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Abstract

The roles of institutional quality’s impact on firm performance are becoming
increasingly prominent in the literature. This is true in the Global North and South.
Vietnam has seen less research on this topic than other developing countries, so
this paper seeks to rectify this by examining whether or not institutional quality
influences firm performance, as measured by total factor productivity (TFP). This
paper also digs deeper into the sub-components to see which institutions are the
most influential. We applied the General Method of Moments (GMM) approach to
a firm-level panel dataset covering the 2010-2020 period to examine institutional
quality’s impact on firm TFP. Results are explored by firm size and by ownership
type (domestic private, foreign and state-owned). Using rich datasets covering
institutional quality at the provincial level in Vietnam and also individual firm
performance from 2010 to 2020, we found that Time cost (how long it takes firms
to deal with the government on various issues) and Labor policy (how easy it is
to hire good quality labor) are the most important of the 10 institutions studied.
Additionally, while not all institutions influence TFP, institutional quality overall (all
10 institutions combined) clearly has a positive influence on TFP. This study fills a
research gap by examining the relationship between institutional quality and firm
performance in Vietnam. The findings emphasize the significance of Time cost and
Labor policy as influential institutions and highlight the positive overall impact of
institutional quality on TFP. The policy recommendations offered provide valuable
insights for the government to further enhance firm productivity through targeted
measures.
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1 Introduction

The topic of institutional quality and economic performance is of growing interest
globally. However, inconsistent findings have been reported regarding whether
institutional quality influences a country’s economic activities. While it has
been found that it lowers, though not significantly, economic growth in Nigeria
(Ogbuabor et al. 2020), it was found to support economic growth in China (Cui
2017) as well as in the Middle East and North Africa (Kandil 2009). Similarly,
institutional quality has been found to positively influence firm survival in Europe
(Baumohl and Kocenda 2022) as well as firm productivity, either directly (Chang
2023; Qui et al. 2021; Goedhuys and Srholec 2015; Alvi and Admed 2014) or
indirectly, by moderating the impact of other negative influences, like climate
change (Song et al. 2023). However, in a study of 28 African countries, the
positive relationship with firm productivity was not statistically significant (Amin
2013). In Vietnam, institutional quality has been found to positively impact
manufacturing firm productivity (Dinh et al. 2023). However, in a study of 13
lower middle income countries, including Vietnam, it was found to negatively
influence overall economic growth (Ngo and Nguyen 2020).

Nobel laureate Douglas North highlighted institutions’ crucial role in
economic dynamics, shaping growth or stagnation. Yet, powerful actors
may manipulate institutions for personal gain, complicating the business
landscape and hindering fair competition. Institutions, formal and informal,
form rules guiding entrepreneurial behavior and influencing firm productivity.
Governments monitor attitudes and provide regulations, policies, and incentives
to manage entrepreneurial activities. Research underscores institutions’ impact
on entrepreneurial decision-making, vital for business activities and productivity.
Economic liberalization, labor market development, and government intervention
affect business activities diversely, directly influencing the economy’s trajectory
and specific industries’ performance (Baumol 1996; Miao et al. 2022; Morrissey
and Udomkerdmongkol 2016; Sobel 2008). Therefore, focusing on institutional
quality may be an important place to direct government attention to increase
the productivity of firms. Hence, deeper investigation into institutional quality’s
impact on firm productivity is called for.

Vietnam appears to be an interesting case to examine the relationship between
institutions and firm productivity for several reasons. Vietnam is an economy
in transition, which has been widely acknowledged for its successful economic
transformation over the last 4 decades from a centrally planned economy to a
market-oriented one where the role of government has changed from monitoring
and managing to governing and promoting economic activities (World Bank
2017). Over the last 4 decades, there have been significant changes in policies
including adjustments in Enterprise Law (2014), Bidding Law (2014), and
Investment Law (2015) which lift restrictions and provide firms with more
freedom and a better business environment. The government has put forward five
groups of solutions that need to be implemented in the short term, including:
urgently removing obstacles and legal barriers to facilitate the mobilization of
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resources for investment in production and business activities; supporting cost
reduction for enterprises, enhancing access to preferential capital sources, and
state support resources; addressing supply chain disruptions, diversifying export
markets, and expanding domestic markets; focusing on supporting enterprises
to create opportunities and stable employment for workers; and intensifying the
implementation of policies and solutions to support workers, training, retraining,
and upskilling to enhance the skills of workers.! Local institutional quality
shows a slow increasing trend over the 2010-2020 period with the provincial
competitiveness index (PCI) across provinces centered around 55-62 points (out
of 100) in 2010 and increasing to 63—65 points in 2020 (VCCI 2020). Provinces
that are often at the top of the ladder (PCI> =70 points) include Binh Duong,
Quang Ninh, and Da Nang, while the PCI of Hanoi (the capital) and Ho Chi Minh
city (the largest city) are often slightly higher than 65. These scores show that
although the local institutional quality has been improved over time, gaps still
remain, along with room for improvement. Vietnam also witnessed a significant
improvement in both the number of firms and their performance (World Bank
2017). According to Ministry of Planning and Investment (2019), the number of
Vietnamese enterprises has increased from around 300,000 firms in 2010 to more
than 505,000 firms in 2016 and 684,000 firms in 2020 with an average of 100,000
newly established firms during the 2016-2020 periods.

Furthermore, Vietnam is among the fastest growing economies in the world
(Hawksworth and Chen 2015) and the majority of that economic growth comes
from firm development (WorldBank 2017a). It is important to see if institutions help
promote this progress. It is important to examine whether, and to what extent, firm
total factor productivity (TFP) has been influenced by those changes in the local
institutions over the last decade. This is even more important in the light of research
which found TFP growth in Vietnam slowed between 2000-2005 and 2006-2010
(Nguyen 2017).

The extant literature does discuss the relationship between institutional quality and
TFP in Vietnam but not in great detail. What is missing is a deeper examination of the
individual institutional components to see which are most important. As policy mak-
ers, like all decision makers, suffer from limitations in cognitive capacity (Verbeke and
Lee 2021), it is important that they know where to focus their improvement efforts.
Assuming institutional quality does impact firm TFP, which institutions should receive
the most attention from policy makers? This study examines the relationship between
provincial institutional quality and firm TFP, which has not been fully examined in
the existing literature on Vietnam. Therefore, this paper aims to answer the following
research questions: (i) How do institutions impact firm TFP? (ii) Which components
of institution have the strongest impact on firm TFP? (iii) Does the impact of institu-
tions on TFP vary across different types of ownership?

This research sheds some light on the impact of institutions on firm productivity,
especially for Vietnam. Firstly, the paper is among the first studies in Vietnam which

! More information can be found here: https://www.mpi.gov.vn/portal/Pages/2023/Mot-so-chinh-sach-
giai-phap-
trong-tam-ho-tro-doanh-745408.aspx.
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examine the impact of institutional quality on firm TFP in all measurable aspects of
institutions using a rich and unique dataset about Vietnamese enterprises. We con-
sider ten sub-indexes of provincial institutional quality and investigate the effect of
each on firm TFP. We also explore any differences for varying types of firm owner-
ship where we discover that local institutional quality appears to significantly impact
local private firms but not state-owned enterprises (SOEs), while weak evidence is
found for the impact on foreign direct investment (FDI) firms. Secondly, our study
focuses on the impact of the time it takes for firms to deal with government officials
as well as labor policy as the two most impactful aspects of institutions, which play
a crucial role in improving firm TFP across provinces. To date, this information is
missing from the existing literature on Vietnam.

The next section will review the relevant existing literature, followed by an
explanation of the methods used in this investigation. Then, the results will be
shown and discussed. Finally, conclusions will be drawn with recommendations for
policy makers.

1.1 Literature review

There has been a growing body of literature about the relationship between
institutions and firm productivity. Different levels of institutional quality might
impact the allocation of firms’ resources and activities differently among societies
that lead to different impacts on firm performance (Baumol 1996). Institutions
regulate the “rules of the game” (Busse and Hefeker 2007; North 1990) that shape
firm behavior by encouraging some activities and discouraging others (North 1990).
Governments monitor firms’ attitudes (Fuentelsaz et al. 2015) and provide them
with regulations, policies, and incentives to manage their entrepreneurial activities
and increase human interactions (North 1990). A large body of the existing literature
agrees that institutions affect entrepreneurial decision-making, which is crucial for
business activities and the quality of entrepreneurship (Chambers and Munemo
2019; Chowdhury et al. 2019; Miao et al. 2022; North 1990; Sobel 2008).

There could be different routes through which institutions might impact business
activities including economic liberalization (Angulo-Guerrero et al. 2017), labor mar-
ket development (Chowdhury et al. 2019), copyright, and research and development
activities (Bowen and De Clercq 2008; Hillier et al. 2011; Pindado et al. 2015) and
these might impact firm productivity. It has been argued that institutions influence firm
investment and accumulation of human and physical capital, which, in turn, influences
firm long-term productivity growth (Mankiw et al. 1992; Rodrik et al. 2004; Eicher
et al. 2006). Additionally, institutions might encourage firm productivity through the
efficient allocation of resources where firms can access what they need fairly (Chang
2023). High institutional quality also reduces corruption and creates a fair, support-
ive investment environment for businesses with a good and stable legal structure that
ensures stronger growth (Acemoglu and Robinson 2008). Good institutions also pro-
mote research and development activities, provide protection for intellectual rights,
and encourage innovation and technological development, all of which boost firm per-
formance (Loayza et al. 2005; Jung 2020; Chang 2023).
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Empirical evidence has shown a relationship between institutional quality and
firm productivity. Goedhuys and Srholec (2015), using a dataset of 15,425 manu-
facturing firms in 32 developing countries, found a significant positive impact of
national institutions, such as technological infrastructure and the educational sys-
tem, on firm TFP. Based on panel data of 46 countries worldwide, Qiu et al. (2022)
found a positive impact of institutional quality on green TFP. More recently, Chang
(2023) used a country-level dataset and found that institutional quality can increase
TFP and firm value. Moreover, it was found that political institutional quality has the
highest positive impact on firm value and technological progress (Chang 2023).

In Europe, Lasagni et al (2015) confirmed that the quality of local institutions
plays a central role in explaining firm productivity in Italy. Agostino et al. (2020)
showed that better local institutions help small- and medium-sized enterprises
(SMEs) become more productive. This might be because skilled workers’ migration
decisions are, at least in part, driven by a search for higher quality institutions (Nifo
and Vecchione 2014). Using a sample of 814 European firms from 20 European
countries with data covering the time between 2008 and 2017, Karmani and
Boussaada (2021) found that strong institutional quality may result in increased
regulatory pressures related to social responsibility compliance and can thereby
enhance the corporate social responsibility and firm performance relationship.
Borghi et al. (2016) explored the relative role of internal and external institutions
and their interaction in determining TFP of electricity distribution firms in 16 EU
countries. They discovered that public ownership of companies correlates with
higher productivity in cases of high quality institutions and lower productivity in
cases of low institutional quality. Similarly, in the telecommunications industry, in
90 countries, across five continents, during 2007-2015, public ownership was found
to have a negative impact on firm-level TFP; however, this was mitigated by high
external institutional quality and even reversed in some countries with a particularly
favorable institutional environment (Castelnovo et al 2019). Meanwhile, Nyamah
et al. (2022) empirically contributed that high institutional quality significantly
improve agri-food processing firms’ performance.

There is also evidence of the impact of institutions on firm activity in Asian
countries. For example, it was found that bureaucratic corruption negatively
influences firm productivity in India (Raj and Sen 2017), China (Karplus et al 2021),
Pakistan (Ghulam 2021), and Malaysia (Danquah and Sen 2021).

There is a limited amount of work in the existing literature on Vietnam that
examines the relationship between firm productivity and institutional quality. Huynh
(2022) examines the spatial effects of institutions on firm productivity using a
firm-level dataset combined with the PCI data from VCCI (Vietnam Chamber of
Commerce) during the 2011-2018 period. He finds that institutions not only have
a direct impact on firm productivity in the same locality but also have an indirect
impact on the productivity of firms in nearby provinces. The study also confirms the
positive impact of control of corruption on firms’ profitability. However, there are
several conflicting and inconsistent findings in this research regarding these main
points, such as “control of corruption in a locality directly reduces the total factor
productivity of enterprises in that locality” (Huynh 2022, p. 101) and “corruption
control of the locality has a positive effect on firm performance in that locality”
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(Huynh 2022, p. 99). Vu and Tran (2021) examined the impact of government
financial support on Vietnamese SME firm productivity. The findings indicate no
evidence of the relationship between government financial support and firm TFP,
although they find that access to financial support improves technological progress
and growth in firm size, but has a negative impact on improving technical efficiency.
Finally, Dinh et al. (2023) found that higher institutional quality improved TFP for
manufacturing firms. To our best knowledge, these are the only three studies that
closely investigate the impact of institutions on firm performance in Vietnam,
in which one focuses on the cross-province effect of institutions, another focuses
on SMEs only, while the third addresses only manufacturing firms. These studies,
however, do not pay attention to all aspect of institutions.

There are a number of studies in Vietnam which focus on the impact of one
specific aspect of institutions—corruption—on firm performance. General findings
show that corruption is a hindrance to firm growth (Nguyen and van Dijk 2012;
Nguyen et al. 2013; Van Vu et al. 2018; Bai et al. 2019, Hoang et al. 2022), firm
innovation (Nguyen et al. 2016), and investment (Dang 2016). Hoang et al. (2022)
investigate the impact of an anti-corruption campaign in 2013 on firm financial
performance using a difference-in- differences approach. The study confirms that
greater control of corruption does encourage private firm financial performance
through improving institutional quality. Vu et al. (2018) examined the relationship
between corruption and SME financial performance and found no significant
evidence of this relationship. These studies, however, only focus on corruption,
rather than institutions in general, and how it affects firm financial performance. Our
study aims to fill this gap by investigating the effect of all measurable components
of institutions on firm TFP, thus making it clearer on which aspects of institution
policy makers should focus their improvement efforts.

2 Methods and data
2.1 TFP calculation

The Cobb-Douglas production function is one of the most popular forms of the
production function, which is widely used in the existing literature (Blundell and
Bond 2000; Khai and Yabe 2011; Meeusen and van Den Broeck 1977; Pham et al.
2010). Following this production function, total output of firm i in industry j at time
t (¥;) is a function of its capital (Kj; ), labour (L;,) and total factor productivity (A;,)
detailed as following:

ijt

Y, = A, K*L'= where 0 < a <1 )

geiie e
Taking the logarithm of both side of Eq. (1), we write:
InY; =alnk,

i+ (1= Ly, +InA, )
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In short, Eq. (2) is re-written as Eq. (3) below.
Yiie = Bikyy + Bl + @y + uy 3)

where: y;, is the total output, k;;, is the capital stock, /;; is the labor of enterprise i
in sector j at time t, all in log form. We follow Wooldridge (2009) who suggests a
one-step estimator using the GMM approach to estimate ﬁ; and ﬁl to mitigate some
potential issues. These results, then, allow us to obtain TFP, based on Eq. (3) as
follow:

a/);z = Yijt + ﬂkkijt + +ﬁllijr 4)

2.2 Estimation of the impact of institutions on firm TFP

To examine the relationship between institutions and firm total productivity, we
examine the following model:

TFPlj, =f, + ﬁllnstitutionpt + yX,ﬁ + 5th +o,+¢;, 3)

where TFP;;, denotes total factor productivity of firm i at time t; Institution,,, refers
to the institutional index of province p at time t, X;; is a vector of control variables
demonstrating firm characteristics and Y, represents the industry’s specifics. o, refers
to firm unobserved individual effect (fixed effect) and £, is the random error term.
We take into account firm age, market share, profitability, export, labor productiv-
ity, and wage as control variables at the firm level. Share of foreign direct investment
in the sector (F'DI share) and market concentration (HHI) are used to control for sec-
tor characteristics.

The estimations of our benchmark model (5) may face some technical issues,
most notably, the autocorrelation problem. By nature of productivity, it could
depend on its own past (Wooldridge 2009), for example, some productivity shocks
caused by changes in the economy’s context that are not observable (negative shock
as a result of natural disasters such as severe floods or drought, or an unexpected
health crisis such as Covid-19). Furthermore, some of the regressors (wage, labor
productivity, etc.) might be correlated with the previous values of TFP, causing
these to be predetermined regressors. Under the dynamic context, Eq. (5) becomes:

TFP;;, = by + B\ TFP;;,_\ + P,Institution,, + yX;

e T 5th +o,+¢; (6)

where TFP;; ,_, is the value of TFP of the same firm in the previous year. Esti-
mation of Eq. (6) using OLS estimation technique to subtract the firms’ mean val-
ues of the dependent and independent variables may generate a correlation between
the dependent variable and the error term which is not mitigated by increasing the
sample size (Nickell, 1981). To account for this problem, we follow Arellano and
Bond (1991) to apply the generalized method of moments (GMM) estimation which
uses lags of dependent variables to be instrument variables. According to Roodman
(2009), GMM s highly appropriate for such models and data that have (i) a linear
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relationship model, (ii) a large number of observations and a small time span, (iii)
the dependent variable is dynamic, depending on its own past; and (iv) some regres-
sors are not strictly exogenous.

Our dataset covers the 2010-2020 period (t=11) for all firms in manufacturing
sectors (about 29,400 firms each year on average). Firm productivity is assumed to
depend on its past value, due to path dependence and learning effects. Path dependence
suggests that current productivity is influenced by historical decisions, technologies,
and investments, creating inertia in productivity trends. Additionally, firms may learn
from past experiences, refining processes and adopting innovations incrementally,
thus shaping future productivity levels. This historical inertia and learning dynamics
underscore the interplay between past and present TFP, which refers to a dynamic
relationship in our Eq. (6). Some of our control variable in the vector X;;, (discussed
in more detail in the following section) are not strictly exogenous, for instance, firm’s
average wage or profiability might be correlated with the error terms.

In the Arellano-Bond GMM setup, the model consists of a system of equations
for each time period where the lag values are used as the instrumental variables for
the current time point. The first step of GMM is to take the first difference of Eq. (6),
which removes the constant term and the individual effect:

ATFPUI = pATFPlJ’(t_l) + aAlnstitutionpt + 6AX

i + eAYj, + Aeijt 7

The next step is to estimate Eq. (6) using the GMM technique with the second
and third lags of TFP used as instruments for the TFP;; ,_,). According to Roodman
(2009), GMM uses the forward orthogonal deviations transformation, proposed
by Arellano and Bover (1995), which subtracts the average of all available further
observation from the current value, and it drops the last observation for each unit
(firm) in the panel.

2.3 Data and variables

There are two main data sources for this paper. Firm level data comes from
the Vietnam Enterprise Survey (VES), which is conducted by the General
Statistics Office (GSO) annually. Institutional data comes from the Provincial
Competitiveness Index (PCI), carried out by a collaboration between VCCI and
USAID. VES is a survey that collects most information on firm characteristics and
firm performance across all sectors, regions, and ownership types. All registered
firms with more than 50 employees in big cities such as Hanoi and Ho Chi Minh
city are included in the survey and firms with less than 50 employees are randomly
selected. In other provinces, all firms are included. The cleaned dataset consists of
294,278 observations in the manufacturing sector. We focus on the manufacturing
sector since this sector contributes 33.3% of the total GDP of the country (Central
Intelligence Agency 2022). Of the 23 sub-sectors in the manufacturing industry,’

2 Information about sub-sectors in the manufacturing industry can be found here:
https://vanban.chinhphu.vn/?pageid=27160&docid=194154
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fabricated metal products sector has the largest number of firms in the industry
(16.17% of the sample). Based on our TFP estimation,’ firms in the manufacture
of chemicals and chemical products, of rubber products, of basic metals, of food
products, of electrical equipment, and of motor vehicles, trailers, and semi-trailers
are among those which have the highest productivity.

The second dataset used in the analysis comes from the PCI survey, which is
conducted by the Vietnham Chamber of Commerce and Industry (VCCI) with the
support of the United States Agency for International Development (USAID) in
Vietnam. This is also an annual survey at the provincial level, obtained to provide
information on provincial government quality. The overall PCI is constructed from
ten sub-indexes covering different aspects of provincial governance, with scores
ranging from 40 to 100. The higher the score, the better a province’s institutional
quality. Overall, the PCI data show that Vietnam has experienced an increasing
trend in institutional quality. These data are constructed from seven surveys (USAID
2021) on more than 8,000 domestic private firms and more than 1,200 foreign
invested firms across all 63 provinces. While studies of other countries have used
the World Bank’s Worldwide Governance Indicators, that dataset only covers the
national level, not the provincial level, the PCI data are more granular and thus
was chosen for this study. PCI measures and evaluates the quality of economic
governance, business environment friendliness, and administrative reform efforts
of provincial and municipal governments in Vietnam, aiming to promote the
development of private economic sectors. According to the PCI website:

Built on the largest and most meticulous annual enterprise survey data in
Vietnam to date, PCI serves as the collective voice of the private business
community regarding the business environment across provinces and cities
in Vietnam. PCI does not aim solely for scientific research purposes or to
praise or criticize provinces with high or low PCI scores. Instead, it seeks
to explore and explain why some provinces outperform others in private
economic development, job creation, and economic growth. With the annual
publication of results and publicly available data PCI serves as a valuable
reference for provincial leaders, policymakers, and planners, enabling them to
identify administrative bottlenecks and choose the most effective solutions for
economic governance reforms.

PCI consists of ten component indexes covering key areas of economic gov-
ernance relevant to enterprise development in provinces and cities. A locality
is considered to have good governance quality when it exhibits: (1) low mar-
ket entry costs; (2) easy land access and stable land use; (3) transparent busi-
ness environment and public business information; (4) low unofficial costs; (5)
swift inspection, examination, and enforcement of regulations and adminis-
trative procedures; (6) fair competition environment; (7) dynamic provincial
government innovative in addressing business issues; (8) high-quality enter-
prise development support services; (9) good labor training policies; and (10)

3 Results of the TFP estimation can be made available on request.
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fair, efficient dispute resolution procedures and well-maintained law and order
security.*

For firm characteristics, we include labor and capital (both in log form) to
estimate TFP (Blundell and Bond 2000). In the estimation to measure the impact of
firm characteristics on TFP, we take into account the average wage that a firm pays
to its employees since it is a way to encourage workers to be more productive (Van
Biesebroeck 2017). Firm age is included to capture the learning-by-doing effect
of firms over time (Ha et al. 2021; Vu and Tran 2021). It is evident that exporting
activity may also encourage firm productivity (Alvarez and Lopez 2005; Arnold
and Hussinger 2005) and, therefore, we take into account export as the log form of
absolute value of exports. We use labor productivity to account for human capital of
firms which is closely linked to TFP (Botev et al. 2019).

Profitability of firms is computed as the ratio of net profit to total assets. Market
share is measured as the ratio of firm revenue out of total sector revenue.’ To
account for sector specifics, we accommodate gross output share of foreign direct
investment in the sector (FDI share) since the presence of FDI might encourage firm
productivity (Fujimori and Sato 2015; Newman et al. 2015).

For institutional quality, we use the PCI, which is constructed from ten sub-
indexes measuring the quality of governance at the provincial level. The 2010-2020
period was chosen as the time-frame of this study because it is the most up-to-
date data available from the GSO and the period covers some significant changes
in government policy toward giving firms a more transparent, supportive business
environment. While there are other sources of data which might be considered,
such as those available from the World Bank or Transparency International, those
data operate at the national level and do not contain information at the provincial
level, which is what this study requires. Therefore, this study proceeded using the
PCI data. Table 1 below provides detailed information about variables and Table 2
presents data statistics.

3 Results and discussion

We first estimate firm TFP (Eqgs. 1-4) to be the input to estimate Eq. (6) using sys-
tem GMM technique for the whole dataset for each institutional sub-index sepa-
rately. We then separate the sample into sub-samples considering ownership type
(private, SOE, FDI) and size of firm. Lag values of TFP and some control variables
including wage, export, labor productivity, market share, and profitability are used
as the instrument variables, since these firm specifics are likely to depend on their
own lags (Arellano and Bond 1991; Roodman 2009). We report the Arellano Bond
(AR) test for second-order correlation and the Hassen test for overidentification
along with the results.

# Details about PCI can be found here: https://pcivietnam.vn/gioi-thieu.html
5 We use sector at level 4 out of 5 levels in our VSIC system to compute market share here.
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Table 2 Data description

Variable Obs Mean Std. Dev Min Max

TFP 294,278 5.897 1.237 0.169 13.214
Wage (log) 294,278 7.190 1.932 0.182 16.310
Export (log) 294,278 1.212 2.853 0.000 18.832
Labor productivity (log) 294,278 4.408 0.974 0.012 9.987
Market share 294,278 0.000 0.005 0.000 1.000
Profitability 293,653 0.017 1.103 -68.263 372.475
Age 294,278 8.141 6.805 1.000 72.000
1Q 294,278 60.859 3.398 45.117 73.530
FDI share 294,278 0.385 0.237 0.000 0.985
HHI 294,278 0.685 0.711 0.003 0.661
Industrial zone 204,896 0.165 0.372 0.000 1.000
Entry Costs 294,278 8.124 0.754 5.869 9.598
Land Access 294,278 6.150 0.820 4.123 8.839
Transparency 294,278 6.151 0.474 2.930 7.625
Time Costs 294,278 6.377 0.767 3.508 8.902
Informal Charge 294,278 5.729 1.048 2.809 8.943
Policy Bias 219,887 4.867 0.835 3.115 8.194
Proactivity 294,278 4.770 1.070 1.387 9.376
Business support 294,278 5.826 1.131 1.753 7.815
Labor Policy 294,278 6.264 0.889 3.596 8.175
Law 294,278 5.228 0.960 1.996 7.986

Authors’ calculation from VES

3.1 TFP and overall institutional quality

We examine the impact of the overall institutional quality (IQ) on firm TFP and
find that there is strong evidence to confirm a positive impact. Results in Table 3
show that a one-point increase in IQ is associated with a 0.0195 point increased in
firm TFP, on average. Higher IQ indicates a better business environment where the
improvement might come from any combination of the ten components. Better insti-
tutions might mean that firms can more easily enter the market, access land and other
natural resources, suffer less from corruption, and benefit from more transparency,
more business support, a better labor force, better enforcement of law and order, etc.
This finding is in line with existing literature which finds a positive impact from
institutional quality on firm performance (Hung et al. 2021; Huynh et al. 2022). Sur-
prisingly, improvements in IQ appear to only encourage private and FDI firms’ TFP,
where no significant evidence of the same for SOEs was found. High institutional
quality results in lessening information asymmetries and promotes information flow
about market status, supplier and consumer conditions, which may provide a com-
plete picture that might embolden business formation (Fogel et al. 2008). Govern-
ment might implement policies that shape the business environment by applying
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incentives or barriers, which may promote or constrain business activities (Urbano
et al. 2019). It is argued that regulations, property rights, and their implementation
clear the way for entrepreneurial activities, especially innovative activities that build
on trust and cooperation while corrupt environments and weak property protection
might hamper information circulation and raise transaction costs and, hence, impede
entrepreneurship (Fogel et al. 2008). Good governance generally indicates low
bureaucracy, a more transparent system, and low level of corruption that may pro-
mote the creation of new businesses or investment (Fu et al. 2020). Moreover, higher
institutional quality might facilitate innovation and enterprise creation better under a
firm legal framework with strong monitoring mechanism that may encourage entre-
preneurial activities (Dau and Cuervo-Cazurra 2014). This finding also aligns with
the existing literature on Vietnam where positive impact is found for provincial insti-
tutional quality on firm performance (Huynh 2022; Tran et al. 2009; Vu 2021).

Results across regressions consistently indicate that firm characteristics do
have an impact on firm TFP. Overall, wage, export status, labor productivity, and
profitability are among those which positively affect firm TFP. Age appears to have
a small negative impact on firm TFP while the market share of a firm does not have
any statistically significant relationship with firm TFP, which is, somewhat, in line
with findings from Lasagni et al. (2015). At the sector level, FDI appears to lower
private firm TFP. Since we measure share of FDI by the proportion of FDI’s gross
output out of the sector’s gross output, the higher share of FDI, the stronger the
pressure from foreign competitors in that sector. This leads to poorer performance
for private firms (this is often called horizontal spillovers from FDI (Newman et al.
2015, Ha et al. 2019).

3.2 TFP and individual impacts of institutional-sub components

In the next step, we dig deeper into the effect of each institution component on
firm TFP. Table 4 presents results from ten models, in which each component of
institution is used to examine the separate impact of these components on firm TFP.

An interesting story emerged when the results showed that eight out of ten sub-
indexes are found to be clearly linked to firm productivity.

Time cost (indicating the time it takes for a business to interact with the govern-
ment in the province) is the component that is found to have the strongest impact
on TFP. The higher this index, the better. A one-point increase in Time cost (indi-
cating less time needed to interact with local officials) is associated with a 0.106
point increase in firm TFP, holding other factors constant. A closer look into the
components of Time cost reveals that this sub-index refers to the efficiency of the
local government that helps reduce the time that firms need to spend for such activi-
ties like tax inspection, the volume of paperwork, or the time for a firm to under-
stand and apply the province’s policies. Interestingly, although our findings reveal an
important role of Time cost in improving firm TFP, it is weighted among the lightest
of the PCI components (5%) (USAID 2021).

On average, 80% of firms (in 2020) agree that government officials are friendly,
which is a strong improvement from 58% in 2014. When officials are allowed to be
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unhelpful, it can indicate that they are in the position to enforce rules in arbitrary
ways, which leads to lower levels of efficiency for companies (Dolfsma 2011). This
concern is further supported by the fact that only 66% (in 2020) agree that required
paperwork is simple to complete (46% in 2014). When these two are taken together,
we can imagine a firm which has to complete required paperwork and then asks
government officials for support in understanding it, since the paperwork itself is
unclear. They get an unfriendly or unhelpful response, leading to increased costs for
the firm, thus lowering TFP. This finding is interesting not only because Time cost
is the most influential sub-index in this study but also because it directly contradicts
earlier findings, which concluded there was no evidence that Time cost influenced
TFP (Huynh 2022).

Labor policy is the second largest institutional contributor to firm TFP. On
average, a one-point increase in this index leads to a 0.09-point increase in firm TFP.
Provincial labor policy aims to support firms, especially private firms, who may
have difficulties in recruiting sufficient labor, to hire qualified labor for their business
by providing labor fairs, and other supporting activities. It shows how supportive
the local government is in terms of helping firms recruit unskilled workers, skilled
workers, specialists, or mangers and the costs of training and recruiting labor as
well as the quality of the labor force available. It is not surprising that this index is
strongly correlated with firm TFP since quality of labor is crucial to manufacturing
firms’ operations.

An increase in higher education quality, which is one component of Labor policy,
is also a benefit to the individuals who receive the education. With better training,
people can work at large or small firms. However, without sufficient training, the
individuals may be limited to only working for a large firm which has the resources
to provide their own training. A related issue is the costs firms pay to recruit new
job candidates. Smaller firms are more likely to depend on government agencies
as they may be unable to afford the higher costs of private recruiting firms (Zotto
and Gustafsson 2008). However, larger firms, benefiting from greater economies
of scale, are more able to afford professional in-house recruiting staff and private
recruiting firms.

Surprisingly, Transparency and Legal institutions each appear to have a negative
relationship with firm TFP. This could be the case where transparency and good
enforcement of law and order increases the competition in the province, which may,
in turn, lead to lower productivity for firms on average where firms might have a
large number of competitors. Another possible reason might be where transparency
limits the ability of firms to lobby or bribe local officials, it might also reduce the
“grease the wheel” effect of corruption (Nguyen et al. 2020) and, therefore, results
in a less productive business. Similarity, Legal institutions, described as an “avenue
for lodging appeals against corrupt official behavior”,® shows that the better legal
institutions, the more difficult for firms to bribe provincial officials and that might
lead to a lower productivity for firms on average. These findings and arguments here
hold for all firms across ownership or size. It is important to note that, although not

© https://pcivietnam.vn/en/about/pci-methodology.html
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every sub-index has an impact on firm TFP, the overall IQ score shows an impor-
tant, and positive, role of overall institutional quality on firm TFP.

Only Informal charges (which refers the level of corruption) and Policy bias
(representing the bias in the province’s policy against private firms) had no
statistically significant effect. This is particularly important because according to
Transparency International’s Corruption Perception Index,” Vietnam has been the
15th best performing country (out of 181 countries) at improving its control of
corruption between 2012 and 2022. Vietnam has been the 10th best performing
country between 2017 and 2022. While Vietnam has clearly put in serious effort to
improve its control of corruption starting in 2015, the findings herein would imply
that those efforts did not lead to improved firm TFP, though they may have led to
other improvements.

3.3 Firm TFP and institutions by ownership

To see a clearer picture, we observe the relationship across different ownership types
and sizes. Results for SOEs, private, and FDI firms are reported in Tables 5, 6 and 7
below.

There is a clear difference in the extent to which institutional quality impacts
SOEs versus private and FDI firms. Although the PCI survey focuses on private
firms’ perception of institutional quality, it represents the business environment at
the provincial level, which affects all firms that operate in that province. However,
findings show that there is no significant evidence of the relationship between
institutional quality and SOEs’ TFP. Across all regressions on the SOE sample, no
institution sub-index was found to have an impact on TFP. One possible reason for
this is that SOE are either fully or mostly owned by the government, indicating that,
perhaps because of state-ownership, they can enjoy more governmental favor. In
the PCI survey, 21.75% of participants in 2013 agreed that provinces give greater
privilege to SOEs. This increased to 29% in 2020 and roughly 20% of the private
firms in the survey agreed that SOEs were given privileges for land and financial
access.®

Private firms, on the other hand, appear to be significantly impacted by institu-
tional quality. We find that six out of the ten sub-indexes appear to be correlated with
private firm TFP, in which Time cost and Labor policy have the strongest impact on
firm productivity and this is consistent with the benchmark results in Table 3. Land
access and Proactivity are also found to have a positive effect on private firms while
Entry cost, Informal charges, and Law and order appear to have no effect on private
firm TFP. Overall, improvements in provincial institutions do benefit private firms.

Results from the FDI subsample indicate a very different story. Among the ten
sub-indexes, only Access to land and Informal charges are found to have a signifi-
cant impact on FDI firm productivity. Land access in the survey is described as “A

7 Transparency International’s Corruption Perception Index data can be found at.
https://images.transparencycdn.org/images/CP12022_GlobalResultsTrends.xlsx

8 Detailed data for this could be found in the “Policy bias” component in 2013 and 2020: https:/www.

pcivietnam.vn/du-lieu-pci
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measure combining two dimensions of the land problems confronting entrepreneurs:
how easy it is to access land and the security of tenure once land is acquired”.’
Meanwhile, informal charges appear to positively encourage FDI firm productivity.
That is, these findings support the idea that lower levels of corruption do help FDI
firms to increase their productivity. We do not, however, find any evidence of cor-
ruption impacting the TFP of other firm types.

4 Conclusion and policy implication

This study utilizes a firm-level dataset obtained from the richest survey on enterprises
in Vietnam to examine the impact of institutional quality on firm TFP. Using the GMM
estimation technique, it is found that, overall, local institutional quality has a significant
positive impact on firm TFP, indicating that better institutions mean higher firm produc-
tivity. Our analysis illuminates how institutional quality at the provincial level not only
streamlines the operational landscape for businesses but also significantly improves their
TFP. Central to our findings is the revelation that reducing the time cost associated with
conducting business, through efficient regulatory frameworks and effective governance,
serves as a crucial lever for enhancing firm TFP. This reduction in bureaucratic inertia and
transaction costs allows firms to allocate resources more optimally, focus on core compe-
tencies, and embrace innovation, thereby driving productivity. Equally important is the
impact of sound labor policies implemented at the provincial level. Our research indicates
that well-crafted labor policies, which balance the needs of the workforce with the imper-
atives of business efficiency, significantly contribute to the enhancement of firm produc-
tivity. By ensuring a stable, skilled, and motivated workforce, these policies underpin the
productivity gains that are essential for firms to thrive in competitive markets.

Notably, our analysis demonstrates that improvements in institutional quality are
beneficial for both private firms and FDI entities, facilitating these firms in achiev-
ing higher TFP. This positive outcome is largely due to reduced operational time
costs and the establishment of supportive labor policies at the provincial level. For
private and FDI firms, better institutional environments mean less bureaucratic delay
and a more predictable business setting, encouraging efficient resource use and inno-
vation. However, the situation for state-owned enterprises (SOEs) is not the same,
indicating that SOEs do not experience the same TFP benefits from enhanced pro-
vincial institutional quality as their private and foreign counterparts do. This diver-
gence might be attributed to the different operational goals, regulatory oversight,
and market dynamics that SOEs face, which may buffer them from the positive
effects of institutional improvements seen in other sectors.

The findings suggest several policy recommendations to improve firm
TFP by enhancing provincial institutional quality. First, implement measures
aimed at enhancing overall institutional quality at the provincial level. This
could involve reforms to improve governance, transparency, and regulatory
efficiency. Furthermore, establish mechanisms for monitoring and evaluating

9 https://www.pcivietnam.vn/en/about/pci-methodology.html
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the effectiveness of provincial institutions in supporting business activities and
promoting productivity growth. By strengthening institutions, Vietnam can
create a more conducive environment for firm TFP improvement.

Next, regarding time cost for business activities, launching targeted programs
to reduce the time costs associated with doing business in Vietnam might
be a solution to further improve firm TFP. This may include streamlining
administrative procedures, further digitizing government services, and
establishing one-stop service centers for business registration and licensing.
Additionally, invest in infrastructure and logistics to improve transportation
networks and reduce supply chain bottlenecks. By focusing on reducing time
costs, Vietnam can enhance its attractiveness to private firms and FDI entities,
ultimately boosting both firm TFP and overall country productivity.

Moreover, labor policy enhancement might be helpful to boost firm TFP by pri-
oritizing reforms to enhance labor policies, balancing the needs of workers with the
requirements of businesses. This could involve updating labor laws to reflect mod-
ern employment practices, promoting vocational training and skills development
programs, and strengthening mechanisms for resolving labor disputes. Additionally,
ensure that labor regulations are enforced fairly and consistently across provinces.
By improving labor policies, Vietnam can create a skilled and productive workforce,
benefiting private firms and FDI firms that rely on efficient labor markets.

In order to improve the Labor policy sub-index, policy changes should focus
on improving the quality of education at higher education institutions (HEISs).
Only 47% of firms (in 2020) agreed that HEIs are producing good quality gradu-
ates (up from 33% in 2014). Unfortunately, we see that HEIs are a bit too slow
to change, including in the Global North, to meet the needs of industry. Indeed,
many authors have remarked on the slowness and difficulty of getting HEIs to
change (Burner 2018; Caruth 2013; Diamond 2006; Unin 2012). Some recom-
mendations that have been made over the years to improve HEIs in Vietnam
include: A greater emphasis on authentic assessment (Andre and Webster 2018);
strengthening technology infrastructure (World Bank 2020); using learning man-
agement systems (Andre and Webster 2021); improving curriculum and peda-
gogy (World Bank 2020) by learning from, rather than copying, foreign HEIs
(Tran, 2012); using learning analytics (Andre 2022); promoting metacognition
(Webster and Andre 2022); and working more closely with industry (Tran 2019).
Pushing HEIs to implement the suggestions of HEI researchers in Vietnam would
go a long way toward improving the Labor policy scores for any province.

4.1 Limitations and avenues for further research

Although the paper contributes to the existing literature on Vietnam, there exist
several limitations. First of all, the data for institutional quality is at the provincial
level, which means that every firm in one province is assumed to be affected
similarly by institutional quality. Despite controlling for firm characteristics, the
results could be improved if the data allow researchers to examine the impact of
institutions at the firm level. This is only possible if the enterprise survey includes
information about the way firms work with local governments. The PCI survey does
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have such information at the firm level; however, the raw data are not made public.
The second limitation of this paper is that we are only able to examine the formal
institutional quality (as provincial governance), but not informal institutions, such
as social norms, firm traditions and culture, etc., which might also have an impact
on firm productivity. These limitations suggest that if the data are available, further
investigations can explore the relationship more deeply.

Future research should focus on addressing the limitations identified in this study
to enhance our understanding of the relationship between institutional quality and
firm productivity. Firstly, researchers should endeavor to obtain data at the firm
level rather than relying solely on provincial-level data. This can be achieved by
incorporating information about the firms’ interactions with local governments
into enterprise surveys. Additionally, efforts should be made to make raw data
from surveys like the PCI survey publicly available, enabling more comprehensive
analyses.

Moreover, future studies should explore the impact of informal institutions, such
as social norms and firm culture, on firm productivity alongside formal institutional
quality. By considering both formal and informal institutions, researchers can gain
a better understanding of their influence on firm performance. Addressing these
research gaps would contribute to a more robust understanding of the complex
relationship between institutions and firm productivity, thereby informing policy
interventions and managerial decisions effectively.
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