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Abstract: This study examines the effect of relative economic distance (RED) be-
tween countries on bilateral foreign trade and foreign direct investment (FDI), using 
Vietnam as a case study. The difference in per-capita GDP is used as proxy for the 
RED between Vietnam and her partner countries. Modified gravity models are esti-
mated using the procedure of panel-corrected standard errors (PCSE). The results 
indicate that there is a feedback and significantly positive relationship between 
Vietnam’s trade and FDI inflows. The economic distance between Vietnam and her 
partner countries has a significantly positive influence on the country’s bilateral 
trade and FDI inflows.
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1. Introduction
This study investigates how the relative economic distance (RED) between countries influences bilat-
eral foreign trade and foreign direct investment (FDI), using Vietnam as a case study. This is an un-
der-researched topic because many international studies have focused on how differences in the 
physical and cultural distance between countries impact on trade and FDI flows, while relatively 
neglecting the effect of economic distance (Tsang & Yip, 2007). According to Linder’s (1961) hypoth-
esis, similarities in the per-capita incomes of trading partners lead to more trade. In the context of 
FDI, the economic distance between home and host countries seems to reflect their differences re-
garding factor costs and technological capabilities, both of which affect FDI decisions and perfor-
mance. As such, investigating the RED between countries could significantly enhance the 
understanding of bilateral trade and FDI flows.

Vietnam provides an interesting case study, as she is one of the fastest growing economies of the 
ASEAN region, as a result of increased trade and FDI, since the late 1980s (Das & Tuen, 2016, p. 249). 
Although, Vietnam’s trade expansion was hindered by the 1997 Asian financial crisis, her economic 
development process has substantially been supported by the economy’s export orientation and 
integration into the world economy (Abbott & Tarp, 2012). In terms of FDI, the promulgation of the 
Law of Foreign Investment has successfully attracted huge amounts of foreign investments to 
Vietnam, since the late 1980s (Das & Tuen, 2016). This has helped to revitalize the private sector, as 
well as transform the economy from an agriculture-based economy to an industrializing one (ADB, 
2006). Due to the unavailability of data, however, studies on Vietnam in general and trade and in-
vestment issues in particular, have not received adequate attention in existing literature.

This study examines the extent to which the RED between countries impacts on the flow of foreign 
trade and FDI in Vietnam. This study uses the panel data-set over the period from 1996 to 2012 
which consists of Vietnam’s twenty-five (25) major trading and FDI partners. The empirical analysis 
employs a gravity-type model going beyond traditional geographical distance dimensions to include 
some socioeconomic and institutional variables. The difference in the real per capita gross domestic 
product (GDP) expressed in US dollars, is used as proxy for the RED between Vietnam and her partner 
countries. This variable reflects differences in factor costs (such as labor wage rate) and technologi-
cal capability, which is an important determinant of the performance of foreign trade and invest-
ments (Tsang & Yip, 2007).

The study expects to make theoretical and practical contributions to the existing literature on 
trade and development. On the theoretical side, the concept of RED is particularly critical in the lit-
erature of development economics in general and the field of trade and investments in particular. 
However, it has not been widely utilized in existing studies. In the case of Vietnam, while there are a 
significant number of studies examining trade and investment issues, to the best of my knowledge, 
none of them have explicitly included “economic distance” as a variable in the regressions (see, for 
instance, Abbott, Bentzen, & Tarp, 2009; Anwar & Nguyen, 2011; Binh & Haughton, 2002; Hoang, 
2013; Thanh & Duong, 2011; Trinh & Nguyen, 2015; Xaypanya, Rangkakulnuwat, & Paweenawat, 
2015; Xuan & Xing, 2008). Furthermore, most of these studies on Vietnam fail to take into account 
“multilateral resistance” which can result in severe omitted variable biases (Anderson, 2011; 
Anderson & van Wincoop, 2003, 2004; Egger, 2008).

This research is perhaps the first study which applies a modified gravity model using the RED con-
cept to examine Vietnam’s bilateral trade and FDI inflows with her major partner countries. In the 
estimation equations, country fixed effects are included to capture the time‐varying origin and des-
tination fixed effects to control for this multilateral resistance problem. On the practical side, this 
study expects to generate significant policy implications for national trade and investment policy as 
Vietnam is undergoing rapid integration into the global economy.

The rest of the study is organized as follows. Section 2 reviews related literature on the topic and 
theoretical relationships between the variables of interest. Section 3 presents the baseline model 
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and econometric techniques used in this study. It also provides a rationale for the choice of explana-
tory variables and describes data sources. Section 4 discusses the empirical results while Section 5 
concludes with policy suggestions.

2. Background information

2.1. Economic distance and the flows of trade
There are two different types of potential trade between pairs of countries, regions or economic 
blogs. The first is “existing trade” which exploits the current comparative advantages between the 
two countries or regions while the second is “new trade” which refers to trade that did not exist in 
the past (Hirsch, Ayal, & Fishelson, 1995; Hirsch & Hashai, 2000). The considerable factors for this 
new trade include economies of scale, input sharing, imitation, technology transfer and distance. In 
theory, economic distance has two contradictory effects on trade.

According to the Linder (1961) effect, higher economic distance between trading countries may 
hinder their bilateral trade, since higher economic distance implies difference in the demand struc-
ture. Countries with different demand structures import and export less horizontally differentiated 
products. As such, the volume of bilateral trade reduces with higher economic distance. Conversely, 
countries tend to increase their mutual trade (intra-industry trade) when they have more similar 
per-capita incomes, due to the match in demand structure.

On the contrary, the Heckscher–Ohlin (H-O) effect, where inter-country differences in factor scarcity 
is represented by per-capita income differences, argued that higher economic distance might foster 
inter-industry trade (IIT) between trading countries. Flam and Helpman (1987) proposed that higher 
income individuals tend to consume higher quality products. Consequently, when a country has com-
parative advantage in producing high-quality products, these high-quality products are exported to 
satisfy the demand of rich consumers in the trading partner country. Meanwhile, low-quality products 
are exported by the latter to meet the demand of poor consumers in the former. In this approach, 
there is a positive relationship between the share of vertical intra-industry trade and differences in 
per capita income, as long as differences in GDP per capita are proxies for differences in relative wage. 
The present trading patterns of Vietnam could be affected by both effects. If the negative effects (as 
suggested by Linder) dominate the positive effects (based on H-O, Flam and Helpman), economic 
distance between trading countries negatively affects bilateral trade. Meanwhile, the opposite might 
occur for others and in this case, economic distance will likely have a positive impact on trade.

2.2. Economic distance and FDI
Makino, Lau, and Yeh (2002) proposed that multinational corporations (MNCs) exploit their existing 
resources through FDI in host countries. Besides, they also explore opportunities for new resources. In 
the perspective of resource exploitation, FDI is considered as the transfer of an MNC’s propriety re-
sources over borders. On the contrary, in the view of resource exploration, FDI is regarded as a means 
to obtain strategic assets, including the technology, management, and making expertise available in 
the host country. Based on this theoretical framework, it is argued that MNCs are keen on investing in 
host countries that are less developed than their home countries for the opportunity of resource ex-
ploitation. On the other hand, they tend to invest in host countries that are more developed than their 
home countries for the prospect of resource exploration (Tsang & Yip, 2007). This is because the tech-
nological, managerial, and marketing levels of a country are related to her economic development.

As far as resource exploitation is concerned, in host countries that are less developed than MNC’s 
home countries, these expertises are backward. Hence, inbound foreign firms can exploit their firm-
specific advantages. In addition, local firms in transitional economies may not even be capable to 
compete in market-based economic systems (Child & Markóczy, 1993). This in fact provides a favora-
ble environment for FDI, since MNCs could maintain comparative advantage over local firms and 
operate efficiently and profitably. Regarding a resource exploration perspective, investing in host 
countries that are more developed than MNCs’ home countries tend to increase the firms’ strategic 
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assets over time. This is an essential part of its dynamic ownership advantages, which have become 
more and more important in the knowledge-based global economy (Dunning, 2000). It is noted that, 
although less developed and more developed countries are expected to provide MNCs with opportu-
nities for resource exploitation and exploration, respectively, countries at a negligible economic dis-
tance (that is, of a similar level of economic development) are less likely to offer such opportunities. 
Thus, MNCs will be less able to obtain desirable strategic assets or gain comparative advantage rela-
tive to local firms when investing in these countries.

2.3. The proxy for “economic distance” variable
The key ingredient in the analysis is the measure of economic distance. A natural first candidate for 
economic distance is geographic distance. In the increasingly integrated and globalized world, how-
ever, geographic distance among countries might not be as critical as it was in the past. A significant 
number of countries divided by thousands of miles may get close to each other in education, culture, 
economics, and technology or in access to information through the Internet. For example, the US 
may be farther from Mexico than it is from Canada in economic sense, while Hong Kong and Britain 
may be rather close (Conley & Ligon, 2002).

Two measures of economic distance were employed by Conley and Ligon (2002) to study a sample 
of 18 selected countries. Accordingly, transportation costs between economies were used as the 
first measure, which dealt with physical capital. This is given as United Parcel Service (UPS) ocean 
freight shipping rates (in US dollars). Meanwhile, the cost of airline fares between countries’ capitals 
(in US dollars) was selected as the second measure. This measure relates to human capital (e.g. the 
cost of flight tickets of a consultant). However, this and similar methods have a disadvantage be-
cause of their dependence on a specific unit (which is the US dollar in this case). Although, both 
economic distance measures succeed in capturing some sort of fixed costs associated with the 
transportation of factors, it seems clear that both the lowest cost route and the fixed costs associ-
ated with shipping will also depend on the nature and quantity of the good being shipped.

This study refers economic distance to how similar the economic system and metrics are between 
the home and foreign countries. This could result from differences in terms of macro-economic indi-
cators such as per capita gross domestic product (GDP), economic growth rates, inflation, unemploy-
ment rate, rich–poor differences, and access to natural resources. As such, in this study, the economic 
distance between Vietnam and her partner countries is measured as the difference between ln (yi) 
and ln yVN, where yVN and yi represent the real GDPs per capita (expressed in US dollars) of Vietnam 
and her partner countries, respectively. Natural logarithmic difference is used as it is a standard 
practice in econometrics. The difference in the levels of per capita GDP is used as proxy for economic 
distance because this variable reflects the differences in factor costs and technological capability. 
These are critical factors which influence decisions and performance of foreign trade and invest-
ments. The use of this proxy could strengthen the understanding of foreign trade and investment.

3. Methodology

3.1. The benchmark model
In the case of Vietnam, many studies have attempted to explore potential FDI determinants such as 
market size, economic growth, labor cost, exports, imports, trade openness with Free Trade 
Agreements (FTAs) and World Trade Organization (WTO). However, the role of countries’ similarity in 
size on FDI inflows into Vietnam has seemingly been ignored. To capture the difference or similarity 
in relative endowments, the proxy for economic distance between Vietnam and her partners is in-
cluded in the equation in order to assess the impact of countries’ similarity in size, on bilateral trade 
flows and FDI inflows into Vietnam. The economic distance between Vietnam and her partner coun-
tries, as specified earlier, is measured as the difference between ln (yi) and ln yVN , where yVN and yi 
represent the real GDPs per capita in US dollars of Vietnam and her partner countries, respectively.
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To examine the subject matter, besides including the three variables of interest: FDI, trade and 
economic distance, the baseline model also controls other variables, including: exchange rate, gov-
ernance indicator, FTAs, which are commonly known to have an effect on the relationships among 
the three main variables.

Regarding the role of institutions (governance indicator) to trade, de Groot, Linders, Rietveld, and 
Subramanian (2004) argued that institutional quality and homogeneity plays a critical role in deter-
mining bilateral trade between two countries. Accordingly, uncertainty related to contract enforce-
ment and general economic governance decreases with a quality institutional framework. The 
higher levels of property security and trust in the process of economic transactions greatly contrib-
ute to reducing transaction costs. Furthermore, if traders in both countries experience institutional 
homogeneity, this leads to similar norms of behavior and similar levels of trust in doing business. 
Thus, adjustment costs regarding natural unfamiliarity and insecurity with trading partners are re-
duced, as traders are better prepared to utilize each other’s institutions and environment. In es-
sence, a higher perceived quality of governance is expected to positively impact bilateral trade.

In addition, Burger, van Oort, and Linders (2009) pointed out that the traditional specification of 
the gravity model ignored the effect of relative prices on trade patterns, which might lead to omitted 
variable bias of the parameter estimates in the gravity model equation. Hoang (2013) argued that a 
higher real exchange rate implies the devaluation of the domestic currency, which may attract FDI 
inflows and vice versa. Nguyen (2010) mentioned two reasons for augmenting the gravity model 
with the exchange rate variable in his study. First, the theoretical linkage between the exchange rate 
and exports as well as imports is well-known in economics literature and supported by a large num-
ber of empirical research. Second, he opined that many studies related to gravity models indicate 
that exchange rate is a critical explanatory variable.

As for the effects of FTAs, Vietnam has signed a number of FTAs with major partners, including 
AFTA with ASEAN countries, ACFTA with China, AKFTA with Korea, JVEPA with Japan, AANZFTA with 
Australia and New Zealand. In theory, these FTAs facilitate bilateral trade (Nguyen & Xing, 2008). As 
such, following Hoang (2013), binary dummies are created accordingly, which are expected to cap-
ture the possible effects of bilateral and regional trade agreements on FDI inflows to Vietnam.

The baseline model also considers the traditional elements of a gravity model including geograph-
ical distance and border effect. The geographic (physical) distance between two countries is com-
monly known as a proxy for transportation and transaction costs. A longer distance means that the 
two countries are located far away from each other, which implies higher transport costs and hence, 
likely to cause a negative impact on the bilateral flows of trade and FDI. On the contrary, proximity 
makes transportation cheaper. Finally, border effect matters as whether two countries share the 
land border or not, influences the bilateral flows of trade and FDI.

Following the above discussion, the two benchmark models are estimated:
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logarithmic difference between per-capita GDPs of country i and Vietnam at year t. GOVi and GOVVN 
are the average value of government indicator of country i and Vietnam, respectively, at year t. TRit 
is Vietnam’s trade with country i at the year t, expressed in millions of USD (2005 price). BORVNi is a 
binary dummy which is unity (equal to 1) if Vietnam and country i share the land border and is equal 
to 0 otherwise.

AFTA is the binary dummy variable which is unity (equal to 1) if Vietnam and partners join/sign the 
ASEAN Free Trade Area (AFTA) at year t and is equal to 0 otherwise. USBTA is a binary dummy vari-
able which is unity (equal to 1) if Vietnam and the USA sign the Bilateral Trade Agreement at year t 
and equal to 0 otherwise. ACFTA is a binary dummy variable which is unity (equal to 1) if Vietnam 
and partners join/sign the ASEAN–China Free Trade Area at year t and is equal to 0 otherwise. AKFTA 
is a binary dummy variable which is unity (equal to 1) if Vietnam and partners join/sign the ASEAN 
Korea Free Trade Agreement at year t and is equal to 0 otherwise. JVEPA is a binary dummy variable 
which is unity (equal to 1) if Vietnam and Japan sign the Japan–Vietnam Economic Partnership 
Agreement at year t and is equal to 0 otherwise. AANZFTA is a binary dummy variable which is unity 
(equal to 1) if Vietnam and partners join the ASEAN–Australia–New Zealand Free Trade Agreement 
at year t and is equal to 0 otherwise. �jit is a random error.

Ignoring “multilateral resistance” might have made the standard gravity model misspecified and 
lead to omitted variable bias (Anderson & van Wincoop, 2003). Anderson and van Wincoop (2003) 
suggest that empirically, the inclusion of country fixed effects captures “multilateral resistance” 
reasonably well and thus corrects this misspecification. In their illustrative application, Anderson 
and van Wincoop (2003) include country fixed effects for both importers and exporters to control for 
this multilateral resistance problem. However, in their study, the use of fixed effects is in a pure 
cross-section context. This study takes the idea of multilateral resistance to its logical conclusion in 
a panel context by including time-varying importer and exporter fixed effects in estimation equa-
tions to examine the determinants of Vietnam’s FDI and bilateral trade flows.1 Beyond capturing 
multilateral resistance, country fixed effects control for other sources of endogeneity bias (Head & 
Ries, 2010).

For a comparison purpose, besides estimating the two benchmark models (1) and (2) with the TR 
variable to capture the total trade effect, this study also estimate these main models with EX and IM 
(representing Vietnam’s exports to and imports from country i at year t in millions of USD (2005 
price), respectively) in lieu of TR in order to separately capture the exports and imports effects. As 
such, there are six estimation models in this study.

3.2. Data descriptions
Subject to data availability, the investigation period in this study spans from 1996 to 2012 (T = 17). 
The sample consists of Vietnam’s twenty-five (25) major trading and FDI partners, including: 
Australia, Belgium, Canada, China, Denmark, France, Germany, Hong Kong, India, Indonesia, Italy, 
Japan, South Korea, Laos, Malaysia, Netherlands, New Zealand, Philippines, Poland, Russia, Singapore, 
Switzerland, Thailand, United Kingdom (UK), and United States (US) (N = 25). Interestingly, Vietnam’s 
main investors are also her major trading partners. A more detailed description of the sources of 
data is provided in Table 1.

3.3. Estimation method
The study first calculates a modified Wald statistic for group wise heteroskedasticity in the residuals 
of a fixed-effect regression model, following Greene (2003, p.598). The results, as reported in Table 
2, indicate heteroskedasticity across panels for all equations. Further, the null hypothesis of no au-
tocorrelation is rejected at all conventional significance levels for each of the specification models, 
as reported in Table 2. This is based on running a test of first-order (panel-specific and common) 
autocorrelation, according to Wooldridge (2002).
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The results suggest the existence of common, not panel-specific, first-order autocorrelation. 
Consequently, the classical fixed- or random-effects panel estimators cannot be employed. Instead, 
this study estimates all the specification models using the Prais–Winsten panel-corrected standard 
error (PCSE) estimator. In this case, even though feasible generalized least squares (FGLS) could be 
an alternative estimation procedure, FGLS produces estimates which are conditional on the esti-
mates of the disturbance covariance matrix and are conditional upon any autocorrelation parame-
ters estimated (Greene, 2003). Beck and Katz (1995) also demonstrated that FGLS variance–covariance 
estimates are typically unacceptably optimistic (anticonservative) and the overconfidence in the 
standard errors makes this method unusable, unless where there are more time points than cross-
section units, i.e. T > N. This is not the case of this study as here T = 17 < N = 25. Moreover, the ordi-
nary least squares (OLS) or Prais–Winsten estimates with PCSEs have coverage probabilities that are 
closer to nominal. As such, the baseline models in this study are estimated using the procedure of 
the PCSE.

4. Results and discussion
Table 3 shows the results of estimating the benchmark models, with including country fixed effects in 
the regressions, using PCSEs. As can be seen from the table, a large part of the FDI inflows to Vietnam 
could be explained by a number of factors including geographical and economic distance, the inter-
action in governance, the export, import and bilateral trade flows between Vietnam and her partner 
countries. Among these factors, only geographical distance shows a significantly negative impact on 
FDI flows to Vietnam. The rest of the variables indicate a significantly positive effect. Besides, the re-
sults suggest that geographical distance, economic distance, bilateral/regional trade agreements of 
Vietnam and FDI inflows to Vietnam appear to have significant influences on the amount of Vietnam’s 
exports, imports and bilateral trade flows with her major partners. In addition, only the impact of geo-
graphical distance is negative whereas the other variables have positive effects.

Overall, the findings indicate a bidirectional and positive relationship between FDI inflows to 
Vietnam and export, import and bilateral trade flows with her major partner countries. This result 
indicates that for Vietnam, trade and FDI interact in such a way as to be mutually promoting. The 
estimated coefficients of FDI in the export, import, and trade models are equal to 0.04, 0.07, and 
0.05, respectively. This result indicates that Vietnam appears to trade (including both import and 
export) relatively more with partners who invest significantly in the country. This is particularly true 
given that Vietnam possesses a large stock of export-oriented FDI, coupled with the country’s con-
tinuous efforts in implementing numerous incentives to promote export-oriented investments such 
as simplifying administrative procedures, building centralized industrial zones and export processing 
zones with adequate physical infrastructures and preferential conditions. Moreover, FDI inflows will 
increase exports from Vietnam to the country of FDI donors, if the main source of motivation of 
foreign investors in these countries is supplying the home country market. In this regard, the higher 
level of FDI inflows to Vietnam will increase the amount of bilateral trade between this country and 

Table 2. Heteroskedasticity and Serial-correlation test results

Notes: χ2 statistics in parentheses (heteroskedasticity), F statistics in parentheses (serial correlation). 
Heteroskedasticity: Modified Wald test for groupwise heteroskedasticity in fixed-effect regression model. H0: No 
heteroskedasticity. Serial correlation: Wooldridge (2002) test for autocorrelation in panel data. H0: No first-order 
autocorrelation.

*Denote statistical significance at 5%.
**Denote statistical significance at 1%.
***Denote statistical significance at 0.1%.

(1)
FDI

(2)
EXPORT

(3)
FDI

(4)
IMPORT

(5)
FDI

(6)
TRADE

Heteroskedasticity 276.59*** 1,718.03*** 1,138.99*** 2,235.29*** 746.77*** 1,328.13***

Serial-correlation 3.742* 159.22*** 4.768** 44.624*** 3.624* 120.441***
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its FDI source country. This is consistent with the fact that the primary FDI donors of Vietnam are 
also the country’s major trading partners.

The feedback and significantly positive relationship between Vietnam’s trade (exports and im-
ports) and FDI inflows also suggests that investment policies could be revised and reviewed in order 
to attract foreign investments in export production. For instance, Vietnam could realize policies on 
encouraging and attracting investments in supporting industries in order to meet domestic 

Table 3. Benchmark models: PCSE estimation results

Notes: Importer and exporter fixed effects are included (not reported). t statistics in parentheses.
*Denote statistical significance at 5%.
**Denote statistical significance at 1%.
***Denote statistical significance at 0.1%.

(1)
FDI

(2)
EXPORT

(3)
FDI

(4)
IMPORT

(5)
FDI

(6)
TRADE

RER −0.021 0.032 −0.002 −0.027 −0.022 0.062

(−0.22) (0.90) (−0.37) (−1.23) (−0.34) (1.42)

DISTANCE −2.124*** −0.824** −1.150*** −2.020*** −1.425*** −1.911***

(−6.78) (−3.27) (−3.61) (−8.17) (−5.52) (−4.25)

Ln(GOVi X GOVvn) 2.102** 0.171 0.835** 0.087 0.924*** 0.812**

(2.87) (1.21) (2.72) (0.82) (3.86) (2.21)

BOR 0.018 0.324 0.141 −0.215 0.128 −0.217

(0.97) (1.45) (1.71) (−1.56) (1.02) (−0.82)

AFTA 0.001 0.914** 0.014 0.527 0.005 0.615**

(0.01) (2.78) (1.23) (1.83) (0.03) (2.71)

USBTA 0.813 1.237** 0.081 0.907 0.402 1.019**

(1.32) (2.11) (1.25) (1.63) (1.32) (2.62)

ACFTA 0.716 1.638** −0.282 1.291** 0.031 1.268**

(1.28) (2.84) (−0.69) (3.24) (0.08) (2.62)

AKFTA 2.121** 1.197* 2.025* 2.124*** 2.250** 2.258***

(2.81) (2.01) (2.08) (3.23) (2.90) (4.82)

JVEPA 1.102* 1.918** 0.228 1.142* 1.321* 1.656*

(2.02) (2.71) (0.86) (1.98) (2.02) (2.16)

AANZFTA −0.014 0.125 0.192 0.629** 0.622 0.828**

(−0.02) (0.69) (1.35) (2.82) (1.33) (2.56)

ECONDIS 1.005*** 1.090*** 1.138*** 1.705*** 1.184** 0.649***

(3.23) (5.23) (4.14) (7.25) (2.88) (6.23)

FDI 0.270* 0.081*** 0.109***

(2.43) (5.27) (4.86)

EXPORT 1.126***

(6.63)

IMPORT 1.135***

(5.74)

TRADE 0.568***

(6.21)

CONST −1.713 6.026*** 6.674* 10.12*** −6.528** 8.29***

(−0.46) (4.32) (2.32) (8.68) (−2.91) (5.80)

N 450 450 450 450 450 450
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demands and join in the global supply chain, especially in manufacturing mechanics, electronics and 
informatics, automobile components, garment and textile, footwear and high technology.

With regard to the geographical distance between Vietnam and her partners, lnDISvni, its impact 
on FDI inflows, export, import and trade flows is significantly negative. This is expected in theory as 
the variable DISvni is a proxy for transport and transaction costs. When two countries are far from 
each other, transport and transaction costs are likely to be high. The farther two countries are, the 
less FDI and trade flows (including import and export) between them.

Even though the importance of the border for international trade flows has been documented in 
a number of empirical studies, this study does not find any significant impact of the border effect on 
any of the dependent variables in the specification models. This result has to be interpreted with 
care. The insignificant impact of the border effect does not necessarily mean that barriers implied by 
the border are negligible and countries have become more integrated. Instead, it could be explained 
as due to changes in the extent of integration among regions of the same country (Clark & van 
Wincoop, 2001).

The coefficient of the exchange rate is not statistically significant as expected, suggesting that the 
exchange rate regime did not influence the FDI inflows and trade flows of Vietnam. This could be 
explained by the fact that the Vietnamese Dong has adopted a “crawling peg” with the US dollar. 
Given the fact that the US is no longer the sole important partner to the economy, Vietnam should 
adopt an exchange rate mechanism based on a basket of major foreign currencies, or of foreign cur-
rencies of its major trading partners. This would help improve further the efficiency of Vietnam’s 
exchange rate regime in order to contribute to the country’s consistent exports and FDI inward 
growth.

The interaction of governance indicators between Vietnam and her partner countries appears to 
have a significant influence on the amount of FDI inflows to Vietnam but not on the country’s import, 
export, and trade flows. This finding suggests that the interaction of governance factors did induce 
FDI inflows to Vietnam, but not trade flows. This implies that to attract stable investment from over-
seas partners in the long term, Vietnam should improve on the competitiveness and transparency of 
its business environment by implementing further administration reforms, removing foreign trade 
barriers, completing infrastructure projects, and improving human resources.

Subsequently, the finding shows that economic distance has a significantly positive impact on FDI 
inflows, export, import, and trade flows of Vietnam. Vietnam receives nearly all (about 90%) her FDI 
inflows from countries which are more developed. As such, the significantly positive impact of eco-
nomic distance on FDI inflows to the country could be explained as follows. Since Vietnam is less 
developed than most of the FDI donors, she could offer inbound foreign firms the opportunity to 
exploit their firm-specific advantages and operate profitably. For instance, the technological capa-
bility of Vietnam – the host country – is expected to be at a low level. Hence, MNCs of Vietnam’s FDI 
donors are able to exploit their own technological advantages. Further, many local firms in Vietnam 
might not be able to compete efficiently in the market-based economic systems, allowing MNCs to 
maintain a competitive edge. As a result, less developed host countries (i.e. at a significant economic 
distance) are likely to offer MNCs opportunities for resource exploitation and thus provide an envi-
ronment which is favorable for FDI survival (Tsang & Yip, 2007). Although, this seems to contradict 
existing theories in the literature, the significantly positive impact of economic distance on trade 
flows of Vietnam also reflects what happens in this country. Vietnam’s major exports are unpro-
cessed items including mobile phones and their parts and components, garments and textiles, com-
puters and their parts and components, seafood, machineries and their parts and components, 
wood, rubber, rice and cashew nuts and coal (Vu, 2014). The main export markets for these items of 
Vietnam are the EU, the US, Japan, China, South Korea, Malaysia, India, all of which are more devel-
oped than Vietnam. Meanwhile, Vietnam’s primary imports are manufactured goods and processed 
items including refined petroleum products, machinery, equipment, fertilizers, animal foods and 
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materials, steel scraps and automobiles, most of which come from the EU, the US, Japan, China, 
South Korea, Malaysia, Singapore, Taiwan, all of which are more developed than Vietnam (Vu, 2014).

In a nutshell, Vietnam’s major exports are unprocessed items while her major imports are manu-
factured goods and processed items. It suggests that Vietnam has heavily relied on imports for her 
exports, as the country has weak supporting industries. In the future, Vietnam’s orientation would 
be to increase the export of manufactured goods while decreasing the export of unprocessed items. 
As a result, the countries should implement policies to promote domestic production of potential 
exports of high growth rate and high added value like building materials, petrochemicals, rubber, 
and hi-tech products and promote economic restructuring. The country should further renew tech-
nologies and invest in human capital to improve labor productivity in these industries. The latter 
could be done by strengthening supportive mechanisms and policies for firms and organizations’ 
investment and involvement in labor training for production and export industries.

Finally, the study finds significant positive effects of the various FTAs on FDI inflows and trade 
flows of Vietnam. Specifically, the estimated results in several models show that AKFTA, ACFTA and 
USBTA facilitate FDI capital to the country. Besides, almost all the bilateral or regional free trade 
agreements signed by Vietnam have significantly and positively impacted trade flows between 
Vietnam and her major trading partners.

4.1. Robustness checks
The key ingredient in the analysis is the measure of economic distance. In this study, the simple 
natural logarithmic difference of per capita income between Vietnam and her partner countries is 
used as proxy for the economic distance variable, as it is a standard practice in econometrics. It is 
worth noting that logarithmic difference is a good approximation of the percentage difference in 
real GDP per capita when yVN and yi are not too far away from each other (Tsang & Yip, 2007). 
Following the study of Tsang and Yip (2007), this study tries an alternative proxy of economic dis-
tance for robustness checks. The estimation results are reported in Table 4 with the proxy for eco-
nomic distance computed as the percentage of income difference with (yVN + yi)∕2 as the 
denominator.

The findings are qualitatively the same and the geographical distance between Vietnam and her 
trading partners continue to have a negative and significant influence on FDI inflows to Vietnam 
while the impacts of the other variables (including the economic distance, government interaction, 
as well as the export, import, and bilateral trade flows between Vietnam and her partner countries) 
continue to have a significantly positive impact. The same conclusion applies to the factors influenc-
ing Vietnam’s exports, imports and bilateral trade flows with her major partners. This study also 
conducts robustness checks using nominal exchange rate instead of real exchange rate. The de-
grees of significance of all these variables are found to be similar to what is obtained using real ex-
change rate as aforementioned and so the qualitative findings are mostly retained.2

5. Concluding remarks
This study examines the extent to which the RED between Vietnam and her partners impact on bi-
lateral trade flows and FDI inflows to Vietnam. The difference in the real per-capita GDP expressed 
in US dollars is used as proxy for the RED between Vietnam and her partner countries. Besides includ-
ing the three main variables of interest: FDI, trade and economic distance, the baseline model also 
controls other factors, including: exchange rate, governance indicator, and FTAs, which are com-
monly known to have an effect on the relationships among the three main variables. It also consid-
ers the standard variables of a gravity model including geographical distance and border effect.

The models are estimated using PCSE, with including exporter and importer fixed effects, to deal 
with the multilateral resistance issue. The results indicate that there is a positive feedback between 
Vietnam’s trade (exports and imports) and FDI inflows. This suggests that investment policies could 
be reviewed to attract foreign investments in export production. Besides, the results show that 



Page 12 of 14

Le, Cogent Economics & Finance (2017), 5: 1403108
https://doi.org/10.1080/23322039.2017.1403108

economic distance between Vietnam and her partner countries appears to have a significantly posi-
tive influence on her bilateral trade flows and FDI inflows. This is consistent with the fact that 
Vietnam’s major exports are unprocessed items while her major imports are manufactured goods 
and processed items. It suggests that Vietnam has weak supporting industries so she has heavily 
relied on imports for her exports. Vietnam should move toward increasing the export of manufac-
tured goods while decreasing the export of unprocessed items. Thus, the countries should 

Table 4. Robustness check: Benchmark models, PCSE (with alternative economic distance 
proxy)

Notes: Importer and exporter fixed effects are included (not reported). t statistics in parentheses.
*Denote statistical significance at 5%.
**Denote statistical significance at 1%.
***Denote statistical significance at 0.1%.

(1)
FDI

(2)
EXPORT

(3)
FDI

(4)
IMPORT

(5)
FDI

(6)
TRADE

RER −0.283 0.105 0.055 0.035 −0.151 0.120

(−0.62) (1.24) (0.65) (1.024) (−1.32) (1.50)

DISTANCE −1.629*** −1.052* −1.025*** −1.062*** −1.104*** −0.344***

(−5.83) (−2.01) (−5.72) (−4.55) (−5.21) (−6.37)

Ln (GOVi X GOVvn) 1.102* −0.558 0.616 1.413* 1.512* 1.255**

(2.13) (−0.84) (0.82) (2.08) (2.05) (2.80)

BOR −0.428 0.466 0.942 −0.326 0.656 −0.410

(−1.02) (0.82) (1.08) (−1.01) (0.55) (−0.96)

AFTA −0.628 1.012 0.273 −0.051 −0.905 0.210

(−1.22) (1.42) (0.86) (−0.32) (−1.54) (0.84)

USBTA 1.820* 1.963*** 2.284** 1.932*** 2.127** 2.525***

(2.12) (6.26) (2.84) (3.69) (2.86) (3.72)

ACFTA 1.226* 1.392*** 0.055 2.516*** 0.350 2.593***

(2.26) (5.09) (0.28) (4.07) (0.91) (5.14)

AKFTA 0.902*** 0.912*** 0.868* 1.825*** 2.022* 2.215***

(3.85) (4.59) (2.20) (3.92) (2.02) (6.23)

JVEPA 0.728 1.225* 0.298 1.892* 0.433 1.263*

(1.22) (1.28) (1.51) (2.39) (1.06) (2.29)

AANZFTA 0.282 0.282 1.192* 0.722* 1.144* 1.494*

(1.28) (1.86) (2.12) (1.92) (2.05) (2.15)

ECONDIS 0.128*** 0.016*** 0.122*** 0.009** 0.101*** 0.011***

(4.12) (4.35) (3.82) (3.34) (4.56) (4.23)

FDI 0.081*** 0.100*** 0.02**

(4.86) (4.98) (2.92)

EXPORT 0.868***

(6.26)

IMPORT 0.574***

(6.24)

TRADE 0.912***

(9.29)

CONST 6.424 10.325*** 0.103 11.25*** 2.630 4.32***

(1.84) (5.45) (0.20) (6.22) (0.84) (5.52)

N 450 450 450 450 450 450
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implement policies to promote domestic production of potential exports of high growth rate and 
high added value like building materials, petrochemicals, rubber, and hi-tech products and promote 
economic restructuring. The country should further renew technologies and invest in human capital 
to improve labor productivity in these industries.
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Notes
1. These country specific fixed effects are tested with 

the null hypothesis that their joint effects are zero. 
F-statistic are statistically significant at conventional 
levels. These results imply that estimating the models 
without these fixed effects would have produced biased 
estimates.

2. The results are not presented here to conserve space, 
but they are available upon request.
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Appendix

Conversion method for local currency unit into US dollars
To convert local currency national accounts data (e.g. GDP) into US dollars, DEC alternative conver-
sion factor 20 series from the World Bank: World Governance Indicator is used. The exchange rates 
reported in this series are same as reported by the IMF in the International Financial Statistics (IFS), 
except for refinements made by the World Bank, if the reported exchange rates in the IFS are either 
unrepresentative or unreliable during a period. Mathematically, it can be written as:

where GDPt
s,US$

 is GDP in current US$ for state s at time t; GDPt
s,LCU

is GDP in local current unit for state 
s at time t; DECts is DEC alternative conversion factor for state s at time t.

GDP
t

s, US$
=
GDP

t

s, LCU

DEC
t

s
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