because its roots suffer from being flooded and have no sunshine. In addition, plants in
either of these two situations cannot absorb proper nutrients, as well. As a result, plants either
grow lamely or waste their resources, which are always limited. Thus, there is clearly a
restriction of water, nutrition, and light levels in each phase of plants growth and
development. Host countries are not as passive as plants. They can dynamically improve
their internal capacities, when requesting cooperation of international investors. Similarly,
host countries can prepare and organize themselves internally in anticipation of this push for
accelerated and improved national growth. Furthermore, the name of our model,
Photosynthesis, reminds the public to protect the environment before making FDI decisions
that could affect negatively on a host countries’ environment.

Generally, this chapter provides insight into absorptive capacity. We strongly recommend
that host countries prepare and provide for absorptive capacities’ initial development in order
to benefit more completely from FDI. Confidently, this research finds that this research
makes an important contribution to FDI literature by developing this FDI Photosynthesis
model, which includes significant connections with important FDI theoretical concepts and

empirical observations. Remarkably, this FDI Photosynthesis model claims to be an entirely
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a new theoretical model; therefore, it provides a platform for formulating new empirical
research on absorptive capacity (Chapter 6).

To the best of our knowledge, this author claims to have constructed the first dissertation,
which carries out research on the entire FDI flows process from its founding, to establishing
and achieving in situ performance. Furthermore, this dissertation claims to add value to FDI

literature in Vietnam.

7.3. Policy recommendations

Our research clearly finds that host countries’ attractiveness cause FDI inflows, but also
by both push factors from the home countries and pull factors from host countries. This
concept adjusts host countries’ perceptions regarding FDI flows, while offering an incentive
to further research to explore and quantify these factors. Significantly, the concept of
absorptive capacity rouses host countries away from a dysfunctional attitude towards FDI
benefits. Host country tries to attract FDI through incentive policies, but pays less attention
to absorbing FDI spillovers. This research strongly recommends that only those countries
that have enough capacity to absorb FDI should receive FDI benefits: otherwise, incomplete
FDI projects waste home country funding and fail to meet planned project goals. This does
harm to a country’s reputation for attracting additional, scarce FDI funds in the future.
Investors have a right to be concerned when host countries mismanage their funds through
inadequate planning to fulfill their intended purpose, exact an opportunity cost from
alternative projects that could have been successful, or ultimately be wasted and squandered
generating little or no spillover benefits. Based on such a concerned spirit and seeking
responsible future use of FDI capital, the study suggests specific recommendations that
follow:

1). Mutual interactions create FDI. Host countries should understand the push and pull
factors as well as comparative advantage factors in order to maximize externalities and
internalities, while attracting FDI. On a more general level suggestion, FDI is in essence a
“bilateral affair”, driven by a unique combination of home and host countries in a particular
geographic and historic setting. This suggests that there is no blueprint for a successful
investment promotion policy. Rather, countries eager to attract foreign direct investment

should seek to create conducive environments and absorptive capacities for each particular
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setting or project conditions in which they find themselves locked. This is the most important
recommendation. Actively, host countries should take to task initial communications with
targeted home countries to “create” dynamic pushing effects (demand); and then combine
these with available attraction factors (supply) to direct and manage FDI inflows.

2). Going along with “demand creation”, host countries should target a select number of
source countries, while seeking FDI. Host countries should not seek any FDI project
categorically without first examining whether its absorptive capacity is sufficient to harvest
taut FDI benefits over the long term. National development strategies should target countries
that provide benefits that match host countries’ absorptive capacity profiles and have a high
confidence level of attaining through effective utilization. FDI occurs by push and pull
factors as well as comparative advantage factors. Consequently, instead of passively awaiting
for FDI to take the first contact initiative, host countries should target and initially contact
source countries to “create” FDI outflows, and direct and manage FDI flows into their host
countries as leading prime movers.

3). Although it may be an effective alternative strategy to “create” FDI in source
countries, it is more vital to first recognize one’s country’s internal strengths and weaknesses
in order to attract and benefit from FDI. Host countries should have a short-term and long-
term strategy to build and develop its human capital. Host countries should not rely on the
attractiveness of lower costs of labor factor alone, although lower costs are one of the most
attractive factors for developing countries to market. However, low wages connected with a
lower level of professional education or trade skills. One finds these labor attributes applied
in processing industries such as textile, garment, and agriculture. Within such industries,
technology transfers are almost nonexistent. Host countries earn little else than job creation.
On the other hand, higher prevalence of tertiary education positively relate to FDI formation
and accretion. This means that a skilled and educated labor force is the foremost attractive
factor. Such an educated and skilled labor force is a key factor and channel for absorbing FDI
benefits. Empirical evidence verifies that countries with low levels of human capital can only
attract lower level technologies; vice versa, countries with high levels of human capital are
better able to attract significant knowledge transfers from more intensive technologies.

4). In the same sense as improving internal capacities, host governments should have

promotional policies aimed at closing technological gaps between home and host countries.
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Larger differences in technological levels with home countries result in smaller host country
benefits obtainable from FDI. Because of a limitation in budget and time, host countries
should purchase advanced technology, while it conducts R&D focused on dominant country
advantages, such as agro-biotechnology, aquaculture, information technology, and the
medical and pharmaceutical industries.

5). Furthermore, development of absorptive capacity, policies directed towards
improvement of a firm’s absorptive capacity and competitiveness must be formulated and
issued. Host governments should support firms in their R&D investments, in their efforts to
increase their scientific and technological level (new technological process/ equipment), and
in training human capital. This process requires a large amount of capital that takes a long
time to recoup and repatriate these investments; therefore, firms must rely on financial
support from their governments in these fields. In addition, government needs to upgrade
science and technology levels at the national level.

6). In like fashion, there should be little doubt that institutional development should most
likely support a smoother absorption process. Policy makers should make a “one door”
policy stronger, pushing in both the central and the local level of authority. A well-designed
procedure avoids “stepping on the feet” of concerned authorities. Authorities should also
consider concepts of “friendly government” and ““supportive government”.

7). Likewise, host countries should aim to improve physical infrastructures. Inadequate
systems may make barriers deterring FDI inflows as well as FDI benefit absorption.
Authorities also need a well-designed master plan to allocate limited national resources,
especially in land use.

8). One of the attractive factors of FDI projects is the mutual sharing of exported natural
resources. This gives an idea of the importance of effective management and utilization of
national natural resources.

9). In addition, host governments should have a policy to support the external capacity
for building organizations. Currently, international investors conduct business abroad, not
only to earn money, but also to share human needs responsibilities with poor countries.
Based on this thought, host countries should target policies to encourage FDI project support

from multinational corporations.
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10). Based on research results, this study indicates that factors that are used by UNCTAD
to rank FDI attractiveness level of all UN countries are not fully appropriate for every
country. UNCTAD should strongly revise and improve its applied determinate factors. For
example, the public commonly uses the internet in communications instead of telephones.
Energy used per capita much depends on each country’s size (large vs. small, long vs. short)
and public transportation system quality and availability. Tertiary educational systems are
not a perfect proxy or substitute for an educated and skilled labor force. Certain data sources
may not be available for applying “new indicators”; however, UNCTAD could start creating
new indicators, set up new formats, and take the lead in gathering more economic data.

This thesis stressed exploring existing internalities concurrently, while utilizing
externalities, and then coalescing both of them into a synergy to improve country
development. The message here is that host countries should better rely on its internalities to

develop their country; FDI is an externality that can speed this process.

7.4. Model application, and suggestions for future research

Concerning FDI’s absorptive capacity, FDI Photosynthesis is a theoretical model;
therefore, it opens up possibilities for further future research. (1) This author strongly
suggested that this model be tested through a national survey. (2) Researchers need to extend
extra efforts to come up with sound indicators to measure the factors used in this model. (3)
It is crucial to recognize and quantify a country’s current absorptive capacity by conducting
related surveys. Such investigations should make a comparison between either a developing
country or a developed country or similar regions to discover what the precise differences are
in absorptive capacities, and what countries have done to improve their absorptive capacities.
(4) Incentive policy requires further study to improve promotion policies for FDI inflows
better balanced with host countries’ related absorptive capacities. (5) UNCTAD’s method
need, either applying a specific model for specific regions, and/ or income levels or other

variables.
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7.5. Overall conclusion

This thesis claims to make an important contribution to FDI economic literature, while
providing a full picture of FDI life, from project founding, through its growth state, and to
maturation. This approach supplies a profound and adequate understanding about FDI in
terms of push - pull factors, comparative advantage factors, attractive factors, and absorptive
capacity. This thesis has not only found logical answers for open FDI questions, but also
conveys a message to host developing countries, especially those less developed ones. Host
countries should not attempt to attract FDI at any price or any conditions; they should first
define their comparative advantages, and then, based on their findings, determine a strategic
direction for managing future FDI. Adjacently, host countries need to have fundamental
development to absorb FDI benefits; in turn, their absorptive capacity will enhance their
attractiveness for higher quality FDI. If host countries do not have these capacities available,
they must recognize their weak points in order to improve these conditions, while they seek
further FDI placements.

With respect to reality, this thesis presents and claims a significant and novel explanation
of FDI. Stakeholders required greater understanding and awareness of FDI as a dynamic set
of interacting factors and effects. Investors look for placement advantages, such as potential
new markets, lower costs of production, and natural resources in host countries for obtaining
higher investment returns to offset partially their increased investment risk inevitably
incurred in foreign operations. Similarly, recipients look for healthy capital, advanced
technology, and experienced managerial skills in FDI to leverage national development.
Demands supplied from one side are required by the other side and vice versa. This
discernment is supported by the literature and very important in promoting FDI inflow. Host
countries can “create” demand inside home countries by offering them attractive factors as
well as advanced comparative advantages. Therefore, host countries have the potential of
attracting increased FDI project funding. On the other hand, accurately targeting the right
home country could help to attract “correct” FDI that fits well with realistic expectations for
host countries’ future development. Consequently, host countries can attract higher quality
FDI. The foremost purpose of attracting FDI is to obtain FDI benefits. Research literature
confirms that FDI benefits do not automatically convert to host country spillovers. This

process requires a process of and capacity for absorption. Thus, only countries that have
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initial economic development can logically anticipate FDI advantages. This perception is
very vital for attracting FDI. Absorptive capacity becomes a bridge for leveraging national
development, as well as promoting FDI inflows. Building absorptive capacity always must
be a preliminary consideration before attracting and registering FDI placements.

FDI per se possesses many benefits that can enhance development of host countries,
especially developing countries and the very least developed countries. However, countries
must base sustainable development largely on internalities. FDI benefits are externalities.
The most important thing is how to convert externalities into internalities. There is one thing
that should be a crucial consideration. One coin (for instance one euro) kept in the safe is
different from one coin that is kept in a bank, because of its interest rate profits. Similarly,
“one” FDI can produce more profits, if host countries understand and recognize their
potential FDI benefits and utilize their spillovers to lift all economic sectors of their
economies. Maximizing externalities, utilizing internalities and then combining them to
create synergy for national developments are the foremost positive utilities derived from this

thesis.
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Appendices

Table A7.1: Direct investment in reporting economies (FDI inward)
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