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ABSTRACT

Due to globalization and competitiveness, developed economies are focusing their
attention into investments in emerging economies such as Mexico. Mexico is an
attractive location for investors due to its free trade agreements and the government’s
openness to FDIs. The purpose of this study is to analyze the institutional environment
in Mexico (mainly the formal and informal institutions) over Finnish Foreign Direct
Investments. The current study uses a sample of three Finnish FDIs in Mexico, Kemira,
FINPRO and an anonymous company. The empirical findings suggest that the culture,
competition and bureaucracy in the host country play a fundamental role during
investments. Spanish language was also found to be an essential asset for establishing
investments in Mexico. The strongest impacts over the investments are high
competition, bureaucracy, and legal systems. In spite of the weakness of the Mexican
legal systems, Finnish firms have managed to adapt, understand the way of doing
business. Location and natural resources were also found to be major factors for
investing in Mexico. This work contributes to the better understanding of the
institutional environment in a developing economy, nonetheless this study does not

analyze the same company profiles.

KEYWORDS: Foreign Direct Investments, Institutional Distance, institutions, formal

institutions, informal institutions, emerging economy
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1. INTRODUCTION

This chapter presents an overview about the background of the research, followed by
theoretical and empirical objectives of the study. Moreover, limitations and
contributions of the study are presented. This chapter will help the reader to have a
general overview of the Foreign Direct Investment world and the literature that will be

implemented on this study.

1.1. Background of the study

The role of investments, especially foreign direct investment (FDI), has become an
imperative for the economic growth and development of countries. During the last
years, there has been a considerable change in developing countries and economies in
transition; governments have become more opened towards FDI, they have been
liberalizing and promoting foreign directing investments and playing a greater role in
investment policies. They have recognized the importance of FDIs due to the
contribution of capital, to the making of profitable investments and to the technical
knowledge. Investments also allow the development of emerging and developing
countries as it helps them exploit opportunities that perhaps they could have never been
able to use if it had not been for the help of foreign direct investments.

The Organization for Economic Co-operation and Development (OECD, 1996:7)
provides a definition for FDI: “an investment that reflects the objective of obtaining a
lasting interest by a resident entity in one economy (‘“direct investor”) in an entity
resident in an economy other than that of the investor (“direct investment enterprise”)”.
FDI has an impact on country’s trade balance. FDIs improve the standards and skills of
labor, increase the transfer of technology and innovative ideas, and determine the

development of the general business environment and structure.

These major changes and contributions can be clearly noticed throughout the last years.

In 2010, for the first time, developing countries perceived more than half of global FDI
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flow. (UNCTAD, 2012). Accomplishing such high level of global FDI flows
demonstrates the significant economic activities and strong execution of these countries
for future FDIs.

In the last years, the inflows to developing countries have increased considerably. In
2011 FDI flows to Latin America and the Caribbean increased by 16 per cent to a
record $217 billion. (UNCTAD, 2012). In 2014 FDI flows to Latin America and the
Caribbean — excluding the Caribbean offshore financial centers — decreased by 14 per
cent to $159 billion (UNCTAD, 2015).

Countries have begun to understand how beneficial FDIs are; therefore they have
recognized they can influence the attraction of future investments by using appropriate
FDI policies. Nowadays, the general policy trend towards investments is increasingly
occurring in specific industries, particularly in services industries such as electricity,

water and gas supply and transport and communication (UNCTAD, 2012.)

Institutional theory has emerged as a guide for research on strategies concerning
investments in emerging economies. This theory provides a crucial framework to
analyze determinants of FDIs in such economies. A significant aspect of emerging
economies is that the institutions are not totally developed; hence restricting the firms’
choice decision making. (Peng, 2003) According to Bénassy-Quéré et al (2007) there
are various reasons why institutions in the host country are crucial for the attraction of
investments. Investments tend to be more vulnerable as the uncertainty grows. This
uncertainty might be due to the quality of the governance infrastructures, which may
incur in additional costs. The government, policies, and legal systems also play a

decisive role in the decision of investment as well as in the performance.

1.2.  Objectives of the study

Institutional approaches have become influential among business studies. It is known

that MNEs entering foreign markets have challenges regarding institutional
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environment, which might influence their decisions and strategies. Degree of influence
of political and legal institutions, regulatory operations of business, trade barriers, tax
levels, quality of legal and regulatory framework, political risk, and corruption level,
among other factors, serve as an important determinant of a MNEs location choice
(Kedia, etal. 2012: 187). MNEs will generally prefer to operate in a location where the

risk of investment is low and in a country where institutions do not act as an obstacle.

As stated by Hansson, et al. (2009:5) Institutional distance is “the distance between
institutions as perceived by one actor in relation to other actors in market networks and
in relation to the institutional environments of the market networks”. The more distant a
host country is from its parent enterprise, the more regulatory, cultural and
organizational the differences are. Differences between the host and home country
increase the cost of entry, decrease operational benefits, and hamper the firm’s ability to
transfer core competencies to foreign markets (Tihanyi et al., 2005). Thus, organizations
must develop managerial processes and strategies that suit the institutions, incurring in
more managerial efforts, time and costs in order to diminish these differences as well as

barriers or negative effects.

The main purpose of this study is to examine the influence of the institutional

environment (formal and informal) over Finnish investments in Mexico.

The research sub goal of this study is:
“What are the effects of the institutional environment in the host country of FDI

establishment?”’

This study aims to provide better understanding of Finnish decision in regards to
Foreign Direct Investment in Mexico as well as to understand the main institutional
factors that affect their main decisions. Institutional theories are a major concern for
MNEs entering new markets especially in developing countries. This study is to make
an in-depth analysis on the role of Institutional environment for firms entering an

emerging market, specifically in Mexico.
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In order to achieve the main purpose of this study, the following theoretical and
empirical sub-objectives are set:

Theoretical objectives:

1. To research formal and informal institutions and to understand their impact on

Foreign Direct Investment.

2. To analyze the institutional environment of Mexico and FDI policies in order to
understand their impact in Finnish Foreign Direct Investment.

Empirical objectives:

1. According to the theoretical framework, to examine the impact that Mexican
institutional environment has over Finnish Foreign Direct Investments in

Mexico.

2. To compare an emerging market’s institutional environment with the theoretical

institutional framework.

The reason for studying Finnish FDIs in Mexico is the fact that Finland has a small
domestic market, thus internationalization in emerging countries is an important
strategy to expand a business. Emerging markets are becoming more and more
important due to their size, market power, promising future and competitiveness. This
study will help understand the decision-making, motives for FDI and performance of
Finnish investments in Mexico. When comparing Finland and Mexico in statistics,
Brazil will also be considered as it is the country with the highest FDI inflows in Latin
America, thus its importance in this study. It is a good referral for the reader to
understand that some companies may decide to choose to invest in Mexico in order to

expand their business into South America.
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The empirical part will be conducted by a qualitative study. The information will be
gathered by interviewing Finnish executives working in a Finnish company operating in
Mexico. The reason for this decision is because it is necessary to comprehend the
situation of Finnish companies from the perspective of a Finnish outlook. If interviews
were made to Mexican executives working in Finnish companies, the results of the

study would not be coherent with the objectives of this study.

The theoretical part of this study has been gathered from books, literature and electronic
databases provided by the library of the University of Vaasa. The electronic databases
were EBSCO host (in its majority), ABI, and Science Direct.

1.3 Limitations of the study

The role of informal institutions is a topic that has been emerging during the last years,
thus it has received limited attention. The scope of the study is limited to two countries,
Finland and Mexico. Therefore only Mexican and Finnish interaction in investments
will be analyzed. Consequently, a company’s decision whether to invest in Mexico; will

mainly be based on the Finnish companies’ characteristics and motives for investing.

This study provides with a view on institutional environment from three different
Finnish perspectives, thus a general conclusion about the effect of institutional
environment cannot be reached. There is not any specific period of time in which the
research is realized, nor there is a specific sector. The results will be examined from the
perspective of different companies, all of them being from different industry sectors,
different size of company and subsidiary age. The sample of the study will be small,

thus a general assumption will not be able to make.
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1.4 Contributions of the study

This investigation will provide new theoretical insight for Finnish MNEs willing to
invest in Mexico. Mexico, a developing country, is an attractive for FDIs, but informal
institutions play a decisive role as barriers for investors. This study will demonstrate
how and to what extent Institutional Theory affects Finnish FDIs in Mexico. This study
should expand the knowledge of the performance and strategies of FDI in Mexico. In
addition this study might be useful as a guide for future investors in Mexico, to help
them understand the factors influencing the flow of FDI. This research will clarify the
role and influence of Institutional theories in order to achieve the best performance in

spite of the constraints that might exist in the foreign country.

The findings of the study can also be beneficial for executives to identify the key factors
to be taken into account when making strategic decisions concerning investment
motives, management, integration, control, and decision making for establishment

modes and ownership modes.

15 Definitions of key words

The following terminologies have been identified based on their importance for
understanding the phenomenon of this study. The terms included are: Foreign Direct
Investments, Institutional distance, institutions, formal institutions, informal institutions,

emerging economy.
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Table 1. Definitions of main concepts in the study

Key word

Definition

Source

Foreign Direct

Investment

An investment that reflects the objective of
obtaining a lasting interest by a resident entity
in one economy (“direct investor”) in an entity
resident in an economy other than that of the

investor (“direct investment enterprise”)”.

OECD, 1996:7

Institutions

The humanly devised constraints that structure

Human interaction.

North (1990: 3)

Institutional

Distance

The construct that captures the differences
between the institutional environments of two

countries.

The distance between institutions as perceived
by one actor in relation to other actors in
market networks and in relation to the

institutional environments of the market

networks.

Kostova (1999)

Hansson, H. et
al. (2009:5)

Formal

Institutions

“Formal institution” refers to state bodies

(courts, legislatures, bureaucracies) and
state enforced rules (constitutions, laws,

regulations)

Helmke
Levitsky (2003)

and

Informal

institutions

“Informal institution” encompasses civic,
religious, kinship, and other “societal” rules

and organizations

Helmke and

Levitsky (2003)

Emerging

economy

Low-income, rapid growth countries using
economic liberalization as their primary engine
of growth"

Hoskisson et
al., (2000: 249)
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1.6 Literature Review

In this section, some of the most relevant and significant previous studies concerning
Foreign Direct Investment and Institutional Theory will be presented in order to
understand their nature as well as their relationship with FDIs. Studies and findings
from the following authors will be presented throughout the research of this study.

Dunning’s and North’s studies will be more deeply studied in this work.

Dunning (1993) Dunning’s Eclectic Paradigm explains the internationalization of a
company according to the ownership advantages (O), location (or country) specific

advantages (L) and internalization (1).

North (1990) developed a framework for explaining how institutions and institutional
changes affect the performance of economies. He discussed that institutions exist to

structure the human interaction.

Scott, W. R. (1995) affirms that institutions are social structures composed of cultural-

cognitive, normative and regulative elements that provide stability in society.

Peng (2003) made a study in which informal institutions and their interaction with

formal institutions have an effect in organizations in emerging markets.

Helmke and Levitsky (2006) defined informal institutions as socially shared rules,
usually unwritten, that are created, communicated and enforced outside officially

sanctioned channels.

Hansson, H. et al. (2009) integrated the institutional theory with the internationalization
process. They define institutional distance as the distance between institutions as
perceived by one actor in relation to other actors in market networks and in relation to

the institutional environments of the market networks. (2009: 5).
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1.7 Structure of the study

The first chapter of the study —Introduction- starts with an examination about the
background of the study. This review gives an overall of the study. The examination is
then followed by the objective and research question. This chapter focuses on the key
research concerns as well as on the limitations involved in the research. The important
and contribution of this research is also addressed. This chapter continues with some
clarification regarding the main concepts of the study and finally the most relevant

studies with respect to the topic are shown.

The second chapter — Foreign Direct Investment- is the first of four theoretical chapters
where an extensive review of FDI theory is analyzed. The focal point in relation to FDI
will be establishment and ownership mode the motives, main motives and Eclectic
Paradigm. This chapter aims to provide a general idea about how FDIs are created and
implemented as well as to achievement of the theoretical objectives: To understand the

main motives for Finnish firms entering the Mexican market.

The third chapter — Institutional Environment and FDI Establishment — discusses the
institutional framework and the main types of institutions. This institutional view will
provide the basic knowledge for the understanding of institutional distance, formal and
informal institutions, among others concepts. This chapter will also analyze the impact
that institutional environment has over FDI establishment. This chapter is crucial for the

analysis of the empirical objectives.

The fourth chapter — Mexico as a target country for FDI- will focus mainly of the target
country of the research study. The economic, political and cultural environment will be
analyzed in order to understand the effects it has on FDI. Then, the management and

performance of FDIs in Mexico will be assessed.

The fifth chapter — Empirical Research — will define the empirical study. This section
will start by describing and explaining the data and process used in the study, such as

sample characteristics, and allocation. Validity and reliability of the research will be
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stated in order to offer an unbiased approach. At the end, the results found in the

empirical study will be analyzed and presented.

The final chapter —conclusions- will mainly discuss the theoretical framework together
with the findings, to conclude the degree that institutional theory has over FDIs.
Limitations regarding to the study will be presented as well as gap in the present study

that will lead for the need to future research.
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Table 2. Structure of the study

1. INTRODUCTION

Background of the study
Objectives of the study
Limitations of the study
Contributions of the study
Definitions of key word
Previous studies concerning
subject

e Structure of the study

the

2. FOREIGN DIRECT

INVESTMENT

e FDI Establishment and ownership
mode

e Motives for foreign direct investment

o Eclectic Paradigm Theory

e FDI Impact and decision making

Validity and reliability
e Findings of the study

Theoretical | 3. INSTITUTIONAL Theoretical objective:
o ENVIRONMENT AND FDI e To research formal and informal
ESTABLISHMENT institutions and to understand
o Institutional Theory their impact on Foreign Direct
e Formal Institutions Investment.
o Informal Institutions e To analyze the institutional
e Regulative institutions environment of Mexico and FDI
e Cognitive institutions policies in order to understand
e Normative institutions their impact in Finnish Foreign
Direct Investment.
4. MEXICO AS A TARGET
COUNTRY FOR FDI
e Economic environment
o Political and legal environment
o Cultural environment
5. EMPIRICAL RESEARCH Empirical objective:
Empirical e Research method and process of the | ¢ According to the theoretical
Part study framework, to examine the

impact that Mexican institutional
environment has over Finnish
Foreign Direct Investments in
Mexico.

e To compare an emerging
market’s institutional
environment with the theoretical
institutional framework.

6. CONCLUSIONS
e Summary
e Future research
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2. FOREIGN DIRECT INVESTMENT

In this Chapter 2 “Foreign Direct Investment” will be explained deeply. The main
motives for Foreign Direct Investment: Market, resource, efficiency and asset seeking
will be analyzed, as well as the Eclectic Paradigm which clarifies the ownership,
locational and internationalization advantages of an investment. And it will conclude

with a short summery of the chapter.

2.1 FDIs and economy

There is a large compilation of research and theories regarding FDI that focus on
motives for international expansion. In order to understand the process of firms
expanding into developing countries, it is necessary to study how social factors

influence the decision-making and performance of FDIs.

Formerly investments in developing countries were mainly driven by locational
advantages, often related with natural resources. But, during the last decades foreign
direct investment has been oriented to developing and emerging markets in order to
enlarge demand, reduce production costs and to develop new technologies (Buckley,
1988).

FDIs play an important role in the development of developing countries. FDIs have an
impact on the income, employment, prices, economic growth, and technology transfer
of the host country. Despite some authors may argue that FDIs do not guarantee
economic growth. (Trakman, 2010:5), there has been a vast research in the last years
where FDI has been found to be an effective support for technology transfer and
economic growth in developing countries. Lipsey (2002) concludes that there are
positive effects, but there is not a consistent relationship between FDI stock and
economic growth. Calvo and Robles (2003) studied the correlation between FDI and the
growth rate of GDP. FDI is considered as one of the main channels of technology to

developing countries (Borensztein et al., 1998). Borensztein considers FDI as a way to
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achieve technology spillovers, with huge contribution to the economic growth.
Technology transfer is one of the most important channels through which foreign
companies may impact positively in the economy of the host country. The reason is the
high level of technology of developed MNEs, which is not usually available in
developing countries. According to Bengoa M., and Sanchez, B. (2003: 531), FDI can
affect not only the level of turnout per capita but also its rate of growth. It can be said
that FDI impacts growth by increasing the country’s productivity. In regards to
technology, Findlay (1978) suggests that the capital in foreign-invested firms
contributes to the technology improvement; as domestic firms have the opportunity to
observe and understand the advanced technology implemented by foreign-invested
firms, consequently increasing the domestic technology level grow. Afterward Wang
(1990) carries on with Findlay's model and establishes a link between FDI and the

growth of domestic human capital.

On the other hand, these studies contradict with some arguments from economics during
the 1950s and1960s, where they stated that were harmful for the host countries,
especially in Latin American. (Myrdal (1957) and Hirschman (1958)). But as shown
above most empirical studies conclude that FDI is partly responsible for the
productivity factor and growth in the host country.

Commonly developing countries lack the indispensable framework (infrastructure,
liberalized market, economic and social stability, etc.) that is fundamental for the
creation of innovations and improvements that will lead to the progress of the country.
Thus, it is essential for them to benefit from the technology coming from abroad. This is
an attractive opportunity for FDIs to take place as developing countries may be deficient
or may be in need of new technology and resources, hence they will benefit the
economic growth. Meanwhile FDIs also benefit the host country through spillovers.
Walz (1997) suggests that the presence of foreign-invested firms in developing
countries carries knowledge spillovers to the domestic R&D sector, consequently
contributing to the economic growth. Moreover, positive spillovers occur when host
governments implement policies aimed at increasing indigenous technological

capabilities (Barclay, 2004). On the other hand there are several studies that
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demonstrate that there is no direct link with FDI and economic growth. (Germidis
(1977), Haddad and Harrison (1993), Aitken and Harrison (1999)).

Overall, for FDI to promote long-term economic growth it must lead the country to
adopt policies that are conducive to economic growth (such as encouraging human
capital investments) or policies that facilitate technology transfer. (Zhigiang,
2008:191). FDIs can benefit the progress of a country, but this progress will depend
directly on specific factors, such as the host country, the nature and size of the

investment, the entry mode, etc.

It is also necessary to mention that investors acquire new capabilities, skills, learn from
the host country, all these factors will help them develop new capabilities in future
investments as well as it will change the way a firm decides its ownership position

when making new investments.

Table 3. Previous studies regarding FDI

Hymer (1976) The firm’s decision to invest overseas is

explained as a strategy to capitalize
certain capabilities not shared by
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competitors in foreign countries
Dunning (1977 1981, 1988, 1993) The propensity of a firm to initiate
foreign production will depend on the

specific attractions of its home country
compared with resource implications and

advantages of locating in another country

Buckley (1988) Internalization theory states that firms
Buckley and Casson (1976, 1985) will gain in creating their own internal
market such that transactions can be
carried out at a lower cost within the
firm.

Lipsey (2002) Argues that FDI has been the most

dependable source of foreign investment

for developing countries

Benito (2005) Studies foreign direct investment, the
structure and behavior of multinational
enterprises and their foreign subsidiaries,

and foreign operation methods.

Firms can access foreign markets through licensing, exports, Greenfield investments,
acquisitions, or strategic alliances. The establishment mode to be preferred is chosen
entirely upon the characteristics of the company, type of the investment, location, the

needs and resources.

A firm that decides to expand its business abroad has two distinct options of serving in
foreign markets: exporting or producing locally (foreign direct investment). If the firm
decides to produce locally, it can choose between building its own facility (Greenfield
investment) or to acquire an existing firm (acquisition).

No matter what kind of establishment mode the company decides to establish, in
general it can be said that foreign investors are influenced by the ease of their operations

to be integrated abroad (globally), the profitability and the quality of the host country’s
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environment, which is being studied and researched in this study.

2.2. Motives for foreign direct investment

FDI theories consider four types of motives for engaging in foreign operation. These
motives are: market seeking, resource seeking, efficiency seeking, and the last motive
asset seeking, which was introduced by Dunning in 1993, after several criticisms to the

Eclectic Paradigm.

2.2.1 Market Seeking

Firms decide to engage foreign operations in order to accumulate assets in foreign
markets. There are several factors that lead companies to seek for new markets. A
strategic location is necessary to have a strong and close physical presence in the
market, as well as to have a leading market compared to the competitors. Besides,
production facilities that are closely located will avoid and reduce costs of supplying to
distant areas. According to Dunning (1993:58) there are certain firms that invest in a
specific country or region to supply goods to these markets or nearby countries. The
reason is that from a near facility, production and transaction costs are minimized. So,
in order to reduce costs the best option is to be located close to the manufacturing,
supplying facilities, costumer’s relationship, etc. One main reason for this is the tariffs
or barriers imposed by the host country, which increase the cost of operations. By
expanding their portfolio location, companies may strengthen existing markets as well
as access to new markets. Companies increase their market share, market growth and

accelerate the mobility of activities.

Another reason for market seeking is the need for adaptation to local needs. Firms need
to become familiar to the local characteristics and procedures existing in the host
country. As mentioned previously, there might be barriers such as government

regulations, taxation laws, or trade blockades that may drive companies to relate their
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production facilities. Hence, an efficient environment with more openness to trade is

likely to attract foreign firms.

2.2.2 Resource Seeking

Firms seeking for resources aim to access to particular resources in the host country that
are not available in their home countries and at lower cost levels. According to Dunning
(1993:57) firms invest abroad to acquire specific resources, by seeking cost advantages
in the host-country, for example, through lower costs or by the availability of natural or

raw materials.

Less developed economies are characterized by having cheaper labor cost, lower cost
structures and often-valuable incentives for foreign investors. One of the main factors
for engaging in resource-seeking investments is the minimizing of production costs as
well as to become more profitable and competitive in the market. There are different
types of resources: physical resources such as raw materials and agricultural products.
Another type of resources is the unskilled or semi-skilled workers, which generally
reduce the cost as the manpower is cheaper than in their home country. MNEs strategy
with high labor costs is to make acquisitions in countries with lower labor costs in order
to reduce costs. Together with this, companies need to acquire technical capabilities,

marketing and management experience from the host country.

2.2.3 Efficiency Seeking

Dunning (1993) states that efficiency seeking FDI takes place when firms “take
advantage of differences in the availability and costs of traditional factor endowments in
different countries”; or “take advantage of the economies of scale and scope and of
differences in consumer tastes and supply capabilities” (Dunning, 1993: 60). This
assumption explains the reason why companies share production activities in both

developed and developing countries. Developed economies offer higher value capital,
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and technology, whereas developing countries are characterized by their low labor costs
and natural resources. The major benefits derived from utilizing efficiency-seeking
FDIs are especially those of economies of scale and scope, which come from product
and geographical concentration and from process specialization. The motivation of
efficiency seeking operations is to concentrate their production, distribution and
marketing activities among geographically dispersed operations.

2.2.4 Asset seeking

Despite of the large number of studies related to FDIs there is not one absolute theory to
be “true”. But, Dunning’s theory (1993) has become the most common study regarding
the determinants of FDI. The eclectic paradigm has remained a dominant analytical
framework used to test economic theories of the foreign direct investment (FDI).
According to Margardt (2007) Dunning’s eclectic paradigm is one of the most
beneficial approaches to explain the process of internationalization and international

production.

Conforming to Dunning (1993) there is a group of MNESs that operate in FDI usually by
acquiring the assets of foreign corporations and to promote their long-term strategic

objectives — especially that improving their international competiveness.

The motives for strategic assets seeking investment is less to exploit specific cost or
marketing advantages over the competition than increasing the acquiring firm’s existing
portfolio of assets, which will empower their competitive position or vice versa, weaken
the position of their competitors. The strategic asset’s objective is to capitalize the
benefits and capabilities of the ownership. When investing, the majority of companies
expect the project will bring some benefits to the organization such as lowering the

transaction costs, developing R & D and better risk spread. (Dunning 1993)



29

2.3 Eclectic Paradigm Theory

The Eclectic Paradigm (previously called Eclectic Theory and developed by Dunning
(1977) is a combination of various theories on FDI, where the motives of international
production are presented, thus becoming a good foundation for the understanding of
FDI flows. It is the most common research tool for analyzing the determinants of FDI.
According to Dunning, international production is the result of a process influenced by
ownership advantages, internalization and localization advantages.

The intention of the Eclectic paradigm was to “offer a holistic framework by which it
was possible to identify and evaluate the significant factors influencing both the initial
act of foreign production by enterprises and the growth of such production” (Dunning
1988). This framework intends to explain why firms undertake international
production, where the most suitable production place would be and how and why
multinationals could earn superior profits in the host countries. Thus, it is stipulated
that there are three essential factors that must be present for a FDI to take place. These
factors are ownership (firm-specific) advantages (O), internalization advantages (1) and
location-specific advantages (L). The presence of these factors need to be satisfied at
the same time, otherwise the absence of any factor will interrupt the investment.

Principally the OLI framework can provide an understanding of international
production and behavior of firms in explaining the rationale behind international
production and organizational activities. Subsequently, if a firm does not possess
internationalization advantages nor location-specific advantages, the firm
will be in a more advantageous position by contracting (licensing) its expansion.
Moreover, if a firm possesses all essential factors but lacks advantages for locating in a
particular country, it would not be profitable to establish a subsidiary abroad. Then, in
accordance with this schema only those firms possessing ownership, internalization and
location-specific advantages may be more liable to expand to a foreign market through

foreign direct investment.

Despite the acceptance of the theory, this paradigm has been revised and gone through

several changes over time due to several critiques and suggestions. It was first presented
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in 1976. Until 1988, Dunning was dealing only with international production.
According to Pedersen “the downside is that OLI is assumed to explain just about
anything by merely adding an extended set of variables” (Pedersen. K. p. 12). One of
the criticisms has been the broad and loose structure and whether the three advantages
are independent and if they are necessary for an investment.

Another criticism is regarding the ownership advantages due to the lack of attention for
behavioral variables. There is also criticism for the absence of latitude for managerial
discretion in the decisions (Johansson and Vahlne 1990). Managerial strategies play a
decisive role as they provide tools through which firms respond and control to the
market, and technological and social political environment. As a result of these
criticisms, an improved version was proposed by Dunning (1993), where the asset-
seeking factor was incorporated. Lately, there have been several changes made to the

paradigm.

2.3.1 Ownership advantages

Ownership advantage (O) claims that firms seeking to engage in FDI activities must
possess ownership assets, which can be tangible or intangible. These assets will then
provide a competitive advantage over the rest of the firms. Hence, the greater the
competitive advantage of the investing firms, the more likely they are to engage or
increase their foreign productions (Dunning,1993). The paradigm distinguishes two
ownership advantages: asset advantages (Oa) and transaction cost minimizing
advantages (Ot). (Dunning, 1983a,). The most common Oa advantages are the
possession of firm-specific technology, patents, management knowledge, manpower,

capital and product differentiation through brands names or advertising (Dunning 1980).

The Ot advantages correspond to the ability of firms to capture transactional benefits
from the common administration of interrelated assets located in several countries.
These advantages develop from the firm’s ability to co-ordinate multiple and
geographically dispersed valued added activities and to capture the profits of risk

diversification’ (Dunning 1993a:80). Ot advantages mainly evolve from firm size,
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product diversity, learning experience and synergistic economies in production,
purchasing, marketing, research and development, finance and transportation. Thus
these advantages are related to the benefits of economies of scale and scope and to those
of specialization in differentiated products (Dunning 1993).Firms are able to develop
and increase their production stability, their opportunities to take advantage of
geographical differences and their ability to reduce risks. Moreover, firms can generate
new ownership advantages. These advantages can be externally created by acquiring a
domestic or foreign company, to such degree that new resources will give additional O

advantages.

2.3.2 Locational advantages

Location- specific advantages refer to those factors that determine the particular
location of an activity. They also help increase the capability of firm to engage in a
foreign production. The ownership advantages should be used in combination with the
location advantages of the host country to maximize production benefits. There are
several numbers of location-specific advantages that have a powerful effect on the
tendency of firms to engage in foreign production and the location of a particular
activity. The most frequently locational advantages are market size and growth, factor
endowments, sources of supply, transportation costs, trade barriers and physical
distance. (Ekstrom, 1998), (Caves 1996).

Locational advantages are related to several factors in economic, cultural, legal,
political and/or institutional environments across locations. (Dunning, 1988). These
advantages include not only factor endowments but also a number of locational
advantages derived from spatial (or structural) market failures, such as restrictions on
trade, and from transactional market failures (Dunning 1988). Thus market failures will
have an association with transfer costs across borders, such as tariffs and non-tariff
trade barriers, which may create advantages or disadvantages for operating in a
particular location. Hence, these locational factors might affect the costs and/or

revenues of the firms depending on the location of production. They can either favor the
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home country or the country location of the production. Firms can also operationalize
their ownership advantages in their foreign locations by internalizing them.

It is necessary to mention, that despite the close relationship that exists between
ownership and location advantages the location decision can be dependent on ownership
advantages in order to acquire new ownership advantages by establishing production in
specific locations. Or production locations might influence the ownership advantages
associated to the location factors, for example multiple geographical operations,
production flexibility, diversification and firm-level economies of scale and scope.
(Dunning 1993).

2.3.3 Internalization advantages

The internalization factor (I) explains the firm’s propensity to internalize cross-border
structural or endemic imperfections in the intermediate goods market (Dunning and
Lundan, 2008).Internalization advantages exist when the costs from the O advantages
are higher if they are transferred across borders within a firm's own organization, rather
than if they are sold in the external market (Dunning,1993). Thus, O and | advantages
are closely associated with each other. Furthermore, firms internalizing their ownership
advantages in foreign locations may also create or acquire new O advantages within this
process and expand the advantages of internalizing. According to the OLI paradigm
firms internalize to utilize market failures, but they also internalize in order economize

on transaction costs and to capitalize on the O advantages.

2.4 FDI, an important form of capital flow

FDI has an impact on a country's trade balance. It increases the transfer of technology,
improves the standards and skills of labor and innovative ideas and determines the
development of the general business environment and structure.FDI has become the

most important form of capital flows to developing countries and it is the fastest



33

growing component of capital flows. Development in emerging countries is also
associated with a more open economy and a higher level of FDI. They serve as an
engine of growth by supplying new capital, transferring technology and managerial

know-how, marketing skills, organizational efficiency and focus on profits.

O ) e sastasins mmecn oo n iy ssn sou e i e e W g et e e W R AR
Developed World total
economies
D00 e s s e G R AT S
00 7 OO i s s, IR AR . A2
A Developing ™Al & >
4\ economies_ / ‘
1000 o-nemeenneee R D gz S
500 -
0
N O OO -~ N MO T WONDDWM OO — NM T WH ©
A O Oy QD N e ) Q€ 6360 G G Iy ¥ ogaiigwm ywiiife Oy
OO0 OO0 00 OO0 O00D0O0 OO0 OO0 00 O
— rr T o NN NN NN NN NN NN DN QN

Figure 1. FDI inflows, global and by group of economies, 1995-2012 (Billions of
dollars) (UNCTAD (2014)

FDI flows to developing economies proved to be much more resilient than flows to
developed countries, recording their second highest level — even though they declined
slightly (by 4 per cent) to $703 billion in 2012. They accounted for a record 52 per cent
of global FDI inflows, exceeding flows to developed economies for the first time ever,
by $142 billion. The global rankings of the largest recipients of FDI also reflect
changing patterns of investment flows: 9 of the 20 largest recipients were developing
countries. (UNCTAD, 2013)
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Foreign direct investment (FDI) overview, selected years
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Figure 2. Foreign direct investment (FDI) overview (UNCTAD, 2015)

The previous figure shows the inward and outward FDI flows occurred between 2005-
2014 in Mexico, Argentina, Brazil, Central America, Developing economies and in the
world. It clearly shows in the case of Mexico how inward flows are much higher that
outward flows, except for 2013. This is a positive sign for inward investment flows. It
can also be seen that Brazilian flows are higher than in Mexico, being Brazil the first

country in Latin America with the highest FDI inflows.
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Table 4. Market Classification: Developed and Emerging markets (MSCI)

MSCI WORLD INDEX

MSCI EMERGING MARKETS INDEX

DEVELOPED MARKETS

EMERGING MARKETS

Americas | Europe & | Pacific Americas Europe, Asia
Middle Middle East
East & Afica
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lSthitteesd Belgium Hong Kong | Chile Egypt India
Denmark Japan Colombia Greece Indonesia
Finland New Mexico Hungary Korea
France Zealand Peru Poland Malaysia
Germany Singapore Qatar Philippines
Ireland Russia Taiwan
Israel South Africa | Thailand
Italy Turkey
Netherlands United Arab
Norway Emirates
Portugal
Spain
Sweden
Switzerland
United

Kingdom
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The following figure shows the top host economies for FDI inflows. From the top 10,
Brazil ranks number 7, while Mexico ranks number 10. Therefore, Brazil is host
economy with the highest inward flows in Latin America. Brazil remained the region’s
leading FDI target with flows amounting to $62 billion, only down 2 per cent.
(UNCTAD 2015)
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Figure 3. FDI inflows: top 20 host economies, 2013 and 2014 (Billions of dollars)
(UNCTAD 2015)

FDI intensifies the firm value and performance when investments are made by entities
with superior internal resources and capabilities. Firm value depends on the quality of

decision-making by the board of directors. At the same time, when expanding their
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companies, managers should take into account market uncertainty and competitive
pressures (Chang and Rhee, 2011). When making decision in regards to future
investments, top executives and managers must have a common interest and perspective
in order to enforce their strategy and make sure the acquisition planning and

performance will be satisfactory.

A firm first must know what it is looking for in an acquisition or project. Having a full
and open analysis of these criteria allows for a better debate and consensus to arrive to a
decision. Applying these criteria will increase the likelihood of selecting the best
establishment, the best location and the best components for a productive investment.
Rather than one that will just make an acquisition for the purpose of doing a deal.
According to Mintzberg et al. (1976) any decision-making process in three major
phases: identification of an idea, its development, and selection that includes the
authorization given for that idea.

During the investment decision process, investment opportunities will be identified as
well as the risk profile for the investment. During this phase FDI main macro-elements
such as the political risk of the host country, the country’s overall demand for the
product or service (based on the market size and the national income) have to be
researched and analyzed. Also at this stage, the company makes the first contacts with

partners or agents from abroad.

This phase of investigation and data collection is perhaps the most important stage of
this decision process because this information is key to the decision (King, 1975).
Information about the economic, political and market environment, as well as
prospective partnerships, is important in order to examine whether a project fits the
corporate strategy for expansion and to estimate future demand for the company’s
products. Risk analysis is an important element in making any strategic investment

decision. Political risk is also a key determinant of undertaking any FDI investment.

Successful acquirers know what they are looking for and know how to implement their

planning carefully. Their deep screening of the whole acquisition process, strategic and
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financial criteria, and business and cultural environment, helps them make a thorough
assessment for the best decision making. It is fundamental to understand the synergies
between all actors in the investment phases, planning, implementation and performance.

The more unified actors are the more focused they can be in realizing their objectives.

When managing the dealings, partners enter to a world of different mindsets,
perspectives and ideologies, especially when the cultural distance of the countries is
high. It is fundamental that organizations create and develop managerial practices,
which will help and ease the establishment, and management and performance of the
investment as well as to establish methods that suit the institutional environments where

the investments are being made.

Institutional differences that are encountered between the investor and host country
affect the transfer of knowledge and practices internally and externally as well as their
legitimacy. Thus all these aspects must be studied carefully when creating business
strategies in order to minimize the risk of transactions costs and fail. (Meyer, 2001).
The more difference the company has with the host economy, the more difficult the
adaption will be. In order to reduce the effects of distance and cultural and
environmental distance, multinationals can develop some familiarity with the local
environment through a process of acculturation (Shenkar, 2001). But before getting
involved in the cultural context, they must do a thorough research regarding the market
where they will operate. Planning before investing must be carefully executed as
institutional settings may influence to some extent the internal processes and cross-
cultural practices and operations which will be implemented. All these must be totally

allocated with the location in order to minimize costs and improve productivity.

According to Henisz (2002), companies that have already experienced the process of
local adjustment in similar cultural environment, are expected to create more easily
capabilities that will smooth the process of acculturation. Therefore, for companies
investing in a known or similar environment will be encountered with fewer obstacles

during the implementation and management of the investment.
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2.5. SUMMARY

As discussed FDI theories posit four types of motives for firms to engage in FDI.
Market seeking investment may be undertaken to sustain or protect existing markets or
gain bigger size of market and market growth or customers have set up foreign
producing facilities and therefore firms have to follow them to overseas. Other market
seeking motives is that the production and transaction costs are less than supplying it

from a distance.

The investing firm needs ownership advantages; specific assets to obtain a competitive
advantage over local competitors. They include property rights and intangible assets;
named Oa advantages, as well as advantages arising from common governance, named
Ot advantages. Oa advantages include advantages due to abilities that facilitate the
generation of new assets, especially knowledge.

Developing countries are increasing their economies due to the rising FDI. The impact
of FDIs in the outward country as well as on the host country, especially host
developing countries, helps improve the economic development. For the countries of
origin, the main questions are concerning the exports of capital, technology and other
resources that can bring benefits to the firm.For the host developing countries of FDI,
the main issues refer to what extent such FDI improves the capital and other resources
available for development, and whether the benefits and costs of such will have a
positive or negative impact. Analysis and exploring the whole process and benefits of
how FDI affect the countries of origin and the host country is a complex task where
there are many factors involved for the decision making, since the characteristics of FDI

vary across countries and industries.

FDI involves long-term business-to business relationships, the basis for which is
ownership and the control and division of assets. FDI has important benefits for the
wellbeing of a country, from creating opportunities for financial inflows, creation of
employment, and the transfer of fixed assets, technology and know-how to the domestic

market.
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3. INSTITUTIONAL ENVIRONMENT AND FDI ESTABLISHMENT

This chapter three “Institutional Environment and FDI establishment” presents a broad
understanding of the different types of institutions existing in our societies and the role
these institutions play in the FDI establishment. Due to effect institutions have in the
reasons and motives for countries selecting a specific location, the relationship between
international expansion of firms and the institutional environment of host countries will
be researched throughout this chapter. The objectives of this chapter are to research
formal and informal institutions and to understand their impact on Foreign Direct
Investment and to analyze the institutional environment of Mexico and FDI policies in

order to understand their impact in Finnish Foreign Direct Investment.

3.1 Institutions

Whether a multinational firm is looking for expansion abroad or its looking for new or
existing resources, the firms will always encounter similar or different institutional
environments which might affect their planning, performance, and management
depending on several factors such as previous experience, the understanding of the host
country’s legal, political, cultural system, among others. According to Joskow (2008),
we can classify institutions as being legal, political, economic and social institutions but
classification on the degree of formality is the simplest, as there are two distinct groups:
formal and informal institutions. This is the most common and widely used definition of
institutions, which is attributed to Douglas North. He defines institutions as formal and
informal rules of the game, and their enforcement characteristics (North, 1990). This is

the reason why this study focuses only in formal and informal institutions.

There is also another equally important definition for institutions by Ostrom
(1990):”Institutions” can be defined as the sets of working rules that are used to
determine who is eligible to make decisions in some arena, what actions are allowed or
constrained, what aggregation rules will be used, what procedures must be followed,

what information must or must not be provided, and what payoffs will be assigned to
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individuals dependent on their actions.

It has been demonstrated that the quality of institutions is an important determinant for
FDI, especially for less-developed countries. Poor quality of institutions, and poor
infrastructure increases the costs of doing business and consequently diminishes the
FDI activity and performance in the market. It is known that firms’ performance suffer
when they fail to adapt to foreign environments. Therefore the need for understanding
the host’s environment. Institutional theories are controversial due to the difficulty of
having accurate measurements of institutions. The complexity of the MNE environment
is reflected in the multiple domains of the institutional environment and in the
multiplicity of institutional environments faced by MNEs’ (Kostova and Zaheer, 1999:
70).

Even though institutions play a prominent role in the location decisions of foreign
investors, research on FDI has typically being emphasized in the market, for example
labor costs, market size, and growth, rather than other institutional factors. According to
Meyer (2001), there is a limited theoretical and empirical research applying an
institutional framework in developing countries. From this, the importance and
relevance of a more deeply study in institutions, especially in developing countries, to

understand their impact and effect on FDIs.

A country’s institutional environment is the set of political, economic, social and legal
assets that establish a basis for production and exchange. Institutions are driving forces
in a society that create human interactions, providing and implementing rules and
mechanisms (North, 1990). By implementing rules and mechanisms they control
possible outcomes in the society, and they also allow economic transactions to take
place in an orderly manner. For external agents such as investors, consumers,
entrepreneurs, etc., efficiency of institutions is decisive, as they can know that the

decisions they take and the contracts they make will be protected by law, and enforced.

Institutions play a fundamental role for investments. Stable, reliable and capable

institutional frameworks will allow any country to have a better economic maturity and
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larger growth of markets. Good governance of institutions can provide economic
stability. Social institutions influence managerial actions through a variety of processes,
previous research and theory often begins with the assumption that institutions fit neatly
into a typology, with each type having a unique process of affecting outcomes. As
stated by Meyer (2001) and Peng (2003) multinationals have to adjust to the
institutional environment of each country where they operate, and the more the foreign
environment contrasts with the multinational’s home, the more challenging it is to adapt
to the host country. Institutional differences affect investor’s internal transfer of

knowledge and practices, thus influencing on business strategies (Meyer, 2001).

The concept of “distance”, between operations across countries is determinant for
explaining business strategies, operations and perhaps some obstacles that might appear
when investing abroad. In previous years, Johanson and Vahlne (1977:24) have
defined psychic distance as the “sum of factors preventing the flow of information from
and to the market”. These definitions included differences in language, education,
business procedures, culture and industrial development. But later on Hofstede (2005)
introduced a concept for national culture, measurable into four dimensions, (Power
Distance; Individualism/Collectivism; Uncertainty Avoidance; Masculinity/Feminity),
which became the basis of his definition of culture for each country.

Institutional distance is defined as the difference/similarity between the regulative,
cognitive, and normative institutions of two countries. (Kostova, 1996). The larger the
institutional distance is, the more difficult for a MNE to establish legitimacy in the host
country (Kostova and Zaheer, 1999) and to transfer strategic organizational practices
from the parent firm to the foreign subsidiary (Kostova, 1999). The adaption of entry
strategies, organizational forms, and internal procedures to manage these differences
have to be set (Kostova and Roth, 2002).

Lately, institutional distance and environment has been researched more deeply as it
mainly concerns companies that operate in emerging countries due to the difference of
regulatory or legal systems that can be less efficient or with more bureaucracy, market

transactions and ideological and different ways of doing business, which can slow or
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even inhibit international affairs. All these aspects will be a factor of challenge for
countries wanting to establish their premises in developing countries, whereas for a
developing country it might be easier as it will not struggle with bureaucratic systems or
inefficiencies. On the contrary, it might be expected that the more distant a company is
from the host country the more differences in culture, regulations, and organizational
practices. Therefore, the more difficulties and obstacles the company will have to deal
with. This will also be affected by previous investments that the company might have

already had in the same or similar host country.

As mentioned earlier, a nation’s institutional environment is the set of political,
economic, social, and legal conventions that establish a certain basis for production and
exchange (Oxley, 1999). And according to Scott, institutions are “social structures that
involve more strongly held rules supported by more enriched resources” (Scott, 2001).
The main similarity between Oxley and Scott is that Institutions are a set of social
elements created and developed as social structures, by individuals who are part of a
society. Each group of people, it could be either a country, a small town, a school,
government institution is a set of structures which humans create, develop and organize

for their own social structure.

In theory, all institutions are considered to be legitimate processes and structures in
institutional environments. When we speak about legitimacy we refer to a process or
structure that is legal because it meets the specific requirements of the law. Shortly we
will explain the reasons and consequences of institutions not being completely
legitimate. Legitimacy can only be reached when institutions are guided by
institutionalized standards, rules, and requirements, which are the main characteristics
of institutional environments. Rules, standards and requirements are built into the
society and are put into action by individual actors present in the institutional

environment.

According to Bevan, Estrin, and Meyer (2004) institutions play a prominent role in the
location decisions of foreign investors. Prior to making an investment abroad, investors

have to research regarding the new location, such as labor costs, market size, growth,
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political barriers, legal systems, etc. Institutions as said previously, make up the
constraints and incentive system of a society, providing rules and mechanisms, which
will later on help and/or limit the options for future investments in specific locations,
and affect predictable incomes. The whole panorama of institutions must be studied
and analyzed deeply and carefully during the planning of the investment, as the nation’s
profile definitely will affect on the managerial actions and the way of doing business in

a particular location and industry to enter.

The major role of institutions in a society is to reduce uncertainty by establishing a
stable (but not necessarily efficient) structure to human interaction (North, 1990:6) .
North defines institutions as "the humanly devised constraints that structure human
interaction” (1990: 3), which include formal rules (laws, regulations) and informal
constraints (customs, norms, cultures). Scholars across different perspectives have
defined institutions depending on their disciplines. For example, to operationalize
institutional distance, international economics researchers have been interested in
differences in formal institutions (Williamson, 2000). By contrast, those taking a more
sociological approach are inclined for the regulative, normative, and cognitive
components of institutions Therefrom the necessity to expand over the differences
between formal and informal institutions. The main differences between these
institutions will be presented promptly. Having international experience can lower a
firm’s liability of foreignness (Hymer, 1976) by developing the outlook regarding its
institutional knowledge, culture, language and characteristics that compose the local
environment. Preceding international experience in the host country will help to create

new and strategies that will improve the management and performance of the company.

It has been found that the decrease in the liability of foreignness has particular
performance benefits. Li (1995) and Delios and Beamish (2001) have found a positive
relationship between experience and survival. Experience with previous investments
and similar environments, will provide knowledge that will be useful for future projects
as it provides resources by which the company’s competences can be adapted to the

new environment.
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3.2. Formal Institutions

According to the Oxford Dictionary, the word “formal” means: “Having a
conventionally recognized form, structure, or set of rules”. Therefore, formal
institutions are the set of institutions, which are legally introduced, established and
enforced by the government. The structure and operations of the institutions are based
on state institutions (courts, legislatures, bureaucracies) and state rules (laws,
constitutions, regulations), which are transmitted and supervised, by the state. (Helmke
and Levitsky, 2006)

Changes in the country’s legislation, or changes in the ruling party, can have a great
impact on a country’s economical and institutional environment, which will have an
effect in the investor’s perception regarding the country. Thus, the importance of
political institutions that govern the country. Governments with transparent and reliable
information and management, will provide confidence to potential investors as they
know their money will be invested into profitable ventures and that their decision

making will be respected and executed as informed.

Political distance refers to differences in governmental and political institutions
(Perkins, 2009). Political and governmental institutions are an important factor when
investing, especially in developing country. These institutions may reduce transaction
costs by improving the security of property rights and contracts. However, governments
can also be ineffective in these tasks and, in some cases may even be the main threat to
the application of property rights and contracts. It is important for firms to understand in
advance how the political environment will affect their operations and strategies and to
what extent the transaction costs might be affected. The greater the political distance
foreign firms face, the more difficult it becomes for them to anticipate changes in the

host country and to operate effectively (Gaur and Lu, 2007).

The political risk is the risk that is correlated with a country’s politicians and their
decisions regarding the governance of a country. For instance, politician’s attitude to

investments will affect the decision of future investors and strategies.
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Changes in government policy and/or political institutions could also affect investment
behavior of multinationals. Political risk influences decisions regarding investment
projects and location decisions. Political risk is related to the risk that a sovereign host
government will unexpectedly change “the rules of the game” under which businesses
operate. (Busse and Hefeker, 2007: 399) The political risk is also linked to the quality
of political institutions and the quality of the bureaucracy is also associated with the
institutional strength of the country. In addition, ensuring laws and orders and reducing
corruption levels are important factors for high-quality institutions. They will constitute

a crucial unit for the assessment of “good governance” (Kaufmann et al., 1999).

Political risk is an important factor when deciding on investing abroad, as the
coefficient suggests that countries a higher political risk attract less FDIs. (Jun and
Singh, 1996). In the same matter, Gastanaga et al. (1998), have found that there exists a
link between several political variables and FDIs. Lower corruption and nationalization
risk levels and a good administration of contracts are associated to a higher number of
FDIs. The political risk of a country comprises several elements such as government
stability, socio-economic conditions, military role in politics and the quality of law and
rules that exist in the existing country. All these components are linked to the quality of
political institutions; consequently, all these institutions constitute a complete

assessment of good governance (Kaufmann et al., 1999).

The degree of formality in the institutions can be seen in their strength such as impartial
and transparent legal system, which will tend to protect and attract a higher number of

FDIs as it provides a sense of trust and confidentiality to the investor.

In the following figure we can find the most important motives that drive FDI into
developing countries. According to the Multilateral Investment Guarantee Agency
(MIGA), macroeconomic instability and political risk are the most important constraints
to FDI in developing economies. This graphic shows the huge importance and effect

that political risk has over the decision for investing abroad.
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3.3. Informal Institutions

The role of informal institutions is quite significant in both developed and developing
nations but in developing countries institutions play a major they are a behavioral
regularity based on socially-shared rules, usually unwritten, that are -created,
communicated, and enforced outside of officially-sanctioned channels (Helmke and
Levitsky, 2003).

Informal institutions are sometimes misinterpreted with weak institutions or informal
organizations. For this reason, it is necessary to mention that an informal institution
does not mean a weak institution or that there is weakness in a formal institution. Nor
that informal institution is a synonym of informal organizations. Institutions are the
underlying rules of the game while organizations such as family farms are agents of
institutional change (North 1990).
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After having set these misunderstandings it is also fundamental to explain why informal
institutions exist. When formal institutions are incomplete or institutions are not
competent enough to achieve their tasks or to set rules for behaviors in a society, then
informal rules are created due to these inefficiencies. Consequently for some societies,
such as some developing countries, informal institutions have become a strategy for
achieving the resolutions, which are not possible to achieve through formal institutions.
Informal institutions are made up when formal institutions are ineffective in practice
and because they lack power and credibility, despite of their legal existence. Or in some
cases it is simply impossible to change the formal rules due to lack of power or because
it is less costly than creating or modifying formal institutions.

To comprehend the reasons of informal institutions might be understood through the
history, economic, political and cultural environment of a country, but the origins are
often unclear as it is a complex process which involves many actors and the rules evolve
and change constantly. Thus, the type and degree of informal institutions in a country
may ease or interrupt activities by the increment or decrease of transaction costs

because time, resources and information is costly. (North, 1990).

Informal institutions play an important role in the management and performance of
economic activities by means of processes of trust, business networks and reputations.

Individuals will be more likely to work and to share information with people close to
them and to whom they trust. Therefore, high existing relationships of trust will help
reduce the transactions costs of the business but on the other hand lack of trust, poor
institutions and corruption can bring additional costs (Wei, 2000).Even though formal
institutions should in theory have more weight due to their legal legitimacy, in some
developing countries, informal institutions play a higher role than the formal ones, this
due to the weakness of the regulations, poor legal systems and poor execution of laws in

the society.

Informal institutions as mentioned earlier can inhibit the inflow of FDIs, therefore
governments create strategies and incentives to attract multinationals. For example in

developing countries a popular tax incentive is a reduction in the corporate income tax
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rate, through tax holidays (Morriset, 2003). The economic freedom and open markets
toward investment have made change many countries towards globalization. As stated
by Scott (1995), institutional environments are comprised by three types of institutions
(called “pillars”). These "pillars" are: regulative, normative and cognitive. These three

pillars provide "related but distinguishable bases of legitimacy" (Scott, 1995: 47).

In the international arena, these three pillars, influence on the plans of actions,
management and operations multinationals develop in a host country where rules,
norms and cognitive frames differ from the home country. Multinationals must be
consistent with the local environment in order to survive and succeed in the host
context, therefore multinationals adapt to local institutions and to organizational

structures.

3.4. Regulative pillar

This regulative pillar concerns laws and other rules that influence business strategies
and operations. According to Scott (1995), this pillar consists of rules and regulations
and the extent to which these rules are monitored and enforced. Regulatory processes
influence the ability on how rules and sanctions are established, all this with the aim of
improving a behavior. Thus institutions in a country are created to force and regularize

actions and behaviors.

The Economic Freedom Index, incorporates some aspects of regulation to measure the
Economic Freedom that exists in each country. This index published by the Heritage

Foundation includes:

= Rule of law (property rights, freedom from corruption);
= Limited Government (fiscal freedom, government spending);
= Regulatory Efficiency (business freedom, labor freedom, monetary freedom);

= Open Markets (trade freedom, investment freedom, and financial freedom).



50

According to Kostova (1997, p. 180) the regulative component of a country’s
institutional characteristics as those ‘‘existing laws and rules in a particular national
environment that promote certain types of behaviors and restrict others.”” These laws
can restrict the process of doing business through excessive bureaucracies, unclear and
arbitrarily enforced rules, monopoly control of the real sector’’ are examples of
regulative institutional barriers to efficient FDI (Pournarakis and Varsakelis, 2004, p.
80). According to Scott, legal regulations in the home and host country represent the
strongest environment pressures faced by enterprise. In regards to investments, the host-
country regulations create pressure to the investors in order to create legitimacy in the
host country. Pressures coming directly from the state and institutions from the
governments are the strongest pressures that affect the investor. The reason behind this
is because the government is the main organization controlling all the resources to the
investors. These pressures are stronger especially in emerging countries, where due to
the nature of an emerging country, rules and institutions may be unstable and

unpredictable.

Thus, we can say that FDIs are vulnerable to any form of uncertainty in the country,
such as the uncertainty of poor government efficiency, changes in policies, weak
enforcement of property right and the legal system in general. Henisz and Zelner
(2005) have demonstrated that regulative aspects of a society’s institutions influence the
mode and extent of FDI and that a country with a good governance infrastructure may

attract foreign investors.

3.5. Cognitive pillar

In order to understand how the cognitive pillar works, it is essential to understand the
definition of cognition. Cognition emphasized the understanding of concepts in
cognitive abilities such as reasoning planning, solving problems and comprehending
language. Learning is understood as a constructive process of conceptual growth.
(Carey, S. and Gerlman, R, 1991).
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The cognitive pillar emphasizes cognitions and actors’ generally shared perceptions of
what is typical or taken for granted (Scott, 1995). Thus, the cognitive component of a
nation’s institutional profile reflects the cognitive structures and symbolic systems
shared among individuals. As Kostova states (1999, p. 314) ‘‘cognitive programs such
as schemas, frames, inferential sets, and representations affect the way people notice,

categorize, and interpret stimuli from the environment.’’

In this pillar we can find routines and structures that are used by individuals in a society,
by which they empower a certain phenomenon or situation. The way a society will react
to a certain phenomenon will always vary and be dependent upon their environment.

The cognitive systems that exist in a society will determine what information is retained
and how it is executed, organized and interpreted. These systems will also shape the
procedures developed by organizations to provide new knowledge. Decision-making
process, perceptions and interpretations will be reflected in each individual’s cognitive

base. (Wiersema and Bantel, 1992).

Thus, investors will be affected by the way individuals process new information and
adapt to new routines, at the same time this will have an impact in the operations and
performances of their businesses. For instance individuals with higher education are
more likely to process essential information and procedures as well as their perception

and reception towards innovation will be higher.

Level of education reflects an individual’s cognitive ability and skills. High levels are
associated with high capacity for information processing (Schroder, Driver, and
Streufert, 1967). Therefore, more highly educated individuals are more inclined to help
to valuable routines. Moreover, people that are more exposed to new information and
technology have a broader outlook of their or