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ABSTRACT

Local governance and business performance in Vietnam: the transaction costs’ perspective. Regional Studies. This paper
adopts a transaction costs’ perspective to explain why the growth of small and medium-sized enterprises (SMEs) may
vary across regions of an emerging economy. Furthermore, it is argued that young and small firms gain more from the
improvement of local governance than do old and large firms. In addition, depending on the institutional history, SMEs
will respond differently to the incentives provided by local governance. Analysing more than 300,000 SMEs in Vietnam
during 2006-12, it is shown that higher-quality local governance positively influences local SME revenue growth; this
effect is stronger for young and small firms, and matters more where institutional history suggests there is less support
for entrepreneurship.
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RESUME

La gouvernance locale et la performance des entreprises au Vietnam: du point de vue des frais de transaction. Regional
Studlies. A partir des frais de transaction, ce présent article cherche & expliquer pourquoi la croissance des petites et
moyennes entreprises (Pme) pourrait varier selon la région dans une économie naissante. Qui plus est, on affirme que
les entreprises nouvelles et petites profitent davantage d’une amélioration de la gouvernance locale que ne le font les
entreprises grandes et vieilles. En plus, les Pme répondront de facon différente aux incitations affectées par la
gouvernance locale en fonction de I'histoire institutionnelle. Il est a constater d'une analyse de plus de 300 000 Pme
situées au Vietnam entre 2006 et 2012, que la gouvernance locale d'une plus grande qualité influe de maniére positive
sur la croissance des Pme locales; cet effet s'avérant plus fort pour les entreprises nouvelles et petites, et revét une plus
grande importance la ou I'histoire institutionnelle laisse supposer que |'esprit d’'entreprise est moins bien soutenu.
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ZUSAMMENFASSUNG

Kommunale Regierungsfihrung und Unternehmensleistung in Vietnam: die Perspektive der Transaktionskosten. Regional
Studiies. In diesem Beitrag erlautern wir mithilfe einer Transaktionskostenperspektive, warum das Wachstum von kleinen
und mittelstandischen Unternehmen (KMU) in verschiedenen Regionen eines Schwellenlandes unterschiedlich ausfallen
kann. DarlUber hinaus argumentieren wir, dass junge und kleine Firmen stdrker von der Verbesserung der lokalen
Regierungsflhrung profitieren als alte und groBe Firmen. Zusétzlich reagieren KMU je nach der institutionellen
Vorgeschichte unterschiedlich auf die Anreize der kommunalen Regierungsfiihrung. Bei einer Analyse von mehr als
300.000 KMU in Vietnam im Zeitraum von 2006 bis 2012 zeigen sich positive Auswirkungen einer besseren
kommunalen Regierungsfiihrung auf das Umsatzwachstum lokaler KMU; dieser Effekt ist bei jungen und kleinen Firmen
ausgepragter und fallt starker ins Gewicht, wenn die institutionelle Vorgeschichte auf eine geringere Unterstitzung des
Unternehmertums schlieBen lasst.
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RESUMEN

Administraciones locales y el desempeno comercial en Vietnam: la perspectiva de los costes de transaccion. Regional
Studlies. Mediante una perspectiva sobre los costes de transaccion, en este articulo explicamos por qué el crecimiento
de pequefas y medianas empresas (pymes) puede variar entre las regiones de una economia emergente. Ademas,
argumentamos que las empresas jévenes y pequefias se aprovechan mas de la mejora de las administraciones locales
que las empresas antiguas y grandes. Asimismo, en funcién de la historia institucional, las pymes responderan de modo
diferente a los incentivos proporcionados por las administraciones locales. Con el analisis de mas de 300.000 pymes en
Vietnam durante el periodo entre 2006 y 2012, mostramos que las administraciones locales de alta calidad influyen de
manera positiva en el crecimiento de los ingresos de las pymes locales; este efecto es mas pronunciado en empresas
jovenes y pequefias y es mas significativo si la historia institucional indica que existe menos apoyo a la iniciativa empresarial.
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INTRODUCTION

This paper adopts the transaction costs/new institutional
economics framework to examine how aspects of local gov-
ernance affect business performance. The transaction costs
that will be considered correspond to corruption and lack of
transparency, which are functionally related (Collier, 2002;
McCulloch, Malesky, & Duc, 2013). Corruption relates to
the power of public office being used as a rent-seeking tool
for personal benefits, contravening the rules of the game
(Jain, 2001). Lack of transparency implies an uneven distri-
bution of information among economic agents that are not
dissimilar (Du & Mickiewicz, 2016). Both corruption and
lack of transparency increase the transaction costs of doing
business. Parallel to this, under a weak governance environ-
ment where regulatory frameworks are unclear and under-
developed, the creativity, flexibility, and cleverness of local
governments to interpret and implement central policies (as
well as to design their own initiatives for the local entrepre-
neurship sector’) are particularly important. This is even
more the case where local officials are rewarded for local
economic performance (Weingast, 1995). Nonetheless,
this aspect of governance is largely ignored in existing lit-
erature (however, see Audretsch, Belitski, & Desai, 2015).

This paper proposes that the above features of local gov-
ernance affect the transaction costs that local businesses

face and are therefore crucial for their performance
(Davidsson & Henrekson, 2002; Stenholm, Acs, & Wueb-
ker, 2013). Moreover, it was expected that local governance
has more influence on the performance of young and small
businesses than it has on the old and large ones (Du &
Mickiewicz, 2016); and, as will be explored, it is
here that the transaction costs’ perspective offers good
insights.

However, local governance may be endogenous (San-
tarelli & Tran, 2012). A province with a developed entre-
preneurial sector may be subject to more pressure to
improve the quality of governance. To address the direction
of causality effect, this paper makes use of several instru-
ments for assessing local governance quality, including
the tenure of provincial leaders, the frequency of change
in leadership and the number of years that leaders stay in
power (McCulloch et al,, 2013). These variables are
strongly correlated with local governance quality, but are
uncorrelated with local firms’ growth performance. The
IV-GMM technique (i.., instrumental variables within
the context of the generalized method of moments estima-
tor) is employed to analyse a panel of more than 300,000
observations of small and medium-sized enterprises
(SMEs) operating in 63 provinces of Vietnam during
2006-12, and the results support the positive effects of
local governance quality on SMEs’ growth performance.
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It is also postulated that local governance matters more
in those regions where institutional history renders less
support for entrepreneurship: entrepreneurial performance
may be also affected by long-term cultural persistence. To
explore this, a historical event, exogenous to the develop-
ment process of SMEs in Vietnam, is utilized: the 1954
Geneva Conference partitioned the country into two states:
North and South Vietnam. The former was supported by
China and Russia, the latter by the United States (Makino
& Tsang, 2011). In 1975, the North Vietnamese army cap-
tured the South, unifying the two states and establishing
the Socialist Republic of Vietnam. This study reveals that
even four decades after reunification, there is a difference
in the way the economic institutions work in the South
as compared with the North. In particular, and consistent
with the argument that will be presented below, the effects
of variation in local governance in the North are more sig-
nificant than in the South. The quality of governance
becomes more important where it needs to compensate
for the lack of culturally embedded business tradition.

More generally, this paper’s contribution is to utilize
concepts taken from transaction costs theory to provide a
better understanding of the impact of the regional business
environment on entrepreneurial performance. Following
Du and Mickiewicz (2016), it breaks the implicit assump-
tion that the countrywide constitutional configurations in
emerging market economies have homogenous effects on
the entrepreneurship sector. The results suggest that
business performance is impacted by both low-level policies
and regulations, and the persistent high-level informal insti-
tutions. Finally, by forming transaction costs theory-based
priors on the expected differential impact of governance on
SMEs (conditional on their age and size) and testing
these, this study complements existing works that do not
consider such interactive effects (Beck, Demirglic-Kunt, &
Maksimovic, 2008).

Our findings are of paramount importance to policy-
makers. The results imply that business performance is
strongly influenced by local governance quality, and by pol-
icies that can be amended and improved in the short and
medium terms (Charron & Lapuente, 2013; Parks &
Oakerson, 2000, p. 169; Savitch & Vogel, 2000; Ye, 2009).

CONTEXT: BUSINESS PERFORMANCE AND
INSTITUTIONS IN VIETNAM

Vietnam is an interesting context for studying local govern-
ance arrangements and their influence on SMEs due to its
ongoing economic and political transformation. In 1991,
on the promulgation of the Company Law, private
businesses were legalized; and they have been encouraged
since 1999 following the amendment of the law, as entry
barriers for the private sector were reduced. Despite its
recent establishment and fragile development, the private
sector contributed considerably to the economic growth
of Vietnam (Nguyen & van Dijk, 2012; Nguyen, Le, &
Bryant, 2013; Tran & Santarelli, 2014). The private sector
accounts for 95% of total registered capital, 65% of national
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revenue, 97% of registered businesses and 64% of
employees.”

In North Vietnam industries were built from scratch
according to the Soviet blueprint, whereas South Vietnam
was transformed away from a market economy only after
1975. It switched to economic liberalization with the rest
of Vietnam in the 1990s. This historical diversity can be
treated as an exogenous factor that is reflected in the differ-
ences in local informal institutions across regions of Viet-
nam (Makino & Tsang, 2011). Moreover, the differences
in informal institutions are expected to persist, despite
the political unification four decades ago.

In addition, variations in local institutions have been
magnified as a result of the extensive decentralization pro-
gramme during the Doimoi process (Nguyen & Anwar,
2011).> The foundation of this programme was the pro-
mulgation of the 1996 (revised in 1998) State Budget
Law, which grants local governments autonomy in their
fiscal strategies. Local governments are considerably inde-
pendent of central government in their income and expen-
diture decisions, and they have substantial freedom to
determine their own governance and regulatory frame-
works for local businesses.

Compared with China, the entrepreneurship sector in
Vietnam is much younger and smaller, and may therefore
be more sensitive to local governance environments
(Cooke & Lin, 2012). This makes Vietnam a relevant
(and arguably more interesting) context for examining the
impacts of local institutions on the growth of young and
small businesses than is the better-understood Chinese
context (Du & Mickiewicz, 2016).

THEORETICAL BACKGROUND AND
HYPOTHESES

Williamson (1985), in his seminal work on transaction
costs, builds on Coase (1937) and argues that when the
type of organization matches the attributes of its chosen
economic activity, this leads to superior performance.
These core attributes relate to the extent of cognitive com-
plexity, asset specificity and behavioural risks (of opportu-
nism). Here, ‘transaction’ is a generic term that denotes
any value-generating form of human cooperation, and an
overarching concept is that of minimizing transaction
costs. In other words, the transaction costs of the given
form of an organization is the mirror image of the organiz-
ation’s effectiveness.

Institutions represent a different, broader form of
human organization (Williamson, 2000), but they, too,
affect the transaction costs faced by those who engage in
value-enhancing (economic) cooperation. This impact of
institutions on economic organizations leads to the pro-
blem of matching between the type of economic organiz-
ation and the type of institutional environment; matching
that, again, has implications for which types of firms per-
form best.

While the classic presentation of the transaction costs
theory (Williamson, 1985) assumes a mature market econ-
omy as its institutional context, a generalized approach
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(Williamson, 2000) accounts for variety in institutions, and
therefore extends the analysis to the emerging markets.
Institutions differ from organizations in that they are
more difficult to change. There are also levels of insti-
tutions. In particular, one may distinguish between the
most stable level of informal institutions (i.e., culture),
long-term constitutional rules and lower level government
regulations (Estrin, Korosteleva, & Mickiewicz, 2013).

From the transaction costs’ perspective, the most key
dimension of the high (constitutional) level of institutions
relates to the security of property rights. Secure property
rights are a feature of effective constraints on the executive
branch of the government, constraints which typically
come from a strong and independent judiciary (Estrin
et al., 2013). This is the feature missing in most of the
developing economies (Easterly & Kraay, 2000). However,
as noticed by Weingast (1995), its absence may be partly
compensated by ‘market supporting federalism’; that is,
interregional competition combined with officials being
rewarded on regional economic performance. This model
applies to China, drawing on its tradition of meritocracy
(Fukuyama, 2011), but also to Vietnam, which makes it
an interesting case to explore.

Federalism implies a variation in local governance
across space (Efendic, Mickiewicz, & Rebmann, 2015);
thus, the phenomena located at the lower level of insti-
tutional hierarchy (as defined by Williamson, 2000)
become increasingly relevant.

In transition economies, such as Vietnam’s, business
environments are partially shaped by market systems but
remain subject to the discretionary actions of governments.
Furthermore, there is pronounced uncertainty induced by
the political and economic transition. This ambiguity of
formal institutions suggests that local governance and
informal institutions (cultural settings) play a remarkable
role in shaping local business environments. However,
the literature has yet to help us understand the exact nature
of these local forces, and the possible mechanisms of their
impacts on local entrepreneurship performance (Cooke &
Lin, 2012).

Below, we utilize the transaction costs/institutional the-
ory perspective to examine how aspects of local governance,
including corruption, transparency and proactivity, influ-
ence local SMEs’ performance, and how such effects may
be moderated by firm age and size, and the informal
institutions.

Local governance and entrepreneurship
performance
Here, ‘corruption’ is defined as the abuse or misuse of pub-
lic authority by government officials and politicians, in
order to serve their private interests, by taking advantage
of their decision rights over the allocation of benefits.
There are three reasons for the influence of corruption on
SMEs" performance, all based on the transaction costs
arguments.

First, corruption impedes value-enhancing business
cooperation because it implies ‘the change in time frame within
which occurs the desired action’ (Husted, 1994, p. 19). It gives

rise to delays, or imposes constraints on entrepreneurs in gain-
ing access to productive resources. Corrupt bureaucracies may
delay the distribution of permits and licences, thereby slowing
down the process through which new ventures could be estab-
lished (North, 1990).

Second, bureaucratic government may create barriers to
information in order to benefit from corruption (Caetano
& Caleiro, 2009). In order to explain that kind of behav-
iour, we need to reach beyond the narrow neoclassical
economic theory and allow for the possibility of opportu-
nism. Moreover, as argued by Husted (1994), with respect
to corruption we see another aspect that is at the core of the
transactions cost perspective: ‘cognitive limitations are sig-
nificant ... especially as one faces large bureaucratic struc-
tures in many third world countries, it often becomes
difficult to know” with whom to transact in a corrupt way
to get things done.

This also implies that entrepreneurs may need to
develop specific human capital: that is, the local compe-
tence and knowledge that facilitates operating in the cor-
rupt environment (Husted, 1994). Entrepreneurs have to
invest more time and effort in building relational capital
with local governments (Du & Mickiewicz, 2016; McCul-
loch et al., 2013). Moreover, they need to protect their
specific investments, forging trust relations anchored in
repeated transactions between the donor and the recipient
(Husted, 1994). Yet, this shifts entrepreneurial efforts from
productive activities to rent-seeking activities, which may
hamper growth.

Finally, there are the direct financial costs of corruption.
Hunt and Laszlo (2012) and (Estrin et al., 2013) propose
that corruption could be regarded as a kind of tax. Thus,
without corruption, small and medium-sized businesses
could reduce their costs, improve competitive advantage
and eventually their performance. In this context, Husted
(1994) distinguishes between two types of corruption.
With the ‘market corruption’, dealings are standardized:
they relate to activities such as obtaining business permits,
and may come with unofficial but commonly known prices
that affect costs. In contrast, the ‘parochial corruption’
relates to larger, more idiosyncratic transactions, like large
construction contracts. Here specific human capital and
competence may play a decisive role (Husted, 1994).

Turning to the second, related dimension of govern-
ance, the degree of administrative transparency is both a
factor that may amplify corruption (Collier, 2002) and an
important direct determinant of local SMEs’ performance.
Lack of transparency typically concerns the uneven distri-
bution of information that leads to uneven distribution of
resources (e.g., capital) between economic actors that are
not dissimilar (Du & Mickiewicz, 2016). The cost of
acquiring and processing information increases.

Specifically, in the case of Vietnam, the non-transpar-
ent distribution of information on planning regulations
and the legal documents necessary to run businesses, and
the poor communication to firms of any new policies and
laws, were found to influence regional performance nega-
tively (Hansen, Rand, & Tarp, 2009). Parallel to the
impact of corruption, non-transparency requires that
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entrepreneurs build political connections in order to obtain
access to resources (McCulloch et al., 2013), implying
higher transaction costs; yet, unlike corruption, it does
not automatically involve illegal activities. Again, however,
effort is allocated to unproductive activities.

As already argued, in common with many emerging
market economies, Vietnam’s constitutional features do
not offer effective constraints on the executive branch of
the government, which implies there are no strong guaran-
tees for private property rights. However, as in China, this
effect is partly alleviated by market-supporting federalism
(Weingast, 1995) and elements of meritocracy conducive
to regional competition: local governors are evaluated
according to regional performance, and they are endowed
with sufficient scope of decision rights to make this compe-
tition meaningful. This implies that besides the two inter-
connected aspects of corruption and transparency, the local
leadership’s proactivity is important.

Incompleteness of laws and institutions is a feature
stressed by the transaction costs theory. These character-
istics relate even more to transition economies. Weak and
incomplete formal institutions imply, in turn, that there
are other ways in which local authorities may proactively
create an entrepreneurship-friendly business environment.
One of the approaches is to be creative and clever in imple-
menting central policy, and working within sometimes
unclear national regulatory frameworks so as interpret
them in favour of local private firms (Green & Moser,
2013).

In general, local governance features such as freedom
from corruption, administration transparency, and proac-
tivity in planning and implementing business policies
could reduce local transaction costs. They are therefore
expected to be important determinants of SMEs’ growth
and performance. This leads to the following hypotheses:

Hypothesis 1: In a given region, (a) governmental transparency,
(b) freedom from corruption and (c) proactivity of the local lea-
dership will be positively associated with local SMESs’ revenue
growth.

Factors moderating the effects of local
governance

Differences in transaction costs by firm’s age and
size

SMEs in Vietnam are on average very young and small
(Meyer, Tran, & Nguyen, 2006), and under weak insti-
tutional environments the incumbent, large companies
are in an advantageous position (Aidis, Estrin, & Mickie-
wicz, 2008). In other words, being old and large may con-
dition positively on how the firm is impacted by the policy
environment (Du & Mickiewicz, 2016). More generally,
the literature on entrepreneurship widely recognizes that
a young age and a small size are both liabilities to SMEs,
preventing them from gaining full access to productive
resources (Du & Girma, 2012; Giordani, 2015). This is
for the following reasons. First, young and small firms
have yet to accumulate sufficient resources to build
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operational capability. Therefore, the higher transaction
costs of accessing external resources impede their economic
performance and growth.

Second, young and small firms are confronted with a
severe asymmetrical information problem because they
have yet to establish trackable operational records, or
to build trusts successfully in their operations (Nguyen
& Rose, 2009). Nguyen, Le, and Freeman (2006)
suggest that in the absence of effective market insti-
tutions and business data, banks in Vietnam face con-
siderable uncertainties in lending to private firms.
Consequently, banks employ a combination of uncer-
tainty avoidance, and a reliance on trust in their lending
decisions. An environment where signalling one’s own
economic performance and potential for growth is
more difficult will disproportionately hamper the firms
that are new and small.

Third, consistent with the discussion above, under a
corrupt and non-transparent local environment, firms
need to develop specific human capital and skills, facilitat-
ing access to resources (Husted, 1994). With respect to
petty ‘market’ corruption, where frequently repeated trans-
actions imply unofficial prices paid for, say, easier access to
information and resources, the specific skills may not be
needed. However, in line with the transaction costs theory,
this specific human capital becomes more important for
larger, complex and less standard operations, such as, for
example, getting a large construction contract from the
government; this may often imply multi-party unofficial
bargaining. Developing such capabilities to engage effi-
ciently with corruption takes time and resources, and that
gives a comparative advantage to large and established
companies. At the same time, such complex corrupt trans-
actions create high gains, and this has implications for rela-
tive performance.

Fourth and related, where transactions are not sup-
ported by governance (and formal governance cannot, by
definition, support corrupt transactions), they may instead
be supported by long-term relational capital (Williamson,
1985). Here, again, large and old firms may have an advan-
tage in building such network capital, because of both
repeated dealings and multiple parallel dealings. Goto
(2012) and Santarelli and Tran (2013) suggest that social
capital is particularly important in the case of Vietnamese
economy, where economic transactions are usually sup-
ported by personal relations rather than arm’s-length prin-
ciples. Yet again, local conditions differ, and so does the
relative importance of (costly) relational capital versus for-
mal governance.

For all these reasons, in transition economies such as
Vietnam’s, the processes of accumulating resources and
alleviating cognitive constraints may be frustrating for
young and small private companies (Pincus, 2009). This
leads us to expect that if local governments can reduce
the average transaction costs for local businesses by being
free from corruption, improving administration transpar-
ency and being entrepreneurially proactive in their policies,
young and small firms will gain more benefits than the old
and large ones. Hence:
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Hypothesis 2: The effect of local (a) governmental transparency,
(b) freedom from corruption and (c) proactivity is stronger on

small firms compared with large ones.

Hypothesis 3: The effect of local (a) governmental transparency,
b) freedom from corruption and (c) proactivity is stronger on
ip ? 'y g
young firms compared with old ones.

Informal institutions

We have just considered how the lowest level of Wil-
liamson’s (2000) institutional hierarchy (firms’ attributes)
interacts with the level of (local) policies and regulation.
We argue, however, that local regulations and policies
also interact with the highest institutional level: the
norms, culture and informal codes of conduct that are
embedded in the shared cognition. Due to the incomple-
teness of formal institutions, the role of informal insti-
tutions is particularly significant in emerging countries
(Zhou, 2013).

A number of empirical studies show that informal insti-
tutions differ significantly across regions within a country
(Ananth Pur & Moore, 2010; Moodysson & Zukauskaite,
2014; Rodriguez-Pose, 2013). This may then affect local
entrepreneurship activities (Fritsch & Storey, 2014). A
regional entrepreneurship-friendly culture, once estab-
lished, tends to persist over time (Fritsch & Mueller,
2004).

This has recently been investigated using the case of
West and East Germany. Fritsch and Storey (2014)
suggest that the social acceptance or legitimacy of entrepre-
neurship remains higher in the West than in the East, even
after more than two decades of reunification. This is
because the culture of the West is more tolerant to indivi-
dualism, independence, innovation and achievement.
Similar results could be expected for Vietnam, where the
South was exposed to more pro-entrepreneurial culture
until 1975. This paper subscribes to the arguments of
Fritsch and Wyrwich (2014) that a regional culture of
entrepreneurship could be regarded as a spatially sticky
characteristic, and postulates that SMEs in the South of
Vietnam, on average, perform better than SMEs in the
North in terms of economic growth.

In addition, it is suggested that in the regions with a
weaker heritage of pro-entrepreneurial culture (the
North), the impact of local governance is more significant.
In other words, the quality of governance and proactive
policies of local governments matter more where local
informal institutions are less accommodating to entrepre-
neurship. That is, as the pro-entrepreneurial culture in
the South already helps firms to achieve strong growth;
the marginal effects of local governance on the firms in
the South may be lower in comparison with the effects
on the firms in the North. Good local governance, with
strong commitments and stability over time, may be
more important where there is a stronger need to offset
the weaknesses in the formal and informal institutional
structures (Estrin et al., 2013; see also Williamson,
2000). Therefore, in summary:

Hypothesis 4: The effect of local (a) governmental transparency,
(&) freedom from corruption and (c) proactivity is stronger on
SME:s in North Vietnam regions compared with SMEs in

South Vietnam regions.

DATA AND VARIABLES

Data

Our empirical tests rely on a combination of several data-
sets. The first is the Annual Survey on Enterprises of Viet-
nam General Statistics Office (GSO). It is a 13-year panel
from 2000 to 2012 containing firm-specific information for
all the manufacturing, mining and service sectors in the
economy. However, the study period in this paper is
seven years, 2006—12, due to the availability of the second
dataset: the provincial competitiveness index (PCI),* which
was first created for a sample of regions in 2005 and then
for all the 63 provinces and municipal cities. The survey
is a product of the collaboration between the Vietnam
Chamber of Commerce (VCCI) and the US Agency for
International Development (USAID). The PCI is a
weighted average of the nine sub-indices, each measuring
a different aspect of local governance. Consistent with
the discussion above, the empirical analysis focuses on the
transparency, informal charge (corruption), and proactivity
indices, but below the results related to legal institutions are
also presented. Definition and summary statistics of these
indices are presented in Appendix A in the supplemental
data online. The third dataset is the GSO Provincial
Annual Report, which includes information about provin-
cial population, consumption, and the accumulated value of
foreign direct investment (FDI) and state-owned firms in
the regions.

Variables and summary statistics

To clean the data, all the firms with negative total assets,
fixed assets, depreciation and employees are dropped, and
likewise those whose fixed assets that are greater than
their total assets. The outliers are controlled by censoring
the top and bottom 1% of observations in the distri-
butions of each variable used. Only small and medium-
sized businesses (as defined by the Law on Enterprises
of Vietnam) are selected.” The final sample in regressions
constitutes 307,591 firm-year observations over seven
years.

Dependent variables: revenue growth
The dependent variable in this study is the revenue growth
of SMEs, measured by the percentage change of sales rev-
enue between two consecutive years. We focus on a firm’s
growth taken as an indicator of overall performance. Unlike
profits, it has the advantage of being more robust to the tax-
avoidance accounting manipulation that is quite notorious
in emerging market economies. However, we also test the
robustness of the findings using profitability measures
and the results remain similar.

Table 1 shows the definition and summary statistics of
the variables. On average, revenue growth of SMEs is
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Table 1. Variable definitions and summary statistics.

Variable Definition Mean SD Minimum Maximum

Revenue Percentage change of sales revenue growth between two 0.05 1.41 -12.35 12.34

growth consecutive years: In (revenue); — In (revenue);_4

Age Years of operation since establishment 6.67 5.44 1 33

Ownership Code "1’ state-owned small and medium-sized enterprises 1.98 0.32 1 3
(SMEs), code ‘2" private SMEs, and code ‘3" foreign-owned
SMEs

Size Natural log of the number of employees (reported the 43.84 70.08 10 475
number of employees)

Assets Ratio of firm fixed assets to total assets 0.24 0.25 0 0.94

structure

Owner age Age of the owner of the firm 44.64 9.88 16 90

Owner gender  Code ‘1" male and code ‘2’ female 0.70 0.46 0 1

Provincial Spending for local infrastructure systems (millions of 9.32 6.76 0.59 37.94

construction Vietnamese dong (VND) per capita)

Provincial Average consumption of a province per year (VND per 24.13 14.64 2.01 50.58

consumption capita)

Cumulative Cumulative foreign direct investment (FDI) of a province per 667.82 568.94 0.14 2561.76

value of FDI year (billions of VND per capita)

Value of SOEs  Value of state-owned firms of a province per year (VND per  88.32 145.91 0.43 634.42

capital capita)

Distance Distance from a province to the closet economic centre (km)  91.68 123.74 1 499

Corruption Difference of the informal charges indicator in two 0.04 0.83 -3.39 3.62
consecutive years: Informal charges; — Informal charges_4

Transparency Difference of the transparency indicator in two consecutive ~ —0.05 0.62 -2.99 3.05
years: Transparency;, — Transparency;_;

Proactivity Difference of the proactivity indicator in two consecutive -0.22 1.10 -5.46 6.18
years: Proactivity; — Proactivity;_,

Legal policies Difference of the legal institutions indicator in two -0.2245 1.501 -3.738 4.020

consecutive years: Legal institutions; — Legal institutions;_

Note: The studying panel encompasses all 63 provinces and municipal cities in Vietnam, 2006—12. Governance variables were obtained from the provincial
competitiveness index (PCl) dataset. Firm-specific variables were obtained from the Annual Enterprises Survey of the General Statistical Office. All values are
depreciated using official inflation rate (2010 prices).

around 5% per year. However, the large standard deviation,
and a wide range between the minimum and the maximum
values indicate considerable variations in revenue
performance.

Independent variables: local governance quality
For the freedom from corruption and administrative trans-
parency measures, this paper uses two indices in the PCI
dataset: informal charges and transparency. The former is
a measure of how much firms pay in informal charges
(bribes), how much of an obstacle those extra fees pose
for their business operations, whether payment of those
extra fees results in expected results or ‘services’, and
whether local officials use compliance with local regulations
to extract rents.

In turn, transparency is a measure of whether firms have
access to the proper legal and planning documents necess-
ary to run their businesses, whether those documents are
equitably available, whether new policies and laws are
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communicated to firms and predictably implemented,
and if the provincial webpage has a business-related facility.

In order to measure the proactivity of local government
towards the entrepreneurship sector, this paper makes use
of the proactivity of provincial leadership index, which is
a measure of the creativity and cleverness of local officials
in implementing central policy, in designing their
own initiatives for private sector development, and in work-
ing within sometimes unclear national regulatory frame-
works to assist and interpret them in favour of local
private firms.

According to Table 1, change in freedom from corrup-
tion, with a positive mean, is the only governance aspect
that improved during the period. The other two govern-
ance dimensions: transparency and proactivity, both change
with negative means. Thus, the direction of the insti-
tutional transformation process remains ambiguous, con-
sistent with Nguyen et al. (2013). However, within the
country there is significant institutional variation among
provinces, represented by the wide range between the
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minimum and maximum values; likewise, the standard
deviations are large.

Control variables

Following the literature, firm-specific covariates that have
been previously found to influence significantly small and
young businesses’ performance are included: firm age,
size, asset structure and ownership. Firm age is measured
as the number of years since an SME was established.
Size is measured in the natural log of the number of
employees an SME hires in a particular year. On average,
SMEs in Vietnam are only seven years old with about 44
employees. Assets structure variable is a ratio of fixed assets
to total assets.

To control for ownership sectors, three dummies are
specified: for private, state-owned and foreign-owned
SMEs. The private sector accounts for nearly 90% of
total registered firms, the state sector is 6% and the foreign
sector is 4% of total firms. It should be noticed that obser-
vations are firm-years, in which a firm is allowed to change
its ownership structure annually.

In addition to firm-level control variables, entrepre-
neur-specific variables are also included (Santarelli &
Tran, 2012). Because the sampled firms are small and
young, the owner-level determinants, such as owner age
and education, are crucial in explaining the entrepreneurial
performance of the firm. Therefore, owner age and gender
are used. Age could be a good proxy for entrepreneurial
experience, as older entrepreneurs may get more years of
working and establishing networks. Meanwhile, gender
could be a good proxy for education since in Vietnam gen-
der is highly correlated with access to education: male
entrepreneurs are more likely to be well educated than
their female counterparts (Leshkowich, 2015; Rydstrom,
2015).

To control for the macro-characteristics, several provin-
cial level variables are included (Santarelli & Tran, 2012,
2016). First, ‘construction per capita’ is the per capita
value of government spending on local infrastructure.
Second, ‘consumption per capita’ measures the average
expense of each person in a particular year in a province.
The latter proxies the local economic level of development.
Third, ‘FDI per capita’ and ‘SOE per capita’ are variables
capturing the accumulated values of FDI and state-
owned enterprises’ capital in each province. The two vari-
ables are normalized by the provincial population. The
variable ‘distance’ measures the distance from each province
to the closest economic centre city.7 This variable is to con-
trol for economic interlinkages across provinces.

Finally, this paper also uses geography to proxy for the
historical persistence of informal institutions. In particular,
the 17th parallel was the provisional military demarcation
line between North and South Vietnam, introduced by
the Geneva Accords of 1954. This specific history allows
us to create a dummy variable — the South, which takes
the value of 1 for provinces to the south of the 17th parallel
(which were far less exposed to the traditional type of Soviet
command economy), and the North, which takes the value
of 0 for provinces to the north of the parallel.

EMPIRICAL SPECIFICATION

Hypothesis 1(a—c) about the influence of local governance
on the revenue growth of SMEs are tested using a growth
equation in the following form:

RG;y; = By + By (Firm level controls;y,)
+ B,(Owner level controls;,)
+ B3(Province level controls,;)
+ B4(Governance indicators,,)
+ v + v+ v + Wy 1)

where RGyy, is the revenue growth of an individual SME i in
province g in year £. Firm level controls;,, represents a matrix
of firm-level variables including firm age, firm size, ownership
and asset structure; Owner level controls;,, is a matrix of two
columns including owner age and owner gender; and
Province level controls,, includes province construction
expenditures, consumption value, cumulative value of FDI
as a proxy for the size of foreign sector, total capital of
SOE:s as a proxy for the size of state sector, and distance to
the closest municipalities. The governance variables are in
Governance indicators,,, which consists of three aspects of
local governance, i.e., freedom from corruption, adminis-
tration transparency and governmental proactivity. The
model includes an industry-specific component v;, and a
time-specific component v, in the form of dummies. The
term ©; represents time-invariant, firm-level fixed effects
(FE). Finally, w,, is the idiosyncratic error.

It is important to recognize that while local governance
affects entrepreneurship, the effect may also be reversed:
entrepreneurship development may influence the quality
of institutions (Carbonara, Santarelli, & Tran, 2016).
Regions with a strong entrepreneurial sector may be subject
to more bottom-up pressure to adopt business-friendly
governance. Given that the entrepreneurial sector is an
important contributor to the development of emerging
countries, the influence of local businesses on the local gov-
ernance environment is expected to be present.

To address this simultaneity (endogeneity) problem,
this paper proposes the use of the IV-GMM technique.®
In particular, external instrumental variables are employed
to mitigate potential endogeneity.

The key issue when looking for potential instruments
was to find external variables that are correlated with the
endogenous local governance variables, but which are
uncorrelated with firm growth performance. This paper
suggests the following set of variables that meets these
requirements.

The first IV is the length of the period a provincial lea-
der holds office. In Vietnam, power is centralized in the
provincial leaders. Because the provincial leaders are
appointed by central government, this variable is unlikely
to be correlated with local business performance. At the
same time, it is expected that the corruption, transparency
and proactivity of a province in a particular period are sig-
nificantly dependent on the leader’s characteristics and
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period in office. In this study, period in office is measured
by the number of months (average for a given year) that a
leader is in his/her position. Yet a priori, good arguments
can be advanced for this being both a negative and a posi-
tive relationship. On the one hand, the longer the tenure,
the more the local informal structures of special interests
may become entrenched, leading to more corruption, less
transparency and less proactivity for the province. On the
other hand, a short tenure may create incentives for rapid
rent extraction.” Therefore, we remain neutral as to the
expected sign of the effect.

Second, measuring the changes of leaders, the ‘leader
switch’ dummy variable is used as an instrument for local
governance variables. Because power is highly concentrated
at the leaders’ disposal, and each leader may have idiosyn-
cratic knowledge of local administration and a different
management style, the switching of leaders in a province
may initially trigger more corruption, less transparency
and less proactivity due to lack of knowledge by the incom-
ing leader. Thus, while it is assumed that long tenure
results in a deterioration of governance practice, a switch
in leadership positions may also temporarily lead to a
deterioration in local practices as a result of monitoring
problems. The ‘leader switch’ variable is a dummy that
takes the value of 1 if there is a change of provincial leader
in a year, and O otherwise.

Finally, this paper also uses variables capturing the
specific time points in tenure years that can make corrup-
tion more likely. The ‘third year’ dummy take the value
of 1 if a leader is in the third year of his tenure, and O other-
wise. According to the data, in actual practice leaders are
most likely to be changed every three years. Therefore, in
the third year of tenure, anticipating demotion, leaders
may have more incentive to be corrupt and to become
less proactive. The fifth year may have similar effect — it
is the last year in the five-year official tenure period of
appointment by central government. The ‘fifth year
dummy takes value 1 if a leader is in the fifth year of his
tenure, and O otherwise.

An over-identification test is employed to investigate
whether the external variables are truly exogenous. The
Hansen (J) tests confirm the validity of the suggested IV.
Moreover, we also test multicollinearity among the regres-
sors using variance inflation factor (VIF) test and find no
evidence of its presence (Table 2). However, using the
Cumby-Huizinga test for autocorrelation of the current
error term with the error terms up to five lags, we find
that autocorrelation is significant. Following that, we esti-
mate the equations with heteroskedasticity and autocorre-
lation (HAC) robust standard errors, choosing a
bandwidth of five (the highest possible, considering the
time length of the data used). The use of bandwidth, com-
bined with robust HAC standard errors, produces esti-
mates that are robust to both arbitrary heteroskedasticity
and arbitrary autocorrelation.

Before discussing the findings, the modelling for testing
hypotheses 2(a)-3(c) on the moderating effects of firm age
and size will be presented. Extending the above benchmark
specification, hypotheses 2(a)-3(c) were tested by using the
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following:
RG;, = By + By (Firm level controls;,,)
+ B,(Owner level controls;,,)
+ B5(Province level controls,;)
+ B4(Governance indicators,,)
+ Bs[(Governance indicators),,
X (Ageigr)] + v; + vr + vi + ()
RG;,; = By + By (Firm level controls;y)
+ B,(Owner level controls;,,)
+ B5(Province level controls,,)
+ B4(Governance indicators,,)
+ Bs[(Governance indicators),,
x (Sizeigr)] + vj + v 4+ v; + 3)

Specification (2) corresponds to hypothesis 2(a—c), and
includes an interaction term between local governance
and firm age. Specification (3) is for the interaction with
firm size.

Likewise, for hypothesis 4(a—c), the following augmen-
ted specification is used:

RG;y; = By + By (Firm level controls;y)
+ B,(Owner level controls;,,)
+ B5(Province level controls,,)
+ B4(Governance indicators,,)
+ Bs(South,)
+ B¢ x [(Governance indicators),,
x South,)] + v; + v, + v; + 4)

This specification includes the Soush dummy, which takes
value 1 if the province is in the South of Vietnam, and
the interaction terms between local governance variables
with this dummy.

All the equations are first estimated using a FE panel
estimator, corrected by robust standard errors clustered
on province level per year, relying on reghdfe routine for
Stata.’® Hausman tests for each specification indicate the
appropriateness of the panel FE over the random effect
estimator. Next, the IV-GMM panel estimator is applied.
These are reported as models (1) to (3) below. However, for
the specifications with the interaction terms, this paper uses
only FE (instead of the IV-GMM technique) because the
use of IV-GMM on these specifications did not meet the
over-identification tests.

EMPIRICAL RESULTS

Regression results reported in Table 2, columns (1) to (3),
correspond to the benchmark specification separately for
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Table 2. Regression results.

(1) (2) (3) 4) (5) (6) (7)
Firm age -0.002* -0.026*** —0.023*** —0.057*** —0.074*** —0.054*** —-0.061***
(0.001) (0.000) (0.000) (-0.010) (-0.010) (-0.010) (-0.010)
Firm size 0.112%** 0.078*** 0.095%** 0.207*** 0.205%** 0.207*** 0.206***
(0.007) (0.004) (0.003) (-0.009) (-0.009) (-0.009) (-0.009)
Assets structure -0.022 0.019 0.039*** —0.112%** —0.109*** —0.1171%** -0.110***
(0.030) (0.016) (0.012) (-0.030) (-0.030) (-0.030) (-0.030)
Owner age —-0.003*** —-0.007*** -0.006*** —-0.064*** —0.053*** —-0.072%** -0.070***
(0.000) (0.000) (0.000) (-0.010) (-0.010) (-0.010) (-0.010)
Owner gender 0.058*** 0.084*** 0.063*** 0.199*** 0.192%** 0.200*** 0.189***
(0.019) (0.009) (0.007) (-0.022) (-0.022) (-0.022) (-0.022)
Provincial construction -0.012 —-0.009*** -0.002 0.028*** 0.026%** 0.028*** 0.026%**
(0.008) (0.001) (0.002) (-0.002) (-0.002) (-0.002) (-0.002)
Provincial consumption 0.019*** —-0.001*** 0.002*** 0.060*** 0.055*** 0.061%** 0.056%**
(0.003) (0.000) (0.000) (-0.003) (-0.003) (-0.003) (-0.003)
Distance -0.000** —-0.001*** —-0.000*** 0.007*** 0.006*** 0.007*** 0.006%**
(0.000) (0.000) (0.000) (-0.002) (-0.002) (-0.002) (-0.002)
Value FDI —-0.000*** 0.000*** —-0.000*** —-0.001*** —-0.001*** —-0.001*** -0.001***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
Value SOEs —-0.001*** —-0.000*** —-0.000*** 0.007*** 0.0071*** 0.007*** 0.001***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
Transparency 2.066*** 0.0638*** 0.0242***
(0.300) (-0.007 (-0.007)
Corruption 1.436%** 0.1471%** 0.127%**
(0.103) (-0.008 (-0.009)
Proactivity 0.230*** 0.044%** 0.015%**
(0.035) (-0.005) (-0.005)
Transparency X Firm age —0.005*** -0.001**
(-0.001) (-0.001)
Corruption x Firm age —-0.007*** —-0.005***
(-0.001) (-0.001
Proactivity X Firm age —-0.005*** —-0.003***
(0.000) (0.000)
Hausman p-value 0.000 0.000 0.000 0.000 0.000 0.000 0.000
Observations 307,591 307,591 307,591 307,591 307,591 307,591 307,591
Hansen (J) p-value 0.35 0.93 0.84 n.a n.a n.a n.a
Mean VIF 3.83 4.08 4.03 4.14 416 4.15 413
R? n.a n.a n.a 0.350 0.352 0.350 0.352
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Table 2. Regression results.

(8) (9) (10) (11) (12) (13) (14) (15) (16)
Firm age -0.066*** —-0.072%** —-0.066*** —-0.071*** —-0.071*** —-0.073*** -0.078*** -0.073*** —-0.079***
(-0.010) (-0.010) (-0.010) (-0.010) (-0.010) (-0.010) (-0.010) (-0.010) (-0.010)
Firm size 0.208*** 0.213*** 0.194*** 0.208*** 0.206*** 0.206*** 0.205*** 0.206*** 0.205%**
(-0.009) (-0.009) (-0.009) (-0.009) (-0.009) (-0.009) (-0.009) (-0.009) (-0.009)
Assets structure —0.113%** —0.115%** —0.110%** —0.115%** —0.112%** —0.112%** —0.110*** —0.113%** —0.1771%**
(-0.030) (-0.030) (-0.030) (-0.030) (-0.030) (-0.030) (-0.030) (-0.030) (-0.030)
Owner age —0.055*** —0.055*** —0.059*** —0.058*** —0.051*** —0.046%** —0.047*** —0.052*** —0.046%**
(-0.010) (-0.010) (-0.010) (-0.010) (-0.010) (-0.010) (-0.010) (-0.010) (-0.010)
Owner gender 0.190*** 0.153*** 0.188*** 0.147*** 0.205%** 0.205%** 0.199*** 0.205%** 0.198***
(-0.022) (-0.022) (-0.022) (-0.022) (-0.022) (-0.022) (-0.022) (-0.022) (-0.022)
Provincial construction 0.028*** 0.026*** 0.028*** 0.026*** 0.029*** 0.029*** 0.028*** 0.029*** 0.028***
(-0.002 (-0.002 (-0.002 (-0.002 (-0.002 (-0.002 (-0.002 (-0.002 (-0.002
Provincial consumption 0.059*** 0.054*** 0.061*** 0.054*** 0.060*** 0.059*** 0.058*** 0.062*** 0.058***
(-0.003) (-0.003) (-0.003) (-0.003) (-0.003) (-0.003) (-0.003) (-0.003) (-0.003)
Distance 0.008*** 0.006*** 0.008*** 0.006*** 0.007*** 0.007*** 0.006*** 0.008*** 0.006***
(-0.002) (-0.002) (-0.002) (-0.002) (-0.002) (-0.002) (-0.002) (-0.002) (-0.002)
Value FDI -0.070*** —-0.067*** -0.069*** -0.068*** —-0.072*** —-0.075%** -0.069*** -0.073*** —-0.069***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
Value SOEs 0.001*** 0.001*** 0.007*** 0.001*** 0.001*** 0.001*** 0.001*** 0.001*** 0.001***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
Transparency 0.201*** 0.023 0.048*** 0.019***
(-0.016) (-0.016) (-0.006) (-0.006)
Corruption 0.522%** 0.492%** 0.117%** 0.116***
(-0.018) (-0.018) (-0.007) (-0.007)
Proactivity 0.177*** 0.060*** 0.011** -0.016***
(-0.010) (-0.010) (-0.004) (-0.005)
Transparency X Firm size —0.051*** —-0.003
(-0.004) (-0.004)
Corruption X Firm size —0.125%** —0.115%**
(-0.004) (-0.004)
Proactivity x Firm size —0.051%** —0.023***
(-0.003) (-0.003)
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South 1.246%** 1.250%** 1.168*** 1.238%** 1.161%**
(-0.427) (-0.426) (-0.427) (-0.427) (-0.427)
Transparency X South —-0.066*** -0.0153*
(-0.008) (-0.009)
Corruption x South —0.089*** —-0.082***
(-0.009) (-0.009)
Proactivity X South -0.026%** 0.00134
(-0.006) (-0.006)
Hausman p-value 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000
Observations 307,591 307,591 307,591 307,591 307,591 307,591 307,591 307,591 307,591
Mean VIF 4.53 4.55 4.54 5.38 4.19 4.13 4.15 417 4.09
R? 0.350 0.356 0.351 0.357 0.350 0.350 0.352 0.350 0.352

Note: Results in columns (1) to (3) were estimated using the instrumental variables within the context of the generalized method of moments estimator (IV-GMM) (routine ivreg2 with gmm2s option in Stata). The results in
columns (3) to (16) were estimated using a fixed effect (FE) panel estimator (routine reghdfe in Stata). All specifications include year dummies, two-digit industry dummies and ownership dummies (private, state-owned and
foreign-owned). Figures reported in parentheses are heteroskedasticity and autocorrelation (HAC) robust standard errors, clustered by region per year. Hausman test statistics are reported for the endogeneity of fixed effects. VIF,
variance inflation factor.

***Significant at 1% level; **significant at 5% level; *significant at 10% level.
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the three aspects of local governance: corruption, transpar-
ency and proactivity. Columns (4) to (7) exhibit the results
of the interaction between local governance and firm age;
columns (8) to (11) are the interactions with firm size;
and finally, the results of the interaction between the
South dummy and local governance indicators are shown
in columns (12) to (16).

In all specifications, the coefficients of the three local
governance variables are positive and precisely determined.
This result is consistent with hypothesis 1 that firms in
regions with stronger local governance arrangements per-
form better in terms of revenue growth.

Comparing the magnitude of the effects, transparency
has the strongest impact on firm revenue growth. One
point of transparency improvement leads to 2.1% revenue
growth, all else being constant. A decrease in corruption
has a slightly smaller impact, with 1.4% of total revenue
growth for each point of corruption index reduction.
Finally, leadership proactivity has the smallest economic
influence on firm growth: 1 point of improvement in the
index leads to a 0.2% increase in total revenue growth.

The negative and strongly significant coefficients of the
interaction terms of local governance variables with firm
age in columns (4) to (6), and with firm size in columns
(7) to (9), are consistent with hypotheses 2 and 3: the
effects of local governance on small and young firms are
stronger than those on large and old firms.

In Appendix B in the supplemental data online, we visual-
ize the margins of revenue growth by firm age, size and
region.11 As corruption diminishes, there is a positive effect
on young firms and, at the same time, there is little effect on
old firms. Next, there is a positive effect of diminished corrup-
tion on small firms, yet there is actually a negative effect of
diminished corruption on large firms. This indicates thata cor-
rupt environment gives a big advantage to large firms at the
cost of small firms. Similar to rent seeking, corruption comes
with high transaction costs, and in those deals, large firms
benefit from economies of scale. The pattern corresponds to
that described by Vorley and Williams (2016) for Bulgaria
and Romania, where large firms benefit strongly from corrupt
links with the government, to the cost of small firms.

To explore the impact of being located in the South on
revenue growth, the South dummy and the corresponding
interaction terms are included in the regressions, and the
results are presented in columns (13) to (16). The positive
and significant coefficients of the dummy in all specifica-
tions indicate that firms established in South Vietnam per-
form better than those in North Vietnam. More
importantly, the negative and precisely determined coeffi-
cients of the interaction terms between local governance
variables and the South dummy indicate that the effect of
local governance in the North is stronger than that in the
South. Therefore, hypothesis 4 is supported. The predic-
tive margins of the corruption variable are presented in
Appendix B in the supplemental data online.

Extension: the effect of legal policies
While it was argued above that corruption, transparency

and proactivity are the key dimensions of provincial level
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governance that affect the performance of SMEs, this
paper also explored the impact of law enforcement. Here,
we follow McCulloch et al. (2013) who used the corre-
sponding indicator, labelled legal policies, in estimations
of investment by Vietnamese firms and found it to be insig-
nificant. The indicator corresponds to the perceived effec-
tiveness of legal institutions.

What is to be expected? Under conditions of the rule of
law, effective law enforcement should have a positive
impact. However, under an opaque legal system and
administration, the incentives of adjudicators may become
distorted. Punishment rather than the enforcement of jus-
tice may become the objective of an adjudicator (Glaeser,
Johnson, & Shleifer, 2001, p. 853). Under these conditions
the impact of law enforcement may be ambiguous, and may
even be harmful on small and young firms. Findings
reported in Appendix C in the supplemental data online
are consistent with this intuition. In addition, the effective-
ness of law enforcement appears to have no effect in the
South, where it may be combined with a stronger pro-
entrepreneurship culture, while it has a negative effect in
the North.

DISCUSSION AND CONCLUSIONS

This paper follows the call of Williamson (2000) to develop
further the new institutional economics theory based on the
transaction costs approach by considering the impact of
institutional levels on individual business performance.
Williamson delineates the institutional levels as follows:
the first institutional level is culture; the second is the for-
mal (constitutional level) institutions; and the third level is
governance. These three interact with the firms’ attributes
to produce effects on business performance. More specifi-
cally, by extending Rothstein and Teorell (2008), this
paper proposes that freedom from corruption, the extent
of administrative transparency, and a degree of proactivity
in designing and implementing entrepreneurship-friendly
policies are important arrangements of local governance.
This is especially the case in the context of an emerging
market economy, and more specifically still for supporting
the development of young and small firms. While most
existing studies focus on the impact of country-wide insti-
tutional configurations, this paper argues that local govern-
ance quality may have a yet more significant influence on
the local entrepreneurship sector. This argument is based
on an observation that young and small firms are typically
geographically constrained to local business environments,
which in turn are strongly shaped by local governance
structures. Indeed, it is found that local governance quality
— including corruption, transparency and proactivity — may
be important determinants of local SMEs growth
performance.

At the same time, the results suggest that local govern-
ance matters more for young and small businesses. Old and
large firms, with their accumulated capital and resources,
are less sensitive to the vagaries of local governance.
More than that, the pattern of the results suggests that cor-
ruption, while significantly constraining the growth of
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small companies, may actually be beneficial to large compa-
nies. This is consistent with the findings and argument of
Vorley and Williams (2016), who see corruption as some-
thing more than just an imposition inflicted by the govern-
ment administration on small companies, but rather as a
collusion between large companies and government against
small firms and newcomers. Likewise, Husted (1994), uti-
lizing the transaction costs approach, argues that ‘parochial’
corruption (more idiosyncratically corrupt transactions of
higher significance) is supported by relational capital based
on multiple transactions. As argued here, that again gives
an advantage to large and established companies.

This paper also examines the interplay between infor-
mal institutions and local governance quality. It is expected
— in line with institutional theory — that a pro-entrepre-
neurial culture could moderate the effects of local govern-
ance. Indeed, empirical results indicate that local
governance quality matters more where, historically, local
institutions were less supportive to entrepreneurship.

It is proposed that the effect of governance institutions
is salient at subnational levels because governance is more
concerned with how governments deliver policies, rather
than with what they deliver (Rothstein & Teorell, 2008).
Local governments are more involved in the delivery pro-
cess because they are at the end of the governance system,
being in charge of implementing and enforcing central pol-
icies. At the same time, as already argued, this conclusion
may be specific to constitutional settings, where lack of
effective constraints on the executive branch of the govern-
ment is to some extent compensated for by ‘market preser-
ving federalism’ (Weingast, 1995) and elements of
meritocracy, so that the regional authorities retain a degree
of autonomy and are incentivized to support regional devel-
opment. These conditions are characteristics of China and
Vietnam, but do not hold in Russia, for example (Du &
Mickiewicz, 2016). A call for more comparative studies fol-
lows immediately from this observation.

This constitutional feature of ‘market preserving feder-
alism’ helps to explain why the results show that besides
freedom from corruption and transparency, the proactivity
of local governments also plays an important role in enhan-
cing business performance. Again, it would be interesting
to explore the extent to which the proactive leadership of
local governments towards local entrepreneurship sectors
is important in other emerging countries where insti-
tutional frameworks may differ.

It follows that findings in this paper have implications
for policy-makers in transition economies. Even where
the institutional settings are weak, local governments may
create a more even playing field for local firms. Importantly,
the findings suggest that in regions with an initially weaker
pro-entrepreneurial culture, local governments could par-
ticularly help in facilitating entrepreneurship. To entrepre-
neurs, the commitment and stability in the policies of local
governments could, to some extent, introduce similar
incentives and trust as do the (absent) pro-entrepreneurial
informal institutions. Bearing in mind the fact that infor-
mal institutions take time to change, local governance
could and should be the instrument that transition

economy governments utilize in order to maintain and
accelerate the development of their entrepreneurship sec-
tor, which ultimately may become the growth engine of
the whole economy.

This study has some important limitations that future
research may want to address. First, as already discussed,
the findings may be country-specific. Especially in the
case of Vietnam, great power is centralized at the local
leader’s disposal, but, as in China, there are also merito-
cratic elements of regional political competition based on
delivering positive effects on regional development.
Therefore, future research investigating the informal
forces of local governance may want to examine other
economies with different political systems and traditions.
For example, Brazil and Russia may be interesting candi-
dates for comparison with Vietnam and China, utilizing
the new framework of institutional economics—trans-
action costs. Brazil's constitution combines federalism
with a higher degree of democratic accountability for
its leaders. In Russia there is no democratic accountabil-
ity, and no federalism except in name, and the incentives
for local governors may not prioritize economic develop-
ment (on both countries, see Aidis et al., 2008). How
these different conditions play out and affect local
business performance at a micro-level remains an inter-
esting question.

Last but not least, future research concerning the per-
sistence of regional cultures across the South and the
North of Vietnam could make use of a richer set of variables
in addition to using dummies. And accounting for a num-
ber of additional differences between the regions, such as
location, demographic and economic factors, could be
interesting and further investigate the robustness of the
results on the effects of institutional persistence on
micro-performance. More generally, there is still a scarcity
of multilevel conceptualizations and empirical studies on
regional entrepreneurial sectors (Bosma, 2017; Fritsch &
Storey, 2014; Sternberg, 2012; Turok et al., 2017), and
this paper is a minor step in that direction.
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NOTES

1. Here the entrepreneurship sector is understood as
young, small and private companies, following Du and
Mickiewicz (2016, pp. 22-38).

2. Source: https://www.gso.gov.vi/Default_en.aspx?tabid=
515/.

3. Doimoi is the term describing the radical economic
transformation in Vietnam that started from 1986.

4. For details of the PCI methodology, see www.eng.
pcivietnam.org/.

5. According to the Vietnam Enterprise Law, there are
four types of firms in terms of size. Microenterprises are
firms operating with fewer than 10 employees. Small enter-
prises are firms with 10-200 employees and total registered
capital less than 20 billion Vietnamese dong (VND;
approximately US$1 million). Medium enterprises are
firms with 200-300 employees and total registered capital
less than 100 billion VND (approximately US$5 million).
Large enterprises are firms operating with more than 300
employees and 100 billion VND registered capital. Capital
is the first criterion in categorization.

6. We test the robustness of the results by running the
regressions using profitability as dependent variables,
including earning after tax, earnings before interest and
tax (EBIT), return on sales (ROA) and return on assets
(ROA). We use both IV-GMM and FE estimators. The
results overall support our main hypothesis concerning
the positive effects of local governance on local SMEs’ per-
formance. These are available from the authors upon
request.

7. Vietnam has five large economic centres, administra-
tively defined as municipalities: Hanoi, Haiphong, Hochi-
minh, Danang and Cantho.

8. The command in Stata is ivreg2 with the two-step-
feasible GMM estimation (gmm2s option).

9. Short tenure may also trigger more corruption. If offi-
cials know that they just hold their position for a short time
(one term, for instance), they may try to reap maximum
benefit from their power.

10. The use of the reghdfe is appropriate for multiple levels
of fixed effects. The routine uses a robust algorithm to
absorb efficiently the fixed effects from different levels of
observations, and by default iteratively removes singleton
groups to avoid biasing the standard errors (Correia, 2014).
11. To save space, this paper exhibits the predictive mar-
gins of the corruption variable only. The predictive margins
of the other governance variables (transparency and proac-
tivity) are similar to those of corruption. These graphs are
available from the author upon request.
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