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Introduction

This dissertation has as its central theme the evaluation of public incentives to
outward foreign direct investments (FDI) implemented in Italy since early ‘90s.
Measures and incentives to internationalisation of firms have been traditionally
investigated mainly from the host country perspective. Indeed, almost all devel-
oped and developing countries believe that inward FDI is beneficial for their local
economy and, as a consequence, they offer a wide variety of incentives (Carlsson
and Mudambi, 2003; UNCTAD, 2003).

Though policy makers are increasingly concerned with their implementation, ef-
fects and effectiveness, specific rigorous analyses are still lacking, and most of the
empirical studies have focused exclusively on the attraction of inward FDI (Guis-
inger, 1992; Brewer and Young, 1997; Oxelheim and Ghauri, 2004). No evidence
has been so far provided on the role and the effects of financial incentives for
outward FDI.

The dissertation aims at filling this gap and advances the understanding of the
business incentive from three different point of view: process, effects and effec-
tiveness. In particular the dissertation is composed of three studies.

Based on an analysis of the behaviour of firms applying for outward FDI in-
centives, the first paper explores firm participation process in policy programmes.
This study identifies and empirically tests the determinants of self-selection as
firms apply for outward FDI incentives while controlling for the guidelines fol-
lowed by the agencies that allocate incentives. Using firm-level data, this paper
shows that the opportunity costs of applying, the financial constraints and the
riskiness of FDI projects significantly affect firm behaviour in applying for public
incentives, thereby suggesting the existence of self-selection mechanisms among
eligible firms.

This is the first study that explicitly addresses the participation process in public

incentives with regards to outward internationalisation and yields substantial in-




sights on program equity and on the design of non-experimental program evalua-
tion.

The second paper provides an empirical analysis on the effects of financial
public incentives to firm’s domestic growth. Specifically, the analysis is con-
ducted on 237 Italian firms that received an incentive in the period 1991-2007 vs.
a counterfactual sample of firms that internationalised their activity in the same
period without any incentive. The econometric results, stemming from a two step
treatment effect model, reveal that incentives to firms’ internationalisation cause
domestic growth especially when targeted towards smaller companies.

Although some previous empirical studies (e.g. Lerner 1999) already had found
that firms that obtained government financial support did actually perform better,
causality could not be taken into account due to the absence of a proper counter-
factual sample. Therefore, companies that obtained the incentive would have done
just as well even without government financial assistance. On the contrary, taking
into account the selection and self-selection issue, we can detect the net positive
effects of the public incentive.

At the best of our knowledge this paper is the first systematic evaluation of public
incentives addressing firms’ outward internationalisation.

The third paper tests the effectiveness of different public policy tools on ou-
tward internationalisation using panel data and estimates the effects of public in-
centives on the intensity of outward internationalisation at the regional level. Em-
pirical evidence is provided by analysing Italian investments over the period
2000-2006. The data show a statistically significant and positive impact of public
financial incentives on outward FDIs, suggesting that public policy measures can
be effective in overcoming the limits that affect firms along their internationalisa-

tion path.




The first and second empirical work in this dissertation are based on an original

longitudinal dataset consisting of four matched sources:

(a) the database Reprint, which provides a census of outward and inward
FDIs in Italy since 1986. Reprint is updated yearly and it is sponsored by
the Italian Institute for Foreign Trade;

(b)  Simest’s' balance sheets, which provide information about the financial
incentives granted by Simest under Law 100/1990 between 1992 and
2006;

(c) Finest’s® balance sheets, which provide information about the financial
incentives granted by Finest under Law 19/1991 between 1994 and 2007;

(d) the database AIDA, developed by Bureau van Djick, which provides

structural and financial data for Italian public limited companies.

The dataset obtained by integrating of the above sources includes information on
568 firms that received public incentives and 991 internationalised firms that did
not receive any public financial support from Simest or Finest; the sampled firms
represent 98 percent of funded firms and 10 percent of the eligible population

constituting the control group.

! Simest is the largest institution for Italian businesses abroad, and it administers various forms of
public support for the internationalisation of the Italian economy. Simest was set up as a limited
company in 1990 (Law 100/1990). It is a public-private partnership controlled by the Ministry of
International Trade and Commerce (76%), while private shareholders include banks and industrial
business organisations. The primary objective of Simest is to promote the competitiveness of the
Italian industry and the service sector by providing funding and advice to business outward in-
vestments.

? Finest was founded in 1992 pursuant to Italian National Law 19/1991 as an investment company
that promotes economic co-operation with Eastern European countries. The main shareholders of
Finest are the Regional Governments of Friuli Venezia Giulia and Veneto, the Autonomous Prov-
ince of Trento (local public administrations of North East of Italy) and Simest. Finest provides its
assistance to all companies whose headquarters are located in north eastern Italy (i.e., Friuli
Venezia Giulia, Veneto and Trentino Alto Adige regions). Finest collaborates with companies to
create or expand their businesses in foreign countries or to set up industrial and commercial rela-
tions with firms in target areas.




Also the third paper is based on an original dataset that combines several

sources of information. Data on internationalisation via FDI and characterisation

of Italian regions came from:

(2)

(b)

(c)

(d)

(e)

Reprint, which provides a census of outward and inward FDI in Italy
since 1986. It is updated yearly, and it is sponsored by the Italian Insti-
tute for Foreign Trade.

Four Overseas Trade Ministry annual reports and annual publications,
which collect information on Italian industrial policy between 2000 and
2006.

Simest and Finest public agencies’ balance sheets, which provide infor-
mation about the assignment of financial incentives (i.e., equity partici-
pation and venture capital funds) to Italian firms throughout the period
from 1991-2007.

Istat census data, which report structural characteristics of the Italian re-
gions in 2001, and annual Istat publications, which provide data on Ital-
ian export activities between 2000 and 2006.

The EP-CESPRI database, developed by Cespri Universita Bocconi,
provides information on patents applied for at the European Patent Of-
fice (EPO) since 1978. The EP-CESPRI database is based upon applica-
tions published on a regular basis by the Espacenet Bulletin and is up-

dated yearly.

Given 20 Italian regions and 7 years (2000-2006), the data set provides us with a

total of 140 observations.




The three papers can be read independently; however there are obvious links
among them since they examine the same topic from different perspective. One
can thus interpret the first study as feed to the second and third study.

The presentation of the research methods themselves is important. In fact the is-
sue is challenging also from a methodological perspective, as there is an increas-
ingly perceived need for improving and developing adequate methodologies for
public policy evaluation (see, for example the Special Issue of the International
Review of Applied Economics, 2007).

In conclusion, the study of outward FDI promotion is still an underdeveloped
area of research in international business. Nevertheless, the increasing role played
by national governments in relation to MNE investment promotion entails that

more study in this area is necessary.




The determinants of firm participation

in public incentive programmes for outward internationalisation

Abstract: Based on an analysis of the behaviour of firms applying for outward
FDI (foreign direct investment) incentives, this study explores firm participation
processes in policy programmes. This paper identifies and empirically tests the
determinants of self-selection as firms apply for outward FDI incentives while
controlling for the guidelines followed by the agencies that allocate incentives.
Using firm-level data, this paper shows that the opportunity costs of applying, the
financial constraints and the riskiness of FDI projects significantly affect firm be-
haviour in applying for public incentives, thereby suggesting the existence of self-

selection mechanisms among eligible firms.

Key words: public policy, process evaluation, outward FDI.
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1. Introduction

The outward internationalisation of firms is an increasingly important object of
public intervention in most OECD countries (UNCTAD, 1993, 2003) since inter-
nationalisation is acknowledged as a determinant of national economic growth
(Wright et al., 2007). Since the 1990s, governments have encouraged this process
by promoting measures such as financial support, investment insurance, fiscal in-
centives, databases on foreign markets and technical assistance (UNCTAD, 1998).
The implementation of measures to support outward FDIs is usually carried out by
public agencies working under guidelines issued by central governments or local
public administrations (UNCTAD, 1996b).

Given the rising importance of such policy tools (UNCTAD, 1997; 2003), we
know surprisingly little about either their effects or their allocation processes. On
the one hand, incentives and policy measures have often been criticised as ineffec-
tive (Farrel, 1985; UNCTAD, 1998; Lim, 2005; Markusen and Nesse, 2006), yet
systematic and rigorous analyses are still lacking. On the other hand, no evidence
exists on the processes that drive the allocation of public incentives to outward
FDIs. There is a general push for collecting evidence about the effectiveness of
different policy tools, but the focus on the outcome of those tools has somehow
diverted attention away from the problems surrounding incentive allocation.
However, the understanding of the participation processes that drive incentive al-
location represent a compulsory promise in order to collect reliable evidence of
both direct effects, indirect effects and overall effectiveness of a policy tool
(Heckman and Smith, 2004).

Few studies analyse participation processes at the firm level as the outcome
of agency selection processes (for a review, see Blanes and Busom, 2004), and
even less attention is paid to the application behaviour of firms. We know surpris-
ingly little about how potential applicants decide whether or not to apply. To the
author’s knowledge, the only paper that studies the application process for a pub-
lic industrial incentive is Blanes and Busom (2004), who estimate reduced-form

models of joint applications and granting decisions for R&D subsidies.
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Consequently, the main aim of this paper is to analyse firm behaviour in apply-
ing for public incentives by identifying the determinants of self-selection and con-
trolling for eligibility, acceptance and enrolment. This paper represents one of the
first attempts to provide a theoretical interpretation and a rigorous evaluation of
public incentive allocations as concerns outward internationalisation programmes.
The proposed methodological approach draws on the extensive treatment effects
and labour supply literature (for a survey, see Blank and Rugless, 1996; Heckman
et al., 1999; Blundell and Costa Dias, 2002; Blundell and MaCurdy, 1999).

The empirical analysis in this paper is based on data on internationalised Italian
firms that received at least one financial incentive for international growth outside
the European Union during the period 1992-2007 and on a sample of potential ap-
plicants that have not obtained such an incentive.

The paper is structured as follows. The next section surveys the existing litera-
ture and formulates the hypotheses that drive the empirical analysis. The follow-
ing sections present the data and the methodology. The fifth section describes the
variables used in the empirical analysis. Section six illustrates the results of the

econometric estimates, while final comments are reported in section seven.

2. Literature background and research hypotheses
Public policy evaluation includes process (or implementation) evaluation and out-
come (or impact) evaluation (Freeman et al., 2004). In the present paper, we will
not discuss the impact of public financial incentives to outward internationalisa-
tion (Banno and Piscitello, 2008), but we will take a closer look at the public in-
centives application process, which represents a significant part of the implemen-
tation of a policy tool.

Process evaluation, a particular form of ex post or in medias res public policy
evaluation, is a procedure that verifies whether or not a support program is deliv-
ered as intended to the target subjects (Scheirer, 1994). Unfortunately, implemen-

tation processes are often unforeseeable and difficult for governments to monitor.
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However, thanks to repeated measures over time, program process monitoring can
assess whether public intervention is operating as intended and according to ap-
propriate standards.

It is worth noting that early literature framed implementation processes simply
as administrative routines that would occur of and by themselves once policy
measures were brought into effect by legislation and agencies mandated with ad-
ministrative authority (Corbett and Lennon, 2002; Vedung, 1997). However, this
view has been undermined, as a graving body of literature, also known as imple-
mentation research, has focused on comparing policy implementation with the
original intentions of policy makers and on identifying the obstacles to successful
policy execution (Wallman, 2007; Holcomb and Nightingale, 1999).

Implementation is not simply an administrative problem (Corbett and Lennon,
2002). On the contrary, it is a complex process involving distinct actors, namely,
governmental bodies, public agencies and firms. Policy implementation is in fact
inevitably the result of the interaction among multiple players with contrasting
goals due to their different objectives, power and capabilities.

Understanding the role of each participant in the development of a public pol-
icy is a key factor in implementing incentive structures that will achieve the pol-
icy maker’s objectives in the most efficient way (Schilder, 2000; Mudambi,
1999). Heckman and Smith (2004) assert that understanding the process of par-
ticipation in public programmes is important for at least three reasons. First, it al-
lows to identify the sources of inequality in the allocation of public services.
Overall, differences in participation may result in very different distributions of
the wealth function. In particular, studying the determinants of participation can
reveal the existence of unexpected barriers to participation itself (Blanes and Bu-
som, 2004). Second, participation patterns can reveal useful information about the
functioning of support programmes by separating the roles of the agencies in
charge of incentive allocation from the participation initiated by firms. Third, in-
formation on participation processes strong affects program evaluation strategies

only when observing counterfactual conditions. Public policy evaluators can un-
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derstand whether the observed outcomes are effectively caused by a particular
public policy (Marschak, 1956). The two major sources of problems, also known
as threats to validity (Bartik and Bingham, 1997), are represented by omitted vari-
able bias and selection bias’. As it is impossible to determine exactly what would
happen in absence of incentive, we need a methodology that allows to identify the
causal relationship between the incentive and the outcome while controlling for
other possible determinants of the outcome itself (Bartik and Bingham, 1997).
Additionally, one must account for possible selection biases, there may be sys-
tematic differences between benefiting and non-benefiting firms that may affect
the impact of the incentive but do not depend on the access to the incentive itself.
In particular, selection bias may occur due either to firm self-selection or agency
selection. In the first case, firms that apply for the incentive may not be represen-
tative of the total population of eligible firms, while in the second case the agency
may accept only the applications that meet specific selection criteria.

Several methods have been proposed in the literature to address selection bias,
including, for example, propensity score matching methods, instrumental vari-
ables, and control function methods. In any case, these methods always require
the clear specification of the reference group and different types of identification
strategies (Heckman and Robb, 1985; Heckman and Navarro-Lozano, 2004).
Nevertheless, the literature on matching provides no guideline on the choice of the
conditional variables that generate selection (Heckman and Navarro, 2004), even
if various analyses stress the importance of selection bias (Heckman et al., 1998).

Within the context of public incentives for outward internationalisation, the al-
locative problem can be decomposed into five steps, each one involving different
actors. These steps are: eligibility, awareness, application, acceptance and enrol-
ment (Heckman and Smith, 2004). Three main actors are involved in the partici-
pation process, namely, policy makers, firms and public agencies. Policy makers

set the criteria of eligibility, which will be interpreted by the agencies in charge of

3 Heckman (2001) provides an extensive treatment of selection bias

13



incentive programme management. Based on their awareness (i.e., the extent to
which a firm is informed about the existence of a public incentive), firms decide
whether to apply or not. Thus, firms self-select to participate in the allocation
process. Finally, public agencies make granting decisions by choosing which ap-
plications will be accepted and which companies will be enrolled in the incentive
programme.

An important part of the participation process consists of two decisions made
by two different subjects: self-selection behaviour by firms (i.e., awareness and
application) and grant allocation by public agencies (i.e., acceptance and enrol-
ment). With the first decision, firms choose if and when they will apply for a pub-
lic incentive, while in the second case public agencies decide which applicant
firms will be granted. Literature has paid little attention to these last two steps
(i.e., acceptance and enrolment) and virtually no attention to firm self-selection
processes.

Studies investigating participation in public programmes often indicate that
many subjects eligible to participate on the basis of the selection criteria proposed
by policy makers do not in fact participate (Blank and Ruggles, 1996). Assuming
that firms are aware of the existence of an incentive and that eligibility rules are
not too restrictive, several reasons may drive a firm to not apply. The decision de-
pends on the expected benefits of participation compared to monetary and non-
monetary costs. In particular, we identify application costs, financial constraints
and the riskiness of the eligible projects as significant drivers of the application
decision.

Even if the eligibility conditions set by policy makers are not particularly re-
strictive ex ante, an application still involves significant costs. Information gather-
ing, reporting and other non-monetary costs are important obstacles to actual pro-
gram participation (Ashenfelter, 1983). Consequently, we expect that experience
and managerial capability reduce the costs of applying and increase the likelihood
of self-selection in applying. Consequently, the first hypothesis tested by our em-

pirical analysis can be detailed as follows.
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HP 1: Managerial skills, experience and informational barriers induce self-

selection by affecting the cost of applying.

The second hypothesis concerns the relationship between firms’ financial con-
straints and the decision to apply for a public incentive. The actual cost of going
abroad may vary across firms as a result of differences in the availability and cost
of existing financial resources (Maseneire and Clayes, 2006; Bellone et al., 2008;
Desai et al., 2006). As discussed in recent literature on SMEs, the market for FDI
financial support is subject to considerable imperfections, which often result in fi-
nancial constraints (De Maeseneire and Clayes, 2006). For these reasons, financial
market imperfections can curb outward investment projects and can limit a firm’s
capability to engage in FDIs. Consequently, we expect a positive relationship be-
tween the financial constraints perceived by a firm and the probability of self-

selection to apply for public funds (Hyytinen and Toivanen, 2005).

HP 2: Financial constraints affect self-selection by reducing the cost of the
project.

Besides firm-specific characteristics, project characteristics are also expected
to affect the decision to self-select. As for incentives specifically addressed to
(inward and outward) FDIs, some papers have demonstrated that different kinds
of inward incentives do not equally appeal to all types of investors. On the con-
trary, the characteristics of the foreign project determine which incentives are pre-
ferred by firms (Rolfe ef al., 1993; Mudambi, 1999). In fact the granting agency
takes risks to the full extent of the loan in case of project failure, while in case of
project success, the MNE’s returns are lower, as it must repay the loan. Thus, we
expect that firms submit the most risky projects to public agencies and finance the

least risky ones internally or through the private capital market.

15



HP 3: The riskiness of an FDI project affects the propensity to apply for a

public incentive by increasing the benefit of participation.

3. The Data

3.1 Italian Agencies: Simest and Finest

Most of the OECD countries have promoted outward FDIs since the early 1990s

by providing public venture capital, public grants and public insurance at prefer-

ential rates. These incentives are generally managedby national development fi-

nancial institutions, which are increasingly involved in supporting outward for-

eign direct investments (UNCTAD, 1993, 1996a; Gergely, 2003).

In 2007, Italy invested about 3 percent of total industrial policy expenditures in

promoting exports and inward and outward internationalisation. Italian firms in-

vesting abroad are supported by two public agencies: Simest and Finest.

Business Needs

Tools provided by Simest

Investment in a foreign com-
pany

Scouting of business opportu-
nities

Advisory services and funding
support

Analyses of foreign market

Market penetration in non-EU
countries

Participation in international
tenders

Export of capital goods

* SIMEST participation in the equity of foreign companies
* Reduced interest rates

* Venture capital fund

* Venture capital fund for start-up firms

(Law 100/90; Law Decree 143/98; Law 35/40; Law 19/91)

* Business scouting and matchmaking (Law 100/90)
* Consultancy and support services in setting up investment
initiatives (Law 100/90)

* Financial support to feasibility studies and technical support
(Law Decree 143/98; Law 35/05; Ministerial Decree 136/00)

* Financial support to the establishment of long-term initia-
tive (Law 394/81)

* Financial support to the tender process (Law 304/90)

* Interest rate stabilization on export credits (Law 143/98)

Table 1: Tools provided by SIMEST (Source: www.simest.it)
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Simest, the largest institution supporting Italian businesses abroad, was set up
as a limited company in 1990 (Law 100/1990). It is a public-private partnership
controlled by the Ministry of International Trade and Commerce (76%), while
private shareholders include banks and industrial business firms. The primary ob-
jective of Simest is to promote the competitiveness of the Italian industry and ser-
vice sector by providing funding and advice to outward investors. In order to
achieve these goals, Simest provides Italian companies with several tools to sup-
port foreign business in all phases of development (Table 1).

The other Italian agency in charge of distributing public incentives to outward
FDIs is Finest. The agency was founded in 1992 pursuant to Italian National Law
19/1991 as an investment company that promotes economic cooperation with
Eastern European countries. The main shareholders of Finest are the Regional
Governments of Friuli Venezia Giulia and Veneto, the Autonomous Province of
Trento’ and Simest. Finest provides assistance to all companies located in the
North East of Italy (i.e., the Friuli Venezia Giulia, Veneto and Trentino Alto
Adige regions). Finest collaborates with companies to create or expand their busi-
ness in foreign countries or to set up industrial and commercial relations with
firms in target areas. In particular, Finest acquires shares in foreign companies and
provides assistance to entrepreneurs.

This paper focuses on Law 100/1990, executed by Simest, and Law 19/1991,
executed by Finest, which provide examples of public financial incentives that en-
courage outward internationalisation. The examined business incentives consist of
capital loans at interest rates below the market rates. Moreover, in case of failure
of the foreign project, loans need not be paid back (Law 394/1981).

According to Law 100/1990, Simest can directly invest up to 25% of the eq-
uity of the foreign venture, for a maximum of 8 years. Since 2005, the public
agency can acquire up to 49% for a longer period. Simest can evaluate investment

proposals presented by firms, partners of cooperative agreements, cooperatives,

* All these institutions are local public administrations of North Eastern Italy.
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consortia and business associations. Moreover, according to Law 100/1990, prior-
ity should be given to initiatives by Italian SMEs investing in Eastern Europe.
Projects in the same sector of their parent company are encouraged; however, no
sector is excluded. Projects that entail the divestment of R&D, sales or production
activities in Italy are excluded (Law 80/2005). Applications have to detail the ob-
jectives and the business plan of the foreign investment. Every year Simest re-
ceives between 100 and 200 applications. The accepted applications rose from 35

in 1994 to about 100 in 2006 (Figure 1).
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Figure 1: Approved, financed and abandoned projects from 1991 to 2006

Between 1992 and 2006, Simest supported 863 investment projects outside the
European Union and acquired shareholdings in 469 Italian foreign affiliates for a
total amount of 7.543 million euros and 189.560 employees. Minority sharehold-
ing accounts for about 10% of total investment. In the same period Simest also

subscribed 150 equity increases for a total of 412 millions of euro and sold 253
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shareholdings for a total of 193,4 millions of euro. In 2006 minority stakes and
dividends generated 12,6 million euros of return with a return on equity of 5.2%.
Like Simest, Finest co-invests as a minority shareholder in foreign partners of

companies located in North East Italy’.

3.2 The Dataset
The dataset used in the empirical analysis combines four different sources of data:
(f)  the database Reprint, which provides a census of outward and inward
FDIs in Italy since 1986. Reprint is updated yearly and it is sponsored by
the Italian Institute for Foreign Trade;
(g) Simest’s balance sheets, which provide information about the financial
incentives granted by Simest under Law 100/1990 between 1992 and
2006;
(h) Finest’s balance sheets, which provide information about the financial
incentives granted by Finest under Law 19/1991 between 1994 and 2007;
(1) the database AIDA, developed by Bureau van Djick, which provides
structural and financial data for Italian public limited companies.
The dataset obtained by integrating of the above sources includes information on
568 firms that received public incentives and 991 internationalised firms that did
not receive any public financial support from Simest or Finest.
The sampled firms represent 98 percent of funded firms and 10 percent of the
control group. As the eligibility condition for funding is an FDI destination out-
side the European Union, any firm based in Italy can apply for the public incen-

tives examined in this study.

> Finest can directly invest in foreign ventures up to 25% for a maximum of 8 years. Since 2005 it
is entitled to acquire up to 49% of foreign equity for a longer period.
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4. Methodology

Depending on the type of program under evaluation and the specific objectives of
the process analysis, several methods can be used. Qualitative analyses are the
most frequently used methods, including reviews of existing documents, man-
agement information systems, interviews, focus groups, surveys typically con-
ducted through structured questionnaires, and participant and non-participant ob-
servations (Potucek et al., 2003). Nevertheless, the rising demand for quantitative
methods in public policy evaluation reflects the desire of elected officials to de-
fine better polices, to assess performance, to evaluate the implementation process
and to ascertain impacts (Mosselman and Prince, 2004; Lenihan et al, 2007,
Yang, 2007). The designers of policy tools look at econometric analysis with in-
creasing expectations; see, for example, the 2008 Special Issue of the Journal of
Econometrics on the use of econometrics in informing public policy makers.
Typical econometric studies focus on the average impact of the public tool under
evaluation. However, the empirical analysis of the implementation process and, in
particular, the allocation process are attracting growing interest.

The allocation process is particularly difficult to analyse, because researchers
can seldom separately observe application behaviours by firms and grant alloca-
tion decision by public agencies. (Blanes and Busom, 2004). The most frequent
limitation faced by researchers is the impossibility of identifying unsuccessful ap-
plications and the characteristics of rejected projects. Consequently, it is often im-
possible to identify the impact of the agency selection criteria from other factors
driving firm behaviour, such as self-selection.

In order to solve the above problem, previous studies focused on a single step,
e.g. the allocation process (Feldman and Kelley, 2006), or jointly considered the
application and allocation processes (Blanes and Busom, 2004).

Also the present empirical analysis had to cope with missing information on
rejected applications. Data do not consequently allow for separate estimates of the
effects of application decisions by firms and granting decisions by the public

agency. As in most studies, data limitations forced us to combine application and
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allocation processes into a single step. However, we try to relax this limitation by
including determinants of self-selection as well as variables accounting for the al-
location of funds by agencies as control variables.

The empirical analysis is based on a probit regression of the determinants of
firm application and agency acceptance processes. Combining these two stages in
the participation process means that the patterns reflect the joint influence of a
firm’s decision to apply for an incentive and an agency’s decision to accept or re-
ject an application.

The dependent variable, D Incentive, is a dummy variable equal to 1 if a firm
has launched an FDI project with the support of a public financial incentive and
zero otherwise.

It must be noted that if a firm correctly anticipates the selection criteria as
stated by the act that institutes the public incentive, the determinants of the appli-
cation process overlap with those of the granting decision, and no identification
problem exists (Busom, 2000). For these reasons, we identify two sets of inde-
pendent variables: firm behaviour variables and control variables that explain the
agency selection criterion.

The model is:

D Incentive; = a Firm_behaviuor; + § Control variables; + ;

5. The empirical variables

Hypothesis 1 argues that managerial skills and other related factors affect the pro-
pensity to self-selection. The proxies employed to assess managerial skills include
firm size (Buckley, 1989; Blanes and Busom, 2004) and age (Merito et al., 2007).
We expect that larger and older firms and firms belonging to a group will be more
likely to apply for an incentive, as their higher managerial competences reduce

application costs.
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Because of the existence of asymmetric information between the agency and
the firms, the cost of revealing information about the project should be lower for
firms located close to an agency.

With reference to the second hypothesis, which focuses on the relationship be-
tween a firm’s financial constraints and the choice to apply for a public incentive,
we proxy a firm’s financial constraints by its solvency ratio. As financial market
imperfections can limit a firm’s chance to engage in FDIs, we expect a positive
relationship between the existence of financial constraints and the probability of
going abroad thanks to a public incentive (Hyytinen and Toivanen, 2005).

An outward FDI often involves fixed, non-recoverable set-up costs (Bellone et
al., 2008). A minimum volume of revenues is consequently necessary to move
abroad with commercial and, above all, productive FDIs. In fact, manufacturing
investments often require much larger investments in fixed assets, such as land
and equipment, than service operations (Rolfe ef al.,1993). For this reason, we
expect that foreign initiative in the service industry will be less likely to apply for
a public financial incentive.

Investors acquiring existing operations may be more interested in incentives
that depend upon the generation of profit rather than in reducing their initial in-
vestment (Rolfe et al., 1993). We consequently expect that firms investing in
greenfield projects have a higher propensity to apply for financial incentives than
firms investing in expansion or acquisition projects (Rolfe ez al., 1993; Mudambi,
1999).

The third hypothesis suggests a positive relationship between a firm’s decision
to apply and the riskiness of the FDI project. Past experience in international mar-
kets, proxied by the number of previous FDIs, makes a firm more diversified in
term of risk and thus less bounded by risk diversification. Moreover, past experi-
ence in countries characterised by high political hazard reduces a firm’s sensitive-
ness to this type of risk in subsequent entry decisions (Henisz, 2004), conse-

quently reducing the propensity to apply for a public incentive.
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The mode of entry in foreign markets is likely to differ on key dimensions, such
as the amount of committed resources, the extent of a project’s risk and the poten-
tial return. Modes of entry involving higher levels of commitment, higher transac-
tion costs and higher investment costs (i.e., a foreign majority stake) positively in-
fluence a firm’s decision to apply for public financial incentives.

Institutional differences between domestic country and host country amplify the
difficulties in gathering, organising and interpreting the information necessary for
successful entry. Investors are consequently more likely to enter countries charac-
terised by a stable policy system, similar culture and similar institutional struc-
tures (Henisz, 2004). Where the above conditions are not met, public aid is per-
ceived as a means to lower systematic, country-level risk. Moreover, firms sensi-
tive to contracting and political hazard® will take mitigating actions (Henisz, 2000,
2004) and partner with home country institutions endowed with a comparative
advantage in interacting with the host country institutions. In summary, we expect
investments in developing countries to be more likely to ask for public aid.

As previously mentioned, Simest and Finest allocate incentives according to a
selective funding practice that follows specified criteria. According to policy ob-
jectives, agencies should favour SMEs, investments in Eastern Europe and pro-
jects that generate larger spillovers. According to the institutional guidelines,
firms operating in the same sector as the parent company should be favoured.
Intertemporal effects caused by different availability of public funding should also
be taken into account. For this reason, we include a cohort dummy that captures
the growing availability of public found from 2002 onwards. We also include in-

dustry dummies as control variables’.

% Henisz (2004) defines political hazard as the probability that a policy change by the host country
government will either directly (seizure of assets) or indirectly (adverse changes in taxes, regula-
tions or other agreements) diminish the expected return on assets of FDIs.

7 Ten industry dummies have been considered: services, wood products, raw materials, chemical
and pharmaceutical, building and construction, electronics, industrial machinery, automotive, food
tobacco and beverages, textile and the baseline plastic and rubber
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Variable Description Source
Dependent Variable

Dummy variable taking the value of 1 if the firm SIMEST and

D Incentive launched an FDI project backed by an incentive in t,, FINEST balance
and zero otherwise sheets

Independent Variables

Experience Age of the firm (years) in ty AIDA

International experience Number of outward FDIs held in ty REPRINT
Dummy variable taking the value of 1 when the firm  SIMEST and

Location is located in the same province of the agency and FINEST balance

Solvency ratio

Services

Greenfield

Majority

Developing_countries
SME

Group

East Europe

Diff industry

Cohort_2002_2006

Industry dummies

zero otherwise
Ratio between equity and total assets in to.

Dummy variable taking the value of 1 when the firm
is active in the service industry, and zero otherwise

Dummy variable taking the value of 1 if the foreign
affiliate is a greenfield, and zero otherwise

Dummy variable taking the value of 1 if the foreign
affiliate is majority-owned by the parent company in
to.1, and zero otherwise

Dummy variable taking the value of 1 for FDI target-
ing developing countries, and zero otherwise
Dummy variable taking the value of 1 when the firm
has less than 250 employees in t;_

Dummy variable taking value 1 if firm belongs to a
group

Dummy variable taking the value of 1 when the FDI
destination country is Eastern Europe, and zero oth-
erwise

Dummy variable taking the value of 1 when the for-
eign firm is not active in the same sector as the par-
ent company

Dummy variable taking the value of 1 when the FDI
is realised between 2002 and 2006, and zero other-
wise

Dummy variable taking the value of 1 when the firm
is active in the specific industry, and zero otherwise

sheets, REPRINT
AIDA

REPRINT

REPRINT

REPRINT

REPRINT
AIDA

AIDA

REPRINT

REPRINT, AIDA

SIMEST and
FINEST balance
sheets, REPRINT

REPRINT

Table 2: Descriptions of the variables and sources of data
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All independent variables, whether related to structural, financial or project
characteristics, refer to the year before the FDI start-up in order to appreciate the
impact of these variables on the probability of going abroad with the support of an
incentive supplied by Simest or Finest.

The explanatory and dependent variables are summarised in Table 2. Table 3
displays the descriptive statistics of the explanatory variables for the entire sam-
ple, while Table 4 provides preliminary test of the difference between firm-
specific and project-specific features of companies which internationalise with
and without public financial support.

The high significance of differences between the two groups provides preliminary
evidence of the opportunity to investigate the likeliness of obtaining an incentive
based on firm-specific and project-specific variables.

The correlation matrix, reported in Table 5, reveals the correlation indices be-

tween the examined variables.

Minimum Maximum Mean Desit:t.ion
Experience (years) 1 400 27.40 39.63
International experience (FDIs) 1 515 37.95 74.17
Solvency_ratio (%) -25.08 99.78 32.51 18.89

Minimum Maximum %
D_Incentive 0 1 36.96
Location 0 1 18.00
Services 0 1 41.22
Greenfield 0 1 47.77
Majority 0 1 87.17
Developing_countries 0 1 72.14
SME 0 1 40.20
Group 0 1 48.40
East_Europe 0 1 38.93
Diff industry 0 1 43.76
Cohort_2002_2006 0 1 42.36

Table 3: Descriptive statistics
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Benefiting Non-Benefiting

Firms Firms Sign.
(568) (991)
Firm characteristics
Experience® 30 26 o
International_experience® 10 54 ok
Location® 30% 11% ok
Solvency ratio® 26.31% 36.15% ok
Services® 25% 51% * 4k
SME® 46% 27% o
Group® 40% 53%
Project characteristics
Greenfield® 57% 42% Hkk
Majority® 91% 85% otk
Developing_countries® 87% 63% oxk
East_Europe® 64% 24%, ok
Diff industry® 29% 53%, ok

a t-Test between the two categories, (mean)
b Mann-Witney Test between the two categories, (mean) (%)
¢ Proportion Test between the two categories,; (median) (%)

Table 4: Comparison between benefiting firms and non-benefiting firms
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Experience
International experience
Location

Solvency ratio
Services

Greenfield

Majority
Developing_countries
SME

Group

East_Europe

Diff industry
Cohort_02 06

1

1
0.073
-0.052
0.045
0.103
0.106
-0.009
0.060
-0.133
0.074
0.081
-0.094
0.032

-0.048
0.210
0.139
-0.067
-0.045
-0.118
-0.344
0.277
-0.178
0.107
-0.020

-0.077
-0.026
0.093
-0.001
0.044
0.055
-0.040
0.118
0.004
0.185

0.077
-0.135
-0.073
-0.072
-0.297
0.334
-0.141
0.145
-0.034

1
-0.095
0.054
-0.318
-0.128
0.172
-0.200
0.371
0.153

1

-0.059
0.214
0.126
-0.115
0.082
-0.116
0.111

-0.048
0.012
-0.007
0.080
0.041
0.061

Table 5: Correlation matrix

0.154
-0.176
0.357
-0.247
-0.024

-0.794
0.242
-0.221
-0.026

10

-0.199
0.254
0.038

11

1
-0.244
0.036

12

1
0.105

13

1



6. Results of the empirical analysis

Estimated results of the probit regression are shown in Table 6 which reports two
distinct specifications (respectively, Model 1 and Model 2). The columns of coef-
ficients show the estimates obtained for a model that includes 568 firms that re-
ceived incentives and a control group constituted by 991 firms.

First of all, we note that the eligibility rules had a substantial effect on access to
public incentive (i.e., no benefiting FDIs are present in European Union), while
the proxies for application costs, financial constraints and project riskiness sup-
port the existence of self-selection.

According to the first hypothesis, overall experience increases the probability
of receiving an incentive: the coefficient of variable Experience is positive and
significant at p < 0.05 in Model 1 and at p < 0.01 in Model 2. Moreover if a firms
belong to a group increases the probability of receiving an incentive: the coeffi-
cient of variable Group in Model 2 is positive and significant at p < 0.05. This
evidence supports the intuition that when application costs are not negligible,
managerial capabilities are needed to overcome them.

The proximity to the premises of an agency in charge of allocating public funds
increases the probability of receiving an incentive, since the coefficient of variable
Location is positive and significant at p < 0.01 in both models. This findings sup-
ports the hypothesis that information barriers are a significant determinant of par-
ticipation status.

Firms with high financial constraints are more likely to participate, in accor-
dance with hypothesis two. Prima facie, the higher the total amount of debts, the
higher the likelihood to apply for and obtain a public incentive (Solvency ratio is
negative and significant at p < 0.01 in both Model 1 and 2).

The regression confirms the existence of significant industry-specific effects,
as manufacturing firms have a higher probability of receiving a financial incentive
(Services is negative and significant at p < 0.05 in both Model 1 and 2). This con-

firms that the level of financial commitment in foreign projects positively influ-

28



ences a firm’s self-selection as well as the willingness to invest in greenfield pro-

jects (Greenfield is positive and significant at p < 0.01 in both Model 1 and 2).

Probit Regression

Dependent Variable: D_Incentive

Model 1 Model 2
Coeff. Std. Err. e Coeff. Std. Err. ef

Cons -0.071 0.439 0.931 -0.070 0.440  0.931
Firms’ self selection variables

Experience 0.002**  0.001 1.002 | 0.002%**  0.001 1.002
International_experience ~ -0.658***  (.123 0.518 | -0.631*%**  0.126 0.532
Location 0.624***  0.100 1.866 | 0.615%*  0.101 1.850
Solvency_ratio -0.292#%*%  0.060 0.747 | -0.015%**  (.002 0.985
Services -0.851**  0.386 0.427 | -0.828**  0.395 0.437
Greenfield 0.299***  0.101 1349 | 0.309%**  0.101 1.362
Majority 0.2327***  0.116 1.262 0.295%%* 0.117 1.343

Developing_countries 0.261%** 0.099 1.298 0.322%%* 0.100 1.380

Control variables

SME 0.075 0.083 1.078
Group 0.232%*%  0.084 1.261
East_Europe 0.736%** 0.082 2.088 0.784*** 0.082
Diff_industry -0.291**%*  0.085 0.748 | -0.311***  0.088 0.733
Cohort_02_06 0.517%** 0.080 1.677 (0.5 2%%* 0.080 1.669
Industry _dummies Yes Yes
Number of obs = 1572 Number of obs = 1572
LR chi® (22) = 587.72 LR chi® (22) = 608.27
Prob > chi2 = 0.000 Prob > chi2 = 0.000
Pseudo R2 = 0.284 Pseudo R2 =0.294

* Significance at the 10% level
** Significance at the 5% level

*** Significance at the 1% level

Table 6: Probit model, participation in National public incentives

29



In accordance with the third hypothesis, a firm’s international experience re-
duces the odds of receiving an incentive (at p < 0.01 in both Model 1 and 2); firms
with past FDIs are less bounded by risk diversification and consequently less in-
terested in asking for public aid. As the coefficient of International experience is
negative and significant in both models, the incentive is not used against the inten-
tions of policy makers to support further internationalisation by already-
experienced firms.

The mode of entry also positively influences the probability of obtaining a pub-
lic incentive. A higher capital appropriation (Majority is significant at p < 0.01 in
Model 1 and at p < 0.05 in Model 2) is linked to requesting incentives, revealing
that the higher is the commitment, the higher is the phenomenon of firm self-
selection.

Firms investing in developing countries are more likely to enjoy financial in-
centives (Developing_countries is significant at p < 0.01 in both Model 1 and 2),
confirming that the riskiness of FDI projects significantly affects firm behaviour
in applying insofar as public aid is perceived as a means to lower systematic,
country-level risk.

Interestingly and contrary to expectations, as the selection guidelines favour
initiatives by small firms, the coefficient of the dummy SME is not significantly
different from zero. Moreover, size might also signal a need to ask for public in-
centives, because small firms may be more credit constrained (Buckley, 1989).
Thus, public agencies may be willing to favour them. In both cases, the expected
net effect may again be the result of a variable affecting both types of decisions in
the same direction.

Consistent with the guidelines stated by the laws that instituted the incentives
here under consideration, the regression in both two models shows a significant
coefficient for initiatives in Eastern Europe (East Europe is positive and signifi-
cant at p < 0.01) and in the same business sector as the parent company

(Diff_industry is negative and significant at p <0.01).
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The cohort dummy shifts intertemporal effects caused by different availability
of public funding, indicating that firms had a higher probability of receiving in-
centives after 2002 (Cohort 02 06 is positive and significant at p < 0.01 in both
Model 1 and 2)®.

7. Conclusions

This article provides new evidence regarding the process evaluation of partici-
pation in public incentives. This is the first paper that explicitly addresses the par-
ticipation process in public incentives with regards to outward internationalisation
and yields substantial insights on program equity and on the design of non-
experimental program evaluation.

The evidence on the incentives allocated by the public Italian agencies Simest
and Finest has been used to analyse the determinants of firm participation proc-
esses and reveals their complex nature. In particular, based on a probit model, our
study suggests that after controlling for agency selection criteria, differences in
participation status caused by firm self-selection are due also to differences in ap-
plication costs, financial constraints and riskiness of FDI projects.

First of all, the results presented here suggest that improperly structured incen-
tives may generate unsatisfactory responses by firms that self-select in applying,
generating adverse selection.

One the one hand, firm size is a barrier for some firms, and thus incentives do not
succeed in attracting smaller firms. Hence, public incentives are only partially at-
tracting projects and firms with greater potential for growth and spillovers (Banno
and Piscitello, 2008). On the other hand, considerations about risk-shifting sug-
gest that if the government absorbs too much risk, the investing firm may be

tempted to further increase the risk of the foreign project, and so careful consid-

¥ The only industry dummy with significant coefficient are automotive and electronics (both nega-
tive and significant at p < 0.10)
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eration regarding incentive assignments is necessary to reduce the incentive for
more risk (Giebe et al., 2006).

Westhead et al. (2007) suggest the need for more balanced policy support to-
wards the outward internationalisation of private SMEs. We add that policy to-
wards outward internationalisation must appreciate firm heterogeneity. The spec-
trum of firms ranges from those that do not and cannot internationalise to those
that have internationalised from their inception. Policy measures should differen-
tiate according to the characteristics of specific target groups.

The analysis also denies that the idea that merely increasing the amount of
funds promoting outward internationalisation will inevitably lead to greater pro-
gram benefits. Increased benefits may only partially affect self-selection mecha-
nisms in the eligible population.

In summary, we believe that additional efforts in the ex ante assessment of
both firm and project characteristics may provide agencies in charge of incentive
assignment with better operative tools. We suggest that incentives should be pro-
ject specific, since the source of positive spillovers is likely to differ across FDIs.
Ideally, incentives should induce firms to growth internationally by undertaking
projects that they would not realise on their own. At this stage, we cannot con-
clude that firms are not substituting government funds for projects that they in-
tended to pursue anyway (i.e., additionality). However, the positive and signifi-
cant effects generated by financial constraints in firm self-selection suggest that
the incentive is moving in the right direction of additionality, and public tools
should limit any crowding-out effects (Busom, 2000). Moreover, incentives seem
to be more effective for self-selecting firms that never went abroad, as they seem
to induce a change of behaviour in non-internationalised firms.

Of course, better data would allow to improve the proposed analysis. First of
all, observations on the same firms across all stages characterising the participa-
tion process (Heckman and Smith, 2004) would permit a better analysis of the
self-selection process. It would also be helpful to have more variables related to

project risk.
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The analysis also suggests a rich agenda for further research. The study of out-
ward FDI promotion is still an underdeveloped area of research in international
business. Nevertheless, the increasing role played by national governments in re-

lation to MNE investment promotion entails that more study in this area is neces-

sary.
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The effects of incentives to firms’ outward internationalisation

on their domestic growth and competitiveness

Abstract: While few studies have analysed public incentives to attract inward
foreign direct investment (FDI), almost no evidence has been so far provided on
public incentives to firms’ internationalisation. The present paper aims at filling
this gap, by providing an empirical analysis on their effects on the firm’s growth.
Specifically, the analysis is conducted on 237 Italian firms that received an incen-
tive in the period 1991-2007 vs. a counterfactual sample of firms that internation-
alised their activity in the same period without any incentive. The econometric re-
sults, stemming from a two step treatment effect model, reveal that selection for
getting the incentive tended to be not a random event, and that incentives to firms’
internationalisation cause domestic growth especially when targeted towards

smaller companies.

Key words: public policy, ex-post evaluation, incentives, outward FDI.
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1. Introduction
Measures and incentives to internationalisation of firms have been traditionally

investigated mainly from the host country perspective. Indeed, almost all devel-
oped and developing countries believe that inward FDI is beneficial for their local
economy and, as a consequence, they offer a wide variety of incentives (Carlsson
and Mudambi, 2003; UNCTAD, 2003). However, as most of the OECD countries
has started to promote also outward FDI from the early 1990s (UNCTAD, 1993;
1998; 2003), policy makers are increasingly concerned with their role and effec-
tiveness. Incentives and measures have been often criticised for being uneffective
(Farrel 1985; UNCTAD 1998; Lim 2005; Markusen and Nesse, 2006), but spe-
cific rigorous analyses are still lacking, and most of the empirical analyses have
focused exclusively on the effectiveness of the attraction of inward FDI (Guis-
inger, 1992; Brewer and Young, 1997; Oxelheim and Ghauri, 2004), while no
evidence has been so far provided on the role and the effects of financial incen-
tives for outward FDI (at least to the Authors’ knowledge).

Our conceptual framework relies on the institutionalist approach (North, 1990,
1994, 2005), which suggests that outward internationalisation crucially depends
not only on the home country’s economic characteristics, but also on its institu-
tional environment (Henisz, 2004). Specifically, we claim that home country’s in-
stitutions, and particularly their enforcement mechanisms (Dunning and Lundan,
2008; Sethi et al., 2002), are important ingredients of national and international
competitiveness of firms. Accordingly, public incentives are designed to allow
firms to reduce the uncertainty related to the foreign markets and to the “liability
of foreigness” (Zaheer, 1995). Hence, they have been directed mainly to three
crucial dimensions of the firm’s internationalisation process: information on the
foreign markets and technical assistance, investment insurance, fiscal incentives
and financial support, and they should positively impact on the firm’s national and
international growth.

The issue is challenging also from a methodological perspective, as there is an

increasingly perceived need for improving and developing adequate methodolo-
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gies for public policy evaluation (see, for example the Special Issue of the Interna-
tional Review of Applied Economics, 2007). In fact, only rarely existing empirical
studies’ do apply methodologies which address the effects of selection bias and
incorporate appropriate counterfactual scenarios (Lenihan et al., 2007). We de-
velop an empirical analysis using information on the population of Italian firms
that received (at least) an incentive for international growth in the period 1991-
2007. Data come from Simest, the Italian development finance institutionm, and
refer to financial incentives addressed to promote Italian companies’ FDI outside
the European Union. Then, comparing firms that received the incentive with
“similar” firms that never received it (our counterfactual sample), we find that the
former do actually perform better.

Therefore, the paper offers both a conceptual and an empirical contribution. On
the conceptual side, we relate the effects of public incentives to firms’ outward
FDI to the home country’s institutional context, while on the empirical side, we
construct an original longitudinal dataset on incentives granted by Simest to Ital-
ian companies. Specifically, this is (one of) the first attempts to develop a rigorous
evaluation of a policy for the firms’ outward internationalisation exploiting the
availability of detailed information on the functioning of the program.

The paper is structured as follows. The second Section illustrates our concep-
tual framework and puts forward the research question that drives the empirical
analysis. The third Section presents the methodology, while the fourth one de-
scribes the data set and the variables employed in the econometric model, it illus-
trates the model and the estimated results. Concluding comments are reported in

Section Five.

? However, it is worth noting that empirical exercises concerning the evaluation of public policies
have mainly concerned fields like training programs, R&D, marketing programs, support for ex-
porting (DeLeon and Vogenbeck, 2007).

' http://www.simest.it
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2. The conceptual framework
According to North (1990; 1994), institutions are defined as a set of rules, com-
pliance procedure, and moral and ethical behavioural norms designed to constrain
the behaviour of individuals in the interest of maximizing the wealth or utility of
principals. Additionally, they are made up of formal constraints (e.g. rules, laws,
constitutions), informal constraints (e.g. norms of behaviour, conventions, self-
imposed codes or conduct) and their enforcement characteristics.
Within this context, Dunning and Lundan (2008) classify incentives as formal en-
forcement mechanisms and define them as measurable economic advantages of-
fered to specific enterprises or categories of enterprises by or at the direction of a
government, in order to encourage them to act in a definite way (Brewer and
Youg, 1997; UNCTAD, 1998; Sheti et al., 2002). Government intervention is jus-
tified by reasons related to market failures, imposition of social values and distri-
bution of income and wealth (Lipsey, 1997; Blomstrom and Kokko, 2003; Lim,
2005).
Accordingly, home governments must provide institutional preconditions in order
to promote outward FDI because the institutional content and form might affect
the cognition, behaviour and motivation of firms in their decision on whether or
how to go abroad. The principal elements are a stable economic environment and
the rule of the law and regulations; nevertheless, incentives, penalties, agencies,
projects, self regulation, fear, retaliation, blackballing, specific instruments nego-
tiated directly with firms or other measures can aid in promoting outward FDI.
Specifically, financial incentives to outward FDI aim at overcoming firm’s finan-
cial constraints and at compensating the firm for uncertainty and risk related to the
foreign unfamiliar context and to the firms’ “liability of foreigness” (Zaheer,
1995).

There are two main motivations that make public policy evaluation necessary
(Wollman, 2007). First of all it is necessary to report about the exploitation of the

incentive and the efficiency and effects of public intervention because information

41



asymmetries take place among subjects involved in the exploitation of public aid.
Indeed, the successful government intervention implies that the attended social
benefits will exceed the financial and administrative costs, stemming from poten-
tial economic distortions. Second, public incentive evaluation permits to under-
stand if they should be modified, preserved, enlarged or removed.

As far as incentives specifically addressed to (inward and outward) FDI, some
works examined the effects of inward investment incentives (Guisinger, 1992),
other investigated the role of host country policy and non policy determinants
(Loree and Guisinger, 1995; Olibe and Crumbley, 1997) and many others ana-
lyzed the role played by investment agencies in attracting foreign investors and
initiatives. On the contrary, notwithstanding the range of incentives to outward
FDI and the number of countries that offer these incentives have increased con-
siderably in the past decade, no studies have analyzed the equivalent role of incen-
tives in promoting outward FDI.

The impact of incentives to firm’s international growth may be associated to
both direct and indirect effects. The former relate to the explicit and declared in-
tent of the government, while the latter refer to the possible spillovers generated
by the firm’s internationalisation on the other firms and their local context. Spe-
cifically, we aim at testing the direct impact of public incentives upon the firms’
growth (i.e., we focus on the ex post stage). Previous empirical works find mixed
evidence on the impact of public financial support upon firms’ growth (see for ex-
ample Lerner, 1999, Wallsten, 2000; Merito et al., 2007).

Although we agree on the largely acknowledged issue that outward incentives
normally play a less crucial role in determining FDI than the fundamental deter-
minants do (for a survey, see Barba Navaretti and Venables, 2004), our hypothesis
is that they generally benefit granted firms. Indeed, incentives help internationalis-
ing firms to overcome their financial constraints and to gather the needed informa-

tion to reduce uncertainty and risks related to foreign markets.
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3. The methodology

The demand for quantitative methods in public policy evaluation reflects the de-
sire of elected officials to define better polices, to understand how they have per-
formed and to ascertain what impacts they have generated (Mosselman and
Prince, 2004; Lenihan et al., 2007; Yang, 2007). During last years public aid
evaluation was influenced by the methodological development of other disci-
plines, above others econometrics in economics (Heckman, 2001) and, more re-
cently, qualitative projective techniques already widely used in psychology and
consumer studies (Ramsey and Bond, 2007).

The fundamental need for all public policy evaluation is to observe the counter-
factual conditions, in order to answer the causal question as to whether the ob-
served outcomes are effectively caused by the public policy and not by other de-
terminants (Marschak, 1956). Because it is impossible to determine exactly what
would happen in absence of incentive, as a firm cannot be observed among par-
ticipants and non participants at the same time, we need a methodology that al-
lows us to compute an average effect of incentive comparing data on participants
and non-participant firms, and to identify the causal relationship between the in-
centive and the outcome, controlling for other possible determinants of the out-
come itself (Bartik and Bingham, 1997). Additionally, one has to account for the
possible selection bias, for the fact that besides the effect of the incentive there
may be systematic differences between benefiting firms and not benefiting firms
that may affect the impact of the incentive. A selection bias may occur as a result
of two different causes: firm self-selection and agency selection. In the first case,
firms that apply for the incentive may not be representative of the total population
of eligible firms, whilst in the second one, the agency accepts only the applica-
tions of projects that meet selection criteria. Therefore, the selection bias could
positively prejudice the effect of the incentive because firms applying for public
aid are often firms that are aggressively seeking to expand and they would have
grown more rapidly even without the incentive. However, selection bias may be

also negatively related to the public aid’s effects when, as for some development
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programs, stimulating firms located in depressed areas through incentives is par-
ticularly difficult (Bartik and Bingham, 1997).

Hence, to overcome threats of validity, omitted variables and selection bias, it
is necessary to imputate an appropriate counterfactual outcome for the sample of
benefiting firms is (Moffit, 1991). A variety of different methods have been pro-
posed for estimating the counterfactual; all methods compare a group of benefit-
ing firms, often called treatment group, with a group of not benefiting firms,
called control group. Discussion about pros and cons of different evaluation
methods is focused on the extent to which the control group is a truly mirror of the
benefiting firms. The only design where this hypothesis of correspondence be-
tween the treated group and the control group is guaranteed is the experimental
design. In this case both the first and the second group are constituted exclusively
by firms that have been randomly assigned to either the two groups. Nevertheless
in most case, we are in a quasi experimental design, where the benefiting firms are
not randomly assigned, but follow a criterion of selection and self selection.
Several methods have been proposed in literature to take into account both selec-
tion bias and causality, but the most utilised are: matching methods, difference in
difference and treatment effect models (Blundell and Costa Dias, 2000; Heckman,
2001). In matching methods eligible firms are divided in two groups, i.e., benefit-
ing and not benefiting firms, where the second group of firms is the “control
group”. The rationale is that the not benefiting firms are “identical” to their
matched benefiting firms in all relevant aspects, with the only difference that the
latter have obtained the public incentive. In the difference in difference approach,
the two groups of firms are compared before and after the incentive. Therefore,
the change experienced by the benefiting group vs. the control group can be asso-
ciated to the public aid".

The treatment effect model is a two-stage econometric model where the first step

aims to account for the selection and self selection bias, while the second step

! The implicit hypothesis that the change for the two groups would be the same without the incen-
tive is often strengthened by selecting the control group through a matching method.
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evaluate the impact of the incentive on the firm’s growth. Namely, two regres-
sions are estimated simultaneously (Myoung Jae, 2005): the first one is a probit
regression predicting the probability of receiving the incentive; the second one is a
linear regression for the outcome (i.e., firm’s growth) as a function of the treat-
ment variable (i.e., the incentive), controlling for other observable explanatory
variables. Theoretically the solution is to propose and estimate a model of the se-
lection and self-selection decision, that is to define an incentive assignment equa-
tion where X; is the set of exogenous covariates that affect the incentive assign-
ment and that could explain different attitudes between benefiting and not benefit-
ing firms. In particular the treatment effect model assumes that D*; is a linear
function of the observed covariates x; and the random component &;. Specifically

we assume that the incentive assignment is determined by:

D*; =x; B+ & (Selection equation)

And the endogenous binary variable D; is modelled as the outcome of the unob-

servable latent variable D*; and the observed decision is:

D;=1,ifD*>0
D=0, if D*; <0

The second step is made of a linear regression for the outcome of the treatment
variable (i.e., firm growth), were w; is the set of exogenous control variables, dif-
ferent from the unobservable latent variable D;, which can influence the response:

yi = ow;+ yDi + u; (Valuation equation)

where w; and x; may include common variable.
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Hence we use the treatment effects method to estimate the incentive assignment
equation and the evaluation equation together. In the first step we use a probit es-
timation, while in the second step we evaluate the net impact of the incentive (D;)
and the estimated sign of y can be used to assess the effectiveness of the public
aid. Specifically, when y>0 the public incentive stimulate the benefiting firm’s

growth.

4. The empirical analysis

4.1. Data

Outward public policy measures include a panoplia of financial supports, going
from government grants to cover part of capital, to production or marketing in-
vestment costs; subsidised loans; loan guarantees; public founded venture capital
participation and government insurance at preferential rates (UNCTAD, 1996;
Gergely, 2003). In the Italian case, almost the whole set of incentives are provided

(see Table 1 for a detailed description).
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INSTRUMENTS

OBJECTIVES

Law De-
cree 143/98

Law 227/97
Law De-
cree 143/98
Law 24/03
Law 35/03

Law 394/81

Law 100/90
Law De-
cree 143/98
Law 35/05
Law 19/91

Law De-
cree 143/98
Law 35/05
Ministerial

Decree
136/00

Law 304/90

Venture
Capital
Funds

Export and commercial FDI

Feasibility studies, technical as-
sistance

Export Guarantees

Trading FDI outside the EU

Productive FDI in EU

Productive FDI outside the EU

Productive FDI in DCs

Productive FDI Guarantees

Tenders outside the UE

Table 1: Italian public instruments aimed at promoting outward FDI




In order to provide additional support to investment by Italian enterprises in espe-
cially important non-EU markets, Simest operates the venture capital funds set up
by the Government to support investments in areas such as the Far East, Eastern
Europe, the Balkans, Africa, the Middle East and Central and South America. For
direct investment abroad, Simest also assists Italian firms in the following areas:
scouting for partners and investment opportunities; technical and financial assis-
tance and advice in the preparation and implementation of projects.

However, in this paper we focus on the Law 100/1990, according to which
Simest can invest directly in foreign ventures and acquire up to the 25% of the
Italian foreign affiliate’s equity. Although Simest can, in principle, evaluate in-
vestment proposals from companies, partnerships, cooperatives, consortiums and
business associations, its priority concerns initiatives by SMEs to Eastern Europe.
Simest prefers to acquire interests in foreign firms which are active in the same
business sector as the home firm proposing the project; no sector is excluded. The
duration of equity shares is in principle up to a maximum of 8 years, within which
the pre-agreed reacquisition of Simest shares with partner firms is established.
Simest examines proposed investments after having acquired information on the
investment project and its partners. From the beginning of the activity up to the
end of 2006, Simest acquired shareholdings in 469 Italian foreign affiliates'”.

Our empirical analysis, aiming at evaluating the effects of Simest’s participa-
tion on the firm’s growth relies on two groups of firms:

(1) the benefiting firms (i.e., those that have received the incentive to grow

internationally); and

(i)  the control group (i.e., firms that internationalised their activities in the

same period, in the same foreign countries, but without participation by

Simest).

"2 It may be interesting to add that in the same period, Simest subscribed also 150 capital increases
for a total of 412 millions of euro and sold 253 shareholdings for a total of 193.4 millions of euro.
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Therefore, the dataset employed for the empirical analysis combines three dif-

ferent sources of data:

()  Simest’s balance sheets, which provide the information about assign-
ments of incentives to Italian firms, throughout the period 1991-2007;

(k) the database Reprint, which provides a census of outward and inward
FDI in Italy, since 1986. It is yearly updated, and it is sponsored by the
Italian Institute for Foreign Trade.

(I)  AIDA (Bureau van Djick), which provides balance sheet data for Italian

firms.

In summary, our sample includes two groups of multinational firms: those which
set up their foreign initiative utilising the public incentive, and those which in-
stead did not utilise any public incentive to go abroad. Complete information are

available for 237 benefiting firms and for 307 not benefiting firms (our control

group).

4.2. The model and the variables
Our evaluation model aims at assessing the effects of the incentive, i.e., Simest’s
participation, once it has been completed. Therefore, it refers to a classical ex-post
evaluation (Wollmann, 2007), where the dependent variable has to do with one of
the goal attainment. Although public policies tend to have multiple, tacit and con-
flicting objectives, in this case the declared policy maker’s intent is to promote
SMEs growth. However, this is also in line with most of the empirical literature
that recognizes growth at the firm level as a good proxy for the effects of indus-
trial policy measures (e.g. Fisher and Reuber, 2003).

As far as the model, we adopted a traditional treatment effect model (Myoung
Jae, 2005), which allows us to assess whether the public support affects the

growth of benefiting firms vs. not benefiting ones. In particular, as previously il-
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lustrated, in order to evaluate the impact of public intervention, it is necessary to
take into account self selection and selection biases, and then causality.

Therefore, our dependent variables are the followings:

(1) D _Incentive is a dummy variable that equals 1 if the firm has re-
ceived the incentive, and zero otherwise. This is the dependent vari-
able used in the first stage (i.e., the probit model);

(2) Firm_growth is measured by the rate of growth of the turnover of
the Italian parent company between (t, — 1) and (t, + 2), where t¢ is

the year of the foreign initiative.

As far as the first stage (i.e., the likelihood of obtaining the incentive), explana-
tory variables include firm’s structural characteristics, firm’s financial constraints
and project’s features related to the country of destination (Simest should favours
investments toward Eastern European countries) and project’s size which can af-
fect policy outcome.

Therefore, our selection model (i.e., the selection equation) is:

D_Incentive; = Strucural_characteristics; + Financial_constraints; +

+ Project_characteristics; + ¢;

Specifically, as far as explanatory variables are concerned, the proxy employed
(for a detailed description of the variables and the data source, see Table 2) refer
to size (Blanes and Busom, 2004) and age (Merito et al., 2007), which have been
traditionally considered as a proxy for managerial skills, thus affecting the firm’s
ability to obtain external resources. Therefore, we expect bigger and older firms to
be more likely to obtain the incentive. Previous experience in international mar-
kets may also increase the likelihood to both apply and obtain the incentive. Addi-

tionally, as the effective cost of going abroad may vary across firms as the result
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of differences in the availability and cost of financial resources (Desai, 2004;
Maseneire and Clayes, 2006; Bellone ef al., 2007), we proxied the firms’ financial
constraints by the ratio between their banks debt and turnover. Specifically, as fi-
nancial markets imperfections can limit the firm’s strength of engaging in FDI, we
expect a positive relationship between variables proxying the existence of firm’s
financial constraints and the probability of going abroad thanks to the public in-
centive (Hyytinen and Toivanen, 2005). As in the process of project selection,
Simest evaluates Italian firm’s success, we also included a firm’s profitability in-
dex.

The second stage of the analysis, i.e., the causality between the endogenous bi-
nary treatment and the firm’s growth, estimates the effect of the incentive on a
continuous, fully observed variable which identify the effects (Firm_growth;),
conditional on the firm’s structural variables, firm’s financial constraints and spe-
cific features of the initiative. Therefore, the linear regression function (i.e., the

valuation equation) is:

Firm_growth;= D _Incentive; + Structural characteristics; +

+ Financial constraints; + Project_characteristics; + u;

Variables considered refer again to firm’s structural characteristics, financial con-
straints and other specific features of the initiative undertaken abroad by the Ital-
ian firm, namely the entry mode. Therefore, we included dummies allowing for its
nature (greenfield vs. acquisition), the share held by the Italian parent company in
the foreign affiliate (majority vs. minority), and the size of the foreign affiliate in

terms of employees'” (Empl_affiliate).

"> We also tried sales of the foreign affiliate. However, as it is highly correlated with employemnt
(the correlation being 0.859), we decided to keep only the former, as it comes out more significant
in the econometric estimates.

51



Variable Description Source
Dependent variable
Firm_growth Turnover of the Italian firm between t,-1 and ty+2 AIDA
. . Dummy variable taking the value of 1 if the firms ob- .
D_incentive . . .. . Simest
- tained the incentive in t,, and zero otherwise
Independent Variables
Firm’s structural variable and firm’s financial constraint
Log Sales Logarithm of annual turnover (thousands €) in to AIDA
Empl Number of employees in ty.;
Firm_Age Age of the firm (years) in ty REPRINT
Int_experience Number of previous outward FDI in to REPRINT
ROI Return on Investment (%) in t; AIDA
Dummy variable taking value of 1 when the firm is in
North North Italy, and zero otherwise REPRINT
BanksD_Sales Ratio between Banks debt and turnover in ty_, AIDA
Project characteristics
East_Europe Dummy Varlgble taking value of 1 when the FD'I destina- REPRINT
- tion country is Eastern Europe, and zero otherwise
North America Dummy varlgble taking Val}le of 1 when the FDI destina- REPRINT
- tion country is North America, and zero otherwise
Greenfield ngmy variable taking the value of 1 if the foreign af- REPRINT
filiate is Greenfield, and zero otherwise
Majority ngmy var.lab.le taking the value of 1 if the fore.lgn af- REPRINT
filiate is majority-owned in ty.;, and zero otherwise
Empl affiliate Number of employees of the foreign affiliate, in ty REPRINT
Sales_affiliate Turnover of the foreign affiliate, in ty REPRINT

Table 2: Description of the variables and sources of data
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Finally, to control for possible differences in opportunities in different areas and

sectors, we inserted dummies for the firm localisation by Italian regional area

(North, Centre, South) and for the industry of the parent company'*.

The dependent and the explanatory variables are described in Table 2, while their

statistical characteristics and the correlation matrix are reported respectively in

Table 3 and 4. Table 5 reports instead the average values of the variables consid-

ered, and the significant differences, for the two groups of firms considered, i.e.,

benefiting and not benefiting firms, respectively.

Minimum Maximum Mean S.t d'.
Deviation

Dependent variables
Firm_growth (%) -1.12 198.28 1.71 13.92
Firm’s structural characteristics
Log_sales (thousands €) 4 9 7,22 0,69
Firm_age (years) -1 101 22.15 15.12
Int_experience (.) 1 70 437 9.18
ROI (%) =27 30 8.28 8.19
Firm’s financial constraints
BanksD_Sales (%) 0 90 22.84 22.10
Project’s characteristics
Empl affiliate (employees) 5 5000 83.03 248.88
Sales_affiliate (thousands €) 0.5 320 7.13 17.16

Table 3: Descriptive statistics

14 . . . . . .
Ten industry dummies have been considered: services, wood products, raw materials, plastic and
rubber, chemical and pharmaceutical, building and construction, electronics, industrial machinery,

automotive, food and tobacco and beverages, textile.
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Log sales
Empl
Firm_age
Int_experience
ROI

North
BanksD_Sales
East Europe
North_America
Greenfield
Majority
Empl_affilite
Sales_affiliate
D_incentive

Firm_growth

1
1
0.077
0.251%*
0.362%*
0.076
0.016
0.130%*
-0.196**
0.113**
0.168**
-0.035
0.019
0.067
0.329**
-0.199**

0.059
0.028
0.004
0.030
0.040
-0.075
-0.026
0.040
-0.085
0.026
0.054
-0.001
0.048

1
0.148%*
0.016
0.074
0.115%*
-0.140%*
-0.015
0.024
0.012
0.033
0.064
0.150**
0.033

Legenda: ** significant at p<.01; * significant at p<.05

1
-0.096**
-0.014
0.022
-0.112%*
0.057
0.199**
0.037
0.235%*
0.271**
0.361%*
0.222%*

1
-0.018
-0.200%*
-0.017
-0.011
0.110*
0.000
0.027
0.016
-0.076
-0.024

1
0.034
0.052
0.068
0.031
0.033
-0.067
-0.078
-0.029
-0.083

Table 4: Correlation matrix

1
-0.029
0.038
-0.063
0.045
-0.024
0.006
0.182%*
-0.062

1
-0.312%*
0.020
0.077
0.081
0.004
0.095*
-0.070

1
0.025 1
0.115%* 0.000
-0.050 0.154%*
0.046 0.189**
-0.027 0.072
0.078 0.089*

11

0.038
0.024
-0.028
0.001

12

1
0.859%*
0.134**
0.365%*

13

1
0.147**
0.382%*

14

1
0.75

15
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Benefiting Firms Not Benefiting Firms

(237) (307) Sign.
Dependent variable
Firm_Growth 2.9 0.8 *E
Firm’s structural variable and firm’s financial constraint
Sales * 90.6 334 HoAk
Empl * 406 138 HoAk
Firm_Age® 33 33 n.s.
Int_Experience * 9 2 HoHk
ROI" 7.53 8.82 *
North ° 74% 76% n.s.
BanksD_Sales” 27.44 19.32 ok
FDI characteristics
East_Europe ° 46% 55% ok
North_America ° 7% 9% n.s
Greenfield ° 73% 67% ns.
Majority ° 91% 84% ok
Sales_affiliate * 10.01 492 Hokok
Empl_affiliate 121.10 53.77 ook

a t-Test between the two categories; (mean)
b Mann-Withney Test between the two categories, (mean) (%)

¢ Proportion-Test between the two categories; (median) (%)

Table 5: Comparison between benefiting firms and
not benefiting firms (control group)
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4.3. Econometric findings

The results of the empirical estimates for the treatment model are reported in Ta-
ble 6. First of all, it is worth observing that, as the correlation between the error
terms of the two equations (i.e., the coefficient rho'®) is significantly different
from zero (at p < 0.01), and so it confirms that both the firm and the project char-
acteristics affect incentive assignment and the latent outcome, therefore in esti-
mating the effects of the incentive a selection bias arises.

As far as the selection model is concerned, results confirm that both the parent
company’s characteristics and the FDI features explain the likelihood of receiving
the incentive. Namely, as already revealed by the descriptive statistics of the two
samples (see Table 5), bigger firms with previous international experience are
more likely to get the incentive (both Log Sales and Int Experience are positive
and significant at p < 0.05 and p < 0.01, respectively). Likewise, results support
also the idea that market imperfections give rise to financial constraints and make
firms more likely to apply for (and to get) public funding (BanksD_Sales is posi-
tive and significant at p < 0.05). Interestingly, notwithstanding the selection pro-
cedure should a priori favours initiatives to Eastern European countries, the rele-
vant dummy (East Europe) does not come out significantly different from zero,
while the affiliate size does contribute positively to the incentive assignment
(Sales_affiliate is significant at p < 0.01).

As far as the valuation equation, that is our second stage, results confirm the
positive and highly significant effect (at p < 0.01) of the financial incentive on the
firms’ growth. However, smaller and less indebted companies grow more rapidly
(Log_Sales and BanksD sales are negative and significant respectively at p < 0.01
and p < 0.10) while all the other firm’s specificities do not seem to impact on

growth.

"> STATA provides an estimate of rho (the correlation between the error terms of the two
equations), sigma (s, the standard error of the outcome regression if linear) and lambda (1 = r*s).
Namely, STATA automatically tests whether =0 (or equivalently, whether 1=0, since s>0).
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Treatment effects model

Two steps estimates Coeff. Std. error
Dependent variable: Firm_growth
D _incentive 12.05%** 3.03
Firm’s structural variable and firm’s financial constraint
Log Sales -7.99%** 1.05
Firm age -0.00 0.00
Int_experience 0.06 0.07
ROI 0.06 0.07
North -1.77 1.26
BanksD _sales -0.05* 0.03
Industry dummies Yes
FDI characteristics
East_Europe -2.53%* 1.23
North_America 4.78** 2.10
Greenfield 2.81 1.79
Majority 0.02 0.79
Empl affiliate 0.02%** 0.00
Cons 53.16%** 7.48
Dependent variable: D_incentive
Log_Sales 0.24** 0.11
Firm_age -0.00 0.00
Int_experience 0.27%%* 0.04
ROI -0.01 0.01
BanksD_Sales 0.01%* 0.00
Sales_affiliate 0.02%** 0.01
East Europe 0.13 0.13
Cons -2.92%%* 0.78
Hazard lambda -6.87*** 1.94
* Significance at the 10% level rho -0.54
** Significance at the 5% sigma 12.78

*** Significance at the 1% level

Table 6: Treatment effect model
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Heckman selection model — Two steps estimates

Regression model with sample selection Coeff. Std. error
Dependent variable: Firm_growth
Firm’s structural variable and firm’s financial constraint
Log_Sales -10.40%** 1.95
Firm_age -0.00 0.01
Int_experience 0.04 0.06
ROI -0.18 0.18
North -1.56 2.54
BanksD_sales -0.13%* 0.54
Industry dummies Yes
FDI characteristics
East Europe -0.73 2.38
North_America 10.33%* 4.78
Greenfield 6.53% 3.97
Majority 1.04 1.96
Empl affiliate 0.02%** 0.00
Cons 83.07%** 16.61
Dependent variable: D_incentive
Log Sales 0.21%* 0.11
Firm_age -0.00 0.00
Int_experience 0. 27 0.04
ROI -0.00 0.01
BanksD_Sales 0.01* 0.00
Sales_affiliate 0.02%** 0.01
East Europe 0.15 0.13
Cons S2.74%** 0.78
lambda -9.03%** 3.02
* Significance at the 10% level rho -0.54
** Significance at the 5% sigma 16.53

*** Significance at the 1% level

Table 7: Heckman selection model
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On the contrary, the parent’s growth crucially depends on the characteristics of the
foreign initiative: indeed, the estimated coefficients confirm that FDI size contrib-
utes positively to the firm growth (Empl affiliate is significant at p < 0.01), as
well as the FDI’s localisation in developed countries (North America is positive
and significant at p < 0.05).

It may be worth observing that the same results have been obtained from the
estimation of an Heckman model (see Table 7), where the second stage is run only

on the benefiting firms.

5. Conclusions

Summarising, our model confirms the positive effects of the financial incentive on
the benefiting firm’s growth as compared to the counterfactual sample of not
benefiting firms. Although some previous empirical studies (e.g. Lerner 1999) al-
ready had found that firms that obtained government financial support did actually
perform better, causality could not be taken into account due to the absence of a
proper counterfactual sample. Therefore, companies that obtained the incentive
would have done just as well even without government financial assistance. On
the contrary, taking into account the selection and self-selection issue, we can de-
tect the net positive effects of the public incentive. Specifically, our results show
that financial incentive does help smaller companies to grow also on the home
country, thus confirming that the FDI finance gap hinders SMEs in their interna-
tionalisation strategy and negatively affects their economic performance, as re-
cently pointed out by De Maeseneire and Clayes (2006). Additionally, the gov-
ernment involvement in FDI may contribute to reduce the uncertainty and risk as-
sociated to the unfamiliar host country (Henisz and Zelner, 2003), which is obvi-
ously more critical for smaller companies that have less financial and manage-
ment resources to spend for research and analysis prior to embarking into a for-

eign market (Wright et al., 2007).
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At the best of our knowledge this paper is the first systematic evaluation of
public incentives addressing firms’ outward internationalisation. However, the
agenda for future research is quite rich. The specification of the model presented
above should be improved by introducing more adequate measures of certain phe-
nomena. First of all, a better understanding of the selection and self-selection
process would benefit from the possibility of accessing data on firms’ applications
that were not selected for the incentive. Second, firms’ internationalisation proc-
esses should be modelled taking into account motivations underlying each FDI
initiative, although that would require additional data gathering based on surveys
and questionnaires. Finally, the effects of public incentives may be also evaluated
as far as their indirect impact (associated to externalities and spillovers) is con-
cerned, for example on social welfare. Moreover, our results concern a single type
of incentive addressing firms’ internationalisation, while a comparative analysis
of alternative mechanisms would certainly provide useful suggestions to policy
makers for the design of appropriate tools and the improvement of the existing
ones.

The findings of this paper seem to justify greater research efforts in the directions

indicated.
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The impact of public incentives on firms’ outward

internationalisation: An analysis at the regional level

Abstract:

This paper tests the effectiveness of different public policy tools on outward inter-
nationalisation, in particular it estimates the effects of public incentives on the in-
tensity of outward internationalisation at the regional level. Empirical evidence is
provided by analysing Italian investments over the period 2000-2006. The data
show a statistically significant and positive impact of public financial incentives
on outward FDIs (foreign direct investment), suggesting that public policy meas-
ures can be effective in overcoming the limits that affect firms along their interna-

tionalisation path.

Key words: public policy, effectiveness, outward FDI, regions.
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1. Introduction

Attracting FDIs has become a policy priority in many developed and developing
countries since the end of the 1980s (UNCTAD, 2003). Recent trends in FDI in-
centives show that competition in attracting FDIs has been growing not only
among central governments (Oxelheim and Ghauri, 2004), but also among local
public administrations regionally and in cities (Gergely, 2003). While this trend is
likely to continue, the promotion of outward investment has become more promi-
nent only in recent years. This is a traditional domain of developed countries
(UNCTAD, 1997), and OECD countries have only started to promote outward
FDIs beginning in the early 1990s (UNCTAD, 1993, 1998, 2003).

All incentives to FDIs are motivated by two reasons. First, they can correct for
market failures in financial markets, and second, they can compensate for social
or regional disparities (Venetoklis, 2001). In particular, governments may provide
incentives in the attempt to encourage investment activity and hence induce busi-
ness growth and reduce local disparities (Haapanen et al., 2005). Nevertheless,
public intervention can limit competition and give rise to market inefficiencies
(Wollman, 2007). Moreover, when public incentives substitute for resources that
can be traded on markets and support projects that would take place in any case,
they generate a net transfer of resources from taxpayers to granted firms (the so-
called deadweight effect; see Marglin, 1963 and Mosselman and Prince, 2004).

In the case of outward incentives, the question arises as to whether policy
schemes stimulate outward internationalisation and produce positive externalities
and spillovers. Some works examined the effects of inward investment incentives
(Guisinger, 1992), others investigated the role of host country policy and non pol-
icy determinants (Loree and Guisinger, 1995; Olibe and Crumbley, 1997), while
several others analysed the role played by investment agencies in attracting for-
eign investors and initiatives. On the contrary, no studies have analysed the
equivalent role of incentives in promoting outward FDI.

Our conceptual framework relies on the institutionalist approach (North, 1990,

2005), which suggests that outward internationalisation crucially depends not only
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on the home country’s economic characteristics, but also on its institutional envi-
ronment (Henisz, 2004). Specifically, we claim that a home country’s institutions,
and particularly their enforcement mechanisms, such as public incentives (Dun-
ning and Lundan, 2008; Sethi et al., 2002), are important ingredients in the na-
tional and international competitiveness of firms. Accordingly, we argue that pub-
lic incentives to outward FDI aim to overcome firms’ financial constraints and
compensate for uncertainty and risk related to the foreign context and to the firms’
“liability of foreignness” (Zaheer, 1995).

Within this context, this study investigates the effectiveness of Italian incen-
tives on outward investments by developing an empirical model that uses infor-
mation on the population of Italian firms that received incentives from 2000-2006.
Data, aggregated at the regional level, refer to all public financial tools addressed
to promoting Italian companies’ FDIs outside the European Union. The objective
is to identify the effectiveness of investment support by measuring the impact of
such public policies on regional levels of internationalisation.

The remainder of this paper is organised as follows. Section 2 provides the
theoretical background and develops the research hypotheses, while Section 3 il-
lustrates the model and variables. The data employed to empirically test the effec-
tiveness of public policy tools are reported in Section 4. Section 5 illustrates the
econometric findings, while the last section concludes with summary remarks,

policy implications and suggestions for future research.

2. Theoretical background and research hypotheses

According to North (1990), institutions are defined as a set of rules, compliance
procedures, and moral and ethical behavioural norms designed to constrain the
behaviour of individuals in the interest of maximizing the wealth or utility of
principals. Additionally, they are made up of formal constraints (e.g., rules, laws,
constitutions), informal constraints (e.g., norms of behaviour, conventions, self-

imposed codes or conduct) and their enforcement characteristics.
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Within this context, Dunning and Lundan (2008) classify incentives as formal en-
forcement mechanisms and define them as measurable economic advantages of-
fered to specific enterprises or categories of enterprises by or at the direction of a
government, in order to encourage them to act in a definite way (Brewer and
Youg, 1997; UNCTAD, 1998; Sheti et al., 2002).

Government intervention by enforcement mechanisms is justified by reasons

related to market failures, imposition of social values and distribution of income
and wealth (Lipsey, 1997; Blomstrom and Kokko, 2003; Lim, 2005). The assump-
tion is that some projects beneficial for society may be rejected because they are
not profitable for single firms. The rationale emerges on one side from public fi-
nance theory and on the other side from the literature on spillovers. Public finance
theory asserts that incentives are an appropriate response in the case of activities
that generate positive externalities (Gardner, 1978). Contextually, internationalisa-
tion is assumed to have external effects beneficial for society. An extensive litera-
ture (surveyed in Barba Navaretti and Venables, 2004) documents the presence of
spillovers: over time, domestic MNEs create new jobs, raise the level of wages
and carry out R&D activities.
The social wealth created by outward FDIs provides the rationale for the public
effort in creating the institutional preconditions to outward FDIs, as the institu-
tional content and form might affect the cognition, behaviour and motivation of
firms in their decision on whether or how to go abroad. The basic elements of a
proper institutional framework are a stable economic environment and the rule of
the law and regulations; nevertheless, incentives, penalties, agencies, projects, self
regulation, fear, retaliation, blackballing, specific instruments negotiated directly
with firms or other measures can aid in promoting outward FDI (Henisz, 2004).

Outward incentives can be classified into two categories: (1) financial incen-
tives, including grants to cover part of the capital and production or marketing in-
vestment costs, subsidised loans, loan guarantees, public funds, venture capital

participation and government insurance at preferential rates (UNCTAD, 1996;
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Gergely, 2003); and (2) non-financial incentives, including advisory services, in-
formation on foreign markets and technical assistance'®.

There is some evidence that capital subsidies stimulate investment because the
incentives lower the costs of investment (see for example Faini and Schiantarelli,
1987; Lerner, 1999; Schalk and Untiedt, 2000; Wallsten, 2000). Nevertheless,
mixed evidence is provided about inward incentives. The effectiveness of those
public tools has been investigated in the 1990s and early 2000s, yet no agreement
exists on their effects on MNEs’ investment location decision (Farrel, 1985; Guis-
inger, 1992; Loree and Guisinger, 1995; Sethi et al., 2000). Theoretical and em-
pirical research confirms that policy tools play only a limited role in firm deci-
sions. Attraction policies can alter the location choice, but do not affect the deci-
sion of whether or not to carry out an FDI.

In addition, the net social welfare of these policy tools, often hard to measure,
has been the subject of considerable controversy. It has been argued that incen-
tives can only influence location choice but not the total amount of investments
and that public incentives may reduce the costs borne by MNEs without benefits
for the host countries as a whole (Guisinger, 1985), so that the only effect is a re-
distribution of such investments in recipient countries.

We agree with Barba Navaretti and Venables (2004) that inward incentives
normally play a marginal role on the choice of whether or not to invest, yet we
think that the same may be not true for outward incentives. Specifically, we think
that public financial incentives to outward FDI can overcome the financial con-
straints perceived by firms (De Maeseneire and Clayes, 2006) and can compensate
for uncertainty and risk related to the foreign context and to the firms’ “liability of

foreignness” (Zaheer, 1995).

'® Technical assistance consists of support for feasibility studies and also some start-up support,
particularly for SMEs and less experienced investors. Start-up support can include legal assistance,
support in adapting technology to foreign markets and training of managers and employees
(UNCTAD, 1997).
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Non-financial incentives are approached in much the same way: they seek to re-
lax the limits due to bounded resources and capabilities in a company embarking
on an internationalisation process, especially when a large geographical, cultural
and institutional distance exists between the home and the host country. Focused
information and technical assistance are expected to reduce contextualisation costs
and consequently to increase the odds in favour of success (Duran and Ubeda,
2001).

In summary, this paper argues that policy incentives might impact both the de-
cision to undertake a foreign investment as well as the decision regarding invest-

ment size.

Hp: Public incentives are key to promoting outward FDIs; they can generate an
increase in the level of internationalisation as they help firms to overcome their
financial constraints and compensate for uncertainty and risk related to the for-

eign context.

3. The model and the variables

The evaluation of public intervention has recently been the subject of an increas-
ing number of studies. This is partly due to the European Union legislation that
makes the evaluation of public intervention compulsory (1993).

The fundamental need for all public policy evaluations is to observe the coun-
terfactual conditions, in order to answer the causal question as to whether the ob-
served outcomes are actually caused by the examined public policy (Marschak,
1953). Because it is impossible to determine what would have happened in the ab-
sence of an incentive, we need a methodology that allows us to identify the causal
relationship between the incentive and its outcome (i.e., the intensity of interna-
tionalisation of regions), controlling for other possible determinants of the out-

come itself (Bartik and Bingham, 1995).
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As our model aims at assessing the effectiveness of incentives, we followed a
classical ex-post evaluation approach (Wollmann, 2007) in which the dependent
variable measures the goal attainment. It is worth noting that the validity of the re-
sult of public policy evaluations depends to a great extent on the validity of the
methods used to produce them. To this end, a variety of different techniques have
been proposed'” (Heckman, 2001).

Assuming the extent of the internationalisation process as a proxy of the incen-
tive effectiveness at the regional level, the dependent variables have been identi-
fied in the degree of internationalisation. The internationalisation of each Italian
region has been measured through the stock of FDIs at the regional level r and at
time t. The regional level of internationalisation is measured both as the number
of foreign investments (Model 1) and as their sales volume (Model 2). The
uniqueness of our data in fact, allow us to measure the amount of FDIs; on the
contrary, in the literature, the research question referred to how large the invest-
ment is, is usually driven by the absence of reliable information regarding the
amount of investment.

Therefore, our dependent variables are:

(1) Int_number,; is the level of internationalisation, measured as the to-
tal number of FDIs on total number of firms, in regions r and year t
(Model 1).

(2) Int_turnover,; is the level of internationalisation measured as the to-
tal FDI turnover on total amount of firms, in region r and year t

(Model 2).

where the subscript r refers to the region (r = 1, ... 20) and the subscript t to time

(t=2000, ... 2006).

7 For a review, see Mosselman and Prince (2004).
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The evaluation of public policy then requires a model that links the target vari-
ables to the policy tools and the other non-policy determinants'® in a causal rela-
tionship (Duran and Ubeda, 2001). To this end, the present analysis classifies the
factors affecting the outward FDI into two categories, namely policy and non-
policy related variables.

By policy related variable, we mean any variable under the direct influence of
public authorities or their agencies, including all financial incentives: financial
support to feasibility studies, financial resources for the creation of permanent
marketing structures abroad, equity and venture capital participation and regional
incentives.

Among exogenous non-policy determinants and following Mariotti et al. (2008),
we include both structural and behavioural variables. On the one hand, structural
variables include the presence of large firms within the region that can develop
production networks, implement multinational market-seeking strategies and may
induce local firms to go abroad by imitation (the so-called leadership effect)
(Rugman and Verbeke, 2003). Other variables include spillover effects, induced
by the presence of foreign-owned multinational corporations that might provide a
bridge to foreign markets thanks to the provision of skills, services and competi-
tive stimuli (Baldwin et al., 2005). Domestic rivalry, which educates and trains
firms in how they compete internationally, could also be a structural push towards
international growth (Sakakibara and Porter, 2001). On the other hand, behav-
ioural determinants include firm experience (both through export and FDIs),
which reduces information costs and innovation capacity and facilitates major
commitment and agreements with foreign companies (Johanson and Vahlne,
1993; Markusen, 1995) and innovation which give rise to proprietary advantages
that enable firms to go abroad (Cooke and Morgan, 1998). To capture the effect of
more developed regions on the determination of the level of internationalisation,

the variable North is included.

'8 For a thorough review of the literature concerning the determinants of FDI, see UNCTAD
(1992), Dunning (1993) and Mariotti et al., 2008.
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The role of timing in estimating impacts is very important (Venetoklis, 2001).
A fundamental assumption that is implicitly accepted in all causality arguments is
that public intervention precedes the dependent variable in occurrence. A time lag
between the public intervention and the measurement of expected impacts assures
that causal relationships have time to evolve. In many cases, it is not clear when
the effects of an incentive begin to unfold (Venetoklis, 2001). For example, firms
expecting to receive a subsidy could anticipate their investment plans before the
incentive is disbursed. As in the observed incentive allocations, public interven-
tion often overlaps with the investment implementation (e.g., equity participation
and venture capital funds), we assume a null time lag between incentive allocation
and investment.

The construction of both independent and dependent variables is provided in
Table 1.

Moreover the rates of change of structural and behavioural variables are typi-
cally much slower those that of pure policy variables (e.g., the level of financial
incentives versus the export rate of a region). Consequently, most non-policy
variables (i.e., Leader, International leader, Hefindhal, Export and Innovation) are
based on the Firm Census carried out by the Italian national statistical service

(ISTAT) in 2001.
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Description (Model 1)

Description (Model 2)

Dependent Variable

Int_number, ;: Total number of FDIs on total number of firms

Int_turnover,: Total FDI turnover on total amount of firms

Independent Variable: Policy variables

Fin_incentive,,

VK_fund,,

Comm_incentive,

Feas_incentive,

Reg_incentive,
Spec_index;,

Number of financial incentives (i.e. acquisition of equity interests in Italian
firms’ direct investment abroad)

Number of venture capital funds set up by the Government to support in-
vestments in areas such as the Far East, Eastern Europe, the Balkans, Af-
rica, the Middle East and Central and South America

Number of financial incentives for the creation of permanent marketing
structures abroad

Number of advice in preparation and implementation of projects (i.e., feasi-
bility studies, training programmes and technical assistance)

Total amount (€) of regional incentive to internationalisation and export
Specialisation index

Total amount (€) of financial incentives (i.e., acquisition of equity interests
in Italian firms’ direct investment abroad)

Total amount (€) of venture capital funds set up by the Government to sup-
port investments in areas such as the Far East, Eastern Europe, the Balkans,
Africa, the Middle East and Central and South America

Total amount (€) of financial incentives for the creation of permanent mar-
keting structures abroad

Total amount (€) of advice in preparation and implementation of projects
(i.e., feasibility studies, training programmes and technical assistance)

Total amount (€) of regional incentive to internationalisation and export
Specialisation index

Independent Variable: Structural and behavioral variables
Incidence of firms with more than 250 employees on the total number of firms in the region r in 2001
Ratio of the number of employees in foreign affiliates of firms with over 250 employees in region r in year t and the number of employees in the leader

Leadernzool

Int_Leader,,

Herfindhal, 500,

Export,,
Experience,;
Innovation,
North,

firms located in the same region in 2001

;
The Herfindhal index is calculated utilizing the number of employees belonging to Istat classes for each region j ZNr,i

2

Er,i/ Nr,i
7 .
i=1 1Er,z

where Nr,i is the number of firms belonging to class i in region r and Er,i is the number of employees in class i and region r

Ratio of the amount of export in region r in year t and the total number of firms in region j in 2001

Number of years elapsing from when region r reached 50% of the number of employees engaged in foreign activities in year t
Ratio of the number of patents in region r in year t and the total number of firms in 2001
Dummy variable taking value 1 when the region r is located in Northern of Italy

Table 1: Description of the dependent and independent variables



In summary, the regression for the outcome (i.e., intensity of internationalisation)
as a function of the policy tools (i.e., the different incentives) controlling for the
other observable explanatory variables (i.e., structural and behavioural variables)

1s:

(1) Int_number, ;= f (P;s, NP,y) (Model 1)
(2) Int_turnover, = f (P, NPyy) (Model 2)

where the subscript r refers to the region and the subscript t to time and where:

P, =Feas_incentive,;, Comm_incentive,, Fin_incentive,,
VK fund,;, Reg_incentive,;, Spec_index;;
NP, = Export,;, Experience,, Innovation,;, Leader,,

Int_leader,;, Herfindhal,;, North,

The estimates of the panel data are conducted using a fixed effects approach

4. Data

Italy has been traditionally active in promoting both outward and inward FDIs and
started to invest earlier than other European Union countries (UNCTAD, 1998).
Between 2000 and 2006, the Italian government spent more than 1,000 million
euro to promote outward investment and export, with about three percent a year of
public funds to be used for industrial policy (Table 2).

In particular, since the late 1990s, the major public instruments in support of
outward internationalisation have been the acquisition of equity in direct invest-
ments abroad by Italian Firms (Law 100/90; Law Decree 143/98; Law 35/05; Law
19/91); financial support to feasibility studies; training programmes and technical
assistance for exports and direct investment abroad (Law Decree 143/98; Law

35/05; Ministerial Decree 136/00); the provision of financial resources for the
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creation of permanent marketing structures abroad (Law 394/81) and participation
in international tenders (Law 304/90); the stabilisation of interest rates for export
credits and for capital goods; interest rate support on bank financing of the Italian
share of investments in foreign companies in which public agencies have a stake
(Law Decree 143/98; Law 100/90). Two agencies (Simest'"” and Finest™) allocate
and manage venture capital funds in order to provide additional support to the in-
vestments in strategic non-EU markets, scout for partners and investment oppor-
tunities, and give technical and financial assistance and advice in the preparation
and implementation of projects.

The largest portion of financial incentives is granted by the central government;
nevertheless, a fraction of the yearly budget is allocated by regional administra-
tions. All of the laws we referred to have been in place for more than ten years,

and most regional interventions were set up in the last few years.

"% Simest is the largest institution for Italian businesses abroad, and it administers various forms of
public support for the internationalisation of the Italian economy. Simest was set up as a limited
company in 1990 (Law 100/1990). It is a public-private partnership controlled by the Ministry of
International Trade and Commerce (76%), while private shareholders include banks and industrial
business organisations. The primary objective of Simest is to promote the competitiveness of the
Italian industry and the service sector by providing funding and advice to business outward in-
vestments.

? Finest was founded in 1992 pursuant to Italian National Law 19/1991 as an investment company
that promotes economic co-operation with Eastern European countries. The main shareholders of
Finest are the Regional Governments of Friuli Venezia Giulia and Veneto, the Autonomous Prov-
ince of Trento (local public administrations of North East of Italy) and Simest. Finest provides its
assistance to all companies whose headquarters are located in north eastern Italy (i.e., Friuli
Venezia Giulia, Veneto and Trentino Alto Adige regions). Finest collaborates with companies to
create or expand their businesses in foreign countries or to set up industrial and commercial rela-
tions with firms in target areas.
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INSTRUMENTS

OBJECTIVES

Law De-
cree 143/98

Law 227/97
Law De-
cree 143/98
Law 24/03
Law 35/03

Law 394/81

Law 100/90
Law De-
cree 143/98
Law 35/05
Law 19/91

Law De-
cree 143/98
Law 35/05
Ministerial

Decree
136/00

Law 304/90

Venture
Capital
Funds

Export and commercial FDI

Feasibility studies, technical as-
sistance

Export Guarantees

Trading FDI outside the EU

Productive FDI in EU

Productive FDI outside the EU

Productive FDI in DCs

Productive FDI Guarantees

Tenders outside the UE

Table 2: Italian public tools promoting outward FDIs




The regional distribution of the investment incentive rate (i.e., public incentives
/ FDIs) and the level of investment incentives in 2006 (i.e., in millions of euro per

year) can be seen in Figure 1 and Table 3.

L] 0% g o
O 15% O 19
H 6-15 % H 10-30
[ 16-35 % [ 31-70
Financial incentive rate Financial incentives
(Incentives / FDIs, %) (Million euros)

Figure 1: Public incentive rate and

level of public incentive at the regional level, 2006
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Financial Venture Trade Feasibility Regional

Speciali-

incentives Capital fund incentives studies incentives ii‘lt;z;:
Lef;zlriteive Law 1109%910 Lafvi‘i’ggﬁgo Law 394/81  Law 14398  Regional Law
Inc Inc Inc Inc Inc
MIn€ /FDIs Mln€ /FDIs Mn€ /FDIs Min€ /FDIs Min€ /FDIs
% % % % %

d}fgsia 00 00% 06 00% 07 00% 00 00% 000 00% 092
Piemonte  16.8 11.5% 58  4.0% 103 7.1% 09  0.6% 822 56% 122
Lombardia 11.6  3.0% 166 42% 218 55% 34  09% 462 12%  4.64
Liguria 00 00% 00 00% 02 00% 00 00% 030 00% 0.2
Veneto 149 17% 103  12% 173 20% 27  03% 234 03% 230
Aﬁf‘gﬁ‘;e 15 18% 00 00% 19 23% 00 00% 046 05%  0.15
ngll‘;hG\l;eha 51 14% 13 04% 30 08% 03 01% 010 00%  17.99
Rﬁgggiia 26  03% 130 15% 409 47% 21  02% 3.15 04% 278
Toscana 8.1  88% 57  62% 130 141% 19 21% 353 38% 092
Umbria 02 11% 36 200% 04 22% 08 44% 024 13% 041
Marche 35 22% 62 39% 27  17% 03 02% 051 03% 0.2
Lazio 42 45% 17  18% 48 51% 12 13% 186 20% 035
Abruzzo 06  33% 12  67% 00 00% 02 1.1% 030 1.7%  0.12
Molise 00 00% 00 00% 00 00% 00 00% 000 00% 0.0
Campania 34 58% 05 08% 10 17% 00 00% 041 07% 0.2
Puglia 20 100% 00 00% 13  65% 02 10% 021 1.1% 0.0
Basilicata 2.0  0.1% 00 00% 00 00% 00 00% 01l 00%  0.03
Calabria 0.0  00% 00 00% 00 00% 00 00% 000 0.0%  0.00
Sicilia 50 13% 10  03% 00 00% 00 00% 007 00% 0.0
Sardegna 0.0  0.0% 00 00% 00 00% 00 00% 006 0.0%  0.00

Table 3: Incentives descriptive statistics, 2006

The public intervention is much more significant for firms in Northern and Cen-
tral Italy than in Southern Italy, while the rate is highest in Southern Italy and

lowest in Northern Italy. There are also significant regional differences in the
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level of incentives. The level is highest in Lombardia and Emilia-Romagna (68.6
and 50.5 million euros per year, respectively). Notice also that the level is rela-
tively small in Sicilia, Calabria and Basilicata (8.6, 1.0 and 8.4 million per year,
respectively), even though its incentive rate is very high (15.3%, 33.3% and
22.2%, respectively).

All this regional differences justify the analysis at a local level.

Int_ Herfin- Expe- .
Leader Leader dhal Export rience Innovation
(pa-
(Mln € (pa-
0 0
(%) (%) () (Mln €) Jfirm) (years) tents) tents/
firm)
d,\fg:ta 007%  2.29%  0.0026 589 0.053 7 101 0.009
Piemonte  0.11%  56.31%  0.0002 34,694  0.105 20 9953 0.030
Lombardia  0.14%  2931%  0.0001 93,020  0.124 16 24305  0.032
Liguria 0.06%  444%  0.0003 4,176 0.033 17 1.866 0015
Veneto 0.08%  32.06%  0.0001 43,824  0.116 8 7519 0.020
Airj%ze 0.06%  20.09%  0.0003 5,669 0.074 7 854 0.011
nz ;:hG\l;‘“'ha 0.10%  14.64%  0.0004 10,982  0.127 9 2422 0.028
Rﬁg:; . 011%  3521% 00001 41262 0.115 13 10244  0.028
Toscana  0.05%  22.42%  0.0001 24447  0.078 15 3869 0012
Umbria  0.06%  5.80%  0.0003 3214 0.050 19 620 0.010
Marche 0.04%  79.87%  0.0002 1,153 0.009 7 1288  0.010
Lazio 0.10%  16.51%  0.0005 12,127  0.034 10 3982 0011
Abruzzo  0.06%  220%  0.0003 6,652 0.075 6 951  0.011
Molise 0.02%  67.75%  0.0005 612 0.031 6 58 0.003
Campania  0.04%  12.84%  0.0001 8,330 0.028 6 979  0.003
Puglia 0.04%  926%  0.0001 6,671 0.030 13 627  0.003
Basilicata ~ 0.04%  4.53%  0.0012 1,707 0.052 2 1,107 0.033
Calabria  0.02%  0.00%  0.0002 326 0.003 5 180 0.002
Sicilia 0.03%  031%  0.0001 7411 0.030 9 1,103 0.004
Sardegna  0.04%  10.25%  0.0002 4,339 0.045 6 247 0.003

Table 4: Descriptive statistics of behavioural and structural variables, 2006
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Moreover Italian regions also differ greatly in their economic and structural
characteristics, economic performance and degree of internationalisation. Tables 4

and 5 report the average values of the variables considered.

Number of Int number FDI turn- Int turnover
FDIs — over -
Valle d’Aosta 1956 0.08 55 0.50
Piemonte 146 0.39 48964 14.84
Lombardia 393 0.56 44483 592
Liguria 1729 0.20 1431 1.15
Veneto 857 0.52 11571 3.08
Trentino Alto Adige 84 0.19 756 0.98
Friuli Venezia Giulia 353 0.45 1505 1.74
Emilia Romagna 869 0.48 11393 3.16
Toscana 92 0.27 2990 0.96
Umbria 18 0.13 282 0.44
Marche 160 0.29 2453 1.98
Lazio 94 0.24 49950 13.92
Abruzzo 18 0.10 316 0.35
Molise 6 0.09 66 0.34
Campania 59 0.05 628 0.21
Puglia 20 0.04 763 0.34
Basilicata 1956 0.05 31 0.09
Calabria 146 0.01 32 0.03
Sicilia 393 0.02 111 0.04
Sardegna 1729 0.02 64 0.07

Table 5: Internationalisation descriptive statistics, 2005
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The dataset employed in the empirical analysis combines several sources of

data (Table 6):

a. Reprint provides a census of outward and inward FDI in Italy since 1986.
It is updated yearly, and it is sponsored by the Italian Institute for Foreign
Trade.

b. Four Overseas Trade Ministry annual reports and annual publications col-
lect information on Italian industrial policy between 2000 and 2006.

c. Simest and Finest public agencies’ balance sheets provide information
about the assignment of financial incentives (i.e., equity participation and
venture capital funds) to Italian firms throughout the period from 1991-
2007.

d. Istat census data report structural characteristics of the Italian regions in
2001, and annual Istat publications provide data on Italian export activities
between 2000 and 2006.

e. The EP-CESPRI database, developed by Cespri Universita Bocconi, pro-
vides information on patents applied for at the European Patent Office
(EPO) since 1978. The EP-CESPRI database is based upon applications
published on a regular basis by the Espacenet Bulletin and is updated
yearly.

Given 20 Italian regions and 7 years (2000-2006), the data set provides us with a

total of 140 observations.
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Source Laws Years
Dependent Variables
Int number REPRINT Database 2000-2006
Int_turnover REPRINT Database 2000-2006
Explanatory Variables
Policy variables
Law 100/90
Fin_inc SIMEST and FINEST balance sheets Law Decree 14398 5300 5006
Law 35/05
Law 19/91
Elaborazioni Osservatorio Economico
Ministero Commercio Internazionale su Venture
VK fund dati della Direzione Generale per le Po- Capital Funds 2000-2006
litiche per I’Internazionalizzazione
Elaborazioni Osservatorio Economico
Comm_inc Ministero Commercio Internazionale su Law 394/81 2000-2006
dati SIMEST
Elaborazioni Osservatorio Economico Lawﬂ) ecr3eSe /(1);13/98
Feas_inc Ministero Commercio Internazionale su AW 2000-2006
dati SIMEST Ministerial Decree
a 136/00
. Elaborazioni MET su dati Ministero
Reg inc delle Attivita Produttive 2000-2006
. Elaborazioni MET su dati Ministero
Spec_index delle Attivita Produttive 2000-2006
Traditional variables
Leader ISTAT Census Data 2001
Int_Leader REPRINT Database 2000-2006
Herfindhal ISTAT Census Data 2001
Export ISTAT 2000-2006
Experience REPRINT Database 2000-2006
Innovation EP-Cespri Database 2000-2006

Table 6: Sources of data for dependent and explanatory variables
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5. Econometric findings
This section presents the estimates of the proposed models for the degree of inter-

nationalisation of Italian regions between 2000 and 2006 (Tables 7 and 8).

MODEL 1: Dependent variable: Int_ number

Coeff. Std. Err. [95% Conf. Interval]

Policy variables
Feas_incentive - - - -
Comm_incentive 0.198 0.921 -2.002 1.607
Fin_incentive 0.422 0.434 -0.429 1.272
VK_fund 2.298%* 1.154 0.037 4.560
Reg_incentive 0.000%** 0.000 0.000 0.000
Spec_index 0.000%** 0.000 0.000 0.000
Traditional variables
Leader 2.134%%* 0.390 1.369 2.899
Int_leader 0.001%*** 0.000 0.000 0.001
Herfindhal -0.641%** 0.157 -0.948 -0.333
Export 0.005%** 0.002 0.002 0.009
Eperience 0.000%** 0.000 0.000 0.000
Innovation 0.014%* 0.006 0.003 0.025
North 0.001 %% 0.000 0.000 0.001
Const 0.000 0.000 -0.001 0.000
R-sq: Within = 0690 Number of observations =140

Between = 0.883 Number of groups =20

Overall =0.880 P>chi2 = 0.

sigma_u= 0.0003
sigma_e = 0.0001
rho = 0.850

Table 7: Results of the random effects GLS regression, Model 1
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MODEL 2: Dependent variable: Int_turnover

Coeff. Std. Err. [95% Conf. Interval]
Policy variables
Feas_incentive 0.000 0.000 -0.001 0.001
Comm_incentive -65.138 45.088 -153.508  23.232
Fin_incentive 88.367* 52.346 -14.229 190.964
VK_fund -44.431 67.644 -177.011 88.148
Reg_incentive 0.000 0.000 0.000 0.000
Spec_index 0.000 0.000 -0.001 0.001
Traditional variables
Leader 76.190%** 17.226 42.427 109.952
Int_leader 0.013 0.012 -0.011 0.036
Herfindhal -1.904 6.628 -14.895 11.088
Export -0.035 0.094 -0.220 0.151
Experience 0.001%** 0.000 0.001 0.002
Innovation -0.001 0.396 -0.777 0.774
North -0.017 0.011 -0.038 0.004
Const -0.032 0.009 -0.049 -0.014
R-sq: Within =0.152 Number of observations =140

Between = 0.609 Number of groups =20
Overall =0.582 P>chi2 =0.000

Sigma u=0.014
Sigma_e = 0.008
rho =0.756

Table 8: Results of the random effects GLS regression, Model 2

Among the different kinds of financial incentive, the equity participations and
venture capital funds have proven to be the most effective in stimulating outward

internationalisation. In particular, controlling for other confounders, our results
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show that this kind of financial incentive helps companies go abroad (both the
variables Fin_incentive and VK_fund show a coefficient that is positive and sig-
nificantly different from zero at p < 0.10 in Model 2 and p < 0.05 in Model 1, re-
spectively), thus confirming that financial gaps hinder firms in their internation-
alisation strategies (De Maeseneire and Clayes, 2006). Additionally, government
involvement in FDI by equity participation (i.e., Fin_incentive) seems to reduce
the uncertainty and risk associated with an unfamiliar host country (Henisz and
Zelner, 2003).

Contrary to our expectations, financial support for feasibility studies and the pro-
vision of financial resources for the creation of permanent marketing structures
abroad (Feas_incentive and Comm_incentive have a non significant coefficient in
both Model 1 and 2) are not effective in stimulating investment*' and regional in-
centives have a negative impact (Reg incentive shows a coefficient that is nega-
tive and significant at p < 0.05 in Model 1).

As far as the structural variables are concerned, both the leadership and local
rivalry effects interact in guaranteeing a sound international growth at the regional
level. In Model 1 the variables Leader and Int leadership show positive and sig-
nificant coefficients (at p < 0.01), while the variable Herfindal has a negative and
significant coefficient (at p <0.01).

As far as the behavioural variables are concerned, experience significantly in-
creases the level of regional internationalisation. The variables Export and Experi-
ence show in Model 1 positive coefficients that are significantly different from
zero (at p < 0.01 in the first case and at p < 0.01 in the second one, respectively).
Likewise, innovation seems to be effective in enabling firms to grow abroad and
establish themselves in strategic markets (In Model 1 the variable Innovation
shows a coefficient that is positive and significantly different from zero at p <

0.05).

I We also estimated the two models with a time lag equal to one and two, and the results were the
same.
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6. Conclusion and policy implications

While few studies have analysed the effectiveness of public incentives in attract-
ing inward FDIs, almost no evidence has been provided so far on public incen-
tives for the outward internationalisation of firms. Moreover, no studies have used
econometric modelling to test the effectiveness of different policy tools on firms’
behaviour and on internationalisation at the regional level.

The novelty of our study is in the emphasis on the role played by public policy
tools in determining the degree of internationalisation of a region. In particular,
our study examines the effect of different types of financial incentives addressing
firms’ internationalisation and provides useful suggestions to policy makers for
the design of appropriate incentives and the improvement of existing ones.

Despite the limited extension of the time frame in our sample, the empirical
findings are in line with the theoretical hypotheses: public incentives are key for
promoting outward investments, and they have to be seen in the broader context
of the determinants of FDIs. The findings confirm that financial incentives like
equity and venture capital funds can help firms overcome their financial con-
straints and can compensate for uncertainty and risk related to the foreign context.
On the contrary, financial support for feasibility studies seem to be ineffective, as
they do not generate an increase in the level of internationalisation.

Bearing in mind the novelty of the subject, the future agenda could expand the
analysis on the effectiveness of outward public policies. First of all, the effective-
ness of outward investment incentives can, and does, vary from industry to indus-
try. We therefore suggest that future investigations should take into account inter-
industry differences. Secondly, this paper demonstrates the effectiveness of out-
ward investment incentives but does not compare social costs and benefits. The
finding that outward policy tools are effective by no means implies that they raise
the home country’s social welfare. It is also important to note the importance of
incorporating both intended effects such as additionality and unintentional effects

such as displacement and indirect effects.
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In conclusion, the findings of this paper seem to justify greater research efforts in

the area of incentives for outward internationalisation.

7. References

Barba Navaretti G. and Venables, A.J. (2004). Multinational Firms in The World
Economy, Princeton University Press, Princeton.

Baldwin, R.; Braconier, H.; Forslid, R. (2005) Multinationals, endogenous growth
and technological spillovers: Theory and evidence, Review of International
Economics; 13: 945-963.

Bartik, T.J. and Bingham, R.D. (1995). Can economic development programs be
evaluated?, Staff Working Paper 95-29, W.E. Upjohn Institute for Employment
Research, Kalamazoo MI.

Blomstrom, M., Kokko, A. (2003). The economics of Foreign Direct Investment
Incentives, NBER Working Paper 9489, Mimeo, Cambridge.

Brewer, T.L. and Youg, S. (1997). Investment Incentives and the International
Agenda, The World Economy, 20(2): 175-198.

Castellani, D. and Zanfei, A. (2007). Attracting foreign investments or promoting
domestic multinationals? Evidence from productivity spillover in Italy, EITI
Conference.

Cooke, P. and Morgan, K. (1998). The Associational Economy: Firms, Regions
and Innovation, Oxford : Oxford University Press.

De Maeseneire, W. and Clayes, T. (2006). SMEs, FDI and financial constraints,
SSRN Working Paper, 968694.

Dunning, J.H. (1993). Multinational enterprises and the global economy. New
York, Addison Wesley.

Dunning, J.H. and Lundan, S.M. (2008). Governments and the MNE activity: the
unilateral response, in Multinational Enterprises And The Global Economy
(Ed.) J.H. Dunning and S.M. Lundan, Edward Elgar Publishing, Cheltenham
UK, pp.665-706.

89



Duran, J.J. and Ubeda, F. (2001). The efficiency of government promotion for
outward FDI: the intention to invest abroad, Multinational Business Review,
Fall 2001, 9(2).

Faini, R. and Schiantarelli, F. (1987). Incentives and investment decisions: the ef-
fectiveness of regional policy, Oxford Economic Papers, 39: 241-262.

Farrel, T. (1985). Incentives and foreign investment decision: an opposing view,
The CTC Reporter, 20: 39-42.

Johanson, J. and Vahlne, J. E. (1993). The internationalization process of the firm;
A model of knowledge development and increasing foreign commitments. In
Buckley P. and Ghauri P., The Internationalization of the Firm, London : Aca-
demic Press.

Gardner, W.D. (1978). Government finance, Englewod Cliffs, Prentice Hall.

Gergely, J. (2003). Trends in Foreign Direct Investment incentives, European
Communities Studies Association Working Paper, 5.

Guisinger, S. (1985). Investment incentives and performance requirements: they
matter, 7he CTC Reporter, 20.

Guisinger, S. (1992). Rhetoric and Reality in International Business: a Note on the
Effectiveness of Incentives, Transnational Corporations, 1(2): 111-123.

Haapanen, M., Tokila, A. and Ritsild, J. (2005). When are investment subsidies
crucial for investments? ERSA conference papers, ersa05p466.

Heckman, J.J. (2001). Micro data heterogeneity, and the evaluation of public pol-
icy: Nobel lecture, The Journal of Political Economy, 109(4): 673-748.

Henisz, W.J. (2004). The institutional environment for international business, in
What is international business? (Ed.) P.J. Bucley, Palgrave, New York, pp. 85-
109.

Lerner, J. (1999). The Government as venture capitalist: the long-run impact of
SBIR program, The Journal of Business, 72(3): 285-318.

Lim, S.H. (2005). Foreign investment impact and incentive: a strategic approach
to the relationship between the objectives of foreign investment policy and

their promotion, International business review, 14: 61-76.

90



Lipsey, R. G. (1999). Globalization and national government policies: an econo-
mist view, in Governments, globalization, and international business (Ed.) J.H.
Dunning, Oxford University Press, New York, pp. 73-114.

Loree, D. and Guisinger, S. (1995). Policy and non-Policy Determinants of U.S.
Foreign Direct Investment, Journal of International Business Studies, 26(2):
281-299.

Marglin, S.A. (1963). The Opportunity cost of Public Investment, The Quarterly
Journal of economics, 77(2).

Mariotti, S., Mutinelli, M. and Piscitello, L. (2008). The internationalisation of
production by Italian industrial districts’ firms: structural and behavioural de-
terminants, Regional Studies, 425: 719-735.

Markusen, J. R. (1995). The Boundaries of Multinational Enterprises and the The-
ory of International Trade, Journal of Economic Perspectives, 9:169-189.

Marschak, J. (1953). Economic measurements for Policy and Prediction, in Stud-
ies in Econometric Method (Ed.) W.C. Hood and T.C. Koopmans, Wiley, New
York.

Mosselman, M. and Prince, Y. (2004). Review of methods to measure the effec-
tiveness of state aid to SMEs. Final Report to the European Commission, EIM
Business &Policy Research, Brussels.

North, D.C. (1990). Institutions, institutional change and economic performance,
Cambridge University Press, Cambridge.

North, D.C. (2005). Understanding the process of economic change, Princeton
University Press, Princeton.

Olibe, K.O. and Crumbley, C.R.. (1997). Determinants of U.S. Private Foreign
Direct Investments in OPEC Nations: From Public and Non-Public Policy Per-
spectives, Journal of Public Budgeting, Accounting and Financial Manage-
ment, 9(2): 331-55.

Oxelheim, L. and Ghauri, P. (2004). European union and the race for foreign di-
rect investment in Europe, Elsevier, Oxford UK.

Rugman, A. M. and Verbeke, A. (2003). Multinational enterprises and clusters: an

91



organizing framework, Management International Review, 43: 151-169.

Sakakibara, M. and Porter, M. (2001). Competing at home to win abroad: Evi-
dence from Japanese industry, Review of Economics and Statistics, 83(2): 310-
316.

Sethi, D., Guisinger, S., Ford Jr., D.L. and Phelan, S.E. (2002). Seeking greener
pastures: a theoretical and empirical investigation into the changing trend of
foreign direct investment flows in response to institutional and strategic fac-
tors, International Business Review, 11: 685-705.

Schalk, H.J. and Untiedt G. (2000). Regional investment incentives in Germany:
impacts on factor demand and growth, The annals of regional science, 34: 173-
195.

United Nations Conference on Trade and Development (1992). The determinants
of foreign direct investment: a survey of evidence, New York: United Nations
Publications.

United Nations Conference on Trade and Development (1993). World Investment
Report, New York and Geneva: United Nations Publications.

United Nations Conference on Trade and Development (1996). World Investment
Report, New York and Geneva: United Nations Publications.

United Nations Conference on Trade and Development (1997). Investment promo-
tion and suggested measures to further development objectives. Investment
promotion and development: issue and questions, New York and Geneva:
United Nations Publications.

United Nations Conference on Trade and Development (1998). World Investment
Report, New York and Geneva: United Nations Publications.

United Nations Conference on Trade and Development (2003). Investment promo-
tion and development: issues and questions, Geneva: United Nations publica-
tion.

Venetoklis, T (2001). Impact of business subsidies on growth of firms. Prelimi-
nary evidence from Finnish panel data. In Business subsidies and bureaucratic

behaviour: a revised approach. VATT Government Institute for Economic

92



Research, reserch report 83, Helsinki.

Wallsten, S. J. (2000). The Effects of Government-Industry R&D Programs on
Private R&D: The Case of the Small Business Innovation Research program.,
RAND Journal of Economics, 31(1): 82-100.

Wollman, H. (2007). Policy evaluation and evaluation research, in Handbook of
public policy analysis (Ed.) F. Fischer, G.J. Miller and M.S. Sidney, CRC
Press, Boca Raton, pp. 393-404.

Zaheer, S. (1995) Overcoming the liability of foreignness, Academy of Manage-

ment.

93



94



