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Abstract: Based on an analysis of the behaviour of firmslyapg for outward
FDI (foreign direct investment) incentives, thisidyg explores firm participation
processes in policy programmes. This paper idestiind empirically tests the
determinants of self-selection as firms apply foatward FDI incentives while
controlling for the guidelines followed by the ag&s that allocate incentives.
Using firm-level data, this paper shows that thpasfunity costs of applying, the
financial constraints and the riskiness of FDI potg significantly affect firm be-
haviour in applying for public incentives, therefiyggesting the existence of self-

selection mechanisms among eligible firms.
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1. Introduction

The outward internationalisation of firms is anrgmsingly important object of
public intervention in most OECD countries (UNCTALR93, 2003) since inter-
nationalisation is acknowledged as a determinamational economic growth
(Wright et al, 2007). Since the 1990s, governments have encedrifgs process
by promoting measures such as financial supporgsiment insurance, fiscal in-
centives, databases on foreign markets and tedtassstance (UNCTAD, 1998).
The implementation of measures to support outwa@s ks usually carried out by
public agencies working under guidelines issueddmytral governments or local
public administrations (UNCTAD, 1996Db).

Given the rising importance of such policy toolSN@TAD, 1997; 2003), we
know surprisingly little about either their effeas their allocation processes. On
the one hand, incentives and policy measures héae lbeen criticised as ineffec-
tive (Farrel, 1985; UNCTAD, 1998; Lim, 2005; Marlamsand Nesse, 2006), yet
systematic and rigorous analyses are still lackiigthe other hand, no evidence
exists on the processes that drive the allocatiopublic incentives to outward
FDIs. There is a general push for collecting evodenbout the effectiveness of
different policy tools, but the focus on the outewof those tools has somehow
diverted attention away from the problems surrongdincentive allocation.
However, the understanding of the participationcpsses that drive incentive al-
location represent a compulsory promise in ordecditect reliable evidence of
both direct effects, indirect effects and overdfieeiveness of a policy tool
(Heckman and Smith, 2004).

Few studies analyse participation processes dirthdevel as the outcome
of agency selection processes (for a review, seeeBl and Busom, 2004), and
even less attention is paid to the application e of firms. We know surpris-
ingly little about how potential applicants decibether or not to apply. To the
author’'s knowledge, the only paper that studiesagh@ication process for a pub-
lic industrial incentive is Blanes and Busom (2Q0#ho estimate reduced-form
models of joint applications and granting decisitorsR&D subsidies.




Consequently, the main aim of this paper is toysgafirm behaviour in apply-
ing for public incentives by identifying the detemants of self-selection and con-
trolling for eligibility, acceptance and enrolmefitis paper represents one of the
first attempts to provide a theoretical interprietatand a rigorous evaluation of
public incentive allocations as concerns outwatdrimationalisation programmes.
The proposed methodological approach draws onxtensive treatment effects
and labour supply literature (for a survey, seenBland Rugless, 1996; Heckman
et al, 1999; Blundell and Costa Dias, 2002; Blundell MaCurdy, 1999).

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

The paper is structured as follows. The next sediaveys the existing litera-
ture and formulates the hypotheses that drive thirecal analysis. The follow-
ing sections present the data and the methodoldwg fifth section describes the
variables used in the empirical analysis. Sectignllsistrates the results of the

econometric estimates, while final comments arentegd in section seven.

2. Literature background and research hypotheses

Public policy evaluation includes process (or impéaitation) evaluation and out-
come (or impact) evaluation (Freemetnal, 2004). In the present paper, we will
not discuss the impact of public financial inceaito outward internationalisa-
tion (Banno and Piscitello, 2008), but we will takecloser look at the public in-
centives application process, which representgrafgiant part of the implemen-
tation of a policy tool.

Process evaluation, a particular formeaf postor in medias regpublic policy

evaluation, is a procedure that verifies whethenaira support program is deliv-
ered as intended to the target subjects (Sché&i#®d). Unfortunately, implemen-

tation processes are often unforeseeable andudiffar governments to monitor.




However, thanks to repeated measures over timgrgroprocess monitoring can
assess whether public intervention is operatinghnded and according to ap-
propriate standards.

It is worth noting that early literature framed il@mentation processes simply
as administrative routines that would occur of dydthemselves once policy
measures were brought into effect by legislatiod agencies mandated with ad-
ministrative authority (Corbett and Lennon, 200Zdyng, 1997). However, this
view has been undermined, as a graving body ohtitee, also known as imple-
mentation research, has focused on comparing pofi@fementation with the
original intentions of policy makers and on ideyiifj the obstacles to successful
policy execution (Wallman, 2007; Holcomb and Nigltile, 1999).

Implementation is not simply an administrative peob (Corbett and Lennon,
2002). On the contrary, it is a complex proces®Iving distinct actors, namely,
governmental bodies, public agencies and firmsiclPanplementation is in fact
inevitably the result of the interaction among nuplét players with contrasting
goals due to their different objectives, power aapabilities.

Understanding the role of each participant in taeetbpment of a public pol-
icy is a key factor in implementing incentive stiwes that will achieve the pol-
icy maker's objectives in the most efficient waycli$der, 2000; Mudambi,
1999). Heckman and Smith (2004) assert that uratedstg the process of par-
ticipation in public programmes is important forl@st three reasons. First, it al-
lows to identify the sources of inequality in thkoeation of public services.
Overall, differences in participation may resultviery different distributions of
the wealth function. In particular, studying theeteinants of participation can
reveal the existence of unexpected barriers taggaation itself (Blanes and Bu-
som, 2004). Second, participation patterns canatayseful information about the
functioning of support programmes by separating rifies of the agencies in
charge of incentive allocation from the participatinitiated by firms. Third, in-
formation on participation processes strong aff@ctgyram evaluation strategies
only when observing counterfactual conditions. Rupblicy evaluators can un-




derstand whether the observed outcomes are e#@ctoaused by a particular
public policy (Marschak, 1956). The two major sas©f problems, also known
as threats to validity (Bartik and Bingham, 199 represented by omitted vari-
able bias and selection btads it is impossible to determine exactly what Vaou
happen in absence of incentive, we need a methggdhat allows to identify the
causal relationship between the incentive and titeomne while controlling for
other possible determinants of the outcome itd#rtfk and Bingham, 1997).
Additionally, one must account for possible selmttbiases, there may be sys-
tematic differences between benefiting and non-fteamg firms that may affect
the impact of the incentive but do not depend @natcess to the incentive itself.
In particular, selection bias may occur due eitioefirm self-selection or agency
selection. In the first case, firms that apply tloe incentive may not be represen-
tative of the total population of eligible firmshile in the second case the agency
may accept only the applications that meet spesdlection criteria.

Several methods have been proposed in the literébuaddress selection bias,
including, for example, propensity score matchingthmds, instrumental vari-
ables, and control function methods. In any casesd methods always require
the clear specification of the reference group différent types of identification
strategies (Heckman and Robb, 1985; Heckman andaidalzozano, 2004).
Nevertheless, the literature on matching provideguideline on the choice of the
conditional variables that generate selection (ldenk and Navarro, 2004), even
if various analyses stress the importance of delettias (Heckmaet al, 1998).

Within the context of public incentives for outwardernationalisation, the al-
locative problem can be decomposed into five stegsh one involving different
actors. These steps are: eligibility, awarenesgliagtion, acceptance and enrol-
ment (Heckman and Smith, 2004). Three main acte@sraolved in the partici-
pation process, namely, policy makers, firms anklipiagencies. Policy makers

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

! Heckman (2001) provides an extensive treatmeseleiction bias




incentive programme management. Based on theiressas (i.e., the extent to
which a firm is informed about the existence ofubl incentive), firms decide
whether to apply or not. Thus, firms self-selectparticipate in the allocation
process. Finally, public agencies make grantingsitets by choosing which ap-
plications will be accepted and which companies el enrolled in the incentive
programme.

An important part of the participation process gstssof two decisions made
by two different subjects: self-selection behavibyrfirms (i.e., awareness and
application) and grant allocation by public ageadiee., acceptance and enrol-
ment). With the first decision, firms choose if amden they will apply for a pub-
lic incentive, while in the second case public ages decide which applicant
firms will be granted. Literature has paid littldemtion to these last two steps
(i.e., acceptance and enrolment) and virtually tiension to firm self-selection
processes.

Studies investigating participation in public pragmrmes often indicate that
many subjects eligible to participate on the baéihe selection criteria proposed
by policy makers do not in fact participate (Blaarkd Ruggles, 1996). Assuming
that firms are aware of the existence of an ingenéind that eligibility rules are
not too restrictive, several reasons may drivera fo not apply. The decision de-
pends on the expected benefits of participaiompared to monetary and non-
monetary costs. In particular, we identify applicatcosts, financial constraints
and the riskiness of the eligible projects as $icgmt drivers of the application
decision.

Even if the eligibility conditions set by policy tkers are not particularly re-
strictiveex ante an application still involves significant costistormation gather-
ing, reporting and other non-monetary costs areomapt obstacles to actual pro-
gram patrticipation (Ashenfelter, 1983). Consequemie expect that experience
and managerial capability reduce the costs of apglgnd increase the likelihood
of self-selection in applying. Consequently, thstfhypothesis tested by our em-
pirical analysis can be detailed as follows.




HP 1: Managerial skills, experience and informational barriers induce self-
selection by affecting the cost of applying.

The second hypothesis concerns the relationshipeeet firms’ financial con-
straints and the decision to apply for a publiceimose. The actual cost of going
abroad may vary across firms as a result of diffees in the availability and cost
of existing financial resources (Maseneire and €4ayY006; Bellonet al, 2008;
Desaiet al, 2006). As discussed in recent literature on SMiss market for FDI
financial support is subject to considerable imgetibns, which often result in fi-
nancial constraints (De Maeseneire and Clayes,)2006 these reasons, financial
market imperfections can curb outward investmeajgets and can limit a firm’s
capability to engage in FDIs. Consequently, we ekpepositive relationship be-
tween the financial constraints perceived by a fand the probability of self-
selection to apply for public funds (Hyytinen andivianen, 2005).

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

Besides firm-specific characteristics, project elctaristics are also expected
to affect the decision to self-select. As for inbegs specifically addressed to
(inward and outward) FDIs, some papers have demaiadtthat different kinds
of inward incentives do not equally appeal to glies of investors. On the con-
trary, the characteristics of the foreign projeetedmine which incentives are pre-
ferred by firms (Rolfeet al, 1993; Mudambi, 1999). In fact the granting agency
takes risks to the full extent of the loan in cag@roject failure, while in case of
project success, the MNE's returns are lower, asuist repay the loan. Thus, we
expect that firms submit the most risky projectptiblic agencies and finance the

least risky ones internally or through the priveapital market.




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 outwardsFnce the early 1990s

by providing public venture capital, public gramatsd public insurance at prefer-

ential rates. These incentives are generally mattggeational development fi-

nancial institutions, which are increasingly invedvin supporting outward for-
eign direct investments (UNCTAD, 1993, 1996a; Gbr,g2003).

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

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

vesting abroad are supported by two public agen8iesest 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 cpamies
* Reduced interest rates

* Venture capital fund

* Venture capital fund for start-up firms

(Law 100/90; Law Decree 143/98; Law 35/40; Law 19/9

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

* Financial support to feasibility studies and t@chl support
(Law Decree 143/98; Law 35/05; Ministerial Decré&$/D0)

 Financial support to the establishment of longrteénitia-
tive (Law 394/81)

* Financial support to the tender process (Law S0¢/

« Interest rate stabilizaton export credits (Law 143/98)

Table 1: Tools provided by SIMESBource: www.simest.it)




Simest, the largest institution supporting Itallawsinesses abroad, was set up
as a limited company in 1990 (Law 100/1990). laipublic-private partnership
controlled by the Ministry of International TradeadaCommerce (76%), while
private shareholders include banks and industdalrigss firms. The primary ob-
jective of Simest is to promote the competitivengfsthe Italian industry and ser-
vice sector by providing funding and advice to carvinvestors. In order to
achieve these goals, Simest provides Italian corepamith several tools to sup-
port foreign business in all phases of developr(iEaile 1).

The other Italian agency in charge of distributjublic incentives to outward
FDIs is Finest. The agency was founded in 1992yauntsto Italian National Law
19/1991 as an investment company that promotesoetgoncooperation with
Eastern European countries. The main shareholdeFnest are the Regional
Governments of Friuli Venezia Giulia and Veneta #hutonomous Province of
Trentd and Simest. Finest provides assistance to all eomep located in the
North East of ltaly (i.e., the Friuli Venezia GialiVeneto and Trentino Alto
Adige regions). Finest collaborates with compartwesreate or expand their busi-
ness in foreign countries or to set up industriad @ommercial relations with
firms in target areas. In particular, Finest acemigshares in foreign companies and
provides assistance to entrepreneurs.

This paper focuses on Law 100/1990, executed byeSinand Law 19/1991,
executed by Finest, which provide examples of puiotiancial incentives that en-
courage outward internationalisation. The examingsiness incentives consist of
capital loans at interest rates below the markessravioreover, in case of failure
of the foreign project, loans need not be paid faekv 394/1981).

According to Law 100/1990, Simest can directly isivep to 25% of the eg-
uity of the foreign venture, for a maximum of 8 y@aSince 2005, the public
agency can acquire up to 49% for a longer perigde$St can evaluate investment

proposals presented by firms, partners of cooperaigreements, cooperatives,

2 All these institutions are local public adminisivas of North Eastern Italy.




consortia and business associations. Moreoverydiogpto Law 100/1990, prior-
ity should be given to initiatives by Italian SMEs/esting in Eastern Europe.
Projects in the same sector of their parent compaeyencouraged; however, no
sector is excluded. Projects that entail the divest of R&D, sales or production
activities in Italy are excluded (Law 80/2005). Aipptions have to detail the ob-
jectives and the business plan of the foreign itmest. Every year Simest re-
ceives between 100 and 200 applications.
Between 1992 and 2006, Simest supported 863 inesstprojects outside the
European Union and acquired shareholdings in 48ttt foreign affiliates for a
total amount of 7.543 million euros and 189.560 kewyges. Minority sharehold-
ing accounts for about 10% of total investmenttHa same period Simest also
subscribed 150 equity increases for a total of dillRons of euro and sold 253
shareholdings for a total of 193,4 millions of euho 2006 minority stakes and
dividends generated 12,6 million euros of returthvai return on equity of 5.2%.
Like Simest, Finest co-invests as a minority shalddr in foreign partners of

companies located in North East Italy

3.2 The Dataset
The dataset used in the empirical analysis combdmeddifferent sources of data:

(@) the database Reprint, which provides a census tand and inward
FDIs in Italy since 1986. Reprint is updated yearhyl it is sponsored by
the ltalian Institute for Foreign Trade;

(b) Simest’s balance sheets, which provide informatibout the financial
incentives granted by Simest under Law 100/199@véen 1992 and
2006;

(c) Finest's balance sheets, which provide informataout the financial
incentives granted by Finest under Law 19/1991 betwl1994 and 2007;

% Finest can directly invest in foreign venturestai25% for a maximum of 8 years. Since 2005 it
is entitled to acquire up to 49% of foreign eqddy a longer period.
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(d) the database AIDA, developed by Bureau van Djickjctv provides
structural and financial data for Italian publimited companies.

The dataset obtained by integrating of the aboweces includes information on
568 firms that received public incentives and 9%&rnnationalised firms that did
not receive any public financial support from SitnasFinest.

The sampled firms represent 98 percent of fundeadsfiand 10 percent of the
control group. As the eligibility condition for fdimg is an FDI destination out-
side the European Union, any firm based in Italy apply for the public incen-

tives examined in this study.

4. Methodology
Depending on the type of program under evaluatiahthe specific objectives of
the process analysis, several methods can be Qaeditative analyses are the
most frequently used methods, including reviewsexisting documents, man-
agement information systems, interviews, focus pgspsurveys typically con-
ducted through structured questionnaires, andqggaeatit and non-participant ob-
servations (Pottek et al, 2003). Nevertheless, the rising demand for qtetinte
methods in public policy evaluation reflects theside of elected officials to de-
fine better polices, to assess performance, tauatalthe implementation process
and to ascertain impacts (Mosselman and Prince4;2Dénihanet al, 2007;
Yang, 2007). The designers of policy tools looleadnometric analysis with in-
creasing expectations; see, for example, the 2@e@gi& Issue of thdournal of
Econometricson the use of econometrics in informing publici@plmakers.
Typical econometric studies focus on the averagsanof the public tool under
evaluation. However, the empirical analysis ofithplementation process and, in
particular, the allocation process are attractiraywng interest.

The allocation process is particularly difficult éamalyse, because researchers
can seldom separately observe application behayvioyrfirms and grant alloca-
tion decision by public agencies. (Blanes and Bys?dd®4). The most frequent
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limitation faced by researchers is the impossipiit identifying unsuccessful ap-
plications and the characteristics of rejectedqmts. Consequently, it is often im-
possible to identify the impact of the agency d@deccriteria from other factors
driving firm behaviour, such as self-selection.

In order to solve the above problem, previous siffocused on a single step,
e.g. the allocation process (Feldman and Kelle@620or jointly considered the
application and allocation processes (Blanes arsbiBii2004).

Also the present empirical analysis had to copé witssing information on
rejected applications. Data do not consequentbnefbr separate estimates of the
effects of application decisions by firms and gwamtdecisions by the public
agency. As in most studies, data limitations foraedo combine application and
allocation processes into a single step. Howevertrwto relax this limitation by
including determinants of self-selection as wellvasables accounting for the al-
location of funds by agencies as control variables.

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

The dependent variable, D_Incentive, is a dummiatée equal to 1 if a firm
has launched an FDI project with the support otiblip financial incentive and
zero otherwise.

It must be noted that if a firm correctly anticipatthe selection criteria as
stated by the act that institutes the public ineenthe determinants of the appli-
cation process overlap with those of the grantiagision, and no identification
problem exists (Busom, 2000). For these reasonsdemify two sets of inde-
pendent variables: firm behaviour variables androbiwvariables that explain the
agency selection criterion.

The model is:
D_Incentive = a Firm_behaviugrt  Control_variablest &

12



5. The empirical variables

Hypothesis 1 argues that managerial skills androtated factors affect the pro-
pensity to self-selection. The proxies employeddsess managerial skills include
firm size (Buckley, 1989; Blanes and Busom, 200%) age (Meriteet al, 2007).
We expect that larger and older firms and firm®ohbging to a group will be more
likely to apply for an incentive, as their higheamagerial competences reduce
application costs.

Because of the existence of asymmetric informakietween the agency and
the firms, the cost of revealing information abthe project should be lower for
firms located close to an agency.

With reference to the second hypothesis, whichdgesiwon the relationship be-
tween a firm’s financial constraints and the chd@epply for a public incentive,
we proxy a firm’s financial constraints by its sehcy ratio. As financial market
imperfections can limit a firm’s chance to engage-Dls, we expect a positive
relationship between the existence of financialst@ints and the probability of
going abroad thanks to a public incentive (Hyytiagid Toivanen, 2005).

An outward FDI often involves fixed, non-recoverBkt-up costs (Belloret
al., 2008). A minimum volume of revenues is consegyemecessary to move
abroad with commercial and, above all, productidsE In fact, manufacturing
investments often require much larger investmemtfixed assets, such as land
and equipment, than service operations (Reftfal,1993). For this reason, we
expect that foreign initiative in the service intyswill be less likely to apply for
a public financial incentive.

Investors acquiring existing operations may be mnoterested in incentives
that depend upon the generation of profit rathantim reducing their initial in-
vestment (Rolfeet al, 1993). We consequently expect that firms invesiim
greenfield projects have a higher propensity tdyafip financial incentives than
firms investing in expansion or acquisition proge(Rolfeet al, 1993; Mudambi,
1999).
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The third hypothesis suggests a positive relatipnBbtween a firm’s decision
to apply and the riskiness of the FDI project. Ragterience in international mar-
kets, proxied by the number of previous FDIs, makdsm more diversified in
term of risk and thus less bounded by risk diveraifon. Moreover, past experi-
ence in countries characterised by high politieadrd reduces a firm’s sensitive-
ness to this type of risk in subsequent entry dmtss (Henisz, 2004), conse-
quently reducing the propensity to apply for a pubicentive.

The mode of entry in foreign markets is likely iffet on key dimensions, such
as the amount of committed resources, the exteatpobject’s risk and the poten-
tial return. Modes of entry involving higher leveiscommitment, higher transac-
tion costs and higher investment costs (i.e., @ifor majority stake) positively in-
fluence a firm’s decision to apply for public firaal incentives.

Institutional differences between domestic couatrg host country amplify the
difficulties in gathering, organising and interpngtthe information necessary for
successful entry. Investors are consequently niloeyIto enter countries charac-
terised by a stable policy system, similar cultarel similar institutional struc-
tures (Henisz, 2004). Where the above conditioesnat met, public aid is per-
ceived as a means to lower systematic, country-lesle Moreover, firms sensi-
tive to contracting and political haz&ndill take mitigating actions (Henisz, 2000,
2004) and partner with home country institutionsl@med with a comparative
advantage in interacting with the host countryifngons. In summary, we expect
investments in developing countries to be mordyike ask for public aid.

As previously mentioned, Simest and Finest allogatentives according to a
selective funding practice that follows specifiederia. According to policy ob-
jectives, agencies should favour SMEs, investmantastern Europe and pro-
jects that generate larger spillovers. Accordingthe institutional guidelines,

firms operating in the same sector as the parenpaay should be favoured.

* Henisz (2004) defines political hazard as the phility that a policy change by the host country
government will either directly (seizure of asseis)ndirectly (adverse changes in taxes, regula-
tions or other agreements) diminish the expeatéatm on assets of FDIs.

14



Intertemporal effects caused by different availgbdf public funding should also
be taken into account. For this reason, we includ®hort dummy that captures
the growing availability of public found from 20@wards. We also include in-
dustry dummies as control variables

All independent variables, whether related to s$tmat, financial or project
characteristics, refer to the year before the RBitsip in order to appreciate the
impact of these variables on the probability ofngoabroad with the support of an
incentive supplied by Simest or Finest.

The explanatory and dependent variables are sursadiam Table 2. Table 3
displays the descriptive statistics of the explanatariables for the entire sam-
ple, while Table 4 provides preliminary test of tbd#ference between firm-
specific and project-specific features of compamédsch internationalise with
and without public financial support.

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

The correlation matrix, reported in Table 5, regetlle correlation indices be-

tween the examined variables.

® Ten industry dummies have been considered: sexvigeod products, raw materials, chemical
and pharmaceutical, building and construction,tedeics, industrial machinery, automotive, food
tobacco and beverages, textile and the baseliséigtnd rubber

15



Variable Description Soce
Dependent Variable
Dummy variable taking the value of 1 if the firm  SIMEST and

D_Incentive

Experience

International_experience  Number of outward FDIslhelt

Location

Solvency_ratio

Services

Greenfield

Majority

Developing_countries
SME

Group

East_Europe

Diff_industry

Cohort_2002_2006

Industry dummies

launched an FDI project backed by an incentivg,in FINEST balance

and zero otherwise sheets
Independent Variables
Age of the firm (years) gt AIDA
REPRINT

Dummy variable taking the value of 1 when the firnSIMEST and
is located in the same province of the agency and FINEST balance
zero otherwise sheets, REPRINT

Ratio between equity and total asiset, | AIDA

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

Dummy variable taking the value of 1 if the foreign REpRINT
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 i REPRINT
to.1, and zero otherwise

Dummy variable taking the value of 1 for FDI targetRepRINT
ing developing countries, and zero otherwise

Dummy variable taking the value of 1 when the firmy,pa

has less than 250 employeesin t

Dummy variable taking value 1 if firm belongs to a p;pa

group

Dummy variable taking the value of 1 when the FDI

destination country is Eastern Europe, and zero otfREPRINT
erwise

Dummy variable taking the value of 1 when the for-

eign firm is not active in the same sector as tire p  REPRINT, AIDA
ent company

Dummy variable taking the value of 1 when the FDSIMEST and

is realised between 2002 and 2006, and zero otherFINEST balance
wise sheets, REPRINT
Dummy variable taking the value of 1 when the firmnRepRINT

is active in the specific industry, and zero othisew

Table 2: Descriptions of the variables and souctemta
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Minimum  Maximum

Mean

Std.

Deviation
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
Experiencé 30 26 *k
International_experienée 10 54 *xk
Locatiorf 30% 11% -
Solvency_ratib 26.31% 36.15% ok
Service§ 25% 51% -
SME® 46% 27% -
Groug 40% 53%
Project characteristics
Greenfield 57% 42% —
Majority® 91% 85% -
Developing_countriés 87% 63% ok
East_Europe 64% 24% *kk
Diff_industry 29% 53% —

a t-Test between the two categories; (mean)
b Mann-Witney Test between the two categoriesafin(%o)
¢ Proportion Test between the two categoriesdiare (%)

Table 4: Comparison between benefiting firms ana-benefiting firms
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1
Experience 1
International_experience 0.073

Location -0.052
Solvency_ratio 0.045
Services 0.103
Greenfield 0.106
Majority -0.009
Developing_countries 0.060
SME -0.133
Group 0.074
East_Europe 0.081
Diff_industry -0.094
Cohort_02_06 0.032

1
-0.048
0.210
0.139
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-0.045
-0.118
-0.344
0.277
-0.178
0.107
-0.020
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-0.026
0.093
-0.001
0.044
0.055
-0.040
0.118
0.004
0.185

4 5 6 7 8
1
0.077 1
-0.135 -0.095 1
-0.073 0.054 -0.059 1
-0.072 .31® 0.214 -0.048 1
-0.297 -0.128 0.126 0.012.154
0.334 0.172 -0.115 -0.000.176
-0.141  -0.200 0.08R.080 0.357
0.145 0.371  -0.1160.041  -0.247
-0.034  0.153 0.11D.061 -0.024

Table 5: Correlation matrix

-0.794
0.242
-0.221
-0.026
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1
-0.199
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0.038

11

1
-0.244
0.036

12

1
0.105

13
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6. Results of the empirical analysis

Estimated results of the probit regression are shiowfable 6 which reports two
distinct specifications (respectively, Model 1 aiddel 2). The columns of coef-
ficients show the estimates obtained for a moda icludes 568 firms that re-
ceived incentives and a control group constitute@%1 firms.

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

According to the first hypothesis, overall expedenncreases the probability
of receiving an incentive: the coefficient of védolie Experience is positive and
significant at p < 0.05 in Model 1 and at p < Oi0Model 2. Moreover if a firms
belong to a group increases the probability of ikeeg an incentive: the coeffi-
cient of variable Group in Model 2 is positive asignificant at p < 0.05. This
evidence supports the intuition that when applocatcosts are not negligible,
managerial capabilities are needed to overcome.them

The proximity to the premises of an agency in chaallocating public funds
increases the probability of receiving an incentaiace the coefficient of variable
Location is positive and significant at p < 0.0lbisth models. This findings sup-
ports the hypothesis that information barriersasggnificant determinant of par-
ticipation status.

Firms with high financial constraints are more hké& participate, in accor-
dance with hypothesis tw®rima facie the higher the total amount of debts, the
higher the likelihood to apply for and obtain a peiincentive (Solvency_ratio is
negative and significant at p < 0.01 in both Mateind 2).

The regression confirms the existence of signitigadustry-specific effects,
as manufacturing firms have a higher probabilityesfeiving a financial incentive
(Services is negative and significant at p < Ordbath Model 1 and 2). This con-

firms that the level of financial commitment in égn projects positively influ-
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ences a firm’s self-selection as well as the wglliass to invest in greenfield pro-
jects (Greenfield is positive and significant at p.01 in both Model 1 and 2).

Probit Regression

Dependent Variable: D_Incentive

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

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***  0.123 0.518 | -0.631***  0.126 0.532
Location 0.624=>  0.100 1866 | 0.615** 0.101  1.850
Solvency_ratio -0.292**  0.060 0.747 -0.015**  0.002 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 1262 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 1078
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 0517 0.080 1677 | 0512  0.080  1.669
Industry_dummies Yes Yes
Number of obs = 1572 Number of etib72
LR chf (22) = 587.72 LR ch{22) = 608.27
Prob > chi2 = 0.000 Prob > chi@.600
Pseudo R2 = 0.284 Pseudo R2 =40.29

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

*** Significance at the 1% level

Table 6: Probit model, participation in Nationabpa incentives
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In accordance with the third hypothesis, a firmmigernational experience re-
duces the odds of receiving an incentive (at p0d @ both Model 1 and 2); firms
with past FDIs are less bounded by risk diversiittaand consequently less in-
terested in asking for public aid. As the coefintief International_experience is
negative and significant in both models, the intenis not used against the inten-
tions of policy makers to support further internatilisation by already-
experienced firms.

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

Firms investing in developing countries are mokelyi to enjoy financial in-
centives (Developing_countries is significant at p.01 in both Model 1 and 2),
confirming that the riskiness of FDI projects sigantly affects firm behaviour
in applying insofar as public aid is perceived am@ans to lower systematic,
country-level risk.

Interestingly and contrary to expectations, as dékection guidelines favour
initiatives by small firms, the coefficient of tllummy SME is not significantly
different from zero. Moreover, size might also siga need to ask for public in-
centives, because small firms may be more credistcained (Buckley, 1989).
Thus, public agencies may be willing to favour thémboth cases, the expected
net effect may again be the result of a variablecéihg both types of decisions in
the same direction.

Consistent with the guidelines stated by the laved instituted the incentives
here under consideration, the regression in bothrwdels shows a significant
coefficient for initiatives in Eastern Europe (Edstirope is positive and signifi-
cant at p < 0.01) and in the same business seectothe parent company

(Diff_industry is negative and significant at p 90).

22



The cohort dummy shifts intertemporal effects cdusg different availability
of public funding, indicating that firms had a heghprobability of receiving in-
centives after 2002 (Cohort_02_06 is positive agdiicant at p < 0.01 in both
Model 1 and &

7. Conclusions

This article provides new evidence regarding tree@ss evaluation of partici-
pation in public incentives. This is the first papleat explicitly addresses the par-
ticipation process in public incentives with regatd outward internationalisation
and yields substantial insights on program equitgd an the design of non-
experimental program evaluation.

The evidence on the incentives allocated by thdipltalian agencies Simest
and Finest has been used to analyse the determiaffitm participation proc-
esses and reveals their complex nature. In paatichhsed on a probit model, our
study suggests that after controlling for agendgcti®n criteria, differences in
participation status caused by firm self-selectoa due also to differences in ap-
plication costs, financial constraints and risksieFDI projects.

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

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

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

® The only industry dummy with significant coeffioieare automotive and electronics (both nega-
tive and significant at p < 0.10)
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eration regarding incentive assignments is necgdsareduce the incentive for
more risk (Giebet al, 2006).

Westheackt al. (2007) suggest the need for more balanced polippart to-
wards the outward internationalisation of privatdEs. We add that policy to-
wards outward internationalisation must apprediabe heterogeneity. The spec-
trum of firms ranges from those that do not andncarinternationalise to those
that have internationalised from their inceptionlié measures should differen-
tiate according to the characteristics of speté#rget groups.

The analysis also denies that the idea that menehgasing the amount of
funds promoting outward internationalisation wilevitably lead to greater pro-
gram benefits. Increased benefits may only paytiatfect self-selection mecha-
nisms in the eligible population.

In summary, we believe that additional efforts lne €x anteassessment of
both firm and project characteristics may providereies in charge of incentive
assignment with better operative tools. We sugtiedtincentives should be pro-
ject specific, since the source of positive spilavis likely to differ across FDIs.
Ideally, incentives should induce firms to growttternationally by undertaking
projects that they would not realise on their ovhthis stage, we cannot con-
clude that firms are not substituting governmemidii for projects that they in-
tended to pursue anyway (i.e., additionality). Hore the positive and signifi-
cant effects generated by financial constraintfirn self-selection suggest that
the incentive is moving in the right direction alditionality, and public tools
should limit any crowding-out effects (Busom, 200@preover, incentives seem
to be more effective for self-selecting firms tnaver went abroad, as they seem
to induce a change of behaviour in non-internatieed firms.

Of course, better data would allow to improve tiheppsed analysis. First of
all, observations on the same firms across allestafparacterising the participa-
tion process (Heckman and Smith, 2004) would peaniitetter analysis of the
self-selection process. It would also be helpfuhéwe more variables related to
project risk.
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The analysis also suggests a rich agenda for furéisearch. The study of out-
ward FDI promotion is still an underdeveloped aoéaesearch in international
business. Nevertheless, the increasing role playedational governments in re-
lation to MNE investment promotion entails that enstudy in this area is neces-

sary.
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