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1. INTRODUCTION

It is widely recognized that institutions are central to the
understanding of why some economies have performed better
than others (Acemoglu, Johnson, & Robinson, 2001; Hall &
Jones, 1999). Recent experience of transition and developing
countries with market-based reforms suggest that these re-
forms are unlikely to be successful if the appropriate institu-
tions that “support economic activity and dispense its fruits”
(Rodrik, 2007) are not in place (McMillan, 2002). However,
there remains considerable debate on what the right institu-
tions are for economic development to occur. This debate is
to a large extent on the role of formal institutions—laws and
regulations, the court system, written contracts—versus infor-
mal institutions—unwritten rules of behavior, social norms,
networks—in bringing about economic growth, especially in
low income countries. While it is recognized that informal
institutions are crucial in underpinning economic transactions
in the early stages of economic development, there is disagree-
ment on whether informal institutions will continue to play an
equally important role as the economy matures over time and
continues to grow. One view is that as economic exchange be-
comes more complex with the process of economic develop-
ment, informal institutions wither away as more efficient
formal institutions take their place (Williamson, 1996). An
alternate view, most clearly articulated by North (1990), states
that informal institutions are slow-moving, and that while
“formal rules may change overnight as a result of political
or judicial decisions, informal constraints embodied in cus-
toms, traditions and codes of conduct are much more impervi-
ous to deliberative policies” (North, 1990, p. 6). Informal
institutions can also complement formal institutions in sup-
porting economic activity by making the latter function more
effectively, even in the later stages of development (Johnson,
McMillan, & Woodruff, 2002).

In this paper, we examine whether informal institutions sur-
vive or wither away with emerging formal institutions using
1603
Vietnam as a case study. Vietnam provides an appropriate
empirical context as it is a transition economy which has seen
significant economic growth and rapid poverty reduction in
the past few decades. 1 A distinctive feature of the Vietnamese
economy is that private sector has increased significantly since
its recognition in the early 1990s, and in particular after the
promulgation of the Enterprise Law in 2000. In 1992 there
were only around 1,000 formal private Vietnamese firms in
operation. 2 During the following decade another 100,000 were
born. Half died, but by the early 2000s there were well over
50,000 in operation, most making profits. However, all of this
happened without full legal recognition of the private sector 3

and formal protection of property rights. We examine how
informal institutions—ties with friends and family, and social
and business networks—could have contributed to the man-
agement of risks of market transactions by firms in the private
sector and allowed them to survive and grow. We also examine
how emerging formal institutions such as written contracts
and the court system have also allowed firms to manage risks.

Our study uses a primary dataset of 305 firms collected in
2004 specifically to address issues relating the use of formal
and informal institutions by private sector firms in Vietnam
to manage transactions risks. The dataset builds on and
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extends an earlier dataset compiled in 1995 by McMillan and
Woodruff (1999a), which we will henceforth refer to as MW.
The latter study is among the first of its kind to study the role
of informal institutions in determining whether firms engage in
risky transactions in Vietnam. The MW study examines the
role of relational contracts and business networks in firm’s
willingness to offer trade credit to its supplier or customer.
In our survey, we extend the measures of transactions risk
by including asset specific investments, production to order
and customizations made by firms for specific customers.
The survey has also been undertaken for a larger number of
firms than in the MW survey. Since our sample of firms com-
prises a subset of firms which were also surveyed by MW
(1999), we are able to see whether firms in Vietnam have been
taking on more risks with the passage of time. Given the de-
tailed nature of our survey, our data allows us to explore in
a more systematic way than the MW study the nature of risks
in market transactions that firms in Vietnam have been willing
to bear, and how both informal and formal institutions have
been responsible for risk-taking by firms. We examine how
informal institutions have influenced risk-minimization strate-
gies for Vietnamese firms (and for the same set of firms) both
early and late in the transition from a centrally planned to a
market economy.

The remaining part of the paper is in eight sections. In Sec-
tion 2, we provide a description of the growth of private sector
and the nature of formal institutions in Vietnam. In Section 3,
we define our measures of transactions risk and discuss the
institutions, both formal and informal, that firms use to man-
age these risks, drawing from the theoretical and empirical lit-
erature. In Section 4, we describe the survey that has been used
to collect the data used, and present a summary of the data.
Section 5 traces out the trends and patterns in the willingness
of firms to engage in risky transactions, using the panel of
firms resurveyed from the MW sample. In Section 6, we de-
scribe the use of informal institutions by firms in Vietnam to
manage transactions risk. Section 7 provides a corresponding
description of the use of formal institutions by firms in
Vietnam as mechanisms of risk management. In Section 8,
we examine the determinants of risk management by firms,
and in particular, the use of formal and informal institutions,
employing econometric methods. Section 9 concludes.
2. EMERGING PRIVATE SECTOR AND
INSTITUTIONS IN VIETNAM

The introduction of private enterprise in the economy came
with the mass decollectivization of agriculture in the late 1980s
and the official (legal) recognition in the early 1990s. 4 A num-
ber of further steps were taken in subsequent years to gradu-
ally clarify the rules under which the business sector could
operate. These culminated in a major milestone in the official
recognition of private initiative in the year 2000 in the enact-
ment of the Enterprise Law.

The gradual official recognition of private enterprises was
accompanied by an exponential increase in the number of
company registrations in the second half of the 1990s and
the early 2000s. 5 The total number of non-farm household
enterprises increased from 1 million in 1992 to well over 2 mil-
lion in 2002. And even more impressive growth, albeit from a
very small base, occurred in the formal private sector in which
the total number of enterprises increased 50-fold in less than a
decade—from around 1,000 to 50,000. 6

The observed growth in private enterprise is particularly
impressive, given that during most of the decade domestic
entrepreneurs had to do business in the absence of well-
functioning institutions needed to ensure efficient transactions
and manage risk. These institutions generally do three main
things: channel information about market conditions, define
and enforce property rights and contracts; and establish rules
relating to the use and abuse of market power. In most of the
developing countries these institutional services are highly
imperfect (Kaufmann & Kraay, 2002). In Vietnam in the
1990s they were largely absent or incomplete. Surveys have
consistently found that the problems of finding markets and
understanding the “rules of the games” in interacting with
trading partners have been crucial obstacles to private sector
growth (see Ronnas & Ramamurthy, 2001). 7

When Vietnamese entrepreneurs wanted to trade they have
generally faced high search and information costs. There have
been few formal sources of information about products, mar-
kets and technologies, and still less information on the reliabil-
ity of potential trading partners. Part of this has been due to
cultural and political factors. Publishing and the media have
been under state control, 8 access to the internet is restricted,
and costs of telecommunication have been prohibitively high. 9

Businesses are reluctant to share market information, and the
business services sector providing market information is not
well developed (Riddle, 2000).

Of particular importance to this discussion is that risks
related to property rights and enforcement of contracts have
been high. Legal documents related to contracting have over-
lapping jurisdictions and contradicting rules, which has made
them largely ineffective (Nghia, 2002). Confidence in courts
has also been weak. In a study of private manufacturers in
the mid 1990s less than 10% of the managers in Vietnam said
they could rely on courts (in comparison to over 50% in
Russia) (McMillan & Woodruff, 1999a). In our survey in 2004,
firms had a more positive assessment of the ability of courts
upholding contracts but still about 40% believed contracts
could not be enforced in court.

The absence of information or contract enforcement mech-
anisms increases the potential for opportunistic (cheating)
behavior. The potential for cheating can be large in product
markets when the exchange does not occur instantly but
involves a passage of time and trading partners may fulfill their
commitments at different points in time. For example when a
supplier produces now and the buyer promises to buy or pay
later. The vulnerability of a supplier is especially increased
when specific investments are made or goods are uniquely
designed for a certain customer (and would be hard to resell).
This passage of time and the “sequence of performance” create
substantial uncertainties and risks, as trading partners may
renege on their promises. 10 This paper focuses on how firms—as
they have grown—have managed to cope with these risks.
3. MEASURES AND DETERMINANTS OF RISK
MANAGEMENT BY FIRMS: THEORETICAL

PERSPECTIVES

The economic exchange between firms and their suppliers is
subject to considerable risk due to the lack of information that
firms have on the reliability of their suppliers and uncertainty
about the quality of inputs they purchase from these suppliers.
Similarly, there is significant risk that firms face when selling
their products to their customers to do with the proper settle-
ment of the dues that they may have to incur in the act of sales,
and with the monitoring and enforcement of agreements that
they may have with their customers in the production of cer-
tain goods. The more complex the transaction, the higher is
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the risk, and less likely the firm will be willing to bear this risk
in the absence of appropriate institutional mechanisms of risk
management. As argued by the New Institutional Economics,
economic development is usually associated with a larger fre-
quency of more complex transactions and it is the presence of
well-functioning institutions, formal and informal, which en-
sures that firms are willing to engage in more frequent and
more risky transactions over time (North, 1990; Williamson,
1996). In this section, we first propose a set of measures of
the willingness of firms to bear transactions risk, drawing both
from the theoretical and empirical literature, which we can use
in our empirical analysis. We then discuss the various institu-
tional forms that allow firms to manage transactions risks,
using theoretical insights derived from new institutional/trans-
actions cost economics and game theory.

(a) Measuring transactions risk

Every transaction can be characterized by certain attributes
or dimensions which will determine the degree of risk to be
managed. One of the attributes widely discussed in transaction
cost literature is asset specificity. Another dimension at the
core of the contracting literature is credit risk, that is, the lapse
of time between order, delivery and payment (trade credit).

Asset specificity relates to the degree to which an asset can
be redeployed to alternative uses and by alternative users with-
out sacrifice of productive value (Williamson, 1996). It can
take many forms. The measures we use are investments that
firms make in physical or human assets to meet the needs of
a specific customer, the degree of customization of goods
and production to order. These measures of transaction risks
are well established in the empirical transaction cost literature
(see Richman and Macher (2006) for an overview). The major-
ity of studies have been focused on Western economies but
Hendley and Murrell’s (2003) analysis of firms’ asset specific-
ity and institutions in Romania is an example of an empirical
study of transaction risks in a developing and transition
economy.

Most of the empirical transaction cost literature treats trans-
action risks as exogenous (Boerner & Macher, 2001). However,
in fact they involve a degree of choice. Firm managers make
decisions regarding whether to invest in specific assets, pro-
duce customized goods, produce to order. This means that
these risks should be treated as endogenous, or dependent,
variables to be explained.

Our second measure of risk is the extent to which firms
extend trade credit. Transactions in cash, paid at the time
of delivery, involve much less risk than transactions in which
customers pay with some delay. Similarly pre-payment (i.e.,
paying suppliers before delivery) involves more risk. The deci-
sion to take this payment risk will depend on the perceived
trustworthiness of the trading partner or the ability to enforce
contracts in case of breach. This measure of transactions risk
is also used by the MW study, which allows us to compare
the willingness of firms to engage in this type of risk between
1995 (the year of the MW survey) and 2004 (the year of our
survey).

(b) The determinants of the ability to take risks

Vietnamese firms are able to take risks because they have a
number of strategies at their disposal to manage those risks.
Two strands of institutional theory shed light on the question
of how firms manage risks in the presence of weak formal
institutions: New Institutional Economics and Game Theory.
New Institutional Economics includes a number of branches
which study the problem of market imperfections, transaction
costs and associated coping strategies or “governance mecha-
nisms.” There are two broad approaches. The agency litera-
ture, asymmetric information and property rights literature
has emphasized incentive alignments and ex ante bargaining
solutions, formalized in contracts which can be enforced in
courts. The transaction cost literature disputes the efficacy
of ex ante contracts and court enforcement and maintains
that different types of institutions (or governance mechanisms)
will arise as transaction cost-economizing instruments
(Williamson, 1996). 11

Transaction cost theory describes how institutions emerge as
a response to the existence of three dimensions of transactions:
asset specificity, uncertainty and frequency. Investments in
relation specific assets for example will result in opportunism
and—in the absence of complete and perfect information
(i.e., complete contingent contracts cannot be written)—gover-
nance organizations evolve to cope with this problem. Exam-
ples of such governance mechanisms range from relational
contracts, networks, quasi-integration to vertical integration.

In Vietnam, in the 1990s, with the inadequate structure of
property rights (and associated limited access to capital) and
still some residual suspicion of large private firms, we expect
that Vietnamese firms will avoid integrating vertically, and
instead rely on other more hybrid governance forms such as
relational contracts with selected and close partners. These
close (personal) ties rather than legal contracts will provide
assurances that the terms of the transaction are met. High
levels of transaction frequency will support strong reputation
effects.

Transaction cost theory is conceptually attractive but it is
weak in providing either systematic evidence or a clear expla-
nation of why certain concepts, such as frequency of exchange
for example, matter (Lyons, 2002). Moreover, despite concep-
tual extensions to the original market-hierarchy model which
have increased the generality of the transaction cost frame-
work, some serious theoretical deficiencies remain in applying
the analysis to relations between independent firms. In the
basic framework control is assumed to follow naturally from
vertical integration, but it is much less clear as to how control
(or enforcement) is achieved in relationships between non-
integrated firms (Heide & George, 1992). These weaknesses
are partly addressed by the theory of repeated games.

Game theoretic models help explain the emergence and
effectiveness of two types of economic governance mechanisms
that are employed to solve information and contract
enforcement problems, and are of particular relevance here:
(1) self-enforcing agreements and (2) multilateral reputation
mechanisms. When buyers and suppliers have conflicting
interests and contracts are incomplete or formal enforcement
mechanisms are inadequate, trade (or cooperation) can still
take place based on reputation mechanisms, supported by
long-term relations (repeated interactions) and networks.

There is a relatively large literature studying the various
conditions under which these mechanisms work. The theory
was first applied to contractual relations by Klein and Leffler
(1981) and Telser (1980). Cooperation will happen with a lim-
ited number of trading partners and in small closely-knit com-
munities where information flows freely and trading partners
can be sanctioned in case of breach. New relations will likely
build up gradually, in which partners trade at a low level to
start with and move to a higher level when the initial phase
is passed successfully.

Studies that have examined the role of informal gover-
nance mechanisms in Vietnamese business transactions in
the early stages of the transition have found that Vietnamese



1606 WORLD DEVELOPMENT
entrepreneurs used long-term relationships and closed network
mechanisms to secure their market transactions (McMillan &
Woodruff, 1999a, 1999b). 12 Reforms in the past few years,
however, have dramatically changed market conditions. Trade
reforms have vastly increased the access to markets and buyers
and the new Enterprise Law has led to a surge in new business
registrations. New opportunities for business may be opening
up, but at the same time it may be difficult to identify reliable
partners, 13 which means that—with weak formal institu-
tions—existing long-term relationships and networks would
remain important. As the transition progresses however and
the market continues to open up, we expect that new and bet-
ter organized reputation mechanisms will emerge (such as,
e.g., business associations) that enable individuals to trade
across membership boundaries (or at least across a wider
membership) and facilitate a broader range of exchanges.

The two theoretical perspectives provide insights as to how
informal institutions may emerge as useful instruments to en-
able firms to manage risks and grow. We test two broad
hypotheses. First, that in the absence of a fully developed legal
system Vietnamese firms will seek to manage risks in transac-
tions by using a number of informal safeguarding strategies.
These strategies will determine the degree of risk taking and
hence the characteristics of the transaction. More specifically,
enterprises involved in riskier transactions will rely on bilateral
and multilateral monitoring and reputation mechanism such
as frequent interactions and communication with the customer
and/or other enterprises that may have information about the
customer (e.g., other suppliers).

Second, that as the transition progresses and both formal
and informal institutions develop, enterprises will adjust their
behavior and safeguarding strategies. Developing formal insti-
tutions—even if incomplete—will complement informal insti-
tutions as a safeguard in transactions. Firms with written
contracts and those which express faith in courts—even
though they do not function effectively—will take more risks.
As institutions improve, enterprises will be able to take bigger
transaction risks.
4. THE SURVEY

(a) Methodology

The core data used for the analysis was generated through
an original survey with (formal) private manufacturing firms
in three urban locations (Hanoi, Ho Chi Minh City and
Haiphong). The survey was carried out during November
2003–February 2004. The manufacturing sector was chosen
on the grounds that it is likely to have the most interesting
and rich transaction and contract enforcement problems.
The sector also has a higher degree of formality than the ser-
vice sector and has shown remarkable growth in the past few
years. Hereafter the survey will be referred to as the Vietnam
Business Survey (VBS).

The VBS survey is based on and broadens the only earlier
study on informal institutions in Vietnam, carried out by
McMillan and Woodruff in 1995 (MW). The MW survey is un-
ique as it analyzes informal institutions in the early stages of
Vietnam’s transition, when private sector was still very small
and the target of much public hostility, and formal mechanism
had not yet fully emerged. In 2004 by contrast, Vietnamese
firms were operating in a much more vibrant and competitive
environment, with weak but developing formal institutions.
Apart from providing data to compare institutional develop-
ment over time, the VBS extends the MW survey in two further
ways. First, the sample was based on the entire population of
registered private firms. 14 Since firm registries did not exist in
the early 1990s, the MW sample was constructed using a much
more limited membership list of Vietnam’s largest business
association, the Vietnam Chamber of Commerce and Industry
(VCCI). This somewhat biased the sample toward larger
enterprises. The VBS sample included all MW firms that could
be re-located and added a number of firms drawn from a more
complete list of private firms compiled for another survey on
the entire formal manufacturing sector in Vietnam. This sur-
vey, called the SIDA survey, is the largest survey of private
enterprises in Vietnam and randomly selected enterprises from
a list of officially registered private enterprises. 15 Combining
both MW and SIDA sample frameworks a total of 305
firms were surveyed. This combined sample provides a more
balanced sample of the whole non-state sector. 16 Finally, the
VBS survey extended the MW survey by using a more diverse
set of measures of risks. The MW survey was focused on
trade credit risk, while the VBS investigated additional risks
associated with specific investments, customized production
and production to order.

Data were collected with a semi-structured questionnaire
administered in face to face interviews with company CEOs.
Questions were designed based on a review of existing re-
search, combined with lessons from pre-survey interviews.
The majority of the questions were on the nature of commer-
cial transactions, contracts, their enforcement and dispute res-
olution and a limited number on more general enterprise
development data. The survey also repeats a number of the
questions from the MW survey in order to be able to compare
the answers to the ones of the 1995 survey.

Because of the large number of questions included in the
questionnaire the decision was made to design two similar
questionnaires. One questionnaire asked the manufacturer
questions about their customer and a second questionnaire
included similar questions about suppliers. In each urban
location, firms were randomly assigned either a customer or
a supplier questionnaire. The sample thus consisted of 153
questionnaires with observations on manufacturer–customer
relationships and 152 questionnaires with observations on
manufacturer–supplier relationships. Each questionnaire col-
lected information on two specific customer or supplier rela-
tionships. Thus information was gathered for a total of 306
manufacturer–customer relationships and 304 manufacturer–
supplier relationships.
(b) Characteristics of surveyed firms

The size of the surveyed firms ranges from 3 to 2,700
employees, with a mean of 69 (Table 2). Their annual total
sales averaged just over USD 700,000 in 2002. The enter-
prises manufacture a range of products, with the largest
number producing chemical, plastic and rubber products
(22%), metal parts and products (16%) and electrical equip-
ment (14%). Over 40% of the firms started their operations
before the 1990s, and only 8% started business in the past
3 years, after the passing of the Enterprise Law. This sug-
gests that many of them began their activities informally
and without the comfort of a sound legal framework, and
formalized only later. About one-third of the formal enter-
prise firms (such as sole proprietor, limited liability, joint
stock) originated from household enterprises, and about 5%
originated from cooperatives. Interestingly, despite their
larger average size, Ho Chi Minh City firms are relatively
younger than firms in the North.



Table 2. Trade credit in relations with buyers and suppliers—panel data.
Sources: VBS 2004 and MW 1995

Percentage in total
relations

Relations with
customers (N = 68)

Relations with
suppliers (N = 46)

MW 1995 VBS 2004 MW 1995 VBS 2004

Firm gives trade
credit to customer/
receives trade
credit from supplier

55 81 59 77

Percent with entire

bill paid after

delivery

16 45 30 42

Percent with entire

bill paid before/on

delivery

45 19 41 23
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5. HAVE VIETNAMESE FIRMS TAKEN BIGGER
RISKS OVER TIME?

In this section, we examine whether firms in Vietnam have
been taking on more risks in their market transactions, using
the measures of transactions risk proposed in Section 3. To
do this, we use the panel of firms that we have constructed
from a repeat survey of some of the firms in the MW sample
(as explained in the previous section). 17 We first look at spe-
cific investments in capital equipment and personnel that firms
have undertaken for their customers. One-fifth of manufactur-
ers invests in specific equipment for their customers, and 10%
invest in special personnel or training. Suppliers to manufac-
turers—mainly supplying raw materials and inputs—invest
less heavily in specific assets. There are no data on specific
investment in earlier years of the transition, but we would ex-
pect it to be less. By way of comparison, a study of specific
investments by manufacturers in the UK reports that 30% of
manufacturers made substantial investments in capital equip-
ment specifically to meet a particular customer’s requirements
(Lyons, 1994). 18

We now look at trends in customization and production to
order. Vietnamese manufacturers supply customized goods to
40% of their customers. Producing to order also represents
higher risks, as larger or specific orders could be difficult to re-
sell. Our manufacturers produce to order nearly half of their
total sales, while 20% of goods purchased from suppliers are
ordered.

Table 1 compares both customization and production to
order over time using the panel of firms that were interviewed
in both 1995 (MW) and 2004 (VBS). The degree of customiza-
tion is much higher than earlier in the transition. Only 17%
customized their products in the mid 1990s, compared to
34% in 2004. Transactions to order have also become much
more common. Manufacturers supplied just under half of
the goods to order in the mid 1990s, while in 2004 this had
risen to more than two-thirds (71%). Suppliers of manufactur-
ers also produce more than twice as often to order than in
earlier years of the transition. 19 The SIDA data confirm that
firms are increasingly selling to order but also show that over
time firms (of the same size) are selling to a larger and more
diversified customer base. In 2002, 84% of firms sold to more
than 10 customers, up from 77% in 1997 and only 54% in
1991.

The more specific the assets or the more customized the pro-
duction is, the harder it will be to find alternative customers
and suppliers in case delivery fails, and the more exposed
the producer will be to risks of opportunistic behavior and
Table 1. Customization and production to order over time—panel data.
Sources: VBS 2004 and MW 1995

Percentage in total
relations

Goods produced
for customers

(N = 68)

Goods purchased
from supplier

(N = 46)

MW 1995 VBS 2004 MW 1995 VBS 2004

The goods are
customized

17 34 17 10

The goods are
produced to order

48 71 19 49

Available
alternatives: would
be able to find
alternative buyer
or supplier

91 71 100 97
exogenous shocks. As expected, therefore, with a much higher
share of goods being customized, firms report that it is consid-
erably harder to find alternative buyers than in the past. Thus,
almost 30% of manufacturers in 2004 said that it would be
impossible to find alternative customers in case a particular
existing customer refused delivery, in comparison with only
9% in 1995 (Table 1). This is consistent with a greater trend
of asset specificity and customization which would in turn be
expected as the institutional environment for market transac-
tions improves.

Finally, we examine the change in risk extending trade cred-
it. Vietnamese enterprises extend trade credit to more than
80% of their customers, and nearly half of those customers
pay the entire bill after delivery. Similarly, about 80% of sup-
plies are bought on trade credit. For slightly less than half of
those supplies, the bill is paid fully after delivery.

Manufacturers appear to be taking considerably more risk
in 2004 than in the earlier years of the transition. Using our
panel of firms surveyed in both 1995 and 2004, we find that
in 1995 only 55% of customers received trade credit, compared
to over 80% in 2004. In 2004, 45% paid the entire bill after
delivery, while in 1995 this was only 16%. Also suppliers are
extending more trade credit. In the mid 1990s, about 59% of
supplies were bought on trade credit compared to 77% in
2004 (Table 2). We should also note that the SIDA data show
that firms are not only extending more trade credit but are also
dealing much less in cash. In 2002, cash was the most impor-
tant mode of payment for 70% of the respondents, down from
90% in 1997.
6. INFORMAL MECHANISMS OF RISK
MANAGEMENT: SOCIAL TIES AND NETWORKS

In this section we examine the type of informal risk manage-
ment strategies or governance mechanisms Vietnamese firms
rely on. In Section 3, we predicted that, in the absence of com-
plete formal institutions, firms will use informal mechanisms
to manage transaction risks. These mechanisms can be self-
enforcing (bilateral) or involve small groups or communities
(multilateral). They can be used at the start of relationships
when firms choose a trading partner and throughout the rela-
tionship to monitor behavior. We also hypothesized that over
time, as formal institutions develop, informal mechanisms will
be complemented by formal ones. We start this section by ana-
lyzing informal mechanisms at the start of a relationship with
a customer, and then turn to informal monitoring and reputa-
tion mechanisms in ongoing relationships.
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(a) Informal mechanisms used to search and select trading
partners

In Vietnam’s uncertain business environment, it may be dif-
ficult for firms to identify trading partners who are less likely
to behave opportunistically. With weak formal information
mechanisms, they will gather information from alternative
(informal) sources. Our survey asked enterprises about their
sources of information about the customer or supplier (e.g.,
through friends, business contacts, the government, or
through direct inspection of the customer’s facilities) before
the start of the relationship. In Table 3, we summarize the
most important sources of information. Almost all enterprises
gather information about their trading partner before starting
the relationship, with social networks such as friends, family
and informal associations being by far the most important
source of information (67%). Formal and informal business
networks were somewhat less important, as was the collection
of direct information acquired through visits to their trading
partner before entering an agreement.

The important role of personal and social networks is also
confirmed by the SIDA data. In the 2002 survey, 40% of the
respondents said that personal networks were the most impor-
tant factor in identifying suppliers. More anonymous ways of
information collection, such as through marketing efforts of
the supplier were important for only 15% of firms.

Our data, as well as the SIDA data, 20 show that informal
networks remain important sources of information for busi-
ness, but their relative importance and nature may have chan-
ged over time. The SIDA data show that social networks are
relatively less important in the early 2000s than earlier in the
transition. The data show a slight decrease in the importance
of personal relations in identifying suppliers from 48% in
1997 to 40% in 2002. 21

The importance of business networks, in particular the more
formalized business associations, seems to have increased.
About 12% of our panel of firms used associations as a source
of information, compared to 7% earlier in the transition.
Moreover, we also note a decrease in firms who obtain infor-
mation from government agencies from 15% in 1995 to only
6% in 2004. Finally, we observe an increase in more modern
and anonymous sources of information such as marketing
and advertising. In the 2002 SIDA survey, 15% of firms said
suppliers’ marketing was the most important source to identify
them, compared to only 10% in 1997.

Guthrie (1998) noted a similar change and relative decline in
the role of Guanxi (personal connections) in China’s transi-
tion. In interviews with firms in Shanghai, he found that as
institutional changes (in particular changes in legal institu-
tions) were taken more seriously in society, the role of Guanxi
somewhat changed. While friends and connections remained
Table 3. Sources of information about customers be

N = 301 % in total relations Custo

Friends, family, personal relations 67
CEO worked for the customer 9
Business association 5
Other enterprises 17
Government agency 4
Visits to trading partner 17
Other sources 17
No information 14

Note: Multiple response question—percentages do not add up to 100%.
important “to do good business,” it became less important
to take care of procedures in economic situations (or to go
around or substitute for the law). One important reason for
this change was that as firms and transactions reached a cer-
tain size, adherence to the law was perceived to be more effi-
cient to get things done. Another reason was that the
competitiveness of China’s emerging economy brought with
it pressures to select projects that would succeed in the market.
In choosing partners, firms had to put greater emphasis on
price, quality and speed of production instead of “embedded-
ness” in networks of social relations.

Information is likely to be more incomplete and harder to
access when firms are located outside the city or province. In
Table 3, we show that firms dealing with customers outside
the province generally have less access to information from
informal networks, in particular social networks. Up to the
mid 1990s internal travel and trade was heavily restricted in
Vietnam (Van Arkadie & Mallon, 2003). These restrictions
combined with incomplete formal institutions may have ini-
tially led firms to limit their trade across provincial borders.
In 1995, only 29% of the customers were located across pro-
vincial borders. Restrictions on internal trade have now been
largely removed and access to information on trading partners
has improved, which may in part explain the increased trading
across provincial borders. In 2004, nearly 45% of the custom-
ers of firms in the MW panel were found to be located across
provincial borders.
(b) Informal monitoring and reputation mechanisms

Williamson’s hypothesis is that not only ex ante but also ex
post monitoring and adaptation should be considered in study-
ing contractual relations (Williamson, 1996). Monitoring gives
information that can help firms assess the prospects of oppor-
tunistic or involuntary breach of contract. There are a number
of variables in the survey that reflect direct monitoring
activities by private firms.

Most directly, firms collect information from the customer
or supplier through, for example, frequent visits and commu-
nication. In just over 20% of all relations, manufacturers
would visit their customers or suppliers at least once a month.
Long-term relationships are also important as enterprises are
able to learn about their partner’s reliability over time. Our
survey confirms that Vietnamese firms have a long time hori-
zon with their trading partners. When we asked firms whether
they expected to be doing business with their customer in
5 years time, over 80% strongly agreed. In 2004, the average
length of relationships with customers was just under 6 years.
Not surprisingly, the average length of relationships has in-
creased over time (by the simple fact that firms have been
fore the start of the relation. Source: VBS 2004

mer located within province Customer located outside province

72 57
9 9
4 6
19 14
5 3
17 17
18 14
10 22



Table 4. Ex post monitoring and reputation. Sources: VBS 2004 and MW
1995

N = 68 (percentage in total) MW 1995 VBS 2004

Visit customer at least monthly 36 31
Communicate with customer at least

weekly
NA 46

Talk to other suppliers of customer 30 36
Member of association providing

information about customer/supplier
28 32

If a customer of mine cheats another
firm, I will find out about it

18 29

FORMAL AND INFORMAL INSTITUTIONS IN A TRANSITION ECONOMY: THE CASE OF VIETNAM 1609
around longer). In 1995 the average length of relationships
was just over 2 years.

Our panel data in Table 4 show the changes in monitoring
(and reputation mechanisms) over time. Direct ex post moni-
toring seems to have reduced, or at least changed its nature
over time. In the mid 1990s, entrepreneurs would visit their
customer more frequently than in 2004. This reduction does
not represent a decline in overall monitoring, but rather more
efficient ways of communicating. In 2004, in about half of the
relations (46%), entrepreneurs communicate via phone, fax or
e-mail at least on a weekly basis.

Long-term relations and visits to customers are forms of
bilateral governance, but reputation mechanisms can also be
multilateral. Business associations are an important example
of such networks (see Woodruff, 1998). In our survey, almost
40% of all firms in the survey were members of a business asso-
ciation. Table 4 also shows that the role of associations as pro-
vider of information on buyers and suppliers has increased
since the mid 1990s. 22

Businesses also interact in looser and more informal net-
works. In 42% of relations with suppliers, the owner would
talk to other customers of his/her trading partner. In Table 4
we show that in 36% of relationships entrepreneurs would talk
to other suppliers about their customer compared to 30% in
1995. This type of reputation mechanisms seems to have
gained importance over time. In general, it seems that manu-
facturers are better informed about the actions of their trading
partners than in earlier periods. About 29% of firms indicated
that if a customer would cheat another firm, they would find
about it. This percentage is also significantly higher than in
the mid 1990s.
7. EMERGING FORMAL INSTITUTIONS: USE OF
CONTRACTS AND BELIEF IN COURTS

Under the assumption that laws and formal institutions in
developing economies are lacking or incomplete, researchers
have assumed that formal contracts play a limited role in tran-
sition economies. But do they? According to the VBS 2004, in
Vietnam nearly 70% of transactions with customers are based
on a written contract (i.e., the main provisions such as price,
quantity, time of delivery and payment are stated in a written
form). Some contracts are more “complete” than others. Over
90% of respondents said that they would agree in advance with
their customers on the quality specifications, about 65% would
agree on renegotiation conditions, about half on penalties in
case of breach and about one-third would agree on a mediator
or arbitrator in case of dispute. Contracts with suppliers differ
from customer contracts in that they are significantly less likely
to be written. Just over half of the firms said they had written
contracts. 23 They also put significantly more emphasis on
quality specifications and less on penalties in case of breach.

The basis and meaning of contracts in Vietnam may have
changed during the transition. Unfortunately, it is hard to
compare the role of the use of formal contracts over time as
the MW survey does not provide us with much information
on the type of contracts that firms used in the mid 1990s. They
did find however that orders of customers were written in just
over 60% of the relations. In 2004 this percentage had risen to
76%. They also found that in 64% of the relations with cus-
tomers quality specifications were written in a contract or
order, while in 2004 this had increased to over three quarters. 24

It seems, however, that writing orders had much less of a
“legal” basis in the mid 1990s than it did in 2004. Entrepre-
neurs in the early stages of transition would write more than
half of their orders, but less than 10% believed that those or-
ders or contracts could be enforced by a third party. 25 In 2004,
nearly 80% of entrepreneurs believed that contracts can be
enforced by a third party. Importantly, half of all the
respondents believe that their contracts can be enforced by
the court system. This result is in line with findings of similar
surveys carried out in Eastern Europe (Johnson et al., 2002).

The increased importance of the “legal” basis of contracts is
also confirmed by firms’ knowledge of the “law on contracts”
and the “laws and procedures related to court action.” One-
third of the firms report to have good or excellent knowledge
of contract law, and half report to have average knowledge. 26

Interestingly, firms seem to have a more positive assessment
of the ability of courts upholding contracts than one would ex-
pect based on observations of actual court use. While 60%
believe contracts can be enforced in court, in reality courts
have played a very minor role, and have not been regarded
as a credible unbiased enforcement mechanism by expert
observers. Indeed, only 10% of our surveyed firms have ever
used or contemplated using the court. It is not possible to state
whether Vietnam stands apart from other countries in this
finding. Recent research has shown that even in countries with
developed legal systems courts use varies considerably (and
can be quite low). Deakin and Wilkinson (2000) report that
while German firms are more likely to have formal contracts
than English firms, they are also much less likely to take legal
action against a supplier or buyer committing a breach of
contract.

Thus, while the courts are certainly playing a more positive
role than in the past, the formal legal system is still not re-
garded as a key institution protecting commercial contracts.
This then raises the question as to why, if written contracts
are often not considered legally binding, they are written at
all? How do they help mitigate risk if they cannot be (formally)
enforced? Empirical research in more developed economies
has demonstrated that even where enforceability is weak, for-
mal (written) contracts can have value outside the legal frame-
work. Macaulay (1963) first observed that US manufacturers
often entered into written contracts, even where there were lit-
tle prospects for legal enforceability and minimal advance
planning for contingencies for defective performances.

The institutional foundation of contracts is also a much dis-
cussed topic in relational contract theory (see Macneil, 1980,
1983). Contracts may act as relational or social norms that
foster cooperation. Our qualitative interviews revealed that
contracts in Vietnam are often primarily intended as a clear re-
cord of the agreement, which in the ambiguous commercial
context of Vietnam in the 1990s can serve over time the pur-
pose of creating a new “way of doing business”; that is, it
may produce (social) norms to which the participants expect
to adhere to. This suggests that in Vietnam writing contracts
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in itself—whether or not the contract can be enforced in a
court of law—can play a role in building trust, and hence
facilitate the transition to a market economy. We examine this
proposition more rigorously in the next section, where we
attempt to statistically establish whether the use of written
contracts and belief in courts enabled firms in Vietnam to take
on more risks. 27
8. THE DETERMINANTS OF RISK-TAKING BY
FIRMS: THE ROLE OF FORMAL AND INFORMAL

INSTITUTIONS

In this section we examine the relationship between risk as-
sumed by firms and the use of risk management mechanisms.
In Section 3, we hypothesized that access to informal and for-
mal institutions will determine the risk assumed by firms. Our
dependent variable is the risk taken by firms in their relation-
ships with customers. We use investments in specific assets as
our measure of risk. Our explanatory variables are various
types of institutions as discussed in the two previous sections
and a number of control variables. The models are estimated
using discrete (probit) regression models.

(a) Empirical specification

Denoting the dependent variable with AR* (assumed risk),
we estimate the effect of three sets of variables and a set of con-
trol variables 28:

AR�i ¼ bX i þ dY i þ cZi þ gW i þ li;

where Xi—vector measuring the bilateral and multilateral
networks; Yi—vector measuring formal institutions and
contracts; Zi—variable measuring the degree of “lock-in”;
Wi—vector controlling for industry dummies and firm charac-
teristics; and li—the error term.

In Table 5 we summarize our hypotheses about the effects of
various institutional variables on risk taking. All variables,
apart from the “lock-in” variable were discussed in the previ-
ous section. If few alternative suppliers are available due to,
for example, high search costs or high transportation costs,
a customer can be locked in a relationship. Game theory pre-
dicts that in such circumstances, bilateral relations and net-
works are more effective. If fewer alternatives are available,
termination threats become more effective. In other words
Table 5. Summary of determinants of risk behavior

Independent variables Predicted sign

Informal institutions

Manufacturer’s own information
Duration of the relation +
Visits to the customer (at start, currently) +
Customer is foreign +

Networks
Information from social networks +
Information from business networks +

Formal institutions

Written contract +
Belief that courts can enforce in disputes +

Lock-in

Availability of alternatives/competition � or +
we would expect to find a negative relationship between the
availability of alternatives and the degree of risk taking. As
in the MW survey, we use the number of alternative suppliers
and the presence of the most important competitor nearby as a
proxy for the degree of lock-in. However, we also test an alter-
native hypothesis that more intense competition may result in
firms taking higher transaction risks. Following the promulga-
tion of the Enterprise Law and further reforms liberalizing
trade, a large number of new firms have entered the market.
In this increasingly competitive environment, manufacturers
may try to obtain a competitive advantage by taking risks in
the form of differentiation (e.g., by producing unique goods)
(Porter, 1985).

Note that in the regressions in this section we only consider
the relations between manufacturers and non-state customers.
Relations with state customers seem to be clearly of a different
nature, and thus we find the results to be more robust when
state relations are excluded from the regressions. The survey
contains complete information on 301 manufacturer–customer
relationships and 31% of the customers are either state owned
enterprises or government agencies. Eliminating these rela-
tionships leaves a sample of 205 manufacturer–customer rela-
tionships.
(b) Results

We estimate the determinants of whether or not the firm has
made any specific investments in equipment or has trained or
organized workers specifically to supply to a particular cus-
tomer. Table 6 presents marginal (for continuous independent
variables) and discrete (for dummy independent variables) ef-
fects of a change in the independent variables. 29 We present
our basic set of results in Col. (1) of Table 6.

Firms invest in specific equipment and workers in 15% of
the relations with private customers. The first set of variables
includes the effects of information on partners available to the
manufacturer. We expect that, ceteris paribus, longer relations
will involve more trust and correlate positively with risk tak-
ing. We use two variables to test this effect: the length of the
relation between the supplier and its customer (in years);
and a dummy variable on whether the relation is the oldest
or the newest. Firms are found to take significantly larger risks
on their oldest partner, but interestingly the link between risk
taking and the overall length of a business relationship is ambig-
uous. We probed this relationship further in our qualitative
interviews. Here we found that views towards risk differ signif-
icantly among different types of entrepreneurs. Specifically, it
seems that a new generation of (often younger) entrepreneurs
is entering into private business with a more “modern”
approach. This approach involves newer and more complex
production techniques and investment in human resources.
Long-term relationships remain important, but firms are
taking risks more rapidly and earlier in the relationships.
This may help explain why we sometimes find an inverse
relationship between the length of the business relationship
and the willingness to make specific investment. (By definition
these newer firms have not had time to have long-term rela-
tionships.) 30

We also found an other evidence that seems to support our
hypothesis that younger firms are taking more risks in
Vietnam. For example newer firms are also found to export
and import relatively more. They also seem to sell and buy
significantly more outside the province in other parts of
Vietnam and transact less with state owned firms.

Other sources of information and familiarity with business
partners are also found to be significant in determining the
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degree of specific investment. Thus, for example, firms that visit
their (potential) partners before the start of the relationship of-
ten seem to acquire more trust, resulting in a willingness to
take more risk in the form of making specific investments.
Ex post monitoring in the form of ongoing visits is also impor-
tant. If manufacturers visit their customers at least once a
month, their predicted probability of making specific invest-
ment raises by 13%.

We also predict that certain signals will help entrepreneurs
to distinguish between firms who are more or less likely to be-
have opportunistically. In qualitative interviews entrepreneurs
referred to good relations with foreign customers. Trust in
these relations seemed to be based on the general reputation
Table 6. Probit regressions on specific investment

Specific
investment

(1) (2)

Own information

(1) First information from visits (d) 0.250 0.122
(3.37)*** (2.49)**

(2) Currently visit customer at least monthly (d) 0.134
(2.99)***

(3) Length of relationship (c) �0.005
(1.61)

(4) Oldest customer (d) 0.111
(2.72)***

(5) Customer is foreign investor (d) 0.157 0.161
(2.09)** (2.54)**

Networks

(6) Parents operate enterprise (d) 0.177 0.242
(2.99)*** (3.38)***

(7) First information from family and friends (d) 0.073 0.064
(2.36)** (2.98)***

(8) First information from business network (d) 0.031 �0.018
(0.77) (0.84)

(9) Talk to other suppliers of customer (d) 0.148
(3.18)***

(10) Member of business association (d) �0.005
(0.18)

Contracts and courts

(11) Contract index (c) 0.027 0.027
(2.58)** (3.29)***

(12) Could use court in dispute (d) �0.012 �0.007
(0.36) (0.29)

Competition or lock-in

(13) Most important competitor within 1 km (d) �0.034 0.025
(0.82) (0.61)

Controls

Log of number of workers (c) �0.039 �0.026
(2.53)** (2.39)**

Located in Ho Chi Minh City (d) 0.089 0.040
(2.60)*** (1.57)

Industry dummies (3) Yes Yes

Number of observations 205 205
v2 59.51 77.14
Prob > v2 <0.001 <0.001
Pseudo R2 0.37 0.51

Notes: (i) Robust z-statistics in parentheses.
(ii) Table reports marginal changes for continuous independent variables
(c) and the discrete change in probability for dummy variables (d).
** Significant at 5%.

*** Significant at 1%.
of these firms, rather than information collection or experi-
ences gathered by the entrepreneur. Our probit regression con-
firms that if the customer is a foreign firm, the probability of the
manufacturer making specific investments will be 0.16 greater
than if the customer is domestic (private).

The extent to which firms are part of business and social net-
works is also found to be significant in influencing willingness to
take risks. The regressions confirm the importance, in particu-
lar, of social networks. If firms receive information through
family or friends, their probability of investing is 0.06 greater
than those who did not receive information through these net-
works. If entrepreneurs have parents operating a private enter-
prise, their expected probability of investing is 0.24 greater.
Business networks were found to be significant as an ongoing
monitoring mechanism. If firms talk to other suppliers of
their customers, the predicted probability increases by 0.15
points.

The third set of independent variables measures the effect of
formal institutions on specific investments. We expect that
when contracts are written and more complex, the entrepre-
neur will be more likely to engage in specific investments.
We use a contract index as a proxy of the type (written or oral)
and completeness of the contract. The variable takes values
from 0 to 5 depending on whether the contract is written
and what kind of specifications are included (quality, renego-
tiation arrangements, penalties, dispute resolution, etc.). Oral
contracts take a value of zero, while positive and larger values
signify more complete written contracts. In Col. (1) of Table 6,
we observe that as contracts become more formal (written) and
complete, enterprises will be more likely to invest in specific
assets. The table shows the marginal effect of the contract
variable, but calculated discrete effects (not presented in the
table) for the contract index indicate that as the index changes
from its minimum (0) to its maximum (5), the probability of
firms making specific investments is 0.22 greater. 31

Stated confidence in courts surprisingly does not have a signif-
icant effect on the decision to make specific investments. This
may be due to the fact that courts are not (yet) considered
as an effective and impartial enforcement mechanism. An
additional reason here may be that courts are not expected
to be effective in complex transactions involving specific
investments. One of the basic predictions in the transaction
cost literature is that in the presence of specific investments
courts become less relevant because they have an “informa-
tional disadvantage.” In such circumstances transaction cost
economists predict relational contracts to be more appropriate
governance mechanisms (Williamson, 1985). Contracts are
bound to be incomplete and information about complex con-
tracts and relationships may not be “verifiable” (i.e., cannot be
proven) in court. Courts cannot judge whether a breach of
contract has occurred if they cannot verify whether the cir-
cumstances that call for an action have actually taken place
(Dixit, 2004). Verifiability is probably worse in Vietnam due
to two reasons. First, firms are still afraid of disclosing any
information about their business activities. Secondly, judges
currently still lack the experience to handle perhaps more com-
plicated cases such as those involving specific investments.

The variable “most important competitor within 1 km” (a
dummy variable which takes the value one, if the most impor-
tant competitor is within a kilometer of the firm’s location;
zero otherwise) investigates the impact of “lock-in.” Here
the relationship could be either positive or negative. Game
theory predicts that if there are few alternatives available (to
the customer), and thus customers are locked into the relation-
ship, there will be a higher propensity for the supplier to take
risks. Following this line of reasoning we would expect a
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negative relation between the availability of alternatives to the
business partner and the willingness of the supplier to invest in
specific capital stock to meet the needs of the customer. On the
other hand, economic theory would suggest that greater com-
petition among suppliers would drive them to take greater
risks than what they would otherwise choose to take, implying
a positive relationship between competition and fixed invest-
ment. It is not clear from this regression as to which effect
dominates as the coefficient on the competition variable is
insignificant. 32 It is also interesting to note that the size of
the firm is inversely related to the firm’s willingness to engage
in risky transactions as evident from the negative and signifi-
cant coefficient on the firm size variable.

Robustness checks. A number of regression diagnostics were
carried out to check for the robustness of the regression re-
sults. For example the regressions were checked for possible
simultaneity effects in the ongoing monitoring variables. Vari-
ables such as talking to other suppliers and long-term relation-
ships could potentially be seen as effects rather than
determinants of increased risk taking. To do this, we ran
regressions excluding these variables (Col. (2) of Table 6).
When we estimate the effects of formal institutions and infor-
mation available at the start of the relation only, we find that
the coefficients remain positive and significant. We also con-
trolled for possible biases caused by differences among indus-
tries. Dummy variables were included for three industry
groups in which specific investments are relatively high. We
also controlled for some firm characteristics, such as the size
location of the firm. Standard tests for heteroscedasticity
and outliers also indicated no causes for concern. We also cal-
culated the correlation matrix to see if there was high correla-
tion between some of the explanatory variables. We report the
correlation matrix in Table A1 in Appendix A. We find that
correlations between the explanatory variables are low, indi-
cating that multicollinearity is not a matter of concern and
cannot explain the lack of significance of some of the explan-
atory variables. 33
9. CONCLUSIONS

In recent years, there has been a shift in the understanding
of the causes of economic development to account for institu-
tions. It is now widely accepted that getting institutions right is
no less important than getting prices right, and that markets
are unlikely to work well without appropriate legal institutions
that protect property rights. But much less well understood is
the extent to which informal institutions can compensate well
in the absence of formal institutions. In general, institutional
reforms have been focused on best practice models without
paying much attention to existing institutional arrangements
(Rodrik, 2007). By analyzing market transactions of Vietnam-
ese manufacturing firms, this paper shows how, during its eco-
nomic transition, Vietnam maintained many of its existing
“home grown” institutions while new institutions were gradu-
ally developed.

Despite the absence of fully developed formal contract
enforcement mechanisms, firms take considerable risks, and
this risk taking has increased over the transition period. Infor-
mal networks have retained their significance as instruments of
risk management. Firms acquire information and trust
through long-term relationships and social and business net-
works are significant reputation mechanisms. However, the
nature and importance of informal mechanisms seem to have
changed somewhat over the time. Social networks—even
though still by far the most important source of informa-
tion—seem to have become somewhat less important. We also
observe a degree of formalization in informal networks. For
example, the role of business associations as providers of
information on buyers and suppliers has increased since the
mid 1990s.

Risk management strategies have also shifted as more mar-
ket friendly/formal mechanisms have started to emerge. Firms
express more confidence in the court system than in earlier
times and contracts have become more formalized, in turn
affecting the way firms manage risk. Firms appear to assume
higher risks when they have faith in courts or use written con-
tracts. These findings confirm that informal institutions re-
main important as mechanisms of risk management as
formal institutions begin to emerge in Vietnam’s industrial
landscape.

Vietnam’s transition experience has been vastly different
from that of most countries in Eastern and Central Europe.
Vietnam, unlike many transition countries, did not experience
a sudden destruction of old institutions before new institutions
could be created. Changes in economic behavior have tended
to move ahead of adjustments in institutional framework.
The process of change involved an interplay between formal
and informal institutional development. Thus domestic private
firms were able to struggle to life and take root, prior to any
mass privatization or major institutional change. The stability
maintained in institutions, and the more gradual approach to
institutional reform was an important source of Vietnam’s
transition success.
NOTES
1. Since 1990, Vietnam has more than halved its poverty, achieving the
first Millennium Development Goal well before the 2015 deadline. During
1990–2004, the percentage of the population living in poverty fell by
roughly 3 percentage points per year. The transition has been supported
by strong and persistent economic growth. During 1995–2005, GDP grew
at 7.2% on average. Moreover, Vietnam has not only grown fast but
has also done increasingly better than others in the region (World Bank,
2006).

2. Data on number of enterprises in the early 1990s is hard to come by.
According to data obtained from the General Statistics Office, there were
1,114 formal private enterprises in operation in 1992. See Steer (2001).
3. While the private sector was “legally” recognized in the early 1990s, in
practice this “legality” was not fully accepted. Restrictive regulations and
hostile attitudes from officials continued to exist towards private compa-
nies throughout the decade.

4. In 1990, The Law of Private Enterprise laid down the legal
infrastructure for the formal private sector, and in 1992 the legality of
private enterprise was re-affirmed in the new Constitution.

5. The increase in the number of private sector firms could also be related
to the growth of the size of the market, as there was strong economic
growth in Vietnam since the 1990s.
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6. Statistics on the number of enterprises were collected based on data
from the General Statistics Office, except for 1992 data, all data are based
on Economic (1995) and Enterprise (2000–02) censuses. See Steer (2001,
2005).

7. Restrictive regulations, a hostile “official” attitude towards enterprises
and an unequal playing field in which state enterprises were often favoured
created an environment of limited trust in the state and its institutions and
also resulted in companies remaining informal.

8. All technical books, magazines and newspapers are imported through
a state enterprise that has monopoly powers.

9. Competition between internet suppliers in Vietnam has increased
considerably in recent years and this has resulted in a recent reduction in
prices. However, compared to other countries in the region prices remain
relatively high.

10. Note that also in instantaneous or simultaneous exchange [e.g.,
goods for cash] some future promises [like a warranty or a promise that
the goods will live up to a certain quality standard] may be transferred.

11. Common to the neoinstitutionalist perspective in social sciences, we
define formal institutions as the officially enforceable “rules of the game,”
often termed “parchment” institutions, while informal institutions
“include networks that facilitate search and information, the norms of
behavior, and sanctions for enforcement against violations of norms”

(Dixit, 2009, p. 8).

12. See also Fforde and de Vylder (1996) and Malesky (2004).

13. There is some evidence that a number of the newly registered firms
are in fact “ghost” firms (Steer & Taussig, 2002).

14. Including sole proprietorships, limited liability firms, joint stock
firms, and cooperatives. Smaller household enterprises were excluded from
the analysis.

15. See Hansen, Rand, and Tarp (2009) and Ronnas and Ramamurthy
(2001).

16. The last SIDA survey was carried out at the end of 2002, just
9 months before the VBS survey, so almost all firms could be easily
relocated. Of the total number of enterprises who participated in the 2002
SIDA survey, 244 firms (75%) agreed to participate again. Since the MW
survey was carried out in 1995, even though we had some record of
company names and addresses, it was much harder to relocate the firms in
the sample. Of the 259 firms we managed to identify 111 firms, of which 61
agreed to collaborate in the survey.

17. The panel consisted of 61 companies (out of 111 re-located firms
from the MW survey). To compensate for the smaller sample size and
strengthen our panel analysis, we tried to corroborate our findings using
the panel from the SIDA survey. We also compared results from the total
MW sample with the VBS sample to further check the direction of the
trends.

18. The questions on specific investment in our survey were adopted
from this survey.

19. This finding is also confirmed in the SIDA survey. In this survey firms
were also asked how often they produced their goods to order. In 1996
about 26% of the firms said they produced their goods almost or almost
always on order, while in 2002 this percentage had risen to 50%. This
again confirms that firms are taking higher transaction risks.
20. And also other surveys such as, for example: Tenev, Carlier,
Chaudry, and Nguyen (2003).

21. We were unable to analyze the role of social networks over time using
the MW survey as it did not analyze the role of wider social relations
(outside family).

22. Trang and Stromseth (2002) document how associations have
emerged and evolved over the transition.
23. As we noted earlier, suppliers to manufacturers are likely to sell raw
materials and goods with lower “specificity.” Thus, the lower likelihood of
firm willing to write contracts with their suppliers may be explained by this
fact.
24. Comparison over time is based on the data from the panel, including
68 customer relations.
25. We should keep in mind that economic courts in Vietnam were only
established in 1994, just 1 year before the MW survey was carried out.

26. The question asked firms to rate their knowledge of various laws on a
five point scale, ranging from 1 = no knowledge, 2 = poor knowledge,
3 = average, 4 = good knowledge, and 5 = excellent knowledge.

27. A study in Ho Chi Minh City shows that legal papers play a similar
role in the real estate market. In theory property rights are established by a
legal titles but for many properties in Ho Chi Minh City these legal titles

are missing, instead legal papers or documents serve as “property rights”

(Kim, 2004).

28. This model is inspired on McMillan and Woodruff’s (1999a) trade
credit model. We augmented the MW model by adding a set of variables
to capture the effect of formal institutions and contracts.

29. The pseudo R2 in Table 6 suggest that the models estimated have
high explanatory power.

30. We tried to control for this effect by adding other variables such as
age of the firm and entrepreneur as extra controls, however the effects were
not significant.

31. It is possible that the contract index is to some extent endogenous, as
firms that engage in risky transactions will be more likely to write
contracts that mitigate some of these risks.

32. The weak results for the impact of competition might be explained by
the weakness of the variable “most important competitor within 1 km” as
a measure of competition. The choice of 1 km as an area for delineating
effective competition is somewhat arbitrary and its relevance may differ
according to the location of the firm and is likely to change over time.

33. We also estimated determinants of risk taking with a summary
regression on a risk index. We use the four variables representing risk
taking as components to construct a composite measure of risk. The index
is constructed by summing up the individual binary risk measures. Thus,
the risk index = specific investment (0, 1) + unique production
(0, 1) + production to order (0, 1) + manufacturer extends trade credit
(0, 1). The measure can take values from zero (no risk taking) to four
(company takes all risks). We use the risk index regressions to address one
of the weaknesses of our binary measures of risk, that is, the lack of
variation. When estimating Tobit models using the risk index as the
dependent variables and the same set of explanatory variables as in
Table 6, we obtain similar results as obtained in Table 6.
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APPENDIX A

See Table A1.



Table A1. Correlation matrix for independent variables

Variables (1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12) (13)

(1) 1.0
(2) 0.2 1.0
(3) 0.0 0.1 1.0
(4) 0.0 0.2 0.7 1.0
(5) 0.1 �0.1 0.0 0.0 1.0
(6) 0.1 0.0 0.0 0.0 �0.1 1.0
(7) �0.1 �0.1 0.0 0.0 �0.2 �0.1 1.0
(8) 0.1 0.1 0.3 0.2 0.3 �0.1 �0.1 1.0
(9) 0.1 0.1 0.1 0.1 0.1 �0.1 �0.1 0.2 1.0
(10) 0.1 0.0 0.0 0.0 0.3 �0.1 0.0 0.1 �0.1 1.0
(11) 0.2 0.0 0.0 �0.1 0.6 �0.1 �0.2 0.2 0.1 0.3 1.0
(12) 0.0 0.0 �0.1 0.0 0.0 �0.1 0.0 0.1 0.2 0.1 0.1 1.0
(13) �0.1 0.0 0.0 0.0 �0.2 0.0 0.0 �0.1 �0.2 �0.2 �0.3 �0.3 1.0

Note: The variable names are given in Table 6, and are numbered in the same order as in Table 6.
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