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Abstract. During the last decades the linkage between foreign direct investments (FDI) and economic growth has
been extensively reviewed in the economic literature. Theories and modern literature provide conflicting results
concerning this issue. Some authors argue that foreign direct investment could result in boosting host country
economy, while others believe that FDI may bring about vulnerability and dependence to the country. This paper
tries to extract the relationship between foreign direct investment and economic growth, specifically in Vietnam,
trying to eventually extract a meaning revelation.

AHHOTauma. B TeueHme nocnegHUX AecaTmMneTmm npo6neMa cBA3n Mexay npambiMn MHOCTPAaHHbIMU MHBECTULUAMU

(MAKN) 1 3KOHOMMYECKMM POCTOM LIMPOKO PacCMaTPMBAETCS B IKOHOMUYECKOM NuTepaType. Teopuu m
COBpEMEHHAA NUTepaTypa NOKa3blBAKOT NPOTUBOPEYMBLIE PE3YNbTaThl B OTHOLIEHWM 3TOr0 Bomnpoca. HekoTtopeble
aBTOPbI YTBEPXKAAIOT, YTO MPSIMblE MHOCTPaHHbIE UHBECTULMM MOTYT NMPUBECTU K CTUMYINUPOBAHUIO SKOHOMMUKM
NPUHUMAIOLLEN CTPaHbI, B TO BpeMs Kak Apyrue cumtatoT, uto MM MoryT Bbi3biBaTh YS3BMMOCTb U 3aBUCUMOCTb.

B naHHOM cTaTbe aBTOp CTapaeTcs NpocieanTb B3aMMOCBA3b NPSMbIX MHOCTPAHHbIX MUHBECTULMIA C SKOHOMUYECKUM

POCTOM, B YaCTHOCTH, BO BbeTHame.
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INTRODUCTION

Since the 1990-s, the expansion of globalization and
worldwide trade liberalization has pushed Multina-
tional Enterprises (MNEs) into undertaking a growing
number of Foreign Direct Investment (FDI) projects
across the world. Many studies compared the effi-
ciency between FDI and domestic investment, and
most economists tend to favor the free flow of capital
across national borders, because it allows capital to
sort out the highest rate of return. Therefore, many
economies around the world would invest significant
resources to attract FDI.

Foreign direct investment serves as a form of in-
ternational capital flows. It is considered to play an
important role in the process of world capital allo-
cation across countries. It is often pictured, together
with other forms of capital flows, as shifting capital
from well-off, capital-abundant economies to poor,
capital-scarce economies, so as to close the gap be-
tween the rates of return to capital and strengthen
the efficiency of the worldwide stock of capital.

Based on the motive behind the investment from
the perspective of the investors, FDI can be divided
into three types. The first type of FDI is called mar-

ket-seeking FDI, whose foremost aim is to serve lo-
cal and regional markets. It is also called horizontal
FDI, as it involves replication of production facilities
in the host country. As the reason for horizontal FDI
is to better serve a local market, market growth, local
production and market size of the host economy play
important roles. Barriers to accessing local markets,
such as tariffs and transport costs, also encourage
this type of FDI. The second type of FDI is called re-
source-seeking or vertical: when firms invest abroad
with main goal to obtain resources not available in
the home country, such as natural resources, raw
materials, or/and low-cost labor. Particularly in the
manufacturing sector, when multinationals directly
invest in order to export, factor-cost considerations
become important. In contrast to horizontal FDI, this
type of FDI involves relocation of parts of the pro-
duction chain to the host country. Low-cost labor is
usually the biggest driver for export-oriented FDI.
The third type of FDI, called efficiency-seeking, takes
place when the firm can benefit from the common
governance of geographically dispersed activities in
the presence of economies of scale and scope.
Moving on, the impact of FDI on economic growth
has been an interest for many empirical studies. For
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developing countries, FDI has by far proved to be
more efficient than domestic investment in host de-
veloping countries. Hereby, while there is substantial
evidence that foreign investments are more efficient
than domestic ones, the evidence of its effects on the
economy remains relatively mixed.

LITERATURE REVIEW

Foreign direct investment is a particular type of for-
eign capital, as opposed to domestic investment. The
International Monetary Fund’s Balance of Payments
Manual defines FDI as "investment that is made to
acquire a lasting interest in an enterprise operating
in an economy other than that of the investor, the
investor’s purpose being to have an effective voice in
the management of the enterprise"!. While OECD’s
benchmark definition of FDI identifies FDI’s objec-
tive is to obtain a lasting interest by a resident entity
("direct investor") in one economy other than that
of the investor ("direct investment enterprise"). The
lasting interest implies the existence of a long-term
relationship between the direct investor and the en-
terprise and a significant degree of influence on the
management of the enterprise?.

Many studies compared the efficiency between
FDI and domestic investment. For developing coun-
tries, FDI has proved to be more efficient than do-
mestic investment in host developing countries.
Borensztein E., De Gregorio, J. and Lee, J.W. used
a model where economic growth is determined by
FDI, human capital, government expenditure, do-
mestic investment, inflation rate and institutions.
As a result, they found that: FDI inflows positively
influence economic growth, and FDI and domestic
investment were complementary®. However, De Gre-
gorio in his study on Latin America finds that FDI
was three times more efficient than domestic invest-
ment*. Blomstrom et al. and his colleagues confirm
that there was no evidence of "crowd out” effect on
domestic investment®. In contrast, after running the
model for 12 countries during the period 1971-2000,
Agosin and Machado conclude that in three devel-
oping regions (Africa, Asia and Latin America), FDI

! The IMF Balance of Payments and International Invest-
ment Position Manual, Sixth Edition, 2009.

2 OECD Benchmark Definition of Foreign Direct Invest-
ment — 4th Edition, 2008.

5 Borensztein E., De Gregorio, J., and Lee, J.W., 1998. How
does foreign direct investment affect economic growth? Journal
of International Economics, 45 (1), 115-135.

4 De Gregorio, J. 1992. Economic Gowth in Latin America.
Journal of Development Economics, 39: 59-84.

> Blomstrom M., Lipsey R.E., and Zejan M., 1996. Is Fixed
Investment the Key to Economic Growth? Quarterly Journal
of Economics 111(1), pp. 269-76.

has no influence on domestic investment. There are
several sub-periods for specific regions where FDI
displaces domestic investment®. Hence, the effects
of FDI are discussable.

Although empirical studies have been conducted
in different areas and countries of the world to ex-
amine the relationship between FDI and economic
growth, not much literature has been found for the
case of Vietnam. The main obstacle is that there is
not enough data available to conduct any system
of regression equation; hence the sample might be
small due to a short timeframe. Moreover, the two-
way linkage between FDI and economic growth in
which FDI promotes economic growth and, in turn,
economic growth is viewed as a tool to attract FDI is
not thoroughly investigated. This paper attempts to
analyze the outstanding problem.

According to the Foreign Investment Advisory
Service (FIAS) of World Bank, Vietnam had the high-
est level of FDI as percentage of GDP among all the
developing economies during the transitioning pe-
riod’. Factors that stimulated the foreign investor ap-
petite for Vietnam, as suggested by various authors,
both foreign and native, included the market size, ac-
cessions of Vietnam in international and global or-
ganizations, associations and agreements (ACEAN,
WTO, BTA, etc.), the attractiveness of a transitional
economy, the strong work ethos, the high levels of
education yet relatively low labor rate, plentiful re-
sources, and so on (Le Dang Doanh?, Nguyen Phi Lan®,
Schaumburg-Muller'®, Andréosso-0O’Callaghan!! etc.).
Geographical location was also one factor that led to
the impressive rise in FDI inflows to Vietnam'.

Subsequently, in order to thoroughly analyze the
factors influencing FDI, studies have been conducted

¢ Agosin M.R., Machado R. 2005. Foreign investment in
developing countries: Does it crowd in domestic investment?
Oxford Development Studies.

7 FIAS, 1999.Vietnam — Attracting more foreign investment.
Washington: Foreign Investment Advisory Service.

¢ Le, Dang Doanh., 2002. Foreign Direct Investment in Vi-
etnam: Results, Achievements, Challenges and Prospect. In-
ternational Monetary Fund Conference on Foreign Direct
Investment. Hanoi, Vietnam.

° Nguyen Phi Lan. 2006. Foreign Direct Investment and Its
linkage to Economic Growth in Vietnam: A Provincial Level
Analysis. Adelaide, SA 5001, Australia.

10 Schaumburg-Muller, H., 2003. Rise and fall of foreign di-
rect investment in Vietnam and its impact on local manu-
facturing upgrading. European Journal of Development Re-
search, 15(2), 44-66.

1 Andréosso-0O’Callaghan, Bernadette and John Joyce,
2000. The Distribution of Foreign Direct Investment in Viet-
nam: An Analysis of its Determinants. The European Union
and ASEAN: Trade and Investment Issues. London: MacMil-
lan Press Ltd.

12 Anwar S., Nguyen L.P. Foreign direct investment and eco-
nomic growth in Vietnam. Asia Pacific Business Review.
Vol. 16, Nos. 1-2, January—April 2010, 183-202.
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during different timeframes using diverse types of
methods, applying either to regions, industries or to
the whole country; hence the results may lead to vari-
ation of the authors’ opinions.

For instance, Nguyen Phi Lan — together with Sajid
Anwara - in 2010, using simultaneous equations
model, revealed that in overall terms a mutually rein-
forcing two-way linkage between FDI and economic
growth exists in Vietnam. However, this is not the
case for each and every region of Vietnam. The re-
sults presented in this study suggest that the impact
of foreign direct investment on economic growth in
Vietnam will be larger if more resources are invested
in education and training, financial market develop-
ment and in reducing the technology gap between
the foreign and local firms!3. The same results were
derived from researches done by Nguyen Dinh Chien,
empirical results of which showed that FDI has a
positive impact on economic growth of Vietnam only
in 4 out of 6 regions!*. In another paper he analyzed
the North Central Area and South Central Coast of
Vietnam, both of which showed different levels of bi-
directional relationship between FDI and GDP**. And
last but not least, Malesky Edmund also noticed dif-
ferences in reaction of each province to FDI and vice
versa, how FDI helps to explain variation in provincial
economic governance'®.

Another study from Nguyen Phi Lan and Sajid
Anwara in early 2011 examined the impact of FDI on
exports, imports and net export of Vietnam based on
a recently released panel dataset involving Vietnam’s
19 major trading partners. The empirical analysis re-
veals that a complementary relationship exists be-
tween FDI and exports and FDI and imports!’. Three
months later the duo wrote another article on FDI
and export spillovers. According to them, the pres-
ence of foreign firms in Vietnam, through horizontal
and forward linkages, significantly affects the deci-
sion of domestic firms to export as well as their ex-

3 Lan Phi Nguyen, Sajid Anwara, Mar 2010. Foreign direct
investment and economic growth in Vietnam. Asia Pacific
Business Review. Volume 16, Issue 1-2.

4 Nguyen Dinh Chien, Zhang Ke Zhong, Tran Thi Giang,
July 2012. FDI and Economic Growth: Does WTO Accession
and Law Matter Play Important Role in Attracting FDI? The
Case of Vietnam. International Business Research; Vol. 5,
No. 8.

5 Nguyen Dinh Chien, Kezhong Zhang, April 2012. FDI of
Vietnam; Two-Way Linkages between FDI and GDP, Competi-
tion among Provinces and Effects of Laws. Scientific research.
iBusiness, 2012, 4, 157-163.

16 Malesky, E. J. 2004. Push, pull, and reinforcing: The chan-
nels of FDI influence on provincial governance in Vietnam. Be-
yond Hanoi: Local governance in Vietnam, 285-326.

7 Lan Phi Nguyen, Sajid Anwara, January 2011. Foreign
direct investment and trade: The case of Vietnam. Research
in International Business and Finance, Volume 25, Issue 1,
Pages 39-52.
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port share!®. A year before they already covered the
problem of investment-linked spillovers and eco-
nomic growth in Vietnam. Empirical results suggest-
ed that FDI-generated spillovers have made a sig-
nificant contribution to manufacturing sector growth
in Vietnam through vertical-backward linkages. The
positive impact of vertical-backward linkages on
manufacturing sector growth is strengthened by the
stock of human capital. Specifically, manufacturing
industries with a larger stock of human capital have
experienced a higher level of technological advance-
ment and hence stronger economic growth!®. A study
from Thu Thi Hoang, Paitoon Wiboonchutikula and
Bangorn Tubtimtong confirmed those results, stating
that there is a strong and positive effect of FDI on
economic growth in Vietnam as a channel of increas-
ing the stock of capital. However, human capital and
trade in Vietnam are not yet the channels that give
access to advance technology and knowledge trans-
fers from FDI inflows to increase Vietnamese eco-
nomic growth?. Nguyen Kim Anh also considered the
fact that FDI may contribute to generation of positive
inter-industry spillover in the form of backward/for-
ward linkage effects in some industries, yet may cause
negative impact on others?'.

INVESTMENT AND FDI IN VIETNAM

Located in the midst of one the most dynamic eco-
nomic region, in Southeast Asia, Vietnam took on
an ambitious economic reform at the end of the
1980-s named Doi Moi, which included foreign di-
rect investment (FDI) policies aiming to promote
national economic development through tech-
nological transfer and employment generation.
Over the past few decades, Vietnam has achieved
a most remarkable economic development that has
radically transformed the economic outlook of the
country. One of the objectives of the Doi Moi re-
form was a move towards openness. Thus, already
in 1987 a new Foreign Investment Law was prom-
ulgated by the Vietnamese government. Since then
various measures have been taken to increase the

18 Lan Phi Nguyen, Sajid Anwara, April 2011. Foreign direct
investment and export spillovers: Evidence from Vietnam. In-
ternational Business Review Volume 20, Issue 2, 177-193.
1 Lan Phi Nguyen, Sajid Anwara, May 2010. Absorptive
capacity, foreign direct investment-linked spillovers and eco-
nomic growth in Vietnam. Asian Business & Management,
Number 9, pages 553-570.

20 Thu Thi Hoang, Paitoon Wiboonchutikula, Bangorn
Tubtimtong, December 2010. Does Foreign Direct Investment
Promote Economic Growth in Vietnam? ASEAN Economic
Bulletin, Volume 27, Number 3.

21 Nguyen, K. A. 2002. Does thehost countrygain from Foreign
Direct Investment (FDI)? Evidenceof FDI spillover effects in Vi-
etnam. Keio Business review. No. 40.
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attractiveness of Vietnam for FDI (i.e. simplified access to licenses for FDI, various investment incentives
and reduced restrictions on FDI).

Vietnam has a favorable geographical location right at the heart of East Asia — home to a number of large
and vibrant economies. Furthermore, the country is a market economy, a member of the WTO, and a party to
multiple frameworks for international economic integration, including free trade agreements with partners
both within and outside the region. In particular, the country is part of the Trans-Pacific Partnership negotia-
tions. These factors all go the same way to explaining why so many choose to invest in Vietham - and should
draw in more foreign investors.

Concerning typology and characteristics of investment in Vietnam, according to the General Statistical Of-
fice (GSO)?, in Vietnam the majority of foreign enterprises, 51.6 per cent, are large, while around 28 per cent
are small, and around 20 per cent are medium; almost 70 per cent are TNCs and only one third (31 per cent) are
stand-alone enterprises. The database is quite balanced in terms of country of foreign investor origin: around
57 per cent originate from industrialized countries, whereas some 43 per cent come from developing countries.
Foreign enterprises are mainly located in the province of Binh Duong (33.5 per cent), Ho Chi Minh City (22.4 per
cent), Dong Nai (21.5 per cent) and Hanoi (around 10 per cent). In terms of sectorial distribution, three sectors —
fabricated metal products (except machinery and equipment), wearing apparel, and plastics products — constitute
approximately one quarter, with a high presence of the furniture, textiles and computer, electronic and optical
products industries. Categorization according to technology level (following OECD 2005) - shows that most en-
terprises fall into the low-technology level (47 per cent). Around 28 per cent of foreign firms are located in the
high-technology industries, and 22 per cent — in medium-technology manufacturing activities.

Next, Vietnam has been securing socio-political stability, and is known to be one of the most dynamic econo-
mies. Economic growth between 1991 and 2010 averaged 7.5% each year and, despite of many difficulties the
country faced between 2011 and 2013, GDP growth still rose by 5.6%. Several international forecasts suggest that
this trend will continue in 2014-2015 and beyond.

To add new chapters to this success story, the Vietnamese government is continuing to revitalize its busi-
ness and investment climate. One way it is doing this is its work on three "strategic breakthroughs": putting in
place market economy institutions and a legal framework; building an advanced and integrated infrastructure,
particularly transport; and developing a quality workforce. These should all be completed by 2020.

The government remains determined to fulfill its treaty obligations and promote the negotiation and con-
clusion of a new generation of free trade agreements. Vietnam views the success of FDI enterprises as its own
success. As such, the government is committed to ensuring a stable socio-political environment, protecting
the legitimate rights and interests of investors, and creating an enabling environment for FDI enterprises in
the country.

EMPIRICAL RESEARCH

The paper uses a panel data set covering the period 2005 to 2013, constructed from the Statistical Yearbook
of Vietnam published annually by General Statistics Office of Vietnam. This Yearbook comprises basic data
reflecting the general socio-economic dynamic and situation of the whole country, regions and provinces. In
addition, this publication also contains selected statistics of countries and territories in the world to provide
reference information for studies and international comparison.

The local TFP was modeled using the DEA (Data Envelopment Analysis), which is a nonparametric method
in operations research and economics for the estimation of production frontiers?. The framework has been
adapted from multi-input, multi-output production functions. Thus we can translate this into a function
transforming the energy consumption, labor force and capital investment (or fixed assets) into the GDP. The
model is adopted by the one suggested by Didenko A. and Egorova T. in 2014 and is formulated as follows?*:

log(TFP) ~ log(EnergyCons) + log(Labor) + log(FixAssets) + FDISpill

where TFP stands for total factor productivity, EnergyCons translates energy consumption, Labor is labor
force, FixAssets implies Fixed assets and FDISpill denotes FDI spillovers, which are measured as the ratio of

22 Statistical Yearbook of Vietnam 2013. 2014. Statistical publishing house. General statistics office. Hanoi.

%3 Cook, W.D., Tone, K., and Zhu, J. 2014. Data envelopment analysis: Prior to choosing a model, OMEGA, Vol. 44.

24 Didenko A., Egorova T. 2014. Innovations as Factor of Absorptive Capacity of FDI Spillovers across Regions of Russian Fed-
eration. Review of Business and Economics Studies, Volume 2, Number 3.
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Coefficients:
Estimate Std. Error t-value Pr(>[t])
(Intercept) -1.0460e+01 3.1548e+00 -3.3155 0.001727 **
log(EnergyCons) -1.4962e+00 3.3513e-01 -4.4645 4.718e-05 ***
log(Labor) 1.6814e+00 3.8311e-01 4.3889 6.055e-05 ***
log(FixAssets) -3.9381e-02 7.4032e-02 -0.5319 0.597171
FDISpill 1.8390e-03 8.4983e-04 2.1640 0.035366 *

R-Squared: 0.84335
Adj. R-Squared: 0.76526

FDI capital to total volume of capital of enterprises.
The one-way (individual) Random Effect Model was
also estimated.

As aresult, all coefficients are proved to be signifi-
cant except for Fixed Assets. While energy consump-
tion is tested to affect TFP negatively, other factors
show positive influence. R-Squared or coefficient of
determination is relatively close to unity (0.84335) in-
dicating how well data fit a statistical model or how
well observed outcomes are replicated by the model,
which in our case is good. Adjusted R-Squared, the
coefficient of determination that compares the ex-
planatory power of regression model that contains
different numbers of predictors, is equal to 0.76526,
which is comparatively high, meaning a good regres-
sion quality and is proved to be less than R-Squared.
The results also show that the impact of FDI spillover
effect is positive meaning foreign direct investments
may contribute in boosting local productivity in the
forms of spillovers.

Subsequently, the following revelations can be ob-
tained. Among the other positive areas, improved ef-
ficiency in implementing FDI, skilled human resource
with the competitive wage level, improvements in the
quality of transport and energy infrastructure can be
observed to positively influence the quality and the
quantity of FDI inflows into Vietnam. However, with
ever growing prices of electricity and other energy re-
sources in the country, energy consumption was shown
to affect TFP negatively. Besides, while Vietnam has a
potential to attract a critical mass of FDI to accelerate
its industrialization, the number of projects and regis-
tered and implemented capital are still relatively small
and tend to fluctuate annually.

In short, as a major growing emerging economy,
Vietnam has integrated into the global economic
and business environment and developed a dynam-
ic open market economy. In order to overcome out-
standing problems and to enhance the role of FDI in
Vietnam’s development process policymakers need
to improve the investment environment to attract
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foreign capital inflows for sustainable growth (i.e.
more simplified process of granting licenses for FDI,
better investment incentives and reduced restric-
tions on FDI). Moreover, legal framework needs to
be more transparent and stable to satisfy foreign
investor’s requirements, and Vietnam’s FDI attrac-
tion strategy also needs completion. Then, the at-
traction of high-quality, capital-intensive, advanced
technology FDI projects requires a certain skillful
labor force along with better infrastructure, hence
the strategy for training a good quality labor force
is necessary.

CONCLUSION

In the medium and long term, Vietnam will con-
tinue its efforts to attract and efficiently use FDI
inflows to advance socio-economic development.
The country will target "high quality" FDI inflows,
focusing on FDI projects that use advanced and en-
vironmentally friendly technologies, and use natural
resources in a sustainable way. It will also target pro-
jects with competitive products that could be part of
the global production network and value chain.

International forecasts suggest that as the world
economy recovers, FDI flows will be returning to dy-
namic economies. Given the positive prospects for
both global and regional economies, hopefully Viet-
nam will continue to find success in this area.
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