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Astract

Foreign direct investments have significant impoect for economic development,
both for the country of origin and the host countégpecially during the current
period, many countries adopt austerity measuragdace their budget deficits and
debt, and they are cutting public investment exparel so they are seeking FDI
inflows in order to achieve a positive economicissrynent and growth.

This study is an analysis of Foreign Direct Inuestits and their determinants, both
in terms of the economic and the institutional emwment. Also, there is an
examination of the organizational determinantsarfipanies which choose to invest

in other countries.

The main findings of the study is that all of thfaetors —economic, institutional and
organizational — are key determinants of the FOlows to a country and are
explanatory factors of why some countries have dnigfDIs than others. From all of
the factors, the ones which are associated toristgutional environment have the
greater long-term effect of FDIs, while organizagbdeterminants play a crucial role

on the company’s decision to invest in another agun

Keywords: Foreign Direct Investments, Institutioriahvironment, Organizational
characteristics
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Introduction

According to the OECD (2008), direct investmentaiscategory of cross-border
investments made by a resident of one economycfdimeestor) with the objective of
establishing a lasting interest in an enterprigee (tompany making the direct
investment) in a foreign economy than that of tbantry of residence of the direct
investor. According to the World Bank, foreignedit investment may include the
purchase of shares of a company in another courgnygyesting the profits of a
foreign company in the country where it is locatadd a loan from the parent
company to thygratrikes of which are based in agotountry (FDI Association,
2010). According to UNCTAD, foreign direct investntas defined as one which
involves a long-term relationship and reflects stitey interest and control by a
resident of one economy (direct foreign investoparent enterprise) in an enterprise
in another country than that of direct foreign desit investor in one economy other
than that of foreign direct investors (foreign istraent company or subsidiary, or
foreign affiliate). Direct foreign investment meatisat the investor has significant
influence over the management of enterprise base@niother economy. Such
investment involves both the initial transactionween the two entities, and all
subsequent transactions between them and amonigrfaaéfiliates, anonymous or
not, corporate form. The direct foreign investmean be undertaken by individuals
and business entities (FDI Association, 2010). loestrdefinitions of international
bodies as a minimum to be considered an investagfreign direct investment, is

the occupation of 10% of the investment's host ttgyuoompany.
FDI can take the following form (Bitzenis, 2009):

e Company Establishment in the host country, witreoparent company
e Company Establishment in the host country, as aigdiaby of a foreign parent

company
e Total acquisition of a company in the host country
e Partial acquisition of the company in the host ¢ourwith a shareholding of

over 10%.
e Joint venture company, in which the foreign investdl hold more than 10%

of the share capital.



Foreign direct investment can categorize under ittvestment incentives in the

following categories (Dunning, 1993, Bitzenis 2009)

e FDI which are motivated by finding and exploitingtaral resources in the
host country. In this case, the investor wisheslreow the wealth-producing
sources, which may take the form of raw materieigap labor, the level of

technology.
e FDI which are motivated to acquire market sharégn@host country
e FDI motivated the creation of economies of scale
e FDI motivated vertical integration, with expansiah activities either in

precedent or in the next stage of production
e FDI motivated by the acquisition of a share in dhimarkets (horizontal

integration)
e FDI motivated by corporate resources and competenci

In many economies, the reduction of public spendiag resulted in a reduction in
disposable income and consumption, resulting iactahce of the private sector for
new investment. Also, in several economies, findimgrowed funds to the private
sector has become more difficult because of redligadlity and increased funding
costs. So as a result, countries seeking foreiggcdinvestment in order to rebuild

their economies.

The inflow of FDIs, apart from the positive impamt the economy, associated with
positive changes in the social and cultural leael to strengthen the institutional and

legal structure and framework of the host countries

However, to be foreign direct investment in a coyrghould be fulfilled a number of
parameters, which contribute to the decision of gamnnes to enter investment in a

country.



Foreign Direct Investments globally, in Greece Batkan countries

General trends of FDIs

As the global economy begins to overcome the negagdiffects of the global
economic crisis, foreign direct investment shownsigf recovery. For the year 2013,
according to UNCTAD, global FDI increased by 9%gaieing 1.45 trillion US dollars
(Graph 9). Although FDIs has been directed to ategories -developed and
developing economies, as well as economies initrams the trend is that more and
bigger flows will be directed to the developing eomies, and there are signs of
recovery. In general, forecasts show that FDI wél strengthened in the coming
years, reaching, in 2016, the amount of 1.85dnllUSD.

FDI to developing countries in 2013 amounted to Gil&n ISD, and, although there
was an increase in flows by 7%, this is lower thia® one of the previous years,
which amounted to an FDI increase by 17% in thesmities (UNCTAD, 2014).

Figure 1. FDI flows
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Source: UNCTAD, 2014, p. xiii

As recorded in the following figure () the main hosuntries of FDI - United States,
China, Russia, Hong Kong, Brazil, Singapore, eteet the criteria mentioned above,



both in terms of economic criteria, such as maskat, and in terms of institutional
criteria, though there are significant differen@esthe institutional environment of

these countries.

Figure 2. Biggest inflow FDI countries
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As outflow countries of FDI, it is observed thae thighest positions have countries
like the US, Japan, China, Russia, and so on (hdny cases, FDI outflow countries
are simultaneously and host countries of FDI, whiemonstrates the global mobility
of capital, since, for example, a company basettienUsS is likely to cover a portion

of the share capital a fund outside the US, whwerkling over 10% of the total share
capital will be recorded as FDI inflows to the W#id with the money of the share
capital of the company may set up a subsidiarynatlger country, which will be

recorded as FDI outflow.



Figure 3. Biggest FDI outflow countries
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In general, countries are following legislation galicies that facilitate the flows of
FDI, however, in recent years, the number of tHases has been reduced from 94
jurisdictions worldwide in 2000 to 73 in 2013, arespectively have increased cases
worldwide of legislations that constitute barriersprotectionism (6 cases in 2000 to
27 in 2013), which is attributed to the economisisr()
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Figure 4. Cases of liberazation/promotion and i&gin/regulation.
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FDIs in Greece and Balkan countries

According to FDI Intelligence data, foreign diréevestment in the Balkan countries
fell in 2013 by 17% for the period January-NovembEre number of jobs from

foreign direct investment fell by 32% and total geted 8,100 jobs from FDI

(Kaczmarski, 2014) At the same time, the averagéalgper investment increased in
2013 by 31%, which reflecting the intention of figire companies to invest in larger

capital projects.

All Balkan countries recorded a decline in FDI, lbat number of projects, and the
influx of capital, Albania recorded the largest @&se in number of new projects by
63%, followed by Slovenia recorded in 2013 decrédse40% and Croatia recorded

a decrease of 31% (Kaczmarski, 2014).

Regarding the countries of origin of FDI, Germaagks first in investment in Balkan
countries, however, recorded a decrease of 33%, Algstria and Italy, traditionally
strong investors in the Balkan countries reduceit tirect investment by 65% and

45% respectively (Kaczmarski, 2014).

11



According to McKee (2015), the French FDI to Ronaafur the period 2011-2013,

recording a significant drop as the number of itmest projects has decreased by

50% between 2011 and 2012 and further 41,66% bet2@&2 and 2013. As stated in
an article in the Botsford (2015) for Romania, altbh processing is the main
direction of FDI in the country, but in order to ntimue the flow of funds,

international investors demand greater transparamclya more stable environment

with less uncertainty.

Regarding the four countries examined in this st(élfpania, Bulgaria, Romania,

Serbia), foreign direct investment between 2000 203, based on the data of the

World Bank, are configured as follows:

Table 1. FDIs (in mil. Euros) in Albania, BulgarRpmania, Serbia, 2005-2013

2006 2007 2008 2009 2010 2011 2012 2013

Albania 325,14 652,28 1.240,9 1.343,0 1.089,4 1.049,4 920,0 1.253,7
7 9 2 3 8

Bulgaria 7.874,4 1.3875,2 10.296,7 3.966,6 1.866,5 2.124,2 1.578,3 1.887,6
8 7 2 6 9 3 4

Romania 11.450,8 10.290,0 13.849,0 4.926,0 3.204,0 2.557,0 2.629,0 4.108,0
3 0 0 0 0 0 0

Serbia 4.968,0 3.431,9 2.996,3 1.935,6 1.340,1 2.700,4 1.185,7 1.974,3
5 2 9 0 9 4 7

Source: World Bank

Typology of Greek FDIs to Balkan countries

According to the study of Labrianidis et al . (2DOdompanies that have made direct

foreign investments in the Balkan countries, folline following typology:

A. Companies that have parent company in Greeceheaategorized as follows:

Small companies, which primarily have a commera@ativity. Also, a
significant percentage of industrial enterprisesomg to small industrial

enterprises in Greece, which work exclusively abceutractors for large

foreign firms, especially in the garment industry.
Large companies, which fall into three categories

12




1. Multinational, who transferred to the subsidiarysreece the market penetration of
the Balkan countries, because these markets avedy small and it is possible to

create economies of scale, especially from didibbuchannels. Moreover, because
the Greek businessmen can more easily adapt toetsaitkat do not have a strong

institutional environment and there are often infal practices in business
2. Productive enterprises with the presence ofdarmvestors and

3. Enterprises that had a presence in the Ballespecially in export activity or by
subcontracting that were entrusted to companiéseise countries.

B. Companies without a parent company in Greecéshwtonstitute the majority of

cases. Operators of those companies listed in @agsg

e Those who had business in Greece, and moved thpato/s headquarters,
either because of lower cost or because of fadfitbe undertaking in Greece

(e.g. bankruptcy), either due to low prospects iegée
e Those in the first step of their business are det$he country, such as, for

example, immigrants living in Greece and wish thmisiness activity in the

country.

According to the study of Labrianidis et al . (2DO4ompanies without parent
company in Greece invest significantly less capghah those from companies with a
parent company, but employ more staff, indicatimgf these firms are labor intensive

and low differentiation and specialization.

lammarino and Pitelis (2000), examining the Gré&ekeign Direct Investment in
Bulgaria and Romania, mentioned as main paramehlersanticipated economic
development of countries, the geographical locafjoroximity to Greece), labor
costs, increase market share in Greece and gamarget share in other countries.
Also, in the same study, as secondary parametertheofdecision of the Greek
companies for investment in the Balkans is the hW®ghood with the European
Union, the raw materials and the common culture. rAain difficulties, the

researchers focused on bureaucracy and administiatirdens, the instability of the

legal environment and the high investment risk.

13



According to Labrianidis (2001), the Greek foreiginect investment in the Balkan

countries can be divided into three periods:

Period 1989-1993 (El Dorado period). During thisiqa the Balkan countries
started opening them to international markets. Tdpening was seen by
several Greek SMEs as an opportunity to gain difast and high profits,

without medium-term investment strategy. Indeednyneompanies were able
to record significant gains, but several othersmiimanage to record profits,

as they had
Period 1994-1997 (Mafia period). In this periodedo lack of institutional

frameworks and lack of validity and enforcement lafvs protecting
investment, many Greek companies began to deal pri¢fudice to their

activation in these countries.
Period 1997-present (regularity period). In thisrigt the legal and

institutional framework of the countries began tmsger, resulting in the

activation of Greek businesses invest for the lemngn.

Bitzenis (2009) distinguishes between Greek Foredjrect investment in

Bulgaria in several periods:

Period 1989-1993, which few Greek enterprises, indstm North Greece,
began to found companies, which had two main a@szithe production of
products in Bulgaria for export to Greece, takirlyantage of the existing

customer base and their distribution network
Period 1994-1995, which recorded more active Gia®kpanies, mainly in

the fields of food, durable consumer goods andhoedervices.
Period 1995-1996, in which, although there foundisgveral Greek

companies, but they have been active, because mtonsecutive financial

crisis in Bulgaria.
Period 1997-1998, in which Bulgaria has taken $icgmt measures to

stabilize, with lower inflation, stable exchangéeraesulting in the activation
of large enterprises to establish joint ventured #me main objective of

vertical integration
Period 1998-2000, where an input Greek banks amd Gheek interest

companies for privatization.
Period 2001-present, which recorded Greek corporatestment, which

aimed both to cover the Greek market, and the Bugamarket. Also,

14



gradually, the Greek enterprises in Bulgaria betgarient and exports to

other countries.

As Labrianidis (2000) notes, the Greek investmentie Balkan countries, with few

exceptions, do not constitute cases of transndtionsiness. These low labor cost
investment, labor tensions, low productivity, withaenewing technology with low

pay overtime. Nor have brand name, they have natldped strong marketing and
promotional plans, and official, compete in termis ppice rather than product

differentiation.

According to Salavrakos and Petrochilos (2003,32) 3the reasons for the activation

of Greek enterprises in the Balkan countries are:

e Greece is the most developed economy among ther@siof the Black sea

and South-Eastern Europe
e The breakup of the former Soviet Union, the newggaphy of Europe and

economies reconstruction projects, like privat@agprograms
e The transition of these countries into open ecorsmi
e The positive reception of Greek investments by govents and citizens,
e The centuries-old ties between Greece and the gesoncerned, as there is

enduring economic and commercial activity and prese

According to Magoulios and Chouliaras (2014), ttzelé flows between Greece and
the Balkan countries strongly affected by the cleamgGDP. Specifically, based on
the progress of the Greek trade flows with the Balkountries for the period 1980-

2012, trade in imports and Greek exports to aneh frdecreased in 2009.

In the research of Totev (2004) with respect teifgm direct investment of 28 Greek
enterprises in the Balkan countries, was recorttatl the main parameters for the
investment decision of the companies was the chantie tax and legal status of the
host countries, and also a key parameter was thanpity with those countries and

trade relations that already existed with them.

As shown by the study of Smallbone et al .(1998arding foreign direct investments

in small and medium sized enterprises in the B&8tates and Bulgaria, the capacity
of SMEs in transition countries to compete in fgreeand domestic markets varies
between sectors. For example, in the food procgssector, although some media
have managed to penetrate foreign markets, the masirt so far has been to increase

15



the level of competition in domestic markets. Thaadshow that foreign market

penetration of small and medium food processingrenses in transition countries

often focuses on markets in other transition caestand not to western markets.

Also common is the phenomenon of activation of FBDI the form of the

establishment of SMEs to attract residential cae$ion work, based on low labor

costs, particularly in the textile and clothing. tBhis type of entrepreneurship is

extremely unstable, with no long term strategy amwdthout the possibility of

programming.

An important finding of this study is that the exporientation of SMEs in these

countries is difficult due to the lack of counsgliand guidance from professional

organizations and governments.

With respect to FDI inflows in Greece, a signifidgrgreater proportion comes from

OECD countries, especially from Europe

Table 2. FDI inflows to Greece

Source: OECD

2004 | 2005| 2006/ 2007 2008 2009 2010 2011 2012 2pi13
FDI 2.1 0.6 54 2.1 45 2.4 0.3 1.1 2 2.6
inflows
OECD 1.6 0.3 4 1.2 2.7 1.6 -0.1| 0.74 1.9%
countries
Europe 1.4 0.29| 4.2 1.4 299 16 0.3 045 1.71

FDI outflows of Greece are, to a considerable e@xdirected in the Balkan countries.

FDI outflows of Greece are as follows:

Table 3. FDis outflows from Greece

2004 | 2005| 2006/ 2007 2008 2009 2010 2011 2012 2013
FDI outflows | 1.00 | 1.50| 4.00f 5.20f 240 2.10 160 1.80 0.Y0 60Q.
OECD 0.30 | 0.40 | 0.14| 2.00| 0.290 0.72 -0.28 0.67 0.14 0.50
countries
Europe -0.90| 0.70| 1.05 3.10 0.3% 092 0.13 0.12 0.13 046
Albania 0.26 | 0.40| 0.30|] 0.68/ 0.94 0.43 0.14 055 0.13 o011
Bulgaria 0.49 | 0.40| 091 0.120 0.15 0.12 0.13 0.66 -0/18 -Q.58
Romania 0.20| 0.40f 0.23 0.71 -0.90 0.48 0.11 -0i136 -0.26 -0.27
Serbia * 0.25| 0.19| 0.48| 064 0.12 060 0.9 -0016 -0{17 -0.16

16



| * Until 2007, data included Montenegro
Source: OECD

This paper analyzes the framework under which @predirect investment are
established. The aim of the work is to find whielstbrs influence the decision of the
companies to invest and operate in other counlryeforeign direct investment, and

the parameters that they consider important irr thesiness.

The methodology of this study is based on a clitieaiew of an extensive literature
focused on the factors that influence the decisibnompanies to undertake foreign
direct investment, an important part of the chdgenature refers to the institutional

and economic environment, as fundamental part d§ FD

The validity of sources is a key concern of thespré study therefore are used articles
from internationally renowned scientific journalspoks from the most renowned

international publishers, with authors receivingegml recognition and acceptance.
The structure of the study is as follows:

The first chapter develops the theoretical framéwaoir foreign direct investment,
analysis of the determinants, regarding econonmarpaters.

The second chapter analyzes the institutional aet@nts of FDI.

The third chapter describes the organizational ragetents of multinational

companies

The fourth chapter describes the criteria of congsandecisions to establish a

subsidiary in a foreign country

The fifth chapter mentions the country risk as mdfamental pillar of the decision of

companies to undertake foreign direct investment.

The sixth chapter sets out the conclusions of tingys

17



1. Economic determinants of Foreign Direct Investtae

Economic factors are key elements of the decisfa@ompanies to engage in Foreign
Direct Investments (FDIs). Certainly, there are astvnumber of economic

determinants that may be taken into account froh eeompany regarding its

investments, depending on the target and the tygavestment. In this paper we

focus on the three main economic factors, as stegdy the literature and their use
by international organizations (OECD, World Bankyldahe rating agencies.

1.1 Market size

The size of the market has been recognized as fotiee kkey determinants of FDI.
Regarding horizontal FDIs, the choice of the conypgannvest in a production line in
a foreign country in order to sell in the local k&ty the market size is a key
determining factor, along with the marginal cospodduction (Markusen, 2002): the
higher the market size, the greater the chancéteairoa level of revenue to offset the

cost of investment (fixed costs, opportunity costs,).

The market size creates significant decisions oetisdr companies will make an
investment in a production line establishment, giWieat the goods should cover a
relatively high proportion, otherwise the companit hhave to decide not to produce
the goods in the country, but exported to the agumthich, however, is associated
with transport costs, plus some other costs andilplesother difficulties, where there

are protectionist measures. (Kohler, 2013).

According to Akin (2009), the size of the marketadeciding factor for companies to
undertake foreign direct investment, is not related the country's GDP per capita,
but mainly in the population size. Also, Artige aNecolini (2006) showed that the
size of the market is the main determinant of FRalg] as other determining factors

are the cost of research and development and taistr

The size of the market can also be seen in the lgibpru density conditions: the
greater the population density, the easier is ifond to engage in FDIs, since they
would have reduced transportation costs, less faestorage space, more focused

segments and less spending on marketing and pr@mdaiiccording to Billington
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(1999), the population density is the main deteamirfactor of FDIs, accompanied

by labor costs and the level of unemployment.

Also Mughal and Akram (2011) showed that the sitghe market is the main
determinant, but only with respect to the long term

Haufler and Wooton (1999) showed that the markag & the decisive parameter for
FDIs between countries with different market siwh a different country risk and
different taxation. As they note, if a country'srk@ size with higher country risk is
significantly greater than the market size of tberdry with the lower country risk,
the foreign company would prefer to make an invesiimn the country with the

largest market size, even if it still exists thekrof increased tax enforcement.

1.2 GDP per capita, personal income and level nfgmption

According to Billington (1999), GDP per capita ptayn important role in the
decision of companies to engage in FDIs, sinceitbeme level of the country's
inhabitants should be at a level which allows thechbase of goods the company will

produce.

The analysis of Chakrabarti (2001) shows that ther@a steady and significant
correlation between FDIs and GDP per capita GDBoAin the same analysis it is
highlighted that changes in both FDIs and GDP pgita are due mostly to changes

in wages, exchange rates and tariffs.

GDP per capita, to a very large extent, determtheslevel of consumption. Also,
GDP per capita is a parameter of wealth, whichumn tlso determines consumption.

The factor of consumption is very important for FDtwo axes:

e Regarding host country, increased consumptiontesulan increase in FDIs
e Regarding countries of origin of FDIs, the decre@seconsumption can

positively affect FDIs, since businesses are logkin compensate their

revenues, by entering into a new matket

11t has to be mentioned that, in cases of a gldhahtial crisis, most companies will halt theirdbc
and international investments
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Since income and consumption could be the decisigtors of a firm’s choice to
invest in a foreign country, we have to highlighe tmajor changes in income and

consumption, during economic crises, as the premsant

Because of the economic crisis, income and wealttsharply, in most of countries.

Regarding U.S., according to Bricker et al. (201®) the 2007-2010 period, the
median value of inflation-adjusted family incomd fg&y 7.7% and mean income fell
by 11.1%. Also, the median net worth fell by alm88¢6, a fact that surely affects
consumption. This lead to the biggest decline indd8sumption after World War I

(Petev et al., 2011). Not only the consumption ideclwas deeper than in other
recessions, but it was persistent in time, sincmok almost three years for real
consumption expenditure to be at the previous peaid, which it was at the fourth

guarter of 2007 (Petev et al., 2011).

Due to the falling income, consumers are less ngllio buy products, being afraid
about their future economic situation, in case tnais will continue. So, even if the
income would stay in the same level, consumerspeading less percentage of their
disposable income. This is known as the averageepmsity to consume (Slavin,
2009). According to Lee et al. (2008), becausehefdrisis the consumption rate, as
percentage of the disposable income, from the le/&5% before the crisis, fell to
92% in 2009 and the analysis projects a futurel le@about 89.5 to 91.5, 3% lower

than the period before the crisis.

Also, Teppa (2014) in her analysis for Netherlarfdg]s that consumers decide to

spend less part of their disposable income, lowgetheir propensity to consume.

A factor which affects consumption is the changewafalth. According to Sousa
(2009), the marginal propensity to consume —whiebcdbes the percentage of the
marginal income which is spend on consumption- afufinancial wealth, is from
0.7% in the short term and 1.9% in the long terimatimeans that, when wealth drops
by 1%, then the consumption drops by 1,9 in theg kam.

A number of studies regarding various states, shawpositive impact of wealth
effect to consumption (McKibbin & Richards for Australia; Pichette, 2000 for
Canada; Rossi & Visco, 1995 for Italy; Balmaseda & Tello, 2002 for Spain, all
mentioned in Sousa, 2009). The study of Gan (28dg9rding Hong Kong showed a
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significant effect of wealth on consumption, esplgi for younger ages of

consumers.

Paiella’s (2007) analysis about Italy shows antigl#g of consumption due to wealth
changes to be near 4%, meaning that if wealth r{sesdrops) by 1%, then

consumptions also rises (or accordingly, drops}%y

The elasticity of consumption with respect to totedalth is estimated to be around
four percent. The estimated relationship betwegreediture and wealth is clearly
non-linear, since low-wealth households appear daoseme more than would be
implied by the relationship between expenditure amhlth for those with higher

wealth.

Of course, the declining income and wealth durlmgeconomic crisis does not imply
that all consumption trend is the same among c@sntnor there is an common

behavior among consumers.

The analysis of Mansoor & Jalal (2011) for conswsnier Bahrain shows that the
majority of consumers are shifting from expensigeirtexpensive goods and from
luxury goods to essential goods. Also, in the asialythe majority of consumers agree

that the global financial crisis has affected tloeinsumption priorities.

According to Flatters &Willmott (2009), economicisis affected consumer choices
in a different way between goods. The authors foilmad recession made consumers
to seek for more simple, unsophisticated produatg] are more risk-averse than
before the crisis. Also, consumers are more williagpurchase “green” products,

while they are not accepting unethical corporateegoance practices.

Pandelica & Pandelica (2011), in a research abauhdRia found that the most
anxious, or even panicked, was the person, the mdlieg was to lower his/her
consumption level and as the top priority of his/lsboice was the price of the
product, in comparison with other products. Also,the same analysis, consumers
who were afraid about their current situation, gatezed as “panicked”, were more
likely to postpone or even cancel major purchasedding holidays, journeys, and

appliances.
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Urbonavicius & Pikturniene (2010), in their anabysif Lithuanian consumers during
the financial crisis, found that there are différbahavioral consumer patterns among
generations: the consumers of the older generétienbulldozers, 43-52 years old)
and the younger consumers (generation Y, 20-26 syedd). The bulldozers
demonstrated a more consistent consumer behawdarganeration Y, although both

generations reduced consumption in order to oveecihv economic difficulties.

As we can see in the next figures, generation Ymigre willing to reduce
consumption in services, while the bulldozers dureng spending in order to survive

and to make savings, thus, as a result is reduwcingumption among all goods.

Figure 5. Consumption parameters of generation Y.

Influencing Emotional responses towards crisis EBehavioral outcomes
factors
Changes n 1. Continue the same behaviour without any Changes m consumption
real income changes of FMCG (quantity)
Income

X : Changes m consumption
expectations i

. of FMCG (quality)
Perception of . . . . .
price level | 3. Toreduce spending to rmake some savings Changes m consumption
changes \ of services (quantity)

Ezpectations Y Changes in consumption
of price level

of services (quality)
changes

a) Generation Y emotional responses towards crisis, their relationship with income and price levels,
and effects on actual consumption.

Pasitive relationship Negative relationship

Source: Urbonavicius & Pikturniene, 2010

Figure 6. Consumption parameters of Bulldozers gdioan
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Influencing Emotional responses towards crisis Consumption
factors outcomes
Changes in . 1. Continue the same behaviour without any Changes in consurmption
real income N changes of FICG (quantity)
Income / 2. To reduce spending m order to survive Changes in consumption
expectations : .. of FMIZG (quality)
Perception of | 3. Toreduce spending to make some savings
price level Changes in consumption
changes of services (quantity)
Expectations Changes n consumption
of price level F ices (quality)
changes of services (quality

b) Bulldozer generation emotional responses towards crisis, their relationship with income and price
levels, and effects on actual consumption.

Pasitive relationship Negetive relationship

Source: Urbonavicius & Pikturniene, 2010

As authors note, this findings can be useful farketing strategies, since generation
Y reported a higher expected income, companiesdcasé brand value marketing
strategies in order to gain this market segment.

According to Teppa (2014), consumers of most Ewanm®untries have been affected
by the economic crisis, but there are differenceshe percentage of consumption
expenditure among countries. In the case of Itahg &pain, the decline in

consumption expenditure was deeper than other gesnsomething that is explained

due to the deeper recession and the higher unemplatyin these countries.

Figure 7. Household final consumption expenditiegegqapita (annual %).
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Consumption expenditure is, as well affected bglstmarket prices. The analysis of
Garner (1998) of the stock market crash of Octob@888, showed a positive

correlation between stock market process and coaisspending.

Another factor that affects consumers’ choice alo@tpercentage of their disposable
income are willing to consume, rather than to sase¢he monetary policy of the
Central bank.

As Modigliani (1971) notes, monetary policy hasiampact on consumer spending.
For example, by lowering the interest rates, areémiank is boosting the economy,
because this decision will boost private consummptichis factor should be analyzed
during the current economic crisis: although mesttial banks lowered interest rates
in historical levels, consumption, as describedlided also at historical low rates.

According to Krugman (2013), consumption would haeslined even more if the

FED (the central bank of USA) had not had the ggerates at almost 0%.

Attanassio & Szekely (2001), examining the econoarisis in Mexico during the
1990s, found that consumers were reducing the copison amount for durable
goods, as well as for goods with a high percentddeuman capital, something that
could result to a downward spiral, since the uneypkent would increase, because

of the lower demand for those goods.

Fiszbein et al. (2012), examining consumers’ bahaviin Argentina during the

economic crisis, found that most consumers weranmizing their expenditure, for
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example by not purchasing even the medicine. On aifer hand, households
responded to crisis through adaptive strategiesh s1$ the change in consumption
choices, as well as through active strategies Wieking more hours, selling assets or
by using savings or even migrate. Also, consumdopted social network strategies,

like the reliance on NGOs or friends and familyistssice.

In the study of Alimen & Bayaraktaroglou (2011) abdurkish consumers during the
recent economic crisis, analysis showed that affhdbe vast majority of the sample,
consisting of 436 responders, cut consumption edipae, there are multiple factors,
such as age, gender, marital status, occupatioimanthe. For example, older people
are looking for more information about the produbisy are about to purchase, while

professionals like accountants are more conscibastaheir expenditure.

Yang et al. (2001) in their analysis proved thatstoners are cutting expenses for not
so-essential goods, in order to save money focdmsumption of the most inevitable

goods and services.

The analysis of McKenzie (2006) about the impadtheffinancial crisis on Mexican
households showed that consumers altered the cqhisumnpatterns, by reducing
consumption of semi-durables, like bedding, glasewand clothing, as well as
entertainment, while having higher percentage gkeexiture for food, such as eggs,
cereals, vegetables, etc. In this way, consumengewad the maintenance of their

living conditions, in a depression environment.

Badea (2013) analyzing the Romanian customers bmairavound that consumers of
lower and below average income reduced the quaitigypods they usually purchase,
by preferring smaller packs, lower price and adepta lower life-style, such as
electricity consumption. On the contrary, consumeirshigher income and above
average income did not change consuming behaveunueh as the previous group,
did not change life-style habits, did not cut giyapreferences, but could not save

money.

According to Bodosca et al. (2014), tourism constimmphas been affected by the
economic crisis, and, also, for the 58% of the damipudget was a determinant

factor for choosing the accommodation.
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Voinea & Filip (2011), by analyzing the changeshaying behaviour during the

crisis, found that they consumers are more resplasmore price-conscious, and
more demanding. These findings is in accordandte the Euro RPCG C&O (2009)

study in which is noted that “before being inteeestin the price of products,

consumers are asking questions about their useful(@!% of respondents wonder
whether they really needed, 60% if the product @mdt find a lower price elsewhere
and 59% if they can afford to acquire). In the eantof crisis, perhaps contrary to
many expectations, quality is what comes firsttf@ new consumer before the lower
price. Consumers surveyed defined quality by: logkior healthy products (42%),

looking for strong and sustainable products (4784) far responsible products”.

According to Goodell & Martin, (Goodell & Martin,9B2, mentioned in Stefura,

2010), consumers are adopting new behaviour asppmee to economic crisis, by
deferring major purchasing decisions, are becommage price-concerned, resist to
companies attempts to set the pre-crisis crisigwthe crisis is over, and they are less

loyal to the company from where they usually buy goods.

According to Rosales (2007), during the crisis paif, there was a reduction in
consumption expenditure, because of the rising pheyment and the reduction of
wages. Consumers, especially between 25-45 yedusubkentertainment expenditure,
while at the same time, being more of a “panickaeasamers”, with the major task to
satisfy their safety and basic needs. Also, conssilnave become more rational and
they are preferring store brands (private labather than leader brands, because they

have lower prices.

During the current financial prices, not all prothidemand declined. According to
the GfK market data analysis, during 2011, “dem#ordmobile phones once again
increased in Europe, largely as a result of thegipopularity of smartphones. A
3.2% more mobile phones were sold in 2011, in paldr the sales of smartphones
increased by 67%” (GfK, 2012).

From all of the above, it could be concluded that, the current economic
environment, the fluctuations in income and consiionpwould affect FDIs inflows

and outflows, something that will be examined i@ piimary research.
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1.3 Growth potential

The market size is not a static picture but a dyngmocess. Thus, companies are
taking into account not only the current markeedbut the potential growth of the

market. According to Lei and Chen (2011), the gretite momentum of development
in a region, the greater the inflow of FDIs. Acdoglto Horneberg (2011), market

size and growth potential in many studies have loeesider as a single factor, and is

the most important determinant of FDIs, as showthénext figure.

Figure 8. Market size, potential growth and FDIs

Empirical studies show that market size and potential are significantly associated with FDI inflows
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Source: Horneberg, 2011, p. 2

Also, in the same study, growth potential of thealanarket is the dominant factor in

the choice of where FDis will be directed

Figure 9. Potential growth of local market as adwatnant factors for FDIs
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1.4 Unit labour cost

The unit labour cost, which equals the ratio oéltddbour cost to real output, is one
of the most important parameters of the total cddiusiness, hence it is one of the
most important parameters for the decision of congsgmto make direct foreign

investment in the country.

Wage reductions lead to reductions in the priceoraiducts and increase the total
output of the economy. The rationale of this meassarthat every business, setting
variable cost according to its needs, has thetpldiadjust the marginal and average
costs, so it can adjust the price of the goodsthedjuantity produced at competitive
levels. This will happen if the reduction in laboosts will shift downward the
variable, marginal and average cost curves. Thi$ wfil reduce the price of the

good, increasing the quantity produced (Gwartn@g1.

A key determinant of unit labor costs is undoubtedthe labor productivity.

Productivity is inextricably linked to the skillsaining and quality of the workforce,
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as well as by introducing new technologies and wation and the existence of the

necessary infrastructure.

In economic theory, the rise of unit labor costss he negative impact on
competitiveness. Moreover, the competitivenessctlredepends on five factors
(Leichter et al., 2010): wage costs, non-wage c¢tisésperformance of the employee,
i.e. the productivity of labour, the exchange raarding exporting countries with
different currency- and the fiscal and institutibftamework that provides a place for

entrepreneurs, hence, whether it favors investment.

Certainly a sustained improvement in competitiveresnot -after a necessary initial
period- be based on the decline in nominal wagespled with the decline or
stagnation of productivity, since the negative @Beof a constant wage reduction in
domestic demand will outweigh the positive effe@garding external demand. It is
therefore necessary to improve the cost competiéise to support and enhance
productivity. In this context, structural reform@ming at efficiency of product and
labor markets, can enable both the configuratiorthef potential growth rate to a
higher level, while, at the same time, can impréhe structural competitiveness
(Mankiw, 2012).

The decline in unit labor costs undoubtedly impsotlee competitiveness in terms of
labor costs and thus in terms of price competitasn Indeed, to the extent that the
amount of gross labor costs do not reflect a cpomeding improvement in
productivity, i.e. productivity growth is below thate of increase in gross labor costs,
reducing salaries it is imperative, in order to roye the competitiveness of the
economy. However, unit labor cost is not the omlgtdr that determines the level of
prices of domestically produced goods and servaces heir price competitiveness.
Besides, improvement of competitiveness cannotased solely on the continuous
reduction of nominal wages, and a decline or stiégman productivity will have
negative effects on domestic internal demand. Toe¥e the focus should be on

reforms which improve the structural competitivenes

1.5 Macroeconomic determinants, business valuabanking system and currency
factors of capital inflows and FDIs
The connection between macroeconomics and busiaise, although is very

important, it is usually being underestimated, oy by researchers, but by internal
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and external analysts of companies’ results anckcsts. The importance of
macroeconomic conditions to the company’s resudtssamething that has been
mentioned from economists, in order to propose \@aradl economic and financial
policy and “fix” the economy, in periods of boomsdadepression. John Maynard
Keynes had shown how an austerity policy has majptications to companies, by
reducing their revenues and while someone wouleée&xhat lower wages could help
firms reduce their costs, thus improve their finahstate and allow them produce

higher quantity, instead, due to lower demand, diare facing lower revenues.

The connection between macroeconomics and corppeafermance, especially the
one regarding corporate failures, works both waysce monetary policy has real-
economy implications and, at the same time, reah@my’s output affects monetary
and fiscal policy. Bangia et al. (2002) analyzeel thse of macroeconomic conditions
as a factor with large impacts to firms due to ¢hanging in credit risk. Everett &
Watson (1998) found that economic cycle (and inti@aar, interest rate,
unemployment rate and retail sales) affect profitsgearing, cash flow and thereby
influence company failures.

On major issue of economic growth, thus connecte&DRIs is the functioning of
banking system and capital markets.

Banks are at the institution in which the peoplpa#it their savings, paying interest
to depositors. Those depositors' funds are providethanks as loans to businesses
and in return banks receive the agreed interest &, banks, intermediating between

savers who have capital, and businesses whicleakeng capital.

The above description captures the classic modamis and describes the mediating
role and mission of banks. This function of bankghe intermerdiation, precisely
because savers and businesses does not comergdbadintact with each other. The
banks are providing the capital from agents witpited surplus to agents with capital

deficit, as recorded in the following figure.

Figure 10. Intermediation of banking system
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Banks are transforming the time term of capitahsihort-term maturities to longer
maturities (Adrian & Shin, 2010), and also, theg egducing investment risk, because
they have large dispersion in their loan portfaiiod also they have the tools to

compensate a number of risks, eg, the risk of éstaiate changes.
The existence and operation of banks as interniedjahere are multiple benefits:

First of all capital is necessary in the productoacess. Therefore, the channeling of
capital towards productive units, is helping themndevelop their production, to
strengthen their position and expand their acésitiThis results in the increase of
GDP (Beck et al., 2000; Levine et al, 2000; Adrian & Shin, 2009). The supply of
credit is positively linked with economic growths aecorded in the following

diagram.

Figure 11. Credit to private sector and growth.
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The existence and proper functioning of banks agspaf the financial system
development has been shown to enhance the econumadnthat the strengthening of
the banking system supports the growth rate of @aP, as well as the GDP per
capita (Jayaratne and Strahan, 1996). Gertler (19B8ws that the expansion of
activities of banks has been a major cause ofrtheease in economic activity and
also increases the criteria of quality borrowingbaihks, thereby strengthening the
most competitive firms. Bencivenga and Smith (19%dte that the functioning of the
banking system ensures not only the productivevigtibut also limits the socially
unnecessary liquidation of assets, which enharteesfficiency of investment and
enhances the formation of new capital. Also, indnalysis For all these reasons, the
banks, as part of the development of the finarsyatem is extremely important, as it
put the base of economic development (Ohno, 20drease the productive capacity
of the economy (Mishkin, 2007), create a more sthlisiness environment and have

a positive effect on innovation (King & Levine, 199

According to Jude (2010), inflation rate, openndestrade and government
consumption are influencing the relationship betwdi@ancial development and
growth, since they affect them both, but the degrkaffection is not the same for

these two variables. As Amano (2013) notes, cafbamation varies among
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countries, since the countriews which have the rdestloped financial system have
the greater opportunity for higher capital formatio

As Aghion et al. (2004) note that, in order to beoavergence with the growth rates
of the United States, countries should increase fineancial development.

On the other hand, as Deidda (2006) notes, finandeévelopment might be

unsustainable, since enterprises tend to be mauigakatensive, so they will need

more and more capital, which the economy might betable to provide. Also, as
Bond et al. (2011) note, the development of therfoial markets could boost
speculation.

A major issue has to do with the failures of theaficial system and their
consequences to the economy.

The issue of the operation of the banking systearngin pillar of economic activity,

as banks are the establishments for transmissiadheoimonetary policy of central

bank to the economy, but also have the institutionla of safeguarding depositors /
savers, as well as to transmit funds to enterpasesthe overall economy. Therefore,
governments should have articulated a prudentahéwork for banks in order to
ensure their efficient operation and, above all,maintain unwavering trust of

depositors and other stakeholders about the dtabflthe financial system.

Apart from the above, as banking activities are rgobalized and banks form an

interconnected web, an extra dimension of bankupgsrision, relates to the overall

stability of the global economy. The phenomenonaftagion has become one of the
most important primary causes of the deepeningettisis of 2007 (Allen and Gale,

2000).

After the enormous crisis of 1929, USA had estaklisa legal framework for banks
(Glass-Seagal Act), which gradually had been abaedi@nd eventually there was a
deregulation. As a result of this deregulation,ribenber of Savings and Loans Banks

which declared bankruptcy during the 1980s incréabaurply.

Table 4. Savings and Loans Banks failure, 1980-1988 (inshad USD)
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Number of Estimated Supervisory Voluntary

Year Failures Total Asscrs Cost Mergers Mergers
19810 11 § 1,348908 £ 158,193 21 3
1981 34 19,590,802 1,887,704 54 215
1982 73 22,161,187 1 499,584 184 215
1983 5l 13,202,823 418,425 34 B3
1984 26 3,567,036 BEGO.518 14 3l
|85 54 22,573,962 TA20,153 10 47
1 986 65 17,566,995 9,130,022 5 43
1987 59 F5,04 5,005 3 666,729 5 74
1988 15 98,082,879 46,688 4066 [ 5

Sourcellnyn: FDIC, 1997

Precisely because of this, it was necessary taremssatisfactory level of functioning
of financial institutions. This need was reflectaedhe creation of the Committee for
Banking Supervision. The Basel Committee on BankiB@gpervision (Basel
Committee on Banking Supervision) was founded id4l@ith the participation of
central banks of thirteen countries (Belgium, FesnGermany, Italy, Luxembourg,
Netherlands, Spain, Sweden, Switzerland, Japanad@ariJnited Kingdom and the
USA).

The financial crisis of 2007 highlighted the enoumdmportance of the financial
system for the economies of countries (Blundellighdll et al.,., 2008). Before 2007
it was believed that a larger financial sector pasitive effects on an economy, as it
enhances the circulation of money, increased niigitis created, businesses find the
necessary funding at favorable terms and consuimere the option of obtaining

consumer and durable goods, thereby stimulatingaddrand therefore production.

With the onset of the crisis, it was found thatatsignificant extent, many of these
above elements did not function as expected. Tlemghenon of "bubble" on real

estate has been triggered by investment firms, thghmethod of securitization. Also,

the direction of capital to speculative marketghsas, derivatives on market indices,
on currency market (forex), or in bonds of otheurdoies with higher yields (carry-

trade), «broke» the chain of transmission of mawyatalicy in the economy.

Apart from the above, according to the study of dbetti and Kharroubi (2012), the

growth of the banking function enhancers in an eowy) only on a certain size.
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Above this point, the further expansion of the bagksector does not increase the

economy of the country.

According to Gambacorta et al. (2014) the existemicbanks substantially promote
economic development, but it happens to a poingpoihe which the expansion of
banking reduces the growth rate. Analysts point thait, as the economies are
growing, the banking sector should operate in paralith the development of other

sectors, such as investment funds, mutual fundsrsadance companies.

Figure 12. Correlation of GDP growth, banks andtehmarkets
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Financial market failures have serious impactshendconomy and growth. In their
analysis regarding UK banks during 2007, Scharat.¢2001) find when banks have
a capital ratio of 8%, then there is probability syfstemic crisis —defined by the
authors as “the joint default of at least two bdn{&chanz et al., 2011, p. 77)- of
20%, while with a capital ratio of 10% the probdpiffalls to 3% and with capital

ratio of 12% and higher, the probability of a sysiterisk is zero percent, as shown in

the next figure.

Figure 13. Probability of systemic crisis regardbamnk’s capital.
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Source: Schanz et al., 2011, p. 77

As Elsinger et al. (2006) and Webber & Willisor0{2) note, except the risk of a
contagion of a bank’s failure to other banks, ttteensource of the systemic risk of a
bank’s failure is because the asset values ofdifaulted bank have positive

correlation with the asset values of the other bank

IMF (2009) notes that, even after 7 years of thggbey of a banking crisis, as part of

a financial system crisis, GDP is in reseccion
Figure 14. Output Evolution after Banking Crisis
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Source: IMF, 2009, p. 126

According to IMF, a crisis in the financial marketiects both the supply side and the

demand side.
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Regarding supply side, there is a lower output,elotetal factor productivity, lower

capital/labour ratio and lower employment ratestamwvn in the next figure.
Figure 15. Output Decomposition

(Percent of precrisis trend; mean difference from year t =— 1; first year of crisis at t =

0; years on x-axis)
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Source: IMF, 2009, p. 132

Regarding demand side, after a crisis in the firmdnsystem there is lower
consumption, lower exports and imports as wellagel investments, as presented in

the next diagram.
Figure 16. Demand-Side Decomposition

(Percent of precrisis trend; mean difference from year t = — 1; first year of crisis att =

0; years on x-axis)
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Source: IMF, 2009, p. 133

Focusing on monetary policy, Stiglitz and Weiss81lPnote that a tight monetary
policy does not allow firms to invest, thus comganare missing their development
opportunities. Also, Bernanke & Blinder (1993) slemlvthat Fed Fund rates is
extremely informative about the macroeconomic ciooils and the total output of the
economy, because of their effect in each and efiarys output, since monetary
policy is transmitting though credit (in a way that tighter monetary policy is
reducing credit). Liu & Pang (2009) in their anaysound that macroeconomic
variables are influencing business failures. Theterihat, particularly, interest rates,
can be used as a feasible policy instrument toucedhe incidence of failures,
because it is a signal of future movements olfailrates. Corporate failures have
been identified to play an important role in macm®mic fluctuations. Gordon
(1991) found that a tight monetary policy, thus éovliquidity and higher central’s
Bank interest rates makes the business borrowitegeist rates even higher, while it

hurts the whole sector of the firm.

Another aspect is banking liquidity. Whited (199®xes that when firms are in tough
conditions and they need to finance their operatiane facing a lack of liquidity. Of
course, this is due to banks’ fear of a bankrupbey, it is a question whether banks

are making a self-fulfilling prophecy Hunter anddbienkova (2003) note that even if

38



a firm is stable in the long-run, when facing aklad liquidity, could go bankrupt,
resulting to even lower borrowing to all firms, thiigher corporate bankruptcy
filings. Bernanke & Gertler (1987) describe a diwa of financial fragility, where
“balance sheets are so weak that the economy expes substantial
underinvestment, misallocation of investment resesy and possibly even a complete
investment collapse” and they suggest that “undemescircumstances, government
"bailouts” of insolvent debtors may be a reasonalikrnative in periods of extreme

financial fragility”.

One major part of how the real economy, firms’ ealand macroeconomics are
connecting together, has to do with systemic ridle term “systemic risk” is one of
the most widespread terms especially after thehcrafs Lehman Brothers. As
Kaufman & Scott (2003) note: “systemic risk (...atiches the fear of a cry of “fire!”
in a crowded theatre or other gatherings. But efiile, the termsystemic risks not
clearly defined”. As previous chairman of the FHD. Alan Greenspan, (1995)
stated: “It would be useful to central banks to di#e to measure systemic risk
accurately, but its very definition is still someathunsettled. It is generally agreed
that systemic risk represents a propensity for ssoneof significant financial system
disruption, ... (but) until we have a common theaatiparadigm for the causes of
systemic stress, any consensus of how to measatensg risk will be difficult to

achieve”.

Chairman of the Securities and Exchange Commissuary Schapiro notes that
"there are two different kinds of 'systemic riskl) the risk of sudden, near-term
systemic seizures or cascading failures and (2)ahger-term risk that our system
will unintentionally favour large systemically imgant institutions over smaller,
more nimble competitors, reducing the system'sitgbib innovate and adapt to
change. We must be very careful that our efforfgratect the system from near-term
systemic seizures do not inadvertently result itorag-term systemic imbalance”.

(Shapiro, 2009)

As Csiszar (2012) notes: “(systemic risk is) trsk tihat the failure of a participant to

meet its contractual obligations may in turn caoteer participants to default, with

the chain reaction, (as well as) the probabilitgt tbumulative losses will occur from
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an event that ignites a series of successive logsleegy a chain of institutions or
markets comprising a system”. The European CeBmak (2004) defines systemic
risk as “the risk that the inability of one institan to meet its obligations when due
will cause other institutions to be unable to mibeir obligations when due. Such a
failure may cause significant liquidity or creditoplems and, as a result, could

threaten the stability of or confidence in markets”

The Commodity Futures Trading Commission defingsesnic risk as the one "that a
default by one market participant will have repssians on other participants due to
the interlocking nature of financial markets. Faample, Customer A's default in X
market may affect Intermediary B's ability to fulfis obligations in Markets X, Y,
and Z." The Group of Ten (G-10) at 2001 definedesysc risk as “the risk that an
event will trigger a loss of economic value or édahce in a substantial segment of
the financial system serious enough to have smamfi adverse effects on the real
economy”. Kupiec & Nickerson (2004) state thatygemic risk is) the potential for
a modest economic shock to induce substantial ilrplah asset prices, significant
reductions in corporate liquidity, potential bandities and efficiency losses”.
Frederic Mishkin (1995) notes that systemic risk‘tise likelihood of a sudden,
usually unexpected, event that disrupts informaitiofinancial markets, making them
unable to effectively channel funds to those partwith the most productive

investment opportunities”.

One major aspect of systemic risk is that it isnbeensidering as that a financial
crisis could have impacts to the level of econoattyvity of the country, like the
1929 crash. As Schwarcz (2008) notes: “the classample of systemic risk in this
context is a “bank run,” in which the inability @ bank to satisfy withdrawal-
demands causes its failure, in turn causing otaek® or their creditors to fail. The
original failure can occur when depositors pananwerging on the bank to quickly
withdraw their monies. Because banks keep only @ldnaction of their deposits on
hand as cash reserves, a bank may have insufficestt to pay all withdrawal-
demands, causing it to default and ultimately fahe chain of subsequent failures
can occur because banks are closely intertwineohdially. They lend to and borrow
from each other, hold deposit balances with eabkrpand make payments through

the interbank clearing system (whereby banks wiitg and deposit accounts
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exceeding their liabilities can offer these excksxls to other banks who wish to
increase loans to their customers). Because ofitigsconnectedness, one bank’s
default on an obligation to another may adverséfigcathat other bank’s ability to

meet its obligations to yet other banks, and “sodown the chain of banks and

beyond.”

The case of Lehman Brothers is the same case:olfepge of the financial system
had extremely negative impacts to almost every wgurn order to rescue the

banking system, governments took actions and peaovigjuidity and capital to the

almost-failed banks. That had major consequencéseipublic debt and, as a result,
the taxpayers had to shift the entire burden.

The other major aspect of systemic risk is contaghot only bank failures were
accompanied by a sharp decline in economic &gti@DP level and asset values
and economic activity, but we faced a spread afbibty throughout the financial

system of the other countries.

The characteristics of a financial contagion ae & financial crisis virus. Because of
the interconnectedness, the degree of correlatimng institutions, the links between
the financial sector of the countries, throughititerbank system, as well as the real
economy links, through Foreign Direct Investmemmtsports and exports, and the

political links, through the diplomatic connections

Also, we have to take into account another fornsystemic risk and contagion and
it's implication to firms’ value: the contagion lbeten countries. Gorea & Radev
(2013) found that “financial linkages are an actogntagion transmission channel
only in the case of the troubled periphery Euro@Aeeonomies”. They showed that
“real economy linkages play a more important reldransmitting shocks from the
Euro Area periphery towards its core. Countriest theave stronger trade
interconnections with troubled economies tend tehahigher expected joint default
risk”.

Reinhart & Rogoff (2011) are mentioning that baigkiorises precede or accompany

sovereign debt crises and that “public borrowingges ahead of external sovereign
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default, as governments have “hidden domestic Uetbiat exceed the better

documented levels of external debt”.

For the Eurozone, a debt crisis afflicting one ¢coubecomes a common problem for
the entire currency area, because of close tradefinancial linkages, especially
because of the holdings of sovereign debt by lmangroups and other institutional
investors, which they have a multinational exposimethis sense, the portfolio of
these investors is facing greater risk, since, astnecases, they don’t hold only public

debt, but equities as well.

Another factor of the contagion effect is becaudsedommon currency constitutes a
channel itself between the member countries. Thedaan Central Bank policies
affect the entire currency area, but most of atidose of the threat of a collapse of the
common currency would create severe losses adiedsurozone area. As a result, a
default in one member of the currency union cowdehmassive implications for the
other members, even if these (third) members hawall sdirect exposure to the
defaulted country.

Regarding FDIs and capital inflows, the issue gfogential currency risk is of the
utmost importance.

The primary point of a currency crisis, in Krugnsamodel is the macroeconomic
indicators of the economy and more specifically ¢herent account balance of the
country.

The issue analyzed by Krugman has to do with tmepetitiveness of the economy
of countries. Reduced competitiveness may be dtle toothe cost of production
factors, and the reduced productivity of producfiactors.

An important point, which is the beginning of thdtdkrugman, is that, precisely
because of reduced competitiveness, the countorded an increase in imports and
decrease in exports. Of course, the growth of ingpfinanced by the savings of the
country. Therefore, it appears to place a capiflaw, thus a currency outflow.
However, the problem is not confined to the curatount deficit. Is it possible the
government to choose the loan so that it can fiedine import of goods.

Certainly, there are two cases: the first relabethé country having a fixed exchange

rate. In this case, by lending the government fieaits fiscal deficits constantly
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providing domestic credit, reserve assets will ilecand eventually there will be a
collapse of the exchange rate.

One of the issues arising in this stage is: whaltdcbe the government's response?
We should not forget that, as formulated, the cguiricreased its imports due to
reduced competitiveness. So, basically, the inereasnports is the result of this lack
of competitiveness. In order to increase competitess and thus reduce imports and
improve the current account, should the governmegasures such as the reduction
of wages, both in the sectors of tradable goods tla@ branches of non-traded goods,
because they affect the total amount of wages.

However, to return to the model, since governmead taken the choice to keep
lending capital in order to finance imports, spatais are raising questions about the
country’s ability to keep the fixed exchange radermally, in order to have a fixed
exchange rate, the country should have in baldreeneicroeconomic indicators, such
as the balance of payments, since any imbaland¢kisnaccount would have to be
equated by the opposite action in the exchange rate

So, the country to be able to repay both the bamgwand imports of goods
essentially is forced to resort to its reserves.Hgue there are two issues:

e First, foreign exchange reserves of the counthynged
e Second speculators have no information on the eaawmunt of foreign

exchange reserves of the country, but they see thtieatcountry will be
deprived of the stocks it holds.
These two parameters essentially make the coumnigble to support the fixed
exchange rate, so according to Krugman’s mode,ishthe case of currency crises.
According to the model of Obstfeld, a currency barattacked, not by the imbalances
that exist in the current account and other maaoewic imbalances, but the
expectations investors have about the measures klgkgovernments in the future.
An important determinant, as mentioned, of the Bugmd demand for foreign
exchange is the general government policy regarthegfinancing of the current
account, but also the overall monetary policy ef government.
If investors believe that the government will piesan expansionary monetary policy
by increasing the money supply, this marks an esxeof the deficit and debt as the
country most likely it will make foreign borrowingherefore, the country will issue
bonds for the repayment of which would have to nesw its reserves. Given that

foreign exchange reserves are limited, speculatoake a sale of the country's
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currency, with the result that the country is sejlits foreign exchange reserves to
support the maintenance of the currency peg, aydowhen they can no longer
follow this politics, occurs to the abandonmentled exchange rate, thus confirming
the initial forecast of speculators. So often #irsd of currency crises are referred to
as self-fulfilling prophecy.

This case is not limited to the fixed exchange,rbté to floating exchange rates, as
well.

The floating exchange rate is determined by supply demand of currencies in the
foreign exchange market. With increasing demanith@fdomestic currency, the value
of the currency increases (appreciation), whileraase in supply, the value of
currency decreases (depreciation) (Dadkhah 2009).

The underlying factors that determine the supplgd a@emand of a currency are
(Krugman et al. 2012):

* The demand for the country's goods from otherntiaes, namely exports. As
demand grows for goods produced domestically fraherocountries increases the
demand of the country's currency.

» The income of the country: when income of thentouincreases, residents increase
the demand for imported goods. This means incrgatiie supply of domestic
currency.

» The investments directed to the country from pttmuntries. As residents of other
countries increase their investments in equitieks laonds in the country, the demand
for the domestic currency increases, leading taetwy appreciation. Also, as
increasing foreign direct investment (FDI) in theuntry, increases the demand for
the domestic currency.

 Profit incentives: if investors worldwide considinat the value of the country's
currency will increase, due to improving macroecuaiwoconditions in the country,
then increase the demand for the domestic currenagder to earn profits. Similar is
the case where the economies of other countriesepterecession or negative
expectations for their economies: in this casegstrs anticipate that the value of the
currencies of these countries will decline agathstdomestic currency and also that
it will reduce the performance of the shares, thgrencreasing the demand for
domestic currency, or to achieve higher profitbecause seeking a safe harbor.

» The decisions of the domestic central bank wegpect to interest rate: if the central
bank takes a decision in the interest rate increts, as the domestic currency
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offers more performance against other currencieseases the demand for the
domestic currency.

» The decisions of the central bank interventiothie foreign exchange market: if the
domestic central bank wants to prevent a furthereise in value of the currency, it
may increase the offered amount of domestic cuyteaanay take intervention in the
foreign exchange market.

Thus, when investors or speculators are expectingoernment to follow an
expansionary monetary and fiscal policy, then thely sell the currency of the
country, since they are expecting lower interesésaThis leads actually to an
decrease of exchange rate, something that the goestt might want to avoid, thus it
will be in need to sell foreign currency in order keep the exchange rate in the
settled rate.

The case of the self-fullfing prophecy about goweent’s actions is not limited to
exchange rate. According to the survey of Vaalel.et(2006) elections are evaluated
negatively by credit rating agencies.. Specificailgving sampled 391 reviews during
39 elections in 19 countries in the period 1987200was found that most elections
are accompanied by negative reviews, especiaflypected to be elected government
of the left-wing, while in the case expected toebected a conservative government
(right-wing), the score of the evaluation eithanegns as it was, or has an upgrade by
one or even two points , in the event that the mewservative government will
replace a left government.

The same conclusions regarding the rating of cesitegarding elections find Block
and Vaaler (2004). As noted in this study, the tedes generally bring negative
evaluation. So, global investors, as well as s@adord, are taking actions which are
based on assumptions that government’s decisiotislead to a currency crisis,
therefore, due to their actions, the currency €figicomes a reality.

One of the biggest issues that arise with regattdarisis in the exchange rate is the
way the capital enters in an economy (capitabinfl), the size of the input and the

use of those funds.

Typically, capital inflows in an economy seen amsthing positive, as the economy
becomes the possibility of larger productive inwests. However, according to the
analysis of the authors, for there to case th@wff capital in an economy running

negatives and create a serious crisis.
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Initially, it should be noted that a significantrpaf the crisis in the rate of capital
inflow is beginning of the banking sector, since ttapital inflows are directed into

banks.

The banking system, from its beginnings as a siatdiody, the main objective is to
bring together the needs of business with the wisifesavers. In this framework,
there should be the following clarification: th&kamnomounta people make saving a
portion of their disposable income (average proigrie consume), it deprived the
benefit that would have been on their current conion in order to receive a fee
which will exceed the marginal benefit of that comption which have decided to
abstain. This price is the interest rate offeredthmy bank. So, we can say that the
interest rate of the bank is the opportunity cdshe benefit of present consumption.
Accordingly, firms need to borrow capital in ordan the one hand to continue and
secondly to expand their business. Given that aht along with work, the main
factor of production, firms derive income from §s®duction process, which revenue

should be set in a desired and defined by busjoregmrtion to its cost.

Therefore, the bank uses the money of savers andm businesses. The bank receives
interest from borrowers (businesses) and paysesitdo depositors. The difference

between the interest rate given and what is redeavel the main income of the bank.

This above description, which captures the classade of banks, leads us to
conclude that, as more capital is in possessi@bznk to lend, the greater will be its

revenue.

However, in the above description result a numibeéssues which must be identified
and resolved. The first relates to the risks falsgdhe financial institution and the
second concerns the conditions that relate todh&guration of the level of deposits,

hence the institutional framework to safeguard save

The concept of holding a bond untill the expirataate does not mean that the bank
that holds this bond is no riosk. The risk of a ddo be retained until maturity
reflects the issuer's ability to repay the coupgrrespectively, the nominal value of
the bond at a specified date and the conditionsel&f Therefore, the bank, holding a

bond, is exposed to credit risk.
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But while this is absolutely clear to corporate #i®imstead of government bonds was
believed to have no credit risk, psince the bormlgehbeen issued in local currency.
The rationale of this belief was that at any montbhatcountry can print currency, so
can repay its debt obligations. However, the histof sovereign default and
sovereign debt restructuring is large, and haguifgiant long-term (Sturzenegger &
Zettelmeyer, 2006)

The reasons why they may not be repaid on governbwrs of a country is enough,
the most important that of fear of hyper-inflatiomhere the currency will lose any

reflective concept of values and will not be, iagirce, trade media .

Thus, it has become clear that even in the capessession of government securities,
banks are faced with credit risk, which will be nted based on their particular credit

rating by the rating agencies.

However, this risk of bonds held until maturity,ciearly inferior to the risk of those
securities can be sold at any time. The risks,his tase, it is clearly more and
qualitatively different. One such case concerns liheidity risk, ie there are no

deployed buyers of securities who wishes to sedlricial institution.

As described above, the allocation of capital todpctive units, helping them to
develop their production, to strengthen and expdiis results in the increase of
GDP (Beck et al., 2000; Levine et al, 2000; Adrian & Shin, 2009).

However, there is the case that the capital wooldbe directed to the production of
new products, but the market existing values. lis ttase, increasing the offered
money resulting higher prices, thus inflation. Hbeld be noted that this increase in
the money supply did not happen due to expansiomaryetary policy of the central
bank, but precisely because of interbanks’ loamstha inflow of capital. Of course,
in situations where there is a fear of rising infla, the central bank will raise interest
rates in order to on the one hand to limit the demafter borrowing money will cost
more-and on the other to increase the money supipéy-capital holdings as savings

will bring increased performance.

However, that interbank lending has an importamiseguence: it increases the prices
of assets. Thus, the following occurs: a surplepital) bank lends another bank,
which in turn lend to firms or to individual custens. This second bank is, therefore,
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with increased financial leverage ratio. Howevertlge overall market there is credit
expansion, increasing the value of companies waing stock prices and a rise in
assets of their assets. This increase resultsradaction of the financial leverage

ratio.

As noted by Cipriani et al (2012), the financialdeage has resulted in the rise of
prices of assets. Indeed, when an asset can beagseallateral, then increasing the
value of including significantly. However, in timed economic crisis, the price

difference between the assets that can be usenllateral and those that do not have
this option does not increase, suggesting its tenpdeluctance to pledge when we

expect a further drop in the share price, becatifeecrisis.

Adrian & Shin (2010), in their analysis regardirge tfinancial leverage of banks in
the US indicate that, on the one hand this levevag&s pro-cyclically and secondly
that through the leverage increases the overadtio}y of the capital market.

The pro-cyclicality of bank leverage recorded isemwhere the bank's management
to undertake active management of financial figuras opposed to passive
management. As noted by Adrian & Shin (2010), isecaf increase of capital due to
the increase in the prices of assets that are datienarket prices (mark-to-market),
the index of financial leverage of the bank is i@l If the bank has chosen to active
management, it will increase its lending, whichlwlikect in lending, resulting in an
increase in balance sheet sizes. Pro-cyclicalipyasented precisely because the stock

prices rise during the economic rise and fall dyinecessions.

Given the leading role of financial institutions @ach economy, it is logical that
banks are always concerned when a currency crigse We must distinguish two
types of risks: a) a specific risk for the borrogricountry, where the territory of crisis
erupts, and b) risk due to capital moves acrosddrer As the crisis unfolds, these
two risks interact, and the problem often beginshwhe deregulation of capital
markets (financial liberalization), a process ttet aggravate both the above types of
risk.

The main problem is that lenders can withdraw thital that they provided in the

economy.
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When they do withdraw the capital, have been ke# strong recession, while at the
same time all sectors have major problems: the ihgndector has non-performing
loans, and assets cannot be sold except on fes.sal

All of the above are due to a lack of a good infitthal environment in the county.
Banks accepted lots of foreign capital, but instefidputting this capital for an
increase of the total output, they gave loans teeroparticipants of the economy,

which led prices to a great increase.

So, the key issue is whether capital inflows carehaore permanent characteristics.
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2. Institutional determinants of Foreign Direct éistments

The Institutional Economics, like the New Institutal Economics are theories that
examine and analyze the economic and social emaieoh Next, we will examine the
basic principles of these theories, in order toehavclearer picture and see the

importance of the methodology in relation to FDI

2.1 Institutional parameters of FDIs

The institutional environment is, according to migional organizations (OECD,
World Bank, UNCTAD) the decisive factor in the costiiveness of a country and its
ability to attract investment. According to Schwabd Sala-i-Martin (2013) the
institutional environment is determined by the legad administrative framework
within which individuals, companies and governmeiteract to create wealth.
Acemoglu (2002) in his analysis about the leveeocbnomic activity of the last 500
years, observes that countries that in 1500 AD wiete today is relatively poor,

while other countries, relatively poor then, nowarl the most significant growth.
Acemoglu finds that is happening because some desnhave not developed
institutional framework and have remained backwandtitutions, while other

countries have developed their institutional fraragiyboth in the form of formal, as

informal institutions, thus creating the foundatidar their future development.

The same conclusion, namely that the presencestifutional framework and not the
geographical location, is the explanatory factothie development of certain regions
(countries), is in the analysis of Rodrick et @0@2). In their study, are focusing on
the adaptation of the institutional framework te #wolving conditions are the main

determinant of achieving long-term growth of ak fihdicators of an economy.

Chang (2006) notes that the interaction betweetitutisns and economy is the
determinant of whether a country will be able te@ome an economic crisis, as well

as the duration of a recession during the econoytle.
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Also, historically, the countries with high defgithigh inflation and fluctuating
exchange rate, tend to have greater volatility acrmeconomic figures and also have
smaller postwar growth than other countries. Thisqm@menon is attributed to the fact
that these countries did not develop an effectimel appropriate institutional
environment: on the contrary, in these countriesenehthe political institutional
framework leaves uncontrolled political elites, rhas a lack of a strong legal
framework to protect the ownership of foreign inees, and also there is a

widespread corruption and political instability.

The interconnection of macroeconomic decisionsh®ihstitutional environment is
continuous and dynamic: according to Schwab & &dartin (2013) the stability of
the macroeconomic environment is important for thesiness, therefore is of
profound importance for the overall competitivenedsthe economy. Although
macroeconomic stability is not, of itself, a factof productivity growth, it is

recognized that macroeconomic instability hurteébenomy.

A country with deficits and debt is taking away @oeis resources from the economy,
as the repayment of debt interest payments isngrisirough taxation. Fisher (1993)
observes that the macroeconomic environment daegppear initially as a given, but
is determined on the basis of overall conditionghie production of goods, labor
costs, and employment and unemployment indicatmBng that a deterioration of

public finances is an indication of dysfunction tbiese individual of component.

Therefore, the institutional dimension of the laloarket, the mode of production,
distribution of resources and the way in which #dtate sets out budgetary and
redistributive policy, constitute the basis of theolution of the macroeconomic
aggregates. The presence of an effective institatioframework is ensuring

development.

According to Walsh and Woo (2010), there are a remolb quality parameters related
to the institutional environment, which have sigraht impact on the inflow of FDI
in a country such as flexible forms of work andwséyg, the independence of justice

and depth of economy (Table 1)
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Table 5. Qualitative Variables of FDI inflows

Summary of Qualitative Variables' Impact on FOI Inflows

Qualitative/institutional

Labor Merket Flexiiy H{(lev); +{adv) -(adv)
Judiciary Independence -(adv) Hadv)
Legal System Efficiency
Financial Depth H{dev)-{adv) Hadv)
Infastructure Qualty H(lev); +{adv) Hdev)
Primary Enrollment

Secondary Envolment -(adv)

Tertary Enrollment

+ represents significanly postive, - represents sinificantly negafive, ey’ represents developing
countries. and ‘ady' renresents advanced economies.

Source: Walsh and Woo, 2010, p. 22

In their analysis, Benassy-Quere et al . (2007hdotinat institutional factors such as
bureaucracy, competition in the banking sectorditrexpansion, the regulation of
financial institutions, the legal obstacles to rigriand firing, the justice system and
intellectual property rights have a strong positeerelation with FDI, with a

correlation coefficient greater than 0.8 (Table 2)
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Table 6. Institutional factors of FDIs

Dependent Variable : In(0, 3 + FDIL;; )
Institution - origin destination distance B N
Bureaucracy 0.004 0.003 -0.1492 0.326 1950
(0.063) (0.052) (0.036)
Banking sector competition level -0.171¢ -0.004 -0.166" 0.813 1363
(0.071) (0.06) (0.036)
Credit extension D.009 0.045 -0.164° 0802 2746
(0.039) (0.037) (0.029)
Credit market regulation -0.134" 0.105% -0.206" 0.208 2819
(0.043) (0041 (0.025)
Entry admimstrative conditions D126 0402 0179 0.842 1159
(0.2} (0224 (0.122)
Legal constraints on recruiting and firing -0.147° -0.1927 0.001 0.819 2482
(0.052) (0.049) (0.025)
Intellectual property rights 0.082 0.017 -0.104° | 0.823 1981
(0.036) (0.075) (0.027)
Judiciary system -0.032 0033 -0.083° 0824 1934
(0.133) (0.143) (0.026&)
%t lab. force with decentralized wage nego. 0.058 0223« -0.027 0815 2716
(0.047) (0.048) (0.023)
Property rights security -0.083 -0.15° -0.102% | D814 2972
(0.062) (0.058) (0.023)

Source: Benassy-Quee¢al., 2007, p. 27

2.2 Trust and uncertainty

Trust, in the broad sense - which involves confadeim the exchanges, the contractor,
the functioning of markets, etc.- is the necessasgdition of operation of any
economic system. Thus, the decline in confidencey ead to a significant

deterioration in overall economic activity.

Guiso et al. (2006), in their analysis, study tinduence of culture in the
development of the size of economic activity, bpa@ipting as culture the beliefs and
values that ethnic, religious and social groups roomcate with essentially
unchanged content, from generation to generatians(Get al., 2006, p. 23). In this
analysis they indicate the importance that hasefleenent of trust for economic
activity, and they are examining whether trust esmriaccording to nationality,

registering significant differences between ethigsi
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Figure 17. Level of faith, regarding nationality
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The analysis of the factor of trust in connectioithvihe examination of the overall
institutional framework has been analyzed by Ax@l{d984), which states that
people can develop trust because of the qualithe@iegal system or as the result of
strategic interaction. Also, trust may even berdsallt of optimal investment in social
capital. In addition, there is a direct link betweeonfidence and growth, and the
existence of trust encourages trade, promotedritaadial system and the functioning
of banks -both for savings base and for the promisif loans. Because regions and
countries have different cultures there are vamstiin the level of confidence, as
there are also variants of behavior in terms ofediainty. Some cultures are more
willing to face uncertainty, and other civilizat®@are trying to create a system which
minimizes uncertainty. The issue of uncertainty isritical factor in the decision of
the management of companies for foreign directstnment because of uncertainty
involves many aspects, such as fiscal policy, tgulation on property rights, etc.
Thus, a culture that has smaller uncertainties asenlikely to attract FDI from a

culture with higher levels of uncertainty.

2.3 Political environment

The issue of institutions and confidence in thendiisctly related to the concept of
good governance, since the better the level of gm@aree, the better he behavior of
people , especially in context of economic actiyityn and Nugent, 1995) .
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Kaufmann et al. (2005) recorded six main dimersiohthe governance conditions,
which are directly related to the amount of incoofethe economy, growth and

competitiveness, hence the inflows of foreign diregcestment:

Wording opinion and accountability framework
Political instability and violence

Government Effectiveness

Regulatory barriers

Rule of Law, and

Bribe

ouhkwnE

The concept of good governance is directly linkedthie part of the institutions
referred to both the issue of property rights adl we the developments in the
macroeconomic indicators of countries (Sheng, 20A3) Acemoglu and Johnson
(2005) observe, institutions relating to propegyoperty rights institutions) produce
first-order effects)in long-term GDP growth, invesint and development, since the
existence of such institutions is strong indicattbat the property, as a concept, is
established in culture, traditions, customs anducel of the country's citizens.
Therefore, it can be concluded that the more tinsesef ownership is embedded to
citizens, and there is an establishment of antuiginal framework that ensures that
property-whether public or private- the greater|vike the confidence in the

conclusion of contracts , thus increasing econauiivity.

Kaufmann et al. (2005), examining data from 208ntoes, find straight connection
of the economic situation of a country and busiressronment institutions and the
extent to which the adoption of good governanca gountry has been achieved, as

set out in the above six axes.

Rodrick (1999) in his analysis of the way in whiem effective institutional
environment is been developing, emphasizes thatctbation of the institutional
environment should have as its cornerstone and tagidocal knowledge, i.e. the
existing, prevailing circumstances and the histfryhe region. As he points out, the
institutional development should not give the uttmogportance to best practices at
the expense of the experiments which could can pd&ee at local level (Rodrick,
1999).
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In the same analysis Rodrick (1999) notes five sypkinstitutions that should exist
alongside with the whole institutional frameworlatlstrengthens and promotes the

market mechanism:

Institutions property rights

Institutions which make it possible to check thegarty
Regulatory institutions

Institutions of macroeconomic stability

Social security institutions

Institutions solving disputes and conflicts

2.4 Level of corruption

Directly connected to the wider institutional franoek is the issue of corruption,
especially that part concerning the corruption fiiicial institutions, the function of

government and the political system. Corruptiomelsted to economic growth. As
Mauro (1995), the higher the corruption, the lovgethe economic growth. This is an
explanatory factor of the higher interest ratedohds in the countries with higher
corruption. Also, as Vargas and Sommer (201) nibte,higher the corruption in the

country, the more the probability of a sovereigfadk.

Table 7. Level of corruption and the probability of sovereigefault

Level of corruption Soverelgn defaults | Probability

[8-10] None
[5.5-8] Low 16 ]
[4-5,5] Moderate 16 4

1 B %
) 1 054

-4
(03]

Source: Vargas & Sommer, 2014, p. 8
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As shown in figure , countries which have defauitedhe last thirty years —the blue
diamonds at the top of the diagram- have the higtatgg of corruption, measured
by the Transparency International Corruption Ind@r. the contrary, countries with
low corruption level have not experienced soveralgfault and they have minimum

probability of default.

Figure 18. Probability of sovereign default and corruption
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Source: Vargas & Sommer, 2014, p. 9

Except of corruption, a poor institutional enviromm is bureaucratic, thus it is
difficult for investors to trust the country, sind®reaucracy is connected with
favoritism, lack of credibility and ineffectivenes8s Leff (1964) note, although
bureaucratic corruption and bureaucratic inefficiemre separate concepts, in most

cases they appeal together.

As World Bank and IMF (2001) note, in developingintries — which, in the case of
European Union have the characteristics of thesitian economies (Rada and
Taylor, 2006)- bureaucracy and the poor qualityrde of law makes long-term

investors to avoid these economies.
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As Garibaldi et al. (2002) note, the only explamattactors for capital inflows to
transition economies are the property rights, gsad of the whole institutional
framework, and the financial market infrastructundyich is also connected to the

level of good governance and solid institutionsy#aan et al., 2005).

Regarding the perceived level of corruption in ardoy, foreign observers should be
noted that this is split between the perceptiorta@fuption of non-natives (foreign

companies, international organizations, non-permaresidents) and the perception
of corruption the natives have (citizens, busingsassociations, etc.).

According to Recanatini (2012) corruption focusaghe following forms:

e Corruption in public procurement and public progediising bribery and other

gifts / benefits to differentiate the public proenrent process
e Corruption in budget management: Using bribery atiegbr gifts / benefits to

influence decisions concerning the allocation oidfs
e Corruption in personnel selection: Usage corruptiad other gifts / benefits

in order to influence the selection of the persénne
e Corruption in legal system, the administration ofistice and the

implementation of regulations: Use of bribes anteotgifts / benefits to

differentiate the legal decisions and regulations.
e Corruption in government: Use of bribes and oth#is g benefits in order to

create obstacles to the provision of public ses/iceto provide unnecessary
public services (Recanatini 2012, p. 58).

Unfortunately, Greece is leading in both percemiofhcorruption, as it has the third
higher (worse) place in the perceived corruptioriooéign observers and the higher
rank (worst) of the corruption perceived by citigeand permanent residents (Keller
& Sik, 2009).

The public procurement in most countries of both Buropean Union and the OECD
range from 15% to 20% of GDP (Piga, 2011). Theeeraany cases where the State
buys the whole quantity or the largest percentafjgotal production of some
enterprises. This shows that large constructionpaones work only with the State,
building on behalf of the state bridges and highsva8ublic hospitals are important
customers of pharmaceutical companies. Electribduction organizations are the

main customers of well-known multinational companguch as ATT, ABB, Siemens,
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Alcatel, purchasing turbines, generators or anyemtkignificant technologically
advanced products. So many sectors of strategioriaapce for the economy, such as
telecommunications, weapon systems have as theinglriforce the public
procurement. As for products which are not beirgdtically affected by the policy
of public procurement (e.g. shoes, food, clothirigg, State is considered a key client,
especially in periods of recession. Here we havadie that in Greece there have

been a series of corruption scandals, involvingranttinational companies.

Corruption in public works contracts and procuremehpublic receives systemic
character (hence, we can say that it becomes #tuiim) and institutionalized in
two forms: the first refers to low-budget projectssually on a local scale and
reference to which corruption as on the mainly s@suon corrupt practices of local
actors from individual companies and the seconerseto big budget projects, hyper-
local scale. In these projects, companies’ consoj composed of different sectors
which bribe politicians (in order to pass the peotgein the budget and approved
contracts and funds), bureaucrats (to put pre-dgeeeeria) and media (to highlight
the necessity and importance of the project, makimg company wishing to

undertake the project, etc.).

One of the questions raised is whether corruptiorpublic procurement mainly
concerns bureaucrats or politicians. Piga (201kedaas unique politicians and
bureaucrats, both of them taking the benefits ofuption. Especially he emphasizes
that corruption policies pushes the corruption wfdlaucrats -as know that they will
move research and sentencing procedures thereof; and respectively the corruption of

bureaucrats is essential for politicians, who oa tme fear that if incorruptible
bureaucrats likely to revealed fraud and on theemtmand need the expertise of
bureaucrats in order to hide the corruption throughny processes, camera

specifications and other details.

One issue raised by Piga (2011) is that of whenisgurded public supply or
inappropriate public project is due to corruptionimcompetence. For example, a
project tender which was not necessary, it wasidernsd as such, was introduced in
the budget approved, financed and executed: thasresult of corruption or it may
come from impotence of those who approved thiseot8j In this question, Piga

indicates that both phenomena corruption and inetemze- are based on the absence
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of an effective institutional framework, so the &adoes not vary. With effective
institutions, there would be drastic interventioesther from formal or informal
bodies, in order to be informed about the importart the project, so whether it is a
waste of resources it is useful. Also, Piga indisdhat hiring of inefficient or without
full knowledge personnel in positions relating togurement, often it is a scheduled
result, because superiors (bureaucratic hierarcippliticians) want to continue their
activities and, in the case that a scandal willdwealed,, then the personnel will have

the whole responsibility.

An additional dimension of corruption relates te thusiness decision to proceed or
not in corruption. A company's decision to bribe mmt the bureaucracy, and the
decision to enter the "black market" or not, degenl how distorted is the perception
of all institutions for bribery, corruption and &dak market". The greater the public
confidence in the institutions, the less the tewglenf enterprises to be a part of the
informal economy and corruption. Conversely, thealden the social trust in
institutions, the greater the likelihood of coriopt as the company is concerned that,
without corruption, will have significantly higheosts than competitors.

To address corruption, the activation of internadio bodies is necessary. The
presence of international bodies has the potetdiatrengthen the preventive and
deterrent governmental mechanisms regarding coomptissues on public
procurement (Wren-Lewis, 2012). Also, these intBomal bodies can exert pressure
on governments to put high priority on the issu&okling corruption.

2.5 Privatizations

An additional issue which is a part of good goven® transparency and the adoption
of structural and institutional reforms by the z#ns, is that of privatization. The issue
of privatization has been analyzed by the academdt research community, as the
process of privatization has both positive and hegeaeffects on the economy. In
their analysis about the countries of the formest&a bloc in Central Europe,
Aghion & Blanchard (1994) observe that as markeksased, the termination of state
enterprises-which happened rapidly- has not beennaganied by a corresponding
activation of the private sector, which resultedhe increase in unemployment and
secondly, the deterioration of public finances.cAls their analysis, they indicate that
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in the process of productive transformation, jobation actually happens when there
is a relatively low unemployment rate in the cowuntiConversely, if the
unemployment rate is high, the rapid process ofsiteon will be accompanied by
even larger increase in unemployment, with grefficdity significantly reducing it,

even in the medium term.

It should be noted that the state enterprises Isamibsing has been proven as
counterproductive, since there is a reduction ef ttital quantity produced (i.e. the
country's GDP), while the savings base is reducedvell (Castanheira & Roland,
2000) Rodrick (1995) in his analysis of the samesgion notes that while
unemployment increases initially, because the tdgebs from the public sector is
higher than the job creation by the private sedtwm there is a reallocation between
sectors in the economy, when unemployment It beimrdecrease as the capacity of
the new sectors starts and generates increasechddoralabor. Of course, as noted
by Rodrick, because more and more workers will topleyed in the private sector
the chance to receive a higher salary than th#hefoublic sector is reduced to the
same extent that accelerated reforms. This resuttse opposition of workers in the

rapid privatization and reform programs.

On the same issue, namely the speed of reforms takeng with regard to
unemployment, researchers attribute the displayssnployment not in the absence
of job creation by the private sector but mainlytemployment benefits as provided
by Government to former public employees (Boerig€ll, 2002).

About privatizations, especially those relatingcéstain critical goods such as water,
decision-makers should have considered whethethallinstitutions are willing to
accept these reforms, because otherwise any atteithpting reactions with risk not
only to make the program's unsuccessful, but &lsacosts of the reforms to be much
larger than expected, with the result that any mean investments not to be
implemented (Peeroo, 2013).

The privatization of state economic activity cadrieut by public bodies referred to
limit the control of public enterprises in this iadly. The sale of the entire public
enterprise or a section constitutes the most commay of limiting the active

economic role of the state and contributes to imatedcash injection to the state
coffers. Market liberalization in order to restm@mpetition in the industry and enter
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private enterprises which restricts losses of pulgihterprises in declining cost
conditions burden the state budget to cover logsesonomic activity. The contractor
delegating certain business activities from putdiprivate enterprises increased cash

balances of the state and limit the state's ppdimn in a loss-making industries.

The existence of a balanced mixture of private puidlic enterprises is the key issue
for the proper functioning of an open economy ia thodern globalized economic
environment. The economic and technological efficieof public enterprises and the
contribution to achieve the economic goals of ttagdesis a necessary condition for
continued operation. Amid the global financial ijsthere is the issue of the
shrinking role of the state, aiming at fiscal agigation along with the introduction
of New Public Management in the public sector, attrdamlining the public sector.
Privatization is a key tool of States to rationalipublic spending and to attract
Foreign Direct Investment, boosting the real ecopoamd creating the right

conditions for stable economic growth.

The main reactions to the reform measures are widdyoth by those who already
hold certain privileges which do not want to loaad by those who don't have any
privilege, fearing deterioration in both of thecome, and the social network. As to
the first, this rejection of the measures is pelyeexplicable, both on the basis of
preference and personal motivation of individu&@syglan, 2007), and on the theory
which states that an individual will try to improtes position, even at the expense of
others. As to the latter, the main point has twoatfisions: the first has to do with the
labor market and the second has to do with theeiggu operating framework of

institutions and the principles of good governance.

Regarding the labor market, in a closed systemdbes not have the ability to create
new jobs and which operators and participants havencentive to improve and

increase their competitiveness, jobs for new etgrand outsiders constitute a kind of
'prize’ for the conquest of which the applicant kewrshould be addressed either
interest groups or politicians, as would otherwiseve little chance to get a job

(Mitsopoulos & Pelagidis, 2009). This phenomenolates to the analysis on the
corporatism -which will be later further mentiondalit also on the beliefs of people
about productivity and more generally on the fumdtig of the economy.
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A main purpose of public-owned enterprises isféu that the state wishes to hold a
key input. Usually companies holding such inflows anonopolies or government
decision for strategic reasons or because thesinfreture costs are insurmountable
for a private enterprise. Also, the government dbtate is in possession of such
monopolies because according to the importancehef goods produced by the
enterprise wishing to produce the desired socidlraan-social deficit created by the
action of monopoly. It should be mentioned the viergortant event of the control of
externalities of an undertaking on the part ofgstete, bearing in mind environmental

sustainability than the creation of any profit.

Besides the above, the state retains enterpriseeste profits, especially when the
business is a monopoly, having supernormal prdfitss increasing budget revenues.
Furthermore, the state, through business actiititis possible to achieve optimal
allocation of means of production, contributinghe development of the country and
bringing the potential GDP. Of course another reakwy the existence of public
enterprises is to achieve income redistributioris Tan be achieved through taxation
when the state is intended to cover a possiblecitlefi a state enterprise, equally
allocating a tax burden that may not correspondlltgitizens if they do not buy the

product.

At this point it should be clear the case of auratmonopoly which exists where the
company operates in the long term by decreasindugtamn costs and inflows which
exceed the quantity demanded at each price, and wWwiee company can achieve
economies of scale. The government usually chofmselsusinesses that are natural
monopolies to be public and not private. The read@uch a government decision is
that in case of a private natural monopoly will uee greatly the amount of
production resulting in a decrease in employmerd #merefore an increase in
unemployment, reduce subsequent consumption, sergansfer payments such as
unemployment benefits, with the ultimate and ppatieffect of reducing the GDP

and increasing deficit and state debt.

Because of this effect, the state chooses eithbe tine owner of these companies or
pushes the market towards enlargement, creatimgjgopoly. Oligopoly exists when
participating in the market very few companies mmdg the same or similar

product. In this case, unless it is working or aibwed by the state legislative
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exercise political collusion and cartels, will clseao sell each for the account of the
amount which would be equivalent to that of a magpgor achieving maximum
profit with producing the minimum possible amoutthis point applies as the Nash
equilibrium and game theory. According to them, #eonomic actors interact
selecting the best strategy taking into accountgdamhe strategy chosen by others.
So in an oligopoly where each firm chooses the tityathat will produce to
maximize profit as if it were a monopoly, afteraith their strategy contributes to the
increase of production volume and the price redugtivhich is beneficial for society
and the economy over the monopoly. Beyond the litabo achieve monopoly effect
of oligopoly because of the balance Nash, showdtlight the role of the supervisory

mechanisms and ratifying the state to prevent isaafgoearance.

The modern interventionist role of the state isregped by undertaking various
economic activities in the establishment and opmraif public companies. The state,
seeking to optimize the allocation of resourceshe economy, improve income
distribution to members of the community, the diasafion of the national economy
at full employment and economic growth in the langerm, grants to public
enterprises a wide scope . In sectors where fixetiscare very high and only one
company can offer the goods at a lower cost thah dffered by some companies
together while still covering a large part of totiemand, formed natural monopolies
by public undertakings.

Avoiding formation of private monopolies is the maieason for the existence of
public enterprises. Private monopolies producehatpoint where marginal revenue
equals marginal cost and imposing price greaten thmearginal cost. The total
production is lower than the socially desirableréfore the optimization of resource

allocation cannot be achieved.

Moreover, by preventing the formation of privatemapolies, there is an avoidance
of speculation to the detriment of consumers agamverpricing of goods. The
entrepreneurial activities by public bodies alsm ait rationalization of production,
since public enterprises not only seek to achiexaemic efficiency, but also to
maximize social welfare. In addition, public entgsps are seeking to promote
different economic objectives decided by the gomeynt, such as tackling

64



macroeconomic imbalances through control of irdlatiand unemployment,

promoting regional development, etc.

The entrepreneurial activities carried out by thates could be in sectors and
industries, since these sectors have a stratetgcfoo the economy. In particular,
public companies engaging in economic activities industries with declining
marginal cost of production. These sectors arenthen feature the very high fixed
costs resulting in production levels which minimihe average cost to be very high
in relation to demand for the good of the industng the equilibrium quantity in the
market is much smaller than the amount in whichimizes the average cost. Thus a
single company undertakes the economic activityis economic sector. So a natural

monopoly is created, becoming the main businegsesabgovernment.

The optimization of resource allocation, i.e. theduction quantity desired by the
community and whose cost is willing to cover, itaskey factor in the pricing of
public enterprises. Public enterprises, in ordeadioieve this goal, equate the price of

goods and services to the marginal cost, as fimpeifect competition.

The impact of privatization on the overall econonag advantages : first of all, there
will be direct revenues, something that the econoragds particularly if it is in
recession and has high deficit and debt.. Morethwese revenues can be allocated to
public spending , either in public investment, mler to increase GDP through the
multiplier effect, or by transfers that would cause increase in the income of

citizen’s thus perhaps increasing consumption bod GDP.

Additionally, the privatization can help the compeeness of the country. An
increase in productivity can be achieved, due ¢éoréduction of bureaucracy and due
to higher management efficiency, resulting in ahkig GDP.. Finally, a private
company is likely to invest in research and tecbgyl-because of the competition-,

helping the overall economy.

2.6 Corporatism and trade unionism

According to Schmitter: "Corporatism can be definasl a system of interest
representation in which the constituent units agawized into a limited number of
singular, compulsory, noncompetitive, hierarchigalbrdered and functionally

differentiated categories, recognized or licensiédh@t created) by the state and
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granted a deliberate representational monopolyinvitiieir respective categories in
exchange for observing certain controls on thdect®n of leaders and articulation
of demands and supports.” (Schmitter, 1974, p. B8}his light, according to the
theory of corporatism, pressure groups or integestips are organized into coherent
structure, which is recognized as an organizatibaye formal organizational
structure, no hierarchy, are representative ane Bpecific goals to be achieved. The
interest groups, which are "within the walls» (dess), through the pressure to the
political system, on the one hand are trying tsgas much as possible the privileges
they receive and on the other hand they excludsilplesnew-comers of all those
"outside the walls". Thus, any "social peace" come® result of force and not as a
precondition for dialogue and decision-making. $p=adly, some interest groups
have the potential to cause problems in carryingtiol functions of the state, their
actions focuses precisely to preserve their pgege even if these privileges are

acquired by those who are "outside the walls".

Thereby non-economic groups, such as consumer gydahe unemployed, etc.,
virtually are being excluded from the social dialegand institutionalized access to
government is limited to groups representing ecaonomterests. Moreover, in
contrast to the pluralist model, the corporatistugrs have a hierarchical structure and
their leaders are not accountable to the membesy tkepresent, at least not
completely and not clearly. Thus, such a dialognd aegotiation can act as a

pretense which covers the effort of state for damatrol.

An additional dimension of corporatism is that loé trade unions. The employees are
organized in groups in order to ensure jobs, thewarhof salary and to determine the
terms of employment, working life, pensions, etkeTtoncept of trade unionism is a
function which combined three points: the sociétg market and class, in the sense
of position in production (figure ). Thus, throutite trade unions pressure is applied
either to expand the boundaries of the welfareestatnot to restrict the rights of the

hitherto achievements of workers.
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Figure 19. The geometry of trade unionism

Society

Market Class

Source: Hyman, 2004, p. 4

The concept of the welfare state is an importaatmeht in the overall European
identity (Delanty, 1995), at least until global dimcial crisis. Certainly, among the
member states of the EU there was no uniform, sipglicy in relation to the manner
and conditions of work. Not only each country hatla different level of wages, but
each country has a different institutional framekvior the terms of retirement, casual
work, flexibility in salary and insurance (flexiaty), the terms of employ and
dismissal, etc. Thus, while some countries hawe@er framework for the protection
of labor, other European Union countries have astbptore liberal measures. This is
an impediment to the integration of the Europeanolblnas countries that have
implemented policies that provide less employmerdtgetion pressuring other
countries to adopt similar measures (Hyman, 2011).
Notwithstanding the terms of employment and insceamn additional dimension of
the role of trade unions has to do with the gensoalal benefits and the overall
concept of the welfare state (Palme, 2001, Hym&042Hyman, 2011). Europe is
generally characterized by the existence of satiattures that do not exist in the US
or in other regions (Delanty, 1995). This, pregiséhe welfare state, constituted-up
recently one of the connective links between aitizef European Union countries, as
they had a common meaning to the obligations ofstla¢ée towards them (Palme,
2001).
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With the gradual decline of the very concept of thelfare state -not just the
reduction of benefits related to health, educatgame, etc., but the disqualification of
the entire concept of the welfare state as a nagessechanism social welfare and
especially those in a most difficult position oh&sl by others and a weakening of
European cohesion and integration, since each sésds to take tougher measures,
without a common mechanism to support the welftate snembers of the European
union.

On the other hand, when trade unions operate itigheof corporatism, then actually
act to protect their own interests at the courgrel but also at group level, avoiding
any proposed change, which although likely redusm®se of their privileges, but
would give some opportunities remodeling of theolatmarket. Trade unions play a
vital role in the social status of Europe but, rdey to promote European integration,
have to give more attention to the European dinoensif trade unions and less

attention to national corporatism (Vissel, 1998).

2.7 Market structure

An important determinant of business competitivenasd attracting foreign direct
investment is the structure of the product marlestsvell as their integration with

international markets. The structural charactesstif the market include the number
of enterprises, their size and their organizatigtalcture, their degree of coiling, the
ability export penetration and increasing markeireh, their ability to reap economies
of scale and scope, and the business culture. Xiseeece of many manufacturing
companies is proof intensive competition, as thare entry and exit barriers.
Conversely, if there are entry barriers, for exaplthe form of 'closed’ professions,
it is expected that competition is reduced andegriof products offered to remain
high. The emergence of oligopolistic cartel-typaaions is an example of distortion
of the conditions for healthy competition. The ektype markets should not be
confused with the complete clusters of small bussnactivities (clusters), which

enhance the diffusion of knowledge and technology @evelopment poles and
innovation at regional and local levels, thus exidag their competitive position in

the markets.
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Moreover, the size of active enterprises in theketaris a sign of competitiveness, as
well as small businesses do not have wider matginseate and exploit economies of
scale and scope, and moreover associated with logsizational structures. By
contrast, large companies can promote researchiraralation, to increase the
efficiency of the production process and createril and external economies of
scale. A market with large companies, usually imesl integrated information
systems, modernized collection networks, distrdoutand penetration of products in
the domestic and international markets. In this wanhances the openness and the

capacity of the business culture in the countryiantkasing its competitiveness.

According to the analysis of Borozan (2008), contpeness is centered on business
(micro-competitiveness), while the structure ofeeptises, their number and their
concentration up the competitiveness of the re@egional competitiveness), while
competitiveness of all the regions constituting tiebal competitiveness (macro-
competitiveness), which constitutes the main daaterfor attracting foreign direct

investment (figure ).

Figure 20. Levels of competitiveness

Regional competitiveness

Source: Borozan, 2008, p. 52

Geographical concentration and specializationrofipction, might contribute to the
dissemination of technology, knowledge and skitislacal businesses (spill-over

effect). In this context, external economies oflescand scope can increase the
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productivity of production factors giving a compiet advantage in the industry as a

whole, as well as in each single enterprise.
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3. Organizational determinants of multinational pamies

3.1 Definition of multinational company and FDIs

Multinational Enterprises (MNE) or in other wordsuMnational Companies (MNC)
are defined as “firms that engage in foreign direstestment (FDI) by directly
controlling and managing value — adding activiie®ther countries” (Caves, 1996,
cited by Peng, 2009, p. 5). According to anothdmd®n, a MNE is “a corporation
which owns (in a whole or in part), controls andnages income — generating assets
in more than one country. In so doing it engagesternational production, namely
production across national boundaries, financedobsign direct investment” (Hood
and Young, 1979, p. 3). Foreign direct investmenta firm’s direct investment in
production and / or service activities abroad” @eP009, p. 5), or in other words
“the transmission to the host country of a packafeapital, managerial skill, and

technical knowledge” (Kojima, 1973, p. 3).

Kojima (1973) distinguish two types of FDI: tradeoriented which is the Japanese
type, and anti — trade — oriented, which is the Aca@ type. In comparison to anti —
trade oriented approach, in the trade — orientgaogeh the FDI is being transferred
from the home country to the host, which is moreaatigeous compared with the

home one.

The motive for the FDI can be classified in thragegories: resource — oriented, labor
— oriented and market — oriented investments. Bseurce — oriented investment is
trade — oriented, since it stems from the aim & tompany to increase imports
because of a small domestic demand. The laborented investment is also trade —
oriented, since the company transfers its prodndticanother country with low labor
cost. The market — oriented investment is usuafgrred to the import of some
components in order the final product be produ@éas import — substituting activity

stems for example from the high tariffs a countgets (Kojima, 1973).
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3.2 The definition of global strategy

The definition of the word ‘strategy’ is complicdiesince this word can be used in
several ways (Campbell et al., 2002). Thereforentitierg (1987) proposed the 5 P’s
on strategy, suggesting that the strategy cangama a ploy, a pattern of behavior, a
position in respect to others, a perspective. Clear{@962, cited by Campbell et al.,
2002, p. 12) state that “strategy is the deternonatf the basic long — term goals and
objectives of an enterprise, and the adoption afs#s of action and the allocation of
resources necessary for carrying out these golh&.determination of the goals, the
adoption of the actions and the allocation of #®ources are the tree component of
the strategy. However, in a globalized world, ttrategy of each firm should be seen
under a global perspective. This is because an BINitld develop and adopt various
strategies in order to be able to respond to tfferdnt environments in the various

geographical markets in which it operates (Inkned Ramaswamy, 2006).

Global strategy does not refer to a specific sgpate a multinational company, but to
‘strategy around the globe’ (Peng, 2009). Thusbaglostrategy has two aspects.
According to the first one, global strategies foaus how companies can develop
competitive advantages through the operation ieigor markets (Pont and Noboa,
2003). This is referred as resource — based thaocgrding to which the acquisition
of strategic resources is the key in order the foendifferentiated and have a good
performance (Zou and Cavusgil, 1995). The secofetgdo the strategies made by
the domestic firms, in order to compete to theifpreentrants (Peng, 2009). This is
the industrial organization — based theory, acogydio which the strategies of a
company are determined by the external industryctire, as the firm should adapt
its strategy to the requirements that the exteemlironment imposes (Zou and
Cavusgil, 1995).

However, the fact is that both strategies relatéhto acquisition on a competitive
advantage. Porter (1986, p. 29) states that gletvategy can be defined as the
strategy according to which “a firm seeks to gaompetitive advantage from its
international presence through either a concemtratenfiguration, coordinating
among dispersed activities, or both”. Malnight (@P8uggests that these advantages
may stem from economies of scale, economies ofesdeprning, and coordination

costs. Porter (1986, p. 29) adds he “proprietaayni@g curve in the activity”, as well

72



as “the comparative advantage of one or few lonatimr performing he activity”.

These advantages can be acquired through the sriesd

A subsidiary can be defined as “any operationat aontrolled by the MNC and
situated outside the home country. In some casese'twill be a single subsidiary in
the host country; in other cases there will be several” (Birkinshaw et al., 1998, p.

224). However, some subsidiaries may lose resouarebs benefits due to the
existence of another subsidiary in another couBartlett and Ghoshal, 1991).
According to Dunning (1993), these resources matebknological, manufacturing,
marketing, organizational and human, while accaydonCampbell et al. (2002) they

may be financial, human, physical (tangible) artdliactual (intangible).

3.3 The types of multinationals
According to Dunning (1993), market seeking, reseuseeking, efficiency seeking
and strategic asset seeking are factors that caivateoa company to establish a

subsidiary in another country.

A market seeker multinational invest in the hosirdoy in order to provide goods or
services in this market or in the neighbors. The af this type of multinationals is
double. On the one hand they try to sustain theamtdge they have in the host
country. On the other hand they try to exploit #tlvantages that new markets have
(Pearce and Papanastassiou, 1996). Dunning (1998hguish five motives for
market seeker multinationals. The first is the@awitaken by the government of the
host country, such as the tariffs and the tradieaiess, which can make an investment
in the host country desirable or not. The secondiv@ois associated with the
economies of scale. As the foreign market becomen &rger, it is more profitable
for the company to locate its production in thisrked so as to avoid high
transportation costs and exploit the economiesaties According to the third motive
“component — supplying firms may implement oversegaxluction in order to retain
the market of their established customers wherethese already set up producing
operations abroad” (Dunning, 1993, cited by PearakPapanastassiou, 1996, p. 29).
The next motive is related to the competitors @& tinm. A company may wish to
invest in a host country, so as to have a phygoasence in the market where its
strong competitors operate. Finally, the adjustnoérihe products in the local needs,
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demands and resources of the host country is aatractor in the decision of a

multinational to invest.

If a multinational is a resource seeker, thenvests in another country in order to be
supplied with the necessary resources at a lowstrica@omparison to its supply from
the home country (Pearce and Papanastassiou, 1996jing (1993) discerns three
main types of resource seekers. The first typesso@ated to the acquisition of
physical resources. This type is widespread amonignapy producers and

manufacturing companies. The second type aimscatiraag either well — motivated

or semi — skilled labor force at a low cost. Fipathe third type is related to the
adoption of technology, information and managesialls, in order the companies be

more competitive via the acquisition of knowledge.

The efficiency seekers try to invest in particulerst countries that are located in
strategic positions. In this way, the companybssdiaries are small in number, but
they can take full advantage of the global markstsyicing from specific countries.

For example, the strategic position of a host aguntay give the mother company
the chance to supply a great number of neighbontces, without the physical

presence of the company in these markets be negessa

For the strategic asset seekers the technologyg ft@ymost important role. The using
of external sources of technology though the opmran a foreign market and the
establishment of local R&D laboratories contribtibethe acquisition of scientific

capacity and therefore to the product innovatiohjctv leads to a more effective

production.

Casson (1987, p. 2) distinguishes three other tgpasultinationals. The first is the
US - based MNE, which engages in import — substguinvestments in the
developed countries. The second type is the Europdaased MNE, which engages
in the “backward integration into agriculture an¢herals in the colonial territories”
in the decades of 1920s and 1930s. The third tgpthe Japanese MNE, which
invested in “off — shore ‘export platform’ investniie in the low — wage newly
industrializing countries of SE Asia” in the decanfe1970s. This model of global
strategy is according to Porter (1986) the simplastl in fact it means the
concentration the greatest possible number of\atie in one country, which will
serve the rest of the world.
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It has already been examined the eclectic paradigbunning. This theory specifies

some requirements that the company should meetdir to engage in international

production. These requirements are the ownerdimgploication and the internalization

advantages. The first category answers to the ignesthy the company decides to

engage in foreign production. The second answeltsetguestion where the company

decided to locate its subsidiary and the third gi@aswer to the question of how the

company decides to involve.

Based on the above three conditions, the tablewbedommarizes these three

advantages, with regard to the types of multinaiocompanies, as well as the

strategic goals of MNC for each type.

Table 8. Summary of types of MNESs, the advantadéleoeclectic paradigm and the

strategic goals of MNEs

Types of| Ownership Location advantages Internalization Strategic goals of
international | advantages advantages MNEs
production
(MNESs)
Natural Capital technology, Possession of naturalfo ensure stability of To gain privileged
resource access to marketgesources and relatedupplies at right pricg,access to resources
seeking complementary transport and control markets vis-a-vis competitors
assets, size ardcommunications
negotiating infrastructure, tax and
strengths other incentives
Market Capital technology, Material and Ilabor Wish to reduce To protect existing
seeking information, costs, market size andransaction of markets,  counteract
management  andcharacteristics, information costs, buygrbehavior of
organizational government policy ignorance or uncertaintycompetitors, tg
skills, surplus R&D to protect property rights preclude rivals fron
and other capacity, gaining new markets
economies of scale,
ability to generate
brand loyalty
Efficiency As above, and in a) Economies of a) As fore tteecond As part of regional pr
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seeking addition access tp product category plus gainsglobal product
markets, economies specialization and form economies of rationalization and / o
a) Of product . .
of scope, concentration common governance| to gain advantages (
b) Of geographical ) process specializatior]
_ o b) Low labor costjb) The economies qf
processes | diversification, i , . . ,
_ _ incentives to local vertical integration
international ) .
. ' production by host and horizonta
sourcing of inputs _ o
governments diversification
Strategic Any of the first| Any of the first threg Economies of commonTo strengthen globg

asset seeking

three that offe
opportunities  for
synergy with

existing assets

that offer technology

markets and otheg
assets in which firm i

efficient

,governance, improve
rcompetitive or strategi
sadvantage, to reduce

spread risks

dinnovatory or
cproduction

bcompetitiveness, t
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or markets

Y

Trade and
distribution
(import and
export

merchanting)

Market access
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distribute

,Source of inputs an

be

after — sales servicing

near customer

local markets, need tanputs,

dNeed to protect quality @
need to ensu
ssales outlets and to avo
yunderperformance ¢
misinterpretation by

foreign agents

fEither as entry to nev
renarkets, or as part (
idegional

or globa

marketing strategy

<

Df

Support

services

Experience of
clients in home
countries

Availability of

markets, particularly

those of ‘lead’ clients

Various as above

As part of regior
product or
geographical

diversification

nal

Source: Dunning, 1993, p. 82 — 83 (adapted)

Within the framework of the continuous changingiesvment at the global economy,

MNE have also undergone major changes, seekingweys and strategies in order

to be able to sustain their competitive advantawk lze developed. Their goals and

activities are influenced to a great extent by shbsidiaries. The remaining section

examines and analyses the type of subsidiariegheandroles, as well as their driver

for development, in the light of their contributitmthe MNE groups.
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3.4 The types of subsidiaries
Pearce and Papanastassiou (1996) distinguishtipeg of subsidiaries: the truncated
miniature replica, the rationalized product andghmduct mandate subsidiaries.

A truncated miniature replica (TMR) is charactecisgxample of market — seeking
behavior, as it is supplies the mother company wai#tind of protection of tariffs or
other trade barriers. This type is import — substiy, usually referred to as
“multidomestic strategy” (Porter, 1986, cited byaRe and Papanastassiou, 1996, p.
34). However, this type of subsidiaries is unlik&ybe involved in any innovation, as
the role of R&D is limited. On the contrary, itsntabution in making the production

chain more efficiency for the needs of the locatkatis major.

The rationalized product subsidiary (RP) is asgediavith both efficiency — seeking
and resource - seeking MNE. This type usually pcedua part of the total product,
based on its capabilities and not on the local siebding a separate stage in the
vertical integrated production chain. In fact, &ié subsidiaries’ goal is the achieving
of efficiency production through the best use sfatoduction capabilities, depending
on its location. Thus it has limited, or even nomelependence in the marketing or
management sector, as well as in the technologyvation. However, it is likely to

have some kind of R&D network, but this will be epkndent of any product sector.

The last type of subsidiary is the product man@ateM or RPM), which Bonin and
Perron (1986, cited by Pearce and Papanastass8®f, . 36) define as “an
agreement between a multinational enterprise’s ppacempany and one of its
subsidiaries to grant the subsidiary exclusivetagb produce and market a product
and, if circumstances warrant, to pursue the nacgsesearch and development
activity”. Thus this type is responsible for thevelpment of the whole product,
namely from its creation, production and finally marketing. It is related not only to
efficiency — seeking and resource — seeking gbalsalso to strategic asset — seeking
objectives. Therefore, PRM are able to combinellpcaductive capabilities, along
with the know — how, in order to produce goods,clirare fully addressed to the local

needs and demands.
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3.5 The role of subsidiaries

Subsidiaries play a major role in the global stggtef MNC. Taggart (1999) suggests
that subsidiaries provide the mother company witimpetitive advantage and
strategic initiative. This initiative is defined dshe entrepreneurial pursuit of
international market opportunities to which the sdlary can apply its specialized
resources” (Birkinshaw et al., 1998, p. 226). Otlegearchers, such as Jarillo and
Martinez (1990) support that subsidiaries contebtat the improvement of financial
performance. Subsidiaries are motivated to develatives that add value both in
local operations and in MNC’s operations (Birkinghat al., 1998). In fact,
subsidiaries are called to contribute to overakibess activities in a global level,
though the firm — specific advantages.

In order a subsidiary can contribute to the firnspecific advantages of the parent
company, three criteria should be met (Birkinshawale 1998). The first one is
associated with the value of the resources. As &8a(h991) points out, in order the
resources transfer a competitive advantage to tNE€ ¥hey should be valuable, rare
and not be easily imitated by the competitors; in other words the resources of the
subsidiary should be specialized. Burgelman (1$8@®)ports that the initiative taken
by the subsidiary is incorporated in the role tiia subsidiary plays through
“championing efforts and strategic context defomti. Thus, the specialized resources
of the subsidiary are positively related to thetabntory role of the subsidiary to the
MNC. The second criterion is related to the rectgniof the subsidiary by the
corporate management. By the term ‘recognitions itneant the acceptance by the
MNC of the specialized resources of the subsididitye third criterion is “the
effective transfer and / or leverage of the resesiia question” (Birkinshaw et al.,
1998, p. 225). This criterion is based on the thett, some resources cannot be
transferred in other parts of the company in aactiffe way. The interaction between
these three criteria and the firm — specific adages that transfer to the MNC is
illustrated in the following figure.

Figure 21. The relation between the resourceseo$tibsidiary and the firm — specific
advantage of the MNC
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Source: Adaption from Blinkshaw et al., 1998, p522

Bartlett and Ghoshal (1991) distinguish four mayes of subsidiaries: implementer,
contributor, black hole and strategic leader. Adowg to the above mentioned roles,
the subsidiaries may result in being only a merplementer of a global strategy, as
designed by the parent company. Implementers dieechance to the MNC to
achieve economies of scale and scope, but theydpravide access to information
and the control of scarce resources. They are ddcam a market, which is
characterized by limited potential and small sigaifice, such as the markets of the
developing countries. As Bartlett and Ghoshal (1921100) point out, this type of
subsidiaries are “deliverers of the company’s vahdgled”. On the other hand,
contributors give emphasis on local capabilitied &y to apply them to the mother
company'’s or other subsidiaries’ operations. Ugudlis type of subsidiary is located
in a small or not important, in strategic terms,rkeé If a subsidiary is a strategic
leader, then it tries to influence the strategyMMC by suggesting new ideas and
ideas for development and improvement. In the cégbe black hole, the company
can maintain its position at a global level throutghstrong presence in the market.
Finally, the role of strategic leader can be adbfte a highly competent subsidiary,
which in accordance is located in a market, withtrategic position in the global
market. In this case, the subsidiary operates @artaer of the mother company, by
developing and implementing the corporate strategy.
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The following table summarizes the typologies disdiaries.

Table 9. Typologies of subsidiaries

Reference Variables Typologies
White and Poynter (1984) Product scopédiniature  replica  (adoptern)
Market scope Miniature replica (innovator|
Product specialist
Strategic independent
Jarillo and Matinez (1990) Integration Receptive subsidiary
Localization Autonomous subsidiary
Active subsidiary
Bartlett and  GhoshalLevel of local resourcesBlack hole
(1991) and capabilities Implementer
Strategic importance ofStrategic leadefr
local environment Contributor
Gupta and Govindaragarknowledge outflowg Local innovator
(1991) Knowledge inflows Implementers
Global innovator,
Integrated player
Birkinshaw and Morrison Autonomy Local implementers
(1995) Integration of activities Specialized contributor
World mandate
Taggart (1997) Coordination Quiescent subsidiaries
Configuration Receptive subsidiary
Autonomous subsidiary
Active subsidiary

Source: Pont and Noboa, 2003, p. 5

If a subsidiary wants to keep control of strateggsources so as to maintain its

competitive advantage, according to the strategytamented by the parent company,
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then it should adopt a strategy shifting betweeplémenters and contributors. The

following figure depicts the strategic tendency$absidiaries.

Figure 22. Strategic tendencies for subsidiaries

High Black hole | Strategic
leader

-
>

Low Implementer| Contributor

Strategic importance of local
environment

Low High

Level of local resources

and capabilities

Source : Pont and Noboa, 2003, p. 8

3.6 The drivers of the development of a subsidiary

The factors that drive the development of a subsjdare in fact the factors that
determine the contributory role of the subsididityis contributory role is defined by
a number of sets of factors, as they have beeadshat Birkinshaw et al. (1998). The
first set of factors is the subsidiary — level @st This set includes the
entrepreneurial culture, the specialized resouaresthe initiative of the subsidiary.
The second set refers to the relationship betwaenstbsidiary and the mother
company and includes factors such as the autonoimtheo subsidiary and the
communication between them. The third set of factsr related to the business
environment and includes the local competition #mel industry globalization. The
value transferred from a subsidiary to the motlmmgany and to other subsidiaries
depends on the role of the subsidiary itself andcbeto the level of subsidiary’s

autonomy. This is because sometimes the subsisliatie limited to a sales and
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distribution role, without being able to take argponsibilities (Bartlett and Ghoshal,
1986). Based on the factors that Birkinsaw et #098) developed, Pedersen (2006)
summarizes the factors that are determinant fodéwelopment and the performance
of the subsidiary in three categories, namely heaaffice assignment, subsidiary

choice and local environment determinism.

Management

The management of the subsidiary can be deterngitkdr by the mother company
or the subsidiary itself (Birkinshaw et al., 1998he management of a subsidiary can
be viewed in the light of the level of autonomye flormalization of the activities, the
control of the resources and the social controk @atermination of the subsidiary’s
management is crucial, since a high level of autonan connection to an effective
communication with the parent company can leadigi hevels of initiatives and

innovations.

Gong (2006) has occupied him with how the compamsitf the management can
affect subsidiary’s performance. Based on the apamthat the management team
plays a vital and crucial role in the decision —kimg of the firm, the author suggests
that a team consists of managers from differenntas contributes to the better
acquisition and interpretation of information. Ths due to the fact that in an
heterogeneous team the specific knowledge of thmbees of the team helps in the

better understanding of the culture, the desiresna@eds of the local markets.

Competition and local density

A survey conducted by Birkinshaw et al. (1998) heslin the outcome that if the
domestic market competition is not too strong, tllensubsidiary has more chances
to take initiatives and consequently to contriktotéhe firm — specific advantages in a
more effective way. With the issue of local densitgve been occupied many
researchers. Miller and Eden (2005, p. 2) defire tdérm ‘local density’ as “the

number of firms vying for similar resources in adbenvironment”. The two authors
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suggest that local density is related to the peréorce of the subsidiary in a negative

way.

Autonomy

According to Porter (1986), in order for a busingssnanage its global business, its
subsidiaries should be allowed to keep a high @&egfeautonomy, so as to manage
their activities in a local basis. Strikwerda (2DP@8ates three reasons for which the
parent company should delegate decision rightsdstibsidiary. The first is that what
Porte said: the subsidiary has the ability to bed#spond on local changes and exploit
the opportunities that arise. In the case thadedisions are taken by the board of the
parent company, then there is a delay in the contation and consequently in the
decision — making, which may result in the losshef opportunity. The second reason
Is associated with ethics. This means that the emyypas a miniature of the society,
should reflect in its management the values ofsthaety, as they are expressed in
terms of respect for the individual. The third aladt reason is related to the
development of managers. The delegation of respilitiss to a manager of lower
grade, gives this person the capability to leammmfrhis mistakes, to feel the
consequences of his failures, resulting in his igreent and future success.

According to Strikwerda (2003, p. 44), the follogiresponsibilities are usually given
to the board of subsidiaries:

Product innovation and product policy

Pricing and market positioning

Sales, distribution and marketing

Product development and process development
Manufacturing and procurement

Hiring staff

V V.V V V V V¥V

Investments in equipment and some other assetaigbueal estate).

In addition to that, a research conducted by Catlial. (2007) provided evidence that
the control by the parent company on the investregpbrtunities of the subsidiary

affects in a negative way these opportunities efgibsidiary.
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Other factors

Peng (2009) proposes the ‘strategy tripod’ in ordefind the determinants of the
development of a firm globally. This tripod congtds of the industry — based view,
the resource — base view and the institution —dasav. According to the industry —
based view, the performance of a company is basddeolevel of competitiveness in
the industry. The resource — based view suppoatstiie performance is based on the
firm — specific advantages of the firm. Lastly, @aing to the institution — based

view, the firms’ performance is based on the inttihal forces.

Gaur et al. (2007) point out that the staff of Assdiary and its composition can be a
factor of the subsidiary performance, as “subsydistaffing is a primary strategic

means for MNCs to share knowledge, coordinate ifiesvand exercise control over
their subsidiaries” (p. 614).

Pedersen (2006) determines three factors in reteventhe subsidiary development:
parent company drivers, such as the decision ddriewgt in a new market, or the
introduction of new products / services, host countivers, which reflect the local
environment, and subsidiary drivers, which reflettts subsidiary’s effort in being
successfully adapted in the local market. Basedhese three drivers, the author

suggests the following model of subsidiary develeptn
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Figure 23. Model of subsidiary development
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4. Criteria of a subsidiary in a foreign country

There are many forms of globalization. These ways loe separated into two main
categories. The first category is the initial expetype forms of internationalization,
which include direct export activity, production alemand, the export with an
intermediary, the licensed production, assemblgeetise supply and franchising. The
second category relates to the advanced non - texportype forms of
internationalization, which include direct invesmhebroad as either wholly owned
subsidiaries, as joint venture, as a strategiaratk, as an acquisition or as contract
management and the international investment partfsérformed on world markets
and financial markets. Therefore, a company hashtwose between several entry

modes of internationalization, in order to entescassfully into a new market.
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4.1 The theory concerning entry modes

When a company decides to enter a foreign markeshHduld decide the most
appropriate entry strategy. The choice of foreigarkat entry mode is crucial, since it
determines the MNE’s strategic decision for prodgcoverseas. According to the
international bibliography on foreign direct invesint, there are various types of
entry strategies: wholly owned enterprises (WOIES)ity joint ventures (EJVS),
greenfield investment, mergers and acquisitions f)l&ontractual joint ventures
(CJVs) and joint stock companies (JSCs).

In the greenfield investment, the mother compangabtishes a plant in the host
country, in order to produce in the local marketile; the joint venture is the

cooperation with a local firm (Raff et al., 200This cooperation allows for synergies
and the exploitation of the investments of each mamy, but it has also some
disadvantages. According to Smarzynska (2000),dbal partner may acquire the
technology, know — how and other managerial skétsas to become a competitor in
the near future in third markets. There is alsodheger that the local partner may
misuses sensitive information of the MNE, resultinga loss, not only in economic
terms, of the MNEs. In the case of a wholly ownebsidiary, the company owns
100% of shares. This entry in the foreign market loa achieved either by building a
new facility in a foreign country (green-field ven¢) or by acquiring an existing

company in the host country to use it in orderranote its products (Hill, 2005).

Hill (2005) mentions some additional ways a compeauy follow in order to entry in

a foreign market. The first is turnkey projects.n@ganies that specialize in design,
construction and startup of turnkey factories agy\common in many markets. In a
«turnkey project», the manufacturer agrees to talexy detail of the work for the

foreign client, including staff training. Upon theompletion of the contract, the
foreign customer is given the key to a plant re&moly operation - thus the term
"turnkey". This is a process according to whichhteslogy can be exported to other
countries. Such a method is very common in chengoahpanies, pharmaceutical
companies, as well as in oil and mining companvesich are complex and are
characterized by expensive production technolodigs. second method is licensing.
A license agreement is an agreement where the thalfléhe license (licensor)

provides rights of intangible property to anothergon (licensee), for a given period,
and in return, the holder of the permit takes gdaamount. The intangible property
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includes patents, inventions, formulas, processesigns, copyrights and trademarks.
Another way is franchising. Franchising is simitarlicensing, although it tends to
include more long — term commitments in relatioficensing. In general, franchising
is a special form of licensing in which the perswmo provides it not only provide
intangible assets, usually branded, but also it the purchaser would receive all

the strict rules under which the new venture wpérate.

The survey of Wei et al. (2004) concerning the yentrodes of foreign direct
investment in China reached to the following coedus:

» “The more experience the host country gains iraetitng FDI, the more likely
the foreign investors adopt WOEs relative to EJYWd 4SCs, and the least

likely they will choose CJVs”
» “A preferable specific location encourages foreigvestors to choose WOEs,

EJVs and JSCs rather than CJVs”
» “Foreign firms making a large amount of investmtamd to prefer WOEs to

EJVs, CJVs or JSCs™
» “If the asset intensity in a host-country indusghigh, foreign investors tend

to choose WOESs rather than EJVs, CJVs or JSCs”

According to Raff et al. (2007), if the fixed cosifsa green field investment are high,
then the company will choose the option of a menga joint venture. In addition to
that, if the expected profits of a green field isiveent are less than the expected
profits of exports, than the company may have wdiebetween M&A and exports,
rather than taking part into a joint venture. Hoee\the governments of developing
countries have the tendency to support joint vestuather than other forms of
foreign direct investments. This preference is aix@d due to the assumption that the
local participation enables to a greater extenttthesfer of both the technology and
the marketing skills (Smarzynska, 2000). In congmarito the greenfield investment,
M&A as well as joint ventures allow the participagi firms to be aware of the
potential synergies, while the investment of a fivenefit also the other firm (Raff et
al., 2007). Moreover, in case the choice of expaorty/ threaten its credibility, the
MNE may prefer to participate in a joint venturea{Ret al., 2007). If the greenfield
investment is more profitable compared to expdhisn the MNE can has the ability

to offer lower price in order to acquire a local firm; hence it may prefer M&A than a
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greenfield investment. Finally, if the MNE decidesexport rather than engage in a
greenfield investment, the local company do noeptto take part in a joint venture
and the trade cost is high, then the MNE will tdke direction of a M&A (Raff et al.,
2007).

The choice of the company concerning the entrytesira mode is affected by many
factors. A survey conducted by Smarzynska (2008ulted in the fact that the
structure of the industry influences the decisiomaking of a MNE regarding the
entry strategic option. For example, the authomébthat in manufacturing sectors
and in countries with a high level of R&D, MNEs thwave in their possession few
intangible assets tend to participate in joint vess. Apart from this, the survey of
Smarzynska (2000) provided evidence that joint we# in sectors with high R&D
levels allow for a greater transfer of technologg anarketing skills than in the case

of wholly owned foreign subsidiaries.

Furthermore, the same survey of Smarzynska (20@d)ed that the endowment of
intangible assets can be another determinant faliter greater bargaining power and
the higher negotiating skills of the technologiaald marketing leaders in a specific
industry may result in more advantageous agreenudrndsnt ventures, thus this kind
of MNEs tend to prefer this option of foreign dir@cvestment. In addition to that,
their bargaining and negotiating power may be udsefucountries where foreign
ownership is restricted by the government, leading MNEs to negotiate sole

ownership.

Dubin (1976, cited by Gilroy and Lucas, 2005) disaed that U.S.A. companies
have the tendency to prefer greenfield investmeintsthe case of a developing
country with a large market size and a foreign epee. Hennart and Park (1993,
cited by Gilroy and Lucas, 2005) found that Japanesgestors in the U.S.A. tend to
choose acquisitions and not greenfield investmamtfie case the potential market is
characterized by high scale economies and high ertdration levels. Moreover,
Andersson and Svensson (1996) suggest that conspathiat have strong
organizational skills tend to favor takeovers, whon the other hand companies that
have strong technological skills favor greenfighdiations.
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Finally, Becker and Fuest (2008) examined the dreldnnvestment and M&A from

a tax policy perspective, reaching to the conclusiat, since “M&A do not imply a
relocation of corporate capital but rather a changavnership and control rights” (p.
1), and “acquisitions are less tax sensitive thagemfield investment because taxes
are likely to be capitalized in the purchase pateanmobile assets” (p. 1), then M&A

investment tend to reduce the implications of ampetition

4.2 The criteria for establishing a subsidiary

4.2.1 The location of the investment

In the decision of a company to establishing a iglidoy in another country, the
location is of great importance. Ghoshal and Brt{@990) point out that the
decisions about whether the company will be locaesl taken according to the
interest of the company, namely the expected @tafity, the chance to gain greater
market share, the acquisition of certain capaédjtthe minimize of the risk and so
on. In addition to that, Porter (1986) agrees whik idea, supporting that the location
of a firm is one of the sources of its comparatideantage.

According to Billington (1999) there are severattéas that affect the choice of the
location. The first important factor is the sizetbé market in which the company
desires to entry. The demand for the product, the sf the target groups and the
potential for growing should be taken under serimamsideration, before the

company chooses the country for FDI. Consequethigy)arger the size of the market
and the total income of the host country the greidte chances for the development
of the subsidiary. Therefore, the examination @f thtal GDP of the host country is

extremely significant.

In addition to that, the availability of certainsoirces in the host country should also
be examined and analyzed. These resources mayhss &ifrastructure, or labor.
The infrastructure resources may include experglitur road transport, per capita
energy of usage, or indexes such as transportatiah popular density index.
Regarding the labor, factor such as the unemployntiea level of productivity, the
number and the power of labor unions should be exadn Of great importance is the
labor cost, although this factor’s significancenixed. Some researchers have proven
that there is a positive correlation between |atmsts and the attractiveness of a host
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country (Mudambi, 1995), while some other do not (Hill and Munday, 1992; Wheeler
and Mody, 1992).

The governmental policies of the host country, sash some macroeconomic
variables can have a great impact on a firm’'s d&tiso invest. Tariffs, tax rates,
interest rates, the number of imports — exportg @éxisting capital stock and

investment stocks are some factors that the pammpany should think about.

Venable (1998) adds an endogenous factor in therrdeting of the location, as it
provides a great geographical advantage: the esasiok interaction between the
company and the other economic agents, such asnoers and suppliers. The
linkages between these key players may contribotéhé agglomeration of the
activity in a number of locations, and can be dtished into backward and forward
linkages. The backwards means that the companyhenidbor force buy goods from
other companies that are located in the same phdu&e the forward means that the
company supplies goods to other markets. Espedlaiytype of linkage may attract

other companies to establish a subsidiary in theedacation.

4.2.2 The timing of entry

When a firm decides to enter in a new market, & ttasolve a major problem: to
overcome competitive disadvantages with the exgstiomestic firms. Therefore, the
company should either increase and uses in a pregeits existing assets or develop
new resources (Hymer, 1976). Thus, a company ehtara new market should take

into consideration the time of its investment (Stalk and Hout, 1990; Vesey, 1991).

Lieberman and Montgomery (1988) support that thiéyesntry of a company into a

foreign market is related to the acquisition ofatvantage in developing both new
resources and capabilities. In their work, Deliogl aMakino (2002) examine the

relation between the time of the entry of a sulasidinto a foreign market and its

survival. The timing of entry is associated withcartainty, stemming from the

structure of the market, the demand in the new atatke technology needed not
only in the product itself, but also in the geodmapnarket. An early entry means that
the company has no information about these factorespmparison to a later entry,

which takes advantage of the experience of prevemigants (Delios and Makino,

2002).
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Within this framework, a number of studies (Luo, 1998; Luo and Peng, 1998; Pan and
Chi, 1999; Pan et al., 1999) resulted in the existence of positive correlation between
the early entry in a foreign country and the perfance of the company, namely the
profitability, the market share and consequently Hales growth, as well as the
acquisition of a local competitive position. Cay#896) points out that the assets of a

company are the crucial factor affecting its timofgentry.

Mitchell (1991) supports the idea that the typeas$ets that a company possesses at
the time of its entry on a market is the factoeetiing the relation between the timing
entry and the performance of the company. Thisesabse these assets and the
derived advantages have the tendency to face tlieea stemming from the cross —
border between companies (Hennart, 1982). A chenatt paradigm is the
technological assets, as in some cases the tegjyjnofca company may be possible
to be applied in the host country (Teece, 197%)addition to that, there are also the
distribution — based assets and advertising — basgets. Horst (1974) supports that
companies having an advantage in distribution -edassets will not gain so much
by establishing a subsidiary in another countrycamparison to companies with

strong advertising — based assets.

According to Dunning (1988, cited by Birkinshawagt, 1998, p. 222), these assets,
known as firm — specific advantages, can be divioledwo categories: the asset
advantages, that “stem from the exclusive privitbgessession of income generating
assets” and transaction advantages, “which refteetdirm’s ability to economize on

transaction costs as a result of multinational dimation and control of assets”.

4.2.3 Intangible assets

According to Dunning (1993), a primary factor whioiotivates a company to be
expanded is intangible assets. This assumptioglased strongly with the economies
of scope. Due to the intangible assets, the compagyires some advantages in the
home country that lead the firm to seek the geducadiversification in order to
exploit these advantages and under the assumghtiaintihe incremental cost of

entering in an oversea market will be smaller (@ehnd Beamish, 2008).

Apart from this, intangible assets provide the campwith a knowledge — based
advantage, which can be exploited in the competi@mvironment in which the firm

operates (Caves, 1971), so as to achieve the cogngraater performance (Barney,
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1991), via its subsidiary in the host country (Ragm1982). What is more, a number
of researches have resulted in the existence ajsdiye relationship between the

intangible assets a company possesses and thetmalke of the subsidiary (Delios

and Beamish, 2008).

As a result, the acquisition of intangible assetsvigles a strong advantage to the
parent company in establishing a subsidiary, adlatvs the company to achieve a
strong position in the host country and overcomehis way, the obstacles stemming
on the one hand from the knowledge that the |docaisf have (Hymer, 1976) and on
the other hand from the cultural, political and rmmic institutional differences
(Chang, 1995).

5. Country risk as an FDIs factor

Through the analysis of country risk there is a@empt to assess the importance of
this parameter in order to estimate the changberréturn on investment (Meldrum,
2000). According to Cosset et al. (1992) countsk iis defined as the probability of
failure of a state to create reserves to be ablepay its debt obligations (Cosset et
al., 1992), and Howell defines country risk as tiils& of a broader dimension, which
includes economic and financial characteristicepagpanied by political and social

parameters (Howell, 2007, p.7).

5.1 Country risk analysis

The country risk evaluation has become a factahefutmost importance, especially
after the beginning of the global financial crigns 2007. The worldwide banking
institutions and other institutions in the moneyrkea and capital market are required
to take decisions on the basis of defined risk tsmiSince these entities hold
government bonds (sovereign bonds) in differenntaes, the change in the degree
of a country's rating will result automaticallydhanges in decisions of international
institutions regarding the purchase, sale or hgldihthese bonds. Also, given that the
assessment of country risk affects decisively tis assessment of corporate bonds,
the extensive analysis the country risk assessimeaguired.

Country risk is a fundamental element for the asialyf a series of bodies and

institutions (Erb, et al., 1996). The fact of ineseng involvement with the issue of the
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analysis of country risk, is precisely because e tveighty importance of this

parameter.

It should be noted that country risk is not anowation. Ferguson and Schularick,
(2006) note that, in the period 1880-1913, it wesrded a discount of approximately
100 basis points on average, which was, in somesocasre up to 175 basis points,
between the countries of Asia and Africa that weneler colonial rule and other
countries in the region. The inclusion of a countrycolonial regime gave security
and reduce the risk of investors (Ferguson and |&cbk, p. 283). In fact, they call

this phenomenon as "empire effect”

While each assessment body of the country riskdeagloped a distinct qualitative
and quantitative parameters combination methodoliigye are five commonly used
parameters for estimating this risk (Guarinoni, 20T hese parameters are as follows
(Table ):

Sovereign risk
Political risk
Economic risk
Tranfer risk
Position risk

Table 10. Five factors of country risk

sovereign
a government change in a significant the risk arising spillover
becomes political change in the from a decision effects caused
unwilling or institutions economic by a foreign by problems in
unable to meet stemming from structure or government to aregion,ina
its loan a change in growth rate that restrict capital country’s
obligations, or government produces a movements trading partner,
reneges on control, or major change in or in countries
loans it other non- the expected with similar
guarantees economic return of an perceived
factor investment characteristics

Source: Guarinoni, 2013, p. 9
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As recorded in this table, sovereign risk refershi probability that the government
is either unwilling or powerless to repay its debfhd the possibility for the
government to undertake a renewal of borrowingitial risk refers to a possible
change of institutions associated with governmemtkwThe economic risk refers to
changes in the economic climate or economic stracithe transfer risk concerns the
possibility of a government to decide trade restic measures and capital transfer.
The position risk refers to the possibility to hameplace risk transmission problems

will arise in other countries in the region or beit trading partners.

The methodology of the PRS (PRS Group's Internatid@ountry Risk Guide -
ICRG) takes into account three pillars: The Ecormpniinancial and Political

Environment, and each pillar consist of parametsg$ollows (PRS, 1999).
A. Economic Pillar

1. GDP per capita

2. Change in real GDP per capita

3. Annual change rate of real GDP

4. Annual inflation rates (based on CPI)

5. Budget balance as a percentage of GDP

6. Current account balance as a percentage of GDP
B. Financial Pillar

1. Foreign Debt as a Percentage of GDP

2. External debt as a percentage of Exports

3. Balance of payments as a percentage of exports
4. Net liquidity (months) to cover imports

5. Exchange rate stability

C. Political pillar

1. Government Stability
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2. Social conditions

3. Investment environment

4. Internal conflicts

5. External conflicts

6. Corruption

7. Military involvement in politics
8. Religious Tensions

9. Compliance with laws and order
10. Racial tensions

11. Government Report

12. Quality of bureaucracy

As long as the measurement of specific parametars heen conducted, there is the
calculation of overall country risk, with the patal pillar having the double weight

than economic and financial pillar.

The OECD country risk methodology (OECD's CountigkRAssessment Model -
CRAM) is taking into account four pillars: thestory of payments (previous
defaults, restructuring, etc.), the financial dii, the economic conditions and the

political environment (Table ).

Table 11. OECD Country Risk Assessment Model.
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OECD CRAM

ECA Payment Financial

Experience Situation

Economic
Situation

Political Situation
(qualitative adjustment)

Arrears/Commitments External debt/Reserves

Claims/Commitments External debt/GDP
External debt
Service/Reserves

FX reserves (month of
import)

L

Growth Potential
Inv. Rate/Savings rate
GDP per capita
Long-term growth rate
Life expectancy

Policy Performance
Inflation

Budget balance

Current account balance

Vulnerability to external
shocks

Smallness

Export diversification
Fuel imports

Official aid

Political stability
Social tensions

Expropriation, Political
violence, Transfer risk

r @

CRAM score (OCSE)

Risk category from 0 to 7 (0 = minimum risk)

Source: Guarinoni, 2013, p. 9

e

2

As recorded in the table above, the first pillawisether there were payment default

events in the country, the second concerns the dditexternal debt to reserves, the

external debt to GDP, the external debt serviceserves and the Foreign Exchange

reserves. The third pillar relates to the econasitication, to the prospect of growth,

as evidenced by the ratio investment to savings,GBP per capita, the long-term

growth rate, and life expectancy. Also, regarding performance of the policy, the

factors accounted are inflation, balance budgetthadalance of payments. Also, as

a sign of whether the economy is vulnerable, ththoudlogy takes into account the

size of the market, the export orientation, oil ortp, as well as whether the country

is receiving external aid. In the fourth pillargetipolitical situation, the model takes

into account factors like political stability, satitensions, political risk and the

transfer risk.
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The methodology of SACE is formed in three pilildre entrepreneur risk, the credit
risk (counterparty), the legal and political riskdathe risk of lack of investor
protection tools (table ).

Table 12. Country risk according to the new SACgrapch.

Country Risk: the new SACE approach

I Country Risk

Entrepreneur Risks Protection tools
= Exporter = Credit (Counterpart risk) = Supplier Credit
= Bank + Sovereign = Buyer Credit/
= Builder * Bank + Confirmation of
= Investor « SME « Documentary letters of

« Big Enterprise credit

. . = Construction Risk
= Legal and e political violence
e ) o = Guarantees
« Expropriation and Nationalisation

« Transfer and convertibility
* Breach of contract

Political Risk Insurance

« Terrorism, war and civil unrest

Source: Guarinoni, 2013, p. 9

Standard and Poor's, regarding sovereign risk sisseg, examines total country risk

based on five parameters (Standard and Poor's, 2011; Standard and Poor’s, 2012):

e Effectiveness of institutions and political riskeflected in the axis of

performance policies.
e Economic structure and growth prospects, refleatethe axis of economic

performance.
e External liquidity and international investment pios, which is reflected in

the axis of the external performance.
e Fiscal performance and flexibility, and the debtdan, which is reflected in

the axis of budgetary performance.
e Monetary flexibility, which is reflected in the axof monetary performance.

The two first Pillars constitute the politico-ecomic profile of the country, while the
other three pillars constitute the profile of penfiance and adaptability of the country

(figure).

97



Figure 24. Sovereign rating framework, regardedoastry risk

Soverelgn Rating Framework

Five key areas lo determine a soversign's credilworlhiness

Puolitical score Economic score Extemnal score Fiscal score Monetary score

. .

Flexibility and performance
profile

Soveralgn indicatlve raling \
laval

Political and economic profile

Source: Standardu Poor’s, 2012, p. 3

Each parameter receives rating from 1 (higheste$dor6 (lowest score) and, with the
combination of the above parameters, is extratteddtal score of the country risk.

The higher the risk, the higher should be the reairthe investment, as shown in the
next figure:

Figure 25. Country Risk / Return
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30% Return Country risk/return matrix

25%
Greace,
o Rumania &
20% : Turkey
Itaby &
: Czech Rep.
15%
: Spain,
10% GB & Poland
o G Germany,
5% | Scandinavia
& France
Risk
0%  s5%  10%  15%  20%  25%  30%

Source: Carrox, 2010. p. 2

As Bharathy & Silverman note: “Risk management tlieoecommends
elimination, mitigation, transfer or acceptanceatglgies for the treatment of
significant risk categories. In the case of coumisik assessment, (the focus is)
on evaluating the risk due to various political mgé (Bharathy & Silverman,
2012, p. 363). The company can use special derasaproducts (Hull, 2012) or
can be covered through the use of special insurd&aéni and Paciotti (2010)
are mentioning that Political Risk Insurers arevptmg equity coverage and
credit coverage. West & Marin (2001) note that, there the companies use
political risk insurance, the less becoming thetjoal risk, thus the less the risk

premium for the country

The perceived value of political risk insurancassfollows:

Figure 26. Perceived Value of Political Risk Inswra
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PERCEIVED VALUE OF POLITICAL RISK INSURANCE

[ Political risk insurance for projects

Deterrence of

Reduction of both
capital costs and
financing costs

adverse host ’

i Prospect of \\.—p

govermnment actions 1 compensation 1
f

\ for losses ¢
b -
~ -
l hhhhh -
= . . el -
Investors gain B Project riskireturm profile Greater interest by debt
confidence improves for all investors and equity investors

Y

( More deals closed )

Source: West & Marin, 2001, p. 216

Risk insurance is becoming a usual practice foryntgmes of risk coverage. As
UNEP (2004) notes: “In the past five years, sonts @ssuers have started using
commercial Political Risk Insurance (PRI) to ackiean investment grade
rating, even when the foreign currency rating of thsuer’s nation is sub-
investment grade (or marginal). Although PRI cameca number of risks, the
ratings agencies usually only require currency mveatibility and exchange
transfer cover. This coverage protects investoingg the inability of the
borrower to convert interest and principal paymérs local currency to hard

currency (generally USD)".

6. Conclusion

This study confirms the importance of both econoraid institutional aspects
regarding the inflow of FDI in a country, as wedl arganizational factors regardiong
the decision of companies to establish a compaayfareign country

The government intervention, bureaucracy and ctiompevels, are, as has been
documented by a series of analyzes examined iditdrature review study, very
important areas for the receipt of internationadibess decision to proceed or not to
direct foreign investment. Without improvement inese parameters it will be
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extremely difficult for countries to attract inteional investment and even those that
would give a high added value in these countrielsel®, as mentioned above, to reap
the maximum benefits from FDI inflows should incoxgicompanies have a long-
term, have perspective can support broader econprogpects of the region and the
country and is willing to so invest in technologydaequipment, and human capital.
But to enter this kind of business, there shouldabanstitutional environment that
does not change as a result of any governmentarigons and also there should be a
state apparatus that facilitates entrepreneuridtipJone does not create hampered by

bureaucracy.

Regarding corruption, as established in the thexaleanalysis, an element that is
found of the utmost important. Corruption is notyoan extremely serious problem
because it prevents investment, but also becaus#racts dubious investments and
disputed benefit. The more widespread the corropéind the more acceptable is
corruption in a country, the more companies engerihis country will follow

corruption methods, thereby destroying the econoamgironment to deteriorate

entrepreneurship and further magnify the problem.

The political environment of the country is a keystitutional factor, with great
emphasis on risk assessment indicators and othantrgts business climate
indicators. One of the points of attention conceheslegislative environment of the
countries: while the overall picture is positivethviespect to the laws on enterprises,
independent of their size, there is the issueeajuent legislative change. Changes in
legislation entail uncertainty, which, in turn, sas difficulty in business decisions,
especially in combination with the poor qualitytbé political environment. In other
words, there is a risk, any changes in governmenesult in a change of the law
(investment laws, property laws, tax laws), makinglifficult long-term planning
business. This element is also the explanation mégative assessment of the legal
and regulatory environment of the countries, sifoeguent changes lead to

overregulation, bureaucracy and ultimately opacityr inefficiency.
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The dimension of culture in the axis of the comnarpractice is found to be a key
element for attracting FDI. Also important is thspact of education. As noted,
without investing in education, countries are Igsiground in quality and

competitiveness and it is difficult to attract istents to add value to knowledge,

technology and innovation.

Macroeconomic factors such as GDP growth and thempioyment rate are

important for attracting FDI, however, preciselychese of the crisis, should
countries have conducted radical reshaping thsiitiional environment, precisely
in order to reduce the negative consequences theisis.cr
Regarding the work, clearly and labor cost is adia the decision regarding the
investment and is directly linked to the country'sompetitiveness.

Certainly, there are difficulties beyond the inginal framework, such as the
economic environment, which became more difficuie do the economic crisis and
finding liquidity through bank lending. At this puiit should be noted that the more
healthy the institutional environment is, the eagies for companies to raise liquidity
in ways beyond bank loans, for example, througtdifugy from international private

equities and venture capitals.
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