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I. FOREIGN DIRECT INVESTMENT OVERVIEW
Foreign Direct Investment
The International Monetary Fund (IMF) defines foreign direct investment (FDI) as a category of international investment where a resident in one economy (the direct investor) obtains a lasting interest in an enterprise resident in another economy (the direct investment enterprise).  (IMF, 1993)  Two parts of this definition are important to note, the lasting interest implies the existence of a long-term relationship between the direct investor and the direct investment enterprise, and the direct investment implies the acquisition of at least 10 percent of the ordinary shares or voting power of an enterprise abroad.  A foreign direct investor is an individual, an incorporated or unincorporated public or private enterprise, a government, a group of related individuals, or a group of related incorporated and/or unincorporated enterprises which has a direct investment enterprise – that is, a subsidiary, associate or branch – operating in a country other than the country or countries of residence of the foreign direct investor or investors. (OCED, 1996)
There are several common misconceptions regarding the definition of FDI.  First, FDI does not necessarily imply control of the enterprise since only a 10 percent ownership is required to establish a direct investment relationship.   Second, FDI does not comprise a “10 percent ownership” (or more) by a group of “unrelated” investors domiciled in the same foreign country; FDI involves only one investor or a “related group” of investors.  Third, FDI is not based on the nationality or citizenship of the direct investor; it is based on the investor’s residency.  Finally, lending from unrelated parties abroad that are guaranteed by direct investors is not FDI. (IMF, 2003)
FDI represents a large part of the increasing and all-encompassing trend towards globalization.  Foreign Direct Investment is just one of a number of possible channels of international economic involvement. (Dunning, 1988) This paper provides a review of the most important theories of trade and their evolution towards theories of foreign direct investment, as well as significant research findings regarding the foreign decision process, market entry modes, and drivers and location of FDI.  The paper also addresses important issues raised by globalization, such as impact on firm’s risk, performance, and valuation, and the effect of technology advances on international business. 
Trends
Slow economic growth, falling stock market valuations, lower corporate profitability and a slow recovery has contributed to falling foreign direct investment inflows.  FDI flows and notably cross-border mergers and acquisitions to developed countries declined as weak economic conditions continued to persist.  The economic recovery, investor confidence, and new cross-border mergers and acquisitions activities may drive a recovery; although transnational companies are continuing to follow cautious growth and consolidation strategies.  
After years of expansion, many of the top 100 transnational corporations have experienced declining sales and employment since 2001.  However, the top 50 transnational corporations have taken the economic downturn as an opportunity to restructure and expand to remain competitive.  The majority of the top 50 transnational corporations are headquartered in Asia.  Therefore, although FDI has slowed down, international production has continued to expand. Particularly, developing countries have experienced FDI inflows targeted at increasing efficiencies in the areas of manufacturing and services.
The overall decline in foreign direct investment has led to increased efforts to attract FDI, such as legislation changes, promotional measures, and incentives.  UNCTAD reports increasing uniformity in terms of investment frameworks governing FDI.  Additionally, fiscal regimes, land and labor laws, competition polices, residence permits and intellectual property rights are changing in favor of FDI.  UNCTAD reports that in 2002, 236 favorable laws were enacted in 70 countries in favor of FDI.
The service sector has been an area of focus in recent years for foreign direct investment.  Access to efficient and high-quality services is becoming increasingly important for the productivity and competitiveness of firms and industries.  High-quality services also affect the standard of living in an economy as well as the ability to compete effectively in both domestic and international markets.  Telecommunication networks, transportation systems, and an adequate financial infrastructure are also important to the development of both domestic enterprise as well as foreign direct investment inflows.
Introduction

The present survey begins with a comprehensive analysis of the ways in which globalization and degree of internationalization are defined in the international business literature and continues with a review of the main theories of trade and foreign direct investment. These theories form the foundation for studies related to particular issues, such as the benefits of globalization for companies pursuing international expansion. Based on a review of the literature in this area, it is unclear whether multinationals reap performance or risk-reduction advantages; therefore, the subsequent section of this survey identifies additional motivations for foreign involvement other than financial benefits.  In some cases the benefits of foreign expansion may be offset by the uncertainty and risk encountered in international markets.  A review of this issue draws significant conclusions regarding how risk and uncertainty influence the international involvement decision of multinational corporations. The uncertainty in which foreign operations decisions take place leads some authors to suggest the use of a real option valuation for international projects.  The survey continues with an assessment of the impact of political risk, and the interrelated aspect of choosing between locations of foreign commitment. The market entry mode discussion offers insights into the actual influence that the main FDI theory approaches, with the inclusion of the specific issues of investment drivers, decision under uncertainty, political risk, and location advantages have on explaining a company’s choice of market entry modes. The conclusion evaluates the most important aspects of the theory of foreign investment and how it is affected by the current evolution in information and communication technologies.  
II. Globalization and THE Degree of Internationalization
Globalization

Globalization refers to the increasing integration of economies around the world, particularly through trade and financial flows.  (IMF, 2000)  Growing international linkages through FDI are an important feature of financial globalization and raise important challenges for policymakers and statisticians in industrial and developing countries alike. (IMF, 2003)  According to Daniels and Radebaugh (1998), the growth of globalization has been influenced by technological developments, increases in incomes, liberalization of cross-border movements, and an increase in the number and significance of cooperative arrangements among countries and regions.  As the world economy becomes more integrated, more firms seek opportunities in the international arena. According to Welch and Loustarinen (1988), the degree to which a company is involved internationally depends mainly on its operational diversity, offerings across borders, range of foreign markets, and internationalization of its corporate structure and functions. The more a company is involved globally, the more intense these characteristics will occur within an organization. 
The definition of globalization has also been approached from a specialization theory point of view, in which a country or a firm would be producing according to comparative advantage, specializing in those products that are more profitable, and benefiting from trade and internationalization.  In the real world of market imperfections (Kindleberger, 1969 and Hymer, 1976) firms can choose between a variety of foreign market entry modes, e.g. wholly-owned subsidiaries, joint-ventures, licensing, and other contractual agreements.   Examples of market imperfections include government regulations and controls, such as tariffs and capital controls that impose barriers to free trade and private portfolio investments.  Market failures also exist in the areas of firm-specific skills and information.  (Shapiro, 1992)  The theory of the multinational corporation, as set forth by Shapiro (1992) amongst others, considers the international expansion of companies as a means of using intangible capital to penetrate foreign markets. The nature of the intangible capital determines the form of international involvement; thus, if the intangible assets are in the form of trademarks, patents, or organizational abilities that can be embodied in products without adaptation, the firm would chose licensing or exporting as the foreign market entry modes, whereas if the intangible capital consists of organizational skills pertaining to the firm itself, the company will become involved internationally by establishing foreign subsidiaries. 
The Degree of Internationalization

The degree of internationalization is the exposure a corporation has to foreign markets.  Internationalization theories seek to explain how and why a firm engages in overseas activities and, in particular how the dynamic nature of such behavior can be conceptualized.  (Morgan and Katsikeas, 1997)  Lilienthal (1960) has been credited as the first to coin the term “multinational;” and since its introduction, it has been used to describe a wide range of organizational structures. (Shaked, 1986)  Several proxies exist for the degree of internationalization including: foreign subsidiaries’ sales as a percent of total sales (FSTS), foreign assets as a percent of total assets (FATA), and the number of foreign subsidiaries.  The direction of the relationship between the degree of internationalization and the financial performance of the firm has been disputed in the literature.

Table 1: The reported direction of the relationship between the degree of internationalization and the financial performance of the firm.

	Positive
	Intermediate
	Negative

	Vernon (1971)

Dunning (1985)

Grant (1987)

Grant, Jammine & Thomas   

      (1988)

Daniels & Bracker (1989)

Geringer, Beamish & 

      deCosta (1989)
	Horst (1973)

Hughes, Louge & Sweeny 

      (1975)

Buckley, Dunning & Pearce 

      (1977)

Rugman, Lecraw & Booth 

      (1985)

Yoshihara (1985)

Buhner (1987)
	Siddharthan & Lall (1982)
Kumar (1984)

Michel & Shaked (1986)

Shaked (1986)

Collins (1990)


  Source: Sullivan (1993)

Sullivan (1993) sought to find a more appropriate measure of the degree of internationalization (DOI) by regressing nine variables on data for 74 American manufacturing MNCs.  He found that the linear combination of foreign sales as a percent of total sales (FSTS), foreign assets as a percent of total assets (FATA), overseas subsidiaries as a percent of total subsidiaries (OSTS), psychic dispersion of international operations (PDIO), and top managers’ international experience (TMIE) reduce the error that results from sample, systematic, and random bias.  
Figure 1: Ratio variables for DOI Calculation
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Source: Sullivan (1993)
The terms globalization and degree of internationalization refer to the extent to which companies participate outside of a home country.  This participation is often in the form of foreign direct investment.  The following section looks at some of the classic theories of FDI that form a foundation for current academic debate.
III: Foreign Direct Investment Theories
Extensive theoretical and empirical research has focused on various explanations of the firm’s international involvement. A selected list from Morgan and Katsikeas (1997) of classic theories of trade and foreign direct investment is presented in Table 1.  Notably, the first explanations of foreign direct investment have attempted to address the limitations of the early international trade theories, such as the classic trade theory (Ricardo, 1817, and Smith 1776), the factor production theory (Hecksher and Ohlin, 1933), and the product life cycle theory (Vernon, 1966, 1971 and Wells, 1968, 1969).  However, as the globalization trend has gained momentum, theorists have concentrated on more specialized foreign investment frameworks, such as the market imperfections theory (Hymer, 1970), the international production theory (Dunning, 1980 and Fayerweather, 1982), and the internationalization theory (Buckley, 1982, 1988 and Buckley and Casson, 1976, 1985). 
Table 2. Theories of International Trade and Investment

	Theory
	Theoretical Emphasis
	Credited Authors

	Classical 
Trade Theory
	Countries gain if each devotes resources to the production of goods and services in which it has an advantage. 

	Ricardo (1817)
Smith (1776)

	Factor Proportion Theory
	Countries will tend to specialize in the production of goods and services that utilize their most abundant resources. 

	Hecksher and Ohlin (1933)

	Product 
Life Cycle Theory
	The cycle follows that: a country’s export strength builds; foreign production starts; foreign production becomes competitive in export markets; and import competition emerges in the country’s home market.

	Vernon (1966, 1971)
Wells (1968, 1969)

	Market Imperfection Theory
	The firm’s decision to invest overseas is explained as a strategy to capitalize on certain capabilities not shared by competitors in foreign countries.

	Hymer (1970)

	International Production Theory
	The propensity of a firm to initiate foreign production will depend on the specific attractions of its home country compared with resource implications and advantages of locating in another country.

	Dunning (1980)
Fayerweather (1982)

	Internationalization Theory
	Internationalization concerns extending the direct operations of the firm and bridging under common ownership and control the activities conducted by intermediate markets that link the firm to customers. Firms will gain in creating their own internal market such that transactions can be carried out at a lower cost within the firm.
	Buckley (1982, 1988)
Buckley and Casson (1976, 1985)


Source: Morgan and Katsikeas (1997)
Classical Trade Theory 
Most discussions on international trade begin with the neoclassical argument set forth by Smith (1776) and later expanded by Ricardo (1817).  The idea is that if each country focuses on the production of goods and services for which it has an advantage, all countries will gain even in instances where some countries have more resources than others.  This theory of trade is based on the assumptions that markets are perfectly competitive, there are no transaction costs, investors are informed, production factors are mobile, and an absence of government intervention.  This leads to gains from international trade based on specialization.  
Factor Proportion Theory
The factor proportion theory set forth by Hecksher and Ohlin (1933) focused on the observation that countries tend to specialize in the production of goods and services that require their most abundant resources.  The determinants of the pattern of trade are factor endowments and factor intensity of production lead to factor price equalization, which in turn impacts international trade and investment.  These basic international trade theories set the foundation for more recent work by Vernon (1966, 1971) and Wells (1968, 1969) that brought the classical theories to a modern perspective. 

Product Life Cycle Theory

The Product Life Cycle Theory set forth by Vernon (1966, 1971) has intended to address the apparent inadequacy of the comparative advantage framework in explaining trade and foreign investment and to concentrate on the issues of timing of innovation, effects of economies of scale and, to a lesser extent, the role of uncertainty.  The product life-cycle theory states that a company begins by exporting its products and later undertakes foreign direct investment as a product moves through its life cycle.  This occurs in three stages: the new product stage, the maturing product stage, and the standardized product stage.  

Table 3: Product Life Cycle Theory of International Trade
	
	Early Development
	Growth 
	Maturity

	Demand
	Low price elasticity
	High price elasticity
	Price competition
Product differentiation

	Production
	Rapidly changing technology
	Mass production
	Commodity type
Stable technology

	Industry Structure
	Small number of firms
	Large number of firms
	Number of firms declines


Source: Class Notes

The author explains the pattern of the production process by identifying the US as a high average income, high unit labor cost location that is most favorable to the introduction of new products.  In the new product stage, a good is produced domestically because of the uncertain demand and to keep production close to the development department that developed the product.  The motivation for domestic production also resides in the fact that there is a high degree of freedom for changing inputs, which may be necessary in the incipient stages of production, as well as effective communication between the producer and customers, suppliers and competitors. (Vernon, 1966)  

In the maturing product stage, the company directly invests in production facilities in those countries where demand is sufficient to warrant its own production facilities. This would, according to Vernon, require the producer to expand with manufacturing units in other advanced countries.  Two of the characteristics of this stage are a decline in the need for flexibility and an increased concern for cost rather than product characteristics.  

However, as the product matures, the demand increases while there is also an increase in standardization, which leads to a lower need for flexibility and higher expectations of economies of scale and long term commitments. 
In the early stages the value-added contribution from skilled labor adds to high labor costs; later a high volume of output and a low degree of uncertainty will eventually justify an inflexible and capital intensive investment.  (Vernon, 1966)  As the firm is aiming towards larger economies of scale, a need for low labor costs arises, which may direct the producer to set facilities in low labor cost locations from which it would export to the US. Thus, at an advanced stage in the standardization of some products, the less developed countries may offer competitive advantages as production locations.
In the standardized product stage, in response to the increased competition and the pressure to reduce costs, the company builds production facilities in low-cost developing nations to serve its markets around the world.
Market Imperfections Theory

At about the same time that Vernon (1966, 1971) and Wells (1968, 1969) were discussing the product life cycle theory, Hymer (1970) introduced the market imperfections theory.  The market imperfections theory states that a firm’s decision to invest overseas is explained as a strategy to capitalize on certain capabilities not shared by competitors in foreign countries (Hymer, 1970). The competitive advantages of firms are explained by market imperfections for both products and factors of production. 
The theory of perfect competition dictates that companies produce homogeneous products and enjoy the same level of access to factors of production. However, the reality of imperfect competition entails that firms gain different types of competitive advantages according to the power they exercise in a particular market. Market imperfection theory does not explain why foreign production is considered the most desirable means of harnessing the firm’s advantage.  (Morgan and Katsikeas, 1997)  Another theory used as an explanation of internalization of activities by multinational firms is the transaction cost theory.  Coase (1937) argued that the high cost of contracting relevant to prices, and a high cost of certainty with regards to transactions, justifies the coordination of economic activities across borders.  Williamson (1975) called this the organization failure theory arguing that transaction costs can lead to market failure, and a firm’s growth and expansion will lead to transactional diseconomy.  The transaction cost theory can also explain pattern of globalization through joint venture vs. wholly owned subsidiary (WOS).  Here the focus is on trade off between internalization of transaction cost and diseconomy of transaction cost.  Dunning (1980) has also addressed this issue and has developed the international production theory. 
International Production Theory

According to the international production theory, the propensity of a firm to initiate foreign production will depend on the specific attractions of its home country compared with resource implications and advantages of locating in another country.  (Morgan and Katsikeas, 1997)  Specifically, Dunning has argued that location-specific advantages are of considerable importance in explaining the nature and direction of FDI. As maintained by Dunning, firms undertake FDI to exploit resource endowments or assets that are location-specific.  (Hill, 2002) In other words, international production theory suggests that the propensity of a firm to initiate foreign production will depend on the specific attractions of its home country compared with resource implications and advantages of locating in another country.  Not only do resource differentials play a part in determining overseas investment activities, but foreign government actions may significantly influence the attractiveness of a host country.  
Eclectic Paradigm (OLI, Ownership-Location-Internationalization)
International production is determined by three sets of advantages: ownership, location, and internalization.  (Dunning, 1980) These three aspects of international production are the parameters for what is commonly known as the OLI paradigm.  The goal of his research was to identify and evaluate the significance of factors influencing the initial act of foreign production and the subsequent growth of production.  (Dunning, 1988)  Dunning identified different types of ownership-specific advantages: location advantages and internationalization advantages. The location advantages arise from differences in factor endowment, transport costs and distance, artificial barriers, and infrastructure and incentives existent at different foreign locations. The internalization advantages are mainly related to market failures identified as risk and uncertainty, those that stem from the ability of firms to exploit economies of large scale production in an imperfect market and where the transaction of a particular good or service yields costs and benefits external to that transaction but that are not reflected in the terms agreed to by the transacting parties.  The greater the perceived costs of transactional market failure, the more MNEs are likely to exploit their competitive advantages through international production rather than by contractual agreements with foreign firms.  
Figure 2: OLI Paradigm
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Source: Class Notes
The extent and pattern of international production is determined by the consideration of three sets of forces: the net competitive advantages which firms of one nationality possess over those of another nationality in supplying any particular market or set of markets, the extent to which firms perceive it to be in their best interests to internalize the markets for the generation and use of their assets, and the extent to which firms choose to locate the value-adding activities outside their national boundaries. 
The criticism targeting the OLI paradigm refers mainly to the numerous variables considered, its limited importance in explaining various kinds of international production, and the fact that it may be too general a theory of companies’ foreign involvement. (Dunning, 1988)  Dunning addresses these criticisms in an extension of the OLI framework and admits that the eclectic paradigm has only limited power to explain or predict particular kinds of international production.  (Dunning, 1988) The extensions of the OLI framework, as described by Dunning (1988) point first to the changing international position of countries as they pass thru different stages of development. The hypothesis of the investment development path (IDP) states that the configuration of the OLI advantages facing foreign-owned firms undergo changes, and that it is possible to identify both the conditions and their effect on the direction of the country’s development. The IDP identifies several stages of development a country may pass thru, such as pre-industrialization, in which a country is presumed to attract no foreign investment as it lacks locational and ownership advantages. Depending on government policy and the strategy of firms, the OLI configuration changes so as to attract inward investment in several sectors of the economy. As the country’s locational advantages increase, inward investment begins to grow and affect the supply and demand conditions for the products of foreign firms and these companies’ desire to internalize their markets for competitive advantages. The final stage of the IDP occurs when there is a fluctuating balance between outward and inward direct investment. 
Recent technological advances, the growing intense competition in some industries, the opening up of new markets, and the increasing mobility of firm-specific assets may lead to foreign investments that augment the existing ownership advantages. There have been recent attempts to use the eclectic paradigm in explaining the determinants of foreign portfolio investments (FPI). However, Dunning points to complementarities between FDI and FPI, where FDI tends to lead private FPI at least in early stages of the country’s investment development path.  Dunning (1995) has analyzed the implication of the current developments in international business and the fact that the OLI advantages need to be redefined in incorporating a broader competitive advantage perspective that takes into account the costs and benefits of inter-firm relationships, the benefits of spatial integration and location advantages of the MNCs, as well as the governance structures supporting the internalization of intermediate markets. 
Internationalization Theory

An integrative aspect of the international production theory is the concept of internalization which has been extensively investigated by Buckley (1982, 1988) and Buckley and Casson (1976, 1985). Internalization theory centers on the notion that firms aspire to develop their own internal markets whenever transactions can be made at lower cost within the firm. Thus, internalization involves a form of vertical integration bringing new operations and activities formerly carried out by intermediate markets under the ownership and governance of the firm. Buckley and Casson (1976) have identified problems related to the complexity of the location strategy for international corporations. They were amongst the first to consider the implications of transport, information, and monitoring costs on the performance of the multinational corporations. These authors have also compared the benefits of bypassing intermediate markets by internalization across national boundaries, with the costs of internalization, such as expenses related to market organization, adjusting scales of the activities, as well as communication costs and problems associated with foreign ownership and control. Going beyond the eclectic paradigm, these authors have categorized the branch plant effect the fact that subsidiaries of MNEs can out-perform national firms not because of their multinationality, but from access to internal markets. Subsidiaries can thus obtain inputs that are not available in external markets, such as past R&D, marketing know-how, and production experience. Additionally, branch plants can also obtain inputs more cheaply than their competitors can on the open market, with the implication of favorable price differentials.
All of the theories work to form the foundation for studies related to particular issues, such as the benefits of globalization for companies pursuing international expansion.  One of the hot topics of debate in academic and corporate circles is whether or not multinationals reap performance or risk-reduction advantages.  The next section addresses this debate.
IV: THE RISK AND RETURN OF MULTINATIONAL CORPORATIONS 
Risk can be created through three dimensions that are particular to foreign direct investment.  The fist dimension is foreign exchange risk; this comes in the form of translation risk, transaction risk, and transformation risk.  The second dimension of risk regarding FDI is political risk.  Political risk involves everything from a change in the working environment to the extreme case of nationalization of assets.  The third dimension of FDI is competitive risk; this risk is in the form of relationship (or Lazard private risk) and operational familiarity.

Risk is measured as a variance of return.  External risk is measured by various agencies such as the U.S. department of Commerce, Euro money, PRIS, Moody’s, and Dunn and Bradstreet. For a company risk is measured as the beta of the company, where beta is the covariance between firm’s return and market divided by variance of the firm’s return.  Risk can be diversified through the diversification of fluctuation in business environment or through the diversification risk of maturing products and markets.

Multinational Firms versus Domestic Firms

In a comparison of Multinational corporations (MNCs) and domestic corporations (DMCs) Isreal Shaked (1986) posits that a high degree of positive correlation between a firm and the host economy suggests that international diversification could lead to risk reduction.  Alternatively, the more integrated the firm is into the international markets, the less is this diversification. The assumption underlying his thesis is the idea that global markets are uncorrelated and that market inefficiencies such as capital controls, trading costs, and tax structures lead to imperfectly integrated markets.  (Hughes et al, 1975) find that multinational corporations have lower systematic risk (β) as well as lower unsystematic risk, in other words, lower total risk.  Therefore, if markets are imperfectly correlated, shareholders benefit from the international diversification benefits that MNCs provide.
Another issue that Shaked (1986) tackles is solvency as measured by debt to equity. International diversification by MNCs leads to a reduced risk of bankruptcy as measured by capitalization ratio, standard deviation of the equity, beta, return on assets, and size and industry.  Shaked (1986) performs a sensitivity analysis on the level of debt, equity variability, and auditing intervals.  In his analysis Shaked (1986) finds that the average risk of a DMC, as measured by standard deviation of equity, is consistently higher than that of a MNC.  Also, only 9% of DMCs have a beta of less than .9, while 51% of MNCs have beta lower than 0.9.  However, the return on assets of MNCs and DMCs are minimally different.  Thus, MNCs are significantly more capitalized than DMCs.  So, while the profitability may not be much different between the two groups, the risk of the MNC seems to be lower.

Efficient Markets
As discussed in previous sections globalization takes place in search for profit and opportunities.  Shaked (1986) states, “The ‘true’ MNC is, after all, presumed to maximize net gains internationally.”  This search for profit is a result of perceived opportunities based on transaction cost theory, market power consideration, and location advantages. The two issues that arise from this statement are argued along two strands of literature.  The first strand assumes that market inefficiencies exist and that opportunities can be sought through FDI.  The second strand argues that markets are efficient, and it is up to shareholders to realize diversification benefits by investing in a diversified portfolio of assets. The question that arises from these arguments is whether multinational corporations are truly more profitable when adjusted for risk.
Ali Fatemi (1984) addresses the question of whether multinationals corporations MNC are more profitable than domestic corporations from the perspective of efficient markets.  He specifically looks at the risk-adjusted rates of return realized by shareholders of multinational corporations (MNCs) versus purely domestic firms (DMCs).  Based on the idea that the profit maximization strategy for investing internationally will result in higher dividends to shareholders and/or a higher price of the common stock, Fatemi (1984) looks at the realized rates of return for his analysis.  His research is distinct in that it seeks to minimize measurement error, excludes firms with any international involvement from the DMC group, uses multi-period comparative tests, and implements new tests. 
Fatemi’s results indicated that MNCs and DMCs provide shareholders the same rate of return and thus, contrary to many earlier studies, MNCs are not more profitable than DMCs.  Also, the return on the multinational portfolio fluctuated less than the return on the domestic only portfolio signifying that global diversification does reduce risk, in that the beta of multinational firms was lower and the returns were more stable.  Finally, he found that the debt capacity of MNCs is higher.  This finding is in line with Shaked (1986) that the potential bankruptcy of an MNC is lower.

Systematic Risk and the Discount Rate
The previous sections of this paper point to the large body of literature that concludes systematic risk is reduced through international diversification and that the betas of multinational enterprises are negatively related to the degree of international involvement of a firm.  (Reeb et al, 1998)  An example of the effect of systematic risk can be shown with the capital asset pricing model (CAPM):

Figure 3: Capital Asset Pricing Model
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If global diversification reduces the risk, then firms should use a lower discount rate for their global projects. This is inconsistent with the observation that firms use a higher discount rate for evaluating international projects. (Reeb et al, 1998)  Reeb, Kwok, and Baek (1998) argue that systematic risk may actually increase in the process of globalization through exchange rate risk, political risk, the agency problem, asymmetrical information, and manager’s self-fulfilling prophecies.  Foreign exchange risk is the risk associated with exposure to fluctuations in exchange rates.  Political risk is the risk caused by the host country’s government; for example, fund remittance control, regulations, and the risk of appropriation of funds.  Political risk is discussed in greater detail in a subsequent section.  The agency problem is the potential decrease in the ability to monitor managers. (Lee and Kwok, 1988)  Due to geographical constraints, cultural differences, and timing issues, monitoring overseas operations becomes more difficult and less effective.  (Reeb et al, 1998)  Asymmetrical information is the advantage local companies have over foreign competitors.  Finally, Reeb, Kwok, and Baek (1998) attribute manager’s self-fulfilling prophecies to an increase in the systematic risk of the multinational enterprise.  For example, if firms use a higher discount rate for evaluating international projects, then as the firm expands internationally, it will increase its systematic risk.  
Figure 5: Manager’s Self-fulfilling prophecy
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Based on these observations, Reeb et al (1998) suggest that internationalization may increase the systematic risk of the firm.  This claim is supported by empirical results that show a significant positive relationship between internationalization and the MNC’s systematic risk.  Their work is also consistent with the evidence that MNCs have lower levels of debt and with the customary practice of using a higher discount rate for evaluating international projects.  Kwok and Reeb (2000) add to this conclusion by suggesting an upstream-downstream hypothesis.
Upstream-Downstream Hypothesis
Kwok and Reeb (2000) argue that when firms from stable economies make international investments, it increases risk and leads to a reduction in debt usage.  On the other hand, when firms from weaker economies make international investments, it decreases their risk and allows for greater debt utilization.
Figure 6: Upstream-Downstream
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The idea behind this effect has to do with characteristics of each type of economy.  For example, emerging market projects have potentially greater infrastructure risks, customer risks, banking system and payments risks, labor risks and political risks.  Infrastructure risks are risks associated with the infrastructure of the country, such as the development of the transportation systems, telephone systems, and power systems within a country.  Transportation delays, communication delays, and power outages are some of the effects of infrastructure risk.  Labor risk relates to differences in health care, education, and living conditions for employees.  Volatility in workforce performance and absenteeism are results of labor risk.  These additional risks of less stable economies explain the overall impact of internationalization on firm risk and leverage. 

V. THE LOCATION DECISION 

Several variables affect the location decision for foreign direct investment.  These factors include: market size and growth potential; tariff and non-tariff barriers to trade; labor and other input costs; as well as legal, political, and economic conditions.  This section reviews factors related to the decision to invest internationally.  The Psychic Distance Paradox by O’Grady and Lane (1996) challenge the decision for firms to locate in countries that are “psychically” close if they ignore other important variables.  Davidson (1980) looks at factors including prior experience in a host country and the experience level of the firm.  The theory of clusters as set forth by Porter (1998) further attempts to explain the location decision. 
The Psychic Distance Paradox

The “psychic distance” strategy is a way to minimize the risks that arise from unfamiliarity of a host market.  (Buckley, 1999)  In this case the firm invests in a country that is as similar as possible to the home country.  The psychic distance theory is based on the idea that entering countries that are psychically close will reduce the overall uncertainty that firms face when entering a new market.  (Johanson and Vahlne, 1992) While there are few variations of the psychic distance, O’Grady and Lane (1996) use the following indicators: the level of economic development in the importing countries, the difference in the level of development between the countries, the difference in the level of education in the importing countries, the difference in “business,” cultural, and local languages, the existence of previous trading channels, and other business factors such as industry structure, competitive environment, and cultural difference.  
O’Grady and Lane (1996) test the idea that if firms chose locations that are physically close, then the advantages should make success more likely for the firm.  Their research presents evidence that starting the internationalization process in a country that is physically close may result in poor performance.  They argue that the failure might lie in the managers’ inability to account for differences between two countries, such as the United States and Canada.  The psychic distance paradox is that “familiarity may breed carelessness.” (O’Grady and Lane, 1996)  To overcome this obstacle, they suggested a process for decision making.  First, treat every physically close market as a foreign market.  Second, confirm or deny assumptions and perceptions of the executive team prior to entry.  Third, interpretation from an executive from the host country or someone with prior experience is a key factor, but it must be verified.  Finally, develop the ability to learn about other countries through knowledge-seeking activities and understanding.
Country Characteristics and Experiences

Davidson (1980) finds that the similarity to the host country is a factor that influences the location decision.  Similarity is described as both physical distance and by characteristics of culture.  Characteristics of culture include language and the competitive environment.  Davidson (1980) identifies three broad trends. First, investment activity is correlated with market size.  This can be attributed to two factors 1) sales volume makes FDI economically feasible and 2) for strategic reasons such as market share.  The second trend is geographic proximity.  There is a strong preference for near or similar markets (i.e. the psychic distance theory referred to in the previous sub-section).  The third trend is that prior experiences with a country seem to facilitate continued strategic investment.

Davidson explains these observations in terms of an experience curve effect: “The presence of an existing subsidiary in a foreign market will increase the firm’s propensity to make subsequent investments in that market.” (Davidson, 1980)  First, when a firm enters a country, often it must hire new personnel; this takes time and decreases overall productivity.  A firm must also spend time learning about the market and making strategic choices for expansion.  Prior experiences are important, because as the firm becomes established in the foreign market, the uncertainty of the new market decreases; and investment decisions are made on more fundamental analysis, such as market potential, production and transportation costs.

Gambler’s Earnings Hypothesis

The gambler’s earning hypothesis is another attempt to explain the phenomenon of investing the profits of FDI back into the foreign subsidiaries.  (Buckley, 1999)  Rather than scanning the world for new opportunities, the investor will keep reinvesting with a bias towards existing, profitable subsidiaries.  This hypothesis is no longer a valid explanation of the behavior of large, diversified firms.  (Buckley, 1999)

Aharoni (1966) is among the first theorists to approach the risk and uncertainty as elements of the international decision-making process. He defines risk as a measurable amount and uncertainty as un-measurable assessment of the degree of confidence in the correctness of an estimated probability distribution for various states of nature; the less the confidence, the higher the uncertainty. Because of uncertainty, the foreign investment decision process deals with perceptions and subjective estimates that may vary with time.   

Porter’s Idea of Clusters
While more open global markets, faster communications systems, and the development of technology and infrastructure should diminish the role of location in competition.  Michael Porter (1998) points out the real world phenomena of clusters.  He defines clusters as the critical mass of unusual competitive success in a particular field. The automotive industry in Detroit, biotechnology in Boston, and the movie industry in Hollywood are examples of clusters.  Clusters reveal that the business environment directly outside the office plays an important role in the business.  Porter (1998) says that today, competitive advantage rests in the ability of a firm to continually innovate in terms of more productive uses of inputs.  
Clusters promote both cooperation and competition.  Clusters affect competition in three ways: productivity, innovation, and new business formation.  Productivity is enhanced through better access to talented employees and specialized suppliers, access to competitive and technical information, complementary activities and products, access to institutions and public goods, and increased motivation through local rivalry. Innovation is encouraged through greater interaction among sophisticated buyers in the cluster and a greater ability to act flexibly and rapidly through partnerships and outsourcing locally.  New business formation is created as new businesses grow within the cluster, such as spin-offs and specialized suppliers.  Clusters are more conducive to business formation because gaps in industry are more easily identified, a high level of manpower is more readily available, and financial institutions are more familiar with clusters.  
Some of the factors that contribute to the creation of a cluster are academic institutions or through sophisticated or unusual demand locally.  Clusters can arise due to natural advantages such as port facilities or natural resources, such as fertile soil or favorable weather conditions.  Local demand for certain products or an availability of a supply industry may facilitate a new cluster.  Whatever the case, once a cluster is formed, a self-reinforcing cycle begins to promote further growth.  For example, as the cluster expands, the influence with the local government and suppliers is strengthened.  This growth is often noticed by entrepreneurs as an opportunity, and then the cluster continues to expand.
Figure 7: The self-reinforcing cycle of a cluster
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As clusters evolve, they face shifts in buyer’s needs and in some cases the cluster may become irrelevant. For example, changes in market information, human resources, employees’ skill, scientific knowledge, or technology may change and make it difficult for clusters to compete. Clusters are susceptible to internal rigidities such as over-consolidation, cartels, or mutual agreements may restrain competition.  Group thinking can hinder strategic decisions.  If companies within a cluster are too inward-looking, the entire cluster will suffer; and it will become harder for companies to embrace new ideas.  If a cluster fails to overcome these obstacles, a decline is inevitable.

The implication of the possibility for failure is the necessity for companies to add four issues to the strategic agenda of the corporation.  First, the choice of location must be based on total systems costs and innovation potential.  Second, active participation at the local level will facilitate access to important resources and information.  Third, all members of the cluster will benefit from investment in technology, labor force development, and continued innovation.  The final issue to consider is that the importance of working collectively helps to meet long-term goals for all members of the cluster by increasing influence and capabilities.
Cluster Selection, Characterization and Assessment

Peters and Hood (2000) argue that the cluster approach proposed by Porter and used by governments in their industrial planning process raises concerns regarding the identification and selection of clusters and the assessment and relevance of cluster needs. The authors consider this approach to be a top-down approach; instead, they suggest that a bottom-up approach would be more valuable.  The bottom-up approach should be based on strategic initiatives, such as maximizing backward and forward linkages, leading to higher level of employment, creating maximum value added, and generating technological transformation.
The location selection factors influencing foreign direct investment point to attractiveness of regions due to infrastructure availability, labor costs, access to adjacent markets, and capital incentives. Hill and Munday (1992) have tested these factors in explaining why particular regions within the UK have fared better in attracting inward investments, such as the Midlands and Wales. Their study takes into consideration regional specific cost variables, such as financial incentives and cost of labor, as well as regional expenditure on the road transportation system, and finds that the financial incentives and access to markets were the substantial influences on the regional distribution of inward investment. 
VI. POLITICAL RISK ANALYSIS
Multinational enterprises are influenced by political events in both the home country and the host country.  Political risk arises from events that have either positive or negative effects on the economic wellbeing of the parent firm.  Political risk management includes steps that are taken by a firm to evaluate the potential for unexpected political events, to anticipate how such events might influence the corporation’s well-being, and to protect the firm from potential negative outcomes.
Micro and Macro Decomposition
Korbin (1982) established two dimensions of political risk: those that are country-specific (or macro) and those that are firm-specific (or micro).   Country-specific risks affect all foreign firms in a country without regard to their line of business.  Examples of country-specific risks are expropriation or ethical strife.  Firm-specific risks affect a specific industry, firm, or project.  Examples of firm specific risks are goal conflicts where the goals of the government and the goals of a firm diverge and corruption.
Figure 8: Micro-Macro Decomposition of Political Risk
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Source: Korbin (1982)
Governments are concerned with economic stability and the well-being of the country.  These goals are obtained through monetary policy, fiscal policy, balance of payments, exchange rate policy, economic protectionism, and economic development policies.  Based on the potential conflicts between the goals of the government and the goals of foreign firms operating within a country, two main non-economic arguments against foreign direct investment arise.  The first is economic imperialism, and the second is national security.
Regulations

There are two types of regulations.  The first type of regulation is non-discriminatory.  One example of a nondiscriminatory regulation is one that requires local nationals to hold a top management position within the firm.  This type of regulation would affect all businesses at the macroeconomic level.  Other examples would be rules regarding transfer pricing or price controls for all domestic goods.  The requirements for additional funding for social overhead development or for local content in goods produced would also be nondiscriminatory if applicable to all firms.  Finally, exchange rate controls and multiple exchange rates are also considered nondiscriminatory regulations.

Discriminatory regulations, on the other hand, affect certain firms or industries.  The nationalization of an industry dominated by foreign firms would obviously be a discriminatory regulation.  Additional taxes for foreign firms or the requirement for foreign firms to hire through a government agency would be forms of discriminatory regulations.  Firms that enter markets with discriminatory regulations face additional political risk.

Assessing Political Risk

Assessing political risk is one of the primary responsibilities of international business managers.  Managers should first attempt to predict political stability by looking at historical developments such as evidence of turmoil, a highly volatile economy, trends in culture and religious activities, and evidence of terrorism.  Once the historical situation is assessed, managers should attempt to predict firm specific risks by negotiating the environment prior to foreign investment, the establishment of operating strategies after the investment, and preparation of a crisis plan.  In order to negotiate the environment before investment managers should perform a pre-negotiation of all conceivable areas of conflict to provide a good basis for a successful project investment.  Some areas include the basis for financial flows, transfer pricing, the right to export, taxation, access to the host country capital markets, structure of ownership and governance, provisions for local resources and labor, and a provision for arbitration.  
Insurance

When making overseas investments, it is common for firms to consider insurance.  The Overseas Investment Corporation (OPIC) is a U.S. government agency that insures corporations engaging in overseas investment against four types of risk.  The four risks are inconvertibility; expropriation; war, revolution, insurrection, and civil strife; and business income (loss of income as a result of political violence). 
Hostage Effect

Obsolescing bargaining is the vulnerability of a firm with large fixed investment in a country.  In the case of a change in the operating agreement or renegotiation, the firm with fixed investment faces a “hostage effect” where they cannot withdraw from the investment.  One way a multinational enterprise can deal with this situation is by setting a higher hurdle rate or front loading benefits to investors.  Another way a multinational enterprise can overcome the “hostage effect” is through diversification of assets.  A final aspect of dealing with the “hostage effect” is through real options.  Real options strategies are discussed in a subsequent section.
VII. THE DECISION PROCESS
Based on the theories of foreign investment reviewed in the previous section, a series of studies have looked at the corporate decision to invest in foreign direct investment.  As shown below, the traditional approach to entering a foreign market is first through export and import.  From there a company might move to licensing and franchising.  An international joint venture would be one step further, and finally a company might choose to invest in a wholly owned subsidiary.  The decision typically involves a trade off between risk, control, and return.
Figure 9: Traditional Approach
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Pan and Tse (2000) put forth the idea that the choice of entry modes can be examined from a hierarchical perspective.  In this framework, managers would consider only a few critical factors at each level of the hierarchy.  The first level of the hierarchy is between equity and non-equity.  This level is influenced by many country-specific factors, such as prioritized location, host country risk, management orientation, risk orientation, trade relationships, political relationships, marketing management and asset management.  Once firms decide between equity and non-equity market entry, they have additional choices.  For example, two non-equity modes are export and contractual agreements.  Export may involve direct export or indirect export.  Contractual agreements might include licensing, R&D contracts, or alliances.  If the firm chooses an equity mode, there are both equity joint ventures with varying levels of commitment from the parent company or wholly owned subsidiaries in the form of Greenfield direct investment or acquisitions.
Figure 10: Hierarchical Model of Choice of Entry Modes
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Mankino and Neupert (2000) look at the issue of instability of International Joint Ventures as it relates to the effects of national culture and transaction costs on entry mode choices.  They suggest that transaction cost factors are strong predictors for the choice between joint ventures and wholly owned subsidiaries.

Another notable approach to this question looks at the decision to invest internationally as a managerial process.  Yair Aharoni (1966) is one of the first theorists to address the risk and uncertainty elements of the international-decision process, and he lays the foundation for the decision process. This process is especially critical for small firms where several deficiencies may inhibit foreign expansion.
Foreign Direct Investment: Decision Process
In defining the foreign direct investment as a decision process that depends on the social system and environment in which the decision takes place, Aharoni (1966) has recognized the fact that international decisions usually take a long time and encounter constraints in fitting with the overall company goals. His focus is on market failures, such as insufficient competition and, thus, agency issues. 
In a competitive market the decision to invest or not to invest depends on competitors’ activities.  The first stage in the corporate decision-making approach identifies an initiating force, such as a fear of losing a market, competing firms’ success, or strong competition from abroad. The second stage is the investigation process.  In this stage general indicators are analyzed to establish the degree of risk.  The third stage is the decision to invest where commitments are built.  The fourth stage is the bargaining stage involving reviews and negotiations.  Finally, the firm changes organizationally to bring the foreign operation within the central control of the organization.  
According to Shapiro (1992), corporate strategies for international expansion fall into three broad categories:  innovation-based multinationals, mature multinationals, and senescent multinationals.  Firms in the innovation-based category spend large amounts of money on R&D and have a high ratio of technical to factory personnel.  Products are designed to fill needs that are observed locally but also often exist abroad.  

Companies in the mature multinational category are typically very large with high fixed costs.  Mature multinationals take advantage of economies of scale, economies of scope, and the learning curve.  Economies of scale exist when an increase in the scale of production, marketing, or distribution result in a less-than-proportional increase in cost.  Economies of scope exist when one investment can support multiple profitable activities less expensively than by making separate investments.  The learning curve is simply the idea that one improves with practice.  Three strategies help mature multinationals survive.  First the follow-the-leader behavior creates a similar cost structure for all firms within an industry.  In this strategy companies quickly mimic moves made by others, for example, by putting overseas productions near competitors.  The second strategy is joint ventures.  By engaging in joint ventures with competitors firms are provided with greater leverage over host governments and labor unions.  These alliances can also help firms diversify sources of supply.  The third strategy is pricing conventions and cross-investment.  These tools help mature multinationals leverage prices overseas by giving the company the ability to use home-country prices to subsidize marginal cost pricing abroad if competitors reduce prices.

The final category for firms that expand internationally, according to Shapiro (1992) is the senescent multinational category. Firms in this group use their global-scanning capability to find lower cost production sites to compete in industries where competition currently exists.  These firms compete where market imperfections are scarce.  

Small- and Medium- Sized Enterprises

The literature on multinationals has reported only a few cases where size is an important variable. (Shaked, 1986) But the definition of a “small firm” varies according to the author and the context- Buckley (1999) defines a small firm as less than a ₤10 million turnover.  Smaller firms have constraints such as a shortage of management time, management skill, availability of finance, technological, and contractual factors. (Buckley, 1999)  Capital and management time (Buckley, 1979) are two critical shortages that may affect small firms.  Small firms, therefore, have a high degree of risk when expanding internationally.  (Buckley, 1999)  In addition to these limitations small firms are particularly vulnerable to technological, political, institutional, and market changes.  
According to Buckley (1999), the motivations for foreign investment by small firms follow several patterns.  For example, they may be pulled into foreign markets by tariff impositions or other influences.  Alternatively, they may be pushed abroad by domestic market conditions, such as a declining home market or avoidance of foreign exchange restrictions.  Additional motivations may be entrepreneurial foresight or more traditional motivations. 

VIII. REAL OPTIONS

Real options relate to tangible assets, such as capital equipment, rather than financial instruments. Taking into account real options can greatly effect the valuation of potential investments. Examples of real options would include the ability for companies to expand, downsize, or abandon projects in the future. Additionally, R&D, M&A, and licensing opportunities could be considered real options. Two important factors create value for a flexible strategic investment in a project.  The first is the magnitude of the risk, the more risky the investment the greater the benefit of a flexible strategy.  A second factor is the impact of risk. If the risk has low impact on the outcome, then the cost may not be justified, even if the magnitude of the risk is high.

Strategic Finance

Strategy consists of series of financial investment in various projects.  In most cases, whether there is a huge road project, electric power project, or a transportation project, the main characteristic of projects such as these is that they require a substantial amount of investment and the financial outcome is unclear.
The traditional evaluation of a project assumes a fixed risk premium.  For example, the present value of $100 that is to be received in 30 years would be $1 using a 20 percent discount rate.  
Figure 11: Traditional Financial Evaluation
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For high risk investments, the present value of cash flow of latter years could be quite small. While high level management knows that such investment makes sense, it can not use traditional tools of finance to justify it. One way to address the valuation of a risky project is through the stage-wise approach to decision making.
Figure 12: Stage-Wise Approach to Financial Evaluation
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A stage wise or option strategy provides a number of advantages, such as the flexibility to defer, the option to abandon a project, the flexibility to adjust operating scale, the ability to switch to a more profitable business, or the flexibility of multiple interacting projects.

Staged Investment
Staging investment as a series of outlays of capital creates the option to abandon the enterprise in midstream if new information is unfavorable. Each stage can be viewed as an option or a right to continue to the next stage.  Examples of industries that can use this approach are: R&D intensive industries such as Biotechnology, long development capital intensive industries, such as large-scale construction, and start up ventures.

Option to Defer

The option to defer refers to the ability for management to postpone the decision to undertake a project until such a time that the external condition is favorable.  For example, if management holds a lease or an option to buy valuable land or resources, they can wait to see if output prices justify constructing a building.  The option to defer is commonly used in real estate development.  This option presupposes the ability to readjust the corporate strategy in midcourse and a flexible timetable.  
Option to Abandon
Most investment by joint venture capital in new technology is based on option to abandon.  Joint venture capital, as opposed to a huge investment in one project, allows a company to make smaller investment. This allows the firm to have an option to buy a larger share if the firm succeeds or to cash out (at a smaller loss) if the firm fails.  This approach is similar to buying a call option in hopes of making a great deal of money by exercising the option.

If the market conditions decline severely, management can abandon current operations permanently and realize the resale value of capital equipment and other assets on the secondhand market.  Examples of the option to defer are in the oil exploration and development industry. In the oil industry major oil companies buy a right for exploration and development of a particularly field. However, before they invest in a major exploration which is quite costly, they conduct a seismic test to evaluate the risk prior to exploration. If at this point they find oil, then they continue exploration and development, otherwise they let their contract expire.  
Option to Adjust Operating Scale

The option to adjust the operating scale, allows a firm to either expand or contract its position in a project.  For example, if the market conditions are favorable, then the firm can expand the scale of operation. Conversely, if market conditions are less than favorable, it has the ability to reduce the scale of operation.  Examples of industries that typically employ the option to adjust operating scale are natural resource industries, facilities planning, construction in cyclical industries, consumer products, and real estate.
Option to Switch
The option to switch allows a firm to change outputs or inputs.  For example, if prices or demand change, management can change the output mix of the facility, or the same output could possibly be produced using different types of input.  An example of an output that would provide the option to switch would be manufacturing products.  An example of an input would be electrical power.  For instance, if there is an expectation for high oil prices, then the firm can adopt technology that has the ability to switch between fuel oil and coal. Such a switching technology carries with it a cost that can only be justified if oil prices are expected to fluctuate widely.  The value of switching option comes from the highly volatile price of oil and when the cost of oil is a large component of cost of electrical power generation.
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Internationalization:


Cost advantage from vertical and


horizontal integration, due to transaction


cost caused by market failure





Ownership Advantage:


Firm specific factors including: technology, 


patent, process, name recognition,


and other core competencies.








OLI





Location Advantage:


Location specific factors. These are external to the firm including factor endowment, transportation cost, government regulation, and infrastructure factors.





Firm’s risk ↑





Projects are riskier and have higher β





Employ a higher discount rate





Expect international project to be riskier
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