Thesis for the Degree of Master of Business Administration

Foreign Direct Investment (FDI) and Exports:

- With a focus on the Case of Viethamese Economy -

Supervisor
Prof. Ho-Soo Nah

February 2007

Korea Maritime University, Graduate School
Department of International Trade and Economics

Nguyen Thi Hong Thu



Foreign Direct Investment (FDI) and Exports:

- With a focus on the Case of Vietnamese Economy -

Supervisor
Prof. Ho-Soo Nah

By
Nguyen Thi Hong Thu

Dissertation submitted in partial fulfillment of the requirements
for the degree of

Master of Business Administration

Department of International Trade and Economics
Graduate School of
Korea Maritime University

February 2007



Approval by Committee

This thesis which is an original work undertaken by Nguyen Thi Hong Thu in
partial fulfillment of the requirements for the degree of Master of Business
Administration in accordance with the regulations governing the preparation of
a dissertation at the Graduate School of Korea Maritime University, Republic of

Korea, and it is hereby approved.

Chairman of Committee

Professor Hong-Yul, Jeong

Member of Committee

Professor Han-Won, Shin

Member of Committee

Professor Ho-Soo, Nah

Graduate School
Korea Maritime University
December 26th 2006



Acknowledgements

This thesis could not have been completed without the kind assistance of
many persons. | would like to express my extreme gratitude to my supervisor,
Professor Ho-Soo Nah, for his invaluable help, encouragement, and patience
during my Master course in the Department of International Trade and
Economics at Korea Maritime University. His insight, vision, suggestions, and
careful supervision have impressed to me and helped me to achieve success in
research and study.

I am grateful to Professor, Hong-Yul Jeong, International Trade and
Economics Department, and Professor, Han-Won Shin, Shipping Management
Department. They all helped me immeasurably in detailing comments and
improving the presentation of material in different parts of my thesis.

Furthermore, | would like to give special thanks to Professor, Yun-Chul
Jung, Department of Ship Operation Systems Engineering and his family for
their kind and assistance without hesitating. I also thank to staff members of the
International Trade and Economics Department and all my Korean and
Vietnamese friends at Korea Maritime University for their assistance during my
period of study here.

Last but not least, it is warmly that special thanks go to my parents, who
always give me inspiration. Also, from my heart | would like to thank my
husband (Nguyen Phung Hung), my lovely daughter (Nguyen Hong Anh). With
their love, understanding and support, this thesis could be successfully
completed.

Korea Maritime University, Busan, Korea
December 15th, 2006

Nguyen Thi Hong Thu



SRS

3 | A A FAHFDD S} =<

~HEGRAL AHEE FH o2~

1986 W%EH HEGARE Zolro](Doi Mo =Y3}o]
—%—001-7#]@73]1]0]]}\1 /\]’EZ]TJJ\]ZPX]%Z‘} 7(:)1]] O]XJE]7] /\] 3,3\11}
| E vt

1 olE R 39 A AEAHEDD I} g AAE A wWol FYH7

HEWSS dgxor FH3 AAdALdE Efsta sy
HEWe ZAded= “Sa £33 2up’gla B9A2 YT
o 7)ol = gl A, vitkEe] wUNAR S FE, BEArdo] FH-E
Al £ 9 Aol EIEHO UFUH. HERY VT oSdd
M-S vy a8XoR2 ARESHAl st EHAAAde] wlg Ea
AL FAER FAHES Bol  Aidsta dEyTh ol
H -9 = Qlete] HEWEE AAACZE Fa3t 5=y fitse
FE7ol HAaL 53] FDI o Hdifrd=ol =HAFHH. uwehA
FDI ¢ ¢ F92 HET AALZ a3 93 o
B2 AASAEe Agdite] Hol ghsyth

=2 1988 WH-E 2005 W7FAY HIE Aol =}
=45kl WEWS FDI oF Fite] dAE Red xS
SEEASFUY. AALI AR dHHE Y F-E Eoke] FDI 9
Y FEA YU EY2Ad IS Fa dve AdE
AdAdE5UY. a8l HEGHAHACA FDI 9 #&3 =39
HAA A Ed FDI ¢ #F&2 = Ee% & (complement)¥}



N

o 2 rld oM ox X

A & (substitute)stal YFHch = o

(stationarity)S A8t HEY A9 FDI 383 #3719
= FAstalsdy. 1 A #%ﬂr FDI %%‘iﬂr FDI &2

A7 (Unit Root Test)oll+= A 1 A
olg}=(stationary) H°] fi@}?_ﬂ‘}ijl FDI 9% &2
dovl= o] By wWeA yeEoey FE= st

“ﬂﬂ* iﬂﬂka%%%v*“ﬁaﬂLwhhzﬂ =
g AAE FAL 5
g

avudg o ¥

_I_z

AU =) oﬁ i}
ﬁ—’
M
=
=
wn
2]
[N
E';
(@]
=
@]
=]
(@]
o
é

mxrgjgg

=y
=

Rﬂqom

32 -

o

w S

_?L

E

it

=

2

e

=2

=

mﬂi

Q‘L
r
¥, ol
-\T‘—]‘
N
-~
4
e
°
—
zi
M
Jo
rO
Q‘L
e

£ o 2
oL o o
v

o
o
-
e
£
i)
N
N
N
o,
2
o
A
R
%

N

o L (1)
El

Vi



Foreign Direct Investment (FDI) and Exports:

- With a focus on the Case of Viethnamese Economy -

Abstract

Since 1986, Vietnamese Government introduced the Doi Moi (renovation)
program and economic reforms, and started its transition from a centrally
planned economy to a socialist-oriented market economy. Since then, foreign

direct investment (FDI) started to flow into Vietnam.

Vietnam has abundant natural resources named in Vietnamese as “golden
forest and silver sea”, including valuable resources such as oil, unexplored
minerals in the sea, biological resources of its vast tropical forest, etc.
Vietnam’s climate makes many of these resources particularly attractive,
permitting several crops per year, as well as high quantity agricultural and
fishing products. With these advantages, Vietnam is now a major exporter of
agricultural products food and seafood in the world and is one of countries

attracting largest inflows of FDI in the region.

The flows of FDI and trade play an important role for Vietnamese
economic growth, the importance of FDI and trade have been researched by

some economists. Therefore, this thesis investigates the FDI flows and trade in

vii



Vietnam with a focus on the relationship between FDI and export using data for
period 1988-2005. Time series regressions for economy and data estimation
indicate that FDI inflows have significant and positive effect on the export. The
relationship between outflows of FDI and export allows FDI outflows to
function as both a complement and substitute for country exports. In order to
determine the stationary of time series and relationship between FDI flows and
export for Vietnamese economy, the paper applies some methods of test as: Unit
root test and Granger Causality test by using the Eviews 5.0 software to
calculate the results. The results of tests imply that Export, FDI-in and FDI-out
are stationary time series in first differences form, and the complement
relationship between FDI flows and Export, however, the effects of FDI-in and
FDI-out on Exports are larger than these of Exports on FDI flows under clearly

calculation of Granger Causality test.

This thesis also has some limitations. An eighteen-year period is not very
long to be able to obtain the absolute results for the relationship between FDI
and export. Moreover, FDI is very important not only to export but also to
employment, income, education, infrastructure, etc. Within the limit of this
thesis, we only focus on the causality relationship between FDI and export. The

other factors will be investigated in the future researches.
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Chapter 1 Introduction

Since 1986, Vietnamese government introduced the Doi Moi (renovation)
program and economic reforms, and started its transition from a centrally
planned economy to a socialist-oriented market economy. Since then, the
inflows of FDI started to flow into Vietnam. Initially, FDI focused on the
mining industry and the oil and gas industry as Vietnam is rich in natural

resources.

Vietnam’s economy has been among the fastest growing economies in the
region. Its economic structure reflected an increase in share of industry and
services while share of agriculture declined. Vietnam has been successful in
poverty reduction strategies and has been able to ensure rapid growth. Among
the factors that led to this success, FDI has played a very important role. It has
been providing Vietnam’s economy with its relatively scarce factors, capital,
and representing an extremely important instrument for integration in the world
economy, especially at the region level. FDI has been recognized as an
important resource for economic development. Many people argue that the FDI
flows could fill the gap between foreign investments and domestically
mobilized saving. It also may increase tax revenue and improve management,
technology, as well as labor skill in host countries. Additionally, FDI may help
the host country to break out of the vicious cycle of underdevelopment (T.T. Do,
2005) and (D.D. Le, 2002).

Multinational enterprises (MNEs) generate the global flows of FDI and

they are also extremely important for global trade flows. The export and local



production are alternative ways to serve the demand in a foreign market. It
suggests a subsidiary relationship between FDI and trade. Moreover, MNE
affiliate production can generate a demand for intermediate goods from the
parent, resulting in a complementary relationship between flows of FDI and
trade (exports). Exports can affect on the economy through productivity
enhancing externalities such as technology spillovers and FDI can indirectly
enhance economic growth. However, there is also a possibility that outward
FDI flows could reduce host country exports, providing an argument for

governments to restrict outward FDI.

This paper aims to investigate the relationship between FDI and exports on
the macroeconomic level for the Vietnamese economy. It focuses to analyze
some problems such as: How have FDI flows affected flows of exports? Does
FDI generate exports or do exports generate FDI? By using some analyzing
methods as Ordinary least squares, Unit root test, Causality test to determine
the stationary of time series and causality relationship between FDI flows and
export for Vietnamese economy. The Eviews 5.0 software is applied to obtain

the results of tests.

The remainder of the paper is organized as follows. Chapter 2 shows
literature reviews about the existing theoretical and empirical findings regarding
the relationship between FDI and trade in general and these of Vietnam in
particular. Chapter 3 provides an overview of the role of FDI and trade in the
Vietnamese economy, with a focus on the relationship between FDI and exports.
Chapter 4 presents the empirical analysis with a more formal analysis of the
relationship between FDI and exports including descriptions of data for FDI
flows and trade in the period 1988-2005; introduces the test methodology and
results of Unit root test and Granger causality test. Finally, Chapter 5 is

conclusion.



Chapter 2 Literature Review

The objective of this chapter is to review the existing knowledge about the
relationship between FDI and trade. Section 2.1 examines the theoretical
findings, section 2.2 reviews empirical studies, and section 2.3 presents the

overview of studies on FDI in Vietnam.
2.1 Theoretical Background of FDI and Trade

There are a number of international organizations and the researchers that
offer definition of FDI. According to the World Bank (WB), FDI is defined as
follows:

“Investment made to acquire a lasting management in an enterprise
operating in a country other than that of the investor. In general, investment
which includes at least a 10 percent ownership of an enterprise is considered as
FDI” (WB).

The FDI definition is given by International Monetary Fund (IMF) as

follows:

“FDI is the category of international investment that reflects the objective
of a resident entity in one economy obtaining a lasting interest in an enterprise
resident in another economy. The lasting interest implies the existence of the

long term relationship between the direct investor and the enterprise, and a



significant degree of influence by the investor on the management of the
enterprise.” (IMF, 1993)

The United Nations defines FDI as “an investment involving a long term
relationship and reflecting a lasting interest of a resident entity (individual or
business) in one economy (direct investor) in an entity resident in an economy

other than that of the investor (host country)”. *

In general, FDI has been defined as the long-term investment made by non-
resident of a host country through the creation or acquisition of capital assets in
the host country. FDI implies the ownership of capital assets large enough to
have full or partial control of the enterprise and a physical presence by foreign
firms or individual. In this sense, FDI includes not only the transfer of
investment capital, but also a whole package of physical capital, modern
technology, techniques of production, managerial and marketing knowledge

and business practices. *

Theoretical research regarding the relationship between FDI and trade has
focused on the question whether these flows are complements or substitutes. A
reason for the interest in this relationship is the link between MNE production
and employment in the home country and MNE production in foreign countries.
A fear among trade unions and workers is that increased MNE production in
foreign host countries might substitute for MNE production in the home

country, reducing employment.

7T Do (2005). “The impact of foreign direct investment and openness on Vietnamese
economy”, [Online]. Available: <http://dalea.du.se/theses/archive/efeebfa6-40c9-4f3f-84da-
119a4a7e7588/80a63fc6-5f0d-4371-8527-08f4a04e43d2.pdf>

2 Johnson (2006). “FDI and exports: the case of high performing East Asian economies”. CESIS
electronic working paper series, The Royal Institute of technology.



The OLI paradigm was studied by John Dunning (1979).2 His research has
shown the usefulness of the OLI paradigm that is a framework for analyzing the
decision to engage in FDI, based on three kinds of advantage that FDI may
provide in comparison to exports: Ownership, Location, and Internalization.
The relationship between FDI and trade can be discussed in relation to these
advantages. If the host country does not have a location advantage, the MNE
will serve the foreign economy through exports, suggesting a substitutional

relationship between FDI and trade.

The new trade theory emerging during the early 1980s generated more
realistic general equilibrium trade models which could handle increasing returns
to scale, imperfect competition and differentiated products. These models are
based on the ideas of ownership and location advantages presented in the OLI
paradigm. The new trade theory has been able to incorporate the relationship
between FDI and trade. However, early models were not very helpful in
handling MNEs and FDI due to the assumption of single-plant national firms,
excluding the existence of MNEs, but more recent models allow for MNEs to

arise endogenously. (A. Johnson, 2006)

The horizontal and vertical FDI is distinguished by new trade theory
models. For vertical FDI, the MNE analyzes the production process into stages
according to factor intensity. Production activities are located in order to exploit
differences in factor cost and therefore minimize production costs. Horizontal
FDI implies that the MNE is locating production close to the final market. The
production process is duplicated and demand in foreign markets is served by

local production, reducing trade costs. (A. Johnson, 2006)

3 Dunning, J.H. 1979. "Explaining Changing Patterns of International Production: In Defence
of an Eclectic Theory," Oxford Bulletin of Economics and Statistics.
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According to Helpman (1984)*, he presents a model of vertical MNEs and
FDI. His paper develops a general equilibrium trade model based on differences
in factor endowments. Firms are modeled as having one labor-intensive activity
and one capital-intensive activity. MNEs only increase if the differences in
factor endowments are large enough. Besides, Markusen (1984)° provides a
general equilibrium model incorporating horizontal MNEs. The model is based
on firm-level scale economies by possessing a technical advantage in the form
of an innovation. Therefore, the MNE has an incentive to duplicate the

production process resulting in horizontal FDI.

Under Helpman (1984) and Markusen (1984), the distinction between
horizontal and vertical FDI implies the relationship between FDI and trade. In
the case of horizontal FDI, a substitutional relationship is expected. The MNE
produces the good locally instead of exporting it from the home country. For
vertical FDI, FDI is expected to have a complementary relationship to trade.
Vertical FDI does not substitute for exports. Instead, demand for intermediate
goods from the MNE affiliate can result in an increase in exports to the host

country.

In recently, the distinction between horizontal and vertical FDI has been
extended so-called knowledge-capital models. There models are presented in
Carr D.L. and Markusen and Maskus (2002).° They allow combinations of

4 Helpman, E. (1984), “A simple theory of international trade with multinational corporations”,
Journal of Political Economy, Vol. 92, No. 3, pp. 451-471

° Markusen, J.R. (1984), “Multinationals, multi-plant economies and the gains from trade”,
Journal of International Economics, Vol. 16, pp. 205-226.

6 Carr, D.L., Markusen, J.R., and Maskus, K.E. (2001), “Estimating the knowledge-capital
model of the multinational enterprise”, American Economic Review, Vol. 91, pp. 693-708.



horizontal MNEs, vertical MNEs and national firms. Knowledge-capital models
consequently incorporate both a complementary and a substitutional

relationship between FDI and trade.

However, according to Ekholm et al. (2004),” FDI can create an export-
platform in the host country. Such export-platform FDI is defined as MNE
production in a host economy when the output is sold in third markets and not
in the parent or host country market. Ekholm et al. construct a three country
model with two high-cost countries and one low-cost country. By performing
numerical simulations of the model in order to find conditions result in export-
platform FDI. The probability of this type of FDI emerging in the model is
determined by the interaction of shipping costs and cost advantages between the
countries. An export-platform model consequently predicts a complementary

relationship between inward FDI and host country exports.

In the work of A. Johnson (2006), the review of the theoretical literature
suggests that the form of FDI should have a strong influence on the relationship
between FDI and trade. Table 2.1 presents a summary of the relationships

suggested by the literature review.

! Ekholm, J.R. et al. (2004), “Export-platform foreign direct investment”, Institute for

International Integration Studies, 111S Discussion Paper No. 50



Table 2.1 The relationship between FDI and trade suggested by trade

theory
The primary
FDI and trade
Horizontal Substitutional Helpman (1984)
Vertical Complementary Markusen (1984)
Knowledge-capital Complementary or Carr etal. (2001),
based substitutional Markusen and
Maskus (2002)
Complementary (inward
Export-platform FDI and host country | Ekholm etal. (2004)
exports are complements)

Source: A. Johnson (2006). “FDI and exports: the case of high performing East Asian

economies”, pp. 9

Theoretical models of horizontal MNEs predict a substitutional relationship
between outward FDI and exports. In this case, local MNE production
substitutes for exports. Vertical models primarily predict a complementary
relationship due to an increase in demand for intermediate goods. Knowledge-
capital models are able to incorporate horizontal and vertical MNEs
simultaneously, and consequently both complementary and substitutional
relationships between FDI and trade are possible. Export-platform FDI suggests
a complementary relationship between inward FDI flows and host country
exports.

Table 2.1 shows that trade theory can support FDI and trade being either
complements or substitutes depending on the form that FDI takes. Empirical
studies therefore have to be used in order to find the exact nature of the

relationship.



2.2 Empirical Researches of FDI and Trade

A substantial body of empirical research on the link between FDI and trade
has emerged. Empirical studies are heavily focused on FDI generated by
developed economies. Similarly to the theoretical contributions, most of the
research efforts have concentrated on the link between outward FDI and source
country exports. One of the first studies is Horst (1972),° analyzing the
relationship between U.S. exports and FDI to Canada. Horst finds that exports
and foreign investments are alternative ways for U.S. manufacturing firms to

supply the Canadian market.

Data for individual U.S. firms are used by Lipsey and Weiss (1984)° in
order to investigate the effect of foreign production on exports from the home
country. They find that higher MNE affiliate sales in the host country were
linked to higher exports from the MNE parent, that is, foreign production does
not substitute for exports. The empirical results of the paper indicate that when
a firm produces both final and intermediate goods, production of final goods in
a host country can increase the exports of intermediate goods used in host

country production from the source country.

Blonigen (2001)™ is the first study that takes advantage of product level
data when trying to determine whether FDI and trade are complements or
substitutes. The paper uses data on Japanese production in the U.S. and

8 Horst, T. (1972), The industrial composition of U.S. exports and subsidiary sales to the
Canadian market, American Economic Review, 62(1/2), 37-45.

o Lipsey, R.E. and Weiss, M.Y. (1984), Foreign production and exports of individual firms,
Review of Economics and Statistics, 66(2), 304-308.

10 Blonigen, B. (2001), In search of substitution between foreign production and exports,
Journal of International Economics, 53, 81-104.
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Japanese exports to the U.S. The author finds strong substitution effects
between production in the U.S. and exports to the U.S. for both automobile
parts and consumer goods. However, the paper also finds strong complementary
effects between automobile production in the U.S. and imports of automobile
parts, providing empirical examples showing that intermediate goods can result

in a complementary relationship between FDI and trade.

A. Johnson (2006) investigated the flows of FDI and trade in eight high
performing East Asian economies with a focus on the relationship between FDI
and host country exports by using data for the period 1980 to 2003. The results
of this paper suggest that inflows of FDI tend to have a positive effect on host
country exports, possibly due to MNEs performing export-platform FDI. The
paper has provided several references claiming that export orientation has been
important for the improvement in standard of living in East Asia during the past
decades. Since the findings of this paper suggest that FDI inflows tend to
increase host country exports, inflows of FDI should be encouraged.
Liberalizing FDI regulations could therefore result in an increase in inflows,
possibly stimulating exports and eventually increasing the standard of living in

developing economies.

In F. Seabra and L. Flach (2005),*! a study on FDI and profit outflows: a
causality analysis for the Brazilian economy is performed. This paper
investigates the nature of the causal relationship between FDI and profit
remittance in Brazil using the Granger causality test procedure developed by
Toda and Yamamoto (1995). The findings of this paper indicate that FDI causes

profit remittance and emphasize significant adverse long-run effects of FDI

£ Seabra and L. Flach (2005). “Foreign direct investment and profit outflows: a causality
analysis for the Brazilian economy”. Economics Bulletin, Vol. 6, No. 1, pp. 1-15.

10



attraction policies for the Brazilian economy.
2.3 Empirical Studies on FDI and Trade in Vietnam

Recently, many studies on FDI flows to Vietham have been carried out.

This section presents the overview of these studies and their findings.

In D.D. Le (2002),"* an overview of FDI in Vietnam is provided. The
author presents the results of implemented FDI since 1988 until mid 2002, the
impacts of FDI on economic development in Vietnam and the decline of FDI
since 1997 until 2002. The paper examines the challenges facing the ambiguous
target that, Vietnam aims to implement US$ billion 12-15 during the period
2001-2005, the measures Vietnam wants to adopt to improve the investment
climate and the prospect of FDI in Vietnam in the context of fierce competition

in the region, especially with China.

N.B. Nguyen and J. Haughton (2002)** quantified the effects of the
bilateral trade agreement (BTA) between Vietnam and the United States by first
specifying and estimating a model of the determinants of FDI, using data from
16 Asian countries for 1990-1999. In seeking to explain the determinants of
FDI flows, their model estimates an equation where the dependent variables are
the log of real FDI/capita. Their main finding is that the impact on FDI is likely
to be large, which in turn may boost economic growth by as much as 0.6

percentage point per year over the coming decade.

pD. Le (2002). “Foreign direct investment in Vietnam: Results, achievements, challenges
and prospect”. International Monetary Fund Conference on Foreign Direct Investment. Hanoi
August 16-17, 2002.

B N.B. Nguyen and J. Haughton (2002). “Trade liberalization and foreign direct investment in
Vietnam. BTA and FDI to Vietnam”, Business Periodicals ASEAN Economic Bulletin, No. 5
(Dec/2002).

11



In H. Mirza and A. Giroud (2004),** the regional integration and benefits
from foreign direct investment in ASEAN economies is investigated with the
case of Vietnam. This paper surveys transnational corporations with operation
in ASEAN, and finds that Vietnam has now largely achieved its initial objective
of being a major FDI recipient. The regional aspect is especially manifest in
consumer electronics, although most subsidiaries in Vietnam still perform
assembly type operations oriented toward the local market. This has to change
if Vietnam is to maintain its development momentum. Under the threat of
international competition and in order to maximize the dynamic gains from FDI,
Vietnam has to reorient its policies and emphasize a shift toward targeting
efficiency-seeking investment and developing more advanced links with

transnational corporations regional and global value chains.

In V. Leproux and D.H. Brooks (2004),* the authors attempt to analyze the
recent developments in FDI flows to Vietnam, particularly its impact on
Vietnam’s economy and the economic, political, and institutional weaknesses
that must be faced in order to ensure a future capacity to receive more foreign
capital and to build a system able to realize more of the potential benefits of
FDI. The authors pay particular attention to the regional dimension of these
issues because of the great historical importance of regional partners for
Vietnam, especially before the Asian crisis, and because of the ASEAN Free
Trade Area accession path that represents an important stage in Vietnam’s

further integration in regional production networks.

Y H. Mirza and A. Giroud (2004). “Regional integration and benefits from foreign direct
investment in ASEAN economies: the case of Vietnam”. Asian Development Review, Vol. 21,
No. 1, pp. 66-98.

v Leproux and D.H. Brooks (2004). “Vietnam: Foreign direct investment and postcrisis
regional integration”. ADB Working paper series No. 56, Sep/2004

12



T.H. Tran (2004)"° investigates the impacts of FDI on the poverty reduction
in Vietnam. This author uses empirical panel data across provinces and cities in
Vietnam for the research. The final results are used to recommend suitable
policies to promote FDI and poverty reduction. An econometric approach using
the ordinary least square method is used this paper to examine the effects of
FDI on economic growth as well as the effects of FDI and economic growth on
poverty incidence of each surveyed province. The model used to test the impact
of FDI on economic growth comes from the Cobb-Douglass production

function.

In T.T. Do (2005),"" the impact of FDI on Vietnamese economy based on
Partial Adjustment Model and time series data from 1976 to 2004 is examined.
FDI is shown to have not only short run but also long run effect on gross
domestic product (GDP) of Vietnam. However, elasticity of GDP with respect
to FDI is small and takes many years to fully manifest itself. The impact of
trade openness on GDP is also examined and it is shown to be stronger than that
of FDI. The paper offers a number of explanations and discusses briefly
suggestions in order to increase the contribution of FDI to Vietham’s economic

development.

In T.T. Le (2005),"® stating that studies on the impacts of FDI on Vietnam’s

economy, especially the Technological Spillovers are still very scarce compared

1T H. Tran (2004). “Impacts of foreign direct investment on poverty reduction in Vietnam”.
[Online]. Available: <http://www.grips.ac.jp/vietham/VVDFTokyo/Doc/18 TTHungPaper.pdf>.

171 Do (2005). “The impact of foreign direct investment and openness on Vietnamese
economy”, [Online]. Available: http://dalea.du.se/theses/archive/efeebfa6-40c9-4f3f-84da-
119a4a7e7588/80a63fc6-5f0d-4371-8527-08f4a04e43d2.pdf.

B 171 Le (2005). “Technological spillover from foreign direct investment: the case of
Vietnam”, [Online]. Available:<http://www.e.u-
okyo.ac.jp/cirje/research/workshops/micro/micropaper04/micro_thesis/thuy2_handout.pdf>.
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with other developing countries, the author makes an attempt to figure out the
main channels and estimate the degree of Spillover effects in Vietnam using
industry level data for 1995-1999 and 2000-2002 periods. The linkage between
foreign investors and domestic private sectors is found to play an important role
for Technological Spillovers from FDI in Vietnam. In this study, two
approaches are employed: (1) indirect approach analyzing recent trends and
characteristics of FDI and Vietnam’s economy and industry, and (2) empirical
analysis using industry-level panel data of 29 industrial sectors during 1995-
1999 and 2000-2002 periods.

V.A. Le (2005)" applied both growth accounting approach and
econometric techniques to FDI-growth nexus in Vietnam for the period 1986-
2002. The causality test results seem to suggest that, FDI generates both
significantly positive short-run and long-run impacts on economic growth in

Vietnam.

In R. Jenkins (2006),° econometric techniques are also applied to
investigate the impacts of FDI on employment in Vietnam. Despite the
significant share of foreign firms in industrial output and exports, the direct
employment generated has been very limited because of the high labor
productivity and low ratio of value added to output of much of this investment.
This study also shows that the indirect employment effects have been minimal
and possibly even negative because of the limited linkage which foreign

investors create and the possibility of “crowding out” of domestic investment.

YvA Le (2005). “FDI-Growth Nexus in Vietnam”, Forum of International Development
Studies No. 31 (2006.02), Graduate School of International Development, Nagoya University.

20 R, Jenkins (2006). “Globalization, FDI and employment in Vietnam”. Transnhational

Corporations, Vol. 15, No. 1 (Apr/2006).
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The overview of the studies on FDI in Vietnam shows that, relationship
between outward FDI flows and exports has not been examined in details,
especially for the period from 2003 to 2005 when a new increase of FDI flows
to Vietnam has been observed. This motivates the research in this thesis which
examines the relationship between outward FDI flows and exports in details in

the case of Vietnam.
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Chapter 3 FDI and Trade in Vietnam

This chapter provides a background description of FDI and trade in
Vietnam. The objective is to illuminate the importance of FDI and trade for the
economy and possibly find indications of a tentative relationship between FDI

and exports.

3.1 Overview of FDI in Vietham

Vietnam has been attracting many foreign investors with appropriate
policies and abundant natural resources (as seen from table 3.1), and there turn

into opportunities for Vietnam.

Vietnam has abundant natural resources named in Vietnamese as “golden
forest and silver sea”, including valuable resources such as oil, unexplored
minerals in the sea; biological resources of its vast tropical forest, etc.
Vietnam’s climate makes many of there resources particularly attractive,
permitting several crop per year, as well as high quantity agricultural and
fishing products. Vietnam is now a major exporter of food and seafood in the
world. Besides, people are Vietnam’s greatest natural resource with the well-
educated workforce with a literacy rate of 93%. Moreover, Vietnam also has a
favorable access to large regional and international markets including
Association South East Asian Nation (ASEAN), Asian Free Trade Area (AFTA),
the United States, and European Union for export products. Vietnam has
attempted to enter into the World Trade Organization (WTO) on Nov. 2006.
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Table 3.1 Major macro economic indicator (2005)

Indicator (2005)

Land area (square km) 311.69
Population (million people) 83.53
Literacy (percent) 93.00
Gross domestic product-GDP ($ billion) 35.00
GDP growth (percent) 7.50
GDP per capita ($) 564.00
Inflation (percent) 2.50
Natural resources: Oil, gas, coal, iron, forest and sea’s resources

Unemployment (percent) 5.60
Export ($ billion) 16.87
Principle export commaodity: Crude oil, rice, garment, marine products, coffee
Import ($ billion) 18.95

Principle import commodity: Petroleum products, machinery, steel product,

fertilizers

Source: General Statistic Office of Vietnam, 2006 and VVG-Economic Indicator, 2006

Vietnam attracts one of the highest levels of foreign investment amongst
the ASEAN nations. FDI has helped to adjust the economic structure towards
industrialisation and modernisation, develop production forces and enhance

economic competitiveness and efficiency.
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Table 3.2 Actual value of FDI in Vietnam, 1988 — 2005 ($millions)

Vear Number of Total registered Implemented
Projects Capital Capital

1988 37 353 288
1989 69 525 312
1990 108 735 407
1991 151 1,275 664
1992 197 2,136 1,418
1993 274 2,589 1,469
1994 367 3,746 1,899
1995 408 6,848 3,157
1996 387 8,979 3,280
1997 358 4,894 2,404
1998 285 4,138 1,976
1999 311 1,568 693
2000 389 2,018 1,625
2001 550 2,592 1,044
2002 802 1,621 721
2003 748 1,900 933
2004 679 2,084 985
2005 798 4,003 2,125
Total 6, 918 52,005 25,402

Source: General Statistic Office, Ministry of Planning and Investment of Vietham, 2006

FDI sector currently accounts for nearly 35% of the industrial output and
has considerably contributed to the high growth of industrial production, more
than 10% since 1990 (Ministry of Planning and Investment). Attracting foreign

investment has been an integral part of the Vietnamese reform process since
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1986. Since the Law on Foreign Investment (LFI) was issued in 1988, there has
been a substantial inflow. According to the Ministry of Planning and Investment,
from that time to 2005, the Vietnamese economy attracted total investment
capital of about $52.005 billion with the total implemented capital of $25.402
billion (as seen table 3.2). With strong attractiveness to foreign investors,
Vietnam is one of the fastest growing economies in the world with an expected
average annual GDP growth of 7.5 percent for year 2004-2007 (Asian
Development Bank, 2006).

During the years 1988 — 2005, Vietnam’s economy was able to attract
foreign investment in all sectors. The oil and gas sector was that FDI was most
focused during the first half of the 1990s, and up to the end, it gained 8% of the
total FDI in Vietnam. The industrial sectors accounted for the most important
share of the capital inflows. According to table 3.3, through 1988 to 2005 the
industrial sectors rapidly increase from $188 million in 1988 to $7,735 million
in 1996, because Vietnamese government made favorable policies to attract
foreign investors, moreover, Vietnam has abundant resources and labor. In this
time, foreign investors significantly focused on discovering oil, gas, heavy
industry and construction in 1996. However, the investment in there sectors
significantly declined due to Asia crisis in 1997, they got only $2,175 million in
2000 and continued to increase to $2,388 million in 2005. The service sector
absorbed the highest amount of FDI within the tertiary sector. The share of
agriculture and forestry was only a small part of total, though it is slowly

increasing (Table 3.3).
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Table 3.3 Projects licensed in 1988 - 2005 by Sectors

Investment capital (in million dollar)
Sector
1988 1992 1996 2000 2005

Industries & Construction 188 1,821 7,735 2,175 2,388
Oil & Gas 145 599 145 80 20
Light Industry 12 201 387 364 642
! Heavy Industry 13 403 | 2,085 | 1544 | 1,600
Food Industry 2 109 590 178 80.4
Construction 16 509 4528 9 447
Agriculture & Forestry 105 20 51 29 123
I Agriculture & Forestry 96 13 39 21 107
Fisheries 9 7 12 8 16
Services 55 195 1193 348 | 1,491
Transportation & Telecom 39 40 719 231 | 681.6
Hotels & Tourism 3 25 30 10 36.7
Banking & Finance 1 140 96 40 50
1 Health & Education 2 45 110 52 230
Offices and Apartments 3 20 80 3 286
Industrial Zones 4 10 16 26 26
Others 8 15 142 26 | 180.7
Total 353 2136 8979 2592 | 4,003

Source: Ministry of Planning and Investment of Vietnam, 2006

FDI flow in Vietnam have been increasing annually, however, the
distribution of investment projects into sectors is different in each year. Such as,
the rate of foreign invested projects classified by sectors in 1988 (Figure 3.1) is

20



much more different than those in 2005 (Figure 3.2).

Figure 3.1 Investment in Vietnam 1988 by sectors
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Source: Ministry of Planning and Investment of Vietnam, 2006

Figure 3.2 Investment in Vietnam 2005 by sectors
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Source: Ministry of Planning and Investment of Vietnam, 2006
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The industries and construction always lead all other sectors in influencing
the economy accounting for 66.16% of total FDI. The services sector follows
with 8.77%, agriculture and forestry sector gain 9.66% of total FDI, and other
sectors gain 15.41% of total FDI (Foreign Investment Department - Ministry of
Planning and Investment, 2006) (Figure 3.2). The share of these sectors in 1988
respectively is 53.73%, and 13.04%, and 32.61%, and 0.62%. In generally, the
share of FDI flowing into heavy industry is still high, however, the light
industry and service sectors increasing tendency in recent years. Vietnam is
moving toward service and light industry with labor intensive foreign

investment.

Since 1988 up to the end of 2005, investors from 75 countries and
territories had invested in Vietnam, but Asian economies accounted for the
major part of these capital flows. Taiwan is the principal foreign investor with
1,422 projects and $7,769 million of total investment capital. The second is
Singapore with 403 projects and $7,610 million; followed by Japan with 600
projects and $6,289 million, and Republic of Korea with 1,064 projects and
$5,338 million. The fifth is Hong Kong with 360 projects and $3,728 million.
These top five investors account for 63.8 percent of total FDI commitments in
the period 1988 — 2005. Countries of the Association of Southeast Asian
Nations account for 25 percent of the total investment, mostly of Singapore’s
capital. However, after the signing in July 2000 of the US — Vietnam Bilateral
Trade Agreement, investment from countries such as France, Netherlands, and
United States has been increasing. Meanwhile, FDI from the United Kingdom is
principally connected to investments of the 1990s in the oil and gas sector
(ERD working paper No. 56) (Figure 3.3).

After the Vietnamese government introduced the Doi Moi (renovation)

program and transferred from the central planning economy to the society-
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oriented market economy, Vietnam has been attracting the foreign investment
inflows from over 75 countries in the world which have contributed significant
capital to economic growth. In 1988, Vietnam attracted only 37 projects with
total investment capital of $353 million. However, in 1992, the government
issued the first foreign investment law with favorable policies and with
abundant natural and labor resources, the foreign investors have been increasing
rapidly. Up to 2005, the projects are 798 with total capital of $4,003 million.
According to figure 4, the foreign projects were invested mainly from Australia,
France, United Kingdom and Russia with 33.43%, 17.58%, 12.18% and 6.52%,
respectively in 1988.

Figure 3.3 Top 10 investors in Vietnam 1988 — 2005 (by capital)
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Japan,

British Virgin Islands, 12.33%
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Source: Ministry of Planning and Investment of Vietnam, 2006.
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Difference from 1988, the main investors were Luxemburg, Samoa, South
Korea, Hong Kong and Japan with 19.25%, 18.58%, 13.78%, 9.64% and 9.46%,
respectively in 2005 (Figure 3.5), while in 1988 investment capital of Hong
Kong, South Korea and Japan was only 2.83%, 1.13% and 0.28%, respectively.

Figure 3.4 Top 10 investors in Vietham 1988 by countries
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Source: Ministry of Planning and Investment of Vietham, 2006.

24



Figure 3.5 Top 10 investors in Vietham 2005 (by capital)
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All 61 provinces of Vietham have attracted FDI but investors have so far
located their investments mostly in urban areas where they can take advantage
of more developed infrastructure. Ho Chi Minh City and Hanoi accounted for
23.54 and 17.92 percent, respectively, of the total FDI absorbed by Vietnam in
1988 — 2005. Apart from these two principal Vietnamese cities, other areas
attracted high amounts of FDI, especially in southeast. The provinces of Dong
Nai, Binh Duong, and Ba Ria Vung Tau absorbed another 31.59 percent of total
FDI, far more than the other principal northern provinces of Hai Phong, Lam
Dong, and Vinh Phuc. Central Vietnam attracted only a very modest amount of
FDI. From these data, a result is that 81 percent of the total amount of FDI
adsorbed by Vietnam in the last 17 years was invested in only five regions

composing the Vietnamese state (table 3.4)
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Table 3.4 Top 10 provinces selected by FDI in 1988 - 2005

1988 - 2005 2005
i Total Total
Provinces No of Percent No of Percent
. Capital : Capital
Project . (%) Project . (%)
($mil.) ($mil.)

Ho Chi Minh City | 1,869 | 12,240 23.54 208 180 4.50

Hanoi 654 9,320 17.92 37 866 21.64
Dong Nai 700 8,495 16.34 30 278 6.95
Binh Duong 1,083 5,032 9.68 68 167 4.17

Ba Ria-Vung Tau 120 2,896 5.57 29 22 0.55

Hai Phong 185 2,034 3.91 17 25 0.62
Crude Oil Field 27| 1,891 3.64 3 30 0.75
Vinh Phuc 95 774 1.49 18 37 0.92
Long An 102 766 1.47 12 24 0.60
Hai Duong 77 720 1.38 10 14 0.35
Others 2,006 | 7,836 | 15.07 366 | 2359 | 58.95
Total 6,918 | 52,004 | 100.00 798 | 4,003 | 100.00

Source: Ministry of Planning and Investment of Vietnam, 2006.

Vietnam’s LFI considers some forms of investment and foreign investors
are generally free to choose their modes of entry into Vietnam, such as business
corporate contract (BCC), Joint ventures (JV), 100 percent foreign-invested
company and build operate transfer (BOT), Stock company or capital

management company (table 3.5). The LFI establishes that the BCC form must
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be applied for investment in the sectors of oil and telecommunication, JV are
required for a wide range of sectors such as transportation, tourism, culture, port
construction, airport terminals, and explosive production. For projects regarding
investment in the construction of infrastructure, such as water and electricity
supply, the law requires build operate transfer contract to be signed with

authorized state agency (Economics and Research Department - ADB).

Table 3.5 FDI by form of investment, 1988 — 2005 ($ million)

) No of Investment Percent
Form of investment ) )
Projects capital (%)
100% foreign owned project 4,504 26,041 51.04
Joint ventures 1,327 19,181 37.60
Business cooperation
184 4,171 8.17
contracts
Build-operate-transfer
_ 6 1,370 2.69
projects (BOT)
Others 9 254 0.50
Total 6,918 52,005 100.00

Source: Ministry of Planning and Investment of Vietnam, 2006.

However, in the early years of opening Vietnamese market door, the

majority of FDI flows into Vietham have been Joint ventures between foreign
partners and state owned enterprises, which the latter usually contributes 20 to
30 percent of the values of the JV in term of values of land. Most of there
investments are capital intensive, entered in oil-related production, heavy
industry and real estate (building office for lease) (T.T. Do, 2005). The ratio of
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100 percent foreign owned companies have been growing in recent years. In the
first four month of 2005, there are 121 new register projects of which 100
percent foreign owned projects made up 72.8 percent, Joint \enture projects
have 23.6 percent, and the remains are BOTs (T.T. Do, 2005).

3.2 Trends in FDI and Trade for Vietnam

In the past nearly 20 years of “Doi Moi*, Vietnam has compiled
remarkable accomplishments in trade. The average export growth rate of the
period from 1986 to 2002 was 22.58%, with the absolute value of $789.07
million in 1986 to $16,706 mill. in 2002; an increase of roughly 20 times. At the
same time, import volume increased by about 9 times, from $2,155.08 million

to $19,745 million, at an average growth rate of 16.33%.

As shown in Figure 3.6, both export and import values increased
remarkably since around 1993. This increase reflects the relaxation of state
management in trade activities and the gradual progress in trade policy reforms.

However, the growth of imports clearly overwhelmed the growth in exports.

During 1990-1992, the trade deficit was modest, averaging about USD40
million per year. The result was caused by an import-substitution policy and a
floating exchange rate policy in the early 1990s. Since 1993, the trade deficit
deteriorated, with imports increasing more rapidly than exports causing the
trade deficit to expand rapidly during the mid-1990s; reaching a peak of 13.7%
of GDP in 1996 (IMF, 1998). This was a result of the rapid growth of the
economy and the rapid expansion of foreign direct investment. Foreign invested
enterprises have a tendency towards capital intense production and must import
some of these machines. The deficit was much lower in 1997 and 1998 because
since the end of 1996 the government intensively used NTBs to dampen the

pace of growth of imports. In 1999, trade deficits reduced closely to the external
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balance. Since then, trade deficits moved to another higher cycle mainly due to
the implementation of a demand-side policy to energize the slowing-down

economy.

Figure 3.6 Export and import status in 1990-2005
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Source: General Statistics Office of Vietnam, 2006.

Foreign direct investment reached its highest levels on the eve of the Asian
crisis, the contribution of FDI to GDP, exports, and total output has been
characterized by a growing trend since the beginning of the 1990s. The
contribution to GDP has doubled during the late 1990s from 6.3 % in 1995 to
13.3 % in 2000 and to 14.4 % in 2005 (Table 3.6).

29



Foreign direct investment also played an important role for export growth,
especially after the Asian crisis. From 1996 to 1997, the foreign-invested
sector’s contribution to exports registered a growth rate higher than 80 percent,
accounting for about 20 percent of exports. In 2000 it accounted for 23.2

percent of total exports and this value has increased during the recent years.

Table 3.6 Contribution of FDI to GDP and Export (Percent)

Vear Contribution to Contribution to
GDP Export
1995 6.3 8.1
1996 7.4 10.8
1997 9.0 195
1998 10.1 21.2
1999 12.3 22.4
2000 13.3 23.2
2001 13.7 23.8
2002 13.9 24.3
2003 141 24.9
2004 14.3 25.6
2005 14.5 25.9

Source: Ministry of Planning and Investment of Vietnam,2006.

Transnational corporations investing in Viet Nam during the last decade
provided export market access; moreover, FDI has served as a catalyst for other
domestic exporters. During 2002 the contribution of FDI to total exports was
particularly relevant in some key industries such as footwear; textile and
garments; and electronics, computers, and supplies. It accounted for 82 percent

of the latter, 42 percent of footwear exports, and 25 percent of textile and
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garments exports (ERD Working paper No. 56, p.10).

Table 3.7 FDI status in Vietnam

Unit: $mil. | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005

Total 4,894 4,138 1,568 2,018 2,592} 1,621} 1,900f 2,804 4,003

investment

Revoked/ 568 2,447 785 1,796 1,437 1,138 1,784 n/aj n/a|

expired

implemented | 2,404) 1,976] 693 1,625 1,044 721} 933 985 2,125

Turnover | 3,955 4,380 5,711} 7,921} 9,800{12,261)15,000}18,000{22,000

expos | 1,790 1,982 2,500 3,320 3,673 4,602 6,341| 8,601 9,789

Imports 2,890 2,668 3,382 4,350f 4,984 6,704} 8,815/10,970{11,517

FDt:ui(TgSettate 315 317 271 324 373] 4590 628 800 985

Total 2500 270 296f 379 450 590 686 739 820

employment*

* 1,000 people

Source: Ministry of Planning and Investment of Vietnam, 2006.

Table 3.7 shows contributions of foreign direct investment to state revenue,
import, export, state budge and employment. We can find that the contribution
of FDI to state turnover rapidly increases from $3,955 million in 1997 to
$22,000 million in 2005. Between 1997 and 2000 foreign invested enterprises
accounted on average for 5.7 percent of the state budget. If oil and gas revenues
were included, FDI’s contribution would account for over 20 percent. Besides,
total employments also slowly increases in the last of the 1990s, however, they
increase significantly in the early of the 2000s, from 250,000 in 1997 people to
820,000 people in 2005.
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During the early 1990s, industrial output from foreign-invested enterprises
accounted for less than 10 percent of total output, but increased decisively after
1995. In 2000 it accounted for about 35 percent of total industrial output, and
was still achieving a growth rate higher than the state sector’s. Before 1995,
when foreign investment was concentrated in hydrocarbons, about 42 percent of
the output of foreign-invested enterprises was in the mining sector. This
percentage decreased during the following years, reaching 32 percent in 2000 as

a consequence of the development of other sectors as targets of FDI.
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Chapter 4 Empirical Analysis

This chapter presents a more formal analysis of the relationship between
FDI and exports. Section 4.1 describes the data and presents the regression
equation. Section 4.2 contains the test methodology, and Section 4.3 shows the
empirical analysis presenting the results of unit root test and Granger causality

test.

4.1 Descriptions of Data

Bilateral data would have been preferable when analyzing the relationship
between FDI and exports allowing for a gravity approach using data for
distance between the economies, their relative sizes with regard to GDP and
bilateral FDI flows. This paper carries out time series estimations by using total
exports as the dependent variable and total inflows and outflows of FDI as
explanatory variables. All variables have been normalized according to

population. This results in the following time series equation:
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EXP, = By + BiFDI-in, + B:FDI-out, + ¢ , (1)

where

- EXP, represents total exports per capita in the period of't,

- FDlI-in, is the inward flow of FDI per capita
- FDI-out, is the outward flow of FDI per capita

- g 1s the disturbance term.

For almost of countries in the world, FDI flows have functions as an
export-platform, therefore, f; should have a positive sign if these investments
represent export-platform FDI. However, if market-seeking FDI dominates,
FDI inflows should not affect host country exports. The sign of f, could be
either positive or negative depending on whether outflows of FDI complement

or substitute for source country exports.

Table 4.1 presents a description of the regression variables. Data are

available for the period 1988 to 2005.
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Table 4.1 Regression variables

. . Expected sign
Variable Explanation Data source for coefficient
Based on trade
data and
EXP .
Total exports per | population data
(Dependent . na
] capita, USD from General
variable) L.
Statistic Office
(2006)
Based on inward
) FDI data and
FDI-in .
Inward FDI flow | population data + (export
(Independent )
) per capita, USD from General platform FDI)
variables) .
Statistic Office
(2006)
Based on
outward FDI
FDI-out data and +(-)
Outward FDI flow Y
(Independent ) population data | (Complement or
) per capita, USD .
variables) from General Substitute)
Statistic Office
(2006)

From General Statistic Office of Vietnam, we can get the data of nominal
Export, FDI inflows and FDI outflows from 1988 to 2005. And based on price
level of 1988, we get the Real Export, FDI inflows and FDI outflows data

(Table 4.2).

35



Table 4.2 The data of Export, FDI inflows, FDI outflows in million of dollars

Nominal Implicit Deflator Real

vear [ par | PO [P0 T g | PO [ o

capita capita | capita capita capita | capita
1988 14.95 5.45 0.06 | 100.0| 100.0 14.95 545 0.06
1989 22.08 7.98 0.09 | 103.5| 113.1 19.52 7.71 0.08
1990 31.30 | 10.93 032 1149 | 1035 30.24 9.51 0.27
1991 2599 | 18.54 0.58 | 119.2| 100.4 2588 | 15.55 0.49
1992 32.38 | 30.34 0.75| 102.6 96.6 33.52 | 29.57 0.73
1993 3730 | 35.97 0.10 | 119.8 98.9 37.72 | 30.02 0.08
1994 51.75 | 51.64 0.18 | 1253 | 1044 49.57 | 41.21 0.14
1995 70.08 | 93.20 0.19 | 129.5 93.2 75.19 | 71.97 0.15
1996 93.55 | 120.76 031 | 1344] 100.7 92.90 | 89.87 0.23
1997 117.35| 64.64 045 | 1429| 109.3 107.37 | 45.22 0.32
1998 118.40 | 54.08 0241 146.6 | 112.0 105.71 | 36.90 0.16
1999 | 145.02 | 20.23 1.59 | 150.6 | 113.9 12732 | 13.43 1.06
2000 | 180.05 | 32.90 0.87 | 162.5| 145.6 123.66 | 20.25 0.54
2001 | 184.25| 25.24 096 | 168.7| 148.7 12391 | 14.96 0.57
2002 | 204.00 | 20.16 | 2249 | 169.8| 159.2 128.14 | 11.87| 13.24
2003 | 24391 | 2335 336 | 2026| 171.2 14247 | 11.52 1.66
2004 | 316.26 | 25.25 140 | 2235| 1764 179.29 | 11.30 0.63
2005 | 381.13| 47.78 | 20.11| 248.7| 181.2| 21034 | 19.21 8.08

Source: General Statistic Office of Vietnam, 2006.
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According to table 4.2, it is shown that the difference between variables of
Export, FDI inflows and FDI outflow at current price and the variables of
Export, FDI inflows and of FDI outflow at constant price 1988 are not so large,
although the price increases annually. From figures 4.1, 4.2, 4.3, we can

compare the difference between nominal and real variables.

Figure 4.1 Nominal and Real Export from 1988-2005
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Source: General Statistic Office of Vietnam, 2006.
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Figure 4.2 Nominal and Real FDI inflows from 1988-2005
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Figure 4.3 Nominal and Real FDI outflows from 1988-2005
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4.2 Test Methodology

4.2.1 Unit root test

Empirical work based on time series data assuming that the underlying
time series is stationary. The stationary of time series is very important, because
if a time series is nonstationary, we can study its behavior only for the time
period under consideration. Therefore, each set of time series data will be for a
particular episode. As a consequence, it is not possible to generalize it to other
time periods, thus, for purpose of estimation, such nonstationary time series
may be of little practical value. The Granger causality test also assumes that the

time series involved in analysis are stationary.

Therefore, tests of stationary should precede test of Granger causality. And,
in order to know whether a particular time series is stationary, we apply a test of
stationary that has become widely popular over the past several years, it is

called Unit root test.

First, we start from unit root stochastic process.

Y, =pY,_,+u, (-1<p<l) (2)

This model resembles the Markov first-order autoregression model.

If p=1, (2) becomes a Random walk model (without drift), and we face
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what is known as the unit root problem, that is a situation of nonstationary. We
know that in this case the variance of Y, is not stationary. The name unit root is
due to the fact that p = 1. Therefore, the terms nonstationary, random walk, and

unit root can be treated as synonymous.

If |p| £ 1, it mean that if the absolute value of p is less than one, then it can

be shown that the time series Y7 is stationary.

For theoretical reasons, we manipulate (2) as follows: subtract Y, ; from

both sides of (2) to obtain:

3

—le(p—l)Yt_1+ut &)
this can be alternatively written as:

AY, = 60y v, @)

where 0= (p- 1) and A, as usual, is the first difference operator.

Therefore, instead of estimating (2), we estimate (4), and test the null
hypothesis (0= 0). If 6= 0, then p =1, we have a unit root meaning the time
series is nonstationary. In order to estimate (4), we take the first differences of
Y, and regress them on Y, ;, and see if the estimated slope coefficient in this

regression (23 ) is zero or not. If 5 =0, then, ¥, is nonstationary; if 5 <0,
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we conclude that Y, is stationary (Because 6 = (p - 1), for stationary p must be

less than one, thus, 6 must be negative).

Dickey and Fuller (DF) have shown that under the null hypothesis that 5=
0, the estimated ¢ value of the coefficient of Y, ; follows the 7 (tau) statistic. The

DF test is estimated in three different forms, that is, under three different null

hypotheses.
Y, is a random walk AY, =0Y,_ | +u, 4)
Y, is a random walk with drift AY, = B, + Y, +u, ®)

Y, is a ra'lndom walk with drift around a AY, = B+ Byt + Y +u, (6)
stochastic trend

In conducting the DF test, it was assumed that the error term u, was on
correlated. But in case the u, is correlated, DF has developed a test, known as
the augmented Dickey-Fuller (ADF) test. This test is conducted by
“augmenting” the preceding three equations by adding the lagged values of the

dependent variable AY,. The ADF test consists of estimating the three following

regressions:

Y, is a random walk: AY, = 6Y,_ + Z“th—i +u, %
i=1

Y, is arandom walk with drift: ~ AY, = B, + Y, + z aY,  +u, (8)

i=1
Y: is a random walk with drift ’"
AY, =, +f,t+0Y,_+ ) a,AY, . +u 9
around a stochastic trend: =htp ! lzll ' ¢ O)
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where, - Y, is the time series being investigated for nonstationary
- t is the time measured by time chronologically
- u; 1s the error term
- m is the number of lagged difference terms

Figure 4.4 FDI flows and exports status
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FDI and trade have played an importance role for Vietnamese economy in
the past decades. There have been large inflows of FDI and at the same time the

volume of exports has increased. This suggests a potential nonstationary
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problem. Performing regressions on nonstationary time series can result in
spurious regression. It is therefore necessary to try to determine whether the

data is stationary or not.

4.2.2 Granger Causality Test

Granger causality test is used to apply to estimate the relationship between
two or more different variables. A basic principle related to a check of cause
and effect of Granger test is that: When regress to other variables of Y is done;
when it is possible to include the variable at which lagged X and to improve a
prediction to Y remarkably. Thus, X is granger cause of Y, and Y is granger

cause of X.

We have the following pair of regressions model:

Yt:ZaiXt—i+ZIBth—j+ult (10)
i=1 =

thzaiXt—i+ZIBth—j+ult (11)
i-1 =

Equation (10) presents that X causes Y, and equation (11) shows that Y
causes X. The null hypothesis is Hy: Za; = 0. The direction of causality
suggested by the Granger causality test is sensitive to the number of lags which

are used. Therefore, this paper performs all Granger causality tests for one, two
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and three lags. Since there are a limited number of observations available, it

does not seem reasonable to use more than three lags.

+) The null hypotheses of Granger Causality test are:

Ho: X =/= Y (X does not Granger-cause Y)

H;: X = Y (X does Granger-cause Y)

To test this hypothesis, we apply the F test as follows:

i (ESS, ~ESS)/m
 ESS ((n—k—m—1)

where ESS is residual sum of squares

If the calculated F value exceeds the critical F value at the chosen level of

significance, we reject the null hypothesis (Hy = 0).

If export-platform FDI indeed is important for the Vietnamese economy,
FDI inflows should result in an increase in export flows from the host country.
Granger causality tests can be used to analyze this. In general, the idea of
Granger causality is that while past events can cause current events, future
events cannot cause current events. In this case, we want to examine whether
FDI inflows Granger-cause export flows. The Granger causality test therefore

involves estimating the following two regressions:
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FDIIN, = o, EXP_; + Y B,FDIIN,_; +u,, (12)

i=1 j=1

EXP, =) AEXP,_; + ) 6,FDIIN,_; +u,, (13)

i=1 j=1
Similar to two regression equations of Exports and FDI outflows.

4.3 Empirical Analysis and Results

In this section, the Ordinary least squares (OLS) is applied to determine
coefficients of time series regressions for Vietnamese economy using the data

provided by General Statistics Office of Vietnam (GSO).
4.3.1 Results of time series regression

By applying Eviews software, we can get coefficient of equation (1)

presented in table 4.4. We rewrite equation (1) as follows:
EXP,=73.28 + 0.16 FDI-in, + 8.09 FDI-out, (1)
R*=0.22 d=1.58

Table 4.3 shows that the coefficients are highly statistically significant, and
although the R” value is low, it is statistically significantly different from zero.
From these results, we can conclude that there is a significant statistical

relationship between Export and FDI flows. The coefficient for both of FDI-IN
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and FDI-out has a positive sign for Vietnamese economy. The results of Table
4.3 suggest that FDI inflows tend to increase total exports and FDI outflows can
function as a complement for exports in trade. The indications of a positive

effect from FDI flows support an export-platform FDI in Vietnamese economy.

Table 4.3 Time series regressions

Dependent variables Export
Sum of squared errors 44297.72
Standard error of the regression 54.34
R-squared 0.22
Adjusted R-squared 0.12
Durbin-Watson (d) 0.58
F-statistic 2.14
Number of observations 18
Degree of freedom 15

Constant FDI-in FDI-out

Coefficients 73.28 0.16 8.09
Standard error of coefficients 23.91 0.40 4.55
t-statistic 3.06%** 0.40 1.78%*

(The symbols *, ** *** gqre significance at 0.1, 0.05, and 0.01 level, respectively)
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In order to compare with other countries, we refer to the findings of A.
Johnson (2006). For Singapore, Taiwan, China and Korea, FDI inflows are
found to have a significant positive effect on total exports, but in Thailand
inflows have a significant negative effect on total exports. However, the results
are more mixed for FDI-out variable. China and Singapore have a significant
negative effect of FDI outflows on exports, and Korea and Taiwan have a
significant positive effect. In short, similar to Vietnamese economy, the
findings of A. Johnson (2006) suggest that FDI inflows also tend to raise total
exports while FDI outflows can substitute or complement for exports but the
support is not very strong. The indications of positive effect from FDI inflows

support the idea of export-platform FDI in these countries.

4.3.2 Unit root test results

Figure 4.4 suggests that the export variable is likely to be nonstationary and
possibly also the FDI inflows variable. A more formal analysis of the existence

of nonstationary involves performing a unit root test.

Accordingly, the augmented Dickey-Fuller (ADF) test is performed on the
individual time series for Vietnamese economy. The ADF-test consists of
estimating the regression equations (7), (8), (9). The null hypothesis is that 6=
0, implying the existence of a unit root and a nonstationary time series. The

Schwarz information criterion is used in order to determine the number of
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lagged difference terms. To be specific, suppose that we use (9),

AY, = B, + Pt +6Y, | + Z a,AY,  +u, 9)

i=1
By using Eviews 5.0 software, we have the results for the ADF test

presented in Table 4.4 as follows:

Table 4.4 Unit root test for regression variables in level

Observations =13, lag =3

ADF test Export FDI-in FDI-out
O estimate 0.16 -1.076 -3.819
t value 1.29 -1.45% -1.365

The symbols *, **, *** qre significance at 0.1, 0.05 and 0.01 level, respectively.

Table 4.4 indicates that the hypothesis of nonstationary for the various
regression variables can not be rejected, especially the export variable. We can
see that, the time series of export is nonstationary with 6 > 0 (according to
theory of unit root test above mentioned). Moreover, the t value in absolutely
value is smaller than the critical t value. Therefore, we can conclude that the

time series of export and FDI-out is nonstationary in level.

To avoid the problem of spurious, the time series have to be transformed to

make them stationary. Consequently, we take the fist differences of the time
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series and the ADF test 1s rerun. Table 4.5 shows the results of ADF test on the

data in first difference form.

AAY) = B + ot + MY, + D a,AAY, Y bu, (o)

i=1

Table 4.5 Unit root test for regression variables in first difference

Observations =12, lag =3

ADF test Export FDI-in FDI-out
O estimate -1.507 -2.417 -5.819
t value -2.893%* -2,756%* -1.696*

The symbols *, ** *** qre significance at 0.1, 0.05 and 0.01 level, respectively.

In summary, we can see that according to ADF test in first difference, ¢
values in absolute terms are larger than critical value at high significant level,
therefore, we can reject hypothesis of zero (Hy = 0). In other word, Export, FDI-

in and FDI-out are stationary time series in first differences form.

Comparing with China and Indonesia, FDI and Export flows of Vietnam
are relatively stationary. The time series of FDI inflow of Vietnam is stationary
in level form at 10% significance level, and the time series of FDI outflows and
export become stationary in first difference form, while the time series for

Chinese and Indonesian exports flows and FDI inflows were still nonstationary
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even in first difference form (A. Johnson, 2006).

4.3.3 Granger Causality test results

By using the Eviews software, we can get the results of Granger causality

test as follows:

Table 4.6 Granger causality tests Real export, real FDI-in and FDI-out with

lags equalto 1, 2, 3

Lags: 1
Null Hypothesis: Obs F-Statistic Probability
FDI IN does not Granger Cause EXP 16 6.029%* 0.011
EXP does not Granger Cause FDI IN 2.724 0.118

FDI OUT does not Granger Cause EXP 16 4.285%* 0.033

EXP does not Granger Cause FDI_ OUT 3.558* 0.062

The symbols *, ** *** qre significance at 0.1, 0.05 and 0.01 level, respectively
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Lags: 2

Null Hypothesis: Obs F-Statistic Probability
FDI_IN does not Granger Cause EXP 15 7.269%** 0.006
EXP does not Granger Cause FDI IN 3.494%x* 0.045

FDI OUT does not Granger Cause EXP 15 5.564%* 0.021

EXP does not Granger Cause FDI_ OUT 1.448 0.278

The symbols *, ** *** qre significance at 0.1, 0.05 and 0.01 level, respectively

Lags: 3
Null Hypothesis: Obs F-Statistic Probability
FDI IN does not Granger Cause EXP 14  6.649%** 0.008
EXP does not Granger Cause FDI IN 2.874* 0.084

FDI OUT does not Granger Cause EXP 14 5.614** 0.017

EXP does not Granger Cause FDI_ OUT 1.908 0.191

The symbols *, **, *** qre significance at 0.1, 0.05 and 0.01 level, respectively
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Table 4.7 The critical F value at significant level

Significant level Lag=1 Lag=2 Lag =3
10% 2.73 2.54 2.67
5% 3.74 3.36 3.58
1% 6.51 5.67 6.37

Comparing the F value with the critical F value, we can conclude as

follows:

Table 4.8 Results of Granger causality test with lag = 1

Granger causality
Variable
10% 5% 1%
Real FDI-in = Real Export YES YES NO
Real Export = Real FDI-in NO NO NO
Real FDI-out = Real Export YES NES NO
Real Export = Real FDI-out YES NO NO
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Table 4.9 Results of Granger causality test with lag = 2

Granger causality

Variable
10% 5% 1%
Real FDI-in = Real Export YES YES YES
Real Export = Real FDI-in YES YES NO
Real FDI-out = Real Export YES YES NO
Real Export = Real FDI-out NO NO NO

Table 4.10 Results of Granger causality test with lag = 3
Granger causality

Variable
10% 5% 1%
Real FDI-in = Real Export YES YES YES
Real Export = Real FDI-in YES NO NO
Real FDI-out = Real Export YES YES NO
Real Export = Real FDI-out NO NO NO

From tables 4.8, 4.9, 4.10, it is shown that FDI inflows does Granger cause
Export for all three lags. However, Export and FDI inflows are independent
with each other for the first lag but for the latter lags, Export does Granger
cause FDI inflows strongly at three significance level 10%, 5% and 1%.
Because Vietnam is developing country with low average income level and

abundant labour, thus, many developed countries have invested into Vietnam
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and have constructed some factories with objective reducing production costs
and increasing the volume of exports, primarily on the intermediate goods.
Therefore, with this result of Granger causality test, FDI inflows have strong
complement relationship with export. It implies the export-platform FDI for

Vietnamese economy.

Similar to FDI inflows, FDI outflows also Granger cause Export for three
lags. However, Export only Granger cause FDI out for first lag, and Export and
FDI outflows are independence for latter lags. According to this result, FDI
outflows also have the complement relationship with Export but it is not very
strong. Because, FDI outflows of Vietnam into foreign countries are not large,
mainly focus the investment on developing countries where also have abundant
resources and labour such as Laos, Cambodia, Malaysia, Indonesia, etc. The
Vietnamese enterprises want to locate production close to the market of third
country in order to reduce shipping cost, trade cost and increase the volume of

export contributing significantly to development of Vietnamese economy.

In A. Johnson (2006), the author studied the natural of relationship between
FDI and Exports for eight economies in East Asia such as China, Hong Kong,
Indonesia, Korea, Malaysia, Singapore, Taiwan and Thailand. He concluded
that the inflows of FDI tend to have a positive effect on the exports of these
countries, possibly due to MNEs performing export-platform FDI. However, for

the case of FDI outflows, the effect of FDI outflows on the exports is mixed,
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suggesting that FDI outflows can constitute both complements and substitutes
to exports. Vietnam also has the complement relationship between FDI and
Export flows as suggested by the theoretical literature. It is not so different from

the East Asian Economies.

Summarizing the results of the Granger Causality test, there are indications
that FDI inflows and FDI outflows tent to Granger-cause export providing
further evidence for export-platform FDI in Vietnamese economy. It means that
there is a complement relationship between FDI flows and exports for
Vietnamese economy. Therefore, FDI flows should be encouraged by
Vietnamese Government to be able to take advantage absolutely the usefulness

of FDI for the economic growth in Vietnam.
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Chapter 5 Conclusions

Since 1986, Vietnamese government introduced the Doi Moi (renovation)
program and economic reforms, and started its transition from a centrally
planned economy to a socialist-oriented market economy. The Vietnamese
government issued the first edition of Law of Foreign Investment in 1988 with
favorable policies. With the advantages of resources, climate and people,
Vietnam has been attracting a large source of capital from foreign investors,
contributing significantly to economic growth, export, employment and poverty
reduction. Many economists argue that the FDI flows could fill the gap
between foreign investments and domestically mobilized saving. It also may
increase tax revenue and improve management, technology, as well as labor
skill in host countries. FDI may help the host country to break out of the vicious
cycle of underdevelopment. Additionally, FDI always has positive relationship
with trade, export-orientation and FDI inflows has provided main contributions
to increase in income level and FDI have become important for Vietnamese

economy.
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This thesis aims to investigate the relationship between FDI flows and
exports on the macroeconomic level for the Vietnamese economy in the period
1988-2005. By using some analyzing methods of test such as Unit root test,
Causality test, the thesis determines the stationary of time series and causality
relationship between FDI flows and export for Vietnamese economy. The

Eviews 5.0 software is used to calculate the results of tests.

Unit root test is to determine stationary in the time series data and the time
series are transformed to first difference form. The results of Unit root test are
shown that the time series of FDI and Export for Vietnam are relatively
stationary comparing with other countries such as China or Indonesia (as
mentioned in chapter 4). Besides, the time series regressions provide the
implication of a positive effect of FDI flows on exports of Vietnam, suggesting
the export-platform FDI flows for Vietnam. The results of Granger causality
test indicate that FDI flows Granger cause Export flows and Exports also
Granger cause FDI flows, however, the effects of FDI-in and FDI-out on
Exports are larger than these of Exports on FDI flows. It means that FDI flows
tend to increase Export for Vietnam, and it shows the presence of export-
platform FDI or a complement relationship between FDI and Export in the

Vietnam economy as suggested by the theoretical literature.

The results of this thesis suggest that FDI flows tend to increase exports

which have contributed significantly to economic growth. Thus, FDI flows
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should be encouraged by attracting policies, improving the skill for labor forces.
Additionally, FDI flows can create employment, increase in the income level

and the standard of living in developing country as Vietnam.

However, besides the findings, this thesis also has some limitations. The
data of FDI flows and Export have not been available for the period before
1988. Thus, this thesis only focuses the study on the period 1988-2005. An
eighteen-year period is not very long to be able to obtain the absolute results for
the relationship between FDI and export. Moreover, FDI is very important not
only to export but also to employment, income, education, infrastructure, etc.
Within the limit of this thesis, we only focus on the causality relationship
between FDI and export which has contributed significantly to the growth of
Vietnamese economy. By applying some econometric models, this thesis has
found the complement relationship between FDI flows and Export and the

importance of FDI to Export in Vietnamese economy.
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