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Abstract

According to recent literature in new institutional economics and entrepre-

neurship, institutions, including formal and informal ones (i.e., the rules) are

important. However, in a homogeneous national institutional environment, it

is unclear whether and how the execution of institutions (how the rules are

implemented) matters. The purpose of this research is to assess the mecha-

nisms that local governments can use to encourage entrepreneurial invest-

ment, which determines the future growth potential of small businesses. We

find that (i) improving local institutional quality in general boosts entrepre-

neurial investment; and (ii) more financially constrained firms are more sensi-

tive to informal local governance, while less financially constrained firms are

more sensitive to local formal institutions, using a large-scale small and

medium-sized enterprise (SME) dataset from Vietnam from 2006 to 2019.

KEYWORD S

financing constraints, firm investment, formal local governance, informal local governance,
institutions execution, Vietnam

1 | INTRODUCTION

One of the reason that we create institutions is to reduce
uncertainty (Sever, 2020; Tawiah & Gyapong, 2021). The
perception of uncertainty is undoubtedly the key to the
process of entrepreneurs' decision-making. The recent lit-
erature, embedded in the new institutional economics
(Williamson, 2000) and entrepreneurship empathetically
demonstrates the importance of institutions for entrepre-
neurial activities and their outcomes (Ayob &
Saiyed, 2020; Bradley et al., 2021; Nguyen, 2021; Yu
et al., 2020), but the main body of this research still sel-
dom discusses the issues around uncertainty (Asutay &
Mohd Sidek, 2020).

To date, there are fascinating theories and overwhelming
empirical support for the importance of formal institutions

(e.g. and property right protection) (Acemoglu & Johnson,
2005; La Porta et al., 1998) and informal institutions
(e.g., norms and relationship) (Webb et al., 2020)—influence
the self-employment intention of entrepreneurs, the estab-
lishment of nascent startups, and their growth aspirations
(see Bylund and McCaffrey (2017) for a review). What
remains poorly understood is if and how the governance of
national institutions (Williamson, 2000) explains the varia-
tions of entrepreneurship within a homogenous national
institutional setting (Du & Mickiewicz, 2016; Nguyen
et al., 2018). Moreover, the homogeneity and stability of the
national institutional configuration do not guarantee those
at the subnational level of institutions of governance. This is
especially true in post-communist economies, where the
institutional framework remains weak, enabling local
authorities considerable latitude to execute policies and
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formal laws (Eddleston et al., 2020; Efobi et al., 2021; Ha &
Frömmel, 2021).

As such, while the rules of the game indicate the
upper institutional structural frameworks, the play of the
game represents how these upper structures are practi-
cally implemented at the ground level (Pur &
Moore, 2010). Despite increasing evidence to demonstrate
the power of the ‘play’ of the game, we still do not know
evidently the mechanisms of its effects. Indeed, even
though the literature demonstrates the importance of
institutions, the question of why that is the case remains
unclear (Bradley et al., 2021). This study fills the gap by
establishing a novel framework and providing new evi-
dence through firm investment mechanisms.

We focus on firm investment for important reasons.
Most existing studies only focus on either specific entre-
preneurial activity at the early stages of entrepreneur-
ship (e.g., the transition from nascent entrepreneur to
startups) (Chowdhury & Audretsch, 2020), or ultimate
entrepreneurial outcomes (typically, profitability or
sales growth) (Fuentelsaz et al., 2020). There is little
research on how institutions influence the process
between startups' survival and sustained growth
(Nguyen, 2020). Given there are only a small proportion
of firms that actually achieve sustained growth from the
population of startups (Gupta et al., 2018), we really
need to understand the mechanisms through which
institutional factors help or hinder entrepreneurs from
investing in their future growth after their initial com-
mitments. Following Cumming and Groh (2018), we
argue that not just the first critical step to becoming an
entrepreneur certainly matters, but every single addi-
tional investment matters as well to ensure the realisa-
tion of the full potential of the initial investment. This
study focuses on one of the most critical strategic deci-
sions an entrepreneur has to make to stay in the game,
that is, making investment decisions.

Moreover, it is also important to understand how
entrepreneurs allocate their resources in the post-entry
stage and the influencing role of institutions in that
process, which may be different from that in startup deci-
sions (Singh & Bala Subrahmanya, 2020). In the post-
entry stage, entrepreneurs have formed expectations
about which institutional factors facilitate or hamper the
business operation and, therefore, would make decisions
about resource allocation based on these expectations
(Croce et al., 2020; McDonald & Eisenhardt, 2020). Good
institutions should not just encourage entrepreneurs to
make the initial investment but also promote their con-
tinuous investments. Our objective is to examine which
aspects of local governance play a positive role.

Further, we postulate that an improvement in insti-
tutions of governance does not benefit all firms in the

same way but exhibits a distributional effect among
firms of different degrees of financial constraints. The
increasing evidence suggests that financial constraints
are particularly relevant to young and small firms
(Machokoto, 2020; Mukherjee & Proebsting, 2021).
This pattern is particularly pertinent to less financially
developed regions and weaker institutional environ-
ments where transaction costs are high, such as in
emerging economies and regions (Mukherjee &
Proebsting, 2021). In this saying, financing is likely to
be more binding for small businesses in developing
economies. Meanwhile, financing conditions will affect
business plans and operation strategies, consequently
the survival and the potential for growth (Du
et al., 2015; Nguyen et al., 2020). For this reason, each
firm, depending on its level of financial constraints,
may obtain dissimilar benefits from different forces of
external institutions, including local governance
arrangements.

Our empirical analysis draws upon two data sources,
including the Annual Enterprise Survey census data of
Vietnam's small and medium-sized enterprises (SMEs)
from 2006 to 2019 and the Provincial Competitiveness
Index (PCI), which has not only rich firm information
but also some rarely available information on firms'
financing conditions and the need for external finance
(Nguyen et al., 2020; Tran, 2019). More importantly, the
regions identified in the linked regional data show large
variations in the institutional conditions, which provides
excellent testability of our hypotheses.

Our models are designed to capture both formal and
informal institutions of governance. Formal governance
forces include law enforcement, market-access regula-
tions, and local economic regulations. These governance
arrangements are relatively explicit and quantifiable
(Boudreaux & Nikolaev, 2019). In contrast, informal gov-
ernance forces include governance arrangements relating
to (informal) standards of policy execution and gover-
nance quality, including transparency, leadership, and
control for corruption (Webb et al., 2020). Formal gover-
nance pertains to official regulations published by local
governments based on their understanding and self-
implementation of central laws; whereas, informal gover-
nance refers to the process in which government authori-
ties and servants provide public services, focusing more
on their behaviours and the quality of services (Bradley
et al., 2021; Williamson, 2000). Although difficult to be
formalised in the form of regulations, these informal fac-
tors could remarkably affect entrepreneurs' investment
incentive.

Our conceptual framework and the assisting evi-
dence contribute to the literature in two ways. First,
the theoretical framework proposed in this study
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extends the classical institutional models in notable
ways, through which the nature of institutions could
be better understood. First, moving away from the
country comparison approach, we conceptualise and
provide evidence that local institutional governance
arrangements play essential roles in determining firm
investment. This is particularly more important to
SMEs since they are young and small and typically
bound by local markets shaped by local governance
forces (Du & Mickiewicz, 2016; Nguyen, 2021). We
relax the assumption regularly made in the cross-
country studies that institutions have a homogeneous
effect on entrepreneurs across regions within a country
(Soroka et al., 2020). Also, by incorporating the factor
of financial constraints and highlighting its importance
in moderating the association between firm investment
and sub-national government quality, we show a mech-
anism that links local financial development and insti-
tutional development.

Second, we identify a distributional effect on invest-
ment decisions of local governance forces, contingent
on firm financial constraints; this effect also depends on
the type of institutions of governance. Specifically, more
financially constrained firms benefit from improved for-
mal governance, while less financially constrained firms
are better off from the improvements in informal gover-
nance. An intuitive explanation is that cash-rich busi-
nesses (less likely financially constrained) are active to
conduct economic activities (Ferrando & Ruggieri, 2018;
Guariglia & Yang, 2016), and thus are more likely to be
on the radar screen of local authorities. Since they are
the target of corruptive officials, improvements in local
informal governance will exempt them from rent-seek-
ing, unproductive activities (e.g., entertaining politi-
cians) (Du et al., 2015; Tran, 2019), and will provide
them with more incentives and resources (e.g., time,
and effort) to make investments. Meanwhile, improve-
ments in formal governance forces, such as law enforce-
ment, regulations about access to local markets, and
visible support and services from local governments, are
more important for SMEs with poor cash flow because
these regulations are necessary for them to do basic
business transactions and operations (Estrin et al., 2013;
Webb et al., 2020).

The subsequent section provides a summary of rele-
vant literature and develops hypotheses. Then, in
Section 3, we introduce the setting of the research, which
is Vietnam. Section 4 presents the data in use and the
measurements of variables. In Section 5, we build empiri-
cal specifications and present estimation techniques.
Section 6 summarises the findings and robustness testing.
Finally, Section 7 concludes the study by discussing the
findings.

2 | CONCEPTUAL FRAMEWORK
AND HYPOTHESES

2.1 | Institutions, uncertainty,
transaction cost and entrepreneurship

Entrepreneurship, by its nature, requires the entrepre-
neurs to interact, intensively and repeatedly, with society.
As such, institutions profoundly affect the entrepreneur-
ial process (Tran, 2019) through the institutional frame-
works that set the ‘the rules of the game’. These
frameworks include both formal institutions (constitu-
tional configurations and laws) and informal ones (the
norms, customs, and values that regulate society).
Together, they create the order and structure that are a
jumping-off point for action. In other words, they can be
viewed the foundations that engender collaboration
(Chiles et al., 2007; Foss & Garzarelli, 2007). In our con-
text, the starting point for entrepreneurs is the market
structure, from which they orient and coordinate their
behaviour to best meet their aims—creating values for
stakeholders (Lamine et al., 2021).

At operational level, the ‘rules of the game’ may not
be evenly applied. This is described by Williamson
(2000) as the ‘play of the game’, a term that acknowl-
edges that the rules are not necessarily executed on a
level field. Even though national institutions are mostly
the same and fairly stable, there can be wide variations
in entrepreneurial activities and performance. William-
son (2000) explains these as deriving from the institu-
tions of governance. His framework for institutional
analysis puts social embeddedness on the first level and
formal institutions on the second. The social institutions
of governance are on the third level, and they refer to
how the institutional factors are played out. The playing
field consists of the functioning legal system that defines
and enforces contract law, the formal regulations that
govern market access, and the explicit and formal (busi-
ness support) policies. However, even though it may
appear that every player of the game is following the
same rules, this is not always the case. How the rules
are applied can make a significant impact on local firms'
operations. In systems where the formal rules are
ambiguous or lack transparency, there may be scope for
inconsistent interpretation. In addition, when the for-
mal rules are inadequately enforced, entrepreneurs are
more likely to perceive uncertainty in their operating
environments (Di Vita, 2021; Nguyen et al., 2020).

The existing finance literature offers little insight
into how individual investors make investment deci-
sions in the context of within-country institutional vari-
ations. Although it is acknowledged that uncertainty
affects the entrepreneurial decision-making, finance
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theorists contend that better institutions give entrepre-
neurs more certainty and are thus perceived to reduce
investment risk (Bradley et al., 2021). This has empirical
support from the finding that favourable socio-political
and entrepreneurial environments encourage the incep-
tion and development of venture capital investment
(Rodríguez-Pose & Zhang, 2020). While the entrepre-
neurship literature recognises that institutions pro-
foundly affect entrepreneurship, it is largely unclear
how this happens, that is, there is scant research on the
‘institutional conditions that facilitate or hinder entre-
preneurial engagement’ (Bylund & McCaffrey, 2017).

In this study, we address this literature gap by explor-
ing two layers (i.e., formal and informal) of the institu-
tions of governance and examining how they bear on
firm investment.

2.2 | Local formal institutions of
governance and firm investment

2.2.1 | Enforcement of law

Formal institutional conditions matter to entrepreneurial
activities because they drive property rights and contract
enforcement (Acemoglu & Johnson, 2005). Entrepreneurs
need to be assured that there is a low risk of property expro-
priation by the government, and also that their contracts
will be enforced. These two assurances are essential to the
process by which entrepreneurs create wealth, and they are
consequently fundamental to a market economy. A coun-
try's legal framework is usually homogeneously specified at
national level and considered stable over time, but the local
implementation of its laws and regulations may differ con-
siderably (Nguyen, 2021). This impacts on entrepreneurs
because while the scrupulous and consistent implementa-
tion of the formal institutions promotes resource-seeking
intentions, value-adding behaviours, and productive interac-
tions between an economy's agents (Baumol & Strom, 2007;
Henrekson, 2007), weak property rights discourage firms
from making new investment projects even though bank
loans may be available (McMillan & Woodruff, 2002).
Uncertainty about (the enforcement of) property rights will
deter small businesses from making investments, even if the
need for investment is strongly indicated (Cull & Xu, 2005).
As such, there is clear evidence that property rights protec-
tion enforcement is a significant predictor of firm invest-
ment decisions.

Contract enforcement, too, is found to have strong
impact on small business investment. Contract regula-
tions affect venture capital activities, thereby influencing
the establishment and growth of young and small busi-
nesses (Li & Zahra, 2012). Scepticism about the reliability

and effectiveness of the legal institutions discourages the
development of the financial market and dampens entre-
preneurship (Li et al., 2014).

In short, even though the national laws and regula-
tions may be complete, they require effective and inclu-
sive local governance arrangements if they are to be
executed properly (Moodysson & Zukauskaite, 2014). The
quality of the enforcement of laws plays a crucial role in
determining local firm investment incentives.

2.2.2 | Market-access regulations

Market-access regulations govern the openness of lands,
business licences, and other production permits within
the local environment. They are a key dimension of for-
mal local governance (Tran et al., 2009). Being able to
access land, having confidence in the security of one's
tenure of that land, and being able to smoothly obtain
the relevant operating permits are crucial to SME activi-
ties (Efobi et al., 2019; Makino & Tsang, 2011). In the
post-entry stage, market-access regulations determine the
potential risks and uncertainties of doing business. Regu-
lations govern the risk of land expropriation, the costs
and losses incurred by land disputes, and the accessibility
of the markets for key production materials. Substantial
operating costs might arise from unpredictable land price
changes, changes to how land-use certificates are issued,
or related to the purchase of other production licences
such as expansion or construction permits. These unpre-
dictable changes may be due to unstable governance, pol-
icy alterations, or a lack of transparency in governance
(Malesky et al., 2015).

Market access matters because there is strong evi-
dence that it is highly associated with entrepreneurship.
For example, Pincus (2009) proposes in the context of
Vietnam that the right to access land is regarded as a rare
resource, to the extent that it is one of the most critical
factors in the entrepreneur's intention to open a new
business. Institutional bias towards the state sector, espe-
cially in developing countries, means that private compa-
nies can only get land and corresponding permits at the
local government's discretion (Nguyen & Nguyen, 2019).
These resources are all essential to small businesses, and
so it is expected that the openness of local regulations
concerned with land, land-use rights, and operation per-
mits will significantly enhance local SME investments.

2.2.3 | Local economic environment

The local economic environment is a term that describes
production resources (e.g., information and human capital)
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and their availability, abundance, quality, and price. Entre-
preneurs obtain and internalise these resources, add value
to them, and thus make profits. In the context of entrepre-
neurship, young and small firms incur high transaction
costs for their production resources because of their small-
ness and newness (Nguyen et al., 2018). Thus, the local eco-
nomic environment is key to attracting businesses and
ensuring they survive and thrive. Local governance is criti-
cal to alleviating informational asymmetries by shaping the
supply and demand of resources to benefit the local entre-
preneurship sector (Baumol & Strom, 2007).

For example, human resources are highly dependent
on local governance (Glaeser et al., 2004). Past research
suggests that regulations have high bearing on both the
demand and supply of human resources. In terms of
demand, Stel et al. (2007) suggest that rigid wage-setting
and overly-strict labour market regulations have negative
effects on the rate of nascent entrepreneurship and young
businesses establishments. This is because the higher costs
of hiring and firing reduce labour demand and entrepre-
neurial intentions. Empirical support for this has been
found in both an industrialised economy (Davidsson &
Henrekson, 2002; Nguyen, 2013) and one that is emerging
(Vietnam: (Davidsson & Henrekson, 2002; Nguyen, 2013)).

As for the supply side, regulations that increase the
quality and number of labour usually lead to the estab-
lishment of new ventures (Efobi et al., 2021). In this
study, we recognise the importance of labour availability
to firm investment decisions (Collins et al., 2011) by tak-
ing into account the governance arrangements that facili-
tate the supply of human resources. We expect that local
governance arrangements that enhance the quality and
quantity of local labour and skill provisions will facilitate
local SME investments.

In a similar way, local governments that support busi-
ness activities will lower transaction costs by creating
industrial zones, organising trade fairs, and other events
for local firms to find business partners. Meyer and
Nguyen (2005) use levels of agglomeration as a proxy for a
reduction in transaction costs to argue for the higher for-
eign direct investment (FDI) evident in specific regions of
Vietnam and China. Also, Kreivi et al. (2012) propose that
trade fairs yield important information needed by SMEs
wishing to internationalise. Thus, a set of conducive local
governance arrangements could facilitate business cooper-
ation, reduce transaction costs, and consequently promote
small business investments.

Taken together, we formulate the following hypothesis:

Hypothesis H1a. In a region, improvements
in the local formal institutions of governance
of: (a) law enforcement, (b) market-access
regulations, and (c) economic regulations are

positively associated with local small business
investments.

2.3 | Local informal institutions of
governance and firm investment

2.3.1 | Corruption reduction

The established and widely-accepted theoretical frame-
works (North, 1990; Williamson, 2000) hold that the social
embeddedness is at the root of the behavioural process,
and that it amounts to informal institutions. Ahlstrom and
Bruton (2006) argue that when the formal institutions are
weak or inchoate, informal ‘codes of conduct’ can supple-
ment or replace them, especially in transition economies
such as China (Rodríguez-Pose & Zhang, 2020), Russia
(Ahistrom & Bruton, 2002), and Vietnam (Nguyen, 2021).

In this study, ‘informal governance’ indicates both gover-
nance quality and the informal norms that influence how
local governments execute policy (Helmke & Levitsky, 2004).
We posit that the informal governance forces are implicitly
regulated or guided by local norms rather than by the formal
regulations of local governments. Informal governance
includes the quality of governance and the unofficial
(unwritten and thus opaque) policies of local government
that influence the rewarding structures of entrepreneurship,
and thus local firm investment decisions.

One of the most important informal governance
forces is the degree to which local officials are free from
corruption. Corruption is directly linked to property
rights protection and enforcement of laws (Tawiah
et al., 2021); these, as noted above, determine the
expected and actual transaction costs of entrepreneurs'
investment projects. Corruption is recognised to intro-
duce substantial uncertainty into business development,
dampening venture rate and company growth. Estrin
et al. (2013) show new ventures suffer more from cor-
ruption than those that are well-established. Moreover,
Hunt and Laszlo (2012) reveal that business innovation
is significantly enhanced when corruption reduces. It
has been noted that improving the efficiency of legal
enforcement (i.e., governance quality) is key to reducing
corruption engagement (Nguyen et al., 2018). Overall,
we expect to see a positive relationship between mea-
sures designed to reduce corruption in local officials,
and local firm investment.

2.3.2 | Local government quality

A second local informal institution consists of informal gov-
ernance arrangements, such as bureaucratic compliance,
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administration transparency, and leadership proactivity.
These are important forces that may influence local small
business investments (Su & Bui, 2017) and we now look at
each in turn.

Compliance with government rules has a direct
effect on how much it costs to go through government
inspections (Rodríguez-Pose & Zhang, 2020). Adminis-
tration transparency is concerned with whether access
to public information (e.g., planning and legal papers) is
distributed fairly, and whether new policies are dis-
closed to all businesses at the same time, and then
applied predictably and consistently (Nguyen, 2019a,
2019b). Empirically, Du and Mickiewicz (2016) show
evidence of a lack of transparency in subsidy-giving to
firms by China's different regional governments. Having
to comply with layers of bureaucracy or navigate poor
administration transparency requires entrepreneurs to
spend time and energy on getting access to information.
As observed by Bian (2018), entrepreneurs in economies
with weak formal institutions tend to invest heavily in
making political networks, which may help them to
avoid risks such as expropriation or provide them with
more resources. As such, costly bureaucratic compliance
low transparency inevitably induce unproductive activ-
ity and higher transaction costs, hence the resources
available for investment.

Local leadership proactivity is another dimension
of local informal governance (Nguyen et al., 2018).
Leadership proactivity is how creative and flexible
local governments are when they come up with and
executing policies to help small businesses in their
area. These informal arrangements are embedded in
local norms and codes of conduct and, as might be
expected, they show a high degree of variation across
regions (Tran, 2019). Local leadership proactivity
includes the attitude of local authorities towards the
private business sector, whether the local authority
flexibly interprets the institutional frameworks that
helps facilitate a conducive environment for local pri-
vate firms, how the province reacts to a lack of clarity
in national institutional framework, and their proac-
tivity and innovativeness.

Research has found that improving the quality of
governance has positive effects on firm performance.
Van Long and Tan (2018) propose that transparency is
the most important aspect of governance for attracting
foreign direct investment (FDI). Nguyen and Van Dijk
(2012) argue that perceived improvements in local
government policies are conducive to economic per-
formance by boosting firm investments and profitabil-
ity, while Helmke and Levitsky (2004) stress that
informal governance forces, including transparency
and corruption practices, influence firm growth even

more strongly than the formal governance forces. The
following hypothesis summarises our arguments:

Hypothesis H1b. In a region, improvements
in local informal institutions of governance in
terms of (e) corruption control and (f) govern-
ment quality are positively associated with
local small business investments.

2.4 | Distributional effects of governance
quality on financially-constrained firms

Financially-constrained businesses may find it difficult to
make optimal investments because they lack internally
and externally generated funds (Carreira & Silva, 2010).
Young and small firms are more prone than their large
and old counterparts to being financially-constrained
(Machokoto, 2020; Nguyen & Canh, 2020) particularly
when it comes to the financing of new investment pro-
jects. Financing constraints are thus an additional barrier
to start-ups. Institutional quality is relevant here because
it alters entrepreneurs' perceptions of an investment's
transaction costs. The financing condition of a firm is
therefore often an unobservable form of firm heterogene-
ity that plays a vital role in the relationship between insti-
tutions and investment.

More specifically, firms experiencing differing degrees
of financial constraints may benefit unevenly from
improved local governance. Firms with fewer financial
constraints (e.g., they are cash rich) are better able to
finance their large-scale and long-term projects. They are
theorised to be more active in economic activities than
their more financially-constrained counterparts (Nguyen
et al., 2020) whose limited internal finance puts binding
constraints on firm operations and the decision-making
processes related to, inter alia, investment. There is pre-
liminary evidence that businesses that are less financially
constrained are keen on pursuing higher value-added
projects, such as new product R&D (Guariglia &
Liu, 2014), employment growth (Kao & Chen, 2020), and
fixed asset expansion (Araujo et al., 2020). Firms that
have substantial cash flow may attract more external
financing because cash flow reduces agency costs and
demonstrates commitment to the project (Miglani
et al., 2015).

However, being less financially constrained in a weak
institutional environments also has drawbacks. It is
harder for larger and more successful businesses to fly
under the radar. They are thus more prone to suffer from
expropriation and corruption. As Puffer et al. (2010)
exemplify using the Russia case, entrepreneurs and their
property are often the subjects of corporate takeovers that

6 DU and NGUYEN
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are more akin to corporate raids. They find that large and
successful businesses can be subject to illegal searches,
during which information can be seized and documents
falsified, enabling the business to be commandeered.
Even in an environment that is less actively business-hos-
tile, corrupt politicians and administrators are more
likely to seek contact with firms that are liquid (Du &
Mickiewicz, 2016; Nguyen, 2019a, 2019b).

This is consistent with the literature showing that the
negative effects of corruption are more detrimental to high-
growth and large organisations than to they are to subsis-
tence entrepreneurs (Chowdhury & Audretsch, 2020). Thus,
the entrepreneurs of less financially-constrained firms must
give sizeable time and effort to unproductive activities such
as wooing local authorities (Du et al., 2015). As such, we
expect that as the local informal governance environment
improves (i.e., there is less corruption, more transparency,
and more proactive leadership) the cash-rich firm burdens
of building and maintaining informal (i.e., back-door) rela-
tionships with local government will reduce, leaving their
entrepreneurs with more resources (e.g., capital and time)
for investing in and managing new projects.

Another difficulty for less financially constrained
businesses is that they are more inclined to pursue invest-
ment initiatives that are not in accordance with current
formal restrictions, such as non-conventional R&D
investments, the construction of large factories, and
applying for operating licences in novel industries. These
situations offer local administrators the scope for arbi-
trarily deciding which projects are to be approved and
which are not. Decisions may vary across projects that
are not dissimilar (Nguyen et al., 2018). Non-transparent
governance may also present in favourable treatment
(e.g., back-door information passing) being accorded to
specific firms (Zhou, 2013). Such informal governance
arrangements incentivise entrepreneurs to participate in
rent-seeking activities so that they can obtain the
resources they need. Strong institutional environments
make these unproductive activities less necessary or even
redundant.

We therefore suggest that when informal governance
arrangements improve, the less financially-constrained
firms will likely benefit more than their financially-
constrained counterparts, who have little to offer corrupt
officials. Furthermore, cash-poor firms must typically
concentrate on building up their resources and capabili-
ties, relying largely upon their private networks rather
than political connections (Nguyen et al., 2020). They,
and their relatively small investment products, are thus
less sensitive to corruption, administration transparency,
and leadership proactivity (Guizani, 2021). In this, they
differ from the less financially-constrained firms to whose
operations and development the local formal government

arrangements are fundamental. For example, better
enforcement of law is perceived by entrepreneurs to
reduce uncertainty, encouraging them to make more
investments (Estrin et al., 2013; Su & Bui, 2017). A con-
ducive set of market access and economic regulations
provides small firms with the productive resources (land
and human resources) necessary for expanding their
businesses. Formal governance arrangements also help
reduce regional transaction costs by encouraging local
authorities to provide matchmaking services such as
trade fairs, and tangible/perceptible support and services
(Nguyen et al., 2018).

Cash-poor firms are usually small, young, and in a
degree of financial difficulty (Kao & Chen, 2020), making
them unlikely to be able to undertake the large-scale and
long-term investment projects that require tailored con-
siderations and specific approvals from local authorities.
We therefore suggest that what cash-hungry firms need is
a formal and well-organised institutional infrastructure,
with functional legal enforcement, open access to local
market regulations, and supportive economic regulations.
Cash-rich firms, on the other hand, are focused on how
to get the most value out of their available capital, while
still holding onto the necessary resources for navigating
the local red tape (Araujo et al., 2020). For this reason,
we expect them to be more sensitive than their
financially-constrained counterparts to the informal local
governance arrangements. The following hypotheses
summarise these arguments:

Hypothesis H2a. Less financially-
constrained firms make more investments
when local informal governance forces (cor-
ruption and governance quality) improve.

Hypothesis H2b. More financially-
constrained firms make more investments
when local formal governance forces (law
enforcement, market-access regulations, and
economic regulations) improve.

3 | BACKGROUND: FINANCIAL
CONSTRAINTS AND LOCAL
INSTITUTIONS IN VIETNAM

Vietnam is an economy where a post-socialist political ide-
ology is giving way to an ongoing economic transition. As
such, it is an excellent scenario in which to investigate the
links between government and private company invest-
ment. Its old socialist-oriented market economy is trans-
forming into a multisectoral one, but the state sector
continues to play a dominant role in controlling economic
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growth with the ultimate goal of advancing socialism
(Audretsch & Fiedler, 2021). Vietnam's socialist ideology
means that its financial systems are intrinsically biased
against the private sector, which in turn means that its pri-
vate SMEs experience a significant lack of access to exter-
nal finance (Nguyen & Canh, 2020). This country-specific
factor compounds the informational asymmetries that are
typical of the emerging economies, with detrimental
effects on its domestic SMEs. The resulting financial con-
straints may delay firm investment and hamper firm
growth (Tran, 2019) and indeed, the literature confirms
that small private businesses in the country suffer from
serious financial constraints (Nguyen & Canh, 2020;
Tran & Santarelli, 2014).

That being said, Vietnam's private sector (98% of
which are young and small businesses) has made an
astonishingly large contribution to the country's eco-
nomic growth over the past few decades (Audretsch &
Fiedler, 2021). Given this paradox, it is surprising we
know so little about the mechanism that is encouraging
Vietnam's entrepreneurs to transcend their difficulties,
finance their investments, and make so impressive a con-
tribution to the economy.

Like many of the emerging economies, Vietnam is
characterised by weak institutions and poor gover-
nance quality. These have direct bearing on the coun-
try's SMEs (Efobi et al., 2021). Furthermore, Vietnam's
history of partition and reunification has caused the
quality of its regional governance to follow one of two
patterns (Truong & Schuler, 2021). North Vietnam
never experienced capitalism post-partition, whereas
South Vietnam only returned to socialism after the
country's reunification in 1975. Hence, there are signif-
icant differences in the regions' local informal gover-
nance institutions (Dell et al., 2018). Moreover, these
informal institutions have proven to be sticky enough
to survive a reunification that occurred over 40 years
ago, as well as the creation of a single formal institu-
tional framework (Nguyen, 2021).

The Doimoi (economic renovation) has made the
differences in the quality of local governments even
more noticeable. Specifically, Doimoi has extensively
decentralised Vietnam's government (Le et al., 2019),
with fiscal strategizing being devolved to the local gov-
ernments. Currently, local governments are relatively
autonomous in setting arrangements for revenue,
expenditure, and regulatory choices. This has produced
enormous variability in the quality of governance
between areas (Schmitz et al., 2015). This variation in
governance, together with the financially-constrained
entrepreneurial nature of Vietnam's economy, makes
the country an excellent context to test our research
questions.

4 | DATA AND VARIABLES

4.1 | Data

The Vietnam General Statistics Office's Annual Survey
on Enterprises was used as the basis for this study's
empirical research. It is a longitudinal survey from 2000
to 2019 that includes firm-level data of all industry sec-
tors. However, we focus on the years from 2006 to 2019
in order to connect with another dataset, the Provincial
Competitiveness Index (PCI). This data were collected by
the Vietnam Chamber of Commerce (VCCI) and the US
Agency for International Development (USAID). The PCI
is available since 2006. The PCI has a set of provincial
governance indices constructed from nine dimensions.
Each sub-index measures a local governance force,
including both formal and informal ones. Table 1 con-
tains definitions and summary statistics for the indices.

We follow the standard data cleaning procedure, by
excluding all firm-observations with meaningless
accounting reports. Outliers are censored at 1% of contin-
uous variable observations, at both sides of extreme
values. Only private SMEs are included in this study;
large firms are not the focus here since they are more
responsive to national institutions instead of local gover-
nance, given their cross-region operations (Nguyen
et al., 2018). The final sample consists of 2,378,322 firm-
year observations.

4.2 | Variables

4.2.1 | Dependent variable

Firm investment is the main dependent variable, which
is the ratio of total investments firm i makes in year t to
its total capital in the same period. As working capital is
now widely considered as a complementary source for
fixed assets investment when firms lack financial
resources (Ding et al., 2013), we incorporate this line of
literature to fully capture the intrinsic mechanisms in
which entrepreneurs make investment decisions. As
such, the dependent variable in this study consists of four
types of investment: (1) factory and building construc-
tion, (2) the acquisition of machinery and other fixed pro-
ductive assets, (3) spending on upgrading technological
assets, and (4) increased investment for working capital.

4.2.2 | Independent variables

Conventionally, financial constraints could be classified
as internal constraints and external constraints
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TABLE 1 Governance index definition and summary statistics.

Variable Definition Mean SD Min Max

Legal enforcement Measure the effectiveness of local legal enforcement, whether
firms regard provincial legal institutions as an effective
vehicle for dispute resolution, or as an avenue for lodging
appeals against corrupt official behaviour. The indicator
ranges from 1 to 10, the higher the score, the better the
enforcement.

5.150 1.130 1.996 7.990

Entry costs Measure the differences in entry costs for new firms across
provinces (for example, length of business registration in
days). The indicator ranges from 1 to 10, the higher the score,
the lower the entry costs.

7.821 0.834 4.960 9.598

Land access Combine two dimensions of the land problems confronting
entrepreneurs: how easy it is to access land and the security
of tenure once land is acquired. The indicator ranges from 1
to 10, the higher the score, the better the access.

5.617 1.368 1.937 8.840

Bureaucratic compliance Measure how much time firms waste on bureaucratic
compliance, as well as how often and for how long firms
must shut their operations down for inspections by local
regulatory agencies. The indicator ranges from 1 to 10, the
higher the score, the lower the bureaucratic compliance.

6.309 0.919 2.640 8.930

Business supports Measure provincial services for trade promotion, provision of
regulatory information to firms, business partner
matchmaking, provision of industrial zones or industrial
clusters, and technological services for firms. The indicator
ranges from 1 to 10, the higher the score, the better the
supports.

6.328 1.316 1.400 9.620

Labour training Measure the efforts of provincial authorities to promote
vocational training and skills development for local
industries and to assist in the placement of local labours. The
indicator is two-digit value, ranging from 1 to 10, the higher
the score, the better the training services.

6.340 1.072 1.840 9.600

Corruption Measures how much firms pay in informal charges, 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 provincial officials
use compliance with local regulations to extract rents. The
indicator ranges from 1 to 10, the higher the score, the lower
the corruption.

5.830 0.948 3.340 8.943

Transparency Measure whether firms have access to the proper planning and
legal documents necessary to run their businesses, whether
those documents are equitably available, new policies and
laws are communicated to firms and predictably
implemented. The indicator ranges from 1 to 10, the higher
the score, the more transparent.

6.030 1.178 2.142 8.850

Leadership proactivity Measure the creativity and cleverness of local authorities in
implementing central policy, designing their own initiatives
for private sector development, and working within
sometimes unclear national regulatory frameworks to assist
and interpret in favour of local private firms. The indicator
ranges from 1 to 10, the higher the score, the more leadership
proactivity.

4.980 1.321 1.387 9.390

Note: For all indices, higher scores indicate better governance quality. The panel encompasses all 63 provinces and municipal cities in Vietnam in the period
2006–2019, obtained from the Provincial Competitiveness Index (PCI) dataset (http://eng.pcivietnam.org/).
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(Guariglia, 2008). Internal constraints relating to the
availability of cash to support normal operations and
investments. Firms that generate insufficient cash to
fund their investment projects are more internally
financially constrained. For these businesses, they are
very sensitive to cash flow: more internally generated
cash flow strongly induces higher investment rate
(Bond & Van Reenen, 2007). For this reason, the posi-
tive association between cash flow and investment rate
could represent the degrees of internally financial con-
straints. Cash flow is the ratio of total cash flow gener-
ated by firm i in year t to its total capital. The inclusion
of a cash flow variable in a reduced form investment
equation is theoretically appropriate to account for
financial constraints when investment opportunities are
properly controlled (Guariglia & Yang, 2016). The vari-
ables controlling for investment opportunities will be
discussed in detail in the control variable section.

Meanwhile, external financial constraints indicate the
capability of firms in gaining access to external finance.
Following the literature, we use the SA index1

(Hadlock & Pierce, 2010), a combination of firm age and
firm size as a proxy for a reduction of informational
asymmetries between small businesses and external
lenders. Larger and older firms with performance track
records and accumulated social capital have a greater
chance to obtain sufficient external loans, thereby being
less financially constrained (Bond & Meghir, 1994; Ding
et al., 2016).

To assess the importance of local governance, this
study employs several indices in the PCI dataset. Table 1
shows the statistics of the nine governance indices from
2006 to 2019. Since many indices depict similar informa-
tion concerning one governance force, we compare the
statistical patterns of the indices which are highly corre-
lated with an attempt to combine them into a single mea-
sure to reduce redundant information and alleviate
multicollinearity.2 Also, to take into account the initial
endowment of local characteristics as well as socio-
economic development levels, we employ the percentage
change of an indicator in two consecutive years instead
of simply using the level of performance.

In terms of formal local governance, Land access and
Entry cost indices indicate the openness of local govern-
ments for entrepreneurs to gain access to local markets,
which are combined as Market-access regulations vari-
able. To measure the internal consistency of the two
items, we use Cronbach alpha, a coefficient of reliability
of how closely related a set of items are as a group. In this
case, Cronbach alpha is 0.68, slightly lower than the
norm of 0.70 in the literature. As the coefficient is a func-
tion of the number of test items and the average inter-
correlation among the items; the more items included,

the higher the alpha value. Considering that we only
operationalise two items to construct a variable, a slightly
lower than the conventional norm is justifiable.3

Then, the Business assistance and Labour training
indices are combined to form the Economic regulations
index, a measure of local economic conditions
(Cronbach alpha 0.79). Business assistance evaluates the
efficacy of support and aids provided to local business
community by local governments, including, for exam-
ple, creating industrial zones, making match-making
events and trade fairs. Meanwhile, training for labour
evaluates the investments of local governments in devel-
oping the quality of labour supply for local business
community. Together, the two components of gover-
nance generate a set of relevant local economic laws
under which businesses compete.

The final component of formal institutions is Law
enforcement, which is directly measured by the Legal
institutions score. This variable represents the efficacy of
local legal enforcement, indicating whether or not a busi-
ness views legal institutions provided by local govern-
ments as an applicable means of conflict settlement or as
a platform for appealing corrupt official conduct. The
preceding three variables pertain to the quality of formal
local governance.

Concerning the quality of local informal governance,
we quantify local government quality using three indices:
Bureaucratic compliance, On a single scale, administra-
tion transparency and leadership proactivity (Cronbach
alpha 0.77). Bureaucratic compliance shows the average
time that businesses spend on unproductive interactions
with public servants, as well as how frequently they must
stop operating for local regulatory agency inspections.
Meanwhile, transparency measures whether new policies
and legislation are disclosed to businesses and applied in
a predictable manner. Leadership proactivity reflects
local governments' resourcefulness in carrying out cen-
tral policy, forming their own initiatives, and dealing
with ambiguous regulations to support businesses. They
reflect local government systems' (informal) attitudes,
behaviours, and levels of legitimacy.

We also measure corruption as a characteristic of
local informal institutions using the Corruption index.
This index shows how much informal fees (bribes) busi-
nesses are requested to pay to access services. Moreover,
it measures how much these additional costs add burdens
on their operations; and whether paying these extra fees
leads to the expected results or ‘services’.

In general, we end up with three measures of formal
governance arrangements, which are market-access regu-
lations, economic regulations, and law enforcement; and
two measures of informal governance arrangements,
which are government quality and corruption control.
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4.2.3 | Control variables

To properly identify internal financial constraints, it is
necessary to control for business opportunities when esti-
mating the impact of financial constraints on investment.
Typically, investment opportunities are proxied by mar-
ginal Q (Bond & Van Reenen, 2007). For small busi-
nesses, some authors use firm age and size as valid
proxies (Ayyagari et al., 2010; Rahaman, 2011); some
others interact year with industry dummies to control for
socio-economic changes at the industry level (Guariglia
et al., 2011).

To account for investment opportunities, we employ
several covariates suggested in the extant literature:
(1) Sales growth defined as the percentage changes in net
revenues in two consecutive years; (2) Firm Age is mea-
sured as the number of years since firm i being estab-
lished in year t; and (3) Firm size is measured by taking
log of the number of fulltime employees of i in year t.
While sales growth accounts for the time-variant periodi-
cal opportunities, which may change significantly every
year, firm size and age control for general trends of
opportunities firms gain as they accumulate more and
more resources. Table 2 provides definitions and sum-
mary data for the variables. The pairwise correlation is
shown in Table A2 (Appendix).

5 | METHODS

We use the following equation to estimate the effect of
internal financial constraints on firm investment:

Iigt=Kigt

� �
¼ β0þβ1 Aigt

� �þβ2 Sigt�1
� �þβ3 Gigt�1

� �

þβ4 CFigt�1=Kigt�1

� �
þβ5 Governancegt

� �

þβ6 Governancegt� CFigt�1=Kigt�1

� �h i
þμigt, ð1Þ

μigt ¼ viþ vjþ vtþ vgþ eigt:

The subscript igt represents individual effects. Specifi-
cally, i indicates a small business, g a province, and t a
year. Thus, Iigt=Kigt

� �
is the ratio of investment to total cap-

ital an individual firm i in province g makes in year t.
Aigt
� �

represents firm age, Sigt�1
� �

firm size, Gigt�1
� �

sale
growth, and CFigt�1=Kigt�1

� �
cash flow to total capital ratio.

To account for potential endogeneity, the variables cash
flow company size, sales growth are lagged one period.

The subscript g indicates regional effects. The gover-
nance variable: Governancegt

� �
is a column vector of five

individual governance forces of province g in year t. The
interaction terms Governancegt� CFigt�1=Kigt�1

� �
represents

the distributional effects of local governance. The model
also controls for time-specific vt and industry-specific vj
by corresponding dummies.

To estimate the effect of external investment, we
replace the term CFigt�1=Kigt�1

� �
by SAigt�1

� �
in which SA is

the SA index calculated using Hadlock and Pierce (2010)
formula SA = �0.737Size+ 0.043Size2� 0.040Age.

Finally, the residual in Equation (1) comprises two
terms: vg is the regional residuals, and eigt is the individ-
ual residuals. One potential econometric issue in our esti-
mation is unobserved heterogeneity caused by the fact
that firms in our sample located in the same provinces,
which share many similar characteristics, not just gover-
nance settings. To address this issue, we employ a multi-
level technique for estimation. Specifically, individual
firms are placed on the first level of the data's hierarchi-
cal structure, while provinces are placed on the second
level (Estrin et al., 2013). The specification tests show
that multilevel is a justifiable approach in our empirical
settings.

6 | RESULTS

6.1 | Main results

Table 3 presents the regression results of the direct effects
on firm investment of local governance quality. Table 4
presents the distributional effects on firm investment of
local governance by degrees of internal financial con-
straints. Table 5 does so for external financial constraints.
The random effect parameters sigma vg sigma e and in all
specifications indicate that there is significant heteroge-
neity across provinces, and that the use of the multilevel
estimator is appropriate.

The coefficients linked with each of the five gover-
nance factors in Table 3 are positive and significant. This
clearly demonstrates formal and informal aspects of local
government quality can increase company investment
incentives. Hypotheses H1a and H2b are therefore
completely supported. Turning to the moderation effects
of internal financing constraints, Table 4 displays the
regression results. Intriguingly, the coefficients on the
interaction terms of (1) law enforcement, (2) market-
access laws, (3) economic regulations, and the cash flow
variable are positive and statistically significant. These
results initially suggest that when financial constraints
increase (cash flow increases in the regression equation
controlled for investment opportunities), the effects of
formal governance will accordingly strengthen. This find-
ing equivalently indicates that improved formal gover-
nance quality makes more financially constrained firms
better off (in terms of making investments).

DU and NGUYEN 11

 10991158, 0, D
ow

nloaded from
 https://onlinelibrary.w

iley.com
/doi/10.1002/ijfe.2796 by A

ston U
niversity, W

iley O
nline L

ibrary on [02/03/2023]. See the T
erm

s and C
onditions (https://onlinelibrary.w

iley.com
/term

s-and-conditions) on W
iley O

nline L
ibrary for rules of use; O

A
 articles are governed by the applicable C

reative C
om

m
ons L

icense



Meanwhile, the coefficients on the interaction terms
of (1) corruption, (2) government quality and cash flow
variables are consistently negative and statistically signifi-
cant. This could be interpreted that when internal finan-
cial constraints increase (cash flow increases in the
regression equation controlled for investment opportuni-
ties), the effects of informal governance become less criti-
cal to firm investment decisions. Put differently, less
internally financially constrained firms are encouraged to
invest by the improvements of local informal governance.

This finding is consistent with previous studies showing
that less financially constrained firms, thanks to their
abundance in cash, are more likely to engage in eco-
nomic activities, many of which are novel and non-
standardised (Guariglia & Yang, 2016). At this time, atti-
tudes of local authorities towards these new economic
activities determine investment incentives of local firms
(Nguyen, 2019a, 2019b).

Turning to the effect of external financial constraints,
Table 5 presents the regression results. It is noteworthy

TABLE 2 Definitions and summary statistics of variables.

Variable Definition Mean SD Min Max

Investment Total investment values that firm i makes in year t
divided by total capital stock.

0.414 0.865 0.000 6.518

Cash flow Cash flow generated by firm i in year t divided by total
capital stock.

1.358 2.358 �0.026 15.120

SA index A proxy of firm external financing constraints; the SA
index is constructed following Hadlock and Pierce
(2010) as SA = �0.737Size + 0.043Size2 � 0.040Age

�3.616 0.616 �4.638 2.529

Sales revenue growth The percentage change of sales revenue in two
consecutive years.

0.218 1.889 �12.752 12.752

Age Number of years since establishment. 5.931 5.705 1 68

Size Natural log of the number of employees that firm i hires
in year t (reported here the number of employees).

21.063 54.816 1 299

Law enforcement A dimension of formal governance; it measures the
quality of the local contracting governance and the
risks of expropriation. Law enforcement variable is the
percentage change of the legal enforcement indicator
in two consecutive years.

�0.053 0.290 �0.888 0.993

Market-access regulations A dimension of formal governance: it measures the
quality of the local markets' openness. Market-access
regulations variable is a standardised combination of
the percentage change in Land access and Entry costs
indicators in two consecutive years.

0.000 0.790 �1.986 2.206

Economic regulations A dimension of formal governance: it measures the
quality of local economic environments. Economic
regulations variable is a standardised combination of
the percentage change of Labour training and
Business supports indicators in two consecutive years.

0.000 0.904 �3.910 2.771

Corruption A dimension of informal governance; it measures the
freedom from corruption of local officials. Corruption
variable is the percentage change of Corruption
indicator in two consecutive years.

0.015 0.137 �0.730 0.567

Government quality A dimension of informal governance; it measures the
quality of unofficial polices. Government quality
variable is a standardised combination of the
percentage change of Bureaucratic compliance,
Transparency, and Leadership proactivity indicators in
two consecutive years.

0.000 0.765 �2.421 2.196

Note: The summary statistics are reported for 2,378,322 firm-year observations. Firm-specific variables are obtained from the Annual Enterprises Survey of the

Vietnam General Statistics Office. Governance variables are generated from the Provincial Competitiveness Index (PCI) dataset. The study period is 2006–2019.
All values are deflated to 2010 price.
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that SA is a measure of external financial constraints; the
higher the value, the more constrained a firm is. We
replace cash flow with SA in all specifications. Also, since
SA is a function of firm age and firm age, to reduce the
multicollinearity-related issue, we exclude the two firm-
characteristic out of the models. The coefficients on inter-
action terms of (1) law enforcement, (2) market-access
regulations, (3) economic regulations and the cash flow
variable are positive and statistically significant. This
indicates that more externally financially constrained
firms (having a higher SA index) are more sensitive to
local formal institutions. The reasons, as being put in the

theorising section that these firms are less active in eco-
nomic activities; they are more likely to engage in stan-
dardised public services and need access to local markets
and perceptible supports offered by local authorities
(Guariglia & Yang, 2016). These fundamental regulations
are essential for them to engage in fundamental transac-
tions and operation activities.

Regarding the moderating effect of the SA index on
informal local governance, the coefficients on the interac-
tion terms of (1) corruption, (2) government quality and
cash flow variables are negative and statistically signifi-
cant. These results reveal that more externally financially

TABLE 3 Regression results of local governance effects on firm investments.

(1) (2) (3) (4) (5)

Law enforcement 0.028***

(0.004)

Market-access regulations 0.017***

(0.002)

Economic regulations 0.006***

(0.001)

Corruption 0.145***

(0.007)

Government quality 0.005**

(0.002)

Cash flow 0.013*** 0.013*** 0.020*** 0.013*** 0.025***

(0.001) (0.001) (0.001) (0.001) (0.001)

Firm age �0.002*** �0.002*** �0.001*** �0.002*** �0.006***

(0.000) (0.000) (0.000) (0.000) (0.000)

Firm size �0.123*** �0.123*** �0.115*** �0.123*** �0.135***

(0.001) (0.001) (0.001) (0.001) (0.002)

Sale growth 0.016*** 0.016*** 0.019*** 0.016*** 0.043***

(0.001) (0.001) (0.001) (0.001) (0.002)

Industry control Yes Yes Yes Yes Yes

Year control Yes Yes Yes Yes Yes

No. of provinces 63 63 63 63 63

Constant 0.746*** 0.751*** 0.741*** 0.745*** 0.670***

(0.013) (0.013) (0.016) (0.013) (0.022)

Sigma vg 0.040*** 0.042*** 0.047*** 0.048*** 0.044***

Sigma e 0.201*** 0.201*** 0.198*** 0.211*** 0.211***

Observations 2,378,322 2,378,322 2,378,322 2,378,322 2,378,322

Note: The dependent variable is firm investment as a ratio of total capital stock. All specifications are estimated using multilevel modelling with firms set at
level 1 and provinces set at level 2. The figures reported in parentheses are asymptotic standard errors. Standard errors and test statistics are asymptotically

robust to heteroskedasticity and are clustered using firm ID. The variables Cash flow, Firm size and Sale growth are lagged one period to control for
endogeneity.
**Indicates significance at the 5% level;
***Indicates significance at the 1% level.
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constrained firms (having a higher SA index) are less sen-
sitive to local informal institutions. Put differently, less
externally financially constrained firms are more

sensitive to local informal institutions when making
investment decisions. This result is consistent with the
findings obtained from internal financing constraints in

TABLE 4 Regression results of the moderating effects of (internal) financing constraints.

(1) (2) (3) (4) (5)

Cash flow 0.002*** 0.013*** 0.023*** 0.002*** 0.020***

(0.000) (0.001) (0.006) (0.000) (0.001)

Law enforcement 0.051***

(0.005)

Law enforcement � Cash flow 0.007***

(0.001)

Market-access regulations 0.011***

(0.002)

Market-access regulations � Cash flow 0.001**

(0.001)

Economic regulations 0.075**

(0.034)

Economic regulations � Cash flow 0.008***

(0.002)

Corruption 0.214***

(0.010)

Corruption � Cash flow �0.012***

(0.002)

Government quality 0.015***

(0.002)

Government quality � Cash flow �0.001*

(0.001)

Firm age �0.001*** �0.003*** �0.014*** �0.001*** �0.001***

(0.000) (0.000) (0.002) (0.000) (0.000)

Firm size �0.113*** �0.113*** �0.113*** �0.113*** �0.115***

(0.001) (0.001) (0.008) (0.001) (0.001)

Sale growth 0.013*** 0.013*** 0.075*** 0.013*** 0.019***

(0.001) (0.001) (0.009) (0.001) (0.001)

Industry control Yes Yes Yes Yes Yes

Year control Yes Yes Yes Yes Yes

Constant 0.771*** 0.708*** 0.945*** 0.760*** 0.734***

(0.016) (0.025) (0.205) (0.016) (0.016)

Sigma vg 0.048*** 0.049*** 0.048*** 0.048*** 0.048***

Sigma e 0.201*** 0.201*** 0.201*** 0.211*** 0.200***

Observations 2,378,322 2,378,322 2,378,322 2,378,322 2,378,322

Note: The dependent variable is firm investment as a ratio of total capital stock. All specifications are estimated using multilevel modelling with firms set at

level 1 and provinces set at level 2. The figures reported in parentheses are asymptotic standard errors. Standard errors and test statistics are asymptotically
robust to heteroskedasticity and are clustered using firm ID. The variables Cash flow, Firm size and Sale growth are lagged one period to control for
endogeneity.
*Indicates significance at the 10% level;
**Indicates significance at the 5% level;

***Indicates significance at the 1% level.
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Table 4, confirming our theorising that businesses that
are less financially constrained conduct operations that
sometimes fall outside or on the ‘grey’ side of the exist-
ing formal regulations. In dealing with these large-
scale and/or non-conventional investment activities,
they are consequently more responsive to the attitudes
of local governance systems. Our findings thus support
a strand of literature arguing that formal governance

structures are essential for setting up the establishment
of the private business community; it is informal gover-
nance quality, including corruption controls, that
allow the private sector to grow and develop to its full
capacity (Chowdhury & Audretsch, 2020; Du &
Mickiewicz, 2016). In general, the results using both
internal and external measures of financial constraints
indicate that Hypothesis H2a is fully supported.

TABLE 5 Regression results of the moderating effects of (external) financing constraints.

(1) (2) (3) (4) (5)

SA index �0.183*** �0.153*** �0.334*** �0.174*** �0.194***

(0.013) (0.009) (0.024) (0.011) (0.010)

Law enforcement 0.021***

(0.003)

Law enforcement � SA index 0.165***

(0.031)

Market-access regulations 0.024***

(0.002)

Market-access regulations � SA index 0.084***

(0.008)

Economic regulations 0.005***

(0.002)

Economic regulations � SA index 0.128***

(0.014)

Corruption 0.014

(0.010)

Corruption � SA index �0.268***

(0.071)

Government quality 0.041***

(0.003)

Government quality � SA index �0.056***

(0.018)

Sales growth 0.018*** 0.019*** 0.024*** 0.019*** 0.019***

(0.001) (0.001) (0.001) (0.001) (0.001)

Industry control Yes Yes Yes Yes Yes

Year control Yes Yes Yes Yes Yes

Constant 0.291*** 0.228*** 0.260*** 0.234*** 0.252***

(0.017) (0.013) (0.013) (0.013) (0.013)

Sigma vg 0.045*** 0.043*** 0.044*** 0.044*** 0.045***

Sigma e 0.163*** 0.163*** 0.163*** 0.163*** 0.165***

Observations 2,378,322 2,378,322 2,378,322 2,378,322 2,378,322

Note: The dependent variable is firm investment as a ratio of total capital stock. All specifications are estimated using multilevel modelling with firms set at
level 1 and provinces set at level 2. SA index is a proxy of external financing constraints, calculated following Hadlock and Pierce (2010) as SA = �0.737Size

+ 0.043Size2 � 0.040Age. The figures reported in parentheses are asymptotic standard errors. Standard errors and test statistics are asymptotically robust to
heteroskedasticity and are clustered using firm ID. The variables Cash flow, Firm size and Sale growth are lagged one period to control for endogeneity.
***Indicates significance at the 1% level.
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Meanwhile, Hypothesis H2b is partially supported by
external financing constraints only.

To illustrate the moderating effects of financial con-
straints intuitively, we provide the marginal graphs,
which are presented in Figures 1 and 2. In these two
graphs, we present the results of internal financial con-
straints; the marginal graphs of external financial con-
straints are similar and are available upon request. For
formal governance, we take the legal enforcement vari-
able as an example; for informal governance, we use cor-
ruption. The marginal graphs of other governance
variables are similar as such are skipped for the sake of
saving space. In Figure 1, it could be seen that the slope
of the solid line, which illustrates the relationship
between less financially constrained firms (one standard
deviation of cash flow below the mean value in the
regression equation controlling or investment opportuni-
ties) is gentler than the slope of the dashed line, illustrat-
ing the relationship between more financially
constrained firms (one standard deviation of cash flow
above the mean value in the regression equation control-
ling or investment opportunities). This indicates that
financially constrained firms is influenced local legal
enforcement quality to a greater extent than less finan-
cially constrained firms.

investment decisions of more financially constrained
firms are more sensitive to local legal enforcement qual-
ity. Meanwhile, Figure 2 illustrates that enterprises with
less financial constraints (the dashed line) are more

sensitive to local corruption control than firms with
greater financial constraints (the solid line).

In general, the findings obtained from the marginal
graphs illustrate our key findings that more financially
constrained firms are in need of well-structured formal
governance while less financially constrained firms are
better-off from conducive informal governance.

6.2 | Financial crisis 2008

Our sample period includes the 2008 financial crisis. The
crisis imposed a remarkable influence on SMEs' access to
external finance at the time (Nguyen et al., 2020). As
such, it would be interesting to explore the split-sample
in two periods, that is, before 2008 and after 2008.
Table A3 (Appendix) presents the regression results for
internal financial constraints, and Table A4 (Appendix)
shows the results of external financial constraints. In
Table A3 (Appendix), it could be seen that legal enforce-
ment was the most important governance force that
affects firm investment decisions before 2008. The reason
could be that Vietnam was going through a major legal
reform in the first few years of the 2000s (Van Long &
Tan, 2018). In such a changing institutional environment,
firms are thus more sensitive to legal enforcement qual-
ity. After 2008, we could see that corruption became the
most important governance force that influences firm
investment decisions.

FIGURE 1 Marginal effects of legal enforcement (internal

financing constraints). The figure is drawn from the specification

presented in column 1, Table 4. �SD Cash flow indicates one

standard deviation below the mean of cash flow variable. +SD

Cash flow indicates one standard deviation above the mean of cash

flow variable. Higher value of cash flow indicates higher level of

internal financing constraints, given that business opportunities

have been controlled. [Colour figure can be viewed at

wileyonlinelibrary.com]

FIGURE 2 Marginal effects of corruption (internal financing

constraints). The figure is drawn from the specification presented in

column 4, Table 4. �SD Cash flow indicates one standard deviation

below the mean of cash flow variable. +SD Cash flow indicates one

standard deviation above the mean of cash flow variable. Higher

value of cash flow indicates higher level of internal financing

constraints, given that business opportunities have been controlled.

[Colour figure can be viewed at wileyonlinelibrary.com]
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In terms of the moderating effect of internal financial
constraints (cash flow), the pattern found in the full sam-
ple was replicated here: more constrained firms are more
sensitive to formal forces while less constrained firms are
more responsive to informal forces of local governance.

Turning to external financing constraints, Table A4
(Appendix) show a very similar pattern. Before 2008, eco-
nomic regulations were most important for constrained
firms to make their investment decisions. After 2008, cor-
ruption control became the essential governance force.
The consistent significance of corruption control in both
specifications of internal and external constraints indi-
cates that corruption remains the critical barrier that dis-
courages firms from making investments (Nguyen & van
Dijk, 2012).

Finally, in terms of the moderating effect of the SA
index, it could be seen that after 2008, the moderating
effects on formal governance became more significant
compared to those before 2008. This indicates that the
crisis exerted a negative effect on financially constrained
firms, leading to a situation in which they rely more on
government support to help facilitate their investments
(Brautzsch et al., 2015). However, regarding the moderat-
ing effects on informal governance, less financially con-
strained firms are always responsive to informal forces
throughout the whole period.

7 | DISCUSSION AND
CONCLUSION

In this study, we demonstrate that the ‘play’ (i.e., the exe-
cution) of the national institutions at the local level ade-
quately explains the differences in entrepreneurial
activity, and one of the prominent manifestations is its
impact on small business investment. To demonstrate
this, we incorporate the theories of uncertainty and trans-
action costs in examining investment decision-making in
the context of institutions of governance. Strongly sup-
ported empirically, we show that given the homogeneous
national laws and general constitutional configurations,
local governance forces play important roles in shaping
investment incentives. The play of the game represents
how the upper institutional structures are practically
implemented at the ground level, and the quality of the
institutions of governance determines how entrepreneurs
allocate resources in the post-entry stage. This means that
there is clearly room for local governments to improve to
encourage (or otherwise to depress) entrepreneurs' inten-
tion of continuing investing, and to consequently deter-
mine their future growth path.

Consistent with the view that formal institutions and
informal institutions may complement each other where

formal institutions are weak (Ghecham, 2010; Steer &
Sen, 2010), we show that although the improvements in
both formal and informal governance arrangements lead
to more investment, they have varied effects on firms of
different financial conditions. Specifically, formal gover-
nance, such as law enforcement, market-access regula-
tions, and economic regulations, are more relevant to the
investment decisions of financially constrained firms.
Meanwhile, informal governance, such as corruption
control and local government quality have a stronger
impact on less financially constrained firms. By
highlighting the fact that local governance is multidimen-
sional (Nguyen et al., 2018; Ye, 2009), we provide richer
insight into the nature of the institutional structure. Our
findings highlight that in addition to how the institu-
tional framework is configured, how local governments
deliver policies will also affect entrepreneurship. This is
in support of La Porta et al. (1999) that large govern-
ments do not necessarily restrain entrepreneurial activi-
ties because government size only measures the ‘input’
of institutions; it is the quality of exercising policies and
regulations that influence the activeness of entrepre-
neurs. As such, we argue that merely the absence of cor-
ruption is not sufficient to facilitate entrepreneurship
(Rothstein & Teorell, 2008); it is the whole governance
structure, including formal and informal forces that
matters.

Moreover, for the first time, we provide evidence to
demonstrate explicitly the distributional effects of local
governance on firm investment. Not all firms benefit
from governance quality improvements in the same
way. The degrees of financial constraints determine
which local governance forces are more relevant to firm
investment. More financially constrained firms are usu-
ally young, small, and try to earn their livelihood by
making small, continued investments (Carreira &
Silva, 2010). Hence, fundamental formal infrastructure
that facilitates their daily operations, such as effective
law enforcement and inclusive market regulations,
would allow them to have a chance to invest. In con-
trast, less financially constrained firms, however, are
usually old, large, and more economically active,
thereby more likely investing in high value-added and
long-term projects (Guariglia et al., 2011). For this rea-
son, they are more sensitive to the quality of informal
governance.

Our findings send important messages to policy-
makers. Changes to institutions at a higher level take
time (Williamson, 2000), while local governance arrange-
ments are subjected to alter in the short terms. Also, it is
important for policymakers to understand that stimulat-
ing startups is not the end of the endeavour, but continu-
ously encouraging SMEs to make additional investment
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matters more to ensure the realisation of the full poten-
tial of entrepreneurs' initial investment. These messages
from our analysis are clear, that there is much room for
local governments to promote firm investment by
improving specific types of institutional quality tailoring
to the financial conditions of local small businesses. More
specifically, less financially constrained SMEs need a
playing-field which is transparent, non-corrupt, and pro-
active. These governance forces are embedded in local
informal ‘codes of conduct’ and norms of transactions.
SMEs with more financial constraints require institu-
tional assistance such as law enforcement, market access
laws, and economic regulations. This study's findings
imply that there is no universal strategy for improving
economic performance across areas within a nation; it is
the endowed economic and institutional characteristics
that determine the most appropriate governance struc-
ture for each region.

Finally, this study has some significant limitations
that one might wish to contribute to future research.
Despite the fact that a large and representative dataset
was used, this is a country-specific study. Therefore, it
is essential for generalisability to build upon the find-
ings of this research to test them further using other
datasets. Moreover, the study period is restricted by the
availability of the Provincial Competitiveness Index
dataset (available from 2016 only). Thus, it is of signifi-
cant contributions to undertake a similar analysis on a
longer time-frame with the expansion in the number of
countries.
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ENDNOTES
1 SA = �0.737Size + 0.043Size2 � 0.040Age.
2 Correlation matrix between pairs of PCI indicators are presented
in Table A1 (Appendix).

3 It has been well documented by Cho and Kim (2015) and Bonett
and Wright (2015) that a unidimensional test does not necessarily
have a higher alpha than the multidimensional test. Therefore, a
stricter way to look at alpha is that it cannot be simply used as a
measure of a test of internal consistency.
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APPENDIX

TABLE A1 Pairwise correlations of governance indicators.

(1) (2) (3) (4) (5) (6) (7) (8) (9)

Legal enforcement

Entry costs 0.076

Land access 0.360 0.247

Time costs 0.638 0.226 0.448

Business support 0.189 �0.384 �0.254 0.103

Labour training 0.176 �0.176 �0.177 0.205 0.634

Corruption 0.279 0.247 0.634 0.305 �0.370 �0.448

Transparency 0.117 0.011 0.636 0.195 0.159 0.084 0.331

Proactivity 0.489 0.133 0.589 0.584 0.048 0.115 0.468 0.358

Note: All coefficients are significant at 1% level.

TABLE A2 Pairwise correlations of variables.

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11)

Investment

Cash flow 0.040

SA index 0.103 0.110

Sale growth �0.053 0.139 �0.026

Firm age �0.118 0.040 �0.617 �0.045

Firm size �0.089 0.059 0.154 0.033 0.285

Law enforcement 0.032 �0.064 �0.255 �0.025 0.110 �0.023

Market regulations 0.048 0.072 �0.033 �0.035 0.084 0.032 0.276

Econ. regulations 0.006 �0.155 �0.299 0.002 0.020 �0.072 0.202 �0.347

Corruption 0.030 0.165 0.150 0.023 �0.046 0.066 0.279 0.558 �0.453

Gov. quality 0.049 0.070 �0.203 �0.013 0.073 0.023 0.542 0.563 0.172 0.481

Note: All coefficients are significant at 5% level.
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