
FUNDAÇÃO GETULIO VARGAS 

ESCOLA DE ADMINISTRAÇÃO DE EMPRESAS DE SÃO PAULO 

 

 

 

 

 

 

 

 

 

RONALD DE OLIVEIRA CONCER 

 

 

 

 

 

 

 

THREE ESSAYS ON FOREIGN DIRECT INVESTMENT 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

SÃO PAULO 

2017 



RONALD DE OLIVEIRA CONCER 

 

 

 

 

 

 

 

 

 

THREE ESSAYS ON FOREIGN DIRECT INVESTMENT 

 

 

 

 

 

 

 

 

Tese de Doutorado apresentada à Escola de 

Administração de Empresas de São Paulo - 

Fundação Getulio Vargas como requisito para 

a obtenção do título de Doutor em 

Administração de Empresas.  

 

Campo de conhecimento:  

Estratégia Empresarial  

 

Orientador:  

Prof. Dr. Paulo Renato Soares Terra 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

SÃO PAULO 

2017 



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
Concer, Ronald de Oliveira. 
     Three essays on foreign direct investment / Ronald de Oliveira Concer. - 2017. 
     85 f. 
 
     Orientador: Paulo Renato Soares Terra 
     Tese (doutorado) - Escola de Administração de Empresas de São Paulo. 
 
     1. Investimentos direto estrangeiros. 2. Ambiente institucional. 3. Análise de 
painel. 4. Macroeconomia. I. Terra, Paulo Renato Soares. II. Tese (doutorado) - 
Escola de Administração de Empresas de São Paulo. III. Título. 
 
 

CDU 339.727.22 
 

 

 



RONALD DE OLIVEIRA CONCER 

 

 

 

 

 

 

 

 

 

THREE ESSAYS ON FOREIGN DIRECT INVESTMENT 

 

 

 

 

 

 

Tese de Doutorado apresentada à Escola de 

Administração de Empresas de São Paulo - 

Fundação Getulio Vargas como requisito para 

a obtenção do título de Doutor em 

Administração de Empresas.  

 

Campo de conhecimento:  

Estratégia empresarial  

 

 

Data de aprovação: 

 

_____/_____/_____ 

 

 

Banca examinadora: 

 

 

____________________________________ 

Prof. Dr. Paulo Renato Soares Terra 

(Orientador) – FGV-EAESP 

 

___________________________________ 

Prof. Dr. Ely Laureano Paiva 

FGV-EAESP 

 

____________________________________ 

Profa. Dra. Virgínia Parente 

USP-IEE 

 

___________________________________ 

Prof. Dr. Luiz Ricardo Kabbach de Castro 

USP - EESC 



ACKNOWLEDGEMENTS 

 

 

I would like to introduce some words about this process. 

 

For almost five years I went through an academic process to achieve a doctoral degree. 

This is a tough path which someone is exposed to much uncertainties.   

 

We are forced to assume several costs, since uncontrollable externalities, costly trade-offs while 

others costs are unrecoverable. 

 

Beyond the scientific knowledge learning, this journey offers opportunity to confirms the real 

meaning of truth and strength. 

 

A distinct group of people contributed to throughout this process. 

 

No names will be mentioned since the intellectual maturation process is conducted beyond the 

university boundaries. 

 

Also, to expose several names and their respective contribution is almost an offensive way to 

express my appreciation, which could drastically reduce their value. 

 

A real recognition is memorable and goes beyond any simple supporting message.  

 

The members of this distinct group knows about their membership status, based on my 

continuous appreciation for their dignity, brilliance, and, above all, honor. 

 

Nonetheless, I must dedicate an homage to two essential people. They deserve this special 

mention since they are directly associated with their effective contributions of this thesis. 

 

I was extremely fortunate to find an outstanding supervisor as Dr. Paulo Renato Soares Terra, 

someone that summarizes the real meaning of PhD supervisor. I am very proud to have my PhD 

thesis made under his esteemed and impeccable guidance. 

 

Lastly and very especially, I express my gratitude to my Hiromi-san.   
Simply as she is, fundamental to illuminate my perceptions, without her support this process 

would not had been ended. 
 

 

 

 

 

 

 

 

 

 

 

 



AGRADECIMENTOS 

 

 

Apresento algumas palavras sobre este processo. 

 

Por quase cinco anos eu atravessei um processo acadêmico para alcançar o grau de doutorado. 

Este é um processo árduo dos quais se está exposto à diversas incertezas.  

 

Somos forçados a assumir muitos custos, desde externalidades incontroláveis, dilemas e ainda, 

pagar por outros de forma errônea e assumir certos custos irrecuperáveis. 

 

Por trás do domínio do conhecimento científico, esta jornada traz a oportunidade de confirmar 

o real significado de verdade e força. 

 

Um distinto grupo de pessoas contribuiram ao longo deste processo. 

 

Não mencionarei nomes, já que o processo de amadurecimento intelectual vai além das 

fronteiras de uma universidade. 

 

Ainda, expor diversos nomes junto à pontual e respectiva contribuição é um ato quase ofensivo 

para expressar minha apreciação, dado que tal gesto reduziria drasticamente o valor destas 

contribuições. 

 

O verdadeiro reconhecimento é alto tão memorável e está além de uma simples mensagem de 

agradecimento.  

 

Tais membros estão cientes da sua inscrição neste grupo, com base no meu contínuo 

reconhecimento e apreciação pela sua dignidade, brilhantismo, e sobretudo, honra. 

 

Contudo, eu devo dedicar uma homenagem à duas pessoas essenciais. Elas merecem esta 

menção especial uma vez que estão diretamente associadas junto com contribuições efetiva para 

esta tese. 

 

Eu fui extremamente afortunado em ter encontrado um excelente orientador como Dr. Paulo 

Renato Soares Terra, um professor que sumariza o real significado orientador. Eu tenho muito 

orgulho de ter a minha tese de doutorado realizada sob a sua estimada e impecável orientação. 

 

Por fim e muito especialmente, eu expresso minha gratidão pela minha Hiromi-san.   
Simplesmente pelo que ela é, fundamental para iluminar minhas percepções, da qual sem seu 

suporte esse processo não teria tido um fim. 
 

 

 

 

 

 

 

 

 



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 

                                                                                                        J.S.B  



ABSTRACT 

 

This doctoral thesis is composed by three articles about the influence of the external factors 

shaping the foreign direct investment (FDI). I propose three discussions specifically about the 

institutional environment and macroeconomic conditions shaping the FDI behavior. 

First, the study analyzes the impact of country-specific macroeconomic variables on outward 

foreign direct investment (OFDI) flows from Brazil. I have applied a VAR (vector auto-

regression) in order to determine the key drivers of OFDI flows, and tested the variables for 

Granger causality. This study improves on previous empirical analyses about home country 

determinants of outward FDI, which have proposed comparable time series models, mostly with 

inconclusive results. I argue that some of these studies have been biased by ill-conditioning 

arising from the estimation of too many factors with too few data points. This study corrects 

this by using a thresholded VAR, which explicitly imposes a parsimony restriction to the 

number of coefficients to be estimated. The results corroborate theoretical models of OFDI, and 

shed more light on the macroeconomic drivers of foreign direct investment from an emerging 

economy, using Brazil as a case study. 

In sequence, I discuss the impact of corruption levels on FDI. I have applied a panel data set in 

order to determine the duration of FDI flows invested abroad based on the corruption levels of 

the host countries. I argue that the time of permanence of FDI flows could varies since the 

existence of corruption levels, since the existence of weak institutional environment would 

create unfavorable conditions, and also shaping the kind of FDI projects which means a short 

or long term duration. 

Finally, I propose a discussion on the effectiveness of institutional environment regarding law 

application and its impact on the firm’s performance. Specifically, I test the conjecture of how 

different institutional environment perceptions (represented by firms’ expectations about the 

legal system) result in different performance levels of firms. I contend that the mere existence 

of a law system does not ensure their enforcement. Therefore, firms respond distinctively 

towards each environment to increase their performance. This suggests the need to examine 

more carefully the interaction of institutions. 

 

Keywords: Foreign Direct Investment; Institutional environment; Panel Data analysis; 

Macroeconomics. 

 

 



RESUMO 

 

Esta tese é composta por três artigos que tratam da influência do ambiente externo como fator 

de moldagem dos fluxos de investimento direto estrangeiro (IDE). São propostos três ensaios 

tendo em vista discutir como o ambiente institucional e condições macroeconômicas moldam 

os fluxos de investimento direto estrangeiro. 

O primeiro ensaio analisa o impacto de variáveis macroeconômicas na saída de investimento 

direto estrangeiro no caso brasileiro. Utiliza-se como metodologia vetor auto regressivo (VAR) 

e causalidade de Granger para determinar os determinantes dos fluxos de IDE das empresas 

brasileiras no exterior. Este estudo contribui para a literatura em negócios internacionais 

mediante da melhoria de análises empíricas já realizadas sobre o tema. A literatura existente, 

comparada ao uso de séries temporais mostra-se inconclusiva. Argumenta-se que alguns destes 

estudos são enviesados pela falta de coerência na especificação dos dados. Nesta ótica, o ensaio 

corrige usando thresholded VAR, do qual impõe restrições no tratamento dos dados e no 

número de coeficientes a ser estimado. Os resultados corroboram com os modelos de IDE 

existentes e oferece um novo olhar sobre os vetores que IDE de um país emergente, neste caso, 

usando o caso brasileiro. 

Em seguida, é discutido o impacto dos níveis de corrupção no IDE. Foi aplicado a metodologia 

de dados em painel para determinar a duração dos fluxos de IDE e a respectiva interação com 

os níveis de corrupção dos países hospedeiros. Argumenta-se que o tempo de permanência dos 

fluxos de IDE varia de acordo com os níveis de corrupção, uma vez que um ambiente 

institucional fraco é cria condições desfavoráveis. Desta maneira, níveis de corrupção moldam 

o tipo de projeto de investimento externo, no que condiz o seu tempo de duração. 

Por fim, propõe-se uma discussão acerca da efetiva do ambiente institucional tendo em vista a 

aplicação das leis e o impacto no desempenho das empresas. É testado, especificamente, como 

as diferenças na percepção do ambiente institucional (representado pela expectativa do Sistema 

Legal pela ótica empresarial) resulta em distintos níveis de desempenho. Neste trabalho, afirma-

se que a mera existência do sistema legal não garante a sua efetividade. Destarte, empresas 

reagem de maneira distinta em cada ambiente em prol de aumentar seu desempenho. Tal 

distinção ressalta um olhar mais apurado e cuidadoso em como as instituições interagem. 

 

Palavras-chave: Investimentos direto estrangeiros. 2. Ambiente Institucional. 3. Análise de 

painel. 4. Macroeconomia. 
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INTRODUCTION 

 

The debate extends over external factors shaping the firm’s behavior, specifically 

about the institutional environment and macroeconomic conditions. The International Business 

literature is a multidisciplinary field covering several topics, as multifaceted and complex as 

the concept of human nature. This doctoral thesis consists of three articles briefly summarized 

in the following paragraphs. 

An emerging country case introduces the natural versus artificial selection 

perspective motivation within the internationalization process of the firm. In order to determine 

the key drivers of the internationalization process, Chapter I presents a study analyzing the 

impact of country-specific macroeconomic variables on outward foreign direct investment 

(FDI) flows. The main issue is whether the domestic economic environment influences local 

firms to invest overseas. Prior literature on this topic employs a diverse set of variables. 

Alternatively, I explore the problem focused on the recent trajectory of an emerging country 

economic scenario, adopting a parsimonious set of variables. 

Because of limited information about the composition of FDI flows from Brazil, I 

cannot examine the competitiveness of Brazilian multinationals at the firm level. Instead, I rely 

on aggregate data. Furthermore, there is a considerable number of multinational enterprises 

(MNEs) classified as commodities-related companies, similar to other emerging economies. In 

this point, the small number of Brazilian multinationals in global company rankings, and the 

coincidence of the FDI flows from emerging economies and the rise 

of commodity prices during the 2000 decade put in jeopardy the competitiveness of Brazilian 

Multinationals. 

Moreover, this study sheds light on the limitations of previous literature on this 

topic. Specifically, this study improves on previous empirical analysis about home country 

determinants of outward FDI, mostly with inconclusive results. I argue that some of these 

studies have been biased by misspecification arising from the estimation of too many factors 

with too few data points. This study corrects this by using a threshold VAR, which explicitly 

imposes a parsimony restriction to the number of coefficients to be estimated. Preliminary 

results of this research was presented in the UNCTAD International Business Conference in 

2013, and a preliminary version of this study was presented at a competitive section of the 4th 

Copenhagen Conference on Emerging Multinationals in 2014.  

Refining the same line of research, Chapter II examines how the institutional 

environment impacts on the entrance and exit of foreign capital in host countries. The article 



2 
 

analyzes the effect of corruption levels on FDI flows. The level of corruption in host countries, 

a proxy for weak institutional environments, may raise uncertainties for MNEs operations. 

Given the lack of guarantees due to corruption practices, a host government might impose 

sudden changes in policies creating unfavorable conditions to foreign companies. In an extreme 

situation, a government can confiscate foreign assets or even nationalize foreign companies. 

Recognizing that the presence of corruption does not inhibit foreign companies’ 

entry, MNEs operating under adverse conditions may choose for shorter term FDI projects that 

instead of longer term ones. Thus, MNEs would prefer entry in long term projects in countries 

that offer more guarantees. Using aggregate data to understand this dynamic, I use a panel data 

analysis to determine the duration of FDI flows given the corruption levels of host countries. 

Despite empirical evidences are demonstrated on this topic, the mobility of capital based on the 

institutional environment is not currently found in international business literature. A working 

paper version of this article was presented at the Annual Meeting of Academy of International 

Business in 2015. 

Finally, Chapter III proposes a theoretical framework of firm-level perceptions of 

the quality of the institutional environment. Based on a multidisciplinary approach of 

International Business, Law and Institutional Theory, the framework describes different 

dynamics of MNEs operating in a variety of institutional environments. This research examines 

how MNEs respond differently to the institutional conditions in host countries and how these 

affects performance. In this light, I show that the understanding of the institutional environment 

is consolidated in the legal system, since these are the aspects that provide security conditions 

for the operation of companies. The effectiveness of the legal system in providing guarantees 

and security to private contracts is, thus, the central issue investigated. 

Under this perspective, I propose a theoretical framework as a sequential game of 

payoffs based on the interactions between MNEs and local host government agents at distinct 

rule of law and enforcement levels. I extend the theoretical and empirical framework by 

separating two perceptions in two time-periods: (1) the perception of the institutional 

environment procedures, based on the existence of laws and the legal apparatus; and (2) the 

effective action of enforcement mechanisms to provide guarantees to the rights granted to firms. 

I develop a framework comprised of four classifications of institutional 

environment reflecting the combinations of the level of the rule of law and the effectiveness of 

state enforcement mechanisms. I demonstrate that institutional conditions shape the firm’s 

behavior and, as such, there are distinct strategies that firms could follow. While firms evaluate 

such conditions to adapt their actions, the institutional environment influences their 
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performance. As a result, this study evaluates the effectiveness of the law in defining the 

conditions to firms operate. Mainly, the discussion guidelines are the level of rigor of the rules 

and the vulnerability to environment changes are. 
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I. THE MACROECONOMIC DETERMINANTS OF OUTWARD 

FOREIGN DIRECT INVESTMENT: EVIDENCES FROM BRAZILIAN 

CASE1 

 

 

 

 

 

 

1. INTRODUCTION 

 

The local macroeconomic context can be viewed as a key factor to influence the 

performance of firms in a specific country. The macro context in which firms operate can 

decisively influence the way in which competitive advantages are created (Hawawini et al, 

2004; Boateng et al, 2014). Conditions that arise throughout the economic history of each 

country may situate them on one of several possible stages of economic internationalization, 

thus shaping their attractiveness to FDI. Macroeconomic and institutional factors may also 

create a sufficiently conducive environment to enable domestic firms to invest and compete 

abroad, which may then cease to be local companies and become MNEs. 

The international business literature presents the conceptual framework of 

Investment Development Path (IDP), which correlates economic development levels with FDI 

flows (Dunning, 1981; 1986; 1988). IDP assumes that each country receives (inflows) and 

dispends (outflows) FDI as consequence of country-level development. The higher the country 

economic development levels, rated by its Gross Domestic Product (GDP) per capita, the higher 

will be its propensity to invest abroad, according to the predictions of the IDP framework. But 

although the development pattern of a country’s economy can be summarized by the evolution 

of its GDP per capita, such description is incomplete, as several idiosyncratic factors arising 

from other macroeconomic variables have significant influence on the outward FDI (Turolla et 

al, 2010). In particular, several studies show that a few emerging economies have skipped ahead 

                                                           
1  Research proposal presented in the Reading-UNCTAD International Business Conference: Contemporary issues 

in International Business Theory. Reading, UK, April, 2013. A preliminary version of this article was 

also presented at competitive section of the 4th Copenhagen Conference on Emerging Multinationals: Outward 

Investment from Emerging Economies. Copenhagen, October, 9-10th, 2014. 
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of the development path, by originating considerably more OFDI than their development paths 

would have predicted (Kalotay, 2008; Liu et al., 2005). 

A large number of studies investigate the determinants of outward FDI. While most 

of these focus on host country aspects (Buckley et al, 2007; Zhang and Daly, 2011; Kolstad and 

Wiig, 2012), several other empirical studies have focused on home country factors to explain 

outward foreign direct flows, specifically the macroeconomic and institutional aspects (Kyrkilis 

and Pantelidis, 2003). OFDI originating from large emerging economies were addressed, for 

instance, by Kalotay and Sulstarvova (2010), which model the outward FDI from Russia and 

test the hypothesis of whether home country specific factors, such GDP per capita, significantly 

affect investment outflows. Tolentino (2010) adopted a vector auto-regressive model (VAR) to 

examine the relationships between several home country-specific macroeconomic factors and 

outward FDI flows of China and India. Other empirical studies test that relationship in the 

Malaysian case (Kueh, Puah and Apoi, 2008; Kueh, Puah and Mansor, 2009; Goh and Wong, 

2011).  Despite such contributions to this field of study, the question about the influence of 

home country macroeconomic factors on outward FDI remains controversial (Boateng et al, 

2014). Many of the studies cited have investigated the effects of home country-specific factors 

on outward FDI with inconclusive results. 

This paper aims to investigate the macroeconomics determinants of outward FDI 

(OFDI) in the Brazilian case, and also to address some methodological shortcomings presented 

by prior studies on the topic. The approach will be to analyze the impact of local 

macroeconomic factors on outward FDI originating from Brazil, using such data both as a basis 

for testing predictions of the international business literature and as an example of how some 

prior analyses of this theme have been biased by inadequate modeling assumptions. 

One reason for studying emerging markets multinationals is to understand the 

relationship between the home country context and the international macroeconomic context, 

which have no clear place in the International Business (IB) theory. Ramamurti (2009) exposes 

the existence of some abstract generalizations derived in the context of the IB literature, which 

have argued for and against the existence of such relationship. In these studies, several 

contextual variables are used to reduce the complexity to a parsimonious set of variables.  In 

this point, this paper considers as a context the trajectory of development of the Brazilian 

economy, in order to further investigate aspects that could impact the outward FDI. Another 

aspect on the research of emerging multinationals consists on the level of competitiveness 

reached in order to promote international expansion. Once emerging MNEs operates in a weak 

institutional environment, they possess other advantages that could make them more 
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competitive against traditional MNEs, such as political capabilities and the capacity to execute 

mergers and acquisitions successfully (Guillén and García-Canal, 2009). Thus, they could be 

more competitive against traditional MNEs in foreign countries (Cuervo-Cazurra and Genc, 

2008). 

The Brazilian case offers a context-dependent image of how local firms became 

MNEs, especially regarding the institutional and economic reforms in the 1990s. Most of the 

empirical research studies the enhancement of firms’ capabilities in their home country, and 

subsequent expansion of their activities overseas (Cuervo-Cazurra, 2007; Fleury and Fleury, 

2012). Other papers relate about the pull factor effect based on environment escape to explain 

Brazilian MNEs (Stal and Cuervo-Cazurra, 2011). 

Under that point of view, Wells (2009) emphasizes that problems are frequently 

related looking at the empirical research about the phenomena of emerging multinationals. 

Although these companies could have advantages in the home country, they may not survive 

for long while competing overseas. Based on this assumption, this paper discusses about the 

“incomplete Darwinian process”, related by Wells (2009). 

I focus on a set of promising variables that could serve as proxies for determinants 

of outward FDI. I create a model of the inter-dependence of such variables by using a VAR 

(vector auto-regression), and also test for Granger causality between OFDI and the dependent 

variables. This study improves on the current literature by using higher frequency (quarterly) 

data, which are more likely to capture the dynamic structure of microeconomic decision-making 

processes. Cross-border mergers and acquisitions (Boateng et al., 2014) have been an important 

part of the investment strategies of MNEs from large emerging economies, and these 

transactions are more agile in nature than opening branches in foreign countries. Therefore, I 

will use quarterly data in order to better match the underlying microeconomic structure. 

Also, I have verified that several prior studies have constructed models that fall prey 

to severe overfitting, whose main characteristics are working poorly out-of-sample and 

reaching invalid conclusions. This effect is a natural consequence of attempting to model too 

many factors on too few points of data without imposing any parsimonious restrictions on the 

models. I correct this by using a thresholded VAR, which explicitly imposes a parsimonious 

restriction. A bootstrap test is used to assess whether the thresholded VAR has improved out-

of-sample properties when compared to standard VAR. 

This paper is organized as follows: section 2 provides an overview of the 

development of Brazilian FDI outflows, and relates this to current empirical literature. The third 

section presents theoretical hypotheses based on the findings of such literature and of the 



7 
 

Brazilian economic environment since the institutional reforms of 1994. I then present the data 

and methodology, and finally the results and discussion of this study. 

 

2. CHARACTERISTICS OF THE BRAZILIAN ECONOMIC ENVIRONMENT 

 

This section presents a description of the Brazilian economic environment, in order 

to construct the hypotheses of this study. In an exploratory way, for the Brazilian case, it is 

possible to evaluate the idiosyncratic collection of facts about the economic history to 

contribute to the hypotheses of this study. Firstly, I present an overview of recent 

macroeconomic history, subsequently supplemented by microeconomic aspects, and finally 

some case studies. 

 

2.1 The macroeconomic environment 

 

In the end of 1980 decade, Brazil faced several problems both economic and 

political orders. Since its independence, this period was the worst crisis recorded in the 

Brazilian history: a long period of economic stagnation, hyperinflation and burdensome 

external debt. The per capita income during 1994 was at the same level registered in 1980. The 

government had no more credibility due the innumerous recurring attempts to stabilize the 

economy, which culminated in the recession of the early 1990. 

As result, the 1980s was considered in Brazil as the “lost decade”, in the 

institutional, economic and technological contexts (Ferraz et al, 1992). The lack of investments 

in that decade was reflected in the precariousness of infrastructure, mainly in energy, 

telecommunications, transports and ports areas. In addition, poor quality of the basic 

educational system was a result of the fiscal crisis of the states, also impacted by the lack of 

development of specialized professional training programs. Besides generating inefficiencies 

and high costs, such absence has made difficult the adaptation of the workforce to more 

advanced technological standards, contributing to the stagnation of productivity gains. Based 

on the production indicators, the productivity levels during 80’s increased just 3,6% per year, a 

very low pace compared to international levels (FIESP, 2014a). 

The foreign trade policy of the 1980 decade was characterized by the protection of 

national industries using import restriction mechanism, based on the adoption of non-tariff 

measures and even by the prohibition of some products. After years of state intervention, price 

controls and limited exposure of firms to global competition, most of the Brazilian 
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manufacturing apparatus was revealed as inefficient and of scarce global competitiveness. Not 

surprisingly, in this period Brazilian exports increased only 5,82% on average, below the 6,3% 

growth in global trade flows. Such evidence can be perceived as a result of obsolescence of 

machinery and technological backwardness compared to global standards. During this 

period, the Brazilian economic scenario was marked by an immediate search of an economic 

stabilization plan and the improvement of national competitive levels. The opening up of the 

economy started in the early 1990s as a result of the liberal trend of those times (Lacerda et al, 

2002). 

The beginning of the productive restructuring process was highlighted by the 

exhaustion of the imports substitution model and deregulation of international markets. In the 

1990s, the new trade policy was based on the creation of two agendas, Brazilian  Quality and 

Productivity Program and Industrial Competitiveness Program which consists of a series of 

measures, such as the  increase of technological capabilities; exposure of national industry to 

international competition; improvement of quality and costs in the domestic market; 

development of new industries and search for great specialization of production; competitive 

restructuring of the industry through the adoption of coordination mechanisms; creation of 

credit support instruments and strengthening the technology industry Also, the progressive 

reduction of the tariff protection levels and elimination of various non-tariff barriers to 

international trade (Guimarães, 1995). For instance, the average nominal tax rate on imports 

was gradually reduced from 26,4% in 1988 to 10,6% in 1999. 

As a consequence, Brazil witnessed a broad but incomplete reversal of the national 

development strategy. Early in that decade, the Fernando Collor government promoted a major 

effort that increased the exposure of firms to international competition, with trade liberalization 

efforts. The imports substitution model gave way to greater exposure of national firms to 

foreign competition, with the removal of some of the former protectionist measures, as 

evidenced by the sharp increase in trade flows in the early 1990s. The rise of Mercosur customs 

union also contributed to facilitate the access to the Brazilian market, that further exposed 

Brazilian firms to foreign competition. For instance, import flows in the period 1995-2000 

registered an average annual growth of 162% higher than previously recorded in 1990 (Figure 

1).  This set of measures provoked a profound industrial challenging restructuring to domestic 

companies to face international competition. 
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Figure 1: Brazilian Imports Evolution (Total FOB and average tax). 

Source: Brazilian Central Bank and IPEADATA. 

 

This situation caused a severe adjustment over the following years marked by the 

companies specialization efforts focused in their core business activities, closing plants and 

secondary productive lines. As part of the government's economic reform efforts, the new 

model of development priorized the destination of resources to increase productivity and 

competitiveness, allied to the strategy of privatization of state-owned companies. 

The National Privatization Program (NPP), intensified since 1990, sought to 

achieve financial equilibrium and transfer to the private sector the costs of the necessary 

modernization of the national infrastructure. From 1991 until 1998, 60 state-owned companies 

were privatized resulting in total revenues of US$ 28.5 billion for the government. The steel 

industry is a perfect example of lack of competitiveness of an industry impacting on several 

barriers to national development. State-owned companies were acquired by Brazilian-owned 

companies such as Gerdau and investment funds (Andrade et al, 2001). Other sectors included 

mining, energy and petrochemical. Changes in legislation allowed foreign investors to hold up 

to 100% of the voting capital of the companies to be privatized. Therefore, the inflow of foreign 

investment also acquires greater importance in financing external the current account deficit 

and enabling the accumulation of reserves. It has also allowed the government to foster mergers 

and acquisitions and consolidation in the market, in an effort to modernize the productive 

structure of the country and insert it in the international scenario (Lacerda et al, 2002). 

In fact, Brazil was located practically in an insular position with reference to FDI 

at the end of the 1980s, with an FDI position of only 0.4% of GDP, whereas worldwide FDI 
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averaged 2.7% of the world’s GDP (Concer et al, 2010). As such, the internationalization of 

Brazilian firms began at a very slow pace, as these firms were mainly seeking to serve the 

foreign markets through exports. It is noteworthy that Brazilian firms were strongly protected 

by the governmental policy and lacked appropriate market stimuli. Those firms made little 

investment abroad and what little they made was topical; in many cases, these investments 

failed to generate the expected results. This scenario was extended throughout the 80s, when a 

few additional companies made investments abroad, even if intending solely to strengthen the 

presence in foreign countries in order to support their export strategies. Despite these meager 

OFDI flows, analysis of OFDI stocks indicates Brazil was ahead of other BRICs (Brazil, Russia, 

India and China) countries until the early 2000s. 

Another plausible contributing factor to the internationalization of Brazilian firms 

is the strong national currency appreciation in this period. Turolla and Concer (2010) describe 

the foreign exchange peg strategy adopted in 1994-1998 as a central element of the strategy 

adopted to bring hyperinflation under control. This helped stabilize the macroeconomic 

environment in such a way as to enable both inward and outward FDI flows, but could arguably 

have as a side effect an increase in purchasing power of domestic firms, driving outward 

investments. 

Certain global factors must also be considered, since most emerging economies also 

experienced increases in FDI (inward and outward) in the same period. The 1990s have been a 

decade of noticeable global macroeconomic stability (especially the period spanning 1992-

1997), bringing historically low market volatilities, which tend to induce increased risk appetite 

for investments in and out of emerging economies. Late in the 1990s, Brazil received an 

equivalent of more than 5% of its GDP in inward FDI, narrowing the gap to developed 

countries. Brazil had, by then, consolidated its position as an important destination for FDI and 

had also become an important market for global corporations. 

This period has, however, been arguably one of the fiercest competitive 

environments ever experienced by local companies. Acting under pressure from trade openness 

and unfavorable exchange rates, many Brazilian firms had to choose between three alternatives: 

(1) shut down their operations; (2) sell the enterprise to foreign corporations that could operate 

with higher productivity or (3) make severe adjustments to face competition. Such 

macroeconomic scenario not only radically changed the incentives for internationalization, but 

also withdrew liquidity from credit and capital markets as a consequence of high interest rates 

required to keep the currency peg, and shed significant uncertainty on the future development 
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of relative prices (Iglesias and Veiga, 2005). Even now, after the currency has been allowed to 

float, Brazil continues to have one of the highest benchmark real interest rates in the world. 

The devaluation of the Brazilian Real currency in 1999 offered additional degrees 

of freedom in the internal market, and also brought a relief for the export sectors, intensified in 

the period of 2004-2008 by favorable prices. The fact that the Brazilian internationalization 

process was initiated by export strategies and later moved on to originating outward FDI could 

be presented as evidence that the volatility of exchange rates affects the operations of those 

companies. Such volatility could be responsible for accelerating the movement of 

internationalization of those companies, after the exchange rate peg was abolished, as a risk 

mitigating measure. 

 

2.2 Brazilian MNEs: an historical perspective 

 

The process of internalization of Brazilian firms can be viewed in different stages. 

Based on Iglesias and Veiga (2002), the initial stage started between the mid-1960 and 1982, 

where only Petrobrás, some banks and construction companies invested abroad. In fact, the 

investment flows were not significant until the 1980s. Banks expanded their activities to obtain 

credit in foreign countries. The construction companies had as main destination the Arab 

countries, that went through periods of intense growth and accomplishment. Petrobrás had the 

intention of finding new sources for the extraction of mineral resources (Guimarães, 1995). In 

relation to other firms, only Copersucar, Gerdau, Gradiente and Caloi expanded their 

investments overseas, in this period, however, exclusively of commercial character, serving as 

support to the export activity of Brazilian companies. 

The second stage initiated between 1983 e 1992, when OFDI from Brazil totalized 

US$ 2,5 billions, but these investments were mainly concentrated between 1990 and 1992. The 

financial sector and Petrobrás continued to be important players, but there was a growth in the 

participation of smaller firms in these investments. Also, greater opening of subsidiaries, and 

greater diversification of the manufacturing industry investing abroad. This period was 

characterized by greater expansion in the sectors related to transportation, textiles and steel, 

despite economic stagnation and the inflationary situation preventing a more intense 

internationalization process. In the 1990s, there was greater diversification in the size of the 

companies operating abroad, with a higher degree of concentration of companies in the 

Southern Cone of the continent and greater expansion of the construction sector, as well as 

transportation materials, steel and mechanical industry. 
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Some relevant sectorial specificities must be considered. Food industries, composed 

by Perdigão e Sadia (today Brazilfoods) and Copersucar, had as objective only to install 

commercial offices and to develop research partnerships, not aiming the construction of plants 

abroad, since these had productive advantages in Brazil, as the availability of raw materials and 

inputs. The textile and clothing industries (Artex, Hering, São Paulo Alpargatas and Staroup) 

sought to increase their profit margin and to carry out joint ventures abroad, in addition to taking 

advantage of good management conditions and producing goods with higher added value. The 

packaging industries (Toga and Itap) wanted to set up abroad because of the need for packaging 

to be designed specifically for each customer, and therefore the intention was to 

internationalize. The steel and capital goods sector (Gerdau Group, Schüler Press, Fupresa, Weg 

Motores and Villares) needed to internationalize their activities to meet the specific demands 

of regional markets and assembling certain products with specific demands for each customer, 

in addition to the need to workshops. Some companies in the auto parts industry saw in the 

internationalization an exit in face of important changes in the competitive context of the 

industry. The need for customer satisfaction, the need for speed, flexibility and also short term 

technological solutions were crucial factors for the internationalization of companies. The 

aircraft industry (Embraer) needed to develop a product of international quality for its niche 

market, in addition to the need for overseas units for repairs (Dias, 1994). 

The home-government can provide incentives for the internationalization process 

of the local companies. There are notable cases of support for internationalization based on 

government support. As an emerging market example, the Chinese case, local companies 

received institutional support from the Chinese government in their internationalization 

movements (Zeng and Williamson, 2007). As result, China is the highest OFDI investor related 

to greenfield project among the emerging countries (UNCTAD, 2016). As another illustrative 

example of this framework, the Spanish model, in which the public sector supports FDI of 

Spanish companies. The tools range from institutional support (bilateral taxation agreements), 

use of investment promotion agencies, tax deductions, and political risk insurance with 

coverage of up to 99% of the risks of expropriation, convertibility, and transferability 

(Passanezi Filho, 2005). In addition, the Spanish government created in 1996 the Entities for 

Tenancy of Foreign Securities (ETVE), with the objective of establishing a favorable tax regime 

for foreign investments materialized through the corporate structures, thus becoming a vehicle 

for investments in Europe and, especially in Latin America. The Spanish model demonstrates 

the consolidation of public policies aimed at the development of the internationalization 
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process, both by fiscal means in the countries receiving direct investment and in the repatriation 

of investments abroad. 

Moreover, Asian countries also maintain active policies. South Korea and Taiwan 

have fostered the creation of "national champions" who have invested abroad through the 

provision of low-cost combined credit to tax benefits (Brasil, 2009). 

In the Brazilian case, however, companies receive little support in the institutional 

sphere. Despite the existence of lines of credit from Banco Nacional de Desenvolvimento 

Econômico e Social (BNDES) to support internationalization, the cost of credit remained high 

(Brasil, 2009). 

As of 2002, BNDES increased its support structure, offering high-availability of 

funds to expand business overseas, provided that these investments could significantly increase 

the exports from Brazil. Also, in the same year, the Program of Support to the Investments of 

Brazilian Companies of National Capital Abroad was created with the objective of financing 

investments in logistics, infrastructure of exports support services, even the establishment of 

new productive units abroad and joint ventures (Alem and Cavalcanti, 2005). 

In 2008, BNDES adopted the policy of creating “national champions” based on the 

selection of local firms that could became giants in their industries to compete worldwide. This 

policy was concluded in 2013, which provided more than R$ 40 billions to several industries: 

petrochemical, pulp, refrigerators, iron and steel, orange juice and cement, using subsidized 

credit and the purchase of shareholdings. The results of this policy proved to be adverse, which 

only TOTVS (application software company) proved to be an exception as a success case. 

In this way, the Brazilian government did not provide incentives like other countries 

in the context of the international expansion of its companies. But difficult environmental 

conditions drove a "certain Darwinian process" for Brazilian companies. Like other emerging 

countries, the gain in competitiveness of local firms stems from the ability to operate in complex 

local environments and achieve superior performance allowing them to compete globally 

(Guíllen e Garcia-Canal, 2009). In the Brazilian case, one of the reasons for the 

internationalization of companies is their management model: the development of differentiated 

organizational competencies from which they were integrated to become internationally 

competitive, while there was no governmental support or cooperation between financial 

institutions (Fleury and Fleury, 2012). Others argue that MNE outward flows are explained by 

pro-market reforms and pull factors such as the escape of local regulations (Stal and Cuervo 

Cazurra 2011). 
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Even though the presence of Brazilian companies abroad has grown since the 

2000s, the composition of the flow of investment deserves a more detailed analysis. The 

following sections discusses the composition of the outflows. 

 

2.3 OFDI Composition 

 

OFDI grew in the 1990 based on the economic stabilization and the. The export 

promotion model did not change much until the first half of the 1990s. The investment flow 

begins to increase in volume from 1995 onwards. At this point, some particularities must be 

related. 

In 2004, OFDI registered US$9.47 bi, based in a merger of Brazilian beverage 

company Ambev and Belgian Interbrew. In 2006, FDI outflows exceeded the inflows by the 

first time in Brazilian history. The total amount of US$ 27,251 billions, was highly influenced 

by one individual transaction: the US$ 17 billion acquisition of Canadian Inco company by 

Companhia Vale do Rio Doce. In 2008, the total flows reached US$20,475 billion, 25% of 

which are composed by foreign acquisitions by Brazilian MNEs such as Gerdau, JBS-Friboi, 

Vale, Petrobras, Votorantim and Marfrig. In 2009, despite contraction of outward flows due to 

a surge in intra-company loans from affiliates abroad to their parent companies, seven 

individual acquisitions were registered by Brazilian multinationals abroad. Vale participated in 

three transactions (mining), Itau and Bradesco (finance services) Petrobras (oil) and Votorantim 

(cement), in a total of US$ 2.7 billion. In 2010, a new historical in investment volume was 

registered, however below to the 2006 record. Of the 22.06 billion registered, approximately 

45% comes from acquisitions of foreign companies by the same companies mentioned above 

(FDC,2013). 

In fact, OFDI from Brazil grew as seen in the 2000s, which implicit at the growth 

of the number of companies investing abroad. However, some important points should be 

highlighted. It is pointed out that the most relevant individual transactions that make up 

Brazilian direct investment abroad come from sectors directly linked to or related to 

Commodities. Even though the total flow in 2009 was negative, there are large volume 

transactions in commodities industry related. 

Within the turbulent environment at 1990s, both reflected at international 

competition and difficult macroeconomic conditions, like currency appreciation, high capital 

costs and restricted access to credit for investments abroad may have contributed to “natural 

selection” process from these companies in the following decade. Apparently, the process of 
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overcoming these barriers may not be identified as a decisive factor for the born of the Brazilian 

multinationals. Based on the number of individual transactions and the industry concentration 

reflecting the composition of total FDI outflows, I address the question if Brazilian companies 

effectively developed capabilities that improves their international presence.  Considering the 

recent macroeconomic movements, I suggest six hypotheses which details how it could 

influence the FDI outflows from Brazilian companies. 

 

3. HYPOTHESES 

 

3.1 Interest Rate 

 

Benchmark interest rates are a proxy for the opportunity cost of capital, as well as 

the overall liquidity and availability of funding to domestic companies. Lower interest rates 

tend to increase the levels of capital investment, and thereby also affect ODFI flows from 

domestic companies. 

Some evidence about the role of interest rates has been brought forth in the 

international business literature. Oxelheim et al (2001) suggest that firms that engage in FDI 

operations should reduce their financial exposure and also gain a more competitive cost and 

higher availability of capital. Moeller and Schlingemann (2005) expose the influence of the cost 

of financing in foreign acquisitions, where interest rates are naturally a dominant factor. Barrell 

and Pain (1996) find a positive correlation between capital costs and OFDI, of which cross-

border mergers and acquisitions are a relevant part. Other studies such as Pablo (2009); 

Forssbaeck and Oxelheim (2008) also confirm that the ability of a firm to invest abroad is 

determined by the cost and availability of funding. This evidence is further corroborated, in a 

UK case study, by Boateng et al, (2014), and also in the Italian and Dutch cases by Kyrkilis and 

Pantelidis (2003), all of which conclude that lower interest rates in the home country lead to a 

higher propensity to outward FDI. 

In the context of emerging countries, Tolentino (2010) tests this relationship for the 

case at China and India. In Brazil, the possible existence of such correlation can be justified by 

qualitative studies showing that 57.6% of local MNEs claim that financing costs are an 

important barrier to investing abroad (Sobeet, 2007). Furthermore, one survey (FDC, 2013) has 

identified funding concerns as the most important factor in the decision by Brazilian firms to 

invest abroad. 
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Given the importance of the cost of financing, based on the movements of the 

interest rate, I hypothesize that: 

 

H1: Lower interest rates positively influence outward FDI. 

 

3.2 Exchange rate 

 

There is a large body of empirical studies about the possible relationship between 

exchange rates and OFDI. Aliber (1970) pioneered the examination of the effects of 

macroeconomic variables on FDI. Specifically, the author concludes that countries with a strong 

currency tend to invest abroad, by lowering the competitiveness of exports and simultaneously 

making foreign assets cheaper in local currency terms. Several studies using data for different 

countries and also other macroeconomic variables (such as FX volatility) reach the same 

conclusion, namely that an appreciation of the local currency encouraged FDI outflows 

(Blonigen, 1997; Bayoumi and Lipworth, 1998; Gopinath et al, 1998; Golberg and Klein, 1998; 

Guo and Trivedi, 2002; Choi and Jeon, 2007; Bolling et al, 2007; Georgopoulos, 2008). Also, 

Goh and Wong (2011) find that the absolute exchange rate level is a macroeconomic 

determinant for the outward FDI in Malaysia, with the presence of a long-run dependency 

among these variables. Studying the FDI dynamics of developed countries, Takagi and Shin 

(2011) estimate the impact of exchange rate movements on the volume of FDI flows from Japan 

to developing and emerging countries. 

At this point, an appreciation of home currency would reduce the nominal 

competitiveness of international trade and increase the desire of domestic firms to invest abroad 

in order to serve overseas markets (Markusen, 1995; Kyrkilis and Pantelidis, 2003). It is 

plausible that firms from countries with appreciated currencies tend to have financial 

advantages with respect to firms from countries with weak currencies (Kohlhagen, 1977). But 

despite some empirical and theoretical evidence in the literature, the relationship between 

exchange rate and FDI is a controversial one. For instance, evidences to the contrary are 

exposed by Froot and Stein (1991), Healy and Palepu, (1993), Blonigen (1995), Blonigen and 

Feenstra (1996), Steves (1998), which concluded that there is a negative correlation between 

FDI and home country exchange rates. Tuman and Emmert (1999) find a weak effect of 

exchange rates on FDI. 

Prior studies of the Brazilian case also analyze this controversial relation. There has 

been extensive debate, most of which is poorly developed empirically. Part of the literature has 
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widely defended the devaluation of the national currency as a highly relevant drive of the 

competitiveness of national exports. For instance, industry association studies postulate a 

weaker currency as an essential condition for competitiveness (FIESP, 2014a). The same stream 

of the literature also correlates devaluations of the currency to a higher level of capital 

investments (FIESP, 2014b). 

Macadar (2009) attributes the decline of Brazilian outward FDI in the period of 

2000-2006 to an appreciation of the currency. It is argued that Brazilian MNEs accelerate their 

internationalization process by deploying a global sourcing model, in order to protect 

themselves from fluctuations the exchange rates, as these may result in higher costs to domestic 

companies and therefore lower global competitiveness. Others support this relationship with 

qualitative arguments, suggesting that the currency appreciation represents an “expulsion 

factor” of the Brazilian firms from their home country, since such firms 

accelerate their internationalization process as an alternative to maintaining good performance 

even with unfavourable exchange rate effects. (Trevisan, 2006; Lima and Correa, 2007). 

Finally, another stream suggests an inexistent relationship between the exchange rate level 

(Brazilian currency) and outward FDI thus, currency movements are not responsible for the 

increase of outflows from Brazil MNCs. (Iglesias, 2007; Turolla and Concer, 2008; Concer et 

al, 2010). At this point, I seek to understand the effects of exchange rate movements on OFDI 

flows. 

 

H2a: A higher exchange rate positively influences outward FDI. 

H2b: A higher exchange rate negatively influences outward FDI. 

 

3.3 Openness to international trade 

 

The empirical literature on international business relates the influence of 

international trade to the FDI flows. For instance, Goh and Wong (2011) find evidence of a 

positive relationship between trade liberalization and increased levels of outward FDI. In 

opposition, Chiou-Wei and Zhu (2007) argue that openness is not associated with increases in 

outward FDI flows. 

Some prior studies have demonstrated that increases in exports are a leading 

indicator of future surges in FDI (Kogut, 1983; Buckley and Ghauri, 1991; Thomas and Grosse, 

2001). The findings of Iglesias and Veiga (2002) corroborate the hypothesis of a positive 

relationship between a firm`s relative foreign investment position (as a percentage of total 



18 
 

assets) and the proportion of income derived from exports, since the increase in foreign sales 

would justify this kind of investment to enhance entry into the foreign market. (although there 

are some anomalies). Concer and Turolla (2013) present evidence that such relationship is also 

valid for the Brazilian case. 

Based on these assumptions, I hypothesize that increased trade flows could act as a 

driving factor for local firms to conduct international expansion. 

 

H3: The openness to international trade positively influences OFDI. 

 

3.4 Inward FDI 

 

Literature in international business relates the flows of FDI to the level of national 

development. The Investment Development Path (IDP) ranks the country in five stages with 

respect to FDI levels, initially as destination of inward FDI, which drives economic and 

technological progress until the stage in which the country becomes an outward FDI investor 

(Dunning, 1981; 1986; 1988). Despite being the most widely accepted theory about 

inward/outward FDI flows, the patterns of OFDI currently observed from emerging markets 

contradict the predictions the IDP, and suggest the need of additional development of the 

theoretical framework (Buckely et al, 2007; Kalotay, 2008; Stoian, 2013). 

Under this scenario, local firms are forced to compete in their own territory with 

foreign MNEs, in an environment in which they can no longer count on protectionist measures 

to shield them from more competitive and more efficient foreign entrants. A struggle for 

survival ensues, in which many companies will shut down their operations, and others will sell 

their operations to foreign MNE. But local firms that are able to catch up and compete in this 

new scenario will not only manage to keep their businesses locally, but also become apt to 

compete internationally. As consequence, a large number of firms that follow this process 

would start to invest abroad. 

In Brazil, a large boom of inward FDI occurs in the 1990s. That period was marked 

by privatization, and by openness measures such as granting equal treatment to foreign and 

local companies (Rocha et al, 2001). The ensuing inward investment flows were supported by 

government plans which considered this factor as key to the economic stabilization process and 

the restructuring and modernizing of the productive sector (Cario et al, 2002). During the 1990s, 

in particular, over 60% of M&A transactions in Brazil involved foreign MNEs, and resulted in 

a 44% increase of transaction volumes from foreign acquisitions during that decade (KPMG, 
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2001). Many of the local companies that survived that period of creative destruction (e.g. Vale 

and Embraer) have now become new MNEs, with significant foreign investment positions. 

I propose, therefore, investigate the effect of IFDI flows on OFDI flows. 

 

H4: Inward FDI flows positively influence outward FDI. 

 

3.5 Overall risk perception 

 

One of the most prominent variables that should not be excluded from any analysis 

of investment decisions is that of the overall riskiness of the global business environment, which 

can best be described by the risk perception of economic agents. 

An increased risk perception tends to increase expected volatility across all markets 

and asset classes. Such increase usually has a disproportionate effect on emerging economies, 

which see capital flights and high exchange rate volatility. In theory, this environment would 

be conducive to a higher level of OFDI, according to the findings of some studies such as Itagaki 

(1981) and Cushman (1985), who had proposed that exchange rate volatility would increase 

FDI outflows. I therefore hypothesize that VIX, as a general measure of market volatility and 

risk perception, could have an impact on OFDI. 

 

H5: Risk perceptions affect outward FDI. 

 

3.6 Commodities 

 

The 2000s decade was marked by a revival of FDI in extractive industries, reflecting 

higher commodity prices (UNCTAD, 2007). In fact, the 2000 commodity boom was partly 

fuelled by rising Asian demand for several natural resources. This period was remarkable by 

peak in prices of several commodities especially in 2006-2008 period, the longest and broadest 

since the post-II World War. The 2000’s boom shares some coincidences with the two major 

booms since the WWII period, the Korean War and the energy crisis of 1970. The recent boom, 

however, international happened in an expansionary macroeconomic environment and during 

a high and sustained economic growth period (Radetzki, 2006). 

Although the 2000 period witnessed important differences, such as being the only 

one in which all three main commodity groups grew simultaneously: energy, metals and 

agriculture. Food and agriculture prices, however increased less than all other commodity prices 
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(World Bank 2009). Also, this boom was not associated with high inflation, unlike the boom of 

the 1970s, although the increase in food prices had some notable, albeit short-lived, impact on 

inflation (Baffes and Haniotis, 2010). 

Emerging countries were particularity benefited since the abundance of natural 

resources contributions to their economic growth. In a MNE perspective, the UNCTAD list of 

the top 100 non-financial MNEs from developing and transition economies reports 41 

companies related to commodity industries. It is noteworthy that 7 of 10 of the major companies 

(ranked by total assets) are classified by mining, quarrying and petroleum refining industries. 

In this perspective, there are only five Brazilian companies classified as non-financial MNE 

from developing economies: Vale (mining and quarrying), JBS (agriculture, forestry and 

fishing), Gerdau (metal products), Petrobrás (petroleum and energy) and Embraer (aircraft). 

Notice that the latter is the only one not directly affected by commodity prices. Furthermore, 

the world's top 100 non-financial MNEs reports only Vale as a Brazilian multinational ranked 

in the 98th on the global list (UNCTAD, 2016). 

The high volume of capital invested abroad by Brazilian multinationals may be 

directly associated with the commodities boom period, as suggested by the individual 

transaction amount during 2000 decade, as reported in section 2. Although some authors 

indicate that the process of internationalization of Brazilian firms are due to capabilities 

development (Fleury and Fleury, 2012), I understand that the appreciation of commodities is a 

preponderant factor that directly compose the outward FDI flows from Brazil. Therefore, I 

hypothesize: 

 

H6: Commodities prices affects positively Brazilian outward FDI. 

 

4. DATA AND METHODOLOGY 

 

4.1. Variables 

 

Table 1 presents the proxies used for each of the variables. The data refers to end-

of-period observations of each quarter, starting in the third quarter of 1994, and ending at the 

last quarter of 2016 (N=90). The specific choice of the starting point was made based on a 

fundamental regime shift in the monetary policy in 1994, through which a new currency was 

introduced, and macroeconomic stabilization was achieved. Comparability of post-1994 data to 

the prior data set is likely to be limited at best. 
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Table 1 – Description of Variables 

Variable Description Data Source 
 OFDI Outward FDI from Brazil (net), US$ millions Central Bank of Brazil 

 
TRADE Sum of absolute values of exports and imports 

of Brazil, US$ millions 
Central Bank of Brazil 

 

 
INTEREST 5-year real market interest rates Calculated 

 
IFDI Inward FDI stocks divided by GDP Central Bank of Brazil 

 

 
REFX Real effective Brazilian exchange Rate Central Bank of Brazil 

 
VIX VIX index – CBOE Volatility Index Calculated by the Chicago 

Board of Options Exchange 
   

COMMODITIY Commodities world price  

(JNNCWRLD Index ticker) 

 

Bloomberg Database 

 

As a proxy for measuring the openness of the economy to international trade, I 

propose the sum of the absolute values of both trade flows, following the precedent of previous 

empirical studies (Kyrkilis and Pantelidis, 2003; Tolentino, 2010; Goh and Wong, 2011). 

With the interest rate variable, I intend to measure an approximation to the long 

term cost of capital to private companies in the country, which is a better estimate of actual 

opportunity costs for private investments than short term rates used in other recent empirical 

studies (Tolentino, 2010; Boateng et al., 2014), as these may not reflect actual funding costs 

due to the slope and convexity factors of the yield curve. I improve on prior studies by using 

long-term (5-year) real interest rates, which is the most relevant proxy to opportunity costs of 

a long term investment. Therefore, I avoid disregarding market expectations of future rates (as 

would be the case if I had used short term benchmark rates), and also avoid biasing rates with 

inflation expectations (which would happen if I had used nominal rates). Interest rate is 

calculated by based on PRDI1800 Index (Bloomberg Database), SELIC and IPCA index 

(Central Bank of Brazil). 

Regarding IFDI, the proportion of IFDI stock to GDP represents a proxy for the 

relative importance of foreign MNEs in the economy of the country, and consequently the 

overall competitiveness of the domestic market. 

The foreign exchange variable is measured by the real effective exchange rate, 

which has a higher economic significance than nominal values. Finally, for the risk perception 

variable, I have used monthly values of the VIX volatility, obtained from CBOE. While the 
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overwhelming majority of studies on FDI that include measures of volatility as an explanatory 

variable use some kind of GARCH-class model for volatility estimation, I shall use the VIX 

index calculated by the Chicago Board of Options Exchange, which has the advantage of being 

an implied metric of risk, which means it reflects forward-looking risk expectations built in 

option prices. 

As I am interested in the market expectations that were current at the time the 

investment decision was being made, an implied measure is more appropriate than a backward-

looking GARCH or EWMA model. The fact that VIX represents equity market volatility 

expectations is in fact another positive trait, as it is immune to FX market-specific distortions, 

such as pegs, bands, convertibility restrictions and central bank interventions, and therefore is 

meant to serve as a proxy for the forward-looking overall risk perception. 

 COMMODITY is a proxy for Commodity World prices from Nikkei Commodity 

prices. The Nikkei Commodity Index is composed of 17 commodities: Cotton yarn, Woolen 

yarn, Silk yarn, Staple fibre, Steel bar, Steel angle, H-Beams, Steel sheet, Steel plate, Copper 

ingot, Zinc ingot, Lead ingot, Aluminum ingot, Tin ingot, Sugar, Soybean, Natural rubber. Data 

was taken directly from the source without any manipulation. 

 

4.2. Methodology 

 

The empirical model used is a Vector Auto-Regression, which is widely used in the 

literature to model home country factors and their effects on OFDI (e.g. Tolentino, 2010; 

Boateng et al, 2014); Such analysis is best suited to capture the structural relationship among 

variables to over a sample period. 

 I intend to improve on prior empirical studies about home country factors to 

determine the OFDI movements, several of which I find lacking from a methodological point 

of view. For instance, Kyrkilis and Pantelidis (2003) results seen severely overfitted. The 

reproduction of results is not possible due to insufficient explanation of the data used, but the 

plausibility of an R² above 90% is to be questioned. I would recommend an out-of-sample cross-

validation or a bootstrap test to verify the consistency of results. Besides, the study uses OLS 

to estimate the time series coefficients, which is likely to lead to overestimated significance 

numbers. The authors claim that no serial correlation is present, which is in contrast with most 

studies cited here, including my own findings. 

Tolentino (2010) is solid from a methodological and theoretical point of view. 

However, it fails to reject the null hypothesis that the model used is not significant, and therefore 
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it is difficult to draw any conclusions from such analysis. Furthermore, regarding the analysis 

of OFDI, no factor coefficients have been found to be different from zero in a statistically 

significant manner, beside the lagged values of the OFDI variable itself. Granger causality tests 

also fail to reject the null hypothesis that the variables do not Granger cause one another. The 

study mistakenly presents the non-rejection of such null hypotheses as evidence toward their 

confirmation, which is incorrect – simply, no evidence has been found to substantiate a rejection 

of H0. In order to confirm H0, it would be necessary to start from a new null hypothesis (H0: 

“X Granger-causes Y”), and attempt to reject it. I have found that disregarding the adage 

absence of evidence is not equal to evidence of absence is quite common in this econometrics 

literature. 

Other possible criticism to empirical analyses in the literature regards the emphasis 

placed by many studies on the relationship between home country GDP growth and OFDI (e.g. 

Kalotay and Sulstarvova, 2010; Wong, 2013). Indeed, it would be strange if OFDI did not scale 

with GDP, ceteris paribus, and a positive relationship between these variables is hardly 

surprising, as investment is a component of GDP calculation and, for equivalent ratios of total 

investment/GDP and foreign investment/total investment, OFDI should mechanically increase. 

In this study, I have endeavored to avoid these common shortcomings and to reach 

conclusions that may validly contribute to the debate about the effects of macroeconomic 

factors on the outward FDI from an emerging economy. 

Although the hypotheses H1-H6 have been constructed in an affirmative form, my 

statistical approach will of course attempt to reject the negation of H1-H6 in order to attempt 

to establish their validity in a statistically significant manner. 

 

4.3 Empirical model 

 

The empirical model consists of a Vector Auto-Regression (VAR) using the time 

series for OFDI, as a function of TRADE, INTEREST, VIX, REFX, COMMODITIY and IFDI, 

with end-of-period observations of each, starting in the third quarter of 1994 and ending at the 

last quarter of 2016. I have used the first differences of each variable, as unit-root tests have 

indicated each as a I(1) series. As the first step, it will be necessary to estimate the auto-

regressive order of the model. Since higher frequency observations are being used, this step is 

critically important in capturing longer-range lagged effects in the variables. Table 2 presents 

results for Akaike (AIC), Hannan-Quinn (HQC), Schwarz (SC) and Final Prediction Error 

(FPEC) criteria. I therefore adopt n=8 quarters as the potential maximum lag, which is coherent 
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with a reasonable time frame for decision-making by economic agents, reacting to 

macroeconomic factors. 

 

OFDI = OFDI.l1 + TRADE.l1 + OFDI.l2 + TRADE.l2 + Commodities.l2 + OFDI.l3 + 

REFX.l3 + OFDI.l4 + REFX.l4 + IDFI.l4 + Commodities.l4 + OFDI.l5 + IDFI.l5 + 

Commodities.l7 + Commodities.l8      .  Equation (1) 

 

I then estimate both an Unrestricted VAR and a Restricted VAR on the same data 

set. The coefficients of the Unrestricted VAR are presented on Table 3, and those of the 

Restricted VAR can be found on Table 4. While both models present similar in-sample 

properties, with the non-thresholded model naturally exhibiting a slightly better fit (log-

Likelihood = -1167.159, versus -1400.882 for the restricted model), a stationary bootstrap with 

1200 runs yields that the restricted model has, on average, 8.7% lower out-of-sample prediction 

error variance. This indicates that the unrestricted model has a worse out-of sample performance 

than the more parsimonious restricted model. Repeating the bootstrap test with a larger number 

of runs arrives at approximately the same results, suggesting that convergence has already 

occurred at that point. 

Therefore, I choose the restricted model as the most appropriate for the purpose of 

statistical inference. This example intends to show how the wide range of solutions that are 

typical to an ill-conditioned system can allow one to reach completely different conclusions 

from the same data set, using the same model. As I have shown before, such modelling flaw is 

common in the econometrics literature, which may explain the widely diverging findings of 

some studies that draw upon comparable data sets. In this case, the more parsimonious model 

also reaches more theoretically adequate conclusions. Also, the Restricted VAR imposes a 

parsimony restriction, by thresholding coefficients in for which the t-statistic is lower than 2.0 

(chosen arbitrarily for a confidence interval of approximately 95%). 

Finally, I run a (univariate) Granger test on OFDI, testing for causality relationships 

between each individual variable and OFDI. Results are presented on Table 5. Additionally, 

further Granger tests have been performed on all possible subsets of the independent variables, 

probing for joint causality effects on OFDI. No new information has resulted from such tests, 

and results are not presented. Table 6 shows descriptive information and table 7 presents the 

correlation matrix. 
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Table 2 – Order estimation 

Criterion AIC HQC SC FPEC 
Estimated order (n) 8 2 2 8 
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Table 3 – Unrestricted VAR coefficients for FDI(t)  

Variable Estimate Standard 

Error 
t p-value 

OFDI.I1 -0.859991 0.183724 -4.681000 0.0000935*** 

TRADE.l1 -0.415692 0.298391 -1.393000 0.1764 

INTEREST.l1 0.169534 0.246383 0.688000 0.4980 

VIX.l1 -0.081215 0.236162 -0.344000 0.7339 

REFX.l1 0.036068 0.163676 0.220000 0.8275 

IDFI.l1 -6.657653 15.665783 -0.425000 0.6746 

COMMODITIES.l1 0.006907 0.085982 0.080000 0.9366 

OFDI.I2 -0.707015 0.25786 -2.742000 0.0114* 

TRADE.l2 -0.033571 0.382743 -0.088000 0.9308 

INTEREST.l2 0.072804 0.244144 0.298000 0.7681 

VIX.l2 -0.032432 0.24815 -0.131000 0.8971 

REFX.l2 -0.046275 0.159076 -0.291000 0.7736 

IDFI.l2 -1.857915 16.408084 -0.113000 0.9108 

COMMODITIES.l2 0.23057 0.105968 2.176000 0.0396* 

OFDI.I3 -0.549998 0.294627 -1.867000 0.0742. 

TRADE.l3 -0.228398 0.375538 -0.608000 0.5488 

INTEREST.l3 0.074984 0.219605 0.341000 0.7357 

VIX.l3 -0.11382 0.233606 -0.049000 0.9615 

REFX.l3 -0.320277 0.18418 -1.739000 0.0949. 

IDFI.l3 13.510045 17.708492 0.763000 0.4529 

COMMODITIES.l3 -0.031473 0.129294 -0.243000 0.8097 

OFDI.I4 -0.484953 0.263906 -1.838000 0.0785. 

TRADE.l4 0.114909 0.329316 0.349000 0.7302 

INTEREST.l4 0.081409 0.195515 0.416000 0.6808 

VIX.l4 0.032419 0.216185 0.150000 0.8820 

REFX.l4 -0.288256 0.171849 -1.677000 0.1064 

IDFI.l4 42.693925 18.577891 2.298000 0.0306* 

COMMODITIES.l4 0.239427 0.133345 1.796000 0.0852. 

OFDI.I5 -0.457035 0.24238 -1.886000 0.0715. 

    Continues... 
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Table 3 continued 

TRADE.l5 0.161552 0.353013 0.458000 0.6513 

INTEREST.l5 0.095264 0.186495 0.511000 0.6142 

VIX.l5 -0.43939 0.206951 -0.212000 0.8337 

REFX.l5 -0.126929 0.173703 -0.731000 0.4720 

IDFI.l5 30.209573 20.76001 1.455000 0.1586 

COMMODITIES.l5 -0.101133 0.141265 -0.716000 0.4810 

OFDI.I6 -0.271802 0.237181 -1.146000 0.2631 

TRADE.l6 -0.150849 0.360508 -0.418000 0.6793 

INTEREST.l6 -0.206299 0.193198 -1.068000 0.2962 

VIX.l6 0.058804 0.224648 0.262000 0.7957 

REFX.l6 -0.103272 0.161477 -0.640000 0.5285 

IDFI.l6 15.990586 19.20681 0.833000 0.4133 

COMMODITIES.l6 -0.001632 0.138731 -0.012000 0.9907 

OFDI.I7 -0.176135 0.214561 -0.821000 0.4198 

TRADE.l7 0.049441 0.355712 0.139000 0.8906 

INTEREST.l7 0.04554 0.179249 0.254000 0.8016 

VIX.l7 -0.149806 0.230579 -0.650000 0.5221 

REFX.l7 -0.00259 0.136658 -0.019000 0.9850 

IDFI.l7 -23.3708 16.642445 -1.404000 0.1730 

COMMODITIES.l7 0.085662 0.133464 0.642000 0.5271 

OFDI.I8 -0.203919 0.182123 -1.120000 0.2739 

TRADE.l8 0.022414 0.265783 0.084000 0.9335 

INTEREST.l8 0.148673 0.161542 0.920000 0.3666 

VIX.l8 -0.236103 0.210658 -1.121000 0.2735 

REFX.l8 -0.085091 0.133198 -0.639000 0.5290 

IDFI.l8 -3.382463 18.2715 -0.185000 0.8547 

COMMODITIES.l8 -0.169753 0.137906 -1.231000 0.2303 

Const -0.642128 1.690761 -0.380000 0.7074 

Significance codes:  0 ‘***’ 0.001 ‘**’ 0.01 ‘*’ 0.05 ‘.’ 0.1 ‘ ’ 1 
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Table 4 – Restricted VAR coefficients for OFDI(t) 

Variable Estimate  Standard 

Error 

t p-value 

OFDI.l1   -0.78619 0.09628 -8.166 0.00000*** 

OFDI.L2        -0.29071 0.09751 -2.981 0.00393** 

COMMODITIES.L2   0.11807 0.03878 3.045 0.00327** 

REFX.L3         -0.21792 0.07182 -3.034 0.00337** 

REFX.L4         -0.20204 0.06592 -3.065 0.00308** 

IDFI.L4         29.80444 7.0905 4.203 0.00007*** 

IDFI.L5         18.03175 7.51662 2.399 0.01907* 

TRADE.L6 -0.24073 0.09048 -2.661 0.00963** 

IDFI.I7 -19.34359 7.08563 -2.73 0.00798** 

COMMODITIES.L7   0.13444 0.05096 2.638 0.01023* 

Signif. codes:  0 ‘***’ 0.001 ‘**’ 0.01 ‘*’ 0.05 ‘.’ 0.1 ‘ ’ 1 
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Table 5: Granger results 

Variable Granger Hypothesis F Degree of 

Freedom 
P  value Test 

results 

INTEREST 

 

Interest rate does not 

influence the Brazilian 

outward FDI. 

0.2395 128 0.9826 Not 

Reject 

REFX 

 

Brazilian exchange rate 

does not influence 

outward FDI. 

0.6973 128 0.6934 Not 

Reject 

TRADE 

 

The openness to 

international trade does 

not influence Brazilian 

OFDI 

0.3226 128 0.9562 Not 

Reject 

IFDI Brazilian inward foreign 

direct investment does 

not influence outward 

FDI. 

1.0007 128 0.4389 Not 

reject 

VIX Risk perception does not 

influence OFDI 

0.606 128 0.7715 Not 

reject 

COMMODITIES Commodities price does 

not influence outward 

FDI. 

2.4467 128 0.01695 Reject 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



30 
 

 

Table 6: Descriptive statistics (n=90) 

Variable Mean Standard 

Deviation 

Minimum Maximum 

OFDI 994.80 3534.04 -10297.50 20397.40 

TRADE 60.90 36.35 20.11 133.28 

INTEREST 12.87 10.22 2.45 47.61 

IDFI 0.99 0.51 0.24 2.23 

REFX 96.67 29.17 61.56 206.11 

VIX 20.29 7.66 11.38 44.14 

COMMODITIES 117.64 59.92 46.07 253.36 

 

 

 

 

 

 

 

 

 

 

 

Table 7: Correlation Matrix 

  OFDI TRADE INTEREST VIX REFX IDFI COMMODITIES 

OFDI 1             

TRADE 0.0456 1           

INTEREST -0.0812 -0.6299 1         

VIX -0.0259 -0.0372 0.2029 1       

REFX 0.0287 -0.4102 0.2160 0.2115 1     

IDFI 0.0942 0.1973 -0.3228 -0.0617 0.6234 1   

COMMODITIES 0.0508 0.9278 -0.6100 -0.1160 -0.4943 0.0353 1 
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5. RESULTS 

 

The VAR results on Table 4 indicate a positive relationship between OFDI and the 

independent variables TRADE, REFX, IFDI and COMMODITIES, supporting H2, H3, H4 and 

H6 but failing to support H1 and H5. 

The results also support Hypothesis 2b. A positive shock to REFX is correlated to 

a lower outward flow from the country, with effects occurring 3 and 4 quarters later, in 

comparable magnitude. Such coefficients are negative and statistically significant. I also find 

support to Hypothesis 3. An increase in TRADE is negatively correlated to a higher outward 

FDI flow from the country, with effects occurring 6 quarters later, in comparable magnitude. 

The coefficient is negative and statistically significant. 

Hypothesis H4 is supported as well. A positive impact to IFDI is positively 

correlated to a higher outward flow from the country, with a lag of 4 and 5 quarters, with a 

positive, statistically significant coefficients. However, results indicate a negative and 

significant coefficient for a 7 quarters lag. 

An appreciation of COMMODITIES prices is positively correlated to a higher 

outward FDI flow from Brazil, with effects occurring 2 and 7 quarters later, with coefficients 

positive and statistically significant at 1% level. This supports hypothesis H6. 

Regarding the other hypotheses, no sufficient evidence has been found to warrant a 

conclusion since correlations of VIX and INTEREST to OFDI are not statistically significant. 

Among these variables, Granger causality is found only for COMMODITIES. For the others, 

the Granger test fails to reject the hypothesis of no causality. 

 

6. DISCUSSION AND CONCLUDING REMARKS 

 

The objective of this study is to investigate the influence of local macroeconomic 

factors on the outward FDI of Brazil. In this paper, I have explored six macroeconomic 

variables which could influence outward FDI flows. Using a data set starting at the period of 

macroeconomic stabilization of the country, the results show that three factors are positively 

correlated with the dependent variable, one of which has been shown to cause it. The results 

suggest some methodological implications, and contribute to the body of evidence found in the 

international business literature. 

One important finding of this study regards the effectiveness of the proposed 

adjustments to the methodology. The study presents likely reasons for the discrepancies and 
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contradictory results found in the literature regarding the influence of macroeconomic factors 

on OFDI, many which are likely attributable to statistical anomalies (such as overfitting). I test 

the out-of-sample predictions of two versions of the model, and observe that the more 

parsimonious model leads both to better forecasting and to more significant empirical results. 

In the empirical analysis, I find that a negative variation in trade is associated with 

higher OFDI flows from the country. The result suggests that Brazilian MNEs, in the period 

analysis, could be explained by two reasons. First, this effect could be that local firms instead 

invest abroad would maintain relations with foreign clients based on an export strategy. A 

second likely reason for this negative influence of trade on OFDI relates to the impacts of 

commercial openness, which could force local companies to face the foreign competition 

locally and thereafter allows them to compete for international markets. However, under an 

openness of trade perspective, I document that the increase of commercial flows does not 

positively influence OFDI. 

The empirical results also show a negative association between an appreciation of 

the Brazilian currency and outward FDI flows. The results indicate that exchange rate effect is 

not responsible for increases in outward FDI flows. This paper finds on the contrary, that 

exchange rate appreciations have a negative effect on OFDI flows. This suggests that Brazilian 

firms are not expelled from the country, as argued in previous studies. This analysis indicates 

that such arguments can be traced to a claim for more protectionist measures that are intended 

to create artificial competitiveness and mask inefficiencies. Regarding the cost of capital 

argument, there is no indication that this factor is responsible for the increase of OFDI. 

This analysis also finds that the outward FDI flows are influenced by higher levels 

of inward FDI stocks, which corroborates theoretical and empirical results in the literature. 

Also, the results could contribute to the understanding of the growth in FDI outflows in Brazil, 

which were shown to be at least partially attributable to the mobility of capital and exposure to 

foreign competition. However, this aspect should be analyzed in more detail. 

The increase of inward FDI into Brazil shows a positive association with outward 

FDI from Brazil, which suggest that the competition aspect forced local firms to enable their 

operational structures until becoming stronger enough to compete against international 

competitors. In spite of that, the main empirical result indicates that the variation in 

commodities directly influences the OFDI flows. Thus, it is possible to understand that 

commodities prices during the 2000 boom directly influence the surge of Brazilian investment 

abroad. 
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In this way, it can be understood that Brazilian companies remains in inferior stage 

of competition comparing with the Global MNE rankings. The commodity boom from 2000 

has boosted the market, both by demand and by price increases, which brought favorable 

conditions for companies to make massive acquisitions abroad.  Embraer can be viewed as the 

only exception for this conclusion. Also, these findings suggest that the levels the international 

presence of Brazilian MNE are a direct result of external factors, i.e., the price of commodities. 

This study therefore contributes to the debate about the drivers of foreign 

investment by the national companies, with significant policy implications in such areas as 

competitive barriers, capital controls and foreign exchange market interventions. The results 

suggest that the exposure to competition and pressure from the environment do not directly 

stimulate such companies to gather sufficient strength to become MNEs. This framework may 

stimuli further research to build public policies to support internationalization and also 

understanding of macroeconomic environment to incentive the ability of local firms to become 

successful competitors in the global markets. 
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II. CAPITAL MOBILITY AND INSTITUTIONAL LEVELS: THE 

INFLUENCE OF THE CORRUPTION ON THE FDI FLOWS2 
 

 

 

 

 

 

1. INTRODUCTION 

 

The quality of the institutional environment is typically characterized by the 

existence of strong enforcement of laws, enforced property rights and a legal system that offers 

less risk to foreign capital. Strong institutional environments are characterized by lower 

corruption levels and offer more guarantees to international investors. On the other hand, poor 

institutional environments are often characterized by high political risks, such as limited 

protection of property rights and higher corruption levels, offering fewer guarantees and more 

uncertainty to the foreign investors. Since host countries with weak institutional contexts 

represent higher risk ceteris paribus, MNEs may prefer investing in countries that offer more 

guarantees to the safety of their foreign assets, over the long term. Sudden changes in 

government policies for foreign enterprises, as well as nationalization and expropriation of 

foreign-owned assets and barriers to repatriate the capital are some of the risks face by the MNE 

in countries with weak institutions. In such countries, firms may be more likely subject to the 

hold-up problem, than in host countries with stronger institutions. 

The hold-up problem in the context of international business rational decision-

making could be explained by the problem of an MNE that must choose a host country to invest. 

Once the direct investment has been made and the investment is a sunk cost, the host 

government has an incentive to confiscate profits from this investment. Even if the investment 

returns are extremely high in that country, an MNE has no incentive to reinvest in such country, 

based on the fact that the firm cannot repatriate any future earnings (Konrad and Lommerud, 

2001). In order to face such conditions, the international business literature offers some 

alternatives towards reducing the drawbacks that arise from incomplete contracts. Foreign 

                                                           
2 This article was presented at the Annual Meeting of Academy of International Business Conference. Bengaluru, 

June, 27-30. 2015. 
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investors can adopt a vertical integration structure to invest abroad: an MNE may choose direct 

investment through a wholly owned subsidiary in order to protect their assets against potential 

ex post risks (Grossman and Hart, 1986) uses authority allocation and information control 

(Aghion et al, 1994). To avoid hold-up by any single supplier, MNEs can transfer technology 

to local suppliers making this resource widely available and resulting in productivity gains as 

well (Blalock and Gertler, 2007).  In addition, investor can use his control rights to protect his 

investment against the risk of expropriation once his investment is sunk (Schnitzer, 1999). Also, 

hybrid organization forms are cited as preventing information asymmetries and if he faces local 

threats by weak institutions environments. (Escobar and Le Chaffotec, 2015). 

The quality of institutional environment could reflect on the destination and 

attraction of FDI. However, the existence of countries with weak institutional environment is 

not an impediment for attracting FDI flows even if they are characterized as riskier to invest. 

Empirical evidence shows that even countries with weak institutional environment receive large 

amounts of FDI (Buckley et al, 2007; Cuervo-Cazurra, 2008). Institutional differences are 

significant for MNEs investing in more than one country (Globerman and Shapiro, 1999), and 

also vary by the motivation of the MNEs to invest abroad. The literature relates how the 

institutional factors impact on host countries about the choice of entry mode of MNEs (Heinz, 

2000). Previous research examines how the corruption of host country reflects on the choice of 

each type of FDI project (Hakkala et al, 2008; Argandoña, 2005). In addition, empirical research 

shows how the influence of corruption in host countries is different for each type of FDI project 

(Brouthers et al. 2008). Although the relationship between institutional factors and FDI flows 

has been largely documented and tested, the mobility of FDI flows based on the institutional 

environment is still a very limited topic in this field. 

This paper investigates the impact of the institutional environment on the 

permanence of FDI flows. In particular, I examine how corruption levels in host country impact 

on the permanence of FDI flows. The main hypothesis predicts that corruption levels in host 

countries may affect the composition of FDI flows regarding the time of permanence of the 

capital. The impact of corruption on international capital movements has been neglected topic 

in international business literature. Similarly, Buchanan et al (2012) examine how the 

institutional quality affects the FDI volatility. In contrast, this study examines the mobility of 

FDI flows, specifically on the entrance and exit of FDI reflecting on the changes in local 

corruption levels. 

I propose that the occurrence of high corruption levels in the host country may 

attract a high mobility of FDI flows, once MNEs being faced by confiscation risk situation, it 
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may invest in short term projects in such countries. In the same way, MNEs would prefer to 

increase their FDI long term projects in lower corrupt countries, once such countries offer more 

incentives that reduce the hold-up risk. 

I use a panel data set based on Germany, Japan, United States and the United 

Kingdom outward FDI3 to explore the interactions between FDI flows and corruption levels. 

These countries represent a large amount of outward FDI, corresponding to the 40,23% of the 

total of FDI stocks in the world (UNCTAD, 2012). The dataset includes 4 different databases 

(one for each country), based on the period of 1996 to 2012, where FDI are divided by each 

respective host country. I use the corruption database from World Governance Indicators for 

interactive with the variation of FDI movements. Furthermore, I test FDI movements based on 

shock period, I expected a high variation on the exit of FDI flows. I use the shock period as an 

exogenous event to investigate the capital movement relationship with host countries 

institutional status. 

This study contributes to literature exploring this topic based on the discussion 

above, since the risk perception based on the corruption levels could impact on the FDI projects. 

Moreover, I propose to discuss about corruption as a factor that would shape the duration of 

FDI projects. This paper is organized as follows. The next section presents a theoretical 

framework for the development of the main hypothesis. The third and fourth sections present 

data, sample and methodology. Finally, I present the results and final discussion. 

 

2. THEORY AND HYPOTHESIS 

 

International business literature has recognized the influence of the institutional 

environment as an important determinant of the decision of FDI destinations. Previous studies 

demonstrated how institutional factors affect the choice of the host countries. The better quality 

of the institutional environment, attracts more FDI flows (Lee and Mansfield, 1996; Brunetti 

and Weder, 1998; Harms and Ursprung, 2002; Globerman and Shapiro, 2002; Asiedu, 2006; 

Gani, 2007). On the other hand, in a poor institution environment, political risks and high levels 

of corruption would discourage FDI flows (Singh and Jun, 1995; Wei, 2000a; Habib and 

Zurawicki, 2002). For instance, MNEs from emerging economies invest abroad to escape from 

poor institutional environments in home countries, based on impediments like inaccurate 

                                                           
3 This country group registered the total of 54 the 100 largest non-financial MNE classified by foreign assets in 

the world, based on the 2012 ranking (UNCTAD, 2013). 
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regulatory regimes, poorly enforced property rights protection, weak legal systems, widespread 

corruption or changes in governmental policies that could affect the domestic business (Witt 

and Lewin, 2007; Yamakawa et al 2008; Luo et al, 2010). This is in contrast to the traditional 

view which assumes MNEs investing in foreign countries to exploit their ownership advantages 

abroad (Dunning, 1981). 

There is evidence that the composition and volume of FDI inflows are affected by 

corruption levels. Globerman and Shapiro (2003) report that the quality of institutions 

(including levels of corruption) is determinant for inward FDI in each host country. Robertson 

and Watson (2004) find that higher levels of corruption impact on the rapid change in FDI 

flows, including the level of uncertainty about the host country. Also, Javorcik and Wei (2009) 

identify that the composition of FDI and the ownership structure is affected by local corruption. 

However, some evidence indicates that strong institutions do not attract 

proportional higher FDI flows (Wernick et al, 2009). Empirical findings showed that China 

outward FDI is destined to host countries with poor institutions (Buckley et al, 2007). Another 

study shows how countries with high corruption levels also attract high levels of FDI (Cuervo-

Cazurra, 2008). 

Location theory examines which aspects are related to the FDI choice of the host 

country. The OLI framework (Dunning, 1993) assumes that the institutional environment is 

responsible for minimizing transaction costs related to FDI in an environment of high 

uncertainty (Hoskisson et al, 2000). Otherwise, the institutional approach highlights legitimacy 

as the central criteria for the choice is often the host country (Zukin and DiMaggio, 1990). 

Previous studies found that FDI location choice is often based on entry mode strategies, which 

implies the type of projects of the MNEs (Dunning, 1998; Brouthers et al, 2008; Nachum and 

Zaheer, 2005). The institutional environment of the host countries also determine this choice 

(Lu, 2002; Meyer et al, 2009). Poor institutions are typically characterized by high corruption 

levels, which increase the costs of doing business and hence reduce inward FDI (Asiedu and 

Esfahani, 2001; Wei, 2000a, 2000b; Drabek and Payne. 2001; Habib and Zurawicki, 2002; 

Smarzynskal and Wei, 2002; Egger and Winner, 2005; Busse and Hefeker, 2007). Besides 

reducing FDI inflows, empirical research show that corruption level of host country often 

affects on the type of FDI project (Hakkala et al, 2008; Argandoña, 2005). 

MNEs could face high risk situations such as expropriations hazard in the host 

country (Argandoña, 2005; Henisz, 2000). For instance, in Venezuela, the Chavez 

administration took over 60 domestic and foreign oilfield service companies. Recently, the 
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Morales government in Bolivia has also ordered expropriations and nationalizations of foreign-

owned assets, like Spanish companies and Brazilian refineries. 

The literature also identifies risk as an element affecting MNEs. Specifically, a 

MNE would prefer countries more politically safe that offer to mitigate risk, more guarantees 

to foreign investment (Henisz and Delios, 2001; Henisz and Zelner, 2005). Some authors argue 

that geographical diversification may reduce the risk for international expansion (Brewer, 1981; 

Agmon and Lessard, 1977; Wheeler and Mody, 1992) On the other hand, the existence of high 

FDI flows to countries with higher political risk suggests a role for factors such as market 

attractiveness (Brothers et al, 2008). Additionally, some investors could obtain benefits derived 

from the exploitation of the corrupt system (García-Canal and Guillén, 2008; De la Fuente et 

al, 2008). In addition, the risk factor is also related to the MNEs performance. Jimenez and 

Delgado-García (2012) argue that Spanish MNEs invest in riskier countries expecting higher 

performance. 

Although corruption is an important factor for the choice of the host country, it is 

not a complete impediment to FDI. Institutional differences are particularly significant for 

MNEs operating in multiple institutional contexts (Globerman and Shapiro, 1999). The 

institutional apparatus could determine the entry mode, motivation and the kind of project 

desired by the MNEs. A host country with a weak institutional environment may not offer the 

same guarantees required by investor as a country with strong institutions. For the MNE, the 

composition of the FDI flows could change according to the institutional environment and risk 

factors perceived (Smarzynskal and Wei, 2002). The relative costs that are affected by the 

institutional environment (Heinz, 2000; Meyer, 2001) and political risks such as the likelihood 

of government interventions, expropriation, nationalization and confiscation (Makhija, 1993; 

Gastanagna et al, 1998); may discourage MNEs to invest in a weak environment country 

(Thomas and Grosse, 2001). MNEs could respond, at least partially, to changes in the 

institutional environment, by reducing FDI flows in the short term (Busse and Hefeker, 2007). 

The time of permanence of FDI flows given the risk perception is a gap in the 

international business literature focused on the institutional environment. Corruption levels may 

also shape the duration of the FDI received by the host countries. Although weak institutional 

environment could offer opportunities for investment, I propose that there are different 

incentives regarding the time of permanence of the foreign investment. Once the guarantees are 

higher, factors such as property rights, transparency in contracts, clear rules for business activity 

can reduce the hold-up risks and attract long term productive investments. Therefore, the 

perception of national corruption might influence the duration of FDI projects. Likewise, high 
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corruption level environments, do not present an inviting setting for the permanence of capital 

flows in the long term. Hence, political risks affect the choice of the entry mode, such as the 

characteristics of the project. Poor institutional environment, i.e, with high levels of corruption 

(where discretionary power is higher) could compromise the return on investment in a 

confiscating situation by the local government. Consequently, the existence of expropriation 

risks of foreign companies assets could influence the duration of investment. A MNE may favor 

shot-term investment projects in such countries. Thus, countries with higher levels of corruption 

would display more investment mobility. 

Therefore, I propose the following hypothesis: 

 

H1: The time of permanence of FDI flows in a host country is negatively influenced by its level 

of corruption. 

 

3. DATA 

 

The sample is drawn from two main sources to test the hypothesis.  First, I build a 

database based on the outward FDI flows from the OECD International Direct Investment 

Database, which corresponded to a total of 34 member countries. The database for each country 

presents the OFDI flows and their respective amounts to the host countries of destination. Each 

OFDI-country database is prepared based on the existence of complete data about the FDI 

flows, host countries with incomplete and absent information about the Control of Corruption 

Index and FDI flows are removed. Outward FDI corresponds to the changes in FDI, where a 

positive sign corresponds to an increase in FDI flows and a negative sign indicate a repatriation 

of capital. 

Second, for measuring the level of corruption, I used the Control of Corruption 

Index from the Worldwide Governance Indicators (WGI). The Control of Corruption Index is 

measured in a scale between -2.5 to 2.5, with lower values indicating lower control of 

corruption, and presumably higher levels of corruption in the country. Since the Control of 

Corruption Index started in 1996, I use data from 1996-2012 for the entire sample. In addition, 

I use four proxies as control variables (Table 1). 

In total, I use 4 different databases - each one corresponding to an OFDI-country 

(Germany, Japan, United Kingdom and United States). Since this study is particularly interested 

in testing how the FDI returns to the home country, I test these movements controlling for 

periods of macroeconomic shocks. Contraction periods occur after the peak of the business 
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cycle and are characterized both by a decline in the volume of capital flows and by an increase 

of the reversal movement of FDI. During global contraction periods, productivity declines 

resulting in the repatriation of capital flows by MNEs. Although capital repatriation could occur 

for several reasons, such as repatriation of earnings or discontinuity of activities overseas, the 

main hypothesis of this study attempts to investigate the influence of outward capital flows 

from host countries. I expect a sharp increase on the repatriation of capital during contraction 

periods. I use a shock-contraction period as a random event to investigate the capital movements 

based on institutional conditions. Therefore, I create a shock dummy variable based on the 

business cycle references published by the Centre of Economic Policy Research (CEPR). This 

proxy identifies the chronology of contractions in the economy, based on the peaks of the 

business cycle. Table 1 summarizes the sources of the data. 

 

4. METHODOLOGY 

 

I perform a panel data analysis to investigate the relationship between FDI and 

corruption levels, during shock periods. The panel dataset is based on 17 annual observations 

each of the 4 countries regarding OFDI to their respective host countries. I also use country and 

time fixed effects to control for other country specific and time specific effects. Since that there 

are no precise measures available on the time of permanence of FDI flows on the aggregate, I 

propose an OFDI turnover measure as a proxy of the maturity of FDI projects, according to 

Equation 1:  

 

OFDI turnover = OFDIit stock / OFDIit flow . Equation (1) 

 

Which a positive OFDI turnover sign means a lower time of permanence of FDI in the host 

country. Hence, a negative sign for OFDI turnover indicates a higher time of permanence of 

FDI.  

A baseline model of the permanence of OFDI is presented in Equation 2: 

 

OFDI turnoverit  =  β0 + β1CONTROL_CORRUPTIONit +  β2POPULATIONit + β3GDPit + 

β4GDPpercapitait + β5CEPR_tit + Ωi + t + ɛit   . Equation (2) 
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An extended model is presented in Equation 2: 

 

OFDI turnoverit  =  β0 +  β1CONTROL_CORRUPTIONit + β2BELOW25%it + β3ABOVE75%it + 

β4Corruption*Below25%it + β5 Corruption*Above75%it +  β5POPULATIONit + 

β6GDPit + β7GDPpercapitait + β8CEPR_tit + Ωi + t + ɛit         . Equation (3) 

 

Where i denotes the country and t is the time period (in years); Ω is the country fixed effect,  

is the time fixed effect and ɛ is the error term. The dependent variable OFDI turnover is the 

proxy for the average permanence of outward FDI observed by the 4 countries mentioned in 

the previous section. 

For the independent variables, CONTROL_CORRUPTION indicates the Control 

of Corruption Index, based on the WBI database. This index was transposed for better 

understanding in 0 until 1 scale. The Control of Corruption Index is used to generate two 

additional variables. The objective of these variables is to separate the group of countries with 

a higher level of corruption and those with a lower level of corruption. Thus, ABOVE75% is a 

dummy variable that represents host countries with the lower level corruption (above the third 

quartile of the full sample); similarly, BELOW25% is a dummy variable that represents host 

countries with the higher level corruption (below the first quartile of the full sample). These 

two dummy variables are 1 for the respective quartile of corruption and 0 otherwise. 

The CEPR indicates the macroeconomic shock-dummy variable in each model, 

whereas t corresponds to the time at which the shock is measured. I estimate the impact of 

corruption levels on OFDI turnover. Specifically, I examine whether the variation in the 

corruption levels influences the entrance or exit of the FDI. According to the main hypothesis, 

corruption levels are responsible for shaping the FDI regarding the duration of investment in 

the host countries. The expected interaction between OFDI turnover and corruption levels is 

described by the coefficients: a positive sign indicates an increase in the FDI into the host 

countries, otherwise, a negative sign entails the exit of capital (i.e, repatriation of capital), based 

on the corruption levels of the host countries. I expected a negative variation of the OFDI 

turnover, which is supposed be affected during shock periods, according to the corruption 

levels. Thus, a negative coefficient on the interaction between OFDI and corruption levels, 

especially variables BELOW25%, could indicate the exit of capital from the most corrupt 

countries, in according to the hypothesis, I understand this movement meaning some short term 

FDI projects. On the other hand, I understand a positive coefficient in the interaction, in the 

ABOVE75% variables, as an increase in FDI to countries based on low corruption levels. 
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5. RESULTS AND DISCUSSION 

 

Tables 2, 3, 4 and 5 present descriptive statistics for the samples. Japan OFDI 

turnover obtained higher mean comparing with others countries. The Control of Corruption 

variable shows approximated mean values at the four countries database. 

The results of the panel data analysis are shown in table 6. Each country of origin 

of FDI is analyzed separately. As follows, (I) and (II) indicate respectively the baseline model 

and the extended model. Both include host country and time fixed effects. 

Based on the preliminary discussion, Germany, Japan and United States does not 

show any evidence of association between FDI turnover and the corruption level of the host 

country. Only the United Kingdom presents a statistically significant corruption effect. I find 

some evidence of a negative relationship between OFDI turnover and ABOVE75% in the 

extended model. This evidence suggests that Britain’s longer term FDI is associated with the 

less corrupt group of host countries. This is a weak evidence in support of my hypothesis. 

In summary, I could not find strong empirical support for my main hypothesis, that 

is, that the permanence of FDI is associated with the level of corruption in the host country. 

However, I find some evidence that the permanence of FDI from the United Kingdom is 

associated to host countries that present lower levels of corruption. In order to advance this 

research further, future empirical investigation should focus on better measures of FDI maturity. 

It may be difficult or even impossible to measure such construct precisely at the aggregate level. 

Thus, firm-level studies of this research question may prove to be a fruitful course of action. I 

leave it here as a suggestion for future research. 
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Table 1: Variables description 

Variable Description Source 

Outward FDI Outward FDI destined to 

each host country. 

OECD Database 

Control of Corruption Level of corruption 

perceived in the host 

countries. 

Worldwide Governance 

Indicators (WGI) – World 

Bank 

Population Number of habitants of the 

host country 

Worldbank Database 

GDP (constant 2005 

US$) 

Gross Domestic Product at 

2005 constant dollars 

Worldbank Database 

GDP per capita (constant 

2005 US$) 

Gross Domestic Product 

per capita at 2005 constant 

dollars 

Worldbank Database 

CEPR Dummy variable 

indicating the shock 

contraction period. 

Centre of Economic Policy 

Research 
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Table 2: Descriptive statistics for Germany database (1996-2012) 

Variable Mean 
Standard 

Deviation 
Minimum Maximum N 

 

OFDI_turnover 

 

2.33 69.78 -2,389.28 1,141.79 2326 

Control_Corruption 

 
0.4418 0.2189 0 1 3083 

Population 

 
34.3 128 0.0259 1,350 3179 

GDP 

(constant 2005 US$)  

 

266,000 1,100,000 103 14,100,000 2992 

GDP per capita 

(constant 2005 US$) 

 

10,958.17 16,756.5 5,309.856 117,493.6 2986 

Note: Population and GDP (constant 2005 US$) are reported in millions. 

 

 

 

 

 

     

Table 3: Descriptive statistics for Japan database (1996-2012) 

Variable Mean 
Standard 

Deviation 
Minimum Maximum N  

 

OFDI_turnover 

 

9.8385 64.3673 -411.2035 1,098.091 1158 

Control_Corruption 

 
0.4852 0.222 0.06836 1 2249 

Population 

 
43.20 148,00 0,0177 1,350 2329 

GDP 

(constant 2005 US$) 

 

345,000 1,240,000 117 14,100,000 2206 

GDP per capita 

(constant 2005 US$) 

 

13,379.83 18,395.29 5,309.85 117,493.6 2200 

Note: Population and GDP (constant 2005 US$) are reported in millions. 
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Table 4: Descriptive statistics for United Kingdom database (1996-2012) 

Variable Mean 
Standard 

Deviation 
Minimum Maximum N 

 

OFDI_turnover 

 

3.306 47.53 -889.34 535.22 1300 

 

Control_Corruption 

 

0.4892 0.2262 0 1 2218 

 

Population 
45.80 151 0.0322 1,350 2244 

 

GDP 

(constant 2005 US$) 

 

370,000 1,290,000 314 14,100,000 2160 

GDP per capita 

(constant 2005 US$) 

 

14,057.39 18,319.59 1,305.17 117,493.6 2154 

Note: Population and GDP (constant 2005 US$) are reported in millions. 

 

 

 

 

 

 

 

 

          

 

Table 5: Descriptive statistics for United States database (1996-2012) 

Variable Mean 
Standard 

Deviation 
Minimum Maximum N 

 

OFDI_turnover 

 

2.977 43.099 -1015.5 844 1703 

 

Control_Corruption 

 

0.448 0.217 0 1 2984 

Population 

 
33,80 130 0,0093 1.350 3009 

GDP  

(constant 2005 US$)  

 

189,000 543,000 18 4,750,000 2933 

GDP per capita 

(constant 2005 US$) 

 

10,688.79 16,472.85 5.309.856 117,493.6 2927 

Note: Population and GDP (constant 2005 US$) are reported in millions. 
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Table 6: Effect of level of corruption on OFDI turnover (1996-2012). 

Dependent Variable Germany Japan United Kingdom United States 

OFDI_turnover                 

  (I) (II) (I) (II) (I) (II) (I) (II) 

VARIABLES                 

 

Control_Corruption -19.569 -17.445 32.465 -38.598 -36.998 -156.767 -2.535 5.661 

  (16.568) (32.208) (57.420) (77.492) (73.288) (103.011) (27.601) (49.087) 

Below25%   -9.250   -10.431   -94.411   23.551 

    (10.732)   (33.219)   (69.924)   (24.888) 

Above75%   -14.883   -114.976   -163.362*   -21.621 

    (26.728)   (95.523)   (91.223)   (39.161) 

Control_Corruption*Below25   45.296   35.130   294.998   -88.252 

    (37.122)   (103.013)   (230.135)   (85.083) 

Control_Corruption*Above75   15.502   182.313   254.289*   28.237 

    (44.814)   (146.265)   (132.550)   (66.349) 

Population -0.000*** -0.000*** 0.000 -0.000 0.000 0.000 -0.000 -0.000 

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

GDP (constant 2005 US$) 0.000** 0.000** 0.000* 0.000* -0.000 -0.000 -0.000 -0.000 

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

GDP per capita (constant 2005 US$) -0.000 -0.000 0.000 0.000 0.007 0.007 -0.001*** -0.001*** 

  (0.000) (0.000) (0.001) (0.001) (0.007) (0.007) (0.001) (0.001) 

CEPR 2.540 2.194 0.156 -1.024 -31.618 -34.517 7.246* 7.351* 

  (4.484) (4.526) (5.959) (6.476) (38.192) (40.340) (4.290) (4.249) 

Constant 16.183* 16.164 -23.085 2.354 -103.254 -49.590 17.734 12.361 

  (8.744) (14.647) (30.044) (36.129) (91.557) (85.451) (16.243) (23.344) 

R-squared 0.008 0.008 0.018 0.021 0.053 0.058 0.016 0.017 

Number of host countries 178 178 130 130 55 55 175 175 

Note: standard deviation between parentheses. *p<0.10 ** p<0.05 *** p<0.01. For all specifications, I use country and time as fixed effects. (I) model indicate the 

baseline model and (II) the extended model as described in methodology section. 
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III. SEE TO BELIEVE THEORETICAL FRAMEWORK PROPOSAL: 

RULE OF LAW AND ENFORCEMENT PERCEPTIONS APPLIED TO 

MULTINATIONAL PERFORMANCE 

 

 

 

 

 

 

1. INTRODUCTION 

 

The literature on international business has identified how institutional environment 

affects business activities (Peng, 2003; Peng et al., 2008). The importance of institutional 

environment debate has achieved higher features comparing to more typical factor 

endowments, as labor or natural resources (Narula and Dunning, 2000). In fact, such concern 

is understandable since the quality of institutional environment often provide more stability to 

investments, mitigating risks for the business environment and shaping firms behavior, which 

directly affects its strategies and performance (North, 1990; Rodrik, 2000; Shirley, 2008). 

Institutions are perceived in very broad terms, frequently identified as rules of 

economic activities or political behaviors (Hutter and Kuhlicke, 2013). According to the 

business environment, institutions play a role of regulating the economic activity, by imposing 

constrains to ensure protection against discretionary power intervention by local government 

or unfair business competition practices. Commonly, the quality of institutions is associated 

with lower risk environments, since the existence of sensible laws and governance mechanisms 

assures property rights and private contracts. However, rigid or misguided regulatory 

environments may also difficult operations (Huntington, 1968; Leff, 1989; Tanzi, 1998). 

However high-risk environment does not refrain investment appetite, even subject to additional 

costs and uncertainties to operate (Wheeler and Mody, 1992; Egger and Winner, 2005). For 

example, even countries with high levels of corruption receive large amounts of FDI (Buckley 

et al, 2007). Moreover, the mere existence of laws does not guarantee the protection of business 

activities or inhibit illegal practices. Laws may be incomplete or outdated and enforcement may 

be imperfect, such as ineffective penalties. Furthermore, low quality institutional environments 

are usually characterized by weak governance mechanisms that are subverted by illegal 
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payments required by public agents to facilitate their activities (Lui, 1985; Leff, 1989). Based 

on this inefficient aspect, I propose to emphasize more explicitly the role of institutional 

effectiveness in shaping the behavior of firms. 

This paper discusses the effectiveness of institutional environment regarding law 

application and its impact on the firm’s performance. Specifically, I test the conjecture of how 

different institutional environment perceptions (represented by firms’ expectations about the 

legal system) result in different performance levels of firms. I contend that the mere existence 

of a law system does not ensure their enforcement. Therefore, firms respond distinctively 

towards each environment to increase their performance. This suggests the need to examine 

more carefully the interaction of institutions. 

Prior literature in Institutional and International Business include organizational 

forms to face institutional constraints. Several authors describe how MNEs use different entry 

mode strategies to protect against uncertainty in host countries with on hostile institutional 

conditions (Robertson and Watson, 2004; Uhlenbruck et al, 2006; Hakkala et al, 2008, 

Brouthers et al, 2008). For instance, the literature discusses the effects of corruption on the 

institutional environment and its implications on business activities. (Rodriguez et al, 2005; 

Cuervo-Cazurra, 2008). Most studies address the rule of law and business activities, such as 

property rights and performance (Yasar et al, 2011), contract enforcement and investment 

(Aboal et al, 2014), quality of institutions and growth (Aron, 2000) and post-acquisition 

performance (Thenmozhi and Narayanan, 2016).  However, there is a gap in this topic regarding 

the asymmetric information associated to the law system, the effectiveness of the enforcement 

mechanisms and business performance. 

Prior research is also mostly limited to static and country-level analysis. Prior 

studies focus on the aggregate level to understand firm’s behavior. Only a few studies examine 

the influence of institutional quality on firm performance, using firm-level data. For instance, 

there is a positive association between two measures of firm performance and perceived 

property rights protection (Yasar et al, 2011). Also, higher performance is explained based on 

the alignment of enforcement instruments (Mooi and Gilliland, 2013).  However, the literature 

still does not clarify what is the dynamic in a “before-after” period of the establishment of the 

firms in foreign countries, especially in distinct institutional environments. Moreover, the 

interaction between aggregate levels and governance efficacy are still under-researched. The 

quality of the institutional environment should be evaluated based on the effectiveness of 

governance to mitigate local risk after the implementation of firms. 
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This study proposes a firm-level analysis in order to fill this empirical gap. I 

presume that managers can use different strategies to enhance their performance in accordance 

with the risk levels of the institutional environment. To capture the idea of risk exposure 

inherent in distinct governance institutional environments, I propose an empirical experiment 

to this perspective. First, based on the institutional, international business and legal literatures, 

I develop a theoretical framework to characterize different institutional environment and law 

efficacy. Second, I used three institutional variables: (1) level of local rule of law (country 

level). (2), information access about business environment (country level), (3) contracts 

enforcement (firm level variable, ex post); to set this analysis to an ex post situation where the 

firm can choose how to deal with distinct institutional quality. 

To test the perspective proposed, I use data from Business Environment and 

Enterprise Performance Survey (BEEPS), which combines data from firm-level perceptions 

from 5 host countries. I aim to understand the dynamics of institutional quality affecting the 

performance of firms. I expect to contribute to literature in incomplete contracts, considering a 

theoretical ex post situation characterized by the effectiveness of enforcement mechanisms in 

different environments. The central motivation of this work is to analyze whether institutional 

composition can affect the investment outcome of firms, according to the prevailing level of 

quality of law and their enforcement efficacy in the host economy. Also, I introduce in this 

paper a perspective not currently found in international business literature. Although 

uncertainty levels and investment impacts have been already analyzed, they are more often 

conducted based on an ex ante situation. At this point, I extend the theoretical and empirical 

framework including an ex post situation. 

This paper is organized as follows: sections 2 and 3 provide the theoretical 

framework and definitions that will be used to introduce the development in section 4. Then I 

present the empirical strategy to characterize four institutional environment classifications. 

Section 5 presents the concluding remarks, followed by appendix with preliminary results.   

 

2. THEORETICAL FRAMEWORK 

 

There is a vast literature emphasizing the institutional influence on economic 

activity and their consequences on economic growth (Hall and Jones, 1999, Acemoglu et al., 

2001, Aghion et al., 2005 , Miguel and Gertler, 2005; Miguel et al., 2006). The literature on 

international business has identified the impact of institutions in host countries in MNEs 

entering strategies (Brouthers, 1995, 2002; Gooderham et al, 1999; Ferner et al, 2001; Dawar 

http://www.sciencedirect.com/science/article/pii/S0305750X0900182X#bib4
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and Chattopadhay, 2002; Meyer et al., 2009), the attraction of FDI inflows (Bevan et al, 2004) 

and also home country institutional pressures on a host country (Peng et al, 2008; Meyer and 

Thein, 2014). Moreover, other scholars postulate that institutional theory is a preeminent 

approach to understand firms’ strategies in emerging countries (Hoskisson et al, 2000). 

The institutional environment, composed by formal mechanisms or informal norms, 

determines how economic activity is developed in each country (North, 1990). Thus, firm 

behavior could be affected by institutional context constraints, which determine strategies and 

performance for both domestic and foreign companies (Peng, 2002; Wright et al, 2005). 

Furthermore, organizational changes are mainly guided by institutional pressures instead of 

efficiency or competition aspects, in order to create social legitimacy (DiMaggio and Powell, 

1983; 1991). The institutional theory extends this analysis through the institutional voids 

framework, that focuses on institutional constraints that shape how enterprises operate (Khanna 

and Palepu, 1997; 2004). Once institutional mechanisms are heterogeneous, according to the 

local economic development, they affect enterprise performance due to the lack of effective 

formal mechanisms (McGahan and Victer, 2010). In addition, formal institutions as regulations 

and laws also affect firms' competitiveness and ultimately economic development (Acemoglu 

and Johnson, 2005; Scherer and Ross, 1990). 

Since Douglass North’s seminal book introduced the concept of institutions in 

transaction cost economics, focused on the establishment of rules and mechanisms that allows 

the protection of business activity, several studies addressed the absence of such mechanisms. 

Among empirical examples, there are high uncertainty and transaction costs issues (Brouthers 

et al, 2002; Delios and Henisz, 2003; Meyer et al, 2009), and weak intellectual protection and 

property rights (Khoury and Peng, 2011). The literature also acknowledges the effects of 

institutional pressure forms: cognitive, regulative and normative (Scott, 2001). Further, studies 

investigate how corporate behavior is affected by institutional complexity. For instance, firms 

respond to adverse conditions building competences to face institutional barriers or adapting 

their organizational structure (Khanna, et al., 2010). Institutional pressures influence firm 

responses according to the existence of business opportunities, impacts on the reputation risk, 

recoverable level of investment or conflicting pressure level from the state (Meyer and Thein, 

2014; Luo et al, 2017). Other authors expose the use of collective strategic action as a response 

to institutional pressures (Scott, 2001; Barnett, 2006). 

In fact, institutional pressure can play a key role in determining firm strategy. It 

may occur in different environments, despite the quantity of formal rules. Informal rules are 

also responsible for creating such pressures.  Specifically, the international business literature 
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contends the “liability of foreignness”, as the lack of local legitimacy or with respect to the 

costs of cultural adaptation (Kostova and Zaheer, 1999).  

This framework provides different implication on how organizational forms and 

performance respond to institutional complexity. At this point, it is necessary to understand 

how these institutions are composed and how they effectively affect firm’ strategies and 

performance. 

 

3. DEFINITIONS  

 

Commonly, the term institution is referred as a set of norms, namely, formal and 

informal rules that organize social, political and economic relations. It is possible to understand 

the establishment of institutions based on the National Constitution and composed by the 

complementary a set of laws. So far, a formal institution can be directly associated to the law 

concept. 

The law formalizes the rules of action or conduct (Garner, 2004), allowing or 

discouraging social behavior by establishing constraints to social interactions. Also, a 

commonly associated with the expression positive norm, usually used as equivalent of “law”, 

both reveal the written commands produced by legitimated authorities (Kelsen, 1967). Even 

though norm can also be understood as a large normative system, including the law, values, 

customs, habits etc. 

In the legal positivism tradition, a formal (or positive) norm is composed by three 

basic features. Firstly, the law existence is a basic statement that depends on the access by the 

populace, so it can be obeyed. However, it is not enough for a society to know that the formal 

norm is published, so it exists, if the populace generally neglects it (Tamanaha, 2015). Thus, an 

individual shall not claim the ignorance of the formal norms after its publication in the legal 

system. Secondly, the validity condition exposes that a rule should be valid if it has been issued 

by the legitimated authorities according to the legal procedures, allowing that a duty of 

sanctions can be imposed in case of transgression (Garzón Valdés, 1993). Finally, the efficacy 

of the formal norm consists on the applicability condition. In this point, the State owns the 

responsibilities of vigilance, and application of the norms provisions and penalties in case of 

infringement by individuals. 

However, such principles cannot sustain themselves separately. After its 

establishment, a formal norm cannot be divorced from the empirical reality, but must coincide 
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with existing social needs. Once Ferdinand Lasalle exposed in his classic speech quote that a 

norm shall not be merely reduced to a written sheet of paper4. 

Some explanation about the extent of the law is necessary to understand its impact 

on performance of firms. As conventionally pointed out, institutions can be equalized as part of 

a large conceptual framework of the rule of law approach (Hadfield and Weingast, 2014). 

Following a historical perspective, the first documented mention of rule of law 

refers to juris regula expression extracted from an old military treatise in 1447. The original 

understanding of “rule of law” is from 1642 and refers to the legitimacy of an exercise of power, 

but became commonly used only later in the 19th century (Villaverde, 2016). Actually, this 

expression encompasses many concepts such as justice promotion and economic development 

improvements (Hadfield and Weingast, 2014). Despite being a largely used concept, the lack 

of an exact definition for rule of law in the theoretical literature is remarkable (Rodriguez el al, 

2010). 

This imprecision aspect has been criticized by several authors. The disagreements 

are due to the lack of a single and well-accepted definition and also by its incompleteness, that 

should incorporate distinct substantive values, such as equality or human rights (Hayek, 1944; 

Rodriguez et al, 2010). In fact, such inclusion could make difficult to distinguish Rule of Law 

from similar concepts (Versteeg and Ginsburg, 2017). The addition of distinct substantive 

values entails a set of inappropriate aspects that may harm its effective function (rigor of law), 

and also, idealize our own sense of government (Raz, 1979; Rodriguez et al, 2010). In this light, 

to bring several concepts under one indicator may lack the analytical value on its own. 

Generalizing, the concept may reduce complex social phenomena, that sometimes combine 

formal institutions with other vague or controversial measures, misleading the analysis due to 

endogeneity or aggregation problems (Ginsburg, 2011). 

Among various possible definitions, Fuller (1969) classification prevails to denote 

a normative definition with respect to the Rule of Law representation. This classification is 

based on eight traditional requirements for the law existence, i.e. (1) based on the erga omnes 

principle (generality); (2) pre-existence and widely known content by all (publicity), (3) 

prospectivity, meaning non-retroactivity or ex nunc principle (4) feasibility, the law is 

intelligible by all; (5) coherency, the law is compatible with other laws of the legal system; (6) 

possibility of compliance; (7) stability, in which the law tends to be unchanged; and (8) 

congruence, meaning accordance with the social, economic and legal context. 

                                                           
4 On the Essence of Constitutions Speech Delivered in Berlin, 1862. 
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Given the absence of a unique definition, this indeterminacy induces a more fine-

grained reflection about the completeness of the concept. Specifically, the Rule of Law 

definition does not provide enough elements to understand the full extent of the legal system. 

There is an important point to be considered about the application of the written laws. For our 

purposes, the Rule of Law is defined as the set of warranties and rights5 valid and stated in 

the Legal System, scrutinized by an investor. It includes the protection of property, private 

contracts and other warranties. I consider Rule of Law as a label for the rigor of the law 

system, which enable and support business perpetuation. Here, the intention is not to 

examine the organization of the state, based on the government format. 

To clarify the difference between the rule of law (in broad terms) and the 

effectiveness of granted rights concerning the law system, it is worth to analyze the practical 

mechanisms of concrete execution. Enforcement can be comprehended as a set of instruments 

for the effectiveness of the law system. It is defined as a reaction to infringement of a contractual 

arrangement (Antia et al., 2006). In fact, it assures private contracts and property rights reducing 

uncertainly levels to operate in a given environment. 

The existence of enforcement depends on the efficiency of the mechanisms of 

justice, such as an organized state and judiciary power, capable of imposing sanctions against 

rule breakers. These mechanisms are responsible for imposing penalties and discouraging 

agents to disobey the laws.  Therefore, enforcement is seen as the applicability of written law, 

an extension of the efficacy feature of the law, and a crucial formal mechanism to support the 

law system effectiveness. 

I understand that law and enforcement as separated procedures. In the first case, the 

law is responsible for the establishment of the rules of the game and the warranties in a given 

environment. The law defines the “shall be” actions i.e., how the agents should proceed locally, 

guiding the accepted interactions and sanctions for its disobedience. However, the law itself is 

an isolated approach, once it does not capture the protection of private property rights or the 

security of private contacts in a practical way, even when it foresees the coercive actions. The 

written law is a limited governance mechanism (as a formal norm), based on the incompleteness 

of the ex ante perspective. On the other hand, the enforcement is a mechanism that uses a set of 

punishments against infringement of the law. At this point, enforcement is an ex post situation, 

which aims to guarantee contract effectiveness and ratify the law’s authority. 

                                                           
5 The Declaration of Human and Civic Rights of 1789, in the article 16 says: “Any society in which no provision 

is made for guaranteeing rights or for the separation of powers, has no Constitution.”  
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Notably, there are distinct degrees of rigor of the law and surveillance. These 

differences contribute to the quality of the institutional environment, shaping the behavior of 

local agents. Based on that, firms are motivated to adopt different strategies in order to 

maximize their performance. Aiming to understand such heterogeneity, it is necessary to 

explore the institutional environment and the effectiveness mechanisms acting to influence the 

firm’s actions and consequent outcomes. 

 

4. INSTITUTIONAL ENVIRONMENT CLASSIFICATIONS 

 

The combination of these various concepts allows me to establish a design 

framework for this experiment proposal. I understand that an institutional environment is 

formed by different degrees of Rule of Law and Enforcement Mechanisms. Therefore, it is 

necessary to uncover the image of institutional environments and its influence on the 

performance of firms. 

Initially, the institutional level can be noticeable in distinct environments. First, the 

high quality institutional environment is characterized by the existence of strong mechanisms 

that provide guarantees to the investors. I understand that a strong institutional environment can 

be manifested by the existence of two components (I) adequate and protective formal norms 

that ensure the interactions among local agents and (II) efficient government organization that 

sustains the concrete application of laws. In this scenario, firms receive predictable and correct 

treatment from government agents, which guarantee their private contracts and property rights. 

In case of litigation or disagreement between parties, firms can seek their rights before the 

judicial system to obtain effective justice in business activities. 

Based on the existence of a strong institutional mechanism, both transaction and 

production costs can be mitigated in several ways. This environment facilitates economic 

performance once it stimulates the adoption of sophisticated technology to operate in larger 

scale, providing guarantees of the private contracts and hence reducing costs (Aron, 2000). 

Also, there is an increase of efficiency in production and investment related to a high-quality 

property rights and institutional environment that improve firm’s abilities (Loayza et al, 2005; 

Yasar et al, 2011). In addition, Aron (2000) summarizes that positive effects on performance is 

a result of the quality of institutions and the enforcement of property rights that protect firms 

against reek-seeking and bureaucratic harassment that compromise the firm’s efficiency. Based 

on this context, I propose: 
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Proposition I: In a strong institutional environment, firm performance is positively affected by 

the Rule of Law and Enforcement Mechanisms. 

 

Moreover, we can imagine a strong institutional environment in terms of Rule of 

Law, characterized by accessible and stable norms (that regulate penalties), providing assurance 

for private contracts, but associated to a fragile set of Enforcement Mechanisms. In this 

situation, a court system or independent judges might not put into practice the safeguards state 

in the letter of the law (or fail to interpret them). It may increase the uncertainty level for firms 

in comparison to the first scenario. 

If the formal laws are valid and well established, but enforcement resources are few 

or artificial, the likelihood of assuming transaction costs increases, since firms may face market 

distortions, spare risks and more bureaucratic harassment to assure its property rights. If 

supportive mechanisms are fragile or ineffective, other informal effectiveness means emerge, 

such as relationship-based business, arbitration courts, and coordination costs, which may 

prevail as enforcement substitutes (Peng, 2000; Murrell, 2001). 

Institutional environments that do not implement guarantees effectively guarantees 

may incentive firms to operate illegally or in small scale, avoiding the penalties prescribed by 

law, due to arbitrary or the absence of inspections. This situation elevates the uncertainty levels 

since it enables inefficient productive structures or stimulates informal business activities in 

detriment of the creation of competitive advantages (Aron, 2000). For instance, the lack of 

appropriate law inspection could encourage corrupt public agents to abuse their discretionary 

power over the private sector by extracting rents from managers. Thus, corruption incidence 

can increase the inefficiency of business in such a way as to cripple investments in a host 

country destination (Shleifer and Vishny, 1993; Cuervo-Cazurra, 2008). Further, managers can 

surrender to the bribery requirements to guarantee a minimal productive efficiency even if their 

legal rights are established by the law. 

Thus, firms commit more expenditures to operate in such scenario, and 

consequently, have its performance decreased. The existence of a law system does not 

guarantee the proper effectiveness without state based Enforcement Mechanisms. This imposes 

additional costs and uncertainties to operate in the country, increases the harmful effects and 

also distorts the allocation of resources and reduces the incentive to invest. Hence, I suggest 

that: 
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Proposition II: Firm performance is negatively affected by weak enforcement even under a 

high-quality Rule of Law institutional environment. 

 

Regarding the situation above, however, firms can behave differently from the 

previous proposition. For instance, unscrupulous managers may be tempted to ignore the 

existence of the terms established by the law system once the local performance will be superior 

compared to initial forecasts. At that point, this manager realizes that the government 

surveillance is weak, inexistent or susceptive to engage in fraudulent activities intentionally 

against society. 

To illustrate the occurrence of such situation, it is possible to compare the behavior 

with a criminal organization operating in an unrestrained environment. Illegal activities such as 

extortion, racketeering or violent loansharking, typically run by Mafia-type organizations, are 

carried on ignoring the laws that forbid these actions. A mobster knows that government agents 

are afraid to confront criminals or could be easily corrupted. Both corrupt government agents 

and mobsters are aware of future expected penalties when they agree to corrupt practices, but 

the attractiveness of the gains are higher. However, the likelihood of occurrence of penalties 

are low comparing to the strong enforcement mechanisms in the first scenario. According to 

this reasoning, I propose that: 

 

Proposition III: Firms that break the law, even if formal penalties are severe, have a higher 

performance due to weak Enforcement Mechanisms. 

 

On the other hand, if the scenario presents a poor legal system, made of unclear or 

badly written laws, it allows different actions and conflictive interpretations, generating 

instability, uncertainty and an expensive environment. The civil law doctrine, based in the 

ancient Roman Law, consists on basing the legal system on the definitions of lex praevia, lex 

certa, lex stricta and lex scripta. These characteristics, often mentioned in the criminal field, 

illustrate the scenario of high quality norms. Respectively, the norm must be previous (the 

action defined as crime beforehand), right (accessible and understandable to all the population), 

specific (the law must specify the action considered crime, instead of defining it in general 

terms) and, finally, written (formally coded). 

These definitions, developed since the ancient Roman Law, turned into principles 

of law, that when combined, are able to bring certainty for society in all its activities. If one of 

these principles is missing, the legal system is defective since all of them are connected. The 
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simple existence of normative laws is certainly a concern. However, its merits, or the lack of 

them is another issue6. 

Thus, even when the enforcement mechanisms are strong and well organized such 

as the judiciary structure, the costs of obtaining the certainty of a right (favorable decision) or 

confirming security for a certain business becomes expensive, considering the access and the 

length of time to obtain a definitive court’s decision. Besides, taking into consideration that, in 

general terms, the Judiciary has the traditional function of interpreting formal norms, as the 

bouche de la loi7, bringing one claim before the Courts may be a “shot in the dark”. Poorly 

written laws may bring unpredictable outcomes, including a very unfavorable one. 

Furthermore, when the law is unclear, the considerable uncertainty created in this 

scenario leads the firms to invest in alternative measures, such as larger organizational 

structures (legal, compliance, government relations areas), lobby agents, arbitration justice, etc. 

However, firms also can engage into bribery activities to facilitate the access of 

benefits otherwise not available in the country (Lui, 1985). Some scholars have demonstrated 

how the levels of corruption reduce the attractiveness of FDI (Busse and Hefeker, 2007; Habib 

and Zurawicki, 2002; Wei. 2000; Lambsdorff, 2003; Cuervo-Cazurra; 2006). Consider that 

MNEs have an incentive to engage with corrupt officials to ease procedures or get around rigid 

or misguided regulatory environments (Huntington, 1968; Leff, 1989; Tanzi, 1998; Egger and 

Winner, 2005), engaging in corruption increases the costs of doing business (IMF, 2016). 

The misalignment between the system of norms and the enforcement actions 

generate additional transactional costs to protect the business thus, affecting performance. 

Therefore, I propose: 

 

Proposition IV: Firm performance is positively affected by the existence of Enforcement 

Mechanisms, even under a low Rule of Law institutional environment. 

 

Finally, in a weak institutional environment is characterized by defective Rule of 

Law regarding warranties and rights for investments. For instance, instability of norms (fast 

changes on regulation), uncertain validation, confusing  or contradictory content of the law, 

lack of the erga omnes8 condition (law protection is for a few people), among others. 

                                                           
6 John Austin, The Province of Jurisprudence Determined, 1832. 
7 Montesquieu, De l'esprit des Lois, 1748. 
8 Erga omnes – Latin expression that means “against all” 
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The warranties and rights prescribed by the legislation are few, restrained or even 

absent. The rule of the game is instable, bringing high uncertainty scenario for business 

activities. For instance, the state may hold discretionary power over the institutional 

environment, which allows arbitrary and unpredictable decisions. In addition, this scenario 

presents defective fragile or inexistent enforcement instruments. There are scarcely efficient 

actions for the protection of rights and contracts. 

Under these hostile conditions, firms are forced to deal, continuously, with the 

burden financial penalties, over taxation, arbitrary inspections, obstruction and expropriation 

of the business. In particular, in this type of institutional environment, MNEs will invest above 

than otherwise necessary in order to prevent their exposure against hold-up risk. Based on prior 

commitment, investments previously made become irreversible and the returns are vulnerable 

to an ex post expropriation (Hart, 1995; Che and Sákovics, 2004). Because ex post costs are 

subject to uncertain parameters, investors cannot determine the optimal investment ex ante, 

thereby resulting in an inefficient situation and consequently leading to underinvestment (Klein 

et al. 1978; Williamson, 1985). 

For example, considering the risk of expropriation associated with high-risk 

countries, a MNE is not likely to prevent the threat of opportunistic behavior by a host 

government (Williamson, 1975). Once the direct investment has been made and the investment 

becomes a sunk cost, the host government has an incentive to confiscate profits from this 

investment. Even if the investment returns are extremely high in that country, an MNE has no 

incentive to reinvest in such country, based on the fact that the firm cannot repatriate all future 

earnings (Konrad and Lommerud, 2001). 

Moreover, Robertson and Watson (2004) demonstrate that, in the short run, the 

more rapid the rate of change of FDI, the higher the level of corruption. In this context, the 

appeal of rapid return of capital projects and other opportunistic investment strategies, such as 

short-run capital, or even speculative capital, may be more attractive. 

 

Proposition V: Firm performance is negatively affected in a weak institutional environment 

with poor law system and enforcement mechanisms. 

 

In the same institutional environment described above, very few opportunities may 

remain for investors. There is a big likelihood of occurrence of pervasive and widespread 

corruption (Rodriguez et al, 2005). Moreover, the investor can obtain better conditions to 

operate in cases he concedes to the corrupt system (Lui, 1985; Saha; 2001; Bjorvatn and 
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Soreide; 2005). Even though corrupt environments increase uncertainty and offers less 

guarantees to the investor, some studies do not considered it a factor that can preclude the 

potential entrance of foreign firms (Wheeler and Mody, 1992). 

In addition, Brouthers et al (2008) suggest higher market attractiveness could 

compensate the negative impact of corruption in the host country.  In this case, firms may obtain 

high levels of profit, may operate in market dominance situations (without state sanctions), but 

the duration of business depends on the sustainability of the status quo. Firms may succeed 

acting as government partners in a relation-based business, in which the protection of rights 

usually obtained in high Rule of Law and strong enforcement scenarios are discretionary 

granted. This leads to the following proposition: 

 

Proposition VI: Firms operating in a weak institutional environment may obtain a high 

performance if they engage with the corrupt system, abusing the precarious legal system and 

their Enforcement Mechanisms. 

 

5. THEORETICAL FRAMEWORK FORMALIZATION: 

 

Suppose a MNE is considering investing in a foreign country. Initially, the investor 

has preliminary perceptions about the rules of the game of the host country. The investor has 

however, incomplete information to validate its perceptions received before making the 

investment (ex ante). Such information refers to Rule of Law levels (Law System functionality), 

which is formed both by the quality of the law system and its enforcement instruments 

(penalties, court system, surveillance). As follows, in the first stage, an investor analyses the 

level of Rule of Law and decides if it will invest in a strong or low institutional environment. 

In the second stage, after the establishment of the firm in the new location, the 

investor may come across two different situations. At this moment, the MNE will realize the 

levels of efficacy in the formal norms and enforcement mechanisms. In particular, a MNE does 

not have any information about the situation that will be faced ex post the establishment in that 

host country, but expects similar conditions from the first stage. The MNE response to the 

enforcement level and consequent impact on performance is not obvious, since different 

behaviors ex post can be adopted to maximize their local performance. 

In order to guide this experiment, I build a sequential game based on the existence 

of two institutional environment perceptions and two “efficacy-consequences” related to the 

initial perceptions. Also, it involves two players without complete information: a MNE (firm 

http://www.sciencedirect.com/science/article/pii/S017626801200002X#bb0335
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investor) and the Enforcement Mechanism (courts, judges or government agents from the host 

country that are responsible to enforce local laws). The conceptual model that is used in this 

study is presented in Figure 1. Despite the incomplete contracts assumption, I consider, for 

simplicity, that each MNE knows the costs of a deal with failure and inefficiency of the 

Enforcement Mechanism. In each environment it will spend a specific amount to protect its 

business against such inefficiencies. 

The payoffs are determined by net profit and the “legal remediation costs”, which 

is the amount that a MNE will spend to deal with inefficiency independently of the moment: ex 

ante (to prepare for entry) or ex post (unanticipated inefficiencies). For simplicity, again, the 

net profit in any institutional environment is 5; legal remediation costs 3; and hence, the net 

gains will vary according to the scenarios. Thus, the sequential game with distinct strategies 

and associate payoffs to each player is presented in Figure 1. Using the propositions from 

section 4, I consider this sequential game on the classification of institutional environments. 

The sequential game indicates the problem faced by MNEs about the decision to invest in 

distinct rule of law host countries, considering the Enforcement Mechanisms effectiveness. If 

the MNE allocate its resources to a specific rule of law environment and next, it confirms the 

existence of the initial conditions, the MNE profits 5, as stated in proposition I. Net gains will 

remain 5, since there is no additional cost to operate in this institutional environment.
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Similarly, if a MNE chooses an institutional environment categorized as a fragile 

law system, additional protection procedures ex ante will be necessary, since this institutional 

environment demands critical requisites previously to the entrance of the MNE in the host 

country. After the establishment of business activities, the MNE confirms the ex ante 

expectations regarding the fragile Rule of Law, and whether the existent legal guarantees are 

indeed enforced (proposition IV). The MNEs net gains on investment (payoff) will be 2 against 

the original gains of 5. In this scenario, this enforcement expenses consume 3, as preemptive 

protection against the imperfect law system. This is a “see to believe” case. 

On the other side, if the allocation of resources is directed toward a scenario in 

which the state Enforcement Mechanisms are not effective, firms will face a new challenge to 

deal with a situation unanticipated. Therefore, I derive four situations in which institutional 

environments can shape the firm’s behavior.  First, if a MNE decides to invest in an expected 

strong Rule of Law country, but is proven mistaken, the firm will assume the post-entry 

additional costs (re-adaptation, learning process, timing, safeguards, renegotiation, etc.). Hence, 

the performance decreases compared to the initial forecasts, as observed in proposition II. In 

this case, MNE will receive 2 as a net gains because it must spend 3 in legal remediation costs. 

Next, consider if the MNE invests in a fragile Rule of Law environment, and even 

the few legal guarantees are not granted. The investor will probably assume an extra burden of 

the setbacks, even if it took preemptive actions. Arbitrary changes in the law system generate 

uncertainties and negatives impacts on the firm’s perspectives (new taxations, new regulatory 

impositions). Ultimately, firms are subject to expropriation by the state, as illustrated in 

proposition V. In this setting, firms are induced to favor short-run or rapid pay-back projects, 

considering that long-run projects are more exposed in such environment. Thus, legal 

remediation costs consume all payoff for the firm and some, to deal with the legal remediation 

costs, thus, a net gain [-1]. 

On the other hand, firms can violate the existing formal norms or even infringe 

previously agreed private contract terms, once there is no surveillance or effective punishment 

that discourage firms to adequate their behavior. As a consequence, firms may achieve superior 

performance by neglecting the existing law system, as described in proposition III. The “outlaw 

firm” will receive as payoff any amount [net gains > 2], even the payments requires by weak 

enforcement mechanism could be 3 (based on illegal gift payments to deal corrupt agents or 

attorney expenditures). At this point, to bypass formal norms, the net gains need to be superior 

to 2, so that “crime does pay”. 
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Following a similar path, a weak Rule of Law system with fickle or incomplete 

formal norms and scarcely effective surveillance, a MNE can embrace a predatory behavior as 

a reaction to the absence of any punitive laws or state inspection mechanisms. Facing such 

situation, predatory firms could operate there supposing that is a “land without law”, without 

fearing to be sanctioned by local authorities. Hence, it increases its performance achieving 

higher profits, since few laws are enforced or obeyed, as portrayed in proposition VI. Thus, in 

this scenario MNEs obtain a higher payoff than previous situations, net gains > 6; since they 

face initial legal remediation costs of “3” plus additional expenditures “3” to deal with the 

turbulent ex post system costs. 

 

6. CONCLUDING REMARKS 

 

This study proposes a set of detail situations based on the interaction between law 

existence and enforcement instruments. Based upon an interdisciplinary literature combining 

international business, institutions and law, I describe how institutional environments might 

affect the firm performance. Also, I generate six testable predictions based on the Rule of Law 

and Enforcement Mechanisms as active drivers of firm’s performance. I argue that firms 

behavior can be shaped by these interactions in a restricted number of options. I emphasize that 

these different interactions may affect firms at different time periods. 

I demonstrate that the effective protection of a business investment, such as contract 

and property rights, does not solely depend on the existent of a formal norm, legally established 

and valid. It happens because the accountability of elaboration and the effective application of 

the norm belong to different institutions. 

Despite such difference, Rule of Law and Enforcement are sibling concepts, but 

difficult to be treated separately. First, because Rule of Law is a broad concept that includes 

Enforcement aspects, such as efficacy (a feature of law composition). Second, rights under the 

Rule of Law and the Enforcement may be understood in two different moments: the conception 

of the law and the effectiveness of enforcement (an attribute that may depend on surveillance 

and application of punishments). Hence, to investigate these relationships empirically is a 

complex task. The next step for future research is to examine these propositions using adequate 

cross-country firm-level databases that comprise more precise measures of the theoretical 

constructs developed in this study. 
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8. APPENDIX: PRELIMINARY EMPIRICAL EXPLORATION  

 

The following sections presents preliminary results of the experiment proposed, 

based on BEEPS database. 

 

8.1 Data and methodology 

 

To support this analysis, I distinguish the different perceptions by managers in two 

moments in the timeline: (I) the expectation moment (ex ante forecast of Rule of law system) 

meaning the initial perception of the legal system as a role, and then (II) the realization moment 

(ex post consequence), i.e., the effective occurrence that may validate the prior perception. 

I expect that the variation of the perception between the expectation and realization 

moments reflects on the performance of the firms. Positive variation indicates that Rule of Law 

and/or Enforcement have a positive impact on performance, while a negative incident suggests 

that performance decreases after establishment in the host country. 

The ideal scenario to answer this experiment could be test firm’s performance from 

similar MNEs based on the division of the four classification of institutional environment 

(Table A2). Nevertheless, such ideal scenario does not exist. In order to solve this question, I 

choose using ordinary least square, the general equation of the model is as follows (Equation 

1):  

 

Performance = β0 + β1 Rule of Law + β2Enforcement mechanism + β3Bribe + β4Extortion  + 

 β5 Control  + ε              . Equation (1) 

 

 In sequence, to test the proposals presented above, I collect data from the Business 

Environment and Enterprise Performance Survey (BEEPS), a firm-level survey based on 

presential interviews with top managers. BEEPS objective is to examines the examines the 

quality of the local business environment. For this study, I use the 2004 edition, which the 

survey was conduct in 5 countries: Germany, Greece, Portugal, South Korea and Vietnam. The 

database is built based on the existence of complete data about the variables selected. 

I develop a sample based on selection of two variables to comparing rule of law and 

enforcement (table 1). The dependent variable Net margin is used as a performance measure. It 

is calculated by difference between firm total sales and total costs position, divided by firm total 

sales. 
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Table A1 – Variables description 

Variable Description Source 

Rule of Law To what degree do you agree with this 

statement? “I am confident that the legal system 

will uphold my contract and property rights in 

business disputes”. 

Likert scale measure using (1-6):  

(1) Strongly disagree until (6) Strongly agree. 

 

Business Environment and 

Enterprise Performance 

Survey (BEEPS). 

Enforcement 

mechanism 

[State enforcement 

mechanism] 

How often do you associate the following 

description [fair and impartial] with the court 

system in resolving business disputes? 

Likert scale measure using (1-6):  

(1) Never until (6) Always. 

Business Environment and 

Enterprise Performance 

Survey (BEEPS).  

Net margin 

(Performance) 

Proxy calculated based on total firms’ self-

reported sales and total operating costs. 

Business Environment and 

Enterprise Performance 

Survey (BEEPS). 

Bribe payments “It is common for firms in my line of business 

to have to pay some irregular additional 

payments/gifts to get things done with regard to 

customs, taxes, licenses, regulations, services 

etc”. 

Likert scale measure using (1-6): 

(1) Never until (6) Always. 

 

Business Environment and 

Enterprise Performance 

Survey (BEEPS). 

Extortion from Hold-

up 

(negatively measured) 

How often is the following statement true? “If a 

government acts against the rules I can usually 

go to another official or to his superior and get 

the correct treatment without recourse to 

unofficial payments/gifts” 

Likert scale measure using (1-6): 

(1) Never until (6) Always. 

 

Business Environment and 

Enterprise Performance 

Survey (BEEPS). 

Size Control variable for number of full-time 

employees work for the company in 2004. Scale 

measure using (1-7): (1) Small size firm until 

(7) Large size firm. 

 

Business Environment and 

Enterprise Performance 

Survey (BEEPS). 

 

Additionally I include two variables to identify the corruption level occurrence. I 

used bribe payments as the incidence of corrupt activities, of which a positive coefficient 

indicates an engagement affecting the firm performance. The variable extortion captures the 

existence of a hold-up situation, where a firm becomes a victim of a government agent, which 

cannot escape unless conceding the illegal payments. In this case, a negative coefficient 

indicates the existence of a hold-up situation and higher scores mean that firms are safe against 

extortion practices. I use size as a control variable for the number of employees in each firm, 

and host country dummies. 
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The combination of expected coefficients according to the propositions of section 

4 are described in table A2. I further adopt labels to categorize distinct scenarios. 

 
Table A2 – Institutional environment interactions 

Institutional 

environment 

classification 

Propositions / denomination Rule of Law Enforcement Corruption 

1 I )   “Kingdom of Heaven” (+) (+) empty 

2 
II)  “Et tu, Brute?” (+) (-) (-) 

III)  “Cosa Nostra” (+) (-) (+) 

3 IV)  “Saint Thomas” (-) (+) (-) 

4 
V)   “Prometheus” (-) (-) (-) 

VI)  “State of Nature” (-) (-) (+) 

 

A2. Results and Discussion 

 

The results are presented in table A3. OLS regression indicates significance at 

p<1% levels. The negative coefficient of Rule of Law and positive coefficient of Enforcement 

describes a situation reported in the theoretical framework. The results reflect the existence of 

a situation where a weak law system is perceived by MNEs, even if enforcement mechanisms 

are effective, finding support in favor of an explanation stated in proposition IV. Firm 

performance is explained by a low Rule of Law perception even when effective enforcement 

instruments are in place. It should be noted that this finding implies the renouncement of 

corruption activities. In fact, corruption is observed as a negative impact on the firm’s 

performance, characterizing an institutional environment that does not provides advantages in 

bribery. Besides the negative impact of bribe payments, the results indicate an absence of 

extensive corrupt actions based on the positive coefficient of extortion-1. I interpret that firm 

performance is not significantly harmed by extortion actions by government agents, which 

indicates negligible hold-up problems. 

I suggest that firm performance is explained, under the conditions presented, by (I) 

rule of law not clearly defined, and (II) enforcement mechanisms able to safeguard the existence 

of laws. This suggests that firms should take preventive action before the entrance in a host 

country due to the shortcomings of the legal system. 
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Table A3: Impact of institutional environment on firm's performance 

Dependent Variable 
Net margin 

Performance 

    

Rule of Law -0.0225*** 

  

(0.0043) 

 

Enforcement mechanism 0.0162*** 

  

(0.0040) 

 

Bribe payments -0.0151*** 

  

(0.0034) 

 

Extortion (inverted) 0.0136*** 

  

(0.0029) 

 

Size -0.0045 

  

(0.0029) 

 

Constant 0.6073 

  

(0.0205) 

 

No. of Obs. 2527 

R-squared 0.0339 

Notes: OLS regression reported in this table is based on BEEPs database 

including firms established in Germany, Greece, South Korea, Portugal and 

Vietnam. Each observation represents a different firm located at one of these 

host countries. 

***Significant at the 1% level   
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CONCLUDING REMARKS 

 

These articles broad view of how external conditions, i.e, institutional and 

macroeconomics could affect the business activities in international perspective. As finally 

remarks, I summarize some findings of this research with implications for the International 

Business theory and policy. 

Chapter I results indicate that some arguments put forward in the Brazilian business 

debate regarding the effects of the real effective foreign exchange rate and real market interest 

rates roles as drivers of direct investment flows abroad are not as relevant they seem. At the 

same time, I understand that the conditions analyzed in the trajectory of the Brazilian economy 

development created pressure on local firms to modernize their productive apparatus. Despite 

this fact, the results suggest that there is an incomplete Darwinian process given the limited 

competitive advantage of the industries studied as illustrated by Wells (2009). The findings 

indicate a relevant influence of the commodities boom to support foreign investment. I 

speculate that Brazilian firms do not possess conventional competitive advantages, and their 

internationalization resembles an artificial selection process. 

As an implication to policy makers, my assessment is that the Brazilian state has 

not been effective in truly supporting the internationalization of domestic firms during the 

period analyzed. For instance, the creation of structural conditions to develop effective 

competitive advantages that enable Brazilian firms to compete in international markets, 

regardless of macroeconomics changes. 

Chapter II discusses the mobility of FDI flows given the level of corruption in host 

countries.  Although my empirical results do not corroborate my theoretical hypothesis, I 

propose a FDI turnover measure as a rough proxy of the maturity of a FDI project. More 

research on this issue is necessary to clarify the effects of institutional effects on the time of 

permanence of FDI projects. This study shows that the association between corruption levels 

and the hold-up problem are not empirically supported as short- or long-run strategies of MNEs. 

Nevertheless, situations where FDI payoffs are seized by the host government deserve 

additional empirical attention. 

Chapter III discusses how performance is affected by an institutional environment 

where there is variation both in the level of the rule of law and, simultaneously, in the standards 

of law enforcement. Even if corruption practices exist in this environment, the engagement with 

such environment may be prejudicial to the firm’s performance. Of course, I acknowledge that 

this study presents several limitations. As presented in Chapter III, it is very difficult to 
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empirically measure the proposed constructs. As part of a simple empirical illustration, I use 

the survey database provided by BEEPs. Such variables are not originally intended to support 

the kinds of empirical verification that could support my theoretical framework. Other problems 

can be better treated in future studies as well. I suggest as a future research agenda the collection 

of precise data that effectively measure the FDI entry decision in a set of host countries given 

the ex ante and ex post decision maker’s perceptions regarding the institutional environment. 

Furthermore, I suggest a deep examination of how formal norms affect the firm’s performance 

in some specific scenarios.  

I finish this doctoral dissertation with the usual call for further research, based on 

the limitations of the studies described. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


